INTRODUCTORY FINANCIAL ACCOUNTING



SOMNATH  DAS
STOCKHOLDERS’   EQUITY
Financing is available as 

· Equity

· Debt

· Leasing 

We have already discussed Debt and Leasing. We now focus upon Equity.

Stockholder's interest is also referred to as residual interest. Stockholders equity is  equivalent to net assets.

What is capital? 

Corporate finance:
capital is considered equivalent to the total assets of the firm.

Law:


capital is considered the assets retained to protect creditors. 

Accountants

refer to capital as stockholder's equity.

States require that firms retain legal capital which is the sum of the par value of all stock issued or some minimum stated capital amount established by the state of incorporation. 

Why a corporation? 


· Limited Liability

· Transferability of ownership

· Ability to raise funds

Shareholder's:
their rights as shareholders protected by the following sources 

· Corporate laws in the state of incorporation

· Corporate Charter

· Corporate Bylaws

· Stock Contract

There are two primary sources of capital within equity:

· Contributed Capital usually referred to and comprising of (i) “Paid-in Capital” & (ii) Additional Paid-in-Capital or Capital in excess of Par.  

· Earned Capital or Income retained by the corporation usually referred to as  “retained earnings”

Components of the Stockholders’  Equity Section of the Balance Sheet

Assets


=
Liabilities

+
Stockholders’ Equity


Stockholders’ Equity
=
Contributed Capital
+
Retained Earnings


i.e., 
Stock Sold to Stockholder + Income Earned and Not Paid As Dividends

Categories of Stock
Two general categories of contributed capital (stock)

· Common Stock

· votes: elect officers, establish governing rules

· often more than one class

· Preferred Stock

Number of shares:

· Authorized

maximum shares corporation will be allowed to issue

· Issued


shares sold or transferred to stockholders

· Outstanding

-shares actually in hands of stockholders

-sometimes company repurchases shares and holds as Treasury Stock - not counted as outstanding

=Issued Less Retired (i.e, in Treasury stock)

Par Value

generally arbitrary, very low, fulfills legal requirements

· not the value of the stock, or the issue price

· legal requirements depend on state of incorporation

· some states require stated value instead of par value

· accounted for and disclosed similarly to par value

· recorded in Capital Stock account as number of shares issued X by  par value per share

Par Value stock 
is stock which has a stated face value (i.e., $1.00). When par value stock is issued it is carried on the balance sheet at its par value. The amount received in  excess of par upon stock issuance is recorded in the additional paid-in capital section of the stockholder's equity section of the balance sheet.

No Par stock 

is simply stock issued that has no stated face value. When this stock is issued it is generally recorded at issue price in the common stock account of the stockholder's equity section of the balance sheet. There is no need for an additional paid-in capital account when no par value stock is issued. 

Although many states allow firms to issue no par stock they sometimes require a minimum stated capital for each corporation. Although not called par this minimum stated capital becomes the par value of issued stock and an additional paid-in capital account records the excess received over the minimum stated capital upon issuance
Additional paid‑in capital
amount received for stock above par value

· paid‑in capital in excess of par

· premium on stock

· often recorded on balance sheet on one line, for all classes of stock

Retained earnings
amount of net income over life of company not paid out as dividends

- not necessarily held as cash

Preferred Stock
flexible with provisions tailored to company’s needs.

· dividends distributed to preferred stockholders before common stockholders
· dividend rate stated 

· percent of par        

· per share amount

· the greater the obligation to preferred, the less attractive the common stock

· cumulative feature: if no dividend is declared in one year, dividend considered to be in arrears

· before any subsequent common dividend can be paid, dividends in arrears must be paid to

· preferred stockholders: does not guarantee a preferred dividend, just says that if any dividend  is paid, preferred is first in order

· participating feature: in a year of an unusually large dividend

· preferred gets its  usual dividend

· common gets dividend proportionate to preferred

· excess above these shared by common and preferred in proportion to total par values

· convertible: allows preferred shareholders to convert it to common stock

· callable: issuing firm can retire stock at a specified price

· some preferred stock may have features that may make it resemble a debt, and management must decide whether to classify the item as debt or equity.

Issuance of Stock
Stock may be issued for cash, for noncash assets, or on subscription basis

Stock Issued for Cash


Cash


DR         

capital stock



CR

           
Additional paid‑in capital

CR

Stock exchanged for noncash must record at fair market value of stock or property,

whichever is most readily determined

Treasury Stock
Created when company buys back its own stock sometime after issuing it

· corporation’s own stock, previously issued to shareholders

· must be repurchased from stockholders

· stock is not retired; BUT held for some purpose

· WHY?   

· bonuses or benefits

· improve ratios

· maintain market price

· control ownership, ward off hostile takeover

Treasury stock is not outstanding, and has no voting rights

Purchase of treasury stock:

· No direct effect on common stock account

· Debit to Treasury Stock, a contra account in equity (not an asset)

· Credit  Cash for amount paid.

· treasury stock subtracted from subtotal of contributed capital and retained earnings accounts

Treasury Stock 
Dr. 100


Cash



Cr. 100

Resale of treasury stock:

· At GREATER  than Cost

· create Additional Paid‑In Capital (APIC)-Treasury Stock account

APIC-TS



Cr.   20

Cash


Dr. 120

Treasury Stock


Cr. 100 

· At LESS  than cost 

· deduct from APIC -Treasury Stock

· if account does not exist, deduct from retained earnings

· Additional Paid‑In Capital can never have a debit balance

Cash 


Dr. 80


Treasury Stock


Cr. 100

APIC-TS

Dr. 20

OR
Retained Earnings
Dr. 20

· no income statement accounts affected in treasury stock transactions, only stockholders’  equity accounts.

Cash dividends:

reduce retained earnings when declared and create a liability (dividends payable)

Subsequent payment of dividend in cash reduces cash and reduces  liability, does not affect retained earnings

are distributions from the corporation to its shareholders. Many factors besides profits can affect the corporations ability to pay dividends. Some of those include: 

· Bond covenants

· State law

· Desire  and opportunities to expand or grow

· Desire to smooth dividend payments

· Desire to cushion against losses.

Cash Dividends for Preferred and Common Stock
When more than one class of stock is outstanding, cash dividends must be allocated between them  

· calculate amount due preferred shareholders per terms of stock

· Non-cumulative Preferred stock  imply get only this year’s dividend

· Cumulative Shareholders also receive dividends from any previous year in which the  company did not pay or distribute any dividends

· calculate dividends in arrears on preferred stock

· add current year’s preferred dividend

· subtract this subtotal from total dividend to find amount available for distribution to common stockholders   


· Cumulative and Participating:

· calculate dividends in arrears and current preferred dividend as above

· distribute equal percentage to common, based on agreed‑upon rate

· divide remainder of dividend cash based on agreed algorithm (for example, based on  proportion of each type of stock to total par value)

Stock Dividends
Company may issue shares of its own stock in lieu of paying cash dividend to stockholders

· not   enough cash for a cash dividend

· leaves more stock outstanding and decreases market price of the stock

· lower stock price more attractive to investors

· not taxable for recipient, so wealthier investor may find it attractive

· declared and paid in manner similar to cash dividend

· common stock dividend distributable is not a liability (no assets will be required to satisfy it), but is  merely part of equity on company’s balance sheet

· no effect on total equity:  reclassifies dollars from retained earnings

Stock Splits

Similar to dividend distributed in stock rather than cash, split increases number of shares outstanding

· increase shares

· make stock more accessible to more investors

· by reducing market price per share

Differences Between Stock Dividends and Stock Splits:
· Legal Difference: split affects par value of stock, stock dividend does not

· Accounting Difference: stock dividend requires journal entry, stock split requires no entry,    no equity accounts affected

· footnote required to disclose additional shares and new par value

· Does not affect total par value of stock.

Summary Table for Effects of Various Dividends On Financial Statement Elements

	
	
	Impact of 
	
	

	
	Original
	Cash dividends of $5,000
	20% Stock dividend (market share price on date of declaration) 
	2 for 1 stock split=100%

	Common Stock: $5 par value, 10,000 shares issued and outstanding
	$50,000
	$50,000
	$50,000

($60,000=12,000*5, after split date)
	$50,000

(Now  20,000*$2.50)

	Common stock dividend distributable (on declaration date)
	-
	-
	$10,000

(=0.2*10,000*5)
	-

	Additional Paid in Capital on Common
	$50,000
	$50,000
	$80,000

(50,000+30,000*)
	$50,000

	Retained Earnings
	$75,000
	$70,000
	$35,000
	$75,000

	Total stockholders equity 
	$175,000
	$170,000
	$175,000
	$175,000

	Journal entry on declaration date
	-
	Dividends    Dr. 5,000

Div. Payable Cr. 5,000
	Ret. Ear. Dr. $40,000

Add P-I-C   Cr. 30,000

St. Div. Dist Cr. 10,000
	None

	Journal entry on account closing  date
	
	Retained Ear Dr. 5,000

Dividends    Cr. 5,000
	None
	

	Journal entry on payment date/split date
	-
	Div. Payable Dr. 5000

Cash Cr.  5,000
	St. Div Dist Dr. 10,000

Com. St. @ par Cr. 10,000 
	None


*Assumes market price of $20 per share on declaration date.

What Analyzing Owners’ Equity Reveals About a Firm’s Value  Book Value Per Share
1. If Only Common Stock Is Present

Book Value Per Share =
Total Stockholders’ Equity 
Number of Common Shares of Stock Outstanding

· considered to be the minimum value of the stock

· assets recorded at historical, not current, value

· does not indicate market value of stock

2. If  Preferred Stock Is Present:  

· deduct liquidation value of preferred from total stockholders’ equity  (A)

· deduct any preferred dividends in arrears  (B)

· remainder belongs to common, and denominator is common shares only, no preferred included

Book Value Per Share =
Total Stockholders’ Equity  Less [(A) + (B)]
Number of Common Shares of Stock Outstanding

Market Value

Price at which stock is currently selling usually on a per share basis. (Price). 

Hence Premium=
Price per share/Book Value per share=P/B

But; 

P/B
=
P/E * E/B 
(Multiplying and dividing by E which is earnings per share)




E/B is defined as Return on equity or ROE


Thus, 

ROE
=
P/B ( P/E OR   P/B*E/P 


This is how Earnings, Book Values and Prices are related.

How Changes in Stockholders’ Equity Affect the Statement of Cash Flows 
· issue results in cash inflow

· repurchase or retirement represents cash outflow

· cash dividends are outflow of cash

· outflow occurs not at declaration, but at payment date
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