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Understanding Dividend Payout Ratio and
Internal Growth Rate

What Is the Dividend Payout Ratio?
The dividend payout ratio is a financial metric that indicates the proportion of a company's
earnings paid out to shareholders as dividends. It is expressed as a percentage and
calculated as:

Dividend Payout Ratio = (Dividends Paid / Net Earnings) × 100

A 100% dividend payout ratio implies that the company distributes all its earnings to
shareholders and retains nothing for reinvestment.

What Is the Internal Growth Rate?
The internal growth rate (IGR) measures the maximum growth rate a firm can achieve
using only its retained earnings without seeking external financing. It reflects the
company's ability to grow internally based on its profitability and retained earnings.

The formula for the internal growth rate is:

IGR = (Return on Assets × Retention Ratio) / (1 - Return on Assets ×
Retention Ratio)

where:
- Return on Assets (ROA) is the net income divided by total assets,
- Retention Ratio (b) is the proportion of net income retained after dividends.



---

Implication of a 100% Dividend Payout Ratio

Reinvestment and Growth Potential
A 100% dividend payout ratio means the company distributes all its earnings to
shareholders, leaving no retained earnings for reinvestment. Since internal growth relies
solely on retained earnings, such a payout ratio effectively eliminates the company's
capacity to fund growth internally.

Impact on the Internal Growth Rate
Given the absence of retained earnings:
- The Retention Ratio (b) equals 0.
- The internal growth rate formula simplifies because no earnings are retained for
reinvestment.

Mathematically:

IGR = (ROA × 0) / (1 - ROA × 0) = 0 / 1 = 0

Thus, the internal growth rate becomes zero.

---

In-Depth Explanation of the Relationship Between
Dividend Policy and Growth

Retained Earnings as a Source of Growth
Retained earnings are crucial for funding expansion, new projects, and investments. When
a firm retains earnings, it effectively reinvests in its operations, leading to potential
growth.

Effect of Full Payout on Growth
When a firm pays out all earnings:
- It does not build up internal funds.
- It cannot finance growth through internal sources.
- It depends entirely on external sources, such as debt or equity issuance, for growth.



This situation constrains the firm's internal growth rate to zero because it lacks the
internal financial resources needed for expansion.

Trade-Offs in Dividend Policy
Firms often balance dividend payments and retained earnings:
- High payout ratios favor shareholders seeking immediate income.
- Lower payout ratios allow more retained earnings, fostering potential growth.

A 100% payout ratio is at the extreme end, signaling that all earnings are paid out, and
growth potential is limited unless external financing is obtained.

---

Practical Implications for Firms

Investor Perspectives
Investors should understand that:
- Firms with a 100% payout ratio tend to have limited internal growth prospects.
- They may appeal to income-focused investors, such as retirees.
- Growth-oriented investors might prefer firms retaining earnings for expansion.

Strategic Considerations for Management
Management must weigh the benefits of paying dividends against the company's growth
ambitions:
- Maintaining a high payout ratio can signal stability and shareholder friendliness.
- However, it can constrain future growth unless external funds are accessible.

External Financing Needs
Since internal growth is zero under a 100% payout policy:
- Firms must seek external financing for growth.
- This introduces additional risks, costs, and considerations related to debt or equity
issuance.

---

Conclusion

The relationship between dividend payout policies and a firm's growth is fundamental in
corporate finance. Specifically, when a firm distributes all its earnings as



dividends—meaning its dividend payout ratio is 100%—it effectively sacrifices the
opportunity to grow internally. This is because internal growth depends on retained
earnings, which are nonexistent in this scenario. As a result, the internal growth rate of
such a firm is zero.

While paying out all earnings can satisfy shareholders seeking immediate returns and
signal financial stability, it also limits the company's capacity for organic growth. To
pursue expansion, the firm must rely on external financing sources, which may introduce
additional complexities and risks.

In summary:
- A 100% dividend payout ratio leaves no retained earnings.
- The internal growth rate, which depends on retained earnings, becomes zero.
- The firm’s growth potential is thus constrained unless external funds are used.

Therefore, the correct answer is: a. 0%.

Frequently Asked Questions

What does a 100% dividend payout ratio imply about a
firm's internal growth rate?
It implies that the firm's internal growth rate is zero because all earnings are paid out as
dividends, leaving no retained earnings to finance growth.

If a firm pays out all its earnings as dividends, what is
the expected internal growth rate?
The internal growth rate would be 0% since the firm retains no earnings to fund any
expansion or growth.

How does a 100% dividend payout ratio affect a firm's
ability to grow internally?
It prevents internal growth as there are no retained earnings to reinvest in the business,
resulting in zero internal growth.

Is the internal growth rate always zero if a firm has a
payout ratio of 100%?
Yes, because the firm distributes all earnings as dividends, leaving no retained earnings to
support internal expansion.



What is the relationship between dividend payout ratio
and internal growth rate?
A higher dividend payout ratio reduces the internal growth rate; at 100%, the internal
growth rate is zero due to no retained earnings.

Additional Resources
If A Firm Has A 100% Dividend Payout Ratio, Then The Internal Growth Rate Of The Firm
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---

Introduction

In the complex landscape of corporate finance, understanding how a company's dividend
policy influences its growth prospects is crucial for investors, managers, and financial
analysts alike. One particular scenario that often sparks curiosity is when a firm commits
to a 100% dividend payout ratio—that is, it distributes all its earnings to shareholders and
retains nothing for reinvestment. This scenario raises an important question: what
happens to the firm’s internal growth rate under such a policy? Does the firm continue to
grow, stagnate, or decline? The answer hinges on the relationship between dividend
payout, retained earnings, and internal growth potential. This article explores this
dynamic in depth, clarifying whether a firm with a 100% payout ratio has an internal
growth rate of zero or if it can still grow under certain conditions.

---

Understanding Dividend Payout Ratio and Internal Growth Rate

What Is the Dividend Payout Ratio?

The dividend payout ratio is a key financial metric that indicates the proportion of
earnings a company distributes to its shareholders as dividends. It is expressed as a
percentage:

Dividend Payout Ratio = Dividends Paid / Net Income

When a firm has a payout ratio of 100%, it means all earnings are paid out as dividends,
leaving no earnings retained for reinvestment in the business.

What Is the Internal Growth Rate?

The internal growth rate (IGR) refers to the maximum growth rate a company can achieve
using its internally generated assets and retained earnings, without resorting to external
financing. It reflects the company's ability to expand based solely on its own resources.

The formula for the internal growth rate is:



IGR = (Return on Assets × Retention Ratio) / (1 - (Return on Assets × Retention Ratio))

Alternatively, in simplified terms, for firms with stable earnings and payout policies:

IGR = ROA × Retention Ratio

Where:

- ROA (Return on Assets) is a measure of profitability, indicating how efficiently assets
generate earnings.

- Retention Ratio is the fraction of net income retained in the business (i.e., 1 - payout
ratio).

---

The Core Relationship: Payout Ratio and Growth

The relationship between dividend payout ratio and internal growth rate is fundamental in
corporate finance. When a firm retains earnings, it can reinvest these funds into
operations, research, development, or expansion, facilitating growth. Conversely, when a
firm pays out all earnings as dividends, it does not retain any funds for reinvestment,
potentially limiting its capacity to grow internally.

Retained Earnings as the Fuel for Growth

Retained earnings are essentially the internal source of capital for growth. They enable a
firm to finance new investments without external debt or equity issuance. The more
earnings retained, the more capital is available for reinvestment, thus potentially
increasing the internal growth rate.

In contrast, if the firm distributes 100% of its earnings as dividends, the retained earnings
component drops to zero, leaving the firm with no internal funds to finance growth
initiatives.

---

Analyzing the Scenario: 100% Dividend Payout Ratio

The Implication of a 100% Payout Ratio

When the dividend payout ratio is 100%, the retention ratio becomes zero:

Retention Ratio = 1 - Payout Ratio = 1 - 1 = 0

This means:

- The firm distributes all earnings to shareholders.
- The firm has no retained earnings to reinvest.
- The internal resources for growth are nonexistent.



The Internal Growth Rate in this Scenario

Given that the internal growth rate (IGR) depends on retained earnings, a zero retention
ratio implies:

IGR = ROA × 0 = 0

Therefore, the internal growth rate of the firm is zero because it cannot generate growth
through reinvestment of retained earnings.

External Financing: The Missing Piece?

While the internal growth rate relates to growth achievable solely with internal funds, it is
important to note that firms can still grow by obtaining external financing—such as issuing
new equity or debt. However, this external growth is outside the scope of the internal
growth rate metric, which measures growth achievable without external sources.

Thus, under the strict definition of internal growth rate, a firm paying out all its earnings
cannot grow internally, since it has no retained earnings to reinvest.

---

Practical Implications for Firms and Investors

For Firms

- A 100% dividend payout policy signals a commitment to returning profits to shareholders
but may limit internal growth opportunities.
- To sustain or accelerate growth, firms need to balance dividend policies with retained
earnings.
- Excessively high payout ratios can constrain future expansion, especially if external
financing is not readily available or is costly.

For Investors

- A firm with a 100% payout ratio may appeal to income-focused investors seeking regular
dividends.
- However, the potential for future growth might be limited if the firm cannot fund
expansion through retained earnings.
- Investors should consider the company's growth prospects and dividend policy as part of
their investment decision.

---

Beyond the Internal Growth Rate: External Growth Opportunities

While the internal growth rate is a valuable measure, it doesn't encompass the total
growth potential of a firm. External financing can enable growth beyond what retained
earnings alone can support.

External Financing and Growth



- Firms can raise funds through equity issuance, debt, or hybrid instruments.
- External growth depends on market conditions, debt capacity, and investor confidence.
- Relying solely on external financing introduces additional risks, such as increased
leverage or dilution of ownership.

The Sustainable Growth Rate

Another important metric is the Sustainable Growth Rate (SGR), which considers the
company's ability to grow while maintaining its financial stability, factoring in both
internal earnings and external funding capabilities.

---

Conclusion: The Verdict on the Internal Growth Rate

Bringing all these insights together, the answer is clear: If a firm has a 100% dividend
payout ratio, then its internal growth rate is zero. The firm distributes all earnings as
dividends, leaving no retained earnings to reinvest in the business. Consequently, the firm
cannot generate growth internally.

This conclusion aligns with fundamental financial principles and is supported by the
formula for the internal growth rate, which hinges on retained earnings. Without any
retained earnings, the internal growth rate drops to zero, regardless of profitability levels.

---

Final Thoughts

Understanding the relationship between dividend policies and growth potential is vital for
strategic decision-making. While paying out all earnings may satisfy shareholders seeking
immediate returns, it can restrict the firm's capacity for internal expansion. Balancing
dividends with retained earnings is a nuanced art, often requiring careful consideration of
growth prospects, market conditions, and shareholder expectations.

For investors and managers alike, recognizing that a 100% payout ratio limits internal
growth underscores the importance of aligning dividend policies with long-term corporate
strategies. External funding avenues can compensate for the lack of retained earnings, but
they come with their own set of risks and considerations. Ultimately, the decision hinges
on the company's growth ambitions, financial health, and stakeholder preferences.

---

In summary, the internal growth rate of a firm with a 100% dividend payout ratio is indeed
zero, reflecting the absence of retained earnings to fuel internal expansion.
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