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Dividend decline will be temporary
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COVID-19 will drive a meaningful
reduction in Australian corporate
earnings. By association, dividends
will also decline as many
corporates make deep cuts or
forgo dividend payments
altogether. The silver lining is that a
hit to dividends should only be
temporary and will bounce back
over the coming quarters.
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Near term, income seeking
investors have few options to
supplement lost income with bond
yields near record lows, credit
market risks rising and traditional
income safe havens (i.e. REIT’s)
also under pressure. We do not
recommend altering portfolio
allocations to chase yield
particularly within equities.

3

As the economy normalizes, so too
should dividends. For income
seekers, maintain a diversified
portfolio until downside growth
risks decline. We prefer Equities
over Property over Fixed Income
for those focused on generating
income. See our key investment
takeaways at the end of this
report.

The coronavirus is driving a perfect storm for all types
of investors. Those focused on capital appreciation
have suffered as risk assets have been subjected to
one of the fastest bear markets in history. Those
focused on yield are also about to suffer as the
outlook for corporate earnings signals a decline in
dividends is on the way.

\Dividends to fall as company guidance withdrawn?
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We see little way to avoid a hit to income from a
pending decline in dividends. This is because very few
stocks will be immune to the economic growth
slowdown, either domestically or via international

linkages. Even traditionally defensive areas such as
infrastructure, property, telco’s and toll roads will be
hit by the economics of a “sudden stop”. Add in the
banking sector which is in the midst of performing
national duty - at a not insignificant cost to earnings
and future dividends — and investors will be hard
pushed to avoid some drag to pre-corona income
levels.

However, dividends will bounce back afthough it
might take some time as corporates rebuild cash
buffers. Similarly, the potential to set a more
conservative payout ratio as a result of uncertainty
around the outlook could impact how quickly
corporates revert to historic payment levels. Parallels
with the GFC are likely to be made and it provides a
reminder of the scale that dividends can decline (in
some cases more than 50%), but encouragingly, we
don’t see many similarities unless the duration of the
current slowdown is longer than expected and it
drives significant equity dilution (as firms are forced to
raise capital). But this is not our central case.



We think the easy way to generalize on the dividend
outlook is to simply assume that any corporate who
removes guidance and/or lowers guidance is at risk of
a dividend cut. Several companies will go further by
suspending dividends to preserve capital. There will
be safety in numbers as the sheer breadth of stocks
who are likely to cut dividends provides some degree
of air cover. In this regard, corporates are unlikely to
let a good crisis go to waste. Over the following pages
we answer 4 key questions that are relevant for
income seeking investors at present.

#1: What has happened to the yields across different
asset classes post the onset of the crisis?

Income levels from equities and other traditional
income assets (such as REIT’s) are in the process of
being downgraded as companies get hit with a hard
stop to revenues. We believe there is near term
downside risk to income (yields) across all key asset
classes, except for Investment Grade Fixed Income
(where we think risk adjusted spreads are now
attractive) as well as cash (where deposit rates are
actually rising).

added to structural consumer weakness across the
sector. We expect many REIT’s to cut 2H20 dividends
altogether which removes a substantial attraction.
Ultimately, there will be opportunities with many REITs
now trading at large discounts to asset backing, but
we need more visibility on the duration of the
lockdown to gain conviction on where dividends will
settle.

High yield fixed income spreads have moved
aggressively wider over the last few weeks. However,
we believe when adjusted for default risk, this drops to
just above 3% (vs market implied 4%).

#2: What should be expected for the yield on a
balanced portfolio?

Based off current market expectations the yield on a
‘typical’ balanced portfolio (65% growth/35%
defensive split) is currently around 3.3%. However,
adjusting for the expected decline in yield across
various asset classes, we expect this yield to fall to
only ~2.3% (this is a 33% decline in income levels).
The high proportion allocated to equities coupled with
the hit to expected dividends accounts for the bulk of
this 1% decline.

[Asset Class Yields & latest short-term Forecasts

Current Forecast
% %
Australian Equities 5.6% 3.8%
Global Developed Equities 3.4% 1.9%
Emerging Market Equities 3.7% 1.9%
Listed Property & Infrastructure 7.1% 5.0%
Hedge Funds 0.0% 0.0%
Fixed Interest - Investment Grade 1.5% 1.5%
Fixed Interest - High Yield 4.3% 3.3%
Cash 0.3% 0.3%
Balanced fund 3.3% 2.3%

Source: IRESS, MWM Research, March 2020
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Direct Equities and Property are expected to suffer the
largest declines in yields over the coming half due to
the immediate hit to earnings and in some cases,
already extended payout ratios. While we expect
some further dilution from equity capital raisings, this
is not a balance sheet crisis and we do not expect this
to be pervasive like in the global financial crisis.

REIT’s have seen the most significant change in their
income producing ability as containment efforts have

#3: What has happened / can be expected to happen
to the yield on stocks?

Dividends expectations are being rapidly wound back
as companies withdraw earnings guidance. How far
can dividends fall? Recent declines don’t provide
much guidance. During the GFC it was financials and
REITs driving the dividend cuts while in 2015/16 it was
the commaodity producers. This time almost every
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sector is in the crosshairs. Consensus dividend
estimates have already declined 10% since last year’s

peak. A peak to trough decline of at least 20%
appears likely given the hit to financials, infra and
REITs. We think dividend payments have likely peaked
and are unlikely to recoup previous levels (boosted by
resources) for several years.

[Consensus dividends have futher to fall
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At the sector level we believe bank earnings are in
structural decline and dividends will follow until a
stable (through the cycle) payout ratio is achieved. We
think this is below current levels and this is reflected in
further bank dividend cuts out through 2021/22.

The resources sector has paid huge dividends
(including specials) in recent years boosted by
divestments and strong commaodity prices. However,
operational risks from Covid-19 are now emerging at
mining sites and we would not be surprised if the
large miners opt to hold onto more cash in the current
environment.

At present, analysts are still in the process of lowering
2H20 and 1H21 dividends and we expect further
downside in 2020 and 2021 estimates. Forecasts still
show rising dividends (ex-resources) into FY21 with
most companies expected to resume dividend
payments at previous levels.

Analysts are still forecating rising dividends in 20/21/22
ASb S&P/ASX 200 dividend forecasls
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We believe this will likely prove too optimistic and
investors should expect current dividend trends to be
lowered in coming months. Corporates will want to
rebuild cash levels and fortify balance sheets following
the crisis. The duration of Covid-19 will determine
whether capital raisings are necessary but at this
stage we think they will remain selective. We think
investors should prepare for a gradual recovery in
dividends rather than a quick snap-back.

We highlight some of the largest revisions to dividend
expectations in the following table. In the current
market we view essential services as the safest yield
plays. Consumer staples (food), utilities (electricity,
gas, mobiles / internet) and healthcare all remain
crucial even in a lockdown scenario.

|Equities offer a substantially higher yield to bonds & cash
S&P/ASX 200 - Dividend yield premium to cash
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Our preferences are Coles (COL), Telstra (TLS), Spark
Infrastructure (SKI), APA Group (APA) and Sonic
Healthcare (SHL). While we would typically emphasise
dividend growth, we don’t think this is realistic in the
current market with yield stability a greater focus for
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investors until clarity on the growth slowdown and the
recovery trajectory are better understood.

\Largest changes in DPS forecasts (%)

Code Company 1H20 2H20 1H21 2H21
CBA  Commonwealth 0% -13% 0% -13%
WBC  Westpac -18% -18% -8% -7%

ANZ  ANZ -14% -14% -14% -14%
NAB NAB -24% -15% -15% -15%
SYD  Sydney Airport -100% -41% -26% -30%
TCL  Transurban 0% -16% -12% -3%

ALX  Atlas Arteria -100%  -100%  -100% -10%
SHL  Sonic Health 0% -14% -8% -16%
RHC  Ramsay Health 0% -19% -12% -4%

COH  Cochlear 0% -100%  -100% -26%
ALL  Aristocrat -100%  -100%  -100%  -100%
PMV  Premier Invest -3% -100% -14% -32%
BIN Bingo 0% -100%  -100%  -100%

Source: Macquarie Research, March 2020

#4: What are the best asset class incomeyyield
options?

Prior to the coronavirus, our preference for
incomeYyield was REIT’s over Equities over Fixed
Income. This was driven by a combination of absolute
and relative yield attraction as well as sustainability
and growth potential of yield in REIT’s and Equities
versus Fixed Income. Like most, we did not foresee
the magnitude of the hit from the coronavirus and
hence how the earnings collapse would drive
substantially lower dividends. Recent events have
altered our pecking order and driven a rapid reset for
any investor who was reliant on these traditional
sources for income.

We believe equities retain a strong attraction for
income seeking investors given the yield spread over
cash and bonds at 3.6% and 2.7% respectively.
Admittedly, growth assets (equities) are likely to
undershoot their near-term income goals. However,
we do not recommend chasing higher yielding assets
to offset a near term income decline. At present, the
trade-off for higher yield is higher concentration risk
and we do not believe investors should be forgoing
the benefits of diversification within an equity portfolio
in order to increase yield.

However, as a result of recent events, equities have
moved up the pecking order to our #1 spot for
income seeking investors on the proviso they can get
broad portfolio exposure. While equities might not
offer the highest absolute yield, we are more

comfortable that broad sector exposure can minimize
the risk of further dividend disappointment at an
individual stock level as well as offsetting a staggered
reintroduction of dividends into the future. The chart
above illustrates Australian equities can still yield 4%
after assuming a significant cut to dividends and a
lower payout ratio. Adding franking credits lifts this
yield to ~5% for the S&P/ASX 200.

Listed Property & Infrastructure come next and are
also attractively priced with a 5% forecast yield after
assuming dividend cuts. REITs have featured
prominently in ‘yield’ portfolios but unfortunately,
corona virus containment efforts have compounded
structural pressures that were already evident across
large parts of the listed REIT’s space by cutting foot
traffic to near zero. Several high-profile names in the
property sector have already withdrawn guidance,
putting expected dividends at substantial risk.
Unfortunately, we don’t see a fast exit from these
conditions for REITs and think the reset back to more
normalized dividend levels will not be instantaneous.

Hybrids — Yes or No?

We have long defined hybrid securities as growth
assets (as opposed to defensive assets) arguing
that in times of stress, these securities would
behave like equities and not fixed income. In
recent weeks the volatile performance of hybrids
has supported this view with most now trading
below par and with several new issues also
cancelled.

Trading margins, and subsequent yields are now
clearly tempting for yield hungry investors.
However, security selection will be critical in the
period ahead. The impact on bank balance
sheets due to the uncertainty surrounding the
duration of the coming growth slowdown will see
volatility continue in bank hybrids and investors
should be prepared for this.

In addition, it is worth remembering that APRA
can convert hybrids to equities at its discretion.
Admittedly, this is a small (tail) risk, but investors
need to be adequately compensated for this
possibility.
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Key investment takeaways:

1. Dividend cuts will be temporary and will
normalize once corporate cashflows begin to
recover.

2. We do not recommend adding additional equity
exposure to supplement income at present.
This is because the decline in dividends is
widespread.

3. Traditional income safe havens (i.e. REIT’s) are
also under pressure due to government driven
containment efforts. Investors should remain
patient and not seek to sell REIT allocations
given the crisis should prove transitory and the
yield premium to cash and bonds remains
solid.

4. The sell-off has shown hybrids are more like
equity than fixed income securities. Provided
investors have allocated hybrids appropriately
within their portfolio, there are selected issues
where yields are now tempting for income
investors seekers.

5. Fixed income yields have collapsed due to
rising growth concerns and aggressive
monetary policy actions. We don’t expect
yields to increase for some time. However,
fixed income still provides strong diversification
benefits. We think investment grade fixed
income is now attractive on a risk adjusted
basis.

Jason and the Investment Strategy Team
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The report was finalised on 27 March 2020

Recommendation definitions (Macquarie Australia/New Zealand)
Outperform — return >3% in excess of benchmark return
Neutral - return within 3% of benchmark return

Underperform — return >3% below benchmark return

The analyst principally responsible for the preparation of this research receives compensation based on overall revenues of Macquarie Group
Limited ABN 94 122 169 279 AFSL 318062 (“MGL”) and its related entities (the “Macquarie Group”, “We” or “Us”) and has taken reasonable
care to achieve and maintain independence and objectivity in making any recommendations. No part of the compensation of the analyst is
directly or indirectly related to the inclusion of specific recommendations or views in this research.

This research has been issued and is distributed in Australia by Macquarie Equities Limited ABN 41 002 574 923 AFSL 237504. It does not
take account of your objectives, financial situation or needs. Before acting on this general advice, you should consider if it is appropriate for
you. We recommend you obtain financial, legal and taxation advice before making any financial investment decision. It has been prepared for
the use of the clients of the Macquarie Group and must not be copied, either in whole or in part, or distributed to any other person. Past
performance is not a reliable indicator of future performance. You should consider all factors and risks before making a decision.

Nothing in this research shall be construed as a solicitation to buy or sell any security or product, or to engage in or refrain from engaging in
any transaction. This research is based on information obtained from sources believed to be reliable, but we do not make any representation
or warranty that it is accurate, complete or up to date. We accept no obligation to correct or update the information or opinions in it. Opinions
expressed are subject to change without notice. We accept no liability whatsoever for any direct, indirect, consequential or other loss arising
from any use of this research and/or further communication in relation to this research.

We have established and implemented a conflicts policy at group level, which may be revised and updated from time to time, pursuant to
regulatory requirements, which sets out how we must seek to identify and manage all material conflicts of interest. Our officers and
employees may have conflicting roles in the financial products referred to in this research and, as such, may affect transactions which are not
consistent with the recommendations (if any) in this research. We may receive fees, brokerage or commissions for acting in those capacities
and the reader should assume that this is the case. Our employees or officers may provide oral or written opinions to its clients which are
contrary to the opinions expressed in this research.

Important disclosure information regarding the subject companies covered in this report is available at

macquarie.com/disclosures.at macquarie.com/disclosures.
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