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Dividend concentration risk is not new, just more visible

A number of blue chip companies announced dividend reductions or suspensions in response to
financial pressure wrought by the Coronavirus outbreak. This brought into light the dependency,
and sometimes over-dependency, on a handful of income-paying companies for equity income
investors.

For UK investors in the FTSE 100, the payment of dividends from British blue chip companies
provides much of its appeal. However a look under the bonnet shows a material amount of dividend
concentration risk (the over-reliance on a handful of securities to deliver a dividend income).

On these measures, 53% of the FTSE 100's dividend yield comes from just 8 companies; whilst 22%
of its dividend yield comes from energy companies. The top 20 dividend contributors provide 76%
of the dividend yield.

We measure dividend concentration risk by looking at the product of a company’s weight in the
index and its dividend yield, to see its Contribution to Yield of the overall index.

Fig.1. FTSE 100 Contribution to Yield, ranked

ROYAL DUTCH SHELL PLC-A&B 5H5* 13%
BP PLC 9%
BRITISH AMERICAN TOBACCO PLC 7%
GLAXOSMITHKLINE PLC 6%
RIO TINTO PLC 5%
HSBC HOLDINGS PLC 5%
ASTRAZENECA PLC 4%
BHP GROUP PLC 3%
VODAFONE GROUP PLC 3%
IMPERIAL BRANDS PLC 3%
MNATIOMAL GRID PLC 2%
DIAGEQ PLC 2%
UNILEVER PLC 2%
BT GROUP PLC 2%
RECKITT BEMCKISER GROUP PLC 2%
ANGLO AMERICAN PLC 2%
LEGAL & GEMERAL GROUP PLC 1%
PRUDEMTIAL PLC 1%
SSEPLC 1%
TESCO PLC 1%

Source: Elston research, Bloomberg data, as at June 2020
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Quality of Income
More important than the quantity of the dividend yield, is its quality.

As income investors found out this year, there’s a risk to having a large allocation to a dividend
payer if it cuts or cancels its dividend.

Equally, there’s a risk to having a large allocation to a dividend payer, whose yield is only high as a
reflection of its poor value.

Screening for high dividend yield alone can lead investors into “value-traps” where the income
generated looks high, but the total return (income plus capital growth) generated is low.

Contrast the performance of these UK Equity Income indices, for example.

Fig.2. UK Equity Income indices contrasted
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Source: Elston research, Bloomberg data. Total returns from end December 2006 to end June 2020 for selected UK Equity
Indices. Headline Yield as per Bloomberg data as at 30th June 2020 for related ETF.

The headline yield for the FTSE UK Dividend+, FTSE 100 and S&P UK Dividend Aristocrat Indices
was 8.10%, 4.44%, and 4.07% respectively as at end June 2020.

However, the annualised long-run total return (income plus capital growth) 1.03%, 4.29% and 4.82%
respectively.

Looking at yield alone is not enough. The dependability of the dividends, and the quality of the
dividend paying company are key to overall performance.

Mitigating dividend concentration risk: quality yield, with low concentration

The first part of the solution is to focus on high quality dividend-paying companies. One of the best
indicators of dividend quality is a company’s dividend policy and track record. A dependable
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dividend payer is one that has paid the same or increased dividend year in, year out, whatever the
weather.

The second part of the solution is to consider concentration risk and make sure that companies’
weights are not skewed in an attempt to chase yield.

This is evident by contrasting the different index methodologies for these equity income indices.

The FTSE 100 does not explicitly consider yield (and is not designed to). The FTSE UK Dividend+
index ranks companies by their dividend yield alone. The S&P UK Dividend Aristocrats only includes
companies that have consistently paid a dividend over several years, whilst ensuring there is no
over-dependency on a handful of stocks.

A look at the top five holdings of each index shows the results of these respective methodologies.

Fig.3. Top 5 holdings of selected UK equity indices

FTSE 100 %weight FTSE UK %weight S&P UK %weight
Dividend+ Dividend

Aristocrats

Astrazeneca 7.02% Evraz 4.92% Jupiter Fund 5.18%
Management

Royal Dutch Shell 6.23% Imperial Brands 4.30% British  American 5.05%

A&B Tobacco

HSBC Holdings 4.9 Royal Mail 3.57% Phoenix Group 4.90%

Diageo 391 Ferrexpo 3.28% Legal & General 4.81%
Group

BP 3.87 Rio Rinto 3.13% GlaxoSmithKline 4.78%

Source: Elston research, Bloomberg data. As at 30" June 2020

Put simply, the screening methodology adopted will materially impact the stocks selected for
inclusion in an equity income index strategy.

What about active managers?

A study by Interactive Investor looked at the top five most commonly held stocks in UK Equity
Income funds and investment trusts.

For funds, the most popular holdings were GlaxoSmithKline, Imperial Brands, BP, Phoenix Group &
AstraZeneca.

For investment trusts, the most popular holdings are British American Tobacco, GlaxoSmithKline,
RELX, AstraZeneca and Royal Dutch Sell.

Unsurprisingly, each of the holdings above is also a constituent of the S&P Dividend Aristocrats
index, hence ETFs that track this index simply provide a lower cost way of accessing the same type
of company (dependable dividend payers with steady or increasing dividends), but using a
systematic approach that enables a lower management fee.
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Understanding what makes dividend income dependable for an asset class such as UK equities, is
only part of the picture of mitigating income risk. Income diversification is enabled by adopting a
multi-asset approach.

The advantage of a multi-asset approach
The advantage of a multi-asset approach is two-fold.

Firstly the ability to diversify equity income by geography for a more globalised approach, to benefit
from economic and demographic trends outside the UK.

Secondly the ability to diversify income by asset class, to moderate the level of overall portfolio risk.

For investors who never need to dip into capital, have a very high capacity for loss, and can
comfortably suffer the slings and arrows of the equity market, equity income works well — so long
as the quality of dividends is addressed, as above.

But for anyone else, where there is a need for income, but a preference for a more balanced asset
allocation, a multi-asset income approach may make more sense. The rationale for a multi-asset
approach is therefore to capture as much income as possible without taking as much risk as an all-
equity approach.

Value at Risk vs Income Reward

There is always a relationship between risk and reward. For income investors, it's no different. To
be rewarded with more income, you need to take more risk with your capital. This means including
equities over bonds, and, within the bonds universe, considering both credit quality (the additional
yield from corporate and high yield bonds over gilts), and investment term (typically, the longer the
term, the greater the yield).

This overall level f risk being taken can be measured using a Value at Risk metric (a "worst case”
measure of downside risk).

If you want something with very low value-at-risk, shorter duration gilts can provide that capital
protection, but yields are very low.

Even nominally “safe” gilts, with low yields, nonetheless have potential downside risk owing to their
interest rate sensitivity (“duration”).

UK Equities offer a high yield, but commensurately also carry a much higher downside risk.

The relationship between yield and Value-at-Risk (a measure of potential downside risk) is presented
below.
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Fig.4. Income Yield vs Value at Risk of selected asset classes/indices
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Source: Elston research, Bloomberg data, as at 30th June 2020. Note: an investment with a Value at Risk ("VaR") of -10% (1 year, 95%
Confidence) means there is, to 95% confidence (a 1 in 20 chance), a risk of losing 10% of the value of your investment over any given
year. Asset class data reflects representative ETFs.

Our Multi-Asset Income index has, unsurprisingly, a risk level between that of gilts and equities, and
captures approximately 65% of the yield, but with only 52% of the Value-at-Risk.

Summary

How you get your income — whether from equities, bonds or a mix — is critical to the amount of risk
an investor is willing and able to take, and is a function of asset allocation. Understanding the asset
allocation of an income funds is key to understanding its risks (for example, Volatility, Value at Risk
and Max Drawdown).

The dependability of dividend income you receive - whether from value traps or quality companies;
whether concentrated or diversified —is a function of security selection. This can be either manager-
based (subjective), or index-based (objective).

For investors requiring a dependable yield, a closer look at how income is generated — through
asset allocation and dividend dependability — is key.

For more insights and information on research, portfolios and indices, visit:

Find out more

www.elstonsolutions.co.uk or NH ETF<Go>

www.elstonsolutions.co.uk
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ABOUT ELSTON

We research, design and build investment solutions with and for asset owners, managers
and advisers.

Our Research & CPD focuses on multi-asset strategies, index funds and ETFs.

NOTICES

With reference to the European Union Directive 2014/65/EU on markets in financial instruments ("MiFID 1I"): this Report
does not provide a recommendation for an action, provides information freely available for public consumption and does
not therefore constitute “Research” as defined by MIFID Il This is because this report contains purely factual information
on one or several financial instruments or issuers and does not explicitly or implicitly recommend or suggest an investment
strategy. It does not therefore constitute an investment recommendation as defined within the meaning of Article 3(1)(35)
of EU Markets Abuse Regulation ("MAR”"), in conjunction with Article 3(1)(34) of MAR. For further information, please refer
to ESMA guidance ESMA70-145-111 Version 12.

With reference to the European Union's Market Abuse Regulation (Regulation (EU) 596/2014): we warrant that the
information in this report is presented objectively, and the following commercial interests are hereby disclosed: Elston
Consulting Limited creates research portfolios and administers indices that may or may not be referenced in this report.
If referenced, this is clearly designated and is to raise awareness and provide purely factual information as regards these
portfolios and/or indices.

All company, product and service names and trademarks used in this article are for identification purposes only and are
the property of their respective owners, and their usage does not imply endorsement.

This document is not an advertisement or financial promotion. It is provided for informational purposes only and is not
intended to be an offer or solicitation, or the basis for any contract to purchase or sell any security or other instrument,
or for Elston Consulting Limited to enter into or arrange any type of transaction as a consequence of any information
contained herein.

This document is issued by Elston Consulting Limited registered in England & Wales, registration number 07125478,
registered office: 42 Brook Street, London W1K 5DB.

© Elston Consulting Limited. All rights reserved No unauthorised reproduction.
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