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Dividend vs Growth Option

When investors consider an investment option, they worry simultaneously about several things. Is this
investment tax-efficient? Does it reduce or increase my tax liability? Does this investment grow in value?
Does it provide a regular return like dividend or interest? If they choose an investment that provides
regular income, like a bond or a deposit, they get no appreciation in the value invested. If they choose
an investment that has the potential to appreciate, there is no regular income in the form of dividends.
Mutual funds enable the best of both worlds. They give investors the option to choose dividends or
growth. Investors can buy a debt fund and choose a growth option, thus opting for capital appreciation
in a debt portfolio. Investors can buy an equity funds and choose a dividend option, to get regular
income. Virtually all mutual fund products provide dividend and growth options to investors.

The dividend option aims at paying periodic dividends to the investor provided the fund has earned
returns. The dividend payment may be either ad-hoc or at regular intervals like quarterly, half-yearly or
annual. The growth option provides long-term capital appreciation to the investor which can be realized
at any time the investor chooses. Consider for example an investment of Rs.10 in a fund. Assume that
the NAV has moved up to Rs.12 over time. The fund may declare Re.2 as dividend and pay out the
realised appreciation in a dividend option. In the growth option, the investor can sell off the units at
Rs.12, and realize the growth in NAV.

The additional consideration in choosing between dividend and growth options is the tax implication.
The tax treatment for dividends and capital gains (gains from selling a mutual fund unit at a profit) are
different. Dividends from equity mutual funds are completely exempt from tax. Capital gains are taxed
based on whether they are realized within a year (short term) or after a period of a year (long term).
Dividends from other funds (funds that have less than 65% in equity) are also exempt from tax in the
hands of the investor, but subject to a dividend distribution tax as stipulated by the government. This
tax has to be paid by the fund directly to the government before dividends are paid to the investor.
Capital gains from such funds are subject to tax, depending again on whether they are long term or
short term.Therefore investors have a matrix of choices, to decide on the option they need. If they need
income, they can choose the dividend option. If they need growth they can choose the growth option.
If they need income, but do not want the dividend to be subject to distribution tax, they can choose a
growth option, and realize their gains periodically to generate income. If they don’t need income, but
will suffer a high tax on short term capital gains if they choose growth, they can choose the dividend
option, and instead of a payout, reinvest the dividend in the same fund. This way investors who need
income can also choose the growth option, and investors who need growth can also choose the dividend
option. That is the flexibility that a mutual fund can offer to investors to manage their need for income
and for saving taxes efficiently. It is important to know that the underlying portfolio is the same for both
options. Therefore any difference in return to the investor comes only from the tax implication.
Investors need to choose growth, dividend payout, or dividend reinvestment, on the basis of the needs
and tax preferences.
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Mutual fund investments are subject to market risks. Please read the scheme information document carefully before investing.






