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Though U.S. equity markets are at all-time highs, regional banks remain mired in the

fallout from last year’s crisis that felled several companies in dramatic fashion.

Silicon Valley Bank’s failure in March 2023 stoked panic selling across the sector amid

fears of contagion and prompted scrutiny of other banks’ liquidity positions and asset-

liability profiles.

Today, commercial real estate exposures are the preeminent concern, and markets remain

deeply unsettled. The latest irritant contaminating sentiment is New York Community

Bank, which needed a $1 billion capital injection from a consortium of outside investors

to keep it afloat. It installed a new CEO and created several new board seats for the

investor group as a result. Its shares are on life support after falling 67%1 to start

the year.

The KBW Regional Banking Index and S&P Regional Banks Select Industry Index have each

fallen by about 15% since the onset of the crisis last March.1 Meanwhile, the S&P 500 is

up 30%, demonstrating the severity of markets’ concerns about the health of the regional

banking system.

Poor sentiment remains a headwind for small and mid-cap equity indexes, which have

notable allocations to regional banks, despite broader equity market strength. The Russe

ll 2000 and 2000 Value Indexes (up 10% and 5.6%, respectively) are still lagging large c

aps by more than 20% over the last year. Mid-caps have barely fared any better with the 

Russell Midcap and Midcap Value indexes up 15.5% and 10.9% over the same period.

U.S. Large Caps Have Been the Most Reliable Market Since the 2023 Regional           

Banking Crisis
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Despite the pessimism pervading the industry, we believe there are still ways to

maintain exposure to regional banks within small and mid-cap equity allocations without

suffering drastically poor performance or sacrificing business quality.

But we also understand that headline risks influence market narratives and direction, so

it’s important to review the composition of WisdomTree’s small and mid-cap products to

identify and understand existing exposures.

Company Nightmares Had Little Impact

Among the banks that made headlines in 2023, we had minimal exposure to PacWest Bancorp

(PACW) and Signature Bank (SBNY) within the WisdomTree U.S. MidCap (EZM), U.S. MidCap Di

vidend (DON) and U.S. SmallCap Dividend (DES) Funds, resulting in negligible performance

impacts during the crisis.

Neither Silicon Valley Bank (formerly SIVB) nor First Republic Bank (formerly FRC) was

held in any WisdomTree small-cap or mid-cap product when they failed and had not been in

eight years.

The most recent headache, New York Community Bancorp (NYCB), is held within EZM and

DON and has obviously weighed on performance, but not as much as the collapse in share

price might suggest.

Market-Like Exposures within WisdomTree Small Caps

Banks often exhibit characteristics synonymous with value investing, including low price

-to-earnings (P/E) multiples and large dividend payments. Financials usually pay the

largest proportion of dividends among U.S. sectors, often dwarfing other heavyweight

payers like Health Care and Information Technology by 4% to 5%.

Sector Contribution to Dividend Stream- MSCI USA IMI Index
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As a result, value indexes tend to have larger exposures to banks than those predicated

on other investment styles.

WisdomTree’s three oldest U.S. small-cap Indexes also skew toward value by emphasizing

similar fundamentals, like earnings and dividends, that ultimately place banks in the

same category.

Both the earnings-weighted WisdomTree U.S. SmallCap Fund (EES) and dividend-weighted

DES exhibit market-like regional bank exposures today, though they’ve historically been

under-weight in the Russell 2000 Value Index.

Weight in Regional Banks over Time: EES vs. Russell 2000 Value

Weight in Regional Banks over Time: DES vs. Russell 2000 Value
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The recent pickups resulted from our annual rebalance process in December 2023, and

reflect regional banks’ growing proportion of aggregate earnings and dividends among

U.S. small caps, despite headline noise concerning specific companies.

Among the regional banks within DES, dividends are the primary feature. Collectively,

they offer nearly 100 basis points of additional yield over those in the Russell 2000

Value while approximating the Russell index across most other metrics.

EES's regional banks, which are earnings-weighted, result in a higher quality composite

than those in the Russell 2000 Value. There’s a notable improvement in earnings and retu

rn on equity (ROE) that reduces prevailing P/E multiples by about one point each. It

also shaves a percentage point off banks’ aggregate net interest expense as a percentage

of EBIT, perhaps signaling a healthier debt burden.

Small Caps—Weighted Average Fundamentals of Regional Banks in Each Fund/Index

For the most recent month-end standardized performance, please the respective        

ticker: EES, DES.

WisdomTree’s High-Quality Small Caps Are an Exception

The WisdomTree U.S. SmallCap Quality Dividend Growth Fund (DGRS), however, introduces

another component that indirectly reduces regional bank exposures relative to the

broader market. DGRS systematically selects the top 50% companies within the dividend-

paying U.S. small-cap universe with the highest quality scores. By screening for ROE and

return on assets (ROA) within our quality definition, many regional banks are avoided
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since they tend to report high ROE but lower ROA by nature of their business.

Weight in Regional Banks over Time: DGRS vs. Russell Small Cap Indexes

By design, DGRS's regional bank exposure is regularly under-weight in the Russell 2000

and 2000 Value indexes.

The sole exception was a result of our 2020 rebalance and the additional emphasis on

earnings growth estimates in our quality framework. Banks had high earnings growth

estimates in the aftermath of the pandemic and were rewarded with larger allocations.

This proved to be beneficial as Financials were the top sector contributor for

DGRS during 2021 relative to the Russell 2000 Value Index.

Throughout its full history, however, DGRS has routinely been under-weight in regional

banks by promoting high-quality small caps.

Modest Over-Weight Allocations across WisdomTree Mid-Cap Indexes

Although regional banks are not as prevalent in market cap-weighted mid-cap indexes as

they are in small-cap indexes, dividend- and earnings-weighted methodologies have

similar influences on overall exposures.

The regular over-weight allocation to regional banks within DON is a byproduct of their

preference for dividends and larger relative contribution to the U.S. mid-cap Dividend S

tream™.

Weight in Regional Banks over Time: DON vs. Russell Midcap Indexes
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There’s a similar effect within EZM, which weights by earnings rather than dividends.

Weight in Regional Banks over Time: EZM vs. Russell Midcap Indexes

Here, over-weight allocations reflect exposure to companies already generating

substantial profits within the aggregate U.S. mid-cap Earnings Stream™.

Both the dividend- and earnings-weighted approaches improve upon the fundamentals of the

regional banks within the Russell Midcap Value Index, most notably in quality metrics.

Each adds a bit more to ROE and ROA while reducing trailing P/Es by about half a point.

Perhaps most important, however, is the improvement in net income margin, which adds

about 4% versus the market in each Index. This is paired with slight reductions in

interest expenses as a percentage of EBIT, which conveys that bank exposures in each

Index currently offer healthier profits with proportionally reduced financing costs.

Mid-Caps—Weighted Average Fundamentals of Regional Banks in Each Fund/Index
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For the most recent month-end standardized performance, please the respective        

ticker: EZM, DON. 

Fortunately, forward multiples are not sacrificed for these improvements, either.

Estimated P/Es for the bank exposures remain similar to those of the Russell Midcap

Value.

A Preference for Fundamentally Weighted Small/Mid-Caps

Overall, we believe that earnings- and dividend-weighted allocations to regional banks

may be a preferred way to endure the industry’s headwinds without selling into a down

market, as they offer fundamental improvements that may better insulate bank holdings

from ongoing volatility.

And if investors like the valuations within the small-cap value segment of the market

but want to avoid further deterioration in regional banks, the DGRS could fit that bill.

More broadly, we are optimistic on U.S. small-caps and mid-caps and overweight size

within WisdomTree’s Model Portfolios, with a focus on dividend-payers and reduced

multiples that were priced for recession. Consistent with Professor Siegel’s views, we

anticipate broader equity market participation during 2024 (as opposed to last year’s

concentrated, narrow leadership within mega-cap technology names) to be fueled by

reduced probabilities of recession. The possibility of a subsequent “catch-up” rally as

recession risks subside and the Fed pivots to more accommodative monetary policy helps

support our upgraded view on size.

Our Model Portfolio Investment Committee (MPIC) added to DGRS at the end of 2023 to

enact our views, and we’re optimistic that the marriage of size and quality will be

additive in 2024.

 

 

1 Source: Bloomberg, as of 3/8/24.

Important Risks Related to this Article

There are risks associated with investing, including the possible loss of principal.

Funds focusing their investments on certain sectors and/or smaller companies increase

their vulnerability to any single economic or regulatory development. This may result in

greater share price volatility.

EZM/EES: Please read the Fund’s prospectus for specific details regarding the Fund’s

risk profile.

DON/DES/DGRS: Dividends are not guaranteed, and a company currently paying dividends

may cease paying dividends at any time. Please read the Fund’s prospectus for specific

details regarding the Fund’s risk profile.

 

For standardized performance and the most recent month-end performance click here NOTE,

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/~/link.aspx?_id=72955D6B70EF455EBA0F80FE9DA53A69&_z=z
https://wisdomtree.com/~/link.aspx?_id=A9D03077221545DF963D4882333284F9&_z=z
https://wisdomtree.com/blog/glossary#volatility
https://wisdomtree.com/~/link.aspx?_id=CA53D425E2E24A1182F66DB233FEE54C&_z=z
https://wisdomtree.com/blog/glossary#recession
https://wisdomtree.com/~/link.aspx?_id=CA53D425E2E24A1182F66DB233FEE54C&_z=z
https://www.wisdomtree.com/investments/performance


this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

Related Funds

+ WisdomTree U.S. MidCap Fund

+ WisdomTree U.S. MidCap Dividend Fund

+ WisdomTree U.S. SmallCap Dividend Fund

+ WisdomTree U.S. SmallCap Fund

+ WisdomTree U.S. SmallCap Quality Dividend Growth Fund

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

KBW Nasdaq Regional Banking Index (KRX)       : The KBW Regional Banking Index seeks to

reflect the performance of U.S. companies that do business as regional banks or thrifts.

S&P Regional Banks Select Industry Index : S&P Select Industry Indices are designed

to measure the performance of narrow GICS® sub-industries. The S&P Regional Banks Select

Industry Index comprises stocks in the S&P Total Market Index that are classified in the

GICS Regional Banks sub-industry.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Small caps   : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.

Mid-Cap : Characterized by exposure to the next 20% of market capitalization (after the

top 70% have been removed) within the Value, Blend or Growth style zones with the

majority of the fund’s weight.

Russell 2000 Index    : Measures the performance of the small-cap segment of the U.S.

equity universe. The Russell 2000 is a subset of the Russell 3000 Index representing

approximately 10% of the total market capitalization of that index. It includes

approximately 2000 of the smallest securities based on a combination of their market cap

and current index membership.

Russell 2000 Value Index : measures the performance of small-cap value segment of the

U.S. equity universe. It includes those Russell 2000 Index companies with lower price-

to-book ratios and lower forecasted growth values.

Large-Capitalization (Large-Cap) : A term used by the investment community to refer

to companies with a market capitalization value of more than $10 billion. Large cap is

an abbreviation of the term “large market capitalization”. Market capitalization is

calculated by multiplying the number of a company’s shares outstanding by its stock

price per share.

Russell Midcap Index : The Russell Midcap Index measures the performance of the mid-

cap value segment of the U.S. equity universe. It includes those Russell Midcap Index

companies with lower price-to-book ratios and lower forecasted growth values.

Russell MidCap Value Index : measures the performance of the mid-cap value segment of

the U.S. equity universe. It includes those Russell Midcap Index companies with lower

price-to-book ratios and lower forecasted growth values.

Value : Characterized by lower price levels relative to fundamentals, such as earnings

or dividends. Prices are lower because investors are less certain of the performance of

these fundamentals in the future. This term is also related to the Value Factor, which

associates these stock characteristics with excess returns vs the market over tim.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

Basis point : 1/100th of 1 percent.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much

profit a company generates with the money shareholders have invested.
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Return on assets (ROA) : Firm profits (after accounting for all expenses) divided by

the firm’s total assets. Higher numbers indicate greater profits relative to the level

of assets utilized to generate them.

Dividend Stream : Refers to the regular dividends per share multiplied by the number of

shares outstanding.

Earnings Stream® : Earnings per share x the number of shares outstanding. For an index,

these totals are added for all constituents.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Recession : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.
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