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Income Leaders Strategy in Review 

U.S. equities have defied pundits and broken new highs year after year. Dividend 
equities have been a major participant in that growth. While forward price-to-
earnings ratios for equities have increased to a level well above their median of the 
past three decades, further gains in equities will have to be sustained by growth 
in earnings. In our slow growth economic environment, coupled with market 
uncertainty from events such as the Trump election and Brexit, investors are looking 
for high quality companies that deliver increasing dividends and market growth.

The key considerations to capture include:

• Explicit quality screens

• Ability to capture market evolution

• Portfolio construction and weighting

BMO Income Leaders ETF Strategy is a multi-factor strategy focused on quality income 
and growth. We believe dividend strategies can avoid yield traps by adding a quality 
factor. Quality factors can also have additional benefits of reducing volatility, and 
enhancing risk adjusted returns across all market cycles. Our suite of ETFs are based on 
the MSCI Select Quality Yield Indices across geographies and available as both hedged 
and unhedged exposures. 

MSCI USA Select Quality Yield Index

Universe: Constituents must be members of the MSCI USA Index. 

Constituent Selection: Top 50% of securities with the highest quality scores, followed 
by top 50% by dividend yield 

Minimum Market Cap: Constituents must be large and mid cap securities, currently 
defined at float-adjusted market cap of at least USD 5.8 billion as of the September 2016.

Diversification: Individual stocks are capped at 5%

Weighting: Market Cap
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Fund in focus: BMO MSCI USA Income Leaders UCITS ETF (ZILS)
Index: MSCI USA Select Quality Yield Index 
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Income Leaders Portfolio Construction 

Universe

Quality 
Return on Equity (ROE)

Financial Leverage  
Earnings Growth

Dividend Yield

Issuer Cap

MSCI Select  
Quality Yield  

Indices

BMO Income Leaders ETFs go beyond traditional income. They focus on sustainable quality income. 

  
Parent Index (excluding REITs) 
MSCI USA Index
MSCI United Kingdom index
MSCI Europe ex-UK Index

Quality screen – top 50% of securities with the highest  
quality scores

Dividend yield screen – top 50% of securities by dividend yield 
from previous screen

Individual securities are capped at 5%

The BMO Income Leaders ETFs track the MSCI Select Quality Yield 
Indices

Avoids yield 
traps by 

screening for 
Quality. 

Combining factor strategies to deliver sustainable and favourable risk adjusted returns.

Explicit Quality Screens 

Dividends paid by companies depend on two variables, 
willingness to pay, and ability to pay. Outcome oriented screens, 
such as rising payments, which are used by other dividend 
targeting strategies address willingness to pay, but do not 
capture a deteriorating ability to pay. Looking under the hood, 
a screen based on comprehensive quality factors, captures the 
ability to pay dividends, now and in the future.

Quality investing identifies market leaders, companies that can 
grow their dividends over time, and deliver the market returns to 
fund portfolios.

For dividend payers, one of the most dramatic ways to impact a 
stock price is to miss dividend payment expectations. A dividend 
paying company will typically hold off cutting a dividend or even 
holding it flat until they are deep into trouble. A screen based on 
rising payments, regardless of tenure, does not capture current 
company operating conditions. 

Quality screening avoids deteriorating stocks masquerading as 
bargains and focuses on those who can sustain their dividend 
over the long run.

MSCI Quality Variables 
•  High ROE – Indicates a business with a sustainable 

competitive advantage, efficient operations and profitability. 

•  Stable Earnings Growth – Demonstrates durability and 
stability of a company’s business model. 

•  Low Financial Leverage – Determines if returns are based on 
underlying operations and protects on the downside. 

Each variable on its own is not necessarily an indicator of a 
quality company. For example, high ROE could be an abnormal 
spike at one point in time or a result of high leverage. The 3 
variables in combination provide a more accurate assessment. 

MSCI Screening 
• The three variables are determined for all securities and 

ranked 

• Once ranked, impact of extreme data outliers is removed for 
all 3 variables 

• The three variables are then standardized: equal weights are 
used to calculate a composite score 

• Composite scores are averaged into a single quality score
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S&P sectors Dividend Yield ZILS Weighting

Telecom 5.05

Real Estate 4.35

Utilities 3.56 0.47%

Energy 2.82 7.85%

Consumer Staples 2.66 12.98%

Industrial 2.35 13.70%

Materials 2.24 4.20%

Financials 1.92 5.47%

Health Care 1.76 17.90%

Consumer 
Discretionary

1.62 11.96%

Information Tech 1.57 25.41%

Source: Bloomberg. Data as at 31.10.2016

Ability to capture market evolution

Successful investment strategies aim to capture new investment 
opportunities. To achieve this, strategies must include a forward 
looking component. Dividends have traditionally come from 
sectors such as consumer staples, utilities and financials. 
Technology has emerged as one of the largest dividend 
contributors with companies such as Microsoft and Apple leading 
the way. Microsoft started paying a dividend in 2006 and Apple 
in 2012 and are relatively new entrants to the dividend space. 
Backward looking dividend screens such as rising payments, 
regardless of the timeframe are likely to exclude these 
companies. 

Portfolio construction and weighting

Based on the screening process, other smart beta dividend 
strategies will be biased to traditional dividend sectors, where 
ZILS will be comparatively overweight to evolving dividend 
sectors. The chart below ranks S&P500 sectors by dividend yield 
and compares ZILS weighting in those sectors. BMO Income 
Leaders quality screens will typically underweight financials due 
to high leverage in the sector; in addition this index excludes 
REITs. It will be overweight more evolving dividend sectors such 
as technology.

S&P sectors ranked by Dividend Yield

Dividend weighting in comparison to market cap weighting can 
increase exposure to deteriorating companies, as a company 
with a market price that is declining faster than its dividend 
payout growth will have an increasing yield. A high dividend 
yield alone could therefore also mean investors no longer expect 
market growth from the stock. Market-cap weighting provides 
enhanced liquidity and exposure to growth areas of the market, 
in contrast to yield weighting which can over-weight less 
growth-oriented companies and can result in significant sector 
biases.

Example: Pitney Bowes

Another significant benefit of the quality screens is that it 
provides an important glance into the health of a company 
and can provide warning signs to indicate a company should 
be removed from the index well before many of the more 
traditional single factor (ie. Dividend growth) strategies are 
aware there’s a problem. Taking Pitney Bowes as an example 
– PB is best known for being the largest manufacturer and 
supplier of postage meters globally – claiming 85 percent of 
the U.S. postage meter market but not without its fair share of 
challenges. This company was held in many dividend ETFs until 
2013 when it was removed from many indices as a result of a 
dividend cut of 50%. In 2013 the stock was near its bottom when 
it was removed from many indices, but were there warning 
signs? Yes, in fact if we look at a number of the quality factors 
we screen for in our Income Leaders ETFs, we can quickly see 
the benefit to these screens, Pitney Bowes would have been 
eliminated much earlier, and investor’s losses on this security 
would have been mitigated. In 2010, 2011, and 2012 the debt to 
equity ratios were 2,148%, 1,644%, and 987% respectively. ROE 
was negative across this period as well. Furthermore, price of 
this stock has fallen by more than 20% over the last 5 years. 

BMO MSCI US Income Leaders UCITS ETF (ZILS) - Top 10 
holdings

Below is a snapshot the top ten holdings for ZILS. We can see the 
strength and sustainability of each company in the chart based 
on the quality variables provided. Approximately 60% of analysts 
rate Microsoft as a buy and only 10% a sell. They forecast a 
return potential of 4.8% over the next year. Lastly, the 1, 3, and 
5 year dividend growth rate are all just over 16%. (As of Oct 31 
2016)
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Top 10 holdings Weight P/E Ratio Return on 
Equity

Debt/Equity Dividend 
Yield

Earnings 
Variability* 

Microsoft 5.77% 28.15 22.41 74.57 2.46 0.29

Apple 5.68% 13.13 36.90 67.86 2.07 0.58

Johnson + Johnson 4.98% 19.28 21.86 27.91 2.61 0.41

Exxon Mobil 4.61% 39.95 5.24 21.88 3.49 0.75

Procter + Gamble 3.43% 22.56 17.51 52.77 3.19 0.28

Pfizer 2.87% 16.48 10.71 59.97 3.68 0.40

Coca Cola 2.70% 21.14 27.68 171.61 3.38 0.16

Merck + Co 2.57% 24.59 12.29 59.23 2.86 0.49

Intel Corp 2.50% 14.56 16.99 36.58 3.02 0.13

Pepsico 2.41% 21.84 51.11 276.67 2.81 0.30

BMO MSCI USA Income Leaders UCITS ETF (ZILS)

OCF (Ongoing charges figure) 0.35%/0.40% (GBP hedged)

Hedging USD is hedged back to GPB in hedged version. Done so by notionally 'selling' each currency forward at the one-
month forward rate at the end of each month

Standard Deviation 13.16*

Sharpe Ratio 0.56*

Dividend Yield 2.79%

Price/Earning Ratio 19.63

Average Price/Book 3.71

Average Market Cap US$ 6,774.41 B

*5 Year Standard Deviation of quarterly EPS Source: Bloomberg. Data as at 31.10.2016

*10 Year, MSCI USA Select Quality Yield Index. Source: MSCI. Data as at 31.10.2016

To position portfolios to capture both income and future market growth, BMO MSCI US Income Leaders UCITS ETF (ZILS) has significant 
benefits relative to the other dividend approaches.

The key benefits include:

• Explicit quality screens – to measure dividend sustainability

• Ability to capture market evolution – inclusive of new dividend growers 

• Portfolio Construction and weighting – market cap to capture growth
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© 2016 BMO Global Asset Management. All rights reserved. BMO Global Asset Management is a trading name of F&C Management Limited, which is authorised and regulated by the 
Financial Conduct Authority. CM11148 (11/16) UK, IE, ES, IT, NL, DE

For professional investors only. 

F&C Management Limited is the investment manager of BMO UCITS ETF ICAV which is authorised by the Central Bank of Ireland 
as a UCITS. 

BMO ETFs are registered for distribution in Germany, Italy (for professional investors only), UK, Netherlands and Spain. 

Shares are listed on the London Stock Exchange and may be purchased and sold on the exchange through a broker-dealer. 
Purchasing and selling shares may result in brokerage commissions. Applications for subscriptions directly to the funds may only 
be made by authorised participants. 

Shares purchased on the secondary market cannot usually be sold directly back to the Fund. Secondary market investors must 
buy and sell ETF Shares with the assistance of an intermediary (e.g. a stockbroker) and may incur fees for doing so. In addition, 
investors may pay more than the current Net Asset Value per Share when buying ETF Shares and may receive less than the 
current Net Asset Value per Share when selling them. 

Commissions, fees, costs and expenses all may be associated with investments in exchange traded funds. Please read the 
prospectus and key investor information document (KIID) before investing. Investment objectives, risk information, fees and 
expenses and other important information about the funds can be found in the prospectus. Exchange traded funds are not 
guaranteed, their values change frequently and past performance may not be repeated. 

This document is provided for information purposes only and is not to be construed as investment advice to a recipient on 
the merits of any investment. This document does not constitute, or form part of, any solicitation of any offer to deal in any 
type of investment. This document is provided only to assist financially sophisticated investors in their independent review of 
particular investments and is not intended to be, and must not be relied upon, as the sole basis for any investment decision. 
This document must not be acted on or relied on by persons who are not relevant persons and who are not the intended 
recipients of this document. Each recipient of this document should make such investigations as it deems necessary to arrive 
at an independent evaluation of any investment, and should consult its own legal counsel and financial, actuarial, accounting, 
regulatory and tax advisers to evaluate any such investment. 

Past performance should not be seen as an indication of future performance. The value of investments and income derived 
from them can go down as well as up as a result of market or currency movements and investors may not get back the original 
amount invested. 

Investing in ETFs involves risk, including risks associated with market volatility, currency rate fluctuations, replication strategies, 
and changes in composition of the underlying index and assets. 

Diversification and asset class allocation do not guarantee profit or protect against loss. 

Views and opinions have been arrived at by BMO Global Asset Management and should not be considered to be a 
recommendation or solicitation to buy or sell any products that may be mentioned. 

The funds or securities referred to herein are not sponsored, endorsed, issued, sold or promoted by MSCI, and MSCI bears no 
liability with respect to any funds or securities or any index on which such funds or securities are based. The prospectus contains 
a more detailed description of the limited relationship MSCI has with F&C Management Limited and any related funds. 


