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The concept of dividend growth is particularly attractive in today’s low-interest-rate

environment across developed markets. Time and time again the view is espoused that all

the monetary easing being undertaken by developed market central banks will lead to

inflation. Rather than investments with fixed payments, dividends are thought to have

the potential to grow and even outpace the rate of inflation, should it arise in the

future. While a plethora of options stand out for those focused on U.S. equities, after

auditing dividend-focused indexes of international equities outside the U.S., we found

the following three options: • The Dow Jones EPAC Select Dividend Index requires

dividend payments for the last three years, in addition to dividend payout ratio and

other criteria. • The NASDAQ International Dividend Achievers Index requires five

consecutive years of positive dividend growth. It’s also worth noting that a significant

portion of its international exposure is through American Depository Receipts (ADRs) and

Global Depository Receipts (GDRs). • The S&P International Dividend Opportunities Index

requires stable or increasing three-year dividend growth in addition to other criteria

focused on earnings. The two major common threads we see across these options: 1. Their

weighting schemes focus on dividend yield. 2. Prior to index inclusion, each constituent

must demonstrate some history of dividend growth or, at the very least, stable dividend

payments. While these attributes aren’t inherently good or bad in and of themselves, we

believe they may not provide the best positioning to generate future dividend growth.

What Determines Future Growth Potential? Moreover, in the finance literature, return

on equity (ROE) is critically linked to dividend growth and intrinsic value of companies

through the dividend discount model (DDM).1 The DDM for stock valuation states: Value of

a stock = DPS(1) / (R-G)      Where: • DPS(1) = Dividends per share expected to be

received in one year • R = The required rate of return for the investment • G = Growth

rate in dividends, which equals ROE x earnings retention (or 1 minus dividend payout

ratio) The growth rate equals the return on equity times the reinvestment rate; simply

stated, the growth of dividends is determined by what fraction of earnings is put back

into the firm and how profitable those earnings are in their subsequent use. A

sustainable dividend growth rate is thus critically linked in finance theory to ROE. In

short, if the focus is on dividend growth, according to this particular model of equity

valuation, it could be beneficial to reinvest a larger proportion of earnings AND have

those earnings be strongly profitable, in the form of a high ROE.

Index Characteristics as of May 31, 2013 Index Screening
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terms and indexes, visit our Glossary. • Earnings Retention : The earnings retention

rate of firms within the WisdomTree Global ex-U.S. Growth Index is significantly higher

than that of the other indexes listed. All of these indexes focus solely on dividend

payers, but we believe this result is a direct focus of weighting schemes focused on

yield. One way to generate yield is to pay out a higher proportion of current earnings,

but the fact is, this higher current payout (and lower earnings retention) may hurt

future growth potential. • ROE: ROE for firms within the WisdomTree Global ex-U.S.

Growth Index is nearly two times that of the other indexes listed. Notably, all of these

figures are quite strong, but the direct focus applied in WisdomTree’s methodology

certainly emphasizes this attribute. Conclusion There is no one way to determine future

equity valuation, but the dividend discount model has been around for a significant

length of time. We also believe that it makes logical sense that potential dividend

growth could be constrained by earnings reinvestment and profitability of those earnings

—as it would be these two factors driving the potential generation of cash that could be

used to pay higher future dividends. Dividend-focused indexes that employ a variety of

yield-focused weighting methodologies may not be the strongest options for those looking

for future growth potential. Read our full research here. 1 William L. Silber & Jessica

Wachter, “Equity Valuation Formulas,” New York University, 2013.

Important Risks Related to this Article

Dividends are not guaranteed, and a company’s future ability to pay dividends may be

limited. A company paying dividends may cease paying dividends at any time.

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

Dow Jones EPAC Select Dividend Index       : Designed to measure the performance of

relatively higher-yielding companies in developed market countries outside the United

States that meet certain dividend criteria defined by Dow Jones. Weighting is by

dividend yield.

NASDAQ International Dividend Achievers Index : Designed to measure the performance

of companies in developed international markets that have increased their dividends for

the past five consecutive years. Weighting is by dividend yield.

ADRs : American Depository Receipts, shares of a firm incorporated outside the U.S. but

issued by a global bank and traded in the U.S., denominated in U.S. dollars.

Global Depository Receipts (GDRs)     : Ways for corporations to list their stock on

different exchanges outside their home country.

S&P International Dividend Opportunities Index      : Designed to measure the

performance of companies in developed international markets with relatively higher

dividend yields that meet other criteria defined by Standard & Poor’s. Weighting is by

dividend yield.

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

each year relative to its share price.

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much

profit a company generates with the money shareholders have invested.

Intrinsic value   : Value of a firm based on its operations, business practices and

profitability, which may or may not be closely related to the value of that same firm

based on its equity share price.

Earnings Retention   : Proportion of a firm’s earnings that are is not paid out to

shareholders in the form of a dividend but rather reinvested back into the business.

Higher numbers indicate a greater percentage of earnings are being reinvested.
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