Principles of accounting II                                                                                                                                              


CHAPTER SIX

ACCOUNTING FOR CORPORATION
Definition of a corporation

A corporation is a separate legal entity chartered under law. It is a legal entity, distinct and separate from the individuals who create and operate it. As a legal entity, a corporation may acquire, own, and dispose of property in its own name. It may also incur liabilities and enter into contracts. Most importantly, it can sell shares of ownership, called stock. This characteristic gives corporations the ability to raise large amounts of capital.
Basic characteristics of corporations

a. A corporation is a separate legal entity: According to the law a corporate entity may own property in its own name, may enter into contract and responsible for its own debts.
b. A corporation has a legal status in court: According to the law a corporation may sue and be sued as if it were a real person.
c. A corporation has its own charter: A corporation is created by obtaining charter from the state in which the company is to be incorporated.
d. A corporation pays income taxes on its earnings: The income of a corporation is subject to income taxes, which must be paid by the corporation.
e. Unlimited Life: A corporation has a continuous life. That is to mean that the life of a corporation is not affected by the death or withdrawal of a shareholder. 
f. Lack of mutual agency: A share holder cannot enter in to a contract on behalf of the corporation, and other shareholders
Pros and cons of forming a corporation
Advantages

a) Continuous existence: A corporation has perpetual existence in that its continuous existence is not dissolved by the death on retirements of any of its members.

b) No personal liability for owners: Since a corporation is a separate legal entity, the creditors of a corporation have a claim against the assets of the corporation, not the personal property of the owners.

c) Separation of managements from ownership: the owners of a corporation (called stock holders or shareholders) own the corporation but they do not manage it on a daily basis. To administer the affairs of the corporation, president and other officers are hired for it. Thus, individual stockholder has no rights to participate in the management's activity of the corporation unless the stockholder has been hired as a corporate officer.

d) Easily transferable ownership shares: ownership of a corporation is evidenced by transferable shares of stocks. These shares of stocks may be sold by one investor to another without dissolving or disrupting the business organization.

Disadvantages
a) Double taxation: corporate earnings are taxed two times. The earnings are taxed first as corporate income taxes and again as personal income taxes if the corporation distributes its earnings to stockholders.

b) Difficulties to control: since ownership is usually separated from managements, owners are unable to exercise active control over management actions.

c) Corporations are subject to strict government regulations (Greater regulation): since a corporation comes into existence according to the law of the state, the law may provide for considerable regulation of the corporation’s activities. For example, the withdrawal of funds from a corporation is subjects to certain limits sets by law.
Forming a corporation

To form a corporation a person or group of persons (the organizers) called the incorporators must file an application with the appropriate official in the state in which it will be incorporated. This application is called the articles of incorporation. The articles of incorporation include:

►The name and address of the corporation

►Nature of the business

►Amount and type of stock to be issued

►Name and address of the incorporators

►Expected life of the corporation, usually forever

After approval, the state grants the incorporators a charter. A charter is a certificate of incorporation. After receiving the charter, the incorporators hold a meeting of stockholders’ and elect board of directors. The board of directors then appoints officers. In turn, the officers hire employees.
Organizational structure of a corporation
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Organization costs

The costs of forming a corporation are called organization costs. Organization costs include:


►Legal fees


►Taxes


►Incorporation fees


►License fees


►Promotion costs & the like
Recording organization costs
Organization costs may be recorded as either assets or as expenses. If they are recorded as assets, they will be presented on the balance sheet as intangible assets and will be amortized over five years.

►If organization costs are recorded as assets, the entry would be:

                    Organization costs (assets) ------------------------- xxx
                                        Cash---------------------------------------------------------xxx
►The amortization expense for a period computed using the straight line method is recorded as follows:                     Amortization expense …………………. xxx

Organization costs …………………………..xxx
►If organization costs are recorded as expenses, and then the entry would be:

                   Organization costs (expense) ………………….…xxx
                                 Cash ……………………………………………..……xxx
Stockholders’ equity

The owners’ equity in a corporation is called stock holders’ equity or shareholders’ equity. It is defined as the excess of total assets over total liabilities

	Shareholders’ equity = Total assets – Total liabilities


Stockholders’ equity can be divided in to two: Paid in capital, & Earned capital.
1. Paid in capital

 Paid in capital refers to the capital contributed by the stockholders. It is the amount that comes from the shareholders through the purchase of the company’s stock.

2. Earned capital

Earned capital is the amount that arises from profitable operations, and is called retained earnings.
►Accounting equation for a corporation

	Assets = Liabilities + Stockholders’ equity


Capital stock

Capital stock refers to all types of ownership shares in a corporation. There are basically two types of capital stock: common stock & preferred stock
►Basic terms in accounting for a corporation
1. Authorized stock- the maximum number of shares a corporation is permitted to sell

2. Issued stock-shares that have been issued or sold to stockholders

3. Treasury stock-Shares that have been issued or sold and later reacquired by the corporation

4. Outstanding shares- The number of shares actually in the hands of the stockholders.
	Outstanding Shares = Issued stock – Treasury stock


►Stock trading diagram 
	Authorized Shares - Maximum number of shares a company is allowed to sell


	Issued Stock - authorized shares sold/issued

	Un issued - authorized shares but not yet issued


 

	Outstanding Stock - Stocks that are still on the hand of shareholders


	Treasury Stock - Previously issued but reacquired later by the company 


Exercise 1
Assume that ABC corporation was incorporated with an authorization to sell 600, 000 shares of stock. After two years, the company had issued 400, 000 shares. But stock sales become sluggish. So the company decided to buy back 20, 000 shares in an attempt to generate trading of stock.
Required:
1. Determine: a. the number of authorized shares?
b. The number of issued shares?
c. The number of treasury shares?
d. The number of outstanding shares?
2. Depict the stock trading diagram?
Exercise 2

XYZ Corporation was incorporated with an authorization to sell 800, 000 shares. After three years, the company had issued 80% of the total authorized shares. But stock sales became sluggish as a result the company decided to buy back 30% of the total shares issued in an attempt to generate trading of stock.    

Required:

1. Determine:   a.   The number of authorized shares?
b. The number of issued shares?
c.    The number of treasury share?
d. The number of outstanding shares?
2. Depict the stock trading diagram
Par value/face value per share: An arbitrary amount assigned to each share of stock is called par-value or face value. Par-value is usually used to determine the legal capital of a corporation. A corporation is legally prohibited to sell stock for an amount less than the par-value
Par-value stock: A stock assigned a par-value per share by the corporation is called par-value stock. The legal capital for a par-value stock is computed as follows: 
►Formula:
	 Legal capital = Number of par-value stock issued * Par-value


No-par stock: A stock with no par assigned to each share is called no-par stock. When no-par stock is issued, the legal capital equals the total proceeds from all shares issued. In this case the legal capital is computed as:
►Formula:
	   Legal capital = Number of no-par stock issued * Selling price


Stated value stock: No-par stock that is assigned a value per share by the incorporators is called stated-value stock. When stated-value stock is issued, the legal capital is the stated value of all shares outstanding
►Formula:
	   Legal capital = Stated-value stock issued * Stated value per share


Stated –value: A value assigned to no-par stock the board of directors of the corporation is called stated-value.
Stock-certificate: An evidence of ownership issued when investors buy stocks of a corporation is called a stock-certificate
Market-value per share: The actual price a share of stock sells for on a given date is called market-value per share. Note that market value of a stock is not its par or stated-value. 
Types of stock: Basically there are two types of stocks: common stock and preferred stock
1. Common stock: If a corporation issues only one type of stock, it is referred to as common stock. Holders of a company’s common stock are called stockholders. 
Rights and privileges of Common stockholders

1. Right to elect board of directors, and control the corporation

2. Right to be elected as board of directors

3. Right to share in assets up on liquidation( usually after creditors and preferred stockholders)

4. Right to sell and dispose of their stock

5. Right to share in distribution of earnings( usually after preferred stockholders)

6. Right to purchase additional shares (preemptive right)

2. Preferred stock: The other type of stock which a company may probably issue is called preferred stock. Holders of preferred stock are called preferred stockholders.
Rights and privileges of preferred stockholders

A. Earning preferences: Preferred stock holders have prior claim to dividends when declared by the board of directors
B. Liquidation preference: Preferred stock holders have prior claim on assets on liquidation, which in fact is after creditors.
Preferred stock usually has a stated dividend rate. The stated dividend rate is the amount of dividends that must be paid to preferred stockholders before a dividend is paid to common stockholders. The dividend rate may be stated in dollar per share or as a percentage of the face value of the preferred shares.
Illustration

ABC Corporation has outstanding shares of 1000, $10 par 8% preferred stock. During the first year of its operation, the boards of directors declare a certain amount of dividend. What is the amount of dividend to preferred stockholders?

Solution:        Face value = $10 * 1000 = $10, 000

                       Dividend to preferred stockholders = 0.08 * $10, 000 = $800


        
Types of preferred stock

1. Cumulative preferred stock

Cumulative preferred stockholders have the right to be paid both the current and all prior period’s unpaid dividends before any dividend is paid to common stockholders. These unpaid dividends are called dividend in arrears.
2. Non-cumulative preferred stock: Non-cumulative preferred stock holders don’t have a right to claim prior period’s unpaid dividend. In this case, passed dividends don’t accumulate, they are lost forever.
Illustration
Suppose that ABC Corporation has the following outstanding stocks.

a. 1000 shares of $100 par, 7% preferred stock  

b. 8000shares of $50 par common stock

During the year 2001, the board of directors of the company declares cash dividends of $6, 000, and in the year 2002, they declare $15, 000.

Required

Allocate dividends assuming that the preferred stock is:

1. Non-cumulative

2. Cumulative
Solution
Case a,     Non-cumulative




Preferred stock
    Common stock
                Total
Year 2001

              $6, 000
                      $0


   $6, 000

Year2002:

Step1: Preferred Dividends

0.07 * $100 *1000) 

 7, 000





                 7, 000

 Step2: Common dividends

(15, 000 – 7, 000)




      8, 000
                              8, 000

Case b,        Cumulative preferred stock
       Preferred stock
       Common stock

   Total
Year 2001

                         $6, 000
             $0


   $6, 000

Year2002:

Step1: Dividends in arrears

$7000- $6000) 


  1, 000

Step 2: Current Year’s preferred

 Dividend (1000 * 0.07 * $100)           7, 000





    8, 000

Step3: Common dividends

     (15, 000 – 8, 000)




            7, 000


    7, 000
3. Participating Preferred stock: Holders of participating preferred stock are allowed to receive dividends in excess of the fixed amount. First they get their regular dividend, then if an amount is left after the common stockholders receive a dividend, the preferred stock holders can participate with common stock holders in the extra dividend.
4. Non-participating preferred stock: Preferred stock which the annual dividend is limited to a fixed amount is called non-participating dividend.
Illustration

Assume that a corporation has outstanding stocks of 3000 shares of $100 par, $10 preferred stock and 5000 shares of $50 par common stock. During its first year of operation, the corporation made $150, 000 net income out of which $100, 000 is declared as a dividend.

Required:

Allocate the dividend assuming that the preferred stock is:

a. Participating

b. Non-participating
Solution

a. Participating
                                                                 Preferred stock   
                Common stock
Regular annual dividend to 

Preferred ($10 * 3000)
                     $30, 000

Comparable dividend to

Common stock ($10 * 5000)





         $50, 000

Remainder to 8000 shares

(3000 + 5000) equally


($20, 000/8000 = $2.50 per share)

To preferred stock holders

($2.5 * 3000)


                         7, 500

To common stock holders

($2.5 * 5000)







           12, 500

Dividend per share


            $12.50

                       $12.50
Formula►

	Dividend per share =              Dividend Paid

                                 Total number of outstanding shares


b. Non-participating

                                          Preferred dividend = $10 * 3000 = $30, 000

                                    Common dividend = $100, 000 - $30, 000 = $70, 000
Accounting for stock issuance

A. Issuing par value stock

Par value stock can be issued at par, at an amount greater than par, or at an amount less than par. We will illustrate all these three cases one by one. We will first see the accounting treatment when a par value stock is issued at par. Next we will see how to record the issuance of a par value stock issued at a premium. Finally we see the accounting treatment when a par value stock is issued at a discount.

1. Issuing par value stock at par

When par value stock is issued at par, at an amount where the selling price equals the par value, the following entry is made:

                  Cash-----------------------------XXX


               Common stock---------------------------------XXX
Example-1
XYZ Corporation issued 100 shares of $100 common stock for $100 per share. Record the issuance of the stock.

Solution
              Cash ($100 * 100) -------------------------10, 000


                   Common stock (at par) ------------------------- 10, 000


                                                                 (To record the issuance of 100 shares at par)

Example-2
A company issued 1000 shares of $50 par common stock for cash $50 per share and 100 shares of $100 par preferred stock for cash at par. Record the issuance of the stocks.

Solution
♣$50 * 1000 share = $50, 000 common stock

♣$100 * 100 shares = $10, 000 preferred stock

                   Cash-----------------------------60, 000


                      Common stock---------------------------50, 000


                      Preferred stock---------------------------10, 000
2. Issuing par value stock at greater than par
When a par value stock is issued at an amount greater than its par, the stock is said to be issued at premium. When par value stock is issued at premium, the excess is recorded in a separate account called paid-in-capital in excess of par-common stock if common stock is issued or preferred stock if preferred stock is issued.
Example

XYZ Corporation issued 1000 shares of $50 par common stock for cash $75 per share and 100 shares of $100 par preferred stock for cash of $12, 000.
                      Required: Record the issuance of the stocks
Solution

♣total par value of common stock shares issued =$50 * 1000 =$50, 000

Proceed from the issuance of c/s = $75 * 1000 = $75, 000

Paid-in capital in excess of par c/s = Proceed – total Par value of c/s issued





        =$75, 000 - $50, 000   =$25, 000
♣total par value of preferred stock issued=$100 * 100 = $10, 000

Proceed from the issuance of p/s =$12, 000

Paid-in capital in excess of par p/s=Proceed – total par value of p/s issued





       =$12, 000 - $10, 000    = $2, 000
Then the issuance of the stock is recorded as follows:
          Cash------------------------------------------------87, 000






        Common stock----------------------------------------------50, 000


        Paid-in capital in excess of par c/s-----------------------25, 000


        Preferred stock
--------------------------------------------10, 000


        Paid-in capital in excess of par p/s-----------------------2, 000

                                                                   (To record the issuance of stocks at a premium)

3. Issuing par value stock at an amount less than its par
When par value stock is issued at an amount less than its par, the stock is said to be issued at a discount. When this happens, the discount is debited to a discount account, which is a contra capital account.

B. Issuing no-par stock

When no-par common stock is issued and not assigned a stated value, the total proceeds becomes legal capital and is credited to capital account.

Example

ABC Corporation issued 1000 shares of no-par common stock for $100 per shares on Feb10, 2000. Record the issuance of the stock.

Solution

Feb10, 2000             Cash--------------------------------100, 000


                                    Common stock----------------------------100, 000
C. Issuing stated value stock
When no-par stock is issued and assigned a stated value, the stated value becomes the legal capital and is credited to a no-par stock account.

Example

United Corporation issued 1000 shares of no-par common stock with a stated value of $60 per share for cash of $80 per share. Record the issuance of the stock.

Solution                  Cash----------------------------------80, 000

                                  Common stock, no par------------------------------------60, 000


                                  Paid-in capital in excess of stated value----------------20, 000
D. Issuing stock for non-cash assets

Stock can be issued for assets other than cash. When stock is issued for assets other than cash, the transaction is recorded at the market value of the non-cash assets received or the market value of stock issued, whichever is determinable.
Example

ABC Corporation issued 5000 shares of $20 par-common and in return received land valued at $105, 000. Record the issuance of the stock.
Solution
          Land-------------------------------105, 000

          Common stock-----------------------------------------100, 000

           Paid-in capital in excess of par c/s---------------------5, 000
Subscription and stock issuance: A corporation issues shares only when it receives the total selling price of its shares. Sometimes corporations might sell subscriptions of shares. The buyers simply agree to pay a certain price for a certain number of shares that will be bought in the future. 
►When the stock is subscribed the following entry is made:

             Cash (when down payment is received) -------------------------------------- xxx
              (Stock subscription receivable)

         Stock subscribed (at par) --------------------------------------------------------------- xxx

         Paid-in capital in excess of par ---------------------------------------------------------xxx
►When cash is received in partial, the following entry is made:
                    Cash-----------------------------------------------------xxx

                 Stock subscription receivable--------------------------------xxx
►When cash is fully received, the following entry is made:
                         Cash-----------------------------------xxx

                      Stock subscription receivable----------------xxx
►At this time the stock is issued and the following entry is made:

                                    Stock subscribed--------------------------xxx

                                      Common stock----------------------------xxx
Example

A corporation receives subscriptions, collects cash and issues stock certificate according to the following transactions.
June3, 2000, received subscriptions to 20, 000 shares of $10 par common stock from various subscribers, at $12 per share with down payment of 25% of the subscription price.

October10, ABC received 50% of the subscription price

Nov10, ABC received the remaining 25% of the subscription price from all subscribers and issued the subscribed stock.
Required: Journalize the appropriate entries on each date

Solution

Subscription price = 12 * 20, 000   = $240, 000
June3, 2000        Cash (25% * 240, 000) ------------------------.------------------------60, 000
                            Stock subscription receivable ($240, 000-60, 000) ---------------180, 000

                           Stock subscribed (at par) -------------------------------------------- 200, 000


                           Paid-in capital in excess of par c/s------------------------------------40, 000



Oct.10, 2000                  Cash (50% * 240, 000) ---------------------------------120, 000


                                         Stock subscription receivable-----------------------------120, 000

Nov.10, 2000               Cash (25%*240, 000) ------------------------------------ 60, 000


                                       Stock subscription receivable-----------------------------------60, 000

                                                                                (To record the collection)

                                       Stock subscribed--------------------------------------200, 000


                                      Common-stock----------------------------------------------------200, 000

                                                                           (To record the issuance of the stock)

Treasury Stock
Treasury stock is capital stock that had been issued and later reacquired by the issuing company. A company reacquires its own stock to:

►distribute to employees

►Maintain favorable market for its stock

►Increase earning per share 

A treasury stock purchase reduces assets and stock holders equity of the corporation by equal amount. The common method of accounting for purchase and resale of treasury stock is the cost method. In the cost method the par value, stated value or issue price is not considered, only the purchase price is considered.
Example

On May 10, 2000 United Corporation purchased 2000 shares of its common stock at $60 per share. On July 10, the company sold 1000 shares of its treasury stock at $70 per share. On August 31, the company sold 100 shares of its treasury stock at $40 per share.

Required:  Journalize the necessary entries on each date?
Solution 

On May, 10                Treasury Stock (60x2000) ------------- 120,000



          Cash --------------------------------------120,000

                                                     (To record the treasury stock purchased at cost)

On July, 30                 Cash …………………………………..70,000


                               Treasury stock (60x1000)…………………………60,000


                                Paid- in- capital – treasury stock …………………10,000

                                                  (to record the sale of treasury stock in excess)

August 31.                   Cash (40x100)……………. …………40,000

                          Paid-in-capital – treasury ….. ………..20,000

                                     Treasury Stock (60x100)……………………60,000
Stock Split

Stock split is a process of reduction in the par or stated value of a share of common stock and the issuance of a proportionate number of additional shares. The reduction in par or stated value applies to all shares (including the unissued, issued, and treasury shares)
►When stock is split, the paid-in capital, assets and retained earnings remain the same, and no journal entry is made. Only the number of shares authorized, issued, outstanding, and the par or stated values are changed.
►A stock split is made to reduce the market price per share of the stock in order to attract more potential investors and make them purchase the company’s stock.
Example
United Corporation has 100,000 authorized shares of $50 par common stock with current market value of 96 per share. The corporation announced a 4- for- 1 stock split.
Determine:

a) The number of shares of common stock authorized after split?
b) The number of shares of common stock outstanding after the split?

c) The new par value? and
d) The estimated market price of the stock after the split? 
Solution

a) No. of authorized shares after split = No. of authorized shares before split  X  Stock split factor
                                                        = 100,000 X 4= 400,000 shares.
b) No. of outstanding shares After split = No. of outstanding Share before split
X Stock split factor


                           =60,000 X 4 = 240,000 shares 
c) Par value after split = Par value before split      =



            Split factor

Exercise 

ABC Corporation has 100, 000 outstanding shares of $75 par common stock and a current market value of $123 per share. The corporation announced a 3-for -1 stock split.

Determine:                                                                                         Solution
a) The No. of outstanding shares after split?                        a) 100,000 X 3 = 300,000 shares
b) The new par value?                                                           b) 75/3= 25
Accounting for Dividends
A dividend is a distribution of the assets of a corporation to its shareholders. Generally dividends are paid in the form of cash but can also be paid in stock. The board of directors may declare several types of dividends, such as cash dividends and stock dividends. Once dividend is declared, three important dates are associated with it: Date of declaration, Date of record and date of payment.
1. Date of declaration

The date the board of directors declares a dividend is called date of declaration. The types of dividend, the amount of dividend, record and payment dates are specified on this date. This declaration creates a liability for the company. Hence an accounting entry is required to record the liability. 
              The entry is as follows:            
                                        Cash dividend ………………xxx



                             Dividend payable ………….. .xxx

                                                                    (To record the dividend declared on date of declaration)
2. Date of record 

The date on which the list of the names and address of the stock holders is compiled is called date of record. Only stock holders having shares on this date will receive the dividend.
►On date of record, no entry is required.

3. Date of Payment

The date on which the dividend is paid or sent to the stockholders is called date of payment. On the date of payment the liability of the company decreases, because the company is paying the dividend. There fore, an accounting entry is required to reflect this fact. 
►On date of payment the following entry is made:      
                                           Dividend payable …………xxx


                   Cash ……………………..xxx

Cash Dividends 
When declaring cash dividends, we are simply telling the shareholders that they will be paid their dividends at some future date. Cash dividend is the most common form of dividend. Before a cash dividend can be paid, three things are needed.

1. Sufficient retained earnings

2. Sufficient cash

3. Formal action by board of directors

►If cash dividend is declared the necessary entries on each of the three dates discussed above are:
▲Date of declaration:         Cash Dividends Declared -----------------------------$xxx

                                                                Dividends Payable, C/S ------------------------------ $xxx

                                                                 Dividends Payable, P/S----------------------------- ---$xxx

▲Date of record- No entry is required

▲Date of payment:      Dividends Payable, C/S-------------------------$xxx
                                       Dividends Payable, P/S-------------------------$xxx


                                     Cash-----------------------------------------------------------$xxx

Example

Assume that on January 15, 2000 the board of directors of ABC corporations declared a $2 cash dividend for common stock holders of record on January 31, to be paid on Feb 15. ABC has 10,000 shares of $10 par common stock outstanding.

Required:

1) Identify the 

a) Date of declaration,    b) date of record,   and   c) date of payment?
2) Record the necessary entries on each date?
Solution

a) Date of declaration-January 15, 2000

                                       Cash dividend …………..20,000


                                                      Dividend payable …………..20,000
b) Date of record January 31, 2000 - No entry
c) Date of payment -February 15, 2000                
                           Dividends payable……..……20,000


                                      Cash …………………………20,000

Stock Dividends
In this case, shareholders are given shares rather than cash, as their dividends. Basically, shareholders are increasing their equity in the company without having to pay for it. These transactions have no effect on the assets or the shareholders equity of the corporation.  Usually stock dividends are issued to holders of common stock.

►unlike cash dividend, stock dividends do not decrease total stock holder’s equity or total assets of the company

►stock dividends only decrease the retained earnings.
Necessary entries:

►On date of declaration:
        Stock dividend…………………xxx


          Stock dividends payable………………xxx

►On date of record 

No entry is required.
►On Date of issue

 Stock dividend payable…………….xxx

                       Common stock (at par) ………………...xxx

           Paid-in-capital in excess of par………... xxx
Retained earnings statement:
ABC Corporation

Retained earnings statement

For year ended Dec 31. 2000

Beginning retain earning…………………………………………………xxx

          Net Income……………………………xxx

          Dividends …………………………… (xxx)……………………...xxx
Ending Retained earning ………………………………….......................xxx
   
                                      



See U…..[image: image1.png]







































PAGE  
12
Compiled by Wubishet J. (MSc)   MU-CBE-Department of Accounting and Finance

