
 
 

 

clarityRESEARCH 
 

Split Capital ITs and Zero Dividend Preference Shares (ZDPs)  
 
 
Summary 
 

1. ZDPs have priority over other types of share when the investment trust is wound up. 

2. The investment profits are taxed as capital gains. With planning, these can be offset against the capital 

gains tax exemption thus securing tax free growth. 

3. The redemption price stated for the ZDPs is only payable if there are sufficient assets available. 

Assuming the redemption price is met, the yield of the share is known on purchase. 

 

 

Background  

 

A conventional investment trust issues ordinary shares, where shareholders have equal rights over 

investment income and capital gains from the underlying assets.  In the 1980’s a new type of investment 

trust became popular, which issued different classes of shares and had a limited life.  

 

Each class of share had a different set of characteristics, and was intended to appeal to a different sort of 

investor. The most common forms of share are zero dividend preference shares (ZDPs), income shares and 

capital shares.   

 

ZDPs offer no income during the life of the trust but pay a known amount on maturity. Holders of ZDPs have 

first call on the assets of the trust.  

 

Income shares pay an income (fixed or variable) during the life of the trust, and normally offer return of the 

sum originally invested on maturity. Holders of Income shares normally have second call on the assets of the 

trust. These shares are generally considered medium to high risk investments. 

 

Capital shares offer no income during the life of the trust and have final call on the assets of the trust. This 

means that they receive the assets remaining in the trust when the other investors have been repaid. These 

shares offer the potential for considerable capital gain, but are extremely high risk. 
 
ZDPs trade on the open market in much the same way as regular shares, with the market price determined 
by factors such as the underlying value of the assets in the trust and demand for the shares.   
 
One key point to note is that each class of share depends on the same pool of invested assets for its returns, 
and therefore the performance of these assets is critical to all share classes. 
 
 
Investment Portfolio 
 
The assets of a “traditional” split capital trust are normally the shares of listed companies in the UK or 
elsewhere. There are, however, additional strategies that managers have used, which have modified the risk 
and return profile of affected ZDPs (and other share classes) as detailed below.  
 
Gearing 
 
Gearing refers to the use of bank borrowings to increase the assets available for investment. The logic of this 
is that the manager may be able to invest the “borrowed” assets and earn a return in excess of the interest 
paid, therefore enhancing the return of the trust. However, if the manager cannot earn a return higher than 
the interest, for example in a falling stockmarket, the arrangement will detract from performance. 
 
For a ZDPs holder, gearing also means that they no longer have first charge on the assets of the trust. This 
significantly increases the risk profile of affected ZDPs. 



 
 

 

 

Cross Shareholdings 
 
One of the main causes of the split capital trust scandal of 2001, was the ‘magic circle’ of split capital trusts 
which held shares in each other. The managers of these trusts used the shares of other split capital trusts 
within their portfolio, in order to enhance the yield. This was not widely noticed in a rising market, 
however, once the markets started falling, this resulted in a fragile position, where the portfolio valuations 
of affected trusts overstated the real value of the assets. 
 
 

ZDPs Terms 
 
There are several specific terms used to describe the expected returns from ZDPs, these are explained 
below. 
 
Hurdle Rate 
 
This measures the amount that the underlying assets of the trust would have to grow by each year in order 
for the trust to be able to redeem the ZDPs at the redemption price on winding up. A negative hurdle rate 
indicates that the trust already has sufficient assets to meet this liability, and the trust assets would have to 
fall by this annual rate for the redemption price not to be met. 
 
Cover 
 
This expresses the size of the available asset pool, compared with the liability to ZDPs holders. A Cover ratio 
of less than 100% is reflected in a positive hurdle rate, and a cover ratio of more than 100% reflects a 
negative hurdle rate. 
 

Redemption Yield 
 
This measures the annualised return you can expect if the ZDPs is held from purchase to maturity, assuming 
that the redemption price is paid in full. This will fluctuate with the ZDPs share price, but will become fixed 
once the ZDPs is purchased. 
 
 
Risk Factors 
 
The failures of the ‘magic circle’ of split capital investment trusts in 2001 brought attention to a number of 
potential structural failures in this market, including the level of gearing (debt) and cross holdings between 
some trusts. It is therefore important to be aware of the underlying assets and potential debt levels within a 
trust prior to making a selection. 
 
Risk factors include: 
 

• The possibility of falls in underlying asset value such that the redemption price may not be wholly or 
partially met. 

• Sale value prior to the redemption date would be subject to the current market value of the share, 
which will fluctuate as with normal shares. 

• Possible changes in future tax legislation that may remove the treatment of the return as a capital 
gain. 

 

 

Taxation 

 

The returns from ZDPs are taxable as capital gains. ZDPs can therefore be attractive to those investors who 

do not anticipate using some or all of their annual capital gains tax exemption in the year the ZDPs matures. 

For example, a higher rate taxpayer who received a return of 6% on a ZDPs, which was covered by the 

capital gains exemption, would have to earn 10% on a comparable interest bearing investment. 

 



 
 

 

 

Gaining ZDP Exposure 

 

All ZDPs are quoted on the LSE, and can be purchased either directly, through a stockbroker or the 

company’s own share plan, or indirectly, through a unit trust/OEIC fund which invests in a portfolio of zeros. 

 

Generally, direct investment will be more suitable for those with larger amounts to invest, which should 

reduce the overall dealing charge and enable exposure to a number of different ZDPs if required. 

 

Indirect investment through a fund may be suitable for those who have less to invest, as exposure is gained 

to a portfolio of zeros at a low cost, which spreads the risk of any individual zero not being redeemed at the 

expected price. Benefit is also gained from the expertise of the fund managers, who can apply their 

experience to selection and management of the zeros. In addition, there is no fixed term on the fund and 

you can therefore select the date at which to redeem your holding. 

 

At present, there is low availability of ZDPs and ZDP funds. However, with the return of the divergence 

between capital gains and income tax rates, it may be that investor demand sees a return to popularity of 

these investments. 

 

 
ZDPs Risk Warning 
 
ZDPs can have similar risk characteristics to corporate bond and equity investment, as well as risks 
associated with investment trusts in general. The value of your investment can fall as well as rise. The 
return on maturity of the trust is not guaranteed, and will depend on the value of the underling investments, 
and any prior charges that may exist. In addition, for ZDPs fund investments, the redemption yield currently 
quoted is not guaranteed and may fall if the underlying investment trusts held within the fund restructure or 
if changes are made to the portfolio of holdings contained within the fund. Underlying gearing and cross 
investment can magnify these issues. 
 
 

 
 

 

 
 

 

 

 
 

 

 
 

 

 
Risk Warning: The past is not necessarily a guide to future performance.  The value of your investment and the income from it can fall 

as well as rise and is not guaranteed. You may not get back the full amount invested.  

 

Our views are based upon our understanding of current legislation in England & Wales. Levels and bases of, and reliefs from, taxation 
are subject to change and their value to you will depend upon your personal circumstances. You should not act on any of the 

information without seeking professional advice. 
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