                                           STOCKHOLDERS’  EQUITY

Stockholders’ equity represents the amount that was contributed by the shareholders and the portion that was earned and retained.

The corporate form of business organization begins with the submitting of articles of incorporation to the state in which incorporation is desired. A corporation charter is issued and the corporation is recognized as a legal entity subject to state law.

Within a given class of stock, each share is exactly equal to every other share. In the absence of restrictive provisions, each share carries the right to participate proportionately profits, management, corporate assets upon liquidation, and any new issues of stock of the same class (preemptive right). A subsidiary ledger of stockholders is maintained by the corporation for the purpose of dividend payments, issuance of stock rights, and voting proxies. Many corporations employ independent registrars and transfer agents who specialize in providing services for recording and transferring stock.

The basic ownership interest in a corporation is represented by common stock, which is guaranteed neither dividends nor assets upon dissolution. Common stockholders own a residual interest, but they generally control the management of the corporation and tend to profit most if the company is successful. The amount an individual pays for shares of stock represents the maximum amount they can lose in the event of liquidation – limited liability.

Capital stock and additional paid in capital (APIC) constitute contributed capital. Retained earnings represent the earnings retained in the business (not paid out in dividends).

Par value is an amount printed on each stock certificate. Stock issued for more than par value is issued at a premium. If 200 shares of $2 par value common stock is sold for $500, common stock is recorded at 200 x $2 = $400 and APIC is recorded at $100. If the stock has no par value (and no stated value which is treated for recording purposes like par value), then all the proceeds go to the common stock.

Treasury stock is a corporation’s own stock that was outstanding, has been reacquired, and is not retired. Treasury stock is not an asset and should be shown in the balance sheet as a reduction of stockholders’ equity. The reasons corporations purchase their outstanding stock include distributing excess cash to shareholders, increasing earnings per share and return on equity, providing stock for employee stock compensation, increasing the stock price, and thwarting takeover attempts. Under the cost method of accounting for treasury stock, treasury stock is recorded at acquisition cost. For example, if 2,000 shares of $5 par common stock are reacquired for $20,000, Treasury Stock is recorded at $20,000. If 1,000 shares of the stock are subsequently reissued for $14,000, Treasury Stock is reduced by  $10,000 and APIC of $4,000 is recorded.

Preferred stock is a class of stock that has certain features not possessed by the common stock-e.g., preference as to dividends and preference as to assets in the event of liquidation. Preferred stock may be callable or convertible into common stock. It is nonvoting stock. Preferred stock may be cumulative, which means that dividends not paid in one period must be made up before current dividends are paid and before common stockholders receive any dividends. Unpaid cumulative dividends are called dividends in arrears (not a liability on the balance sheet). Preferred stock may be participating, which means that preferred can get dividends beyond its stated rate.

A cash dividend is recorded by a reduction to retained earnings on the date of declaration along with a liability for the payment.

A stock dividend can be defined as a capitalization of retained earnings that results in a reduction of retained earnings and a corresponding increase in contributed capital accounts. For a small stock dividend (less than 25%), Retained Earnings is reduced by the fair market value of the stock to be distributed. Assume a company has 50,000 shares of $10  par value common stock outstanding and a 10% stock dividend is declared when the market price is $25 per share. Retained Earnings is reduced by 50,000 x .10 x $25 = $125,000. Common stock will be increased by 50,000 x .10 x $10 = $50,000 and APIC will be increased by $75,000. If the stock dividend is 25% or more, Retained Earnings is reduced by the par value of the stock rather than the market value.

A stock split results in an increase in the number of shares outstanding. The par value may or may not be split proportionately. A stock split is intended to improve the marketability of the stock by reducing its market price.

Stock warrants are certificates entitling the holder to acquire shares of stock at a certain price within a stated period. When detachable stock warrants are attached to debt, the proceeds from the sale should be allocated between the two securities (normally on the basis of their fair market values at the date of issuance), because the stock warrants can be traded separately from the debt. No allocation is required for nondetachable stock warrants, because both the debt and the warrants must be turned in to obtain the stock.

