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Intended Use

This module will introduce you to corporations, classification and recording of shares, corporate financial statements and dividends.

Module Learning Objectives
After completing this module, students should be able to:
1. Identify characteristics of corporations and their organization.

2. Describe and contrast the specialized components of corporate financial statements.

3. Record the issuance of common and preferred shares and describe their presentation in shareholders’ equity on the balance sheet.

4. Describe and account for cash dividends.

5. Distribute dividends between common and preferred shares.

6. Record closing entries for a corporation

7. Compute book value and explain its use in analysis

8. Run an SAP demonstration.

9. Practise entering share transactions in SAP.

Instructor Outline
Corporate Form of Organization

An entity created by law that is separate from its owners. Owners are called shareholders or shareholders. A publicly held corporation offers its shares for public sale (organized stock market) whereas a  privately held corporation does not.

Characteristics of a corporation include:

· Separate legal entity—a corporation, through its agents (officers and managers), may conduct business affairs with the same rights, duties, and responsibilities as a person.

· Limited liability of shareholders—generally limited to investment.

· Ownership rights are transferable —through sale of shares.

· Continuous life(perpetual life is possible for a successful corporation.

· Shareholders are not corporate agents—they do not have the power to bind the corporation to contracts.

· Ease of capital accumulation—the advantages of the corporate form makes it easier for a corporation to raise large amounts of capital.

· Governmental regulation—must meet requirements of a state’s incorporation laws.

· Corporate Taxation—corporate income is taxed; and when income is distributed to shareholders as dividends, it is taxed a second time.


Organizing a Corporation


The company obtains a certificate of incorporation from the federal or provincial government.  A corporation’s charter authorizes the number and types of shares to be issued.  

Any setup charges such as legal fees or promoter's fees are called organization costs and will be treated as an intangible asset to be amortized over their estimated useful life.  


Management of a Corporation

Shareholders have ultimate control through vote to elect board of directors. In practice, many shareholders delegate their voting rights to an agent by signing a legal document called a proxy. 

Board of directors has final managing authority, but it usually limits its actions to establishing broad policy.

Day-to-day direction of corporate business is delegated to executive officers appointed by the board.


Rights of Shareholders—Common shareholders rights include right to:


· Vote at shareholders’ meeting

· Receive dividends that have been declared .

· Receive property of the corporation after its closure.

· Receive timely reports on the corporation’s financial position and results of operations. 


Corporate Financial Statements

Income Statement:

Very similar to those of unincorporated  businesses.  
Income tax expense occurs in a corporation as corporations are required to pay tax because they are a separate legal entity.
Net income in a corporation means income after tax.

Statement of Retained Earnings:

Statement of Retained Earnings replaces Statement of Changes in Owner’s Equity from a proprietorship.
Statement of Retained Earnings measures changes resulting from Net Income (increases to Retained Earnings) and Dividends (decreases to Retained Earnings). 
Information about owners’ (shareholders’) investments is not included on this statement.

Balance Sheet:

Balance sheets for incorporated and unincorporated business are identical except for the equity section.
Shareholders’ equity in a corporation is divided into Share Capital  (shareholder’s investments) and Retained Earnings (from Statement of Retained Earnings).
Total shareholders’ equity is the sum of these two categories.


Reporting Income Information

The basic corporate income statement shows the revenues, expenses and income generated by the company’s continuing operations.  Additional sections required to provide more useful information to users include:

Discontinued operations  A segment of a business is a part of a company’s operations that serves a particular line of business or class of customers) The section reports:

· the gain or loss from selling or closing down a segment.

· the income from operating the discontinued segment before its disposal.

· The income tax effects of each are also reported. .


Extraordinary items:

· are not expected to occur frequently over several years.

· do not typify the normal business activities of the entity

· do not depend primarily on decisions or determinations by management or owners. 


Issuing Share Capital


Share certificate is sometimes received as proof of purchased shares.  This practice is becoming less common.   A registrar keeps shareholder records and prepares official lists of shareholders for shareholders’ meetings and dividend payments. 

The selling or issuing of shares by corporations is referred to as equity financing because assets are financed by additional equity investments by shareholders.  


Shares can be sold directly or indirectly to shareholders


When  shares are sold directly, a corporation advertises its share issuance directly  to potential buyers.   When sold indirectly, a  company pays a brokerage house (investment banker) is used to issue its shares. 

A brokerage houses may underwrite issuance (buy all the shares from the corporation and take all gains or losses from its resale to shareholders).


Market value per share—the price at which a shares are bought or sold. 

Influenced by expected future earnings, dividends, growth, and other company and economic events.

The buying and selling of shares between investors does not impact the corporation’s shareholders’ equity accounts.  


Common Shares

Issuance of shares affects only contributed capital accounts, not retained earnings accounts.  

 Shares may be issued for cash.

                         Cash
             XX                 

                                Common Shares      XX 




Issuing common  shares for non-cash assets



Record the transaction at the fair market value of assets acquired.


Preferred Shares

Special rights typically include a preference for receiving dividends and for the distribution of assets if the corporation is liquidated.


Issuing preferred shares for  Cash

Separate contributed capital accounts are used to record preferred shares.  Journal entry:

Cash            XX                 

Preferred Shares      XX  

Issuing preferred shares allow a corporation to raise capital with losing control of the corporation as most preferred shares do not have the right to vote.  Another reason for a corporation to issue preferred shares is to boost the return earned by common shareholders.  .  Use of preferred shares to increase return to common shareholders is an example of financial leverage. Some investors may purchase preferred shares because they feel common shares are too risky. 


Cash Dividends

Dividends are a distribution of earnings to the shareholders.  

Cash dividends are permitted if retained earnings and cash exist. Three important dates, date of declaration, date of record and date of payment.  J

Journal entry:  (date of declaration, an liability now exists)

Cash Dividends                   XX

          Common Dividends Payable           XX

OR

Retained Earnings                     XX

          Common Dividends Payable           XX

Cash Dividends is a temporary account which would be closed to Retained Earnings.  An entry to decrease the payable is made on the date of payment of cash dividends.  

Dividends are not considered a liability until directors declare a dividend.  Preferred dividends in arrears are not considered to be a liability, but must be disclosed, usually in a note.  


A company with a deficit in Retained Earnings is not permitted to pay a cash dividend.


Special Features of Preferred Shares

Dividend preference means that a dividend cannot be paid to common shareholders unless preferred shareholders are paid first.  


Cumulative or noncumulative preferred shares


Cumulative—has a right to be paid both current and all prior periods' unpaid dividends before any dividend is paid to common shareholders.  These unpaid dividends are referred to as “dividends in arrears”.

Noncumulative—has no right to prior periods' unpaid dividends if they were not declared.

A liability for a dividend does not exist unless the dividend has been declared.  If cumulative preferred shares’ dividends have not been declared, the dividend is not a liability.  Full disclosure principle required that the corporation report the amount of dividends in arrears as of the balance sheet date.  This is usually done by note.  


Other Features of Preferred Shares


Participating or nonparticipating preferred shares


Nonparticipating—dividends are limited each year to a maximum amount  This maximum is often stated as a specific dollar amount.

Participating—gives its owners the right to share in dividends in excess of the dollar amount specified for preferred shares. 

Convertible preferred shares


Gives holders the option of exchanging their preferred shares into common shares at a specified rate. Offers investors a higher potential return.



Callable preferred shares 


Gives the issuing corporation the right to purchase (retire) these shares from its holders at specified future prices and dates. 

Amount paid to call and retire a preferred share is its call price, or redemption value.
Any dividends in arrears must be paid when shares are called.
Closing Entries for Corporations


Steps in closing are identical to a proprietorship in closing debit and credit balances in temporary accounts to Income Summary.  Income Summary is then closed into Retained Earnings in a corporation.  Dividends Declared accounts are closed to Retained Earnings.

Example Problem Module 9
XYZ Enterprises Inc. received its approved articles of incorporation granting the right to issue an unlimited number common shares and 10,000 shares of $4 cumulative preferred shares.  Selected transactions are presented below.

	2008
	
	

	Feb.
	19
	Issued 45,000 common shares at $1 per share.

	
	22
	Gave the corporation’s promoters 30,000 common shares for their services in getting the corporation organized.  The directors valued the services at $50,000.



	Mar
	30
	Exchanged 100,000 common shares for the following assets at fair market values:  land, $25,000; building, $100,000; and machinery, $125,000.

	Dec.
	31
	Closed the Income Summary account.  A $25,000 loss was incurred.

	
	
	

	2009
	
	

	Jan. 
	12
	Issued 1,000  preferred shares at $75 per share.

	Dec.
	15
	The board of directors declared an $4 dividend to preferred shares and $0.10 per share to outstanding common shares, payable on January 31 to the January 17 shareholders of record.

	
	31
	Closed the Income Summary and Dividend Declared accounts.  A $69,000 net income was earned.



	2010
	
	

	Jan.
	31
	Paid the previously declared dividends.


Required:

1.     Prepare general journal entries to record the selected transactions.

2.     Prepare a shareholders’ equity section as of the close of business on December 31, 2010.

Solution:  Example Problem Module 9
	Part 1
	
	
	
	

	2008
	
	
	
	

	Feb.
	19
	Cash


	45,000
	

	
	
	
Common shares

	
	45,000

	
	
	
	
	

	
	22
	Organization Costs

	50,000
	

	
	
	
Common shares

	
	50,000

	
	
	
	
	

	Mar.
	30
	Land


	25,000
	

	
	
	Buildings

	100,000
	

	
	
	Machinery

	125,000
	

	
	
	
Common shares
	
	250,000

	
	
	
	
	

	Dec.
	31
	Retained Earnings

	25,000
	

	
	
	
Income Summary

	
	25,000

	2009
	
	
	
	

	Jan.
	12
	Cash


	75,000
	

	
	
	
Preferred shares

	
	75,000

	
	
	
	
	

	Dec.
	15
	Dividends Declared

	21,500
	

	
	
	
Common Dividend Payable

	
	17,500

	
	
	
Preferred Dividend Payable

	
	4,000

	
	
	
	
	

	
	31
	Income Summary

	69,000
	

	
	
	
Retained Earnings

	
	69,000

	
	
	
	
	

	
	31
	Retained Earnings

	21,500
	

	
	
	
Dividends Declared

	
	21,500

	
	
	
	
	

	2010
	
	
	
	

	Jan.
	31
	Preferred Dividend Payable

	4,000
	

	
	
	Common Dividend Payable

	17,500
	

	
	
	
Cash

	
	21,500


Part 2

XYZ Enterprises Inc.

Shareholders’ Equity

December 31, 2010

	Preferred shares, $4 cumulative
	
	

	     10,000 shares authorized, 1,000 
	
	

	     shares issued and outstanding

	
	$ 75,000

	
	
	

	Common shares,  unlimited shares
	
	

	
authorized, 175,000 issued and outstanding

	
	353,000

	Total contributed capital

	
	$428,000

	Retained earnings

	
	    22,500

	Total shareholders’ equity

	
	$450,500


Dividends Declared would be disclosed in a note to financial statements.
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