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Dividend Yields
What is a Dividend?
Dividends are the portion of a company’s earnings that are paid out to its shareholders.  For
example, suppose a company has 1 million shares outstanding, and it decides to distribute 2
million dollars to its shareholders. In this case, the dividend per share is $2 (2 million dollars
divided by one million shares).  Dividends represent the primary cash income received from
holding shares.

What is a Dividend Yield?
A dividend yield is the percentage of a company’s share price that it pays out in dividends over
the course of one year.  More specifically, the dividend yield is given by:

PriceShare
Share per  Dividend  Annual

    Yield  Dividend =

What determines Dividend Yields?
Dividend yields are affected by the amount of dividends paid out by the company, as well as the
company’s share price.

The amount of dividends paid out to shareholders is determined at the company’s discretion
according to its dividend payout ratio.  The dividend payout ratio is the percentage of a
company’s earnings that are paid out as dividends.  Companies have several choices when it
comes to deploying corporate profits.  They can reinvest the profits back into the business, they
can engage in share buy-back programs or other capital management programs, or they can
distribute them as dividends.  Hence, younger companies with lots of growth opportunities are
far more likely to pay a small or no dividend, so that they can fund further expansion.  In
contrast, companies operating in more mature industries are likely to pay higher dividends,
because they do not have the opportunity to invest in expansion.

Most companies try to steadily increase their dividends each year, usually in line with any profit
increase.  Generally, firms increase dividends only when they are confident that they can sustain
them.  Thus investors view increased dividends as a good signal that earnings for a company have
improved permanently.  In contrast, investors view decreased dividends as a bad signal that
earnings for a company have worsened permanently.  Due to this signalling effect of dividends,
managers tend to prefer a stable to a volatile dividend policy.  Companies are generally reluctant
to cut dividends if profits fall.  Similarly, companies are generally reluctant to raise dividends
when increases in earnings are only temporary, because the dividend would need to be reduced
when earnings fall back to prior levels.



Guide to… Dividend Yields Page 2 of 2

Gu
id

e 
to

…
The share price of the company also influences their dividend yield.  The price of one share in a
company is determined by a multitude of factors and hence is not directly set at the company’s
discretion.  As we will outline below, both the amount of dividends paid out by the company and
the company share price should be taken into consideration when using the dividend yield for
making decisions.

What are they used for?

Investors

Typically, investors have liked dividends, as they’re an excellent way of generating income
regardless of how the stock is performing.

Investors that are seeking a relatively regular income stream as opposed to capital growth will be
looking for companies with high dividend yields.  Additionally, in a market where shares are
showing little if any capital growth, dividend yields become a key factor in investors' decisions.  If
shares are showing little capital growth potential, investors will be more attracted to shares that
have higher dividend yields in order to enhance returns, notwithstanding risk to capital.
Additionally, if the interest rate earned on bank deposits is low, then investors seeking a relatively
regular income stream will be more attracted to shares with higher dividend yields.

However, investors should be wary of simply chasing companies that are offering high dividend
yields.  A high dividend yield may be due to a higher dividend payout or a lower share price.  If it
is due to a lower share price, it is necessary to look at the strength of the company to determine
whether the low share price is justified.  That is, there may be good fundamental reasons why the
company’s share price is low and may even decrease further in the future.  Investors should be
careful to ensure that chasing high dividend income is not done at the expense of future share
price performance.

Analysts

Typically, analysts and the more sophisticated investors have used ratios such as dividend yields
and Price-to-Earnings (P/E) as valuation tools.

A high dividend yield often arises due to a low share price and may indicate that the share is
cheap.  Generally, a share may be considered to have a high dividend yield if it is more than 50%
higher than the share market average.  However, as with any valuation ratio, the dividend yield
should be treated with caution.  If a share price falls and the dividend yield increases to a very
high level, this generally means that the market as a whole believes that the company is struggling
and will not be able to maintain the current level of dividends.  That is, there may be valid reasons
why the company is trading at a low share price and hence is not necessarily a cheap buy.

On the other hand, a low dividend yield is often associated with a high share price.  This could be
an indication that the share is expensive and the market is over optimistic.  If a low dividend yield
is due to an over optimistic market, then it is likely that the market will correct itself and the
share price will decrease.  However, there may be viable reasons for the high share price and low
dividend yields.  As mentioned previously, small growth companies will tend to use profits to
expand their business instead of paying the profits out as dividends.  These growth companies
often have a higher share price as their future growth potential is incorporated into the share price
by the market.  In this case, a higher price relative to dividends may be justified.

The advice contained herein does not take into account any persons particular objectives, needs or financial situation.  Before making a decision
regarding the acquisition or disposal of a Financial Product persons should assess whether the advice is appropriate to their objectives, needs or
financial situation.  Persons may wish to make this assessment themselves or seek the help of an adviser.  No responsibility is taken for persons acting
on the information provided.  Persons doing so, do so at their own risk. Before acquiring a financial product a person should obtain a Product Disclosure
Statement (PDS) relating to that product and consider the contents of the PDS before making a decision about whether to acquire the product.

GWM Adviser Services Limited ABN 96 002 071 749 trading as Garvan Financial Planning, registered office 105 - 153 Miller Street North Sydney NSW
2060, is an Australian Financial Services Licensee and member of the National Group of companies.  From time to time Garvan Financial Planning,
members of the National group of companies, associated employees or agents may have an interest in or receive pecuniary and non pecuniary benefits
from the financial products and services mentioned herein.
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