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As you may know, some businesses 
pass along part of their profits to inves- 
tors in the form of dividends. If you own 
shares of these companies, either direct- 
ly in stocks or more indirectly through 
mutual funds, you may have a choice: 
Should you take the dividends as cash or 
reinvest them into the stocks or funds?

There’s no one correct answer for  
everyone. So, let’s look at some reasons  
for both choices — reinvesting or cash- 
ing out.

Reinvesting dividends offers at least 
two related benefits. First, reinvested 
dividends make up part of a stock’s total 
return, along with price appreciation. And 
second, when you reinvest dividends, you  
are buying more shares of the investment 
— and share ownership is a key to build- 
ing wealth. Keep in mind that dividends 
can be increased, decreased or eliminated 
without notice.

It’s also easy to reinvest dividends. 
Through a dividend reinvestment plan, or 
DRIP, your dividends are automatically 
used to buy more shares of a company. 
And these new shares will generate more  
dividends that can be reinvested. Con- 
sequently, it’s fair to say that dividend 
reinvesting is an economical way to grow  
your portfolio. However, a DRIP does 
not guarantee a profit or protect against 
loss, so you’ll need to consider your 
willingness to keep investing when share 
prices are declining.

If you’re mainly investing for long- 
term growth, you may well want to re- 
invest your dividends. But under what 
circumstances wouldn’t you want to 
reinvest them?

For starters, of course, you may simply 
need the dividends to help support your 
cash flow. This may be especially true in 
your retirement years. 

But there may be other reasons to cash  
out dividends, rather than reinvesting 
them. You might already own a consi- 
derable number of shares in a stock or 

mutual fund and you don’t want to buy 
more of the same. By not reinvesting 
these dividends, you can use the money 
to help broaden your investment mix. 
You also might want to consider taking 
the cash, rather than reinvesting, if the 
company that pays the dividends appears 
to be struggling or has an uncertain future.  
Again, you could then use the money to 
fill gaps in your portfolio. 

Regardless of whether you reinvest  
your dividends, you’ll pay taxes on them if  
your investments are held in a taxable 
account. Ordinary dividends are taxed at  
your ordinary income tax rates, while 
qualified dividends are taxed at the capital 
gains rate, which is 0%, 18%, or 20%, 
depending on your income. (A dividend 
is considered qualified if you’ve held the 
stock for a certain length of time.) 

If your dividend-paying investments 
are held in a traditional IRA or a 401(k),  
you won’t have to pay taxes on the divi- 
dends until you begin taking withdrawals 
from these accounts, typically at retire- 
ment. And if you have a Roth IRA or Roth 
401(k), you may not pay taxes on the 
dividends at all, provided you’ve had the 
account at least five years and you don’t 
take withdrawals until you’re at least 59½. 

In any case, you may find that divi- 
dends, whether reinvested or taken in cash,  
can play a role in your overall financial stra- 
tegy. So, follow your dividend payments 
carefully — and make the most of them. 
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