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WISDOMTREE’S QUALITY DIVIDEND
GROWTH STRATEGY TURNS 10

Alejandro saltiel - Head of Indexes, U.S.
04/27/2023

The wisdomTree U.S. Quality Dividend Growth Index (WTDGI) had its 10-year anniversary on
April 11.

It was the first of a family of 11 Indexes that span different geographic focuses.

WTDGI 1is tracked by the wisdomTree U.S. Quality Dividend Growth Fund (DGRW).

The 1investment objective of the strategy has remained consistent, providing investors

with exposure to companies that Took attractive across measures of profitability, Tike r

eturn on equity (ROE) and return on assets (ROA), and earnings growth prospects, and
weighting them by their dividend stream to maintain valuations at check.

WTDGI’s way of assessing a company’s quality (profitability) and ability to grow dividen
ds has allowed it to outperform the S&P 500 Index by 0.70% annually over these 10 years,

doing so with Tower volatility and higher risk-adjusted returns.?!
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Genesis of the Strategy (Ethos of the Strategy Remains Unchanged)

when WTDGI Taunched 1in 2013 after extensive research, our now Global CIO, Jeremy
Schwartz, and Global Head of Research, Christopher Gannatti, published two white papers
titled “The Dividends of a Quality and Growth Factor Approach” and “waiting for
Dividends vs. Weighting by Dividends.” 3Jeremy and Chris expanded on the rationale for
using ROE and ROA as the measure of quality along with having a forward-looking dividend
growth screen instead of a backward-looking one. They also highlighted how a broad
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quality methodology would be better positioned to compete against the broader market
over time.

Quality Factor Rankings: “We have identified higher-quality companies as those that
have displayed above-average historical returns on equity and on assets. We have used
these criteria as part of our selection methodology, because we believe companies with
better profitability metrics are better able to fund growing dividends... There are also
the 7investment practitioners who focus on ROE. Wwarren Buffett often says, as he did in
his most recent (2014) annual Tetter, that he looks for “businesses earning good returns
on equity while employing Tittle or no debt.” Since high leverage involves the use of
debt, our use of a quality ranking that incorporates both return on equity and return on
assets enables us to mitigate the use of Jeverage as a sole driver of what may
superficially appear to be a high ROE figure.

In the finance literature, return on equity is critically Ilinked to dividend growth and
intrinsic value of companies through the dividend discount model (DDM). The DDM for
(current) stock valuation states:

D,

S~ R-g)

where D; represents dividends per share expected to be received in one year, R represents

the required rate of return for the investment and g stands for the growth rate 1in

dividends which can be decomposed into ROE x earnings retention.’?

Forward-Looking Dividend Growth Screen: “one of the most critical differences
between the wisdomTree U.S. Dividend Growth Index and the NASDAQ US Dividend Achievers S
elect Index is that the latter requires 10 consecutive years of dividend growth in order
to qualify for inclusion, while the former does not. Why does this matter? Because we
believe that dividend indexes with backward-Tooking growth screens may fail to capture
growth opportunities—and we believe that performance will bear this out...

A simple example of the difference is the case of Apple. As one of the largest dividend
payers in the United States, Apple is included in the WisdomTree U.S. Dividend Growth
Index —-but it won’t be eligible for inclusion in the NASDAQ US Dividend Achievers Select
Index until 2023. Additionally, it is worth noting that not only does wisdomTree require

a dividend, it also uses numerous quality screens and weights by dividends.’”

Broad Exposure: “One of the keys, in our opinion, is to not dilute the potential power
of what others have mentioned above (characteristics of different quality factor
portfolios) by trying to apply too many stock selection rules or complex weighting
schemes. The key 1is to be as simple and broad-based as possible, while still tilting
toward companies with Tow debt and high return on equity, which we believe to be an
important common thread across the many varied interpretations of what quality means to

different practitioners.”™

Live Performance

Ten years of history allows us to go back and see how some of our initial research has
played out in a Tive period. The below comes from our Index Attribution Tool and shows
ROE quintile performance attribution of WTDGI versus the S&P 500 from April 30, 2013, to
March 31, 2023.

This image shows how WTDGI’s over-weight in highest-ROE companies and under-weight in
Towest-ROE companies have strongly contributed to its outperformance over the past 10
years.

It’s interesting to highlight the right-most column, where we can see that, over this
period, the highest-ROE companies in the S&P 500 outperformed the market by more than
300 basis points (bps), while companies with the Towest ROE underperformed the market by
close to -200 bps.
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To analyze exposure to and the 1impact of dividend growers over time, we classified
securities in WTDGI’s and the S&P 500’s universe into five groups, comparing their
current dividend payments to what they were 10 years ago.

These groups were Tlabeled: Growers, Cutters, Suspenders, New Payers and Non-Payers.
Given what we know of equity markets in the past 10 years, it 1is not surprising to see
that more than 70% of the S&P 500’s average exposure during the period was to companies
that grew their dividends.
It is also good to see how WTDGI’s methodology has resulted in close to 90% of exposure
to dividend Growers and has managed to reduce the exposure to Cutters and Suspenders
compared to the s&P 500. If we look at the contribution to the S&P 500’s return during
the period, companies that grew dividends contributed proportionally to their exposure,
and New Payers contributed more than their exposure, while cCutters and Suspenders
contributed less than their exposure.
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Index Methodology
WTDGI’s annual rebalance methodology can be explained in the following stages:

Starting Universe: The Index’s starting universe consists of dividend-paying U.S.
equities that meet wisdomTree’s Tliquidity requirements and whose market caps exceed $2
billion. Companies whose dividend coverage ratios are less than 1 (i.e., dividends
exceed earnings) are removed, as are companies flagged as risky by wisdomTree’s Composit
e Risk Score (CRS).

Composite Score Selection: Companies are then ranked based on an equally weighted
composite score of growth and quality. Growth is defined as consensus estimated earnings
growth over the next one to three years, while quality is calculated as a 50/50 score of
the company’s average three-year ROE and ROA. The top 300 companies are selected for the
portfolio.

Final Portfolio: The 300 companies selected are Dividend Stream~ weighted to reflect
the proportionate share that the aggregate cash divides. An individual holding cap of 7%
is applied prior to a 20% sector cap for all sectors except Info. Tech (25%) and Real
Estate (10%).

The below chart highlights the different stages of WTDGI’s Tatest rebalance at the end
of 2022 and compares portfolio characteristics versus those of the S&P 500 (teal).
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Market Cap Benchmark (S&P 500} Starting Universe Composite ScoreSelection Final Portfolio
T U T I
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WTDGI’s starting universe already shows an important quality tilt coming from removing
non-dividend payers and companies whose dividends exceed earnings or that are at risk of
cutting their dividend payments as identified by the CRS score C(higher aggregate ROE
than the S&P 500 and higher/lower exposure to highest/lowest ROE quintiles).

Upon selecting the 300 best-scoring companies on the composite score of growth and
quality, the basket exhibits stronger quality and growth characteristics. Aggregate ROE
exceeds the S&P 500 by more than 8%, and the median estimated growth of the portfolio is
close to 2% higher. More than half of the weight is allocated to the highest ROE
companies. At this stage, the valuation and dividend yield metrics are higher and in
Tine, respectively, with the Ss&pP 500.

After Dividend Stream weighting the basket, we can see that the quality and growth
advantages remain while forward valuation is now Tower, and the dividend yield 1is 62 bps
higher than the s&P 500. In terms of final sector composition, the model is over-weight
in the 1Industrials and Consumer Staples sectors and under-weight in Communication
Services and Energy.

Showing further granularity into the Index methodology, below is an example of the
parameters used in the 2022 rebalance for two comparable companies, Morgan Stanley and
JP Morgan.

The former made it into the final portfolio rebalance, while the Tatter was not included
as it did not rank in the top 300 names on the composite score of growth and quality.

As seen below, even though both companies had comparable quality scores,
Stanley’s growth estimate that made it rank within the top 300 names.

Morgan Stanley’s $5.24 billion of dindicated dividends represents 1.74% of the total
$302.79 billion of all 300 names selected into the basket. Thus, its final weight after
single stock and sector adjustments was 1.79%.

it was Morgan
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Quality Exposure = Better Risk-Adjusted Returns

As mentioned earlier, WTDGI’s methodology has allowed it to outperform the S&P 500 on
both an absolute and a risk-adjusted basis. As we can see below, the risk
characteristics for DGRW-which tracks WTDGI-are very attractive for a core exposure in
an investor’s portfolio.

Characteristics DGRW S5&P 500
Annual Return 12.26% 11.97%
Standard Deviation 14.09% 14.97%
Sharpe Ratio 0.81 0.74
Information Ratio 0.09 0.00
Up-Capture 95.02% 100.00%
Down-Capture 92.67% 100.00%
Alpha 2.33% 0.00%
Beta 0.91 1

Sources: WisdomTree, FactSet, for the perlod 5/31/13-3/31/23. Past performance Is not Indlcative
of future results.

The 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. cCurrent performance may be lower or higher than the
performance data quoted. For the most recent month-end performance, click here.
Holdings are subject to change.

1 sources: wisdomTree, FactSet. Data from 4/11/13-4/11/23.

2 source: wisdomTree, “The Dividends of a Quality and Growth Factor Approach.”
3 source: wisdomTree, “waiting for Dividends vs. weighting by Dividends.”

4 source: wisdomTree, “The Dividends of a Quality and Growth Factor Approach.”

Important Risks Related to this Article

There are risks associated with investing, 1including the possible Toss 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 the Fund’s prospectus for specific
details regarding the Fund’s risk profile.

For the top 10 holdings of DGRW please visit the Fund's fund detail page at https://www.
wisdomtree.com/investments/etfs/equity/dgrw
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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.

Related Funds
+ WisdomTree U.S. 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 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 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

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

Return on assets (ROA) : Firm profits (after accounting for all expenses) divided by
the firm’s total assets. Higher numbers 1indicate greater profits relative to the Tevel
of assets utilized to generate them.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

Quality : cCharacterized by higher efficiency and profitability. Typical measures include
earnings, return on equity, return on assets, operating profitability as well as others.
This term 1is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

Dividend : A portion of corporate profits paid out to shareholders.
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.

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

Tlevel.&nbsp.

Risk-adjusted returns : Returns measured in relation to their own variability. High
returns with a high Tevel of risk indicate a Tower probability that actual returns were
close to average returns. High returns with a Tow level of risk would be more desirable,
as they indicate a higher probability that actual returns were close to average returns.

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

Dividend discount model (DDM) : Method of determining whether a company’s share price

is currently above or below where it could be if future dividend payments were the key
determinant, as opposed to other factors.

Dividends per share : The sum of declared dividends for every ordinary share issued.
Dividend per share (DPS) 1is the total dividends paid out over an entire year (including
interim dividends but not idincluding special dividends) divided by the number of
outstanding ordinary shares issued.

NASDAQ US Dividend Achievers sSelect Index : Designed to track the performance of

dividend-paying companies in the U.S. that have increased their annual dividend payments
for the last 10 or more consecutive years.

Basis point : 1/100th of 1 percent.
composite risk score : A term that refers to combining multiple factors—for example
quality and momentum-to quantify the potential riskiness of a security relative to
comparable companies.

Dividend stream : Refers to the regular dividends per share multiplied by the number of
shares outstanding.
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