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THE DIVIDEND DRIVER: RETURN ON
EQUITY
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06/12/2023

A key driver of Tlong-term compound returns is dividend growth. But what drives the
driver? corporate profitability.

Using over a half-century of data from Ken French’s computations at Dartmouth, a
strategy that identified the top 20% of stocks by profitability (return on equity, or
ROE) posted annual returns of 11.73%, an outperformance of 451 basis points (bps) per
year over the Towest ROE group. The high-ranking group also bested the market by 144 bps
per year.

Part of the explanation: profitable companies grew dividends faster.

Figure 1: Equity Performance, Grouped by Profitability
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Triggering Robust Future Dividends: The Profile of a Profitable Grower

The DuPont Corporation’s Donaldson Brown developed a concept a century ago that breaks
ROE 1into an interaction between profit margins, asset turnover and the equity

multiplier.
Return on Profit Asset Equity
= X .4
Equity Margin Turnover Multiplier

Those can be expressed as follows:

Metlncome MNetlncome Sales Total Assets

X X
Total Equity Sales Total Assets Total Equity

Notice that some denominators are also numerators. As they cancel each other, we are
left with income over equity, or ROE. If a firm wants to be profitable, it must have
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excellent margins and be efficient with its assets.

Suppose a company earns $1 per share and pays a 25-cent dividend, Teaving 75 cents in
retained earnings. The retention ratio is 75%.

Multiply the retention ratio by the ROE to get implied dividend growth.
Visually:

Retention

2 ROE = Implied Dividend Growth
Ratie

If the company’s ROE is 10%, the implied annual dividend growth rate is 0.75 x 10%, or
7.5%.
Figure 2 shows these concepts using current metrics for the WisdomTree U.S. Quality Divi

dend Growth Fund (DGRW) and the wisdomTree U.S. SmallCap Quality Dividend Growth Fund (D
GRS).

Figure 2: DuPont Inside DGRW & DGRS

Arithmetic DuPont Model Component Russall 2000
A Met Income/Sales 13.1% 12.5% 6.3% 4.8%
B Sales/Total Assets 33.5% 32.9% 68.6% 31.4%
Total Assets/Total Equity 5.84 4.49 4.25 4.85
Multiply: AxBx C Return on Equity (ROE) 25.7% 18.4% 18.4% 1.3%
Retention Ratio 60.7% 68.99 63.9% 66.6%0
ROE x Retention Ratio  Implied Dividend Growth Rate 15.6% 12.7% 11.7% 4.9%

Source: WisdomTree PATH software, as of 4/30/23.

Both DGRW and DGRS score well on profit margins (A) and asset turnover (B). The equity
multiplier (C) for DGRW indicates that component companies have a Tittle more Tleverage
than S&P 500 members, while DGRS has less leverage than the Russell 2000.

DGRW’s current dividend yield is 2.2%, which at face value is something of a yawn when
compared to the 1.6% yield accorded the S&P 500. However, the former’s more robust ROE
opens the door for a faster dividend growth rate in the future (figure 3). The same goes
for DGRS in small caps.

Figure 3: Quality Dividend Growth Fundamentals

Fundamentals Russell 2000
Frice/Earnings (Fwdl) 18.0 18.9 11.6 23.0
Dividend Yield 2.2% 1.6% 3.19% 1.5%
Implied Dividend Growth Rate 15.69%% 12.79% 11.7% 4.9%

source: WisdomTree PATH software, as of 4/30/23. T he performance data quoted represents past
performance and Is no guarantee of future results. Investment return and principal
value of an investment will fluctuate so that an investor's shares, when redeemed,
may be worth more or less than their original cost. Current performance may be lower
or higher than the performance data quoted.

For the most recent month-end performance, please click the respective
ticker: DGRW, DGRS.

For definitions of terms in the table above, please visit the glossary.
Next, developed and emerging markets. Figure 4 runs the numbers for:

e The WisdomTree International Quality Dividend Growth Fund (IQDG), which has the same
stocks as 1its currency-hedged “cousin,” IHDG (the WisdomTree International Hedged

Quality Dividend Growth Fund.
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e The WisdomTree Europe Quality Dividend Growth Fund (EUDG

e The WisdomTree Global ex-U.S. Quality Dividend Growth Fund (DNL)

o The WisdomTree Emerging Markets Quality Dividend Growth Fund (DGRE

The international strategies all score highly on profit margins (A), have more efficient
asset usage (B) and engage Tower Tlevels of leverage (C). This combination dindicates
implied dividend growth that exceeds their respective benchmarks, maybe with lower risk.

Figure 4: Implied Dividend Growth Rate, International Strategies

Figure 5 reproduces the fundamentals table for some of the international strategies.
Figure 5: Quality Dividend Growth Fundamentals

For the most recent month-end and standardized performance, SEC Standardized
vYield, and fund holdings, click here: IQDG, EUDG, DNL, DGRE.

Happy 10th Birthday, DGRW

The Tast 10 years have been good ones for the Fund, as have the timeframes since. On
June 1, 2023, it ranked in the 14th percentile of 1,410 funds in the Large Blend
Morningstar peer group for the Tast year; in the 1lth percentile of the group’s 1,273
funds for the last three years; in the 13th percentile of 1,172 funds for the Tlast five
years; and in the sixth percentile of 870 funds for the last 10 years. Its 12.0% return
from its May 22, 2013, inception to the end of May 2023 has also edged out the S&P 500’s
11.9% run, with Tower volatility.

Important Disclosures and Risks Related to this Article

Morningstar percentile rankings are based on a fund's average annual total return
relative to all funds in the same Morningstar category, which includes both mutual funds
and ETFs, and does not include the effect of sales charges. Fund performance used within
the ranking, reflects certain fee waivers, without which, returns and Morningstar
rankings would have been Tower. The highest (or most favorable) percentile rank is 1 and
the Towest (or Teast favorable) percentile rank 1is 100. Past performance does not

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


https://wisdomtree.com/~/link.aspx?_id=8303F9B38A444566B6B4FC3A57ED60E5&_z=z
https://wisdomtree.com/~/link.aspx?_id=923DD5B279A746DFADEBF07EF1B9CFE6&_z=z
https://wisdomtree.com/~/link.aspx?_id=A063C72403F84EB399FF08F78C588D48&_z=z
https://wisdomtree.com/blog/glossary#leverage
https://wisdomtree.com/~/link.aspx?_id=21919814DADD4089B426D26A10B49B10&_z=z
https://wisdomtree.com/~/link.aspx?_id=8303F9B38A444566B6B4FC3A57ED60E5&_z=z
https://wisdomtree.com/~/link.aspx?_id=923DD5B279A746DFADEBF07EF1B9CFE6&_z=z
https://wisdomtree.com/~/link.aspx?_id=A063C72403F84EB399FF08F78C588D48&_z=z
https://wisdomtree.com/blog/glossary#volatility

wWisdomTree BLOG ARTICLE

guarantee future results.

Morningstar, Inc. All Rights Reserved. The information herein: (1) is proprietary to
Morningstar and/or its content providers; (2) may not be copied or distributed; and (3)
is not warranted to be accurate, complete or timely. Neither Morningstar nor 1its content
providers are responsible for any damages or Tosses arising from any use of this
information.

DGRW, DGRS, DNL, DGRE: There are risks associated with investing, 1including the
possible loss of principal. Funds focusing their investments on certain sectors increase
their vulnerability to any single economic or regulatory development. This may result in
greater share price volatility. Dividends are not guaranteed, and a company currently
paying dividends may cease paying dividends at any time. Please read each Fund’s
prospectus for specific details regarding the Fund’s risk profile.

IQDG: There are risks associated with 1investing, 1including the possible Toss of
principal. Foreign investing involves special risks, such as risk of loss from currency
fluctuation or political or economic uncertainty. Heightened sector exposure increases
the Fund’s vulnerability to any single economic, regulatory or other development
impacting that sector. This may result in greater share price volatility. The Fund
invests in the securities included in, or representative of, 1its Index regardless of
their investment merit, and the Fund does not attempt to outperform its Index or take
defensive positions in declining markets. Due to the investment strategy of this Fund,
it may make higher capital gain distributions than other ETFs. 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.

EUDG: There are risks associated with 1investing, 1including the possible Toss of
principal. Foreign investing involves special risks, such as risk of loss from currency
fluctuation or political or economic uncertainty. This Fund focuses its investments in
Europe, thereby 1increasing the impact of events and developments associated with the
region, which can adversely affect performance. Dividends are not guaranteed and a
company currently paying dividends may cease paying dividends at any time. Investments
in currency involve additional special risks, such as credit risk and interest rate
fluctuations. As this Fund can have a high concentration in some 1issuers, the Fund can
be adversely +impacted by changes affecting those -dissuers. The Fund invests 1in the
securities included in, or representative of, its Index regardless of their investment
merit and the Fund does not attempt to outperform its Index or take defensive positions
in declining markets. Please read the Fund’s prospectus for specific details regarding
the Fund’s risk profile.

Related Content
+ Truly Profitable Companies: Dividend's Growth Drivers

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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.
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+ WisdomTree U.S. SmallCap Quality Dividend Growth Fund
+ WisdomTree International Quality Dividend Growth Fund
+ WisdomTree Europe Quality Dividend Growth Fund

+ WisdomTree Global ex-U.S. Quality Dividend Growth Fund

+ WisdomTree Emerging Markets Quality Dividend Growth Fund

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors 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 1investments 1in 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 1indicative 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 Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 qinternal 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 dinstruments 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 idinvestment decision and may not be relied on as such. Historical data and
analysis should not be taken as an 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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

Dividend growth : The growth in trailing 12-month dividends for the specified universe.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much
profit a company generates with the money shareholders have invested.

Basis point : 1/100th of 1 percent.

Profit margins : Net income divided by total sales. Higher values indicate a greater
fraction of each dollar of sales being Teft to the firm and its owners after expenses
are accounted for.

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.

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 dindex. It dincludes
approximately 2000 of the smallest securities based on a combination of their market cap
and current index membership.

Dividend yield : A financial ratio that shows how much a company pays out in dividends
each year relative to its share price.

Leverage : Total assets divided by equity. Higher numbers indicate greater borrowing to

finance asset purchases; Tleverage can tend to make positive performance more positive
and negative performance more negative.

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

Tlevel.&nbsp.
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