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Dividend Policy 

 

What is a Dividend Policy? 

A company’s dividend policy dictates the amount of dividends paid out by 

the company to its shareholders and the frequency with which the 

dividends are paid out. When a company makes a profit, they need to make 

a decision on what to do with it. They can either retain the profits in the 

company (retained earnings on the balance sheet), or they can distribute 

the money to shareholders in the form of dividends. 

 

 

 

What is a Dividend? 

A dividend is the share of profits that is distributed to shareholders in the 

company and the return that shareholders receive for their investment in 

the company. The company’s management must use the profits to satisfy 

its various stakeholders, but equity shareholders are given first preference 

as they face the highest amount of risk in the company. A few examples of 

dividends include: 

https://corporatefinanceinstitute.com/resources/knowledge/accounting/balance-sheet/
https://corporatefinanceinstitute.com/resources/knowledge/finance/shareholder/


1. Cash dividend 

A dividend that is paid out in cash and will reduce the cash reserves of a 

company. 

2. Bonus shares 

Bonus shares refer to shares in the company are distributed to shareholders 

at no cost. It is usually done in addition to a cash dividend, not in place of 

it. 

Examples of Dividend Policies 

The dividend policy used by a company can affect the value of the 

enterprise. The policy chosen must align with the company’s goals and 

maximize its value for its shareholders. While the shareholders are the 

owners of the company, it is the board of directors who make the call on 

whether profits will be distributed or retained. 

The directors need to take a lot of factors into consideration when making 

this decision, such as the growth prospects of the company and future 

projects. There are various dividend policies a company can follow such as: 

1. Regular dividend policy 

Under the regular dividend policy, the company pays out dividends to its 

shareholders every year. If the company makes abnormal profits (very high 

profits), the excess profits will not be distributed to the shareholders but 

are withheld by the company as retained earnings. If the company makes a 

loss, the shareholders will still be paid a dividend under the policy. 

The regular dividend policy is used by companies with a steady cash flow 

and stable earnings. Companies that pay out dividends this way are 

considered low-risk investments because while the dividend payments are 

regular, they may not be very high. 

2. Stable dividend policy 

Under the stable dividend policy, the percentage of profits paid out as 

dividends is fixed. For example, if a company sets the payout rate at 6%, it is 

https://corporatefinanceinstitute.com/resources/careers/jobs/board-of-directors/


the percentage of profits that will be paid out regardless of the amount of 

profits earned for the financial year. 

Whether a company makes $1 million or $100,000, a fixed dividend will be 

paid out. Investing in a company that follows such a policy is risky for 

investors as the amount of dividends fluctuates with the level of profits. 

Shareholders face a lot of uncertainty as they are not sure of the exact 

dividend they will receive. 

3. Irregular dividend policy 

Under the irregular dividend policy, the company is under no obligation to 

pay its shareholders and the board of directors can decide what to do with 

the profits. If they a make an abnormal profit in a certain year, they can 

decide to distribute it to the shareholders or not pay out any dividends at 

all and instead keep the profits for business expansion and future projects. 

The irregular dividend policy is used by companies that do not enjoy a 

steady cash flow or lack liquidity. Investors who invest in a company that 

follows the policy face very high risks as there is a possibility of not 

receiving any dividends during the financial year. 

4. No dividend policy 

Under the no dividend policy, the company doesn’t distribute dividends to 

shareholders. It is because any profits earned is retained and reinvested 

into the business for future growth. Companies that don’t give out 

dividends are constantly growing and expanding, and shareholders invest 

in them because the value of the company stock appreciates. For the 

investor, the share price appreciation is more valuable than a dividend 

payout. 

Final Word 

The dividends and dividend policy of a company are important factors that 

many investors consider when deciding what stocks to invest in. Dividends 

can help investors earn a high return on their investment, and a company’s 

dividend payment policy is a reflection of its financial performance. 

 

https://corporatefinanceinstitute.com/resources/knowledge/finance/liquidity/
https://www.thebalancesmb.com/how-do-i-determine-my-company-s-fiscal-year-397563


Capital Gains Yield 

Capital gain expressed as a % 

 

What is Capital Gains Yield (CGY)? 

Capital gains yield (CGY) is the price appreciation on an investment or 

a security expressed as a percentage. 

 

 

Capital Gains Yield Formula 

CGY = (Current Price – Original Price) / Original Price x 100 

Capital Gain is the component of total return on an investment, which 

occurs as a result of a rise in the market price of the security. 

 

https://corporatefinanceinstitute.com/resources/knowledge/finance/equity-capital-market-ecm/
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Calculating Capital Gains Yield 

Consider the following example. John buys a share of company XYZ at a 

market price of $100. Over the course of one year, the market price of a 

share of company XYZ appreciates to $150. At the end of the year, 

company XYZ issues a dividend of $5 per share to its investors. 

The Capital Gain Yield for the above investment is (150-100)/100 = 50%. 

Also note that: 

The Dividend Gain Yield for the above investment is 5/100 = 5%. 

The total return from the investment is therefore 55%. 

 

Dividend Discount Model 

Assumes that the current fair price of a stock equals the sum of all 

company’s future dividends discounted back to their present value 

What is the Dividend Discount Model? 

The Dividend Discount Model (DDM) is a quantitative method of valuing a 

company’s stock price based on the assumption that the current fair price 



of a stock equals the sum of all of the company’s 

future dividends discounted back to their present value. 

 

Breaking Down the Dividend Discount Model 

The dividend discount model was developed under the assumption that 

the intrinsic value of a stock reflects the present value of all future cash 

flows generated by a security. At the same time, dividends are essentially 

the positive cash flows generated by a company and distributed to the 

shareholders. 

Generally, the dividend discount model provides an easy way to calculate a 

fair stock price from a mathematical perspective with minimum input 

variables required. However, the model relies on several assumptions that 

cannot be easily forecasted. 

Depending on the variation of the dividend discount model, an analyst 

requires forecasting future dividend payments, the growth of dividend 

payments, and the cost of equity capital. Forecasting all the variables 

precisely is almost impossible. Thus, in many cases, the theoretical fair stock 

price is far from reality. 

Formula for the Dividend Discount Model 

The dividend discount model can take several variations depending on the 

stated assumptions. The variations include the following: 

https://corporatefinanceinstitute.com/resources/knowledge/finance/fcff-vs-fcfe-vs-dividends/
https://corporatefinanceinstitute.com/resources/knowledge/valuation/intrinsic-value-guide/


1. Gordon Growth Model 

The Gordon Growth Model (GGM) is one of the most commonly used 

variations of the dividend discount model. The model is called after 

American economist Myron J. Gordon, who proposed the variation. The 

GGM assists an investor in evaluating a stock’s intrinsic value based on the 

potential dividend’s constant rate of growth. 

The GGM is based on the assumption that the stream of future dividends 

will grow at some constant rate in the future for an infinite time. The model 

is helpful in assessing the value of stable businesses with strong cash flow 

and steady levels of dividend growth. It generally assumes that the 

company being evaluated possesses a constant and stable business model 

and that the growth of the company occurs at a constant rate over time. 

Mathematically, the model is expressed in the following way: 

 

Where: 

 V0 – The current fair value of a stock 

 D1 – The dividend payment in one period from now 

 r – The estimated cost of equity capital (usually calculated 

using CAPM) 

 g – The constant growth rate of the company’s dividends for an 

infinite time 

2. One-Period Dividend Discount Model 

The one-period discount dividend model is used much less frequently than 

the Gordon Growth model. The former is applied when an investor wants to 

determine the intrinsic price of a stock that he or she will sell in one period 

(usually one year) from now. 

The one-period DDM generally assumes that an investor is prepared to 

hold the stock for only one year. Because of the short holding period, the 

https://corporatefinanceinstitute.com/resources/knowledge/valuation/gordon-growth-model/
https://www.researchgate.net/scientific-contributions/5798385_Myron_J_Gordon
https://corporatefinanceinstitute.com/resources/knowledge/finance/what-is-capm-formula/


cash flows expected to be generated by the stock are the single dividend 

payment and the selling price of the respective stock. 

Hence, to determine the fair price of the stock, the sum of the future 

dividend payment and that of the estimated selling price, must be 

computed and discounted back to their present values. 

The one-period dividend discount model uses the following equation: 

 

Where: 

 V0 – The current fair value of a stock 

 D1 – The dividend payment in one period from now 

 P1 – The stock price in one period from now 

 r – The estimated cost of equity capital 

3. Multi-Period Dividend Discount Model 

The multi-period dividend discount model is an extension of the one-

period dividend discount model wherein an investor expects to hold a stock 

for multiple periods. The main challenge of the multi-period model 

variation is that forecasting dividend payments for different periods is 

required. 

In the multiple-period DDM, an investor expects to hold the stock he or she 

purchased for multiple time periods. Therefore, the expected future cash 

flows will consist of numerous dividend payments, and the estimated 

selling price of the stock at the end of the holding period. 

The intrinsic value of a stock (via the Multiple-Period DDM) is found by 

estimating the sum value of the expected dividend payments and the 

selling price, discounted to find their present values. 

The model’s mathematical formula is below: 



 

Notable Shortcomings of the DDM 

A shortcoming of the DDM is that the model follows a perpetual constant 

dividend growth rate assumption. This assumption is not ideal for 

companies with fluctuating dividend growth rates or irregular dividend 

payments, as it increases the chances of imprecision. 

Another drawback is the sensitivity of the outputs to the inputs. 

Furthermore, the model is not fit for companies with rates of return that are 

lower than the dividend growth rate. 

Retained Earnings 

The accumulation of net income after dividends 

What are Retained Earnings? 

Retained Earnings (RE) are the accumulated portion of a business’s profits 

that are not distributed as dividends to shareholders but instead are 

reserved for reinvestment back into the business. Normally, these funds are 

used for working capital and fixed asset purchases (capital expenditures) or 

allotted for paying off debt obligations. 



 

Retained Earnings are reported on the balance sheet under the 

shareholder’s equity section at the end of each accounting period. To 

calculate RE, the beginning RE balance is added to the net income or 

reduced by a net loss and then dividend payouts are subtracted. A 

summary report called a statement of retained earnings is also maintained, 

outlining the changes in RE for a specific period. 

The Purpose of Retained Earnings 

Retained earnings represent a useful link between the income statement 

and the balance sheet, as they are recorded under shareholders’ equity, 

which connects the two statements. The purpose of retaining these 

earnings can be varied and includes buying new equipment and machines, 

spending on research and development, or other activities that could 

potentially generate growth for the company. This reinvestment into the 

company aims to achieve even more earnings in the future. 

If a company does not believe it can earn a sufficient return on investment 

from those retained earnings (i.e., earn more than their cost of capital), then 

https://corporatefinanceinstitute.com/balance-sheet


they will often distribute those earnings to shareholders as dividends 

or conduct a share buybacks. 

What is the Retained Earnings Formula? 

The RE formula is as follows: 

RE = Beginning Period RE + Net Income/Loss – Cash Dividends – Stock 

Dividends 

Where RE = Retained Earnings 

 

Beginning of Period Retained Earnings 

At the end of each accounting period, retained earnings are reported on 

the balance sheet as the accumulated income from the prior year (including 

the current year’s income), minus dividends paid to shareholders. In the 

next accounting cycle, the RE ending balance from the previous accounting 

period will now become the retained earnings beginning balance. 

The RE balance may not always be a positive number, as it may reflect that 

the current period’s net loss is greater than that of the RE beginning 

balance. Alternatively, a large distribution of dividends that exceed the 

retained earnings balance can cause it to go negative. 



How Net Income Impacts Retained Earnings 

Any changes or movement with net income will directly impact the RE 

balance. Factors such as an increase or decrease in net income and 

incurrence of net loss will pave the way to either business profitability or 

deficit. The Retained Earnings account can be negative due to large, 

cumulative net losses.  Naturally, the same items that affect net income 

affect RE. 

Examples of these items include sales revenue, cost of goods sold, 

depreciation, and other operating expenses.  Non-cash items such as write-

downs or impairments and stock-based compensation also affect the 

account. 

https://corporatefinanceinstitute.com/resources/knowledge/accounting/what-is-net-income/


 

How Dividends Impact Retained Earnings 

Distribution of dividends to shareholders can be in the form of cash or 

stock. Both forms can reduce the value of RE for the business. Cash 

dividends represent a cash outflow and are recorded as reductions in the 

cash account. These reduce the size of a company’s balance sheet and asset 

value as the company no longer owns part of its liquid assets. 

https://corporatefinanceinstitute.com/resources/knowledge/articles/balance-sheet/
https://corporatefinanceinstitute.com/collections/financial-modeling


Stock dividends, however, do not require a cash outflow. Instead, they 

reallocate a portion of the RE to common stock and additional paid-in 

capital accounts. This allocation does not impact the overall size of the 

company’s balance sheet, but it does decrease the value of stocks per 

share. 

End of Period Retained Earnings 

At the end of the period, you can calculate your final Retained Earnings 

balance for the balance sheet by taking the beginning period, adding any 

net income or net loss, and subtracting any dividends. 

Example Calculation 

In this example, the amount of dividends paid by XYZ is unknown to us, so 

using the information from the Balance Sheet and the Income Statement, we 

can derive it remembering the formula Beginning RE – Ending RE + Net 

income (-loss) = Dividends 



 

 We already know: 

Beginning RE: $77,232 

Ending RE: $78,732 

Net Income: $5,297 

So, $77,232 – $78,732 + $5,297= $3,797 

Dividends paid = $3,797 



We can confirm this is correct by applying the formula of Beginning RE + 

Net income (loss) – dividends = Ending RE 

We have then $77,232 + $5,297 – $3,797 = $78,732, which is in fact our 

figure for Ending Retained Earnings 
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