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Investors can normally rely on the stability of dividends. A company cutting its

dividend is typically a significant negative signal in U.S. markets, making cuts rare

among the largest dividend payers. In times of stress, companies tend to cut share buyba

cks first, which are viewed by investors as more discretionary, before touching dividend

payouts.

But 2020 has been far from normal times.

And within mid- and small-cap companies, the picture for dividend cuts has been more

challenged than for large-cap companies. Investors would be remiss to count their

dividends before they are paid out.

Who Pays Dividends

This trend of smaller companies more significantly slashing payouts isn’t surprising.

During an economic slowdown, smaller companies usually have less credit access to

sustain cash flows and thinner profit margins, making them relatively more burdened by a

sales slowdown.

The number of mid- and small-cap dividend payers had been increasing in the years since

the financial crisis. The nearly 70% of companies in the Russell Midcap Index that paid

dividends was nearly a 20-year high. This means there was a healthy and diverse base of

companies paying out dividends before cuts began—particularly for mid-caps.

Percent Index Constituents Dividend-Payers

The mid- and small-cap sectors that pay out the most in dividends are Financials and

Real Estate, making up a disproportionate amount of the Dividend Stream® weight. In the

Russell Top 200, Information Technology is the largest dividend-paying sector but

accounts for only about 17% of the weight. This is much smaller than the 33% that comes

from Financials alone in the Russell 2000.
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In mid- and small caps, few dividends come from the growthiest sectors that have held up

the best during the pandemic.

This has hurt strategies that favor the more value-tilted, dividend-paying sectors in

mid- and small caps relatively more than similar strategies focused on large caps.

The best-performing sectors in 2020 have been those more resilient to work-from-home

trends (Information Technology) and those typically more defensive (Health Care). The

worst-performing have been more cyclically oriented value sectors like Energy,

Financials and Industrials.
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Market Prices Following Dividends

This year’s underperformance of mid- and small caps relative to large caps can in some

ways be traced to what is happening to dividends.

Take a quote from a recent note from Morgan Stanley Research:

 [i]n an era of sound bites and headlines, it's easy to forget why one really owns

stocks –i.e. for the future claims on excess cash flows to be distributed to

shareholders. In short, the current price of a stock should reflect the discounted

value of future dividends to the equity stakeholder.1

While the WisdomTree U.S. LargeCap Dividend Index has shed under 3% from its indicated

Dividend Stream in 2020, the mid- and small-cap dividend indexes have seen cuts of 17%–

24%. And while some sectors in the large-cap index have actually seen notable dividend

growth—primarily Health Care, Utilities, Materials and Tech—cuts have been widespread

across sectors in smaller market caps.

Dividend Stream Growth from November 30, 2019 (Latest Index Rebalance)

With the backdrop of dividends under acute pressure for mid- and small-cap companies,

the question then becomes how much of the negative is already baked into market prices.

Trailing total shareholder yields of greater than 5% for the WisdomTree U.S. MidCap Divi

dend Index (WTMDI) and the WisdomTree U.S. SmallCap Dividend Index (WTSDI) are an

imperfect reflection on what investors should expect going forward. However, on a
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relative basis to the broad market cap-weighted, value and growth benchmarks, they offer

significant yield premiums.

On a normalized price-to-earnings basis, the mid- and small-cap dividend indexes are at

the sixth and fifth percentiles relative to their histories. This compares to the S&P

500 Index, which is trading at a 21x normalized P/E ratio—this is the 78th percentile

over the same period.

Small Value Premium via Dividend Weighting

WisdomTree’s dividend-weighted mid- and small-cap indexes have high loadings to the size

and value premiums. This is mainly driven by under-weights to the Information Technology

and Health Care companies that pay very little dividends and over-weights to Financials.

Relative to the Russell value benchmarks, these indexes have higher loadings to the

quality—or profitability—factor. By giving greater weight to companies that pay higher

cash dividends, the dividend indexes have an indirect tilt to companies with higher

earnings that have a greater ability to pay out more in dividends.

For definitions of terms in the table, please visit our glossary.

Preparing for the Reopening

Historically, small value tends to outperform large cap during recoveries—the opposite

of what works best during the recession phase. But investors may rightly question being

“too early to the party” on a recovery trade.

For strategic asset allocators, a combination of more richly valued, high-quality large-

cap stocks may pair well with smaller cap stocks with some of the most depressed

valuations in their history. While timing when the payoff will come for small-cap value

will be difficult, history suggests the rewards could be significant.

 

1Morgan Stanley Research, “Weekly Warm Up: A Pause to Refresh; Dividends Matter,” 5/4/20.

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

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.

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

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

Share buybacks   : Firms using cash to purchase their own outstanding shares; may

positively impact the share price.

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.

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

capitalization between $200 million to $2 billion.

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.

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

shares outstanding.

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.

Rebalance  : An index is created by applying a certain set of selection and weighting

rules at a certain frequency. WisdomTree rebalances, or re-applies its rules based

selection and weighting process on an annual basis.
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