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Important Information

© Morningstar, Inc. All rights reserved. Neither Morningstar, its affiliates, nor the content providers guarantee the data or content contained
herein to be accurate, complete or timely nor will they have any liability for its use or distribution. No part of this document may be
reproduced or distributed in any form without the prior written consent of Morningstar. This presentation has been prepared for clients of
Morningstar Australasia Pty Ltd (ABN: 95 090 665 544, AFSL: 240892) and/or New Zealand wholesale clients of Morningstar Research Ltd,
subsidiaries of Morningstar, Inc.

Any general advice has been provided without reference to your financial objectives, situation or needs. For more information refer to our
Financial Services Guide at www.morningstar.com.au/s/fsg.pdf. You should consider the advice in light of these matters and if applicable, the
relevant Product Disclosure Statement before making any decision to invest.
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This presentation may contain certain forward-looking statements. We use words such as “expects”, “anticipates”, “believes”, “estimates”,
“forecasts”, and similar expressions to identify forward-looking statements. Such forward-looking statements involve known and unknown
risks, uncertainties and other factors which may cause the actual results to differ materially and/or substantially from any future results,
performance or achievements expressed or implied by those projected in the forward-looking statements for any reason.

Our publications, ratings and products should be viewed as an additional investment resource, not as your sole source of information. Past
performance does not necessarily indicate a financial product’s future performance. Morningstar's full research reports are the source of any
Morningstar Ratings and are available from Morningstar or your adviser. To obtain advice tailored to your situation, contact a financial
adviser. Some material is copyright and published under licence from ASX Operations Pty Ltd ACN 004 523 782. .
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Morningstar income investing bootcamp

Webinar 2 - Assessing individual shares

’ MORNINGSTAR



Learning objectives

1. Understand some factors to look for when buying dividend shares
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Getting the foundations right

AR LAMEHGEA  The biggest issue many investors face is undermining their
SHANI JAYAMANNE own outcomes by letting emotions influence decision making
Hosts of Morningstar Australia’s a nd ma ki ng m ista keS

I nve St « ETFs exacerbate these tendencies given the ease of trading,
the proliferation of new ETFs and compelling marketing based
‘( on recent performance

HOWTO
GROW YOUR WEALTH
ON YOUR TERMS

McORNINGSTAR WILEY

» The key is adding structure to decision making by establishing
goals, setting an investment strategy and developing a
process to guide decision making
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Attractive dividend paying shares

Dividend paying shares are not inherently attractive. It's that companies that consistently raise their dividends
tend to create shareholder value.

The return for each category of S&P 500 The return for ASX listed shares in our

shares between 1973 and 2025 coverage universe over the last decade
Category Annual returns Category Annual returns
Dividend growers & initiators 10.22% Dividend growers & initiators 12.60%
Dividend payers 9.20% Dividend payers 1.61%
No-change in dividend policy 6.87% Dividend cutters & eliminators 4.05%
Dividend cutters & eliminators -0.96% Dividend non-payers 9.80%
Dividend non-payers 4.21% Equal weighted ASX 200 8.70%
Equal weighted S&P 500 1.74% Returns do not include franking credits
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How to find attractive dividend paying shares

There are several steps | use to try and find attractive dividend paying shares:

» Find companies that can stand up to the competition

» Find companies with limited external factors that influence how a company performs
« Valuation

 Dividend sustainability

Two examples:
«  Woolworths (ASX: WOW)

e American Tower (NYSE: AMT)
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Find companies that stand-up to the competition

When evaluating a share start with the competitive environment the company operates within.

Start with the customer. What influences purchasing decisions and why would they choose one product or service over
another? Price, quality, confidence or are other factors at play? Are there substitutes or can they forgo purchasing all

together?

Tips:

1. Remember your circle of competence

2. Look at the stats: Return on invested capital & margins

3. Usethe Morningstar moat sources as a framework to evaluate the competitive environment:

1.

Switching costs
Network effect
Intangible assets
Cost advantages

Efficient scale
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Find companies that stand-up to the competition

Woolworths; Wide moat

1. Switching costs: None as people can easily choose
where to buy groceries

2. Network effect: None as the more people that use a

grocery store have limited impact on the value of a »  Earnings before interest and tax is 5.6% or./0%
store above Coles
3. Intangible assets: None as brand is a minor ‘ »  Return on invested capital expected to average 12%
. . . ) 0 |
consideration for shoppers buying groceries compared to 7% cost of capital

4. Cost advantages: Woolworths is the largest store
which allows fixed costs to be spread over a larger
network of stores

5. Efficient scale: None as grocery stores are not a
limited market and there is significant competition
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Find companies that stand-up to the competition

American Tower: Narrow moat

1. Switching costs: High as mobile providers are
responsible for paying to install equipment and
moving equipment from one tower to another

Network effect: None «  Returns on invested capital have consistently
Intangible assets: None ' outpaced cost of capital over the last decade

Cost advantages: None

Efficient scale: Tower construction is capital
intensive and each tower can hold equipment from
multiple mobile providers which makes it
economically counterproductive for competitors to
build in the same area
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External factors that influence performance

Different companies and different industries have varying degrees of external factors that influence
performance. The more factors that influence how a company performs the less predictable the results.

Tips:

1. Diversification is not about how many holdings and asset classes are in your portfolio. It is about
diversifying the factors that will influence the performance of the investments in your portfolio. In an
income strategy the factors that impact future dividends should be considered.

2. Theless predictable the outcome the larger the margin of safety is needed.
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External factors that influence performance

Woolworths: Low uncertainty
1. Non-cyclical consumer defensive company with consumer spending modestly impacting results

2. Increased competition from new entrants like Costco and Amazon Fresh may change the current grocery
landscape in Australia
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External factors that influence performance

American Tower: Medium uncertainty

1.

Non-cyclical company as mobile phones and data have become essentials in many countries

Technology changes are the biggest risk to the existing mobile phone landscape

Environmental factors like water and electricity and negative publicity are risks to the data centres business

Geo-political risks in developing markets

13
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Valuation

If you are not going to create a discounted cash flow model you will use a relative valuation measure as the basis
for the valuation. As an income investor | will typically compare the current dividend yield with historic yields
along with other relative valuation measures.

Tips:

1. Relative valuation measures allow you to make comparison statement - stock A is cheaper than stock B,
stock A is cheaper than it used to be, Stock A is cheaper than the market - but don't offer an absolute view
on valuation

2. When making a comparison statement you need to a thesis on why something is cheaper and why the
market is wrong - remember often the crowd is right.
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Valuation

Woolworths:;

20192020 2021 2022 2023|2024 2025 2026 2027 [ 2028

Div growth 9.68% -1.84% 1489%  -1481%  13.04%  0.00% 1923%  1111%  15.00%  7.83%
Yield 2.82% 2.39% 2.84% 2.14% 2.80% 3.41% 2.86% 2.34%

Observations:

* Yield is historically low

» Dividend growth has been below inflation

« Strong dividend growth forecast by our analysts

 Growth of 7.64% need to hit ‘my target’ of 10% annual growth with dividend reinvestment

 Franking has been 100% the last several years
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Valuation

American Tower:

20192020 2021 2022 2023|2024 2025 2026 2027 [ 2028

Div growth 2000%  19.84%  15.01%  1248%  1007%  0.47% 4.94% 0.74% 5.40% 5.40%
Yield 1.64% 2.02% 1.78% 2.17% 2.99% 3.53% 3.87% 3.91%

Observations:

Yield is historically high

Dividend growth has been above inflation historically but has slowed in the last several years

Decent dividend growth projected by our analysts

Growth of 6.09% need to hit ‘my target’ of 10% annual growth with dividend reinvestment

16
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Dividend sustainability

| am looking for dividend growth but at a bare minimum sustainability is critical.
Tips:

 The dividend payout ratio is a useful measure as an indicator of dividend sustainability. However, it works
less well in Australia where there is less of a stigma about dividend cyclicality

 Debt levels can be a useful measure but differ by industry

« Reserving enough capital to invest for earnings growth is critical as that will fund future dividends

Y MORNINGSTAR



Dividend sustainability

Woolworths: Exemplary capital allocation rating
1. Sound balance sheet
2. Strong internal track record for investment

3. High level of dividend payouts but a low growth business (target 75% dividend payout ratio)

18
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Dividend sustainability

American Tower: Standard capital allocation ratio
1. Decent balance sheet
2. Some missteps in internal investments and sales of business units

3. 60% of funds from operation have traditionally been paid out

19
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