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U.S. equity markets have been roaring in 2013, with new market highs being set. In the

face of such strong performance, whispers abound about the potential for a pullback. The

2013 rally has been led by higher-dividend, defensive sectors, and we have seen some

analysts question whether there is a “dividend bubble.” To the contrary, we think

dividend stocks in aggregate are attractively priced; below we discuss differences among

segments of the dividend market and higher-dividend sectors. Current Sector Valuations

Looking at the S&P 500 Index (“U.S. equities”), the four sectors that have led the rally

from the beginning of 2013 to the end of April have been Utilities (+19.74%), Health

Care (+19.22%), Consumer Staples (+18.11%) and Telecommunication Services (+17.07%)

(i.e., the “defensive sectors”). Typically, firms in these sectors have relatively

higher dividend yields.  

Index Valuation Characteristics

                                   For definitions of terms and indexes, visit our

Glossary.        • Defensive Sector  Price/Earnings (P/E) Ratios  : U.S. equities,

defined by the S&P 500—an index weighted      by market capitalization that does not

focus on dividends in any way—had a P/E ratio of slightly over 14x as of      April 30,

2013. The four defensive, typically higher-dividend, sectors all had higher P/E ratios

than that of      broader U.S. equities, ranging from 15.8x to 20.5x. These numbers are
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why some analysts consider high-      dividend stocks to be expensive.      • Long-Term

Earnings Growth Expectations:   Additionally, each of the defensive sectors has lower

long-term      earnings growth expectations, ranging from a low of 4.7% for Utilities to

a high of 10.0% for Health Care.      • Dividend Yields: The dividend yields on these

defensive sectors range from 1.9% for Health Care to 4.2%      for Telecommunication

Services.      • Dividend Yield / Earnings Yield: We find it interesting to compare

the dividend yields of these indexes to      their earnings yields in order to

illustrate the impact of dividend policy. What we see is that the      Telecommunication

Services sector is paying out the vast majority of its earnings as dividends by this

metric—      that’s how it generates such a high yield. The Health Care sector is on the

opposite end of the spectrum,      paying out only about 30% of its earnings as

dividends. I would argue that analysts are drawing a misguided conclusion about dividend

stock valuations by just looking at these particular higher-dividend sectors. When one

looks at diversified baskets of dividend stocks across all market sectors, shown through

the WisdomTree Indexes above, the valuation picture changes. It is also important to

remember that not all dividend strategies offer exposure to the same types of dividend-

paying stocks. Some dividend indexes are designed to represent a broad basket of

dividend payers, while others select stocks based on high dividend yields or dividend

stocks with growth characteristics. Below, we review WisdomTree Indexes for each

category along with their current valuation picture. Similar P/E Ratios:   Whether one

looks at high-yielding dividend payers, large-cap dividend payers or potential dividend

growers, we find the P/E ratios to be in a very narrow band and all below 15 times

earnings. We find these to be very reasonable valuations, especially given where U.S.

equities are by the same metric. Primary Difference Is Dividend Payout Ratio:    

Because the price-to-earnings ratios and, conversely, the earnings yields (earnings-to-

price ratios) are broadly similar for these indexes above dividend strategies, one of

the key elements leading to the differences in dividend yields would be the payout

ratio. The potential dividend growers had the lowest dividend payout ratio (dividend

yield / earnings yield)—33%—and thus a lower dividend yield than the high-yielding

dividend payers, which had a dividend payout ratio of 56.6%. But that is not to say that

one set of stocks is dramatically more expensive than the other—the P/E ratios are

similar. The story being told by the numbers is that the high-yielding dividend payers

are returning more of their earnings to shareholders, whereas the potential dividend

growers—similarly priced on a P/E ratio basis—are reinvesting a greater share of their

earnings or returning cash to shareholders through the use of stock buybacks. Long-Term

Earnings Growth Expectations:   Given the lower dividend payout ratios (and higher

reinvestment in the company or use of cash to fund stock buybacks), it should not come

as a surprise that high-yielding dividend payers had lower growth expectations than the

potential dividend growers. Given similar price-to-earnings ratios, many might view the

potential dividend growers as being more attractively priced, given their higher growth

expectations. Exposure to Expensive-Defensives   For those who believe that the

defensive sectors are relatively expensive, we discuss how various dividend-focused

indexes are exposed to these sectors. We believe that many investors would think all

dividend indexes were always heavily exposed and that they’d be surprised to learn that

the exposure actually ranged from below 30% to nearly 70% as of April 30, 2013.  

Defensive Sector Exposures within Various Dividend-Focused Indexes

       For definitions

of terms and indexes, visit our Glossary.        • The WisdomTree U.S. Dividend Growth
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and NASDAQ US Dividend Achievers Select indexes focus on dividend      growth, albeit in

different ways. Their exposure to the defensive sectors was on the low end of the range.

     • The Dow Jones U.S. Select Dividend, WisdomTree Equity Income and Morningstar

Dividend Yield Focus      indexes each incorporate dividend yield into their selection

methodologies, leading them to having the highest      exposure to defensive sectors of

all the dividend-focused indexes shown.      • The WisdomTree LargeCap Dividend Index

does not focus on yield or growth as part of its selection      methodology and ends up

in the middle position on this chart. The S&P High Yield Dividend Aristocrats Index

     does in fact weight its constituents by dividend yield, but the fact that it

requires 20 consecutive years of      dividend growth for its constituents lowers its

exposure to the defensive sectors compared to the other yield-      focused approaches.

Conclusion While one can argue that the Consumer Staples, Health Care,

Telecommunication Services and Utilities sectors are becoming expensive, since they’ve

led the recent rally, we believe it is a mistake to make the generalization that all

dividend payers are becoming expensive based on that fact alone. Additionally, there are

dividend-focused indexes that do not have majority exposure to these sectors, so avenues

exist through which one can apply a dividend focus without having to seek exposure to

defensive sectors.     View Jeremy Schwartz discuss dividends (Video) Read our Dividend

Growth series here.

Important Risks Related to this Article

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

limited. A company currently 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

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.
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