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over the period of about the last three years, the annualized returns of the S&P 500
Index have been nearly 12%. That is a strong number, and it shouldn’t be surprising that
U.S. stocks are more expensive now than they were then. Let’s discuss what has been
driving these returns and analyze various factor strategies to shed Tight on their
potential to continue this trend in returns going forward. Multiple Expansion,
Growth in Earnings or Average Dividend Yield-what was Most Important? By itself,
an index’s trailing total return may not say much about its future return potential.
Fortunately, we can model different drivers behind performance by deconstructing the
three separate components of total return: e« Average Dividend Yield: we also refer
to this as the average annual rate of dividend reinvestment, and it measures the
contribution of the reinvestment of dividends to total returns. This can be a “lower
volatility” driver of returns in that, at its very worst, it would drop to zero, meaning
no companies were paying dividends. Additionally, a higher average dividend yield may
serve as a potential buffer against earnings growth headwinds or declining price-to-
earnings (P/E) ratios, and make that index Tess dependent on rising prices for future
returns. e« Average Annual change in P/E Ratio: Over the last three years, the
critical driver of returns has been “multiple expansion,” meaning rising P/E ratios. At
its core, this means that investors are willing to pay more for each dollar of earnings
per share being generated. This component has the potential to be heavily affected by
changes in investor sentiment, which would mean a change in what investors in aggregate
are willing to pay per dollar of earnings. e« Average Annual Change 1in Earnings per
Share (EPS): This 1is an important driver of equity returns—some would say the most
important driver—because that 1is really what equity ownership means: access to the
growth of earnings per share over time. Decomposition of Index Total Returns,
6/30/13-10/3/16 Index Total Returns
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Sources: WisdormTree, Bloomberg, with data as of 10/3416. Returns measured from 6/30/13 to 1073416, with start date commensurate with availability of PYE ratio
data for the S&P 500 Low Vaolatility Index. You cannot invest directly in an index. Past perdformance is not indicative of future returns For de ffnf t7'on5 Of
indexes in the chart, visit our glossary. what “won” over the Past Three Years? At
first glance, the returns are clustered together quite closely. The S&P 500 Growth Index
led, with 13.77% per year. The S& 500 Vvalue Index was at the opposite end of the
spectrum, but it was still up 9.70% per year. The components of the total return
decomposition were much more interesting than the headline numbers. « Average Annual
Rate of Dividend Reinvestment as a “Shock Absorber”: of the indexes shown, the
WisdomTree High Dividend Index was the standout, at 3.96%. Both the WisdomTree Dividend
Index and the WisdomTree LargeCap Dividend Index were also above the 3.00% Tlevel. The
S&P 500 Growth Index was the Towest, at 1.71%. This is significantly below the market
(s&P 500 1Index), which was at 2.13%. ¢« Average Annual cChange in P/E Ratio: This
component of the decomposition tells us that investors were willing to pay greater than
9.00% per year more for the earnings per share of the S&P 500 Growth Index over this
period. oOther 1indexes with similar P/E ratio expansion were the MSCI USA Minimum
Volatility Index, which expanded at 8.48% per year, and the WwisdomTree High Dividend
Index, which expanded at 9.14% per year. The bottom 1line: these indexes have grown more
expensive, and this has been a major driver of returns. Can they continue to get more
expensive at a similar rate, relative to their earnings? That’s possible, yes, but each
year of valuation expansion makes subsequent years of similar expansion more and more
difficult. « Average Annual Change in EPS: For most of the indexes shown, this was
fairly Tow. The S&P 500 Index itself only saw the average annual change in EPS at 1.66%
per year—-the Tlowest of its three drivers. The real standout for this particular period
was the wisdomTree U.S. Quality Dividend Growth Index, with EPS growth of 5.80% per
year. This contributes to the fact that this Index also had the Towest P/E ratio of the
indexes shown as of oOctober 3, 2016, when measured on a trailing 12-month earnings
basis. What Could Be the Best Future Opportunity? e« Over long periods of time, the
real return of equities has been fairly commensurate with their earnings yield. A higher
earnings yield necessarily means a lower P/E ratio. Of the indexes shown, the wisdomTree
U.S. Quality Dividend Growth Index had the lowest P/E ratio for this period.  while the
wisdomTree Indexes certainly saw P/E multiple expansion, albeit to varying degrees, it’s
important to note that each has an annual rebalance that builds in a sensitivity
relative valuation. Over time, the avenue to gaining greater weight in these indexes is
through the growth of dividends—an important distinction to be made against indexes that
may be weighted by market capitalization. e« Neither the MSCI USA Minium Volatility Index
nor the S& 500 Low Volatility Index has a rebalancing mechanism that builds 1in a
sensitivity to relative valuation. while these indexes may not always become more and
more expensive, any shift to lower valuation will not come from the rebalancing process.
« If the U.S. Federal Reserve embarks on a cycle of raising interest rates—even a slow
cycle-then dividend-paying stocks such as those in the Utilities or Telecommunication
Services sectors may face competition as sources of income. It’s worth noting that, as
of this writing, the wisdomTree U.S. Quality Dividend Growth Index did not have exposure
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to these sectors, something that we think would surprise a Tot of people about any
dividend-focused index centered on U.S. equities. Unless otherwise noted, data
source is Bloomberg, as of 10/3/16.

Important Risks Related to this Article

Dividends are not guaranteed, and 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 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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

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.

Factor : Attributes that based on its fundamentals or share price behavior, are

associated with higher return.

Multiple expansion : Term for a rising P/E ratio, meaning that share prices are rising
faster than earnings are growing.

Dividend yield : A financial ratio that shows how much a company pays out in dividends
each year relative to its share price.

volatility : A measure of the dispersion of actual returns around a particular average

Tevel.&nbsp.

Earnings per share : Total earnings divided by the number of shares outstanding.
Measured as a percentage change as of the annual Index screening date compared to the
prior 12 months. Higher values indicate greater growth orientation.

S&P 500 Growth Index : A market capitalization-weighted benchmark designed to measure
the growth segment of the S&P 500 Index.

S&P 500 value Index : A market capitalization-weighted benchmark designed to measure
the value segment of the S&P 500 Index.

month.

Earnings yield : The earnings per share for the most recent 12-month period divided by
the current market price per share. The earnings yield (which is the inverse of the P/E
ratio) shows the percentage of each dollar invested in the stock that was earned by the
company .

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.

Dividend : A portion of corporate profits paid out to shareholders.
Market capitalization : Market cap = share prices x number of shares outstanding.
Firms with the highest values receive the highest weights in approaches designed to
weight firms by market cap.

S&P 500 Low volatility Index : Measures performance of the 100 least volatile stocks
in the S&P 50.

Interest rates : The rate at which interest is paid by a borrower for the use of money.
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