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GROWTH STOCKS: WHERE’S THE BEEF?

Jeff weniger — Head of Equity Strategy
12/12/2018

This is Part 1 of a two-part blog series on the market’s current expectations for growth
and value stocks.

At the risk of making a 34-year-old pop culture reference, growth stock fundamentals
remind us of the question first posed by wendy’s in 1984: “Where’s the beef?”

As was the case back when war was declared on Mcbonald’s and Burger King, there appears
to be a lot of “bun” in growth stocks but not a lot of “meat.”

Face it: the magnitude and duration of the multiyear clobbering of value strategies by

growth stocks 1in the current cycle is second only to the Tlegendary 1994-2000 “new
economy” years. That epic mania for growth as an 1investing style began about a year

before the 1995 Netscape IPO,! at which point the tech boom began to rage. That rally
took the S&P 500 Growth Index 376% higher (30.1% annualized), trouncing the S&P 500 Vvalu

e Index’s gain of “only” 183% (19.2% per year).2 when the rug was ripped out from under
the market in the 2000-2002 crash, value stocks picked up thousands of basis points of
outperformance.

Today, the cumulative gap between the two indexes, which has been stretching out s7nce
2006, is once again in triple digits. From July 31, 2006, through November 30, 2018-more
than 12 years—-the S&P 500 Growth Index returned 246% (or 10.6% annually), more than
doubTling the 122% appreciation of the S&P 500 value Index (6.7% annually).

That’s a difference of 124 percentage points.

Before we begin searching for the beef, consider the striking picture that figure 1
paints. As a reminder, the NASDAQ, about as “growthy” an index as can be constructed,
started its crash in March 2000, while the S&P 500 topped later that summer. when they
did, the rotation to value stocks was a flood.

Figure 1: S&P 500 Growth Total Return Index Relative to S&P 500 value
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Sources: WisdomTree, Bloomberg, as of 11/30/18. Past performance is not indicative of future results. You cannot invest directly in an
index.

Piggybacking on WisdomTree’s Prior Dividend Growth work

we received positive feedback on our white paper, “Dividend Growth’s Drivers: Picking Ap
art Quality,” and this analysis builds on many of those concepts for the debate over
growth versus value. In that piece, we Tlooked at our Quality Dividend Growth suite,
diving 1into the interaction of return on equity (ROE) with earnings retention and
dividend payout ratios to determine the drivers of shareholder wealth.

The 1interrelationship between profitability and dividend policy 1is critical, and these
concepts are becoming core parts of second-decade WisdomTree.

Figure 2 shows profitability and growth metrics for the S&P 500 Growth, S&P 500 and S&P
500 value Indexes.

Figure 2: S&P 500 Growth, Core and value Metrics
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S&P 500 Growth 24.6% 19.6 5.11% 1.40% 27.4% 72.6%
<2p 500 16.0% 16.9 5.93% 1.97% 33.2% 66.8%
S&P 500 Value 12.3% 145 6.89% 2.64% 38.3% 61.7%

Sources: WisdomTree, as of 12/4/18; forward price-to-eamings ratios and dividend yields by Bloomberg. Past performance is not indicative of future results. You cannot
invest directly in an index.

The Critical Equation

“Dividend Growth’s Drivers: Picking Apart Quality” identified profitability (ROE) as the
driver of dividend growth, presenting the critical equation recreated in figure 3.

e
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Figure 3: The Critical Equation

Retention

Ratio X =

Source: WisdomTree.

Figure 4 uses the critical equation to calculate “long-term” dividend growth. we added
quotation marks to “long-term” because, frankly, Tooking into the future involves a Tot
more art than science.

Figure 4: Implied Dividend Growth Estimate

A B =AxB
Earnings Retention (%) Return on Equity (ROE) implied LT Div.
& < quity Growth
S&P 500 Growth 72.6% 24.6% 17.9%
S&P 500 66.8% 16.0% 10.7%
S&P 500 Value 61.7% 12.3% 7.6%

Source: WisdomTree, using data from figure 1 and the critical equation in figure 2. Data as of 12/5/18. Past
performance is not indicative of future results. You cannot invest directly in an index.

Can the S&P 500 Growth Index achieve Tong-term dividend growth of 17.9%? And how long is
Tong-term? No one knows. But we can engage the numbers to get a feel for whether we want
to pay nearly 20x forward earnings for growth stocks when value stocks are on offer for
15x earnings.

Stay tuned for the second part of this series, where we will consider the possibility of
several years of nearly 18% increases in growth stock dividends to see if that even
makes sense. Spoiler alert: it doesn’t. Where's the beef? Not in Growth's unsustainable
ROE.

IThe famed 1995 Netscape IPO is widely regarded as one of the first newsworthy events of
the dot-com boom.

Zsources: Bloomberg, wisdomTree, for the period 4/29/1994-3/31/2000

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.

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. 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 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 1its
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 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 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 investment 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

Growth : Ccharacterized by higher price Tevels relative to fundamentals, such as

dividends or earnings. Price Tlevels are higher because investors are willing to pay more
due to their expectations of future improvements in these fundamentals.

S&P 500 Growth Index : A market capitalization-weighted benchmark designed to measure
the growth segment of the S&P 500 Index.

S&P 500 value Index : A market capitalization-weighted benchmark designed to measure
the value segment of the S&P 500 Index.

value : characterized by lower price levels relative to fundamentals, such as earnings
or dividends. Prices are Tower 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.

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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