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This is Part 2 of a two-part blog series on the prospects for growth and value stocks. Please see Part 1, “Growth Stocks: 
Where’s the Beef?”

 

When your starting point is a 1.5% dividend yield—as is the case with the S&P 500 Growth Index—the group of stocks
better have long-term dividend growth that races like Seabiscuit, the super horse. No tripping out of the gate or getting
bumped in the stretch. Everything must go perfectly.

 

Riding on our concepts from “Dividend Growth’s Drivers: Picking Apart Quality ,” we present figure 1, which shows the
relationship between the retention ratio (the percentage of earnings retained) and return on equity (ROE), and the
company’s net income as a percentage of shareholders’ equity.

 

This relationship is the driver of dividend growth. And as the years go on, concepts similar to the critical equation in
figure 1 have become core tenets of WisdomTree.

 

Figure 1: The Critical Equation

 

 

Figure 2 uses the critical equation to calculate long-term dividend growth for three indexes at prevailing profitability
levels.

 

The S&P 500 Growth Index’s current ROE of 24.8% implies long-term dividend growth of 18%. That’s huge. And it could
happen, yes. Anything can happen. But here’s a better idea: expect downward revisions to what looks like an
unsustainable ROE.

 

Figure 2: Implied Dividend Growth Estimate
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The S&P 500 Value Index’s  current 12.3% ROE is reasonable. The math of its 7.6% “long-term” earnings growth could
play out because that outcome falls within the historic record. But figure 3 shows that for the S&P 500 Growth Index,
there isn’t a five-year period that had earnings running forward at an 18% clip—not even in the 1990s, when the economy
was buzzing like someone four coffees deep.

 

Figure 3: Dividend Growth Rate, 5-Year Chunks, 1995–Present

 

Slow and Boring? Better than Growing Out of 1.5%

 

The so-called “slow-growth” S&P 500 Value Index has a starting point today of a dividend yield that is about double that
of the S&P 500 Growth Index. This kind of gap makes it nearly impossible for the latter index to ever grow out of its valua
tion.

 

For growth stock skeptics, the approaches that jump out in our value camp are the WisdomTree U.S. Dividend ex-Financi
als Index, tracked by the WisdomTree U.S. Dividend ex-Financials Fund (DTN), and the WisdomTree U.S. High Dividend I
ndex, tracked by the WisdomTree U.S. High Dividend Fund (DHS). The latter’s fundamentals are now in “deep value”
territory.

 

The former Index retains about 37% of its earnings and has an ROE of 13.2%. The latter retains 39% and has an ROE of
13.7%. Using the “critical equation,” both have long-term implied dividend growth of 5%. Paltry, yes. But when the
starting point is 4.7% and 4.4% dividend yields, respectively, the fashionable companies that populate indexes like the
S&P 500 Growth Index can run up their dividends at a 15% or 20% clip every year for a long time before the math clicks
in their favor. 

 

For investors who do not want to commit to value because they have been burned for so long, something like the Wisdo
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mTree U.S. Quality Dividend Growth Fund (DGRW)—which tracks the WisdomTree U.S. Quality Dividend Growth
Index—is a more “growthy” index, but its dividend weighting methodology checks valuations at the door. That gives it a
starting dividend yield of 2.9%, about double that of the S&P 500 Growth Index. It also screens for ROE and return on ass
ets.

 

This is the nuts and bolts of why WisdomTree exists and why exchange-traded funds are taking market share from mutual
funds. Over the next 5 or 10 years, we’ll take DGRW, DTN or DHS over the S&P 500 Growth Index. This is where the
rubber meets the road—when the cap-weighted U.S. large- cap growth indexes start to be priced like they’re Seabiscuit
on a good night’s rest, but in reality they are an underlay to be faded.

 

Unless otherwise stated, all data is from Bloomberg as of December 18, 2018.

Important Risks Re lated to th is Art ic leImportant Risks Re lated to th is Art ic le

There are risks associated with investing, including possible loss of principal. Funds focusing their investments on certain
sectors increase their vulnerability to any single economic or regulatory development. This may result in greater share
price volatility. Please read each Fund’’ prospectus for specific details regarding the Fund’s risk profile.

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)

 

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

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

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

Dividend  : A portion of corporate profits paid out to shareholders.

Return on Equity (ROE)  : Measures a corporation’s profitability by revealing how much profit a company generates with
the money shareholders have invested.

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

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.

Return on assets (ROA)  : Firm profits (after accounting for all expenses) divided by the firm’s total assets. Higher
numbers indicate greater profits relative to the level of assets utilized to generate them.
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