
DIVIDEND GROWTH STRATEGIES MUST
BE MARRIED WITH A VALUATION
FOCUS
Jeremy Schwartz — Global Chief Investment Officer

07/25/2013

Broadly speaking, there are two areas of focus when it comes to dividends:             •

Dividend Yield : Here, the focus is on generating high income levels for a given share

price. • Dividend Growth : Here, the focus is not necessarily the level of current

income but rather the potential for future growth of that income. The truth is, both

dividend yield and dividend growth have a crucial role to play in the generation of

total returns. Dividend yield is sensitive to the share price paid at a current point in

time to obtain a particular dividend per share and serves as a barometer for whether the

valuation is “expensive” or “inexpensive” compared to alternative options. Dividend

growth is another critical component, but one that is uncertain and drives value more

over time (as opposed to at present) as companies increase cash flows to shareholders.

Dividend Growth Gaining Attention Today Currently, many investors are wondering how

to position their portfolios if interest rates start to rise from the historically low

levels that we’ve seen since the 2008–09 global financial crisis. The concept of

dividend growth has been appealing, as many believe the highest dividend yield stocks

have become more expensive in the search for yield.1 If rates do rise and provide more

competition for higher-dividend-yielding stocks, we may see a rotation into more

dividend growth-oriented strategies. An Important Lesson for All Investors      An

important mantra in real estate is “Location, location, location.” With respect to

investments, an equally important mantra is “Valuation, valuation, valuation.” There is

a natural tendency to focus on one attribute to the exclusion of all others. What

happens when one focuses on growth potential to the exclusion of price considerations?

In the chart that follows, we show the Russell 2000 Growth Index (Small Cap Growth) and

the Russell 2000 Value Index (Small Cap Value) over the 15 years ending June 30, 2013.

While not an exhaustive list of every past period, we believe it makes a very important

point: Higher Dividend Growth ? Higher Total Return (15-Year Period ending        

6/30/2013)     

Average Annual Returns as of June 30, 2013          
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   Total Return Comes from Three   

Factors In essence, Small Cap Growth exhibited higher dividend growth over this period—

the attribute that many investors are focused on today. However, Small Cap Value

outperformed. How is this possible? Remember the mantra: valuation, valuation,

valuation. There are three components of total return:    1. Starting dividend yield

(the starting valuation)    2. Dividend growth over the period2    3. Return from

valuation changes over the period3 One can deconstruct the components of total return for

any equity index in this fashion. Over the 15-year period we studied, from June 30,

1998, to June 30, 2013, while Small Cap Growth had 2.5% higher dividend growth per year,

its starting dividend yield was 1.63% lower 15 years ago (.39% for Small Cap Growth vs.

2.02% for Small Cap Value as of June 30, 1998) and it lost about 3.5% per year to

valuation changes (-3.49% per year for Small Cap Growth versus .45% per year for Small

Cap Value from June 30, 1998 to June 30, 2013). Small Cap Growth started the period

expensive and saw its valuation ratios compress4 compared to Small Cap Value—despite

exhibiting faster dividend growth. While it lagged in dividend growth, Small Cap Value

made up this difference because it had a low starting valuation ratio that expanded5 and

contributed positively to returns. The Marriage of Two Philosophies: Dividend    

Growth Selection and  Dividend Stream® Rebalancing WisdomTree is known for Dividend

Stream weighted Indexes that incorporate a rules-based rebalancing program for its

family of dividend-based equity Indexes. The weighting process creates scalability for

any investments built to track these Indexes, but it also introduces a critical relative

value rebalancing mechanism to anchor weights back to the Dividend Stream. The

methodology is evaluating price changes versus dividend changes to determine where to

add or subtract weight—and it is a critical part for how WisdomTree focuses on the

valuation mantra. In April of 2013, WisdomTree launched its U.S. Dividend Growth Index

(large-cap) as well as the U.S. SmallCap Dividend Growth Index to provide exposure to

dividend-paying stocks with growth characteristics. This focus on dividend growth

potential is achieved through the selection requirements of the methodology. This is an

essential point: While WisdomTree has designed its growth Indexes to select on growth

potential, they weight and rebalance back to the Dividend Stream, incorporating a

sensitivity to valuation. Conclusion The small-cap segment, as represented by the

Russell 2000 Growth versus Value example, often carries the highest expectations for

growth—and investors often ignore the valuation or the price they are paying for that

growth. We believe the new WisdomTree U.S. SmallCap Dividend Growth Index offers a

compelling solution for those looking for growth-oriented small-cap strategies but who

also want a dividend-based valuation discipline incorporated in the methodology. 1“The

highest dividend yield stocks” refers to those within the defensive sectors, most

notably within the S&P 500 Consumer Staples, Health Care, Telecommunication Services and

Utilities indexes. 2Dividend growth over the period: Refers to the average annual growth

in trailing 12-month dividends, in this case from 6/30/1998 to 6/30/2013. 3Return from

valuation changes over the period: Average annual measure in the change in price level

relative to dividend level. Positive values indicate that prices have increased faster

than dividend growth, resulting in less dividends per unit of share price and,

ultimately more expensive dividends 4Valuation ratios compressing is another way to

reference the negative 3.5% per year negative return from valuation changes. 5The

expanding valuation ratio is another way to reference a positive return from valuation

changes.

Important Risks Related to this Article

Dividends are not guaranteed, and a company’s future ability to pay dividends may be
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limited. A company currently paying dividends may cease paying dividends at any time.

Diversification does not eliminate the risk of experiencing investment loss. You cannot

invest directly in an index.

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)
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 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

Trailing 12-month dividend yield     : Dividends over the prior 12-months are added

together and divided by the current share price. Higher values indicate more dividends

are being generated per unit of share price.

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

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Starting dividend yield : Refers to the trailing 12-month dividend yield for an equity

index at the start of a period, in this case 6/30/1998, 15 years ago.

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

shares outstanding.

Relative value : The relationship between a particular attribute, e.g., a dividend, and

the firm’s share price compared to that of another firm.
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