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European ETFs subject to yield trap

Dividend ETFs have surged in popularity but are they leading investors into a yield trap given their

reliance on historical dividend yields?

— European listed dividend ETFs now manage a record $12.5bn
— Half the constituents of the largest Euro dividend ETF are expected to cut or hold dividends
— German Suedzucker is forecast to cut dividend by 80%

Dividend ETFs are one of the key success
stories of the relatively new investment
product. Since their genesis in 2003 these
products, which invest in companies with high
yielding shares, have seen AUM grow to over
$125bn. This makes the 216 dividend
products currently listed by far the most
popular subset of the $160bn strategy ETF
landscape.
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European investors, whose ETF adoption has
trailed the US market, have flocked to the
asset class over the last three years, with
AUM having tripled to $12.6bn.

However recent upheavals in some of the
historically strong dividend paying sectors,
such as energy and telecoms, could leave
investors who have piled into dividend ETFs
disappointed. This is because almost all
dividend ETFs rely on trailing dividend yields
as the factor for selecting the highest yielding
stocks.
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Constituents set to cut payouts

A closer look at the current constituents of the
most popular dividend ETF sees that this
reliance on backward looking indicators can
“trap” investors as many of the companies
with high trailing dividend yields eventually
end up or freezing cutting pay-outs. This
leads to forward yields not keeping up with
high backwards looking figures.

Constituents of the iShares Euro Dividend
UCITS ETF which is benchmarked against
the EURO STOXX Select Dividend 30 index
exhibit such a trend. Index rules do look to
select high quality dividend payers by
screening out potential constituents which
have cut payments in the previous five years
and those whose payout ratio is greater than
60%. However, the turmoil afflicting the
energy sector has resulted in half the index’s
constituents (by weight) being set to either cut
or hold payments flat from last year’'s number.

To this end, the index has a weighted trailing
12 month dividend yield of 4.4%, but the
forward yield comes in at a 4% according to
the latest forecast by Markit's dividend
forecasting team.

The same list of constituents experienced the
phenomenon of a trailing to forward dividend
gap last year, but the trend was much less
prominent with a gap of less than 0.1%
between the trailing dividend yield and the
number that was ultimately paid out to
investors.
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http://www.stoxx.com/download/indices/rulebooks/stoxx_indexguide.pdf
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The constituent firm forecasted to cut its
dividend payments the most from last year’s
total is sugar firm, Suedzucker which is
expected to pay EUR 0.1 per share in the
coming 12 months. This is 80% lower than
the EUR 0.5 it returned to investors in the
previous 12 months. This cut will see the
firm’s yield fall from 4.3% to 0.9%.

TTM  Forecasted 12 YOY

Name Ticker Yield Month Yield Change
Suedzucker AG SZU 4.3% 0.9% -80%
Banco Santander SAN 8.4% 4.4% A7%
Bilfinger SE GBF £.6% 3.7% -33%
Belgacom SA BELG 6.9% 4 7% 3%
Unibail-Rodamzo SE - UL 53% 3.8% -28%
E.ON SE EQAN 4.3% 3.6% 17%
Orange ORA 4.7% 4.1% -14%
EMI S.p.A. ENI 6.9% 6.0% -14%

While this is an extreme example, eight of the
index’s constituents are expected to cut
dividend payments in the coming 12 months
with Italian energy firm ENI and telecom firms
Orange and Belgacom among them.
Belgacom, the largest constituent of the index,
is set to cut its payment by a third in the
coming year.

Investors should pay attention to dividend
forecasts and form their views about the
dividend prospects for the constituents stocks
within the crop of European dividend ETFs.
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