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Income investing in a disrupted world
A series of viewpoints by Jonathan Crown and Georgina Hellyer,
portfolio managers, Global Equity Income

The technological revolution has led to a heightened level of disruption across
every industry. Against this backdrop, where can you find firms that deliver
sustainable and growing dividend streams?

The Global Equity Income team continues to find plenty of attractively priced
dividend stocks with the “quality income” attributes we desire. However, in this
age of disruption you do not necessarily find companies with sustainable
market positions, healthy cash flow generation and sensible capital allocation
where you used to.

In this series we will explore various sectors to identify areas we believe are
fertile for quality income stocks and those that should be avoided.

We hope you will enjoy seeing “under the bonnet” of an investment process
that has delivered successfully for Columbia Threadneedle for more than a
decade.
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‘Big Tech’ dominance puts
index on shifting sands

Global Equity Income | June 2020

By Jonathan Crown

The changing nature of an index driven by the rise of technology
firms, which typically pay low or no dividends, has led to a large
structural bias against income investors. So how do they
prosper in such an environment?

Technological disruption has not only affected individual sectors, but the global equity index’
as a whole. However, looking purely at the Information Technology (IT) sector is misleading:
MSCI changed the industry classifications at the end of September 2018, creating a
Communications Services sector which integrated telecommunications, media and internet
companies. This was ostensibly to reflect the evolution in the way people communicate and
access entertainment content, but it also saw companies such as Alphabet, Facebook, Alibaba
and Baidu shift out of the IT sector.

Figure 1: Big five US tech firms — weighting in index
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Source: Columbia Threadneedle Investments and FactSet

This allowed investors to own more of the “Big Tech”? firms without breaching allocation limits
to a single sector. It also likely helped accelerate the increase in the index weighting of Big
Tech (Figure 1), which has gone from less than 5% of the index at the back end of 2014 to
more than 10% at the end of 2019. While the US’s representation in the index has also
climbed a few percentage points to 56%, the proportion of the big five US tech firms?2 within

T MSCI ACWI
2 Facebook, Apple, Microsoft, Alphabet/Google, Amazon, Baidu, Alibaba, Tencent
3 Facebook, Apple, Microsoft, Alphabet/Google, Amazon



this has gone from 8% to 16%?*. Typically, these companies pay low or no dividend payments,
preferring to focus on acquiring market share, other companies or their own shares.
Figure 2: Big five US tech firms — aggregate weighting in index
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Source: Columbia Threadneedle Investments and FactSet

What is an income investor to do?

The rise of Big Tech and the US outperformance more generally has led to an increasingly
large structural bias versus the index against income investors who avoid stocks offering low
or minimal dividends. Our approach, however, favours focusing on highly free cash flow-
generative companies that are allocating capital optimally. We like companies that are
delivering top-line growth while making sizeable capital returns to shareholders, as we believe
this promotes efficient use of capital and prioritisation of investment.

Historically we have had a singular focus on dividends, but this has led to an increasing
proportion of our risk budget being driven by what we can’t own due to the shifting sands of the
index. Consequently, we think focusing on shareholder yield, which incorporates share
buybacks as well as dividends, improves the opportunity set in terms of sector and regional
breakdown, and allows us to reduce the structural risks that have arisen over time and
accelerated in 2019.

Therefore, rather than only investing in companies with a dividend yield above that of the
index, we shall now target those with both a dividend yield of more than 1% — we are an
income fund after all!l — and a shareholder yield greater than the dividend yield on the index. In
other words, we are looking for the same level of capital return from the companies in which
we invest but acknowledge the different means through which this can be done.

4 Columbia Threadneedle Investments/FactSet analysis



Figure 3: A more balanced opportunity set

Regional breakdown by weight (relative to MSCI ACWI breakdown)

Dividend Yield > 1% and

MSC1 ACWI Dividend Yield > 2.5%  Shareholder Yield > 2.5%
Europe 15.9% 49% 31%
Far East 12.6% 3.4% -1.9%
Japan 7.2% -0.1% 0.6%
Latin America 15% 0.6% 0.3%
North America 57.0% _ -18%
UK 49% 2.7% 1.4%
Other 1.1% 0.6% 0.1%
Total 100.0% 0% 0%

Sector breakdown by weight (relative to MSCI ACWI breakdown)

Dividend Yield > 1% and

MSCI1 ACWI Dividend Yield > 2.5%  Sharcholder Yield > 2.5%
Communications 8.7% -2.8% -3.8%
Consumer Discretionary 10.8% -3.2% -2 7%
Consumer Staples B.1% 0.9% 1.6%
Energy 52% 4.4% 20%
Financials 16.8% 8.5% 48%
Healthcare 11.8% -1.4% -1.3%
Industrials 10.2% -1.7% 0.3%
Information Technology 17.2% -9.6% 0.4%
Materials 48% 0.1% 0.1%
Real Estate 3.3% 2.1% 0.8%
Litilities 3.3% 2.6% 0.6%
Total 100.0% 0% 0%

Source: Columbia Threadneedle Investments and FactSet

Figure 3 demonstrates the impact. The opportunity set now more closely resembles our index,
with the 12.2% underweight to North America dropping to just 1.8% and the IT exposure
comparable to that of the index. At a stock level, that’s a 30% increase in North American
names to 331 against an index of 709. Further, it boosts the number of names available in the
IT sector by around 50% to 108, while Healthcare increases by more than 40% to 48.

What outcome does this have for portfolios?

Our underlying philosophy is unchanged. We focus on consistent and wise capital allocation;
this remains the case, but we will now be incorporating regular share repurchases into our
capital return metrics. We will still seek high dividend yields and will not be buying zero or
minimal dividend yield stocks. The rest is unchanged in terms of growth and sustainability of
capital return, but we have the flexibility to mitigate the structural risks that have built over time
and accelerated in 2019.

We recognise the index has shifted over time and believe that focusing on shareholder yield,
which incorporates share repurchases as well as dividends, enables income investors to better
build a balanced and diversified portfolio of stocks that provide both a high income and a
competitive risk-adjusted return versus the index.
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Important information: For use by Professional and/or Qualified Investors only (not to be used with or passed on to retail clients).
Past performance is not a guide to future performance. The value of investments and any income is not guaranteed and can go down as
well as up and may be affected by exchange rate fluctuations. This means that an investor may not get back the amount invested. This
material is for information only and does not constitute an offer or solicitation of an order to buy or sell any securities or other financial
instruments, or to provide investment advice or services. The mention of any specific shares or bonds should not be taken as a
recommendation to deal. The analysis included in this document has been produced by Columbia Threadneedle Investments for its own
investment management activities, may have been acted upon prior to publication and is made available here incidentally. Any opinions
expressed are made as at the date of publication but are subject to change without notice and should not be seen as investment advice.
Information obtained from external sources is believed to be reliable, but its accuracy or completeness cannot be guaranteed. This material
includes forward-looking statements, including projections of future economic and financial conditions. None of Columbia Threadneedle
Investments, its directors, officers or employees make any representation, warranty, guarantee or other assurance that any of these
forward-looking statements will prove to be accurate. Issued by Threadneedle Asset Management Limited (TAML). Registered in England
and Wales, Registered No. 573204, Cannon Place, 78 Cannon Street, London EC4N 6AG, United Kingdom. Authorised and regulated in
the UK by the Financial Conduct Authority. This document is distributed by Columbia Threadneedle Investments (ME) Limited, which is
regulated by the Dubai Financial Services Authority (DFSA). For Distributors: This document is intended to provide distributors’ with
information about Group products and services and is not for further distribution. For Institutional Clients: The information in this document
is not intended as financial advice and is only intended for persons with appropriate investment knowledge and who meet the regulatory
criteria to be classified as a Professional Client or Marketing Counterparties and no other Person should act upon it. Columbia
Threadneedle Investments is the global brand name of the Columbia and Threadneedle group of companies.
columbiathreadneedle.com 3083192



