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Understanding the intricacies of stock valuation is essential for investors aiming to make informed

decisions. Among the various metrics used in valuation models, the capital gains yield plays a pivotal

role, especially within the context of the non-constant dividend growth model. This article delves into

the concept of the capital gains yield, its application during the dividend growth period in non-constant

growth scenarios, and its significance for investors and financial analysts alike.

Introduction to the Non-constant Dividend Growth Model

The non-constant dividend growth model, also known as the multi-stage dividend discount model,

recognizes that companies often do not grow their dividends at a constant rate forever. Instead, many

firms experience periods of varying growth rates due to factors like market conditions, product cycles,

or strategic shifts.

Key Features of the Model

Multiple growth phases: initial high-growth periods followed by stable, perpetual growth.

Transition periods: where dividend growth rates change over time.



Flexibility: accommodates real-world dividend dynamics more accurately than the constant

growth model.

This model typically involves projecting dividends during the high-growth phase and then calculating

the terminal value based on a stable growth rate beyond that period. The transition between phases is

critical for determining fair valuation.

Understanding the Capital Gains Yield

The capital gains yield (CGY) refers to the rate at which the price of a stock increases over a given

period, excluding dividends. It essentially represents the growth component of an investor’s total return

from holding a stock.

Definition and Formula

The capital gains yield is expressed as:

CGY = (Price at end of period - Price at beginning of period) / Price at beginning of period

or equivalently,

CGY = ΔP / Pt-1

where:

- ΔP is the change in stock price over the period.

- Pt-1 is the initial stock price at the start of the period.

In the context of dividend valuation models, the CGY often reflects the expected growth rate of the

stock’s price, especially during periods of varying dividend growth.



The Role of Capital Gains Yield in the Non-constant Dividend

Growth Model

In the non-constant dividend growth framework, the capital gains yield is closely linked to the expected

growth in dividends and the market’s perception of future profitability. It helps investors understand

how the stock’s price is expected to evolve over time during different growth phases.

Application During the Dividend Growth Period

During the initial high-growth phase, the stock’s price appreciation is driven by the anticipated increase

in dividends. The CGY in this period can be approximated by the expected dividend growth rate,

assuming that the market efficiently prices in future earnings prospects.

Specifically:

- When dividends are expected to grow at a specific rate (gt), the capital gains yield often aligns with

this rate.

- The relation between dividend growth and capital gains is expressed as:

CGY ≈ gt

This indicates that during the high-growth period, the stock’s price is expected to grow at

approximately the same rate as dividends.

Transition to Stable Growth

At the end of the high-growth phase, the model assumes dividends grow at a constant, sustainable

rate (g∞). The stock price at this juncture incorporates the present value of all future dividends from

this stable growth period onward, using the Gordon Growth Model:



Pt = Dt+1 / (r - g∞)

where:

- Pt is the stock price at time t.

- Dt+1 is the dividend at time t+1.

- r is the required rate of return.

- g∞ is the stable growth rate.

The transition from high-growth to stable growth influences the capital gains yield, which now stabilizes

at g∞.

Calculating the Capital Gains Yield in the Model

To accurately determine the capital gains yield during the different phases of dividend growth, analysts

often utilize the following approaches:

During the High-Growth Phase

- The CGY is generally aligned with the dividend growth rate during this period.

- If dividends are expected to grow at a rate gt, then:

CGY ≈ gt

- This reflects the assumption that stock price appreciation mirrors dividend growth.

During the Transition to Stable Growth

- The stock price may experience fluctuations as the market adjusts expectations for future dividends.

- The CGY can be estimated by:



CGY = (Pt+1 - Pt) / Pt

- This often requires projecting future prices based on dividend forecasts and discounting.

In the Stable Growth Period

- The capital gains yield stabilizes at the constant growth rate, g∞.

- The total expected return (r) comprises the dividend yield and the capital gains yield:

r = Dt+1 / Pt + g∞

- Rearranged, the capital gains yield is:

CGY = r - (Dt+1 / Pt)

This formula underscores that as dividends grow at a constant rate, the capital gains component of

total return equals that rate.

Implications for Investors

Understanding the behavior of the capital gains yield within the non-constant dividend growth model

provides valuable insights for investors:

Forecasting Stock Appreciation: Recognizing periods where CGY aligns with dividend growth1.

helps in estimating potential stock price appreciation.

Valuation Accuracy: Incorporating the expected changes in CGY during different growth phases2.



enhances the precision of valuation models.

Risk Assessment: The transition period, marked by shifts in CGY, may entail higher volatility,3.

informing risk management strategies.

Investment Timing: Anticipating when the stock transitions from high-growth to stable growth can4.

indicate opportune moments for buying or selling.

Furthermore, by analyzing the expected CGY, investors can better understand the sources of total

returns — distinguishing between growth-driven capital gains and income from dividends.

Practical Example

Suppose a company currently pays a dividend of $2 per share, with the dividend expected to grow at

20% annually during the high-growth phase, and then transition to a stable growth rate of 5% after

three years. The required rate of return is 10%.

- High-Growth Period:

- Expected dividend in year 1: D1 = $2 × 1.20 = $2.40

- Expected dividend in year 2: D2 = $2.40 × 1.20 = $2.88

- Expected dividend in year 3: D3 = $2.88 × 1.20 = $3.456

- Estimating the Price at the End of Year 3:

- Using the Gordon Growth Model with stable growth:

P3 = D4 / (r - g∞)

where D4 = D3 × 1.05 = $3.456 × 1.05 ≈ $3.629

P3 = $3.629 / (0.10 - 0.05) = $3.629 / 0.05 ≈ $72.58



- Expected Stock Price at Year 0:

- Discount the dividends and the terminal value back to present value using the required rate of return.

- The growth rate during the high-growth period (20%) approximates the CGY during that phase.

This example illustrates how dividend growth rates influence the capital gains yield and, consequently,

the stock’s price trajectory.

Conclusion

The capital gains yield is an integral component of stock valuation, particularly within the non-constant

dividend growth model. During the high-growth phase, the CGY often mirrors the expected dividend

growth rate, reflecting rapid stock appreciation driven by rising dividends. As the company transitions

into a stable growth phase, the CGY stabilizes at the perpetual growth rate, contributing to a

predictable component of total return.

By understanding how the CGY interacts with dividend growth periods, investors and analysts can

develop more accurate valuation models, better forecast future stock performance, and make more

strategic investment decisions. Recognizing these dynamics ensures a comprehensive approach to

Frequently Asked Questions

What is the capital gains yield in the context of the non-constant

dividend growth model?

The capital gains yield in this context refers to the expected rate of increase in the stock's price, which

aligns with the growth rate of dividends during the non-constant growth period before stabilizing into a

constant growth phase.



How does the capital gains yield differ during the non-constant

dividend growth period compared to the constant growth period?

During the non-constant growth period, the capital gains yield varies as dividends grow at changing

rates, whereas in the constant growth period, it remains steady and equal to the constant growth rate.

Why is the capital gains yield important in valuing stocks with non-

constant dividend growth?

It helps investors estimate how much the stock price is expected to appreciate during the initial growth

phase, enabling more accurate valuation of stocks that do not yet have a stable dividend growth rate.

How is the capital gains yield calculated in the non-constant dividend

growth model?

It is calculated based on the expected growth rate of dividends during the non-constant period, which

can vary from period to period, often derived from projected dividend growth rates or models like the

multistage dividend discount model.

Can the capital gains yield be negative during the non-constant

growth period?

Yes, if dividends are expected to decline during the initial period, the capital gains yield can be

negative, indicating a potential decrease in stock price.

How does the non-constant dividend growth model incorporate the

capital gains yield when valuing a stock?

The model considers the expected growth in dividends (and thus stock price) during the non-constant

phase, combining it with the terminal value calculation once dividends grow at a constant rate, with the

capital gains yield reflecting this initial growth.



What role does the capital gains yield play in determining the total

return on a stock during the non-constant growth period?

It represents the component of total return attributable to the appreciation in stock price,

complementing the dividend income component during the non-constant growth phase.

How does the non-constant dividend growth period affect the valuation

of a stock compared to a constant growth model?

The valuation becomes more complex, requiring estimation of varying capital gains yields over multiple

periods before reaching a stable, constant growth phase, which can better reflect real-world company

growth patterns.

What assumptions are made about the capital gains yield in the non-

constant dividend growth model?

It assumes that dividends—and consequently stock prices—grow at specified, often varying rates during

the initial period, with the expectation that eventually, growth will stabilize at a constant rate.

How can an investor use knowledge of the capital gains yield in the

non-constant dividend growth model to make investment decisions?

Investors can evaluate expected stock appreciation during the initial growth phase, assess potential

risks of declining dividends, and determine whether the stock's expected price growth aligns with their

return objectives.

Additional Resources

The Capital Gains Yield, As Used For Dividend Growth Period In The Non-constant Dividend Growth

Model



In the realm of investment valuation, understanding the nuances of dividend growth models is essential

for both academics and practitioners. Among these, the non-constant dividend growth model stands

out because it accommodates varying growth rates over different periods, reflecting more realistic

corporate dividend policies. A pivotal component within this framework is the capital gains yield, which

illustrates how investors expect the price of a stock to appreciate over time due to dividend growth.

This article delves deeply into the concept of the capital gains yield as applied during the dividend

growth period in the non-constant dividend growth model, exploring its theoretical foundations, practical

implications, and role in valuation.

---

Understanding the Non-constant Dividend Growth Model

Overview of Dividend Growth Models

Dividend discount models (DDMs) are fundamental tools for valuing stocks based on their expected

future dividends. The simplest form, the Gordon Growth Model (or constant growth model), assumes

dividends grow at a steady rate indefinitely. However, such assumptions often oversimplify reality, as

companies typically experience varying growth phases.

The non-constant dividend growth model extends this framework by recognizing that dividends often

grow at different rates during distinct periods. For example, a firm might experience rapid growth

during its early years, stabilize into a steady growth phase, and eventually decline or mature. This

multi-stage approach provides a more nuanced and accurate valuation.

Structure of the Non-constant Model

This model generally involves:

- An initial high-growth period where dividends grow at a rate \( g_1 \),



- A transition period where growth slows or changes to \( g_2 \),

- A perpetual, stable growth phase with a lower, constant growth rate \( g \).

Mathematically, the valuation involves summing the present value of dividends during the high-growth

and transition phases, plus the present value of all dividends from the stable growth phase onward.

---

Defining the Capital Gains Yield

What Is the Capital Gains Yield?

The capital gains yield refers to the percentage increase in a stock's price attributable to expected

growth in dividends and capital appreciation. It is often expressed as:

\[

\text{Capital Gains Yield} (g) = \frac{\Delta P}{P}

\]

where \( \Delta P \) is the change in the stock price over a period, and \( P \) is the initial price.

In the context of dividend valuation, especially within models where dividends grow over time, the

capital gains yield reflects the rate at which the stock price appreciates due to dividend growth

expectations.

Relationship with Dividend Growth

In the Gordon model, the capital gains yield aligns with the dividend growth rate \( g \), under the

assumption of a perpetual, constant growth:



\[

P = \frac{D_1}{r - g}

\]

where:

- \( P \) is the current stock price,

- \( D_1 \) is the dividend next period,

- \( r \) is the required rate of return,

- \( g \) is the dividend growth rate.

The model implies that the stock's price appreciation (capital gains) is driven proportionally by the

dividend growth, making the capital gains yield equal to \( g \).

---

Capital Gains Yield in the Non-constant Growth Context

Application During the Growth Period

In the non-constant model, the dividend growth rate is not uniform. During the initial high-growth

phase, the capital gains yield is approximately equal to the growth rate during that period, \( g_1 \). As

dividends grow at this rate, investors anticipate the stock price to appreciate correspondingly,

assuming market efficiency and rational expectations.

Mathematically, if dividends grow at rate \( g_1 \) during period 1, the stock price at the start of this

period can be approximated as:

\[

P_0 \approx \frac{D_1}{r - g_1}

\]



Similarly, the capital gains yield during this period can be approximated as:

\[

\text{Capital Gains Yield} \approx g_1

\]

This aligns with the idea that the rate of price appreciation mirrors dividend growth during the high-

growth phase.

Transition and Stable Growth Phases

Once the firm transitions into the lower, stable growth phase at rate \( g \), the capital gains yield

stabilizes at \( g \). Investors anticipate that the stock price will grow at this steady rate indefinitely,

reflecting consistent dividend increases.

The valuation of the stock during this perpetual phase becomes:

\[

P_{stable} = \frac{D_{n+1}}{r - g}

\]

where \( D_{n+1} \) is the dividend at the start of the stable growth period.

In this phase, the capital gains yield remains:

\[

\text{Capital Gains Yield} = g

\]

Thus, the key insight is that, in the long run, the capital gains yield converges to the stable dividend

growth rate.



---

Implications of the Capital Gains Yield in Valuation and

Investment Decisions

Valuation Perspectives

Understanding the capital gains yield helps investors assess how much of the total expected return is

attributable to stock price appreciation versus dividend income. The total expected return \( r \) can be

decomposed as:

\[

r = \text{Dividend Yield} + \text{Capital Gains Yield}

\]

or

\[

r = \frac{D}{P} + g

\]

during the stable growth phase. In the non-constant model, this decomposition is more complex during

the transition period but remains conceptually similar.

Investment Strategies

Investors seeking capital appreciation typically focus on stocks with higher capital gains yields, often

associated with higher growth prospects. Conversely, income-focused investors prioritize dividend

yields but must also consider the potential for capital gains driven by dividend growth.



In the context of the non-constant dividend growth model:

- During high-growth phases, the capital gains yield is expected to be higher, reflecting aggressive

growth.

- During stable phases, the yield stabilizes at \( g \), indicating mature, predictable growth.

Understanding these dynamics helps investors time their strategies and manage expectations

accordingly.

---

Challenges and Limitations

Estimating Growth Rates

Accurately estimating the initial high-growth rate \( g_1 \), transition point, and stable growth rate \( g \)

is challenging. Overestimating these can lead to inflated stock valuations and misinformed investment

decisions.

Market Efficiency and Expectations

The assumption that stock prices perfectly reflect expected dividend growth may not hold in real

markets, which are influenced by sentiment, macroeconomic factors, and information asymmetries.

Model Limitations

While the non-constant dividend growth model offers increased realism, it still simplifies complex

corporate dynamics. The model assumes investors have perfect knowledge of future growth rates and

that these are constant within phases, which may not be true.



---

Conclusion: The Central Role of the Capital Gains Yield

The capital gains yield is a cornerstone concept in understanding how stock prices evolve in response

to dividend expectations, especially within the non-constant dividend growth model. During the initial

high-growth phase, it approximates the growth rate \( g_1 \), reflecting investors' expectations of rapid

appreciation. As the company matures and enters a stable growth phase, the capital gains yield

converges to \( g \), representing sustainable, long-term growth.

For investors, appreciating this relationship enhances valuation accuracy and aids in developing

effective investment strategies. For analysts and academics, it underscores the importance of modeling

multiple growth phases and recognizing the dynamic interplay between dividends and capital

appreciation.

In practice, while the non-constant dividend growth model offers a more realistic framework than its

constant counterpart, its effectiveness hinges on accurate growth rate estimation and understanding

market conditions. Nonetheless, the concept of capital gains yield remains integral to decoding stock

price movements and assessing returns in a multi-stage growth environment. As markets evolve, so

too will the methods by which investors interpret and leverage the insights from this key financial

metric.
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