Chapter Nine Equity

Chapter Nine
Equity

Learning Objectives :
After studying this chapter you should be able to:
1. Identity and explain the management issues related to contributed
capital.
2. Identify the components of stockholders equity .
3. Identify the characteristics of preferred stock.
4. Account for the issuance of stock for cash and other assets .
5. Account for treasury stock .
6.Understand the accounting for the issuance of shares of stock .
7.Understand the accounting for the dividends and stock splits.
8.Understand the accounting for the acquisition and reissuance of treasury
stock.

First : Equity Concept

Equity is the residual interest in the assets of the company after
deducting all liabilities . Equity is often referred to as shareholders equity
stockholders equity or corporate capital . Equity is often sub classified on
the statement of financial position into the following categories :
1- Share capital.
2- Share premium.
3- Retained earnings .
4- Accumulated other comprehensive income .
5- Treasury shares .
6- Non- controlling interest (minority interest ).
Such calcifications help financial statement users to better understand the
legal or other restrictions related to the ability of the company to pay
dividends or otherwise use its equity for certain defied purposes .
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Companies often make a distinction between contributed capital (paid —
in capital) and earned capital . Contributed capital (Paid —in capital) is the
total amount paid in on capital shares —-the amount provided by
shareholders to the corporation for use in the business . Contributed
capital includes items such as the par value of all outstanding shares and
premiums less discounts on issuance. Earned opital is the capital that
develops from profitable operations. It consists of all unattributed income
that remains invested in the company. Retained earnings represents the
earned capital of the company.
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Second : Issuing Capital Stock
Firms may issue capital stock (preferred or common) for cash, or for
noncash assets, or for services rendered.
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1- Issue for Cash Firms usually issue shares for cash at the time of their
initial incorporation and at periodic intervals when they need additional

shareholder fund. Firms generally issue common shares, both at the time of
initial incorporation and in subsequent years, for amounts greater than par
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(nominal or stated ) value . The firm credits the excess of issue proceeds
over par (or stated) value to the Additional Paid — In Capital account .
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Exp.1: On January 1,2015, X. Corporation issues 10,000 shares of no — par
common stock at $ 15 per share .

Required : Record entry .
$150,000 (10,000 shares x$15)
cash 150,000

Common stock 150,000
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EXp. 2: M.com. issues 1,000 shares of its $0,10 par value common stock for
$100,000

Required : Record entry .

[ 6r- 1 ; [P RR 100,000
Common stock - $.10 par value ..........cceeerennen. 100
Additional paid — In capital .........cc....... 99.900

2- Issue for Noncash Assets.

Firms also issue common stock for assets other than cash, for example, to
acquire another firm . The firm records the shares exchanged for noncash
assets at the fair value of the shares given. If the firm cannot make a
reasonable estimate of the fair value of the shares given , then the value of
the shares exchanged is recorded as the fair value of the assets received . A
firm might not be able to make a reasonable estimate of the fair value of its
shares if the firm is a private company and its shares are not traded .
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Exp3: M.com. issues 1,000 shares of its $0.10 par value common stock
(and a fair value of $100 per share ) to acquire another firms assets having
the following fair values :

Accounts Receivable , $6,000 ; inventories , $12,000 ; Land , $10,000 ;
building , $62,000 ; and equipment , $10,000.

Required : Record entry .

Accounts........ceeeeeeeererereenennns . 6,000
Inventories......cccceeerveeeererveennnenns 12,000
Land .....eecceeceeeceeceeeeceeeeens 10,000
Building......cccceeeveeerveerneerereecnnee 62,000
Equipment .......ccccervcverrcerecnennnes 10,000
Common stock - $0.10 par Value ............. 100
Additional paid- In Capital................ 99,900

3- Issue for Services Received.

If a firm issues common stock in return for services other than from
employees , the firm records the transaction at the fair value of the services
received if it can more reliably measure this amount than the fair value of
the shares issued . Otherwise, the firm records the transaction at the fair
value of the shares issued .
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Exp4: M.com. issues 100 shares of its $1 par value common stock to

attorneys for $10,000 of legal services.
Required : Record entry .

Legal Expense ............... 10,000
Common stock - $1 par value ............. 100
Additional paid —In capital ............... 9900

Third : Preferred Shareholders Equity

Owners of preferred stock have a claim on the assets of a firm that is
senior to the claim of common shareholders . Preferred shares also carry
special rights . The senior status and special rights reduce the risks of
preferred shareholders relative to common shareholders .Preferred
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shareholders should therefore expect a lower return than common
shareholders. The rights of preferred shareholders and the obligations of
the issuing firm vary and include the following :
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1- Dividend Rights preferred sharers often entitle their holders to dividends
at a certain rate the firm must pay before it can pay dividends to common
shareholders. Firms may sometimes postpone or omit preferred dividends .
Most preferred shares , however , have cumulative dividend rights , which
means that a firm must pay all current and previously postponed preferred
dividends before it can pay any dividends on common shares .

2- Call Provisions Callable preferred shares provide the issuer with the
right , but not the obligation , to repurchase preferred shares at a specified
price .The price may vary according to a preset schedule. A call provision is
valuable to the issuing firm . To see why ,suppose that financing becomes
available at a cost lower than the rate specified for the preferred shares.
The issuing firm can reduce its financing costs by issuing new securities and
then exercising its right to reacquire the preferred shares at a fixed price.
This option to buy the shares reduces the value of those shares to potential
preferred shareholders. Thus , a firm will receive a smaller amount from
issuing callable shares than from issuing non- callable shares.

3- Convertible Feature Convertible preferred shares give the holder of
preferred shares the right , but not the obligation , to convert the preferred
shares into common shares under certain conditions . Convertible preferred
shares provide the security holders with a relatively assured dividend , a
claim that is senior to that of common shareholders, and the possibility of
capital appreciation (by converting the preferred shares into common
shares if the market price of the common shares rises). Because of the
conversion option , changes in the market price of convertible preferred
shares often parallel changes in the market price of common shares . The
firm benefits from issuing convertible preferred shares because these
shares usually have a lower dividend rate than purchasers otherwise would
have required to buy the shares .
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EXp5: X comp. issues 5000 shares of 5 par value preferred shares for 10
per share

Required : Record entry .

Cash (5000x10) 50000
Common stock (preferred share ) 25000
Pain in capital (preferred share) 25000

8)aally Zalall el aal e Jali Jlia
EXp.6 : for Healy Corporation during the current year under U.S. GAAP.
The accounting period of Healy Corporation ends on December 31.

Required : Record entry .

a- Issued 100,000 of $ 10 par value common stock for $14 per share on
January 2.

b- Issued 5,000 share of S 5 par value preferred share on January 31 for

$10 per share..
Solution .
a- January 2
(7= 1 PP 1,400,000
common stock- $10 par Value .........ccccuue... 1,000,000
Additional paid —In Capital ......ccccovvvvrrverennenn. 400,000
b- January 31
CASN ceee e e e 50,000
preferred stock-S5 par value .......cceveeveveeceennee. 25,000
additional paid-In capital......ccccceeeeeireceiceierenns 25,000

Fourth: Accounting For Dividends
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Retained earnings

Dividends Payable
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Dividend Payable
Cash
Cash Dividends when the board of directors declares a cash dividend equal
to 150,000 the entry is as follows:

Retained Earnings (Divides Declared).........ccccccveunuene 150,000
Dividends payable ......cccceevveeiveieeeene 150,000
when the firm pays the dividends, the entry is as follows:
Retained Earnings (Divides Declared).........cccccveunueene 150,000
(o= 1] o I 150,000

Stock Dividends The retention of earnings may lead to a substantial
increase in shareholders' equity, as the firm accumulates net assets that it
keeps invested in the business, To indicate such a commitment of assets
generated by reinvested earnings , the board of directors may declare a
stock dividend . The accounting involves a debit to Retained Earning and
credits to contributed capital accounts . The stock dividend does not affect
total shareholders' equity . It reallocates amounts from Retained Earning to
the contributed capital accounts . when the firm declares a stock dividend
,shareholders receive additional shares of stock in proportion to their
existing holdings.
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Example 7: A firm has 1,000,000 shares of no — par common stock
outstanding prior to declaring a 5% stock dividend. The shares traded at a
price of $18 per share . The 5% stock dividend resulted in the issuance of
50,000 (= 0.05x 1,000,000) additional shares .

Required : Record entry .
50000 x18=900000
Retained Earnings (Dividends Declared)......... ... 900,000
Common stock — No par value............ 900,000
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Example 8: The shareholders equity section of the balance sheet of Baker

Corporation on January 1 of the current year appears below :
Shareholders' Equity Common stock, $10 par value, 25,000 shares issued

aANd OUESTANAING w.vovevivieerie ettt e e e ene $25,0000
Additional paid- In Capital ......ccevvevieieccrcceee e, 50,000
Retained EQrnings ....c.ccvecveveee ettt s e s ste s sve e 150,000
TORAl ettt ettt et eee et eateaeee e eneeeanas $450,000

Required: Prepare journal entries for each of the following transactions
of Baker Corporation for the current year. Ignore income taxes .

a- March 31: The board of directors declares a cash dividend of $0.05 per
share. The firm will par the divined on April 15.

b- April 15: The firm pays the dividend declared on March 31.

c- June 30: The board of directors declares and distributes al0% stock
dividend . The market price per share on this date is $15.

Solution:
a- march 31
Retained Earnings (250000 x 0.05).................... 12,500
Dividends payable............... 12,500
b- April 15
Dividends payable.......ccceevevvrrernnnnen. 12,500
Cash....ceeeeeiee e 12,500

c- June 30
25000x10%=2500
Retained Earnings(2500x15)..................... 37,500

Common Stock- $10 par value (2500x10)............... 25,000

Additional paid —In capital (2500X5).........c.cccccvervnenee. 12,500

Fifth: Accounting for Treasury shares
adlydll o] b il Lo S
Treasury stock — shares of its own stock that corporation has bought
beck on the Open market . The cost of these shares is treated not as an
investment , but as a reduction in stockholders' equity . By buying back the
shares, the corporation reduces the ownership of the business.
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Among the reasons a company may want to buy back its own stock are
the following :
1. It may want stock to distribute to employees through stock option plans
2. It may be trying to maintain a favorable market for its stock.
3. It may want to increase its earnings per share or stock price per share.
4. It may want to have additional shares of stock available for purchasing
other companies.
5. It may want to prevent a hostile takeover.
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The two most common approaches for accounting for treasury shares
under U.S. GAAP are:

1- The cost method
2- The constructive retirement method .
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Ex.9: Assume that a firm originally issued 1,000 shares of S1 par value
common stock for $40 per share and later reacquired them for $50 each

Required : Record entry using Cost Method for Repurchasing Shares .
Treasury Stock .....cceeevceeececeeene 50.000
Reissued Treasury Stock LAY agd g 08 Jlia
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Ex.10: If the firm reissued the 1,000 shares in example (9)for S55 a share.
Required : Record entry using Cost Method

Cash ..t 55,000
Treasury Stock — Common................. 50,000
Additional paid — In Capital................ 5,000
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Ex.11: Assume that a firm originally issued 1,000 shares of S1 par value
common stock for $40 per share and later reacquired them for S50 each

Required: Record entry using constructive retirement method
Repurchasing Shares .

CommOoN StOCK....covueveeeii e 1,000
Additional paid- In capital ......cccceerene... 39,000
Retained Earnings.......cccoceeevveeervevecneenen. 10,000
Cash 50,000
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Ex.12: If the firm reissued the 1,000 shares in example (11)for $55 a share.
- Required : Record entry using constructive retirement method

L) AN agd 0o Jlia

Ex.13: Corporation using the cost method to account for treasury stock
transactions:

a- Reacquired 2,000 shares of $10 par value common stock on January 15
for $45 per share.

b- Issued 1,200 share of treasury stock to employees upon the exercise of
stock options at a price of $28 per share on April 26.

c- Reacquired 3,000 shares of $10 par value common S$52per share on
August 15.

Required : Record entry using Cost Method
a- January 15

Treasury stock — Common(2000x45) .................. 90,000
(OF=1 o JO 90,000
To record the reacquisition of 2,000 common shares at $45 per share.
b- April 26
Cash(1200%28)..........vveerrreerernnn... 33,600
Additional paid —In capital ............... 20,400
Treasury stock — common(1200x45) ............ 54,000
c- August 15
Treasury stock — Common(3000x52) .........cccceeeveevennene.. 156,000
Cash.ecee e 156,000

Sixth: Components of Stockholders Equity
dsll| o wikigSe il
In a corporations balance sheet, the owners claims to the business are

called stockholders equity 1, this section of accurate balance sheet usually
has at least three components.
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Ex.14 : The following data are from the records of Taupo Corporation on
December 31,2015:

Preferred stock, $100 par value , 6% noncumulative ,

10,000 share authorized ,issued ,and outstanding $1,000,000
Common stock , $2 par value, 200,000 share authorized,

180,000 share issued ,and 170,000 share outstanding 360,000
Additional paid —in capital 978,000
Retained earnings 345,000
Treasury stock, Common (10,000 shares, at cost ) 220,000
Required : Prepare a stockholders' equity section for Taupo

Corporations balance sheet .

SOLUTION

Taupo Corporation

Balance Sheet

December 31,2015

Stockholders' Equity

Preferred stock ,100 par value ,6 percent noncumulative,

10,000 shares authorized , issued ,and outstanding $1,000,000
Common stock , $2 par value, 200,000 shares authorized,

180,000 shares issued,170,000 shares outstanding  $ 360,000

Additional paid —in capital 978,000 1,338,000
Total contributed capital $2,338,000
Retained earnings 345,000
Total contributed capital and retained earning $2,683,000
Less treasury stock , common (10,000 shares at cost) (220,000)
Total stockholders' equity $2,463,000
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EXERCISES

Q1: Issuing common stock. Carter ,Inc., issued 100,000 shares of Slpar
value common stock On December ,2013 , On that date, the market price of
the shares was $18 par share .

Required : Record entry

Q2: Issuing common stock . On September 30, 2014 , Homing Corporation
issued 500,000 shares of $0.10 par value common stock . The market price
of the shares on this date was $30 per share .

Required : Record entry

Q3: Journal entries for dividends .

watt Corporation .watt has 20,000 shares of $15 par value common stock
outstanding on January 1,2013. The balance in the Additional Paid — In
Capital account on this date is $200,000.

a- Declares a cash dividend of $0.50 per share on March 31, 2013 .

b- pays the dividend in part a on April 15,2013 .

c- Declares and distributes al0% stock dividend on June 30, 2013 .The
market price of the stock is $20 on this date .

d- Declares a cash dividend of $S0,50 per share on September 30,2013.

e- pays the dividend in part don October 15,2013 .

Q4: Kaymer Corporation issued 300 shares of $10 par value ordinary shares
for $4,500 .prepare Kaymers journal entry.

a- purchases 10,000 shares of its own $10 par value common stock for $30
per share .

b- Issues 6,000 treasury shares to employees under stock option plans .The
exercise price is $32 per share. Assume that the market price of the
common stock on the exercise date is $35 per share . The stock options had
a value of $6 per option when issued ,which the firm has already amortized
to expense.

c- purchases 7,000 shares of its own common stock for %38 per share.

Q5: Journal entries for treasury stock transactions. prepare journal entries
under the cost method to record the following treasury stock transactions
of Melissa Corporation.

a- purchases 10,000 share of its own S5 par value common stock for $12
per share .
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b- Issues 6,000 treasury shares upon the conversion of bonds with a
carrying value of $72,000.Melissa Corporation recodes bond conversions
using the carrying value method.

c- Purchases 20,000 shares of its own $5 par value common stock for $15
per share.

d- Issues 24,000 treasury shares and 6,000 newly issued shares of common
stock in the acquisition of land with a market value of $540,000.

Q6: The following date are from the records of A. Company on Dec 31,2015
Preferred stock , 50 par value,1,000 shares

Authorized, issued, and outstanding $50,000
Common stock,$5 par value, 30,000 shares authorized ,20,000

shares issued ,18,000 shares outstanding $100,000
Additional paid —in capital 50,000
Retained earnings 60,000
Treasury stock , common (2,000 shares at cost) 20,000

Required : prepare Stockholders equity section for A. com. Balance.

Q7: M. comp. issued 1000 shares of $1 par — value common stock for $50
per share .

Required : Record entry

Q8: N. Comp . exchange a piece of land for 5000 shares of the Bost on

lakers $1 par — value common stock. Assuming the Market value of the
stock at the date of the exchange was $40 per shares .

Required : Record entry
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