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What is dividend arbitrage?
Dividend arbitrage (also known as dividend washing) is a trade that enables investment firms to
reduce their tax bill relating to dividend payments. The method used is to place shares in alternative
tax jurisdictions around the ex-dividend date so that less withholding tax will be paid, or for revenue
generation via being on the other side of the trade. When conducting a dividend arbitrage trade,
money can be made by three (or more) parties (the lender, the lendee, and the facilitating brokerdealer) by sharing the revenue generated by having dividend payments made in lower tax
jurisdictions. The trade is usually facilitated via stock lending agreements or derivatives, so tracking
these trades can be difficult in certain markets, although in the UK one is able to see the stock
lending activity around ex-dividend dates to allow tracking of this behaviour.
There are several reasons for dividend arbitrage: one is to hedge against any price movements
between dividend dates, but the more usual reason (and most lucrative) is to reduce the level of
withholding tax.
Is dividend arbitrage legal in the UK? An often-cited argument is that is a legal way for investors to
maximise returns, so long as the intention is to minimise withholding taxes in a legally compliant
way. The FCA states in its June 2017 Market Watch newsletter:
“Our rules require firms to establish and maintain effective policies, procedures, systems and
controls to ensure they are not used to facilitate market abuse. They also mean a firm must minimise
the extent to which it is possible for its business to be used for a purpose connected with a financial
crime.”
In short, dividend washing is legal if firms engaged in this practice meet the FCA requirements.

History of controversy
The Bureau of Investigative Journalism conducted a study in 2011 that uncovered a £65.7bn market
in European equity dividends with the central purpose of tax avoidance. The main markets for this
practice were France, Germany and Italy, as they were significant contributors to the near £500m
per annum of tax avoidance.
Further investigations in Germany led by CORRECTIV, a German investigative newsroom, ultimately
a wide consortium of European investigative journalists, uncovered tax fraud totalling over €30bn
over the past decade in Germany (and over €55bn Europe-wide). The investigation was headed
“The Cumex Files” and sought to understand the level of tax fraud facilitated by dividend arbitrage
initially in Germany, and then across mainland Europe. The investigation focused on trades which
were conducted in a short space of time around the ex-dividend date, where withholding tax refunds
were paid twice. The essence of the trade was to find stocks in markets where the trade was
technically possible and, regardless of the stock performance, investment returns would be paid by
the state via the form of a tax rebate – yet only one party would have paid the initial withholding
tax. This trade was extremely profitable, with tax rebates running into the millions of Euros. Please
see The Cumex Files for more details.
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What regulators are saying
The FCA’s concerns are more aligned with its KYC regime, where firms are required to identify
clients who may be using this strategy for inappropriate purposes. As long as the KYC process is
adhered to, the FCA is happy for the practice to continue – for now.
Germany, based on the investigations mentioned above and prior work by the German government,
made adjustments to the tax code in 2012 to try and remove this loophole. As often happens,
traders found a way around the regulatory change, so a further amendment to the tax code was
made in 2016 to close off another identified route to execute the double tax rebate trade. Yet still,
despite amendments, the trade continues.
Whichever European market you look at, the ruling is generally along the line that dividend arbitrage
is legal, as long as it is used for legal purposes.

What activity we are seeing in FTSE 100 issuers
The dividend arbitrage trade is alive and well in the FTSE 100, and can easily be tracked by looking
at CREST transactions in the run-up to the ex-dividend date. There is an expectation that the trade
would be conducted in stocks that pay the highest dividends, therefore driving the largest savings
in withholding tax, yet this is not the case. Vodafone, for example, does not appear to have any
discernible level of dividend arbitrage activity over the last 18 months, despite paying a yield of
6.21% most recently. However, many stocks within the FTSE 100 do see dividend arbitrage activity
on a consistent basis, based on the level of stock lending noted in CREST. The below charts show
how the level of stock on loan as a percentage of shares outstanding developed for three different
issuers from different sectors recently:
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We do not see this type of activity in Vodafone shares around ex-dividend date:
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Impact on IR
As we can see, dividend arbitrage does not affect all stocks, and it appears to occur in less than a
third of the FTSE 350. Where we do see this type of activity, it is important to understand why there
is a significant spike in trade volumes and stock going out on loan – remembering that stock loan
levels are not indicative of shorting activity. Investors that hold below any disclosable threshold are
not obliged to tell you if they are lending your stock, and only those above threshold need disclose
to the market if a loan transaction facilitates an increase or decrease in voting rights that cross a
threshold.
If you are conducting a shareholder analysis with a register cut on your ex-dividend date, you can
often see an influx of trading and collateral accounts, and a reduction of institutional ownership.
This is one of the fundamental reasons to have a vigorous approach to understanding your
ownership structure, confirming key shareholders’ total economic exposure to your share, and
measuring this against the identified fund positions.
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There is little that an IR professional can do in relation to dividend arbitrage, aside from
understanding the mechanics behind this trade and being able to explain to senior management
why trade volumes are increasing, yet the augmented volumes are not necessarily flowing through
to significant changes in the constitution of the share register month on month.
Evidence that this practice is under the spotlight is clear from the investigations in Germany, albeit
relating to larger tax fraud crimes. It is well known that London is a key capital markets centre from
where this activity is often carried out, so the question as to what happens next will very much
depend on the geopolitical climate and the interest of the regulators.

Mark Robinson
Head of EMEA Issuer Services
t +44 (0) 20 7492 0537
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RD:IR is an independent global Investor Relations consultancy offering a wide range of IR-related
analysis, research & advisory services to over 600 UK & international public companies. We provide
unconflicted advice on investor marketing and communication strategies to assist boards, senior
management and IR professionals to manage their relationships with the capital markets. Our
business & approach is global, but we take pride in our customer service & focus.
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