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One of WisdomTree’s first strategies originally focused on higher dividend-yielding U.S.

stocks. It ranked a universe of dividend-paying equities by dividend yield and then

selected the top 30%.

The original WisdomTree U.S. High Dividend Index aligned with research conducted by

Professor Siegel for his 2005 book, The Future for Investors.

Professor Siegel broke down the performance of the S&P 500 dividend-paying stocks into q

uintiles. Stocks with the highest dividends had a positive impact on performance—while

also reducing risk.

Introducing a New Introducing a New Composite Risk ScoringComposite Risk Scoring

One challenge with focusing on stocks in the top 30% of yields is that some securities

could be considered “value traps,” or “cheap for a good reason.”

Sometimes the highest-yielding companies have seen their share prices precipitously drop

due to risk factors and poor outlooks for future profitability, which could then lead to

future dividend cuts.

In the past, we have relied on diversification to limit exposure to these names.

But new research we’ve conducted on a composite risk scoring methodology gives us a

reason to add a new risk filter to our high-dividend screening and weighting process.

New Risk Management ProcessNew Risk Management Process

First, the top 30% of eligible dividend-paying companies are initially selected, as has

been the process in the past.

However, under the new approach, these companies are then screened across three factors

(value, quality and momentum), each meant to quantify a specific risk.

The value factor is designed to lower weight to companies deemed expensive by other

traditional measures of valuation

The quality factor is designed to lower weight to companies with poor profitability

metrics or declining measures of profitability

The momentum factor is designed to lower weight to companies that have a high yield

but only because their stock prices are declining

We use this composite score to help exclude companies that are signaling higher risk on

other measures, so we refer to this as a composite risk score. The overlap of companies

that pass the dividend yield screen AND score in the bottom 20% based on this composite

risk scoring will be removed from the Index.

Higher Risk Companies UnderperformedHigher Risk Companies Underperformed

Companies scoring low on the composite risk score have underperformed the broader

markets and did so with much higher risk and higher tracking error relative to the
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benchmark.

For definitions of terms and Indexes in the chart, please visit our glossary.

As of the most recent annual screening at the end of November 2019, there was also some

noticeable difference in the fundamentals of these higher risk companies. There were 99

companies excluded as a result of the additional composite risk score. Looking at the

chart below, you can see that while the excluded companies had substantially higher

dividend yields, other metrics were much less favorable. The aggregate trailing P/E rati

o for these excluded companies was 30x earnings, driven by the fact that more than one-

quarter of the basket has negative trailing earnings. Looking at a standard quality

metric like return on equity, we also saw substantially lower values. These companies

also were net share issuers, diluting existing shareholders by issuing 3% of new shares

outstanding.

Fundamentals Comparison: Initial Dividend UniverseFundamentals Comparison: Initial Dividend Universe

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

How Index Weighting Pushes Weight Toward Potentially Lower Risk FirmsHow Index Weighting Pushes Weight Toward Potentially Lower Risk Firms

Since its inception in 2006, the WisdomTree U.S. High Dividend Index has employed a

process that weights companies on the basis of their indicated cash dividends. The new

approach takes this as a baseline but incorporates the same composite risk scoring

mechanism that we discussed earlier in this piece to adjust the initial dividend

weighting. After the initial screening, companies selected that rank in the top one-

third within the composite risk scoring framework would see their weights increase by

50%, whereas companies in the bottom one-third would see their weights decrease by 50%1.

It is in this way that the existing constituents see their weights adjusted to better

reflect differences in relative risk. On a fundamental basis, you still get a noticeably

higher dividend yield through the selection and weighting, but it’s slightly lower due

to the exclusion of higher-risk companies. With this exclusion and weighting, though,

you achieve a more favorable shareholder yield, return on equity and return on assets.

Index Fundamentals ComparisonIndex Fundamentals Comparison
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Conclusion: From High Dividend Yield to More Sustainable High Dividend YieldConclusion: From High Dividend Yield to More Sustainable High Dividend Yield

Over the course of the more than 13 years that the WisdomTree U.S. High Dividend Index

has been in live calculation, the tools available for application within equity index

construction have evolved. We believe that this new approach better reflects the tools

of risk mitigation available to index providers currently, while at the same time

delivering on the desire for a basket of U.S. equities with higher levels of dividend

yield.

 

 

 

 

 

1Companies ranking in the middle third by composite risk score will not have their

dividend stream adjusted for weighting purposes.

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 INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

Dividend yieldDividend yield  : A financial ratio that shows how much a company pays out in dividends

each year relative to its share price.

S&P 500 IndexS&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.

QuintileQuintile  : One of the class of values of a variate which divides the members of and

batch or sample into equal-sized subgroups of adjacent values or a probability

distribution into distributions of equal probability.

RiskRisk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Composite Factor Score (CFS)Composite Factor Score (CFS)  : Taking individual measurements of factor exposures,

and combining them into a single measure meant to represent multifactor exposure for a

certain asset. For example, in the case of the WisdomTree U.S. Multifactor Index, the

composite factor score aims to measure factor exposures to Value, Quality, Momentum and

Low Correlation as they relate to a single asset..

YieldYield  : The income return on an investment. Refers to the interest or dividends received

from a security that is typically expressed annually as a percentage of the market or

face value.

ValueValue  : 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.

DiversificationDiversification  : A risk management strategy that mixes a wide variety of investments

within a portfolio.

QualityQuality  : Characterized by higher efficiency and profitability. Typical measures include

earnings, return on equity, return on assets, operating profitability as well as others.

This term is also related to the Quality Factor, which associates these stock

characteristics with excess returns vs the market over tim.

MomentumMomentum  : Characterized by assets with recent price increase trends over time. This

term is also associated with the Momentum Factor which associates these stock

characteristics with excess return vs the market over time.

ValuationValuation  : 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.

Tracking ErrorTracking Error  : Can be discussed as both the standard deviation of excess return

relative to a specific benchmark, or absolute excess return relative to a specific

benchmark.

FundamentalsFundamentals  : Attributes related to a company’s actual operations and production as

opposed to changes in share price.

Price-to-earnings (P/E) ratioPrice-to-earnings (P/E) ratio  : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.
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Return on Equity (ROE)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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