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Equity Financing
Corporations sometimes finance a large portion of their operations by issuing equity in the form of shares. This chapter discusses in detail the nature of the corporate form of organization, the different types of shares used to obtain funds for business activities, and how these transactions are recorded. It also expands on the concept of dividends. 
Chapter 11 Learning Objectives
LO1 – Identify and explain characteristics of the corporate form of organization and classes of shares.
LO2 – Evaluate relative financing effects of bonds, common shares, and preferred shares.
LO3 – Record and disclose preferred and common share transactions including share splits.
LO4 – Record and disclose cash dividends.
LO5 – Calculate and explain the book value per share ratio.
LO6 – (Appendix 1) Record and disclose share dividends.
LO7 – (Appendix 2) Explain and record restrictions on retained earnings.
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A.	The Corporate Structure
The accounting equation expresses the relationship between assets owned by a corporation and the claims against those assets by creditors and shareholders. Accounting for equity in a corporation requires a distinction between the two main sources of shareholders’ equity: share capital and retained earnings. Their relationship to the accounting equation is shown in Figure 11-1.LO1 – Identify and explain characteristics of the corporate form of organization and classes of shares.

	ASSETS
	=
	LIABILITIES
	+
	SHAREHOLDERS’ EQUITY



	SHARE CAPITAL
	
	RETAINED EARNINGS

	This is the amount shareholders have paid to purchase ownership interests in a company
	
	This is the total net income earned by a company over its life that has not been distributed to shareholders as dividends.


Figure 11–1	Share Capital Versus Retained Earnings
Corporate Characteristics
A unique characteristic of corporations is that they are legally separate from their owners, who are called shareholders. Each unit of ownership of a corporation is called a share. If a corporation issues 1,000 shares and you own 100 of them, you own 10% of the company. Corporations can be privately-held or publicly-held. A privately-held corporation’s shares are not issued for sale to the general public. A publicly-held corporation offers its shares for sale to the general public, sometimes on a stock market like the Toronto Stock Exchange (TSE) or the New York Stock Exchange (NYSE).
A corporation has some of the same rights and obligations as individuals. For instance, it pays income taxes on its earnings, can enter into legal contracts, can own property, and can sue and be sued. A corporation also has distinctive features. It is separately regulated by law, has an indefinite life, its owners have limited liability, and it can usually acquire capital more easily than an individual. These features are discussed below.


Creation by law
A corporation is formed under legislation enacted by a country or a political jurisdiction within it. For instance, in Canada a corporation can be formed under either federal or provincial laws. Although details may vary among jurisdictions, a legal document variously described as articles of incorporation, a memorandum of association, or letters patent is submitted for consideration to the appropriate government by prospective shareholders. The document lists the classes or types of shares that will be issued as well as the total number of shares of each class that can be issued, known as the authorized number of shares.
When approved, the government issues a certificate of incorporation. Investors then purchase shares from the corporation. They meet and elect a board of directors. The board formulates corporation policy and broadly directs the affairs of the corporation. This includes the appointment of a person in charge of day-to-day operations, often called a president, chief executive officer, or similar title. This person in turn has authority over the employees of the corporation.
A shareholder or group of shareholders who control more than 50% of the voting shares of a corporation are able to elect the board of directors and thus direct the affairs of the company. In a large public corporation with many shareholders, minority shareholders with similar ideas about how the company should be run sometimes delegate their votes to one person who will vote on their behalf by signing a proxy statement. This increases their relative voting power, as many other shareholders may not participate in shareholders’ meetings.
Shareholders usually meet annually to vote for a board of directors. The board meets regularly, perhaps monthly or quarterly, to review the operations of the corporation and to set policies for future operations. The board may decide to distribute some assets of the corporation as dividends to shareholders. It may also decide that some percentage of the assets of the corporation legally available for dividends should be made unavailable; in this case, a restriction on retained earnings is created. Accounting for such restrictions is discussed in an appendix of this chapter.


Wherever it is incorporated, a company is generally subject to the following regulations:  
1. It must provide timely financial information to investors.
2. It must file required reports with the government.
3. It cannot distribute profits arbitrarily but must treat all shares of the same class alike.
4. It is subject to special taxes and fees.
Despite these requirements, a corporation’s advantages usually outweigh its disadvantages when compared to other forms of business such as a proprietorship or partnership. These features of a corporation are described further below. Proprietorships and partnerships are discussed in more detail in a later chapter.
Indefinite life
A corporation has an existence separate from that of its owners. Individual shareholders may die, but the corporate entity continues. The life of a corporation comes to an end only when it is dissolved, becomes bankrupt, or has its charter revoked for failing to follow laws and regulations.
Limited liability
The corporation’s owners are liable only for the amount that they have invested in the corporation. If the corporation fails, its assets are used to pay creditors. If insufficient assets exist to pay all debts, there is no further liability on the part of shareholders. This situation is in direct contrast to a proprietorship or a partnership. In these forms of organization, creditors have full recourse to the personal assets of the proprietor or partners if the business is unable to fulfil its financial obligations. For the protection of creditors, the limited liability of a corporation must be disclosed in its name. The words “Limited,” “Incorporated,” “Limited Liability Company”, or “Corporation” (or the abbreviations Ltd., Inc., LLC, or Corp.) are often used as the last word of the name of a company to indicate this corporate form.
Ease of acquiring capital
Issuing shares allows many individuals to participate in the financing of a corporation. Both small and large investors are able to participate because of the relatively small cost of a share, and the ease with which ownership can be transferred—shares are simply purchased or sold. Large amounts of capital can be raised by a corporation because the risks and rewards of ownership can be spread among many investors.
A corporation only receives money when shares are first issued. Once a share is issued, it can be bought and sold a number of times by various investors. These subsequent transactions between investors do not affect the corporation’s statement of financial position.
Income taxes on earnings
Because corporations are considered separate legal entities, they pay income taxes on their earnings. To encourage risk-taking and entrepreneurial activity, certain types of corporations may be taxed at rates that are lower than other corporations and individual shareholders’ income tax rates. This can encourage research and development activity or small-company start-ups, for instance.
Classes of Shares
There are many types of shares, with differences related to voting rights, dividend rights, liquidation rights, and other preferential features. The rights of each shareholder depend on the class or type of shares held. 
Every corporation issues common shares. The rights and privileges usually attached to common shares are:
The right to participate in the management of the corporation by voting at shareholders’ meetings (this participation includes voting to elect a board of directors; each share normally corresponds to one vote).
The right to receive dividends when they are declared by the corporation’s board of directors.
The right to receive assets upon liquidation of the corporation.
The right to appoint auditors through the board of directors.
For other classes of shares, some or all of these rights are usually restricted. The articles of incorporation may also grant the shareholders the pre-emptive right to maintain their proportionate interests in the corporation if additional shares are issued.
If the company is successful, common shareholders may receive dividend payments. As well, the value of common shares may increase. Common shareholders can submit a proposal to raise any matter at an annual meeting and have this proposal circulated to other shareholders at the corporation’s expense. If the corporation intends to make fundamental changes in its business, these shareholders can often require the corporation to buy their shares at market value. In addition, shareholders can apply to the courts for an appropriate remedy if they believe their interests have been unfairly disregarded by the corporation.
Some corporations issue different classes of shares in order to appeal to as large a group of investors as possible. This permits different risks to be assumed by different classes of shareholders in the same company. For instance, a corporation may issue common shares but divide these into different classes like class A and class B common shares. When dividends are declared, they might only be paid to holders of class A shares. 
Shareholders who hold preferred shares are entitled to receive dividends before common shareholders. These shares usually do not have voting privileges. Preferred shareholders typically assume less risk than common shareholders. In return, they receive only a limited (but more predictable) amount of dividends. Issuing preferred shares allows a corporation to raise additional capital without requiring existing shareholders to give up control. Other characteristics of preferred shares and dividend payments are discussed later in this chapter.
The shares of a corporation can have a different status at different points in time. They can be unissued or issued, issued and outstanding, or issued and reacquired by the corporation (called treasury shares). The meaning of these terms is summarized in Figure 11-2:


	AUTHORIZED SHARES

	Total number of shares of a class that can be issued.



	UNISSUED 
SHARES
	
	ISSUED 
SHARES

	Shares that have not yet been sold.
	
	Shares that have been sold but may have been repurchased by the corporation.



	ISSUED AND OUTSTANDING 
SHARES
	
	REACQUIRED 
SHARES
(or TREASURY SHARES)

	Shares that have been sold and are held by investors.
	
	Shares that have been issued, were once held by shareholders, and have now been reacquired by the corporation. They may be reissued or cancelled at a later date. (To cancel a share prevents it from being sold again.)


Figure 11–2	Status of Shares
B. The Debt Versus Equity Financing Decision
Many factors influence management in its choice between the issue of debt and the issue of share capital. One of the most important considerations is the potential effect of each of these financing methods on the present shareholders.LO2 – Evaluate relative financing effects of bonds, common shares, and preferred shares.

Consider the example of Old World Corporation, which has 100,000 common shares outstanding, is profitable, and growing steadily. Assume Old World requires $30 million in cash to finance a new plant. 


Management is currently reviewing three financing options:
1. Borrow $30 million due in three years at an interest rate of 12%.
2. Issue 300,000 preferred shares at $100 each (dividend $8 each paid annually)
3. Issue an additional 200,000 common shares at $150 each.

Management estimates that the new plant should result in income before interest and income taxes of $6 million. The income tax rate is 50%. Management has prepared the following analysis to compare and evaluate each financing option.
	
	
	Plan 1

Issue debt
	
	Plan 2
Issue preferred shares
	
	Plan 3
Issue common shares

	Income before interest and income taxes
	
	$  6,000,000
	
	$  6,000,000
	
	$   6,000,000

	  Less: Interest expense ($30M x 12%)
	
	(3,600,000)
	
	-0-
	
	-0-

	Income before income taxes
	
	$   2,400,000 
	
	$   6,000,000 
	
	$    6,000,000 

	  Less: Income taxes (50%)
	
	(1,200,000)
	
	(3,000,000)
	
	(3,000,000)

	Net income
	
	1,200,000 
	
	3,000,000 
	
	3,000,000 

	  Less: Preferred dividends (300,000 x $8)
	
	-0-
	
	(2,400,000)
	
	-0-

	Net income available to common shareholders
	
	$ 1,200,000
	
	$    600,000
	
	$   3,000,000

	Number of common shares outstanding
	
	100,000
	
	100,000
	
	300,000

	Earnings per common share
	
	$               12 
	
	$                 6 
	
	$                 10 



Plan 1, the issue of debt, has several advantages for existing common shareholders.
Advantage 1: Earnings per common share
If the additional long-term financing were acquired through the issue of debt, the corporate earnings each (EPS) on each common share would be $12. This EPS is greater than the EPS earned through financing with either preferred shares or additional common shares. On this basis alone, the issue of debt is more financially attractive to existing common shareholders.
Advantage 2: Control of the corporation
Creditors have no vote in the affairs of the corporation. If additional common shares were issued, there might be a loss of corporate control by existing shareholders because ownership would be distributed over a larger number of shareholders, or concentrated in the hands of one or a few new owners. In the Old World case, issuing common shares would increase the number of outstanding shares threefold from 100,000 to 300,000 shares.
Advantage 3: Income taxes expense
Interest expense paid on debt deductible from income for income tax purposes. Dividend payments are distributions of retained earnings, and are thus paid out of after-tax income. As a result, dividends are not deductible for tax purposes. With a 50% income tax rate, the after-tax interest expense to the corporation is only 6% (12% x 50%). The effective interest rate on preferred shares in this example is somewhat higher, at 8% ($8/$100).
Debt Financing Disadvantages
There are also some disadvantages to long-term financing with debt that must be carefully reviewed by management and the board of directors. The most serious disadvantage is the possibility that the corporation might earn less than $6 million before interest expense and income taxes. The interest expense is a fixed amount. It must be paid to creditors at specified times, unlike dividends. If actual income before interest and income taxes decreased by only $400,000, net income under plan 1 would fall to $1,000,000. Earnings per share would then be the same as that of plan 3 ($10 per common share).
Another disadvantage is the fact that debt must be repaid at maturity, whether or not the corporation is financially able to do so. Shares normally do not have to be repaid.
[bookmark: _Toc377121160]C.	Recording Share Transactions
No-par value shares have a stated or stated value—the amount for which the directors determine the shares will be initially issued. Alternatively, but rarely, a share will have a par-value. This the amount stated in the corporate charter below which a share cannot be sold upon initial offering. For example, “Common stock, stated value $1” reported on the statement of financial position means the common stock is no-par value. Each share has been assigned a value of $1, and this is the amount for which each share has been issued. For simplicity, we will assume all shares are no-par value in this text. LO3 – Record and disclose preferred and common share transactions including share splits.

To demonstrate the issuance and financial statement presentation of shares, assume that New World Corporation is authorized to issue share capital consisting of an unlimited number of no-par value, voting common shares and 100,000 no-par value, non-voting preferred shares. The directors state a value of $10 for each share of common stock and $34 for each share of preferred stock.
Transaction 1: On January 1, 2019, New World sells 1,000 common shares to its first shareholders for the stated value of $10 each, or $10,000 cash in total. 
New World would record the following entry:
2019
Jan. 1	Cash				10,000
		Common Shares			10,000
To record the issuance of 1,000 common shares at stated value of $10 each.
Transaction 2: On February 1, 2019, 2,500 preferred shares are issued to the owner of land and buildings. These assets have a fair value of $35,000 and $50,000, respectively. The journal entry to record this transaction is:
2019
Jan. 1	Land				35,000
	Building				50,000
		Preferred Shares			85,000
To record the issuance of 2,500 preferred shares at stated value of $34 each, in exchange for land and buildings.
Usually, one or more individuals decide to form a corporation. Before the corporation is created, they may use their own funds to pay for legal and government fees, travel and promotional costs, and so on. When the corporation is legally formed, it is not unusual for the corporation to issue shares to these organizers to compensate them for these amounts. These start-up expenditures are referred to as organization costs. They are usually expensed unless they are a large amount, in which case they are capitalized.
Transaction 3: On March 1, 2019, 500 common shares are issued to the organizers of New World to pay for their services, valued at $5,000. The journal entry to record this transaction is:
2019
Jan. 1	Organization Expense		5,000
		Common Shares			5,000
To record the issuance of 500 common shares at stated value of $10 each, in exchange for organization efforts.
Assuming no further share transactions, and net income of $480,000 earned during the first year of operations, the shareholders’ equity section of the New World Corporation statement of financial position would show the following at December 31, 2019:
	Shareholders’ Equity

	Share capital (Note X)
	
	$ 100,000
	
	

	Retained earnings
	
	480,000
	
	

		Total shareholders’ equity
	
	$580,000
	
	


The relevant note to the financial statements would state:
Note X
The authorized share capital of New World Corporation consists of an unlimited number of no par-value common shares and 100,000 no par-value, non-voting preferred shares. Preferred shares take precedence when dividends are declared and upon repayment of capital. Common shares represent one vote each at shareholders’ meetings of New World Corporation. 
During the year, 1,500 common shares were issued to founding shareholders for a stated value of $10 each. This represented 100% of total common shares issued. 2,500 preferred shares were issued for a stated value of $34 each in consideration for land and buildings used in the company’s operations. This represented 100% of total preferred shares issued. Information related to number of shares outstanding is as follows:
	
	
	Common shares
	
	Preferred shares
	
	Total shares

	Shares outstanding at January 1, 2019
	
	  -0-
	
	-0-
	
	-0-

	Shares issued during 2019
	
	1,500
	
	8,500
	
	10,000

	Shares outstanding at December 31, 2019
	
	1,500
	
	8,500
	
	10,000





The statement of changes in equity would show:
	
	
Share capital
	
	Retained earnings
	
	Total equity
	

	
	Common shares
	
	Preferred shares
	
	
Total
	
	
	
	
	

	Balance at Jan. 1, 2019
	$        -0-
	
	$       -0-
	
	$       -0-
	
	$       -0-
	
	$         -0-
	

	Shares issued
	15,000
	
	85,000
	
	95,000
	
	
	
	100,000
	

	Net income
	
	
	
	
	
	
	480,000
	
	480,000
	

	Balance at Dec. 31, 2019
	$15,000
	
	$85,000
	
	$95,000
	
	$480,000
	
	$580,000
	


Transaction 4: Corporate legislation permits a company to reacquire some of its shares, provided that the purchase does not cause insolvency. A company can repurchase and then cancel the repurchased shares. When repurchased shares are cancelled, they are no longer issued and no longer outstanding. A company can also repurchase shares and then hold them in treasury. Treasury shares are issued but not outstanding. A company may re-issue treasury shares to employees as incentives or bonuses, for instance. 
Assume that New World Corporation decides to repurchase 200 common shares on December 1, 2020 and hold them in treasury. Assume that the price of each share is the average issue price of the outstanding common shares, or $10. The journal entry to record the repurchase is:
2020
Dec. 1	Treasury shares			2,000
		Cash				2,000
To record the repurchase of 200 common shares at $10 each, to be held in treasury.
Assuming 2020 net income of $200,000 and no further transactions, the shareholders’ equity section of the New World Corporation statement of financial position would show the following at December 31, 2020:
	Shareholders’ Equity

	
	
	2020
	
	2019

	Share capital (Note X)
	
	$100,000
	
	$100,000

	Retained earnings
	
	680,000
	
	480,000

	Treasury shares
	
	(2,000)
	
	-0-

		Total shareholders’ equity
	
	$778,000
	
	$580,000



The relevant note to the financial statements would state:
Note X
The authorized share capital of New World Corporation consists of an unlimited number of no par-value common shares and 100,000 no par-value, non-voting preferred shares. Preferred shares take precedence when dividends are declared and upon repayment of capital. Each common share represents one vote at shareholders’ meetings of New World Corporation. 
During the year, 200 common shares with a stated value of $10 each were repurchased by the corporation and are held as treasury shares. This represents 13.3% of common shares issued as of December 31, 2020. Information related to number of shares outstanding is as follows (bolded for illustration purposes):
	Information is disclosed for the current and prior year when comparative financial statements are prepared.

	
	Common shares
	
	Preferred shares
	
	Treas. shares

	Shares outstanding at January 1, 2019
	
	  -0-
	
	-0-
	
	-0-

	Shares issued during 2019
	
	1,500
	
	8,500
	
	-0-

	Shares outstanding at December 31, 2019
	
	1,500
	
	8,500
	
	-0-

	Shares reacquired and held as treasury shares during 2020
	
	
(200)
	
	
-0-
	
	
200

	Shares outstanding at December 31, 2020
	
	1,300
	
	2,500
	
	200


The statement of changes in equity would show (bolded for illustrative purposes):
	
	
Share capital
	
	Retained earnings
	
	
Other
	
	Total equity
	

	
	Common shares
	
	Preferred shares
	
	
Total
	
	
	
	Treas. 
shares
	
	
	

	Balance at Jan. 1, 2019
	$        -0-
	
	$       -0-
	
	$       -0-
	
	$       -0-
	
	$         -0-
	
	$         -0-
	

	Shares issued
	15,000
	
	85,000
	
	95,000
	
	
	
	
	
	100,000
	

	2019 net income
	
	
	
	
	
	
	480,000
	
	
	
	480,000
	

	Balance at Dec. 31, 2019
	15,000
	
	85,000
	
	95,000
	
	480,000
	
	$         -0-
	
	580,000
	

	Shares reacquired and held as treasury shares during 2020
	
	
	
	
	
	
	
	
	
(2,000)
	
	
(2,000)
	

	2020 net income
	
	
	
	
	
	
	200,000
	
	
	
	200,000
	

	Balance at Dec. 31, 2020
	$15,000
	
	$85,000
	
	95,000
	
	$680,000
	
	$ (2,000)
	
	$778,000
	


The repurchase of shares does not affect issued share capital ($15,000 + $85,000) but the number of shares outstanding decreases by 200 shares. 
Share Splits
A corporation may find its shares are selling at a high price on a stock exchange, perhaps (psychologically) putting them beyond the reach of many investors. To increase the marketability of a corporation’s shares, management may opt for a share split. A share split increases the number of shares issued and lowers the cost of each share. The originally-issued shares are exchanged for a larger number of new shares.
Assume that on December 1, 2021 New World Corporation declares a 3-for-1 common share split. This results in three new common shares replacing each currently-issued common share. The number of issued shares has now tripled. The market price of each outstanding share will decrease to about one-third of its former market price because the underlying value of the company does not change. Since there is no change in the dollar amount of common shares, no debit-credit entry is required to record the share split. Instead, a memorandum entry would be recorded in the general ledger indicating the new number of shares issued and outstanding, as follows: 
		GENERAL LEDGER
	Common Shares		Acct. No. 320

	Date
2021
	
	
Description
	
PR
	
Debit
	
Credit
	
	
Balance

	Jan.
	1
	Memorandum: Because of a 3-for-1 split, the issued and outstanding common shares increased respectively from 1,500 and 1,300, to 4,500 and 3,900 shares.

	
	
	
	
	
	
	
	


The dollar amount shown on the statement of financial position and statement of changes in equity will not change. The only change is an increase in the number of issued common shares. After the share split, the shareholders’ equity section of the New World Corporation statement of financial position and statement of changes in equity would be unchanged.


This would be added to the usual note to the financial statements:
On December 1, 2021 the company declared a 3:1 share split on common shares. As a result, the company now holds 600 shares of issued common stock as treasury shares. The effect of the share split on the treasury shares is reported.

The effect of this on outstanding shares was as follows: 
	
	
	Before share split
	
	After share split
	

	Number of common shares outstanding
	
	1,300
	
	3,900
	

	Stated value per outstanding common share
	
	$10
	
	$3.33
	

	Total stated value of outstanding common shares
	
	$13,000
	
	$13,000
	


The total stated value is not affected by the share split.



[bookmark: _Toc377121162]D.	Cash Dividends
Both creditors and shareholders are interested in the amount of assets that can be distributed as dividends. Legally, dividends are limited to the amount of retained earnings on hand unless a corporation is dissolved. Shareholders are prevented from withdrawing their initial investment as this would shift all risk to the creditors. This restriction protects creditors. For example, assume total assets are $40,000; total liabilities $39,000; and total shareholders’ equity $1,000, consisting of common shares with a stated value of $900 and $100 of retained earnings. The maximum dividends that could be declared in this situation is $100.LO4 – Record and disclose cash dividends.

Dividend Policy
Sometimes the board of directors may choose not to declare any dividends. There may be financial conditions in the corporation that make the payment impractical.
Consideration 1: There may not be adequate cash
Corporations regularly reinvest their earnings in assets in order to make more profits. This may be more efficient than borrowing more money and reliance on creditor financing can be reduced. As a result, there may not be enough cash on hand to declare and pay a cash dividend. The assets of the corporation would be tied up in long-term assets.
Consideration 2: A policy of the corporation may preclude dividend payments
Directors of some corporations make a decision to pay no dividends. Instead, they reinvest the retained earnings in the business. A public statement to this effect is usually made to alert investors. Shareholders still generally benefit because the market price for the corporation’s shares should rise as business increases. This type of dividend policy is often found in growth-oriented corporations.
Consideration 3: No legal requirement that dividends have to be paid
The board of directors may decide that no dividends should be paid because of a perceived need for the company to hold more cash or other liquid assets in times of uncertainty. Legally, there is no requirement to pay dividends. If shareholders are dissatisfied, they can attempt to elect a new board of directors or sell their stock.
Consideration 4: Dividends may be issued in shares of the corporation rather than in cash
Share dividends may be issued to conserve cash or to increase the number of shares to be traded on the stock market. Share dividends are discussed in Appendix 1 of this chapter.
Dividend Declaration
Dividends can be paid only if they have been officially declared by the board of directors. The board must pass a formal resolution authorizing the dividend payment. Notices of the dividend are then published. Once a dividend declaration has been made public, the dividend becomes a liability and must be paid. 


An example of a dividend notice by Nouveau Corporation is shown in Figure 11-3.
	Nouveau Corporation
Dividend Notice

	On May 25, 2019 the board of directors of Nouveau Corporation declared a cash dividend of $0.50 each on common shares outstanding (3,900). The dividend will be paid on June 26, 2019 to shareholders of record on June 7, 2019.

	
By order of the board
[signed]
Lee Smith
Secretary

	May 25, 2019


Figure 11–3	An Example of a Dividend Notice
There are three dates associated with a decision to pay dividends. Usually dividends are declared on one date, the date of declaration (May 25, 2019 in this case); they are payable to shareholders who own shares as of a second date, the date of record (June 7, 2019); and the dividend is paid on a third date, the date of payment (June 26, 2019).
Date of Declaration
The dividend declaration provides an official notice of the dividend. It specifies the amount of the dividend as well as which shareholders will receive the dividend. The liability for the dividend is recorded in the books of the corporation at its declaration date.
The following entry would be made in the general ledger of Nouveau Corporation on May 25, 2019, the date of declaration:
2019
May 25	Cash Dividends Declared – Common Shares	1,950
		Dividends Payable			1,950
To record declaration of a cash dividend of $0.50 per common share; 3,900 x $0.50 = $1,950.
Date of Record
Shareholders who own shares on the date of record will receive the dividend even if they have sold the shares before the dividend is actually paid. No journal entry is made in the accounting records at the date of record.
Date of Payment
When the dividend is paid it is recorded as:
2019
Jun. 26	Dividends Payable		1,950
		Cash				1,950
To record payment of dividend.
Preferred Shareholder Dividends
Preferred shares are usually offered to attract investors who have lower tolerance for risk than common shareholders. For instance, preferred shareholders are normally entitled to dividends before any dividends are distributed to common shareholders, though the amounts per share may be lower than those of common shares. Also, shares in most preferred stock specifically state what amount of dividends their holders can expect each year. For example, owners of $8 preferred share would be paid a dividend of $8 per year for each share of preferred stock held. These dividends are often paid even if the corporation experiences a net loss in a particular year. Preferred stockholders are usually content with a smaller but more predictable share of a corporation’s profits. 
Preferred shares may also have other dividend preferences, depending on what rights have been attached to preferred shares at the date of incorporation. Two additional preferences can be
· the accumulation of undeclared dividends from one year to the next — referred to as cumulative dividends. 
· the participation of preferred shares with common shares in dividend distributions beyond the usual preferred dividends — referred to as a participating feature of preferred shares.
Cumulative Dividend Preferences
Cumulative preferred shares require that any unpaid dividends accumulate from one year to the next and are payable from future earnings when a dividend is eventually declared by a corporation. These accumulated dividends must be paid before any dividends are paid on common shares. The unpaid dividends are called dividends in arrears. Dividends in arrears are not recorded as a liability on the statement of financial position of the company until they have been declared by the board of directors. However, disclosure of dividends in arrears must be made in a note to the financial statements.
If a preferred share is non-cumulative, a dividend not declared by the board of directors in any one year is never paid to shareholders.
Participating Dividend Preferences
A participating feature is sometimes added to preferred shares to make them more attractive to investors. Under certain circumstances, this feature permits the preferred shares to receive a portion of the earnings of the corporation in excess of a stipulated rate. The extent of this participation can be limited (partially participating) or unlimited (fully participating). Non–participating preferred shares do not receive a share of additional dividends.


The relationship among these preferred share characteristics is shown in Figure 11–4 below: 

	
	
	PREFERRED SHARE DIVIDENDS
	
	

	
	
	These usually have to be paid before dividends are paid to common shareholders.
	
	

	
	
	
	
	
	
	

	ARREARS OF DIVIDENDS
	
	AMOUNT OF DIVIDENDS

	This feature deals with dividends that have not been declared in previous years.
	
	This feature deals with the amount of dividends to which preferred shares are entitled.

	
	
	
	
	
	
	

	CUMULATIVE
	
	NON-CUMULATIVE
	
	PARTICIPATING
	
	NON-PARTICIPATING

	1. Dividends in arrears must be declared and paid before any dividends on common shares.
2. Dividends in arrears are not a liability of the corporation until they have been declared.
	
	Dividends not declared in previous years lapse – that is, they do not have to be paid in future years.
	
	Preferred shares are entitled to participate in dividends with common shares after common shares have received a certain dividend percentage.
	
	Preferred shares are only entitled to a fixed dividend rate, regardless of the amount of dividends declared for common shares.



	FULLY PARTICIPATING
	
	PARTIALLY PARTICIPATING

	[bookmark: _Toc377120256]Preferred shares are entitled to receive the same amount of additional dividends paid on common shares.
	
	[bookmark: _Toc377120257]Preferred shares are entitled to only a portion of additional dividends paid on common shares.


Figure 11–4 The Relationships Among Dividend Types
Assume that Bernard Williams Inc. declared dividends totalling $92,000 when the shareholders’ equity section of its statement of financial position disclosed the following information:
	Shareholders’ Equity

	Preferred shares, $10 stated value, $8 dividends, cumulative, non-participating
Authorized—3,000 shares
Issued and outstanding—2,000 shares
Common shares, $1 stated value
Authorized—350,000 shares
Issued and outstanding—300,000 shares
	
	


$200,000


300,000

	Total shareholders’ equity
	
	$500,000


[bookmark: _Toc377121163]The preferred stock is entitled to $16,000 dividends per year (2,000 shares x $8). Assume a note to the financial statements indicates that there are two years of preferred dividends in arrears ($32,000). Because the preferred shares have a cumulative preference, those shareholders are also entitled the amount in arrears. If a $92,000 cash dividend is declared, the dividend distribution would be calculated as:
	Stockholder preference to dividends
	
	Dividend distribution
	
	

	
	
	
	To preferred
	
	To common
	
	Balance

	
	Total dividends declared
	
	
	
	
	
	$92,000

	1st preference
	Arrears ($16,000 x 2 years)
	
	$        32,000
	
	$               -0-
	
	60,000

	2nd preference
	Current year – preferred
	
	16,000
	
	-0-
	
	44,000

	
	Balance to common
	
	-0-
	
	44,000
	
	-0-

	
	Total
	
	$       48,000
	
	$       44,000
	
	


The cumulative preference has resulted in the payment to preferred shareholders of three years of dividends. Because the preferred shares are non-participating, the remainder of the $92,000 dividend ($44,000) is paid solely to common shareholders.
E.	Book Value
The book value of a share is the amount of net assets represented by one share of a particular class. When referring to common shares, book value represents the amount of net assets not claimable by creditors and preferred shareholders. When referring to preferred shares, book value represents the amount that preferred shareholders would receive if the corporation were liquidated.LO5 – Calculate and explain the book value each ratio.


Book value per preferred share =  

Stated capital for preferred shares plus dividends in arrears
                     Number of preferred shares outstanding

Book value per common share =  

Total equity less (stated capital for preferred shares plus dividends in arrears)
                                  Number of common shares outstanding

Calculation of the Book Value
The calculation of the book value of preferred and common shares can be illustrated using the following data:
	Shareholders’ Equity

	Share capital
	
	

	Preferred shares
Authorized—5,000 shares
Issued and outstanding—1,000 shares
Common shares
Authorized—200,000 shares
Issued and outstanding—60,000 shares
	
	

$  10,000


20,000

	Total contributed capital
	
	30,000

	Retained earnings
	
	105,000

	Total shareholders’ equity
	
	$135,000


Note: There are $5,000 dividends in arrears on preferred shares.
Book value is calculated as:
	Preferred shares
	
	Common shares

	Dividends in arrears
	
	$  5,000
	
	Total shareholders’ equity
	
	$135,000

	Plus: Stated capital 
	
	10,000
	
	Less: Preferred claims (a)
	
	15,000

	Balance (a)
	
	$15,000
	
	Balance (c)
	
	$120,000

	Shares outstanding  (b)
	
	1,000
	
	Shares outstanding (d)
	
	60,000

	Book value per share (a/b)
	
	$15
	
	Book value per share (c/d)
	
	$2


Comparison of book value with market value provides insight into overall investor evaluation of the corporation. For instance, if the book value of one common share of Corporation A is $20 and one share is traded on a public stock exchange for $40 (market value), each share is said to be trading for “two times book value.” If one common share of competitor Corporation B is trading for three times book value, investors are indicating that the future profit prospects for corporation B are higher than those for Corporation A. They are willing to pay proportionately more for shares of Corporation B than Corporation A, relative to the underlying book values.
[bookmark: _Toc377121164]Some shares regularly sell for less than book value on various stock exchanges. This does not necessarily mean they are a bargain investment. The market price of a share is also related to such factors as general economic outlook, not just perceived potential of the company to generate earnings.
Appendix 1: Share Dividends
A share dividend is a dividend payable to shareholders in shares of a corporation, rather than in cash. In this way, the declaring corporation is able to retain cash in the business and reduce the need to finance its activities through borrowing. The prior day’s ending market price for one share is used to calculate the total amount of the share dividend. The accounting for share dividends is not definitive under IFRS. In this text, share dividends will be recorded by crediting share capital and debiting retained earnings. As a result of recording the share dividend at market rates, the stated value per share may change if this differs from market value at the date of the share dividend.LO6 – Record and disclose share dividends.

Accounting for Share Dividends
Assume that the Sherbrooke Corporation declares a 10% share dividend to common shareholders. The dividend is declared on July 15, 2019 and will be issued to shareholders on August 5, 2019. At the time of the dividend declaration, the shareholders’ equity of the corporation consisted of the following:
	Shareholders’ Equity

	Common shares, voting, stated value $5
Authorized — 20,000 shares
Issued and outstanding — 5,000 shares
	
	

$   25,000

	Retained earnings
	
	200,000

	Total shareholders’ equity
	
	$225,000


Assume that just prior to the date of dividend declaration, the common shares of the corporation are trading on the stock exchange at $4.
In this case, the share dividend is expressed as a percentage of the outstanding common shares. The dividend amounts to 500 shares (5,000 outstanding shares x 10%). This means that an individual investor owning 1,000 shares receives 100 new shares when the dividend is issued.
In our example, the amount transferred from retained earnings to common shares is $2,000 (500 shares x $4 market value). 
The $2,000 transfer to common shares means that this amount becomes a part of stated capital and the assets represented by the $2,000 are no longer available for the payment of future dividends. After the transfer has been recorded, shareholders’ equity appears as shown in Figure 11–5 below.
	SHAREHOLDERS’ EQUITY

	
	
	
	

	
	
	
	

	COMMON SHARES
	
	
	RETAINED EARNINGS

	$25,000
	Balance before share dividend
	
	$200,000

	+   2,000
	Share dividend transfer
	
	      (2,000)

	$27,000
	Balance after share dividend
	
	$198,000

	
	
	
	

	Only the composition of shareholders’ equity has changed. Total shareholders’ equity = $225,000 as before ($198,000 + 27,000).
	
	The $2,000 is a transfer on paper only.


Figure 11–5	Effect of a Share Dividend on Shareholders’ Equity
This transfer reduces retained earnings and increases common shares by the same $2,000 amount. Total shareholders’ equity remains unchanged. However, the stated capital per share is now reduced to $4.91 ($27,000/5,500 shares). 
A share dividend is also different from the distribution of a cash dividend, which reduces both retained earnings and cash and results in a lower amount of total shareholders’ equity.
Two journal entries at different dates are required to record the share dividend. 


The original dividend declaration would be recorded as follows:
2019
July 15	Share Dividends Declared 
	    – Common Shares	2,000
		Share Dividends to be Issued		2,000
To record the declaration of a 10% common share dividend (5,000 x 10% x $4)
The effect of this entry is to transfer $2,000 from retained earnings to share capital. No assets are paid by the corporation when the additional shares are issued as a shares dividend, and therefore the total shareholders’ equity remains unchanged at $225,000.
When the shares dividend is actually issued, the following entry would be made:
2019
Aug. 5	Share Dividends to be Issued	2,000
		Common Shares		2,000
To record the issuance of the common share dividend.
At the December 31 year-end of the corporation, the Share Dividend Declared account would be closed to the Retained Earnings account in the same way a Cash Dividend account is closed. The closing entry for a shares dividend would be:
2019 
Dec. 31	Retained Earnings	2,000
		Share Dividends Declared 
		   – Common Shares		2,000
To close the Share Dividends Declared account.
Assume that the retained earnings of $200,000 include $20,000 of net income earned in the 2019 year. The statement of changes in equity at December 31, 2019 would show (bolded for illustrative purposes):
	
	
	Common shares
	
	
	Retained earnings
	
	Total equity

	Balance at beginning of year
	
	$25,000
	
	
	$180,000
	
	$205,000

	Net income
	
	
	
	
	20,000 
	
	20,000

	Common share dividend declared
	
	2,000
	
	
	(2,000)
	
	

	Balance at end of tear
	
	$27,000
	
	
	$198,000
	
	$225,000


Is There Any Change in the Investor’s Percentage of Corporate Ownership?
Since a share dividend is issued to all shareholders of a particular class, each shareholder has a larger number of shares. However, ownership percentage of the company remains the same for each shareholder, as illustrated in the following example.
Assume that there are five shareholders in Sherbrooke Corporation, each of whom owns 1,000 shares before the share dividend. Each of these shareholders receives a 10 per cent share dividend, that is, 100 new shares. 
Corporation ownership before and after the share dividends is as follows:
	
	
	Corporate ownership

	
	
	Before share dividend
	
	After share dividend

	Shareholder
	
	Shares
	
	Per cent
	
	Shares
	
	Per cent

	A
B
C
D
E
	

	1,000
1,000
1,000
1,000
1,000
	

	20%
20%
20%
20%
20%
	

	1,100
1,100
1,100
1,100
1,100
	

	20%
20%
20%
20%
20%

	
	
	5,000
	
	100%
	
	5,500
	
	100%


Each shareholder has received 100 new shares but ownership percentages of the company remain at 20 per cent. Since total shareholders’ equity does not change, the proportion owned by each is still $25,000 ($125,000 total shareholders’ equity x 20%).


Appendix 2: Retained Earnings
Retained earnings represent the net income earned by a company over its life that has not been distributed as dividends to shareholders. LO7 – Explain and record restrictions on retained earnings.

[bookmark: _GoBack]Retained earnings can be either restricted or unrestricted with respect to dividend distributions, as follows:
	[bookmark: _Toc377120254]RETAINED EARNINGS

	[bookmark: _Toc377120255]Retained earnings represent the net income accumulated by a corporation that has not been distributed as dividends to shareholders.



	RESTRICTED
RETAINED EARNINGS
	
	UNRESTRICTED
RETAINED EARNINGS

	This amount represents assets that the board of directors has made unavailable for dividends. These earnings are to be kept in the company for a special purpose.
	
	This represents the amount of net income that has been earned in the company and is available for distribution to shareholders as dividends. Rarely are all retained earnings paid out as dividends.


Figure 11–6	Restricted and Unrestricted Retained Earnings
Assume that New World Corporation has retained earnings of $800,000 at December 31, 2020. The board of directors passes a resolution at the 2020 year-end to restrict $70,000 of retained earnings for a plant expansion. 


The full cycle of the restriction within retained earnings is shown in Figure 11–7.
	Before the restriction (all retained earnings are unrestricted at this point).
	RETAINED EARNINGS
$800,000

	
	
	
	

	
The restriction is created.
	RESTRICTED 
FOR PLANT 
EXPANSION 
$70,000
	
	UNRESTRICTED
$730,000

	
	
	
	

	After the restriction is removed (all retained earnings are unrestricted again at this point). 
	RETAINED EARNINGS
$800,000


Figure 11–7	Restriction for Plant Expansion: Creation and Removal
As can be seen, the creation of a restriction on retained earnings divides the $800,000 amount into a restricted component of $70,000 and an unrestricted component of $730,000.
The creation of a restriction on retained earnings indicates management’s intention to use assets for a particular purpose. It is reported on the financial statements so that investors and creditors are informed that these assets are unavailable for dividends. These restrictions do not in any way alter the total amount of retained earnings or shareholders’ equity.
The journal entry to record the creation of the above $70,000 restriction for plant expansion would be:
2020
Dec. 31	Retained Earnings		70,000
		Retained Earnings – Restriction 
		for Plant Expansion			70,000
To record the restriction on retained earnings.
This restriction records a portion of these earnings in an account specifically designated to indicate its purpose—plant expansion. The restricted amount is still part of retained earnings. It is classified as retained earnings in the shareholders’ equity section of the statement of financial position at December 31, 2020 as follows:
	Shareholders’ Equity

	
	
	2020
	
	2019

	Share capital 
	
	$  98,000
	
	$  98,000

	Retained earnings (Note Y)
	
	800,000
	
	760,000

	Total shareholders’ equity
	
	$898,000
	
	$858,000


The relevant note to the financial statements would state:
Note Y
On December 31, 2020 the board of directors authorized a $70,000 restriction on the retained earnings of the company for plant expansion. 
The statement of changes in equity would show (bolded for illustrative purposes):
	
	
	
Share capital
	
	
Retained earnings
	
	Total equity
	

	
	
	Common shares
	
	Preferred shares
	
	
Total
	
	
Unrestricted
	
	
Restricted
	
	
Total
	
	
	

	Balance at Jan. 1, 2019
	
	$  13,000
	
	$  85,000
	
	$  98,000
	
	$680,000
	
	$      -0-
	
	$680,000
	
	$778,000
	

	2019 net income
	
	
	
	
	
	
	
	80,000
	
	
	
	80,000
	
	80,000
	

	Balance at Dec. 31, 2019
	
	13,000
	
	85,000
	
	98,000
	
	760,000
	
	-0-
	
	
	
	858,000
	

	2020 net income
	
	
	
	
	
	
	
	40,000
	
	
	
	40,000
	
	40,000
	

	Restriction for plant addition (Note Y)
	
	
	
	
	
	
	
	
(70,000)
	
	
70,000
	
	
	
	

	

	Balance at Dec. 31, 2020
	
	$  13,000
	
	$  85,000
	
	$  98,000
	
	$730,000
	
	70,000
	
	$800,000
	
	$898,000
	


It is important to understand that recording a restriction for plant expansion does not set up some kind of cash fund for the expansion. It merely ensures that investors are aware that all the retained earnings of the corporation are not eligible to be paid out as dividends while the restriction is in place and that the assets represented by the restriction will be used for another purpose in the meantime.
When the special restriction account has served its purpose and the requirement for which it was set up no longer exists, the amount in the restricted account is returned to the unrestricted retained earnings account. The entry setting up the restriction is reversed. The construction of the plant is recorded in the normal manner. 
Assume that the plant expansion costs $70,000 and is paid in cash on August 31, 2021. The construction and payment is recorded as follows.
2021
Aug. 31	Plant			70,000
		Cash				70,000
To record the payment for plant expansion.
This journal entry records the actual plant expenditure. It also shows that restricted retained earnings are not used to pay for the plant. The expenditure is paid with the asset cash. At August 31, 2021, the entry to reverse the original journal entry and eliminate the restricted amount for plant expansion is made:
2021
Aug. 31	Retained Earnings – Restriction
	for Plant Expansion		70,000
		Retained Earnings			70,000
To record expiry of the restriction on retained earnings.
The restricted account is reversed when the plant has been built because dividends are no longer reduced by the need for a plant expansion.
Summary of Chapter 11 Learning Objectives
LO1 – Identify and explain characteristics of the corporate form of organization and classes of shares.
A corporation is a legal entity that is separate from its owners, known as shareholders. The board of directors is responsible for corporate policy and broad direction of the corporation, including hiring the person in charge of day-to-day operations. A corporation has an indefinite life, its shareholders have limited liability, it can acquire capital more easily than a sole proprietorship or partnership, and it pays income taxes on its earnings since it is a separate legal entity. A corporation can issue common and preferred shares. Common shares usually have voting rights while preferred shares usually do not. Preferred shares are listed before common shares in the shareholders’ equity section of the statement of financial position. Preferred shareholders are entitled to receive dividends before common shareholders. Authorized shares are the total number of shares that can be issued or sold. Shares that have been issued can be repurchased by the corporation and either held in treasury for subsequent sale or distribution (to employees as bonuses, for instance), or cancelled. Outstanding shares are stock that have been issued and are held by external shareholders. Shares repurchased by a corporation are not considered outstanding.
LO2 – Evaluate relative financing effects of bonds, common shares, and preferred shares.
One of the most important considerations between the issue of debt or share capital is the potential effect of each of these financing methods on the present common shareholders. These include effects on earnings per common share, control of the corporation, and income taxes expense. Differences between projected and actual results can result in wrong decisions.
LO3 – Record and disclose preferred and common share transactions including share splits.
Common and preferred shares can be issued for cash or other assets. Immaterial organization costs are expensed when incurred and organizers sometimes accept shares in lieu of cash for their work organizing the corporation. When more than one type of share has been issued, the shareholders’ equity section of the statement of financial position must include a Contributed Capital section showing these different classes. When a corporation’s shares are selling at a high price, a share split may be declared to increase marketability of the shares. There is no journal entry for a share split. Instead, a memorandum entry detailing the split is entered into the records. A share split increases the number of issued shares but does not change any of the dollar amounts on the financial statements.
LO4 – Record and disclose cash dividends.
Cash dividends are a distribution of earnings to the shareholders and are declared by the board of directors. On the declaration date, cash dividends declared (or retained earnings) is debited and dividends payable is credited. On the date of record, no journal entry is recorded. Shareholders who hold shares on the date of record are eligible to receive the declared dividend. On the date of payment, dividends payable is debited and cash is credited. Preferred shares are either cumulative or non-cumulative. Cumulative preferred shares accumulate undeclared dividends from one year to the next. These unpaid dividends are called dividends in arrears. When dividends are subsequently declared, dividends in arrears must be paid to preferred shareholders before anything is paid to other shareholders. Non-cumulative preferred shares do not accumulate undeclared dividends.
LO5 – Calculate and explain the book value per share ratio.
The book value is the amount of net assets (as shown on the statement of financial position) represented by one class of share. Book value per common share is the amount of net assets attached to one common share, not claimed by creditors and preferred shareholders. Book value of preferred shares is the net assets that preferred shareholders would receive if the corporation were liquidated, including accumulated dividends from past years, if applicable.
LO6 – (Appendix 1) Record and disclose share dividends.
Share dividends distribute additional shares to owners and are declared by the board of directors. On the declaration date, share dividends declared (or retained earnings) is debited and common share dividends distributable, a share capital account, is credited. When the share dividend is distributed to shareholders, the Common Share Dividends Distributable account is debited and common shares is credited. Share dividends cause an increase in the number of shares issued and outstanding but do not affect account balances. Share dividends simply transfer an amount from retained earnings to share capital within the shareholders’ equity section of the statement of financial position.
LO7 – (Appendix 2) Explain and record restrictions on retained earnings.
Retained earnings can be restricted by the board of directors for certain purposes, like a plant expansion. These restricted amounts are unavailable for dividends. Restrictions do not affect the total amount of retained earnings or total shareholders’ equity. A restriction does not set aside cash to fund the activity. To set up a restriction, the Retained Earnings account is debited and an account (for example, Retained Earnings – Restriction for Plant Expansion) is credited. When the expansion is complete, the entry is merely reversed.


A   S   S   I   G   N   M   E   N   T          M   A   T   E   R   I   A   L   S
Concept Self-check

1. What are some advantages of the corporate form of organization?
2. What is meant by limited liability of a corporation?
3. What rights are attached to common shares? Where are these rights indicated?
4. Describe a typical incorporation process.
5. What is a board of directors and whom does it represent? Are the directors involved in the daily management of the entity?
6. Describe:
a. two main classes of shares that can be issued by a corporation; and
b. the different terms relating to the status of a corporation’s shares.
7. In what ways can shares be “preferred”? In which ways are they similar to common shares? Different from common shares?
8. Describe the accounting treatment of reacquired shares.
9. Why do corporations sometimes opt for a share split?
10. Assume a 2-for-1 share split occurs. Explain
a. the effect on the total number of issued and outstanding shares; and
b. the effect on stated capital (assume no-par value shares).
11. Identify the major components of the shareholders’ equity section of a statement of financial position. Why are these components distinguished?
12. What are the main issues a board of directors considers when making a dividend declaration decision?
13. Even if a corporation is making a substantial net income each year, why might the board of directors decide to not pay any cash dividends?
14. Distinguish among the date of dividend declaration, the date of record, and the date of payment.
15. Explain the different dividend preferences that may be attached to preferred shares. Why would preferred shares have these preferences over common shares? Does it mean that purchasing preferred shares is better than purchasing common shares?
16. What are dividends in arrears? Are they a liability of the corporation?
17. What does the book value of a class of shares represent? How is it calculated?
18. A corporate entity has both preferred and common classes of shares. How is the book value of common shares calculated in this case? What is meant by the liquidation value of preferred shares?
19. Of what value is the calculation of book value per share?
20. If the market price of a share is less than its book value; is it a bargain? Why or why not?
21. (Appendix 1) What is the difference in accounting between cash dividends and share dividends? Give a sample journal entry for each.
22. (Appendix 1) How does a share dividend differ from a share split?
23. (Appendix 1) Does a share dividend change an investor’s percentage of corporate ownership? Explain, using an example.
24. (Appendix 2) What is the difference between restricted and unrestricted retained earnings? Why would some retained earnings be restricted? Prepare the journal entries used to make a restriction.
25. (Appendix 2) How can retained earnings be said to be reinvested in a corporation? 
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Comprehension Problems

CP 11–1
The following captions are sub–totals appearing in the shareholders’ equity section of the statement of financial position for Hudson Day Corporation:
a.	Total share capital
b.	Total retained earnings
Required: For each event listed below, indicate, in the format provided, whether the amount of each subtotal is increased (    ) or decreased (    ). Indicate with an ‘x’ if there is no change to a particular subtotal. Consider each event to be unrelated to the others.
	
	
	
	Total share capital
	
	
Retained earnings

	1.
	Company is incorporated. 
	
	X
	
	X

	2.
	Issued common shares with a stated value of $1.
	
	
	
	

	3.
	Split the common shares 2 for 1.
	
	
	
	

	4.
	Recorded net income for the year.
	
	
	
	

	5.
	Reacquired some common shares previously outstanding.
	
	
	
	

	6. 
	Declared a cash dividend.
	
	
	
	

	7. 
	Paid a cash dividend.
	
	
	
	

	8.
	(Appendix 1) Declared a share dividend.
	
	
	
	

	9.
	(Appendix 2) Created a restriction on retained earnings.
	
	
	
	






CP 11-2
Bagan Corporation, a profitable growth company with 200,000 shares of common shares outstanding, is in need of approximately $40 million in new funds to finance required expansion. Currently, there are no other equities outstanding. Management has three options open:
a.	Sell $40 million of 12-per cent bonds at face value.
b.	Sell 10% preferred shares: 400,000 shares at $100 each (dividend $10 each).
c.	Sell another 200,000 common shares at $200 each.
Operating income (before interest and income taxes) on completion of the expansion is expected to average $12 million per year; the income tax rate is 50%.
Required:
1. Complete the schedule below and calculate the earnings per common share. 
	
	
	12%
bonds
	
	Preferred shares
	
	Common shares

	Income before interest and income taxes
	
	$12,000,000
	
	$12,000,000
	
	$12,000,000

	  Less: Interest expense
	
	
	
	
	
	

	Income before taxes
	
	
	
	
	
	

	  Less: Income taxes at 50%
	
	
	
	
	
	

	Net income
	
	
	
	
	
	

	  Less: Preferred dividends
	
	
	
	
	
	

	Net income available to common shareholders
	
	
	
	
	
	

	Number of common shares outstanding
	
	
	
	
	
	

	Earnings per common share
	
	
	
	
	
	


2. Which financing option is most advantageous to the common shareholders? Why?



CP 11–3
Essential Financial Service Corp. was incorporated on January 1, 2019 to prepare business plans for small enterprises seeking bank financing.
Required: Prepare journal entries to record the following transactions on January 2, 2019:
1. 	Received an incorporation charter authorizing the issuance of an unlimited number of no par-value, voting common shares and 10,000, 4%, no-par value, non-voting preferred shares.
2. 	Issued in exchange for incorporation costs incurred by shareholders 10,000 common shares at stated value of $1 each.
3. 	Issued for cash 1,000 preferred shares at stated value of $3 each.

CP 11–4
A tract of land valued at $50,000 has been given to a corporation on July 31, 2019 in exchange for 1,000 no-par value preferred shares.
Required:
1. 	Prepare the journal entry to record the transaction.
2. 	Where would the transaction be classified in the statement of financial position?

CP 11–5
The shareholders’ equity section of Gannon Oilfield Corporation’s statement of financial position at December 31, 2019 is shown below.
	Share capital
	
	

	Preferred shares
Authorized—100 shares
Issued and outstanding—64 shares
	
	

$3,456

	Common shares
Authorized—2,000 shares, no-par value
Issued and outstanding—800 shares
	
	

1,680

	Retained earnings
	
	600

	Total shareholders’ equity
	
	$5,736


Required:
1. 	What is the stated value of each issued preferred share?
2. 	What is the stated value of each issued common share?
3. 	What is the total stated capital of the company?

CP 11–6
The general ledger accounts of Human Services Corp. had the following amounts recorded during December 2019:
	Cash
	
	Land
	
	Building

	30,000
	5,000
	
	10,000
	4,000
	
	12,000
	

	15,000
	8,000
	
	
	
	
	8,000
	

	7,000
	6,000
	
	
	
	
	
	

	4,000
	
	
	
	
	
	Incorp. Costs

	
	
	
	
	
	
	14,000
	

	
	
	
	
	
	
	
	

	Preferred Shares
	
	Common Shares
	
	
	

	6,000
	15,000
	
	5,000
	30,000
	
	
	

	
	14,000
	
	
	22,000
	
	
	

	
	
	
	
	7,000
	
	
	


Required: Reconstruct the transactions that occurred during December and prepare the journal entries to record these transactions, including descriptions. The transactions and related journal entries do not need to be listed in a particular order.

CP 11–7
Strada Controls Inc. has 100,000 common shares outstanding on January 1, 2019. On May 25, 2019, the board of directors declared a semi-annual cash dividend of $1 each. The dividend will be paid on June 26, 2019 to shareholders of record on June 7, 2019.
Required: Prepare journal entries for
1. 	the declaration of the dividend;
2.	the date of record; and
2. 	the payment of the dividend.



CP 11–8
Landers Flynn Inc. has 1,000, $5 cumulative preferred shares outstanding. Dividends were not paid last year. The corporation also has 5,000 common shares outstanding. Landers Flynn declared a $14,000 cash dividend to be paid in the current year.
Required: Calculate the amount of dividends received by
1. 	the preferred shareholders;
2. 	the common shareholders.

CP 11–9
The following information is extracted from the shareholders’ equity section of the statement of financial position of Gibson Clothing Inc. at December 31, 2019:
	Share capital
	
	

	Preferred shares, stated value $10, non-cumulative
	Issued and outstanding — 5,000 shares
	
	
$  20,000

	Common shares, stated value $2
	Issued and outstanding — 20,000 shares
	
	
40,000

	Total contributed capital
	
	60,000

	Retained earnings
	
	150,000

	Total shareholders’ equity
	
	$210,000


Additional information:
a.	There are $2,000 of dividends in arrears on the preferred shares.
b.	The liquidation value of the preferred shares is $25,000.
Required: Calculate the book value of preferred and common shares.



CP 11–10
The shareholders’ equity section of Pembina Valley Manufacturing Limited’s statement of financial position at December 31, 2019 is shown below.
	Share capital
	
	

	Preferred shares, non-cumulative
Authorized — 500 shares
Issued and outstanding — 300 shares
	
	

$ 300

	Common shares
Authorized — 100 shares
Issued and outstanding — 20 shares
	
	

500

	Total contributed capital
	
	800

	Retained earnings
	
	192

	Total shareholders’ equity
	
	$992


Note: There is $30 of dividends in arrears on the preferred shares. The liquidation value of preferred shares is $300.
Required:
1. 	Calculate the book value each of
a. 	the preferred shares; and
b. 	the common shares.
2. 	Assume that the common shares were split 2 for 1 on January 2, 2020 and that there was no change in any other account at that time. Calculate the new book value of common shares immediately following the share split.

CP 11–11
The following note appeared on the statement of financial position of Sabre Rigging Limited:
As of December 31, 2019, dividends on the cumulative preferred shares were in arrears for three years to the extent of $15 each or $15,000 in total.
Required:
1. 	Does the amount of the arrears appear as a liability on the December 31, 2019 statement of financial position? Explain your answer.
2. 	Why might the dividends be in arrears?
3. 	The comptroller of Sabre Rigging projects net income for the 2020 fiscal year of $35,000. When the company last paid dividends, the directors allocated 50 per cent of current year’s net income for dividends. If dividends on preferred shares are resumed at the end of 2020 and the established policy of 50 per cent is continued, how much will be available for dividends to the common shareholders if the profit projection is realized?

CP 11–12 (Appendix 1)
The shareholders’ equity section of Lakeview Homes Corporation’s statement of financial position at December 31, 2019 is reproduced below:
	Shareholders’ Equity

	Common shares
Authorized 10,000 voting shares
Issued 5,000 shares, stated value $4
Retained earnings
	
	

$  20,000
100,000

	Total shareholders’ equity
	
	$120,000


On January 15, 2019, Lakeview Homes declared a 10 per cent share dividend to holders of common shares. At this date, the common shares of the corporation were trading on the stock exchange at $10 each. The share dividend was issued February 15, 2019
Required: Prepare the journal entries to record the share dividend.

CP 11–13 (Appendix 1)
Arrow Streaming Corporation has 10,000 common shares outstanding at January 1, 2019 with a total stated value of $100,000. On April 1, Arrow Streaming declared a 10 per cent share dividend, payable on April 15 to shareholders of record on April 10. The market value of one of Arrow’s common shares on March 31 was $15. On June 1, the company declared a $2 cash dividend each to common shareholders of record on June 10, and paid the dividend on June 30. Assume the year-end of the corporation is December 31.
Required: Prepare journal entries for the above transactions, including closing entries.

CP 11–14 (Appendix 1)
Blitz Power Tongs Inc. received a corporate charter that authorized it to issue an unlimited number of no-par value common shares. The following transactions were completed during 2019:
	Jan.
	5
	
	Issued 30 common shares for a total of $150 cash.

	
	12
	
	Exchanged 50 shares of common shares for assets listed at their fair values: machinery — $100; building — $100; land — $50.

	Feb.
	28
	
	Declared a 10% share dividend. Market value is $7 each. Net income to date is $60.

	Mar. 
	15
	
	Issued the share dividend.

	Dec.
	31
	
	Closed the 2019 net income of $200 from the Income Summary account in the general ledger to the Retained Earnings account.

	Dec.
	31
	
	Declared a $1 per share cash dividend.


Required
1. 	Prepare journal entries for the 2019 transactions, including closing entries.
2. 	Prepare the shareholders’ equity section of the statement of financial position at
a. 	January 31, 2019
b. 	February 28, 2019
c. 	December 31, 2019. 

CP 11–15 (Appendix 2)
Acme Corporation has $100,000 of common shares outstanding and $200,000 of retained earnings at December 31, 2019. The board of directors passes a resolution at that date to restrict $80,000 of retained earnings for a plant expansion. 
Required:
1. Record the restriction in journal entry form.
2. Show the shareholders’ equity section of the statement of financial position and appropriate note disclosure at December 31, 2019.
3. Record the construction of the building when completed on June 30, 2020 for a cost of $90,000, paid in cash.
4. Record the journal entry to record the lifting of the restriction on July 31, 2020. 



CP 11–16 (Appendices 1 and 2)
Stetson Auto Inc. was incorporated on January 1, 2019 and commenced operations at that date. A total of $2,000 common share dividends were declared and paid on October 31, 2019. The following information was taken from the company’s records at December 31, 2019:
	Common shares, stated value $1
Issued and outstanding—10,000 shares
Restriction—plant addition
Revenues (total for 2019)
Expenses (total for 2019)
Cash dividends declared

	

	
$     10,000
150,000
2,575,000
2,000,000
23,000



Required: Prepare the shareholders’ equity section of Stetson Auto’s statement of financial position at December 31, 2019 and the statement of changes in shareholders’ equity for the year then ended.

[bookmark: _Toc377121167]Problems

P 11–1
The board of directors of Megalopolis Inc. has approved management’s recommendation to expand the production facilities. The firm currently manufactures only heavy machinery, but plans are being developed for diversifying the corporation’s activities through the production of smaller and more versatile equipment. The directors are considering the following financing methods raise $2 million of additional capital:
a.	Sell $2 million of 12% bonds at face value.
b.	Sell $8 preferred shares: 20,000 shares at $100 a share (no other preferred shares are outstanding).
c.	Sell another 50,000 shares of common shares at $40 a share (currently 40,000 common shares are outstanding).
Income before interest and income taxes is expected to average $1,000,000 per year following the expansion; the income tax rate is 50%.
Required:
1. 	Calculate the earnings per common share for each alternative.
2. 	As representatives of common shareholders, which financing method most likely meets the board of directors’ needs?
3. 	What other factors should the board of directors consider? 

P 11–2
Crystal Clear Electronics Inc. was incorporated on January 1, 2019 and was authorized under its charter to issue the following shares — 20,000 cumulative, non-voting, 5% preferred shares, stated value $5, and an unlimited number of no par-value, voting common shares, stated value $1.
Required:
1. 	Prepare journal entries to record the following 2019 transactions:
a. 	Issued 3,000 preferred shares for cash on January 2.
b. 	Issued 2,000 common shares for cash on January 2 in return for legal services related to incorporation.
c. 	Issued 5,000 preferred shares for cash on January 12.
d. 	Issued 1,000 common shares for cash on August 1.
e. 	Issued preferred shares for land valued at $25,000 on December 15.
f.	Declared a cash dividend of $3,000.
2. 	Prepare the shareholders’ equity section of the statement of financial position at December 31, 2019 and the related note to the financial statements. Assume net income for the year was $10,000.
3. 	On December 15, 2020, the common shares were split 2 for 1. On December 31, a cash dividend of $4,000 was declared. Assuming no other transactions occurred during 2020, prepare the statement of changes in equity for the years ended December 31, 2019 and 2020. Assume net income for 2020 was $20,000.



P 11–3
Following is the shareholders’ equity section of Critter Contracting Inc. shown before and after a share split on April 15, 2019.
	Before split
	
	After split

	Shareholders’ Equity
	
	Shareholders’ Equity

	Common shares
Authorized — 5,000 shares
Issued and outstanding—1,000 shares
	

	


$100,000
	

	Common shares
Authorized— ? shares
Issued and outstanding — 
? shares
	

	


$       ?


On April 15, the board of directors authorized a 5 for 1 share split.
Required:
1. 	Complete the shareholders’ equity section of the statement of financial position after the split.
2. 	Record a memorandum indicating the new number of shares.
3. 	If the market value each was $40 before the split, what would be the approximate market value after the split? Why?

P 11–4
Relevant financial information for Gearing Gravel Limited at January 1, 2019 is as follows:
	Share capital
	
	

	5% Preferred shares, non-cumulative, non-voting
Authorized — 1,000 shares
Issued and outstanding — 10 shares, stated value $5,000
	
	

$  50,000

	Common shares, voting
Authorized — unlimited
Issued and outstanding — 200 shares, stated value $50
	
	

10,000

	Total contributed capital
	
	60,000

	Retained earnings
	
	100,000

	Total shareholders’ equity
	
	$160,000


During the year, total cash dividends of $3,000 were declared. Net income for the year amounted to $20,000. 100 common shares were issued on February 28, 2019 for $5,000. 20 common shares were reacquired on December 31 for $1,000 and held as treasury shares.
Required: Prepare the statement of changes in equity for the year ended December 31, 2019 and the related note to the financial statements.

P 11–5
Required: For each event listed below, indicate, in the format provided, whether the amount of each sub–total is increased (    ) or decreased (    ). Indicate with an ‘x’ if there is no change to a particular subtotal. Consider each event to be unrelated to the others, unless otherwise indicated.
	
	
	
	Assets
	
	Liabilities
	
	Shareholders’ Equity

	1.
	Commons shares were issued for cash.
	
	
	
	
X
	
	

	2.
	Declared a cash dividend.
	
	
	
	
	
	

	3.
	Common shares split 3:1.
	
	
	
	
	
	

	4.
	Calculated book value of common shares.
	
	
	
	
	
	

	5.
	Paid cash dividend related to item 2 above.
	
	
	
	
	
	

	6.
	(Appendix 2) Recorded a restriction of retained earnings.
	
	
	
	
	
	






P 11–6
The following information relates to River Valley Produce Limited as at December 31, 2019:
	Shareholders’ Equity

	Share capital
Preferred shares, $8, stated value $100, non-voting
Authorized — 1,000 shares
Issued and outstanding — 150 shares
Common shares, stated value $5, voting
Authorized — 10,000 Shares
Issued and outstanding — 4,800 shares
	
	



$15,000


24,000
	
	







	Total share capital
	
	
	
	$ 39,000

	Retained earnings
	
	
	
	40,000

	Total shareholders’ equity
	
	
	
	$79,000


The following transactions occurred during 2020:
a.	Reacquired 400 common shares at $10 each; held as treasury shares.
b.	Split the common shares 2 for 1.
c.	Issued an additional 200 common shares for $3 cash each.
d.	Transferred net income of $19,500 from the Income Summary account in the general ledger to the Retained Earnings account.
e.	The board authorized a $5,000 of retained earnings to be restricted for plant expansion.*
*complete only if Appendix 2 is covered
Required:
1. 	Prepare journal entries for the 2020 transactions.
2. 	Prepare the statement of changes in equity for the year ended December 31, 2020.
3.	What amount of is available for distribution to shareholders as of December 31, 2020?



P 11–7
The following is the shareholders’ equity section of the statement of financial position of Tridon Construction Limited at December 31, 2019.
	Shareholders’ Equity

	Common Shares, voting
Authorized — 500 shares
Issued and outstanding — 300 shares
	
	

$3,070

	Retained earnings
	
	500

	Total shareholders’ equity
	
	$3,570


Required:
1. 	What is the stated value per common share? the book value per common share?
2. 	On December 31, 2019 the Tridon Construction common shares traded at $24. Why is the market value different from the book value of commons shares?

P 11–8 (Appendix 1)
The shareholders’ equity section of the statement of financial position of TWR Contracting Inc. at December 31, 2019 showed the following amounts:
	Shareholders’ Equity

	Share capital
Preferred shares, $10 stated value, non-voting, cumulative, non-participating
Issued and outstanding — 40 shares
Common shares, voting, $1 stated value
Issued and outstanding — 2,000 shares
	
	


$   400

      2,000

	Total contributed capital
Retained earnings
	
	2,400
900

	Total shareholders’ equity
	
	$3,300


The following transactions occurred during 2020:
	Feb.
	15
	
	Declared the regular $0.30 each semi-annual cash dividend on its preferred shares and a $0.05 each cash dividend on the common shares to holders of record March 5, payable April 1.

	Apr.
	1
	
	Paid the dividends declared on February 15.

	May
	1
	
	Declared a 10 per cent share dividend to common shareholders of record May 15 to be issued June 15, 2018. The market value of the common shares at May 1 was $2 each.

	June
	15
	
	Issued the dividends declared on May 1.

	Aug.
	15
	
	Declared the regular semi–annual cash dividend on preferred shares and a cash dividend of $0.05 on the common shares to holders of record August 31, payable October 1.

	Oct.
	1
	
	Paid the dividends declared on August 15.

	Dec.
	15
	
	Declared a 10 per cent common share dividend to common shareholders of record December 20 to be issued on January 15, 2021. The market value of the common shares at December 15 was $3 each.

	Dec.
	31
	
	Net income for the year ended December 31, 2020 was $1,400.


Required:
1. 	Prepare journal entries to record the 2020 transactions, including closing entries. Show calculations. Descriptions are not necessary.
2. 	Prepare the statement of changes in equity for the year ended December 31, 2020. 

[bookmark: _Toc377121168]P 11–9 (Appendices 1 and 2)
At December 31, 2019, the shareholders’ equity section of the statement of financial position for the Apex Auto Corporation totalled $2,000,000. Following are the balances of various general ledger accounts at that date.
	Preferred shares, $.40, cumulative
Common shares
Retained earnings—unrestricted
	
	Issued 50,000 shares
Issued 50,000 shares

	
	$500,000
750,000
750,000


The following transactions occurred during 2020.
	Mar.
	20
	
	A cash dividend of $0.20 per preferred share was declared, payable April 1 to shareholders of record on March 25.

	Apr.
	1
	
	Payment of previously declared dividend on preferred shares was made.

	June
	15
	
	The regular semi-annual cash dividend on common shares of $0.40 each was declared, payable July 10 to shareholders of record on July 1.

	July
	10
	
	Payment of the previously-declared dividend on common shares was made.

	Aug.
	1
	
	10,000 common shares were issued for $200,000 cash.

	Nov.
	15
	
	The board of directors met and restricted an additional $75,000 for the plant extension.*

	Dec.
	15
	
	The regular semi-annual dividend of $0.40 per common share was declared payable December 31, 2020.

	Dec.
	31
	
	A cash dividend totalling $25,000 was paid.


*complete only if Appendix 2 is covered
Required:
1. 	What amount of cash dividends would be distributed to common shareholders on December 31, 2020?
2. 	Prepare journal entries for the 2020 transactions. Ignore closing entries. Descriptions are not necessary.
3.	Prepare the statement of changes in equity for the year ended December 31, 2020 assuming net income for the year amounted to $165,000.
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