
HOW DIVIDENDS HELP DRIVE LONG
TERM RETURNS
Tripp Zimmerman — Director, Research

05/26/2015

At WisdomTree, we spend a lot of time researching and writing about trends in fundamentals, such as dividends or
earnings, and one topic that always attracts a lot of interest is dividend growth. With regard to U.S. markets, we have
continually made the case that above-average dividend growth has been supporting above-average market returns over
the past few years. Also, we believe that the increase in net share buybacks could potentially lock in above-average
dividend growth going forward. We typically make these points with regard to the broad U.S. equity markets, but today I
would like to hone in on mid-cap equities. The Dividend Decomposition Model Equity fundamentals such as dividends
or earnings are important characteristics that can influence returns over the long run. When considering dividends, one
way to frame returns for an index is a mathematical decomposition of the total returns over any period into two sources:  
+ Price Returns:

• Dividend Growth • Valuation Changes
+ Average Dividend Reinvestment Rate (Average Dividend Yields ) For dividends, higher dividend growth rates or
higher dividend reinvestment rates (average dividend yields) typically support higher total returns. For valuation changes,
if stock valuations rise, the return from valuation changes will be positive and increase total returns. Valuations in this
context can be seen as rising price-to-dividend (P/D) ratios or declining dividend yields. If stock valuations fall (falling
P/D ratios or rising dividend yields), the return from valuation changes will be negative and hurt total returns.   Five-Year
Dividend Return Decomposition

 • Dividend Growth Rates
Were Impressive, with all indexes above displaying double-digit dividend growth. At 19%, the WisdomTree MidCap
Earnings Index (WTMEI) recorded the highest dividend growth over the period, so it is no surprise that is also had the
highest total return. One reason we believe WTMEI was able to generate such high dividend growth is the fact that the
Index screens and weights eligible companies by profitability on an annual basis. In finance theory, the sustainable
dividend growth rate is considered to be a combination of a company’s profitability and its reinvestment rate (or 1 minus
its payout ratio). Therefore, we believe WTMEI’s focus on profitability and high reinvestment rate (low dividend yield)
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over the period led to higher dividend growth. • Average Dividend Yields Matter; the average dividend yield (current
income) over the period can be just as important as the dividend growth (growth of income). The WisdomTree MidCap
Dividend Index (WTMDI) was able to outperform both market cap-weighted broad indexes due to its higher average
yield of 3.66%, and benefit from valuation changes over the period, even though it exhibited the lowest dividend growth
over the period. Given the high average yield over the period, the lower dividend growth rate makes sense if you use the
same finance theory logic as above, because a higher payout ratio (lower retention rate) can lead to a lower dividend
growth rate (assuming everything else is equal). But the income generated from WTMDI over the period would have
been double that of any of the indexes displayed above, which helped drive its total returns higher through the power of
compounding. Mid-Cap Valuations We find it very interesting that even after the impressive gains above, the average
valuation change for the mid-cap indexes displayed above was slightly negative over the period, indicating that the U.S.
mid-cap market has actually become less expensive on a P/D ratio basis. WTMEI saw the greatest reduction in
valuations, with its P/D ratio contracting by over 17%, as a result of dividends growing considerably faster than prices
over the period. We take comfort in the fact that the overall valuations have not become overly stretched, but we still feel
it is important to be mindful of fundamentals and to focus on indexes that follow a disciplined process of adjusting
weight based on changes in relative value as well as in the relationship between fundamentals and price growth.

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

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.

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://wisdomtree.com/etfs/index-details.aspx?indexid=7
https://wisdomtree.com/blog/glossary#relative-value
https://www.wisdomtree.com/investments/performance
https://wisdomtree.com/-/media/7ae44b76bd3149b4a55e58a7694530b1.ashx
https://www.wisdomtree.com/investments/blog/2015/05/26/how-dividends-help-drive-long-term-returns


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

Fundamental value  : The value of a firm that is related to a company’s actual operations and production as opposed to
changes in share price.

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

Dividend growth  : The growth in trailing 12-month dividends for the specified universe.

Buyback  : When a company uses its own cash to purchase its own outstanding shares; may positively impact the share
price.

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.

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.

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

Payout ratio  : The percentage of earnings paid to shareholders in dividends. Calculated as yearly dividends per share
over earnings per share.

Relative value  : The relationship between a particular attribute, e.g., a dividend, and the firm’s share price compared to
that of another firm.
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