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Each year in June, the Russell stock market indices are rebalanced to include all eligible public companies that fall 

within certain market capitalization ranges. In industry parlance, this is referred to as reconstitution. This involves 

ranking U.S. listed companies by market capitalization on a scheduled date, which fell on Friday, May 7th this year. 

The 1,000 largest companies on that date were selected for inclusion in the Russell 1000 Index and the next 2,000 

largest companies by market capitalization were chosen for the Russell 2000 Index. The threshold for index inclusion 

varies each year as the market’s valuation of companies changes. Companies move in and out of these indices based 

on their stock price performance.  

 

 

 

In our portfolios, we have been adding bank 

stocks that will likely be removed from the 

Russell 2000 Index in June 2021. Due to 

anticipated index fund selling, these banks 

are trading at significant discounts to their 

fundamental fair value. We expect these 

discounts to start closing later this year. We 

remain very constructive on U.S. bank 

equities and believe this dislocation presents 

an excellent opportunity to generate alpha 

in our funds.  
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The Russell 2000 Index is the benchmark of choice for institutional investors looking to track the performance of 

small cap stocks. Many investment funds are indexed to the Russell 2000, and when the index is reconstituted, these 

funds need to adjust exposure and purchase the stocks going into the index and sell those being removed. Index funds 

own approximately 8% of the market cap of Russell 2000 companies, and their trading activity around the time of 

index rebalancing has a material impact on public market valuations. Despite what underlying fundamental 

performance may suggest a company’s valuation should be, the rebalancing-driven buying and selling of these index 

funds tend to dictate what it is in the short-run leading up to the official reconstitution date in late June, creating an 

inefficiency in the market. 

 

 

 

The surge in IPO activity in the past 12 months has been remarkable. More than 850 companies have gone public in 

the U.S., raising a record $173 billion, the highest level of activity dating back to February 1997. Many of these IPOs 

were SPACs looking to purchase private operating companies aiming to go public. Once a SPAC purchases one of 

these companies, they are eligible for inclusion in the Russell 2000. The market cap threshold for inclusion in the 

Russell 2000 has risen to $257 million, the highest since 2007. 

  

 

 

U.S. banks have lagged the post-pandemic market recovery, and as a result, many will be dropped from the Russell 

2000 this year. Taking their place will be new public companies, mostly unprofitable targets of SPACs that have 

closed deals. The latest estimates suggest 81 financial services companies will be deleted from the Russell 2000 Index 

this year, which is a record over the time we tracked the data back 14 years. 

 

 

262

167

78

111
130

101

129

169 177

133
144

159 152

95

257

0

50

100

150

200

250

300

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Russell 2000 Market Cap Threshold ($mm)

Source. KBW Research and Petiole Analysis



Petiole Asset Management AG | Private markets made accessible 3  

 

The prospect of being removed from the Russell 2000 Index has resulted in a remarkable dynamic for the banks we 

follow, as they have witnessed meaningful selling pressure in the first half of the year. Nearly 8% of their index fund-

owned shares need to be sold, equating in some cases to 20 to 30, even as high as 50 days’ worth of trading volume. 

Many of these banks are and will continue to report record profits this year in a post-pandemic economic recovery, 

but their shares have been relentlessly sold as the index funds need to make room for new additions of companies 

with higher market capitalizations (many of them are not profitable at all). The banks that are projected to leave the 

Russell 2000 Index in June have underperformed the KBW Regional Bank Index (KRE) by 21% YTD in 2021. 

Price Performance YTD 
KRE vs Russell 2000 Deletions Equal-Weighted 

 
    Source: S&P GMI 
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As bank investors, this is an exciting time when we can purchase solid franchises at 21% off simply due to the fact 

that a frenzy of SPAC IPOs and acquisitions have forced a large number of small cap banks out of the Russell 2000 

Index. The relative underperformance of these small cap banks will reverse once the selling pressure abates following 

the index rebalancing. Below is an example of a bank that was excluded from the index in 2019—it materially 

underperformed in the first half of the year and then outperformed in the second half. We believe history will repeat 

itself with many of this year’s Russell exclusions, and this is one of the key investment themes in our financials funds. 

 

 
   Source: S&P GMI 

 

 

Although we maintain a constructive approach on U.S. bank equities in our investment funds, we have welcomed 

this dislocation and believe it will result in relative outperformance of our portfolios. Petiole has added banks that 

will be removed from the Russell 2000 index in June 2021, and these are trading at significant discounts to their 

fundamental fair value due to index fund selling. We expect that discount to start closing later this year.  
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This article was issued by Petiole Asset Management AG (“PAM”) on May 14, 2021 and is provided to you for informational and marketing 

purposes only, and contains proprietary information that may not be reproduced, distributed to, or used by, any third parties without PAM’s 

prior written consent. Although all information and opinions expressed in this article were obtained from sources believed to be reliable and in 

good faith, no representation or warranty, express or implied, is made as to their accuracy or completeness.  

 

The information contained herein is not a substitute for a thorough due diligence investigation. Past performance is not indicative of and does 

not guarantee future performance. Exit timelines, prices and related projections are estimates only, and exits could happen sooner or later than 

expected, or at a higher or lower valuation than expected, and are conditional, among other things, on certain assumptions and future 

performance relating to the financial and operational health of each business and macroeconomic conditions. 

 

PAM makes no representation or warranty, express or implied, with respect to any statistics or historical or current financial data, whether 

created by PAM through its own research or quoted from other sources. With respect to any such statistics or data delivered or made available 

by or on behalf of PAM, it is acknowledged that (a) the investor takes full responsibility for making its own evaluation of the materiality of the 

information and the integrity of the quoted source and (b) the investor has no claim against PAM.  

 

To the extent this article contains any forecasts, projections, goals, plans and other forward-looking statements, such forward-looking 

statements are inherently subject to various parameters, most of which are difficult to predict and many of which are beyond PAM’s control 

and may cause actual performance, financial results and other projections in the future to differ materially from any projections of future 

performance, results or achievements expressed or implied by such forward-looking statements. Investors should not place undue reliance on 

these forward-looking statements. PAM undertakes no obligation to update any forward-looking statements to conform to actual results or 

changes in PAM’s expectations, unless required by applicable law. 
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