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Not all aristocrats are as rich as they appear
Friday, February 16% 2018

Past performance is no guide when it consists of trailing dividend
payouts

e SPYG ETF could have improved performance by 87bps by avoiding £840,000 of
extra losses on Carillion

e Currently holds £1.5m stake in Capita, which has also said it will suspend dividends

o Capita could remain a dividend aristocrat until September on existing methodology

Dividend ETFs are one of the key success stories of the investment product. Since their
genesis in 2003, these products, which invest in companies with high yielding shares,
have seen AUM grow to over $185bn. Although European investors have trailed the US
market in ETF adoption, AUM for European dividend strategy ETFs now stand at $8.5bn,
double the 2013 level. However, upheavals in some of the historically strong dividend
paying sectors could leave investors who have piled into dividend ETFs disappointed.

The Financial Times reported this week that the collapse of Carillion, the UK’s second-
largest construction group, led to unexpected losses for investors in a popular exchange
traded fund that follows high-dividend stocks. The index which the ETF tracks, the S&P
UK Dividend Aristocrats, continued to hold Carillion until it went into administration on
January 17%, but should have been removed at the December 2017 rebalance.

Regardless of this oversight, under the existing methodology Carillion would still have
been included for five months after management said it would scrap payments. This is
because the index, like the vast majority of dividend indices, relies exclusively on
backwards-looking dividend data. It selects dividend payers by screening out potential
constituents which have cut payments in previous years; however, past performance is
definitely no guide when it consists of trailing dividend payouts.
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Dividend Forecasting

Because Carillion historically paid its interim dividends in the first week of November,
the dividend suspension is only registered after this date — hence a December removal.
But if the index incorporated a forward-looking data source, the stock could have been
removed at the September rebalance, taking into account the new dividend policy.

Carillion was allocated a 1.38% weighting in the SPDR S&P UK Dividend Aristocrats ETF,
which held assets of £99.8m at the September rebalance. This translates to a stake of
around £1.38m. Immediately prior to the December rebalance, when the stock ought to
have been removed, the weighting had fallen to 0.53%, translating to a stake of
£542,000. This drop of £840,000 between September and December is more significant
than the final loss, and could have been avoided if index providers or issuers
incorporated a forward-looking aspect into their selection criteria. In ETF performance
terms, had Carillon been removed and the cash held, this would have boosted
performance in the quarter by 87bps.

What is even more challenging for the investors in these products is that this is not an
isolated case. Capita is a current constituent of the S&P UK Dividend Aristocrats. It
accounts for 1.58% of the SPYG ETF, with a stake worth £1.5bn. Capita has stated that
it will not declare a final dividend this year and is planning to raise equity by way of a
rights issue during the year. Since the Capita final dividend typically trades ex-dividend
in May before being paid in July, the stock might not be dropped until the September
rebalance - after the “payment” date. This could result in the incongruous situation
where an index that targets high or growing dividends holds a non-dividend paying
stock through two quarterly rebalances, because of its unresponsiveness to adapt to
change.

Very few dividend cuts are as well signalled as these two examples. We recently
identified which UK dividends are most stretched, and two other names in the UK
aristocrats index were highlighted as having weak financial ratios or stock specific
headwinds. Investors should pay attention to dividend forecasts and form their views
about the dividend prospects for the constituent stocks within the crop of European
dividend ETFs.
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Dividend Forecasting
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For further information, please visit www.ihsmarkit.com

Disclaimer

The information contained in this presentation is confidential. Any unauthorised use,
disclosure, reproduction or dissemination, in full or in part, in any media or by any
means, without the prior written permission of IHS Markit or any of its affiliates ("IHS
Markit") is strictly prohibited.

Opinions, statements, estimates and projections in this presentation (including other
media) are solely those of the individual author(s) at the time of writing and do not
necessarily reflect the opinions of IHS Markit. Neither IHS Markit nor the author(s) has
any obligation to update this presentation in the event that any content, opinion,
statement, estimate or projection (collectively, "information") changes or subsequently
becomes inaccurate.

IHS Markit makes no warranty, expressed or implied, as to the accuracy, completeness
or timeliness of any information in this presentation, and shall not in any way be liable
to any recipient for any inaccuracies or omissions. Without limiting the foregoing, IHS
Markit shall have no liability whatsoever to any recipient, whether in contract, in tort
(including negligence), under warranty, under statute or otherwise, in respect of any
loss or damage suffered by any recipient as a result of or in connection with any
information provided, or any course of action determined, by it or any third party,
whether or not based on any information provided.

The inclusion of a link to an external website by IHS Markit should not be understood to
be an endorsement of that website or the site's owners (or their products/services). IHS
Markit is not responsible for either the content or output of external websites.
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