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A Company Pays Out 38 % Of Its Earnings In Dividends. Its Return On Equity Is 12 %. What Is Its Growth?
This question encapsulates a fundamental aspect of corporate finance—estimating the growth rate of a
company based on its dividend payout policy and profitability. To analyze this, we need to understand the key
financial metrics involved: the dividend payout ratio, return on equity (ROE), and the retained earnings that
fuel growth. By examining these components, we can determine the company's sustainable growth rate, which
reflects how fast it can expand using internally generated funds without resorting to external financing.

Key Financial Metrics Explained

Dividend Payout Ratio

Definition: The percentage of earnings paid out to shareholders as dividends.

Given: 38% of earnings are paid out as dividends.

Implication: The remaining 62% (100% - 38%) is retained within the company for reinvestment.

Return on Equity (ROE)

Definition: A measure of a company's profitability relative to shareholders' equity.

Given: 12% ROE.

Implication: The company generates a 12% return on every dollar of shareholders' equity invested.

Calculating the Sustainable Growth Rate (SGR)

What Is the Sustainable Growth Rate?

The sustainable growth rate (SGR) indicates the maximum rate at which a company can grow its sales,
earnings, and dividends without needing to raise external capital, assuming it maintains its current financial
policies and profitability levels. It is a critical indicator for investors to assess whether a company's growth
prospects are aligned with its internal capabilities.



Formula for the Sustainable Growth Rate

The classic formula for SGR is:

SGR = ROE × (1 - Payout Ratio)

Where:

ROE is Return on Equity.

Payout Ratio is the proportion of earnings paid out as dividends.

Applying the Data: Calculating the Growth Rate

Step-by-Step Calculation

Identify the payout ratio: 38% or 0.38.1.

Calculate the retention ratio: 1 - Payout Ratio = 1 - 0.38 = 0.62.2.

Use the ROE: 12% or 0.12.3.

Compute the SGR: SGR = ROE × Retention Ratio = 0.12 × 0.62 = 0.0744 or 7.44%.4.

Therefore, the company's sustainable growth rate is approximately 7.44%.

Interpreting the Results

What Does a 7.44% Growth Rate Mean?

This indicates that, given current profitability and dividend policies, the company can sustainably grow its
earnings and dividends at about 7.44% annually without needing external funding. This rate reflects the
company's internal capacity to reinvest earnings effectively and maintain its profit margins.

Implications for Investors and Management

For investors: The growth rate provides insight into potential future earnings expansion, dividend
increases, and overall company performance.

For management: It highlights the importance of balancing dividend policies with reinvestment strategies
to sustain desired growth levels.



Factors Influencing Growth Beyond the Basic Calculation

Additional Considerations

While the SGR provides a useful estimate, several factors can influence actual growth, including:

Market conditions and industry dynamics.

Competitive positioning and market share.

Operational efficiency and cost management.

Reinvestment opportunities and capital expenditure plans.

External financing options and debt levels.

Limitations of the SGR Model

The SGR assumes that the company's profitability and payout policies remain constant, which may not always
be realistic. Changes in ROE, dividend policy, or external economic factors can alter the company's growth
trajectory. Additionally, the model does not account for potential external funding sources or strategic
acquisitions that could accelerate growth beyond the calculated rate.

Conclusion: Putting It All Together

Based on the provided data, the company's sustainable growth rate is approximately 7.44%. This figure is
derived by considering its return on equity of 12% and its dividend payout ratio of 38%. This growth rate
informs investors about the company's internal capacity to expand without external financing, assuming
current profitability and dividend policies persist. For management, understanding this rate is crucial for
strategic planning, balancing dividend payouts with reinvestment to achieve desired growth objectives.

In summary, the interplay between dividend payout ratio and ROE is central to estimating a company's growth
potential. While the calculated 7.44% growth rate offers valuable insights, it should be viewed as an
estimate subject to change based on internal and external factors. Continuous monitoring of financial
performance and market conditions is essential for accurate growth projections and strategic decision-making.

Frequently Asked Questions

What is the payout ratio of the company?

The company pays out 38% of its earnings in dividends.

What is the company's return on equity (ROE)?

The company's ROE is 12%.



How can we calculate the company's growth rate?

Growth rate can be estimated using the retention ratio multiplied by ROE, i.e., Growth = (1 - Payout Ratio) ×
ROE.

What is the company's retention ratio?

Retention ratio = 1 - Payout ratio = 1 - 0.38 = 0.62 or 62%.

What is the company's expected growth rate?

Growth = 0.62 × 12% = 7.44%.

Why is the return on equity important for calculating growth?

ROE indicates how efficiently a company is generating profits from shareholders' equity, which directly impacts
its potential for growth.

Can this growth rate be considered sustainable?

Yes, as long as the company maintains its ROE and payout policies, the estimated growth rate of
approximately 7.44% is sustainable.

What assumptions are made in calculating the growth rate here?

It assumes that the ROE and payout ratio remain constant over time and that profits are reinvested at the
same ROE.

How does the payout ratio affect the company's growth potential?

A higher payout ratio leaves less retained earnings for growth, potentially reducing growth; conversely, a
lower payout ratio can boost growth by retaining more earnings.

Additional Resources
Understanding the Growth Dynamics of a Company Paying 38% of Its Earnings in Dividends with a 12% Return
on Equity

When analyzing a company's financial health and growth prospects, several key metrics come into play. Among
these, dividend payout ratio and return on equity (ROE) are fundamental indicators that provide insights into
the company's profitability, reinvestment strategies, and potential for future expansion. In this detailed review,
we will explore what it means for a company to pay out 38% of its earnings as dividends, maintain a 12%
ROE, and how these figures interplay to determine the company's growth rate.

---

Deciphering the Key Metrics

Before delving into the growth calculations, it’s essential to understand the significance of the two core
metrics:



Dividend Payout Ratio (38%)
- Definition: The proportion of earnings paid out to shareholders as dividends.
- Implication: A payout ratio of 38% indicates that the company retains 62% of its earnings for reinvestment,
debt repayment, or other strategic initiatives.
- Investor Perspective: A moderate payout ratio suggests the company balances rewarding shareholders and
reinvesting for growth, appealing to both income-focused and growth-oriented investors.

Return on Equity (12%)
- Definition: A measure of profitability, calculated as net income divided by shareholders’ equity.
- Implication: A 12% ROE suggests the company generates a 12-cent profit for every dollar of equity
invested.
- Comparison & Industry Standards: Depending on the industry, a 12% ROE can be considered average or
slightly above average, indicating decent profitability but leaving room for improvement.

---

Linking Payout Ratio, ROE, and Growth

The core relationship between these metrics is encapsulated in the Gordon Growth Model and Retention Growth
Formula, which relate the company's retained earnings, profitability, and growth potential.

The Retention Ratio (b) — The Reinvestment Rate
- Calculation:
\[
b = 1 - \text{Dividend Payout Ratio}
\]
- For this company:
\[
b = 1 - 0.38 = 0.62
\]
- Interpretation: The company reinvests 62% of its earnings into operations, expansion, or new projects.

Estimating Growth — The Fundamental Formula
The sustainable growth rate (g) can be estimated using the formula:

\[
g = \text{ROE} \times b
\]

This formula assumes that the company reinvests earnings at the same ROE and that dividends are paid out from
earnings.

---

Calculating the Growth Rate

Applying the values:



\[
g = 12\% \times 62\% = 0.12 \times 0.62 = 0.0744 \text{ or } 7.44\%
\]

Result:
The company's estimated sustainable growth rate is approximately 7.44% per year.

---

Interpreting the Growth Rate in Context

This growth rate indicates the company's ability to expand its earnings, assets, and market share based on its
current profitability and dividend policy. Several factors influence how realistic and sustainable this growth
figure is:

Implications of a 7.44% Growth Rate
- Moderate Growth: A growth rate of around 7.4% is considered moderate, signifying steady expansion
without aggressive risk-taking.
- Investor Expectations: Investors seeking consistent dividend income can expect the company's earnings and
dividends to grow at this rate, assuming current policies persist.
- Reinvestment Strategy: The company’s decision to retain 62% of earnings supports this growth, emphasizing a
balance between rewarding shareholders and fueling expansion.

Potential for Variability
- Industry Factors: Some industries naturally grow faster or slower. For example, tech firms often grow at
double digits, whereas mature industries may hover around low single digits.
- Market Conditions: Economic cycles, regulatory changes, and competitive pressures can influence actual
growth.
- Management Efficiency: The ability to effectively reinvest retained earnings impacts actual growth
realization.

---

Beyond the Basic Model: Additional Factors to Consider

While the fundamental formula provides a solid estimate, real-world growth is influenced by other nuanced
factors:

Reinvestment Opportunities
- Quality of Opportunities: Are the reinvestment projects generating returns above the company's ROE? If not,
the growth estimate may be overly optimistic.
- Asset Efficiency: How effectively does the company utilize its assets to generate earnings? Higher asset
turnover can boost growth.



Leverage and Financial Structure
- Use of Debt: Leverage can amplify growth but also increase risk.
- Impact on ROE: Debt can elevate ROE (through financial leverage), potentially increasing growth beyond the
simple model.

Market Share and Competitive Position
- Market Dynamics: Growth can be constrained or enhanced based on the company's positioning, market
saturation, and competitive advantages.

Profit Margins and Cost Management
- Operational Efficiency: Improvements here can lead to increased net income and higher ROE, fueling more rapid
growth.

---

Limitations of the Simplified Model

While the ROE × Retention Ratio formula offers a quick estimate, it does have its limitations:

- Assumption of Constant ROE: The model assumes ROE remains stable, which may not hold true over time.
- Ignoring External Factors: Macroeconomic conditions, industry disruptions, and technological changes are
not accounted for.
- Dividend Policy Flexibility: The company might adjust its dividend payout ratio in the future based on
strategic needs, affecting growth projections.
- Impact of Share Buybacks: If the company engages in share repurchases instead of dividends, the growth
dynamics could differ.

---

Practical Implications for Investors and Management

Understanding this growth estimate can guide both investors and company management:

For Investors
- Assessing Return Potential: A 7.44% growth rate combined with a 12% ROE and moderate payout ratio
suggests a stable, moderately growing company.
- Dividend Expectations: Investors seeking income can expect dividends to grow in tandem, provided current
policies persist.
- Risk Tolerance: Moderate growth indicates less aggressive expansion, potentially translating into lower
risk.

For Management
- Strategic Reinvestment: Ensuring that retained earnings are invested in high-yield opportunities can sustain or
even accelerate growth.
- Dividend Policy Adjustments: Balancing payout ratios to optimize growth without sacrificing shareholder



satisfaction.
- Operational Improvements: Enhancing profitability and efficiency to boost ROE and, consequently, growth
potential.

---

Conclusion: A Balanced Perspective on Company Growth

In summary, based on the provided metrics—paying out 38% of earnings as dividends and maintaining a 12%
ROE—the company’s estimated sustainable growth rate is approximately 7.44%. This figure reflects a
company that balances rewarding shareholders with dividends and reinvesting earnings for steady expansion.

While the model provides a clear, quantitative estimate, it’s essential to recognize its assumptions and
limitations. Real-world growth is subject to dynamic factors such as industry trends, economic conditions,
strategic decisions, and operational efficiency. Therefore, investors and managers should view this figure as a
foundational benchmark, complemented by qualitative analysis and ongoing financial monitoring.

In an investment context, this growth rate indicates a company with stable earnings growth prospects,
suitable for investors with moderate risk appetite seeking steady income and capital appreciation over the long
term. For management, it underscores the importance of strategic reinvestment and maintaining operational
excellence to sustain or enhance this growth trajectory.

Ultimately, understanding the interplay of dividend payout, ROE, and growth enables a comprehensive view of a
company's financial health and future potential, guiding informed decision-making for all stakeholders.
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