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A few years ago, WisdomTree coined the phrase “Forgotten Dividend Payers” to refer to mid-cap and small-cap
companies that pay dividends. In a yield-starved environment, within the United States one could dip down the market c
apitalization-size spectrum to find higher dividend yields.

 

The Share Buyback Phenomenon

 

Share buybacks have generated a lot of attention within the low-yield environment that we’ve seen since the global
financial crisis of 2008–2009. For example, in 2017, we saw Apple commit to a program to return $300 billion to

shareholders by March 2019. $210 billion of this would be in the form of a share buyback.1 The reality for U.S. large-cap
firms—especially U.S. large-cap technology firms—is that they choose to utilize share buybacks as an important means of
returning cash to shareholders.

 

But what about small caps?

 

Long-Term Record Indicates Small Caps with Net Buybacks Have Been Strong

(6/30/1963–6/30/2017)
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Looking at the boxes, one can’t help but notice that most of the darkest green boxes (highest average annual
returns) occurred in the “Net Buybacks” column. This means that firms that were buying back shares tended to
outperform firms that were issuing shares. Additionally, the firms on the smaller end of the market capitalization
spectrum (higher rows vertically) also tended to do better than the firms on the larger end of the spectrum (lower
rows vertically).

One question that people may ask is, how many firms are represented within the smallest quintile that are
engaging in share buybacks? Clearly, it wouldn’t be a static number, but to give people a sense, the lowest
number of firms in this category was 61 in May and June 1970. For context, in June 2017, there were 290 firms in
this category. So we would feel comfortable that the 16.35% per year would represent a diversified array of U.S.

small-cap companies.2

 

In the Shift to Passive Investing, How Do U.S. Small-Cap Indexes Do on Share Buybacks?

 

Recently, investors have been largely shifting their assets from actively managed strategies to passively managed
strategies, many of which are in exchange-traded funds (ETFs). This means that small-cap strategies tend to be accessed
via different variants of the Russell 2000 Index, the S&P SmallCap 600 Index, and the MSCI USA Small Cap Index.

 

In a way, these “beta” indexes represent the U.S. small-cap equity market. True, some are more selective than others, but
their characteristics indicate more what U.S. small caps as a whole are doing rather than any stock selection or weighting
strategy.

 

Decomposition of Shareholder Yield across U.S. Small-Cap Indexes (as of 9/29/17)
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For definitions of indexes in the chart, visit our glossary.

 

The WisdomTree U.S. SmallCap Quality Dividend Growth Index and the WisdomTree U.S. SmallCap Earnings
Index stand out as the only U.S. small-cap indexes shown (out of a relatively broad set) that had positive net
buyback ratios. We will discuss why these two Indexes are uniquely positioned to do this with some consistency as
opposed to this being a one-time, unique occurrence in this period.

It’s also notable to compare the S&P SmallCap 600 Index, the MSCI USA Small Cap Index and the Russell 2000
Index in terms of their net buyback ratios. They are all negative (meaning that in aggregate these firms are issuing
shares), but the Russell 2000 Index was approximately three times as negative (meaning approximately three times
as much share issuance) as the S&P SmallCap 600 Index.

WisdomTree’s Approach to Small-Cap Quality

 

So, the long-term data would suggest that small-cap stocks that are buying back their shares have tended to generate
stronger long-term returns than small caps that are issuing more shares. We mentioned earlier that both the WisdomTree
U.S. SmallCap Quality Dividend Growth Index and the WisdomTree U.S. SmallCap Earnings Index are positioned to
screen out low-quality firms that may be at greater risk of issuing shares to raise new capital.

 

WisdomTree U.S. SmallCap Earnings Index: Each year, this Index eliminates firms with negative core earnings
and re-tilts weight toward firms with the greatest core earnings. The result is that the firms at greatest risk of using
share issuance to raise capital may not even be in the Index in the first place.

WisdomTree U.S. SmallCap Quality Dividend Growth Index: Each year, this Index undertakes a growth and
quality screen, thereby zeroing in on firms with stronger relative earnings growth and higher return on equity and
return on assets (therefore, low leverage).

 

Conclusion: Small-Cap Quality Dividend Growth Is Best Positioned to Have Higher Net Buybacks

 

If you were to ask which single WisdomTree U.S. small-cap Index is best positioned to capture any long-term premium
associated with small-cap firms that buy back their shares, our answer would be the WisdomTree U.S. SmallCap Quality
Dividend Growth Index. The fact is that the quality and growth screens have a unique side effect of screening out those
firms at the greatest risk of issuing shares to raise capital. It may not mean outperformance over every year, but we think
the long term could be quite exciting.
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1Source: “Apple Reports Second Quarter Results,” Apple Newsroom press release, 5/2/17.

2Source: “25 Portfolios Formed on Size and Net Share Issuance,” Kenneth French Data Library, updated as of 6/30/17.

Important Risks Related to this Article

Investments focusing on certain sectors and/or smaller companies increase their vulnerability to any single economic or
regulatory development.

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, Kara Marciscano, 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

Mid-Cap  : Characterized by exposure to the next 20% of market capitalization (after the top 70% have been removed)
within the Value, Blend or Growth style zones with the majority of the fund’s weight.

Small caps  : new or relatively young companies that typically have a market capitalization between $200 million to $2
billion.

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

Yield  : 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.

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.

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

Share buybacks  : Firms using cash to purchase their own outstanding shares; may positively impact the share price.

Net Buyback Yield  : A company’s net share buyback is the difference between the capital raised by issuing new shares
and the money the company spent on buying back any outstanding shares. A positive net share buyback means that
more was spent on buying back existing shares than received from issuing new shares. Net buyback yield is the amount
of a company’s net buybacks divided by its market capitalization. Please note that net buyback yield does not represent
a dividend paid by the company.

Active manager  : Portfolio managers who run funds that attempt to outperform the market by selecting those securities
they believe to be the best.

Passive  : Indexes that take a rules-based approach with regular rebalancing schedules that are not changed due to
market conditions.

Russell 2000 Index  : Measures the performance of the small-cap segment of the U.S. equity universe. The Russell 2000 is
a subset of the Russell 3000 Index representing approximately 10% of the total market capitalization of that index. It
includes approximately 2000 of the smallest securities based on a combination of their market cap and current index
membership.

S&P SmallCap 600 Index  : Market capitalization-weighted measure of the performance of small cap equities within the
United States, with constituents required to demonstrate profitability prior to gaining initial inclusion.

MSCI USA Small Caps Index  : a small-cap US equity index aiming to capture the performance of the securities within
this size segment.&nbsp.

Beta  : A measure of the volatility of a security or a portfolio in comparison to a benchmark. In general, a beta less than 1
indicates that the investment is less volatile than the benchmark, while a beta more than 1 indicates that the investment
is more volatile than the benchmark.
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