144

             Chapter 11   Equity Financing




  Chapter 11  


Equity Financing


  Learning Objectives

1.
Identify the rights associated with ownership of common and preferred stock.

· Common stockholders vote in the election of board of directors members.

· Preferred stockholders usually cannot vote in director elections.

· Preferred stock dividends must be paid in full before any common stock dividends can be paid.

· Preferred stock can be cumulative, participating, convertible, callable, redeemable, or some combination of these.

· Par values of common stock are usually very low (less than $1); par values of preferred stocks often approximate the issuance price.


2.
Record the issuance of stock for cash, on a subscription basis, and in exchange for noncash assets or for services.

· When stock is sold for cash, the proceeds are usually divided between par, or stated, value and additional paid-in capital.

· When stock is sold on a subscription basis, any unpaid subscription amount is reported as a subtraction from stockholders’ equity.

· When stock is issued in exchange for noncash assets or for services, the transaction is recorded using the fair market value of the assets or services or the fair market value of the stock, whichever is more objectively determinable.


3.
Use both the cost and par value methods to account for stock repurchases.

· When capital stock is acquired and retired, the capital stock account is reduced, and retained earnings can be reduced for all or part of the excess over par value paid to reacquire the stock.

· Additional paid-in capital created at the issuance of the stock can also be reduced or eliminated when the stock is reacquired.

· Treasury stock is stock reacquired but not immediately retired.

· When the cost method is used, the treasury shares are accounted for in a manner similar to a stock retirement.

· When the cost method is used, the entire cost to reacquire the treasury shares is shown in a contra-equity account until the shares are reissued or retired.


4.
Account for the issuance of stock rights and stock warrants.

· Stock rights are issued to existing shareholders to allow them to purchase sufficient shares to maintain their proportionate interest when new shares are issued.

· Stock warrants are issued in conjunction with other securities to make those other securities more attractive to investors.


5.
Explain the difference between the intrinsic value and the fair value methods, and use both in accounting for a fixed stock option plan.

· With the intrinsic value method, total compensation expense for the option service period is equal to the number of options multiplied by the difference between the market price of the stock and the option exercise price as of the grant date.  (Usually this results in no compensation expense.)

· With the fair value method, total compensation expense is the number of options multiplied by the fair value of each option as of the grant date.  This expense is allocated over the service period.

· The FASB recommends the fair value method.  Those firms that choose to use the intrinsic method must disclose what net income would have been if they had used the fair value method.


6.
Distinguish between stock conversions that require a reduction in retained earnings and those that do not.

· When total paid-in capital (par value plus additional paid-in capital) associated with stock that is to be converted is less than the total par value of the post-conversion shares, retained earnings is debited for the difference.


7.
List the factors that impact the retained earnings balance.

· Retained earnings is reduced by some error corrections, some changes in accounting principle, net losses, cash dividends, stock dividends, and treasury stock transactions.

· Retained earnings is increased by some error corrections, some changes in accounting principle, net income, and quasi-reorganizations.

· The retained earnings balance is often a constraint on the amount of cash dividends a firm can pay because of state incorporation law restrictions.  In addition, a firm may voluntarily restrict the use of retained earnings.


8.
Properly record cash dividends, property dividends, small and large stock dividends, and stock splits.

· A dividend payable is recorded on the dividend declaration date and is removed from the books when the dividend is distributed.

· When a property dividend is paid, a gain or loss is recorded on the declaration date to recognize the difference between the book value and fair value of the asset to be distributed as the property dividend.

· A stock dividend is a distribution of additional shares to stockholders without receiving any cash in return.  In essence, a stock dividend results in company ownership being divided into more pieces, with each stockholder owning a proportionately increased number of shares.

· Stock dividends and stock splits are accounted for as follows:

· Small stock dividend (less than 25 percent); retained earnings is reduced by the market value of the new shares created.

· Large stock dividend (more than 25 percent); retained earnings and/or additional paid-in capital is reduced by the par value of the new shares created.

· Stock split; no journal entry is made.


9.
Explain the background of unrealized gains and losses recorded as direct equity adjustments, and list the major types of equity reserves found in foreign balance sheets.

· Unrealized gains and losses that bypass the income statement and are recognized as direct equity adjustments are:





Foreign currency translation adjustment.





Minimum pension liability adjustment.





Unrealized gains and losses on available-for-sale securities.

· Equity reserves are often included in equity sections of foreign balance sheets and are designed to carefully divide equity into the portion available for distribution to shareholders and that portion that is nondistributable.  Some of these reserves include the capital redemption reserve, the asset revaluation reserve, and general and special reserves.


10.
Prepare a statement of changes in stockholders’ equity.

· This statement outlines the changes during a given period in the different equity categories.

  Chapter Review Outline
I.
Nature and Classifications of Paid-in Capital (p. 603).

A.
A Corporation—a legal, artificial entity that has an existence separate from its owners and may engage in business within prescribed limits just as if it were a real person.

1.
Large amounts of resources are assembled under one management.

2.
These resources are transferred to the corporation by individual owners.

3.
In exchange for these resources, the corporation issues stock certificates showing ownership.

4.
Stockholders elect a board of directors whose members oversee strategic and long-run planning.

5.
The directors select managers who oversee the day-to-day operations.

6.
Incorporated under a state’s laws.  The fifty states’ incorporation laws vary; some are more corporation friendly than others. 

B.
Common stock.

1.
The owners of common stock are the true owners of the corporation.

2.
They bear the greatest risk, but also stand to receive the highest return on their investment.

3.
Certain rights are common among these stockholders:

a.
To vote in the election of directors and in the determination of corporate policy such as the management compensation plan or major corporation acquisitions.

b.
The preemptive right: to maintain one’s proportional interest through purchase of additional common stock if and when it is issued.  This ensures that one’s interest cannot be diluted against that shareholder’s will.

C.
Par or stated value of stock.

1.
Historically, par value was equal to the market value of the shares at issuance.

a.
It has also been viewed by the courts as the minimum contribution by investors.

b.
Lower par values allowed corporations more flexibility in their cash dividend policy.

2.
Today, most stocks have either a nominal par value or no par value.  No-par stock sometimes has a stated value that functions exactly like a par value.

D.
Preferred stock.

1.
Preferred stock is different; preferred stockholders give up many of the rights of ownership in exchange for some of the protection enjoyed by creditors.  These rights given up are:

a.
Voting.  Some voting rights can exist under circumstances specific to each preferred stock issue.

b.
Sharing in success.

(1)
Cash dividends are usually fixed in amount; therefore, these stockholders do not fare better if the company does.

(2)
The market value of preferred stock varies with changes in interest rates.

2.
The protections enjoyed by preferred stockholders, relative to common stockholders, are:

a.
Cash dividend preference.  They receive their dividends before common stockholders.

b.
Liquidation preference.  If the corporation goes bankrupt, these stockholders receive their investment in full before common stockholders receive anything.

3.
Preferred stock is usually issued with a par value; the dividend is stated in terms of a percentage.

4.
When it is no-par, the dividend is stated in terms of dollars and cents.

5.
A corporation may have more than one kind of preferred stock.

6.
Cumulative and noncumulative preferred stock.

a.
When a corporation fails to declare dividends on cumulative preferred stock, such dividends accumulate and require payment before any dividends may be paid to common stockholders.

b.
Dividends on cumulative preferred stock that are passed are referred to as dividends in arrears.

c.
With noncumulative preferred stock, it is not necessary to provide for passed dividends; a dividend omission on preferred stock in any one year means it is irretrievably lost.

7.
Participating preferred stock.

a.
Provide for additional dividends to be paid to preferred stockholders after dividends of a specified amount are paid to the common stockholders.

b.
A participative provision makes preferred stock more like common stock; these are now relatively rare.

8.
Convertible preferred stock.

a.
Preferred stock is convertible when it can be exchanged by its owner for some other security of the issuing corporation.

b.
Conversion rights generally provide for the exchange of preferred stock into common stock.

9.
Callable preferred stock.

a.
These may be called and canceled at the option of the corporation.

b.
The call price is usually specified in the original agreement and provides for payment of dividends in arrears as part of the repurchase price.

10.
Redeemable preferred stock.

a.
Preferred stock that is redeemable at the option of the stockholder, or upon other conditions not within the control of the issuer.

b.
FASB currently requires disclosure of the extent of redemption requirements for all issues of preferred stock that are redeemable at fixed or determinable prices on fixed or determinable dates.

II.
Issuance of Capital Stock (p. 609).

A.
Capital stock issued for cash.

1.
When the amount of cash received from the sale of stock is greater than the par or stated value, the excess is recorded separately as a credit to an additional paid-in capital account.

2.
This account is carried as long as the stock is outstanding; when the stock is retired, the capital stock balance as well as any related paid-in-capital balance is canceled.

B.
Capital stock sold on subscription.

1.
A legally binding contract between the subscriber and the corporation.

2.
The contract states the number of shares subscribed, the subscription price, the terms of the payment, and other conditions of the transaction.

3.
Capital Stock Subscriptions Receivable should normally not be shown as an asset but rather as an offset to equity.

4.
Subscription defaults.

a.
If a subscriber fails to make a payment, a corporation may:

(1)
Return to the subscriber the amount paid,

(2)
Return to the subscriber the amount paid less any reduction in price or expense incurred on the resale of the stock, 

(3)
Declare the amount paid by the subscriber as forfeited, or

(4)
Issue to the subscriber shares equal to the number paid for in full.

b.
The practice followed will depend on the policy adopted by the corporation with its state’s legal limitations.

C.
Capital stock issued for consideration other than cash.

1.
The fair market value of the stock or property or services, whichever is more objectively determinable, is used to record the transaction.

2.
If not readily available for either the stock or the property or services received, the property and services should be independently appraised.

D.
Issuance of capital stock in a business combination.

1.
The union of two corporations by a buy-out or an exchange of stock, whereby all shareholders become joint shareholders of the new combined company.

2.
Two ways to account for a business combination.

a.
Purchase method—assumes that one is dominant and is acquiring the other.  Assets are revalued to their current market value.

b.
Pooling-of-interests method—assumes a merger of equals.  Assets are pooled and remain recorded at their historical costs; no goodwill is recorded.  The FASB has proposed eliminating the pooling method.

III.
Stock Repurchases (p. 613).

A.
A company’s stock may be reacquired by exercise of call provisions or by repurchase on open market.

1.
Companies acquire their own stock to:

a.
Provide shares for incentive compensation and employee savings plans.

b.
Obtain shares needed to satisfy requests by holders of convertible securities.

c.
Reduce the amount of equity relative to the amount of debt.

d.
Invest excess cash temporarily.

e.
Remove some shares from the open market to protect against a hostile takeover.

f.
Improve per-share earnings by reducing the shares outstanding and returning inefficiently used assets to shareholders.

g.
Display confidence that the stock is currently undervalued.

2.
A company’s stock may be reacquired for immediate disposition or held as treasury stock for subsequent disposition.

3.
Stock reacquired for immediate retirement.

a.
If stock are reacquired at par or stated value and then retired, the capital stock account is debited and Cash is credited.

b.
If the price exceeds the par or stated value, the excess may be:

(1)
Charged to any paid-in capital balances applicable to that stock;

(2)
Allocated between paid-in capital and retained earnings; or

(3)
charged entirely to retained earnings.

B.
Treasury stock.

1.
Stock that is reacquired and held in the name of the company rather than formally retired.

2.
They may be reissued or formally retired.

3.
Treasury stock should not be viewed as an asset; it should be reported as a reduction in total owners’ equity.

4.
There is no income or loss on the reacquisition, reissuance, or retirement of treasury stock.

5.
Retained earnings can be decreased by treasury stock transactions but is never increased by such transactions.

6.
Two methods are generally accepted for recording transactions:

a.
the cost method, where the treasury stock is recorded in a special equity account until the shares are reissued or retired, and

b.
the par (or stated) value method, where the purchase of treasury stock is accounted for as if the shares were being retired.

7.
Cost method of accounting for treasury stock.

a.
Recorded by debiting a treasury stock account for the total amount paid to repurchase the shares.

b.
The treasury stock account is reported as a deduction from total stockholders’ equity on the balance sheet.

c.
If treasury stock is reissued at a higher price, Paid-In Capital from Treasury Stock is credited for the excess.

d.
If treasury stock is reissued at a lower price, Paid-In Capital from Treasury Stock or Retained Earnings is debited for the difference.

8.
Par (or stated) value method of accounting for treasury stock.

a.
If the par value is used, the purchase of treasury stock is regarded as a withdrawal of a group of stockholders.

b.
The sale or reissuance of treasury stock is viewed as the admission of a new group of stockholders, requiring entries giving effect to the investment by this group.

c.
Thus, the purchase and sale are viewed as two separate and unrelated transactions.

d.
If the purchase price exceeds the par value, the excess is:

(1)
Charged to Paid-In Capital for that class of stock,

(2)
Allocated between Paid-In Capital and Retained Earnings, or

(2)
Charged entirely to Retained Earnings.

9.
Evaluating the cost and par value methods.

a.
There may be differences in the relative amounts of contributed capital and retained earnings reported.

b.
Retained earnings may be decreased by treasury stock transactions but can never be increased by buying or selling treasury stock.

IV.
Stock Rights, Warrants, and Options (p. 617).

A.
These permit the purchase of a company’s stock for a specified period at a certain price.

1.
Stock rights—issued to existing shareholders to permit them to maintain their proportionate ownership when new shares are to be issued.

2.
Stock warrants—sold for cash, generally in conjunction with the issuance of another security.

3.
Stock options—granted to officers or employees, usually as part of a compensation plan.

B.
Stock rights.

1.
Between the announcement date and the issue date, the stock is said to sell rights-on.

2.
After the rights are issued, the stock sells ex-rights, and the rights may be sold separately by those receiving them from the corporation.

3.
An expiration date is designated and rights not exercised by this date are worthless.

4.
When rights are issued to stockholders, a memorandum entry is made on the issuing company’s books stating the number of shares that may be claimed under the outstanding rights.

5.
When the stock is issued, a memorandum entry is made to record the decrease in the number of rights outstanding and another one is made to record the stock sale.

C.
Stock warrants.

1. A warrant has value when the exercise price is less than the market value, either present or potential, of the security that can be purchased with the warrants.

2.
Warrants issued with other securities may be detachable or nondetachable.

a.
Detachable

(1)
Similar to stock rights because they can be traded separately from the security with which they were originally issued.

(2)
Recorded at fair value.

b.
Nondetachable

(1)
Cannot be separated from the security.

(2)
No allocation is made to recognize value of warrants.

c.
IAS 32 requires all compound financial instruments to be recorded as separate debt and equity components.

D.
Accounting for stock-based compensation.

1.
Companies are allowed to continue to use the intrinsic value method in APB Opinion No. 25; for most this means that no expense is recognized.

2.
Companies are encouraged to adopt the fair value method for employee stock options.  This results in compensation expense being recognized for almost all stock option plans.

3.
All companies must disclose details of options outstanding, such as exercise price, length of contract period, fair value of options, etc.

4.
Companies using the intrinsic value method must disclose what their net income would have been if they had used the fair value method.

5.
Because FASB believes the fair value method is more appropriate for recognizing employee stock options, additional disclosures are required of those companies using the intrinsic value method.

V.
Stock Conversions (p. 622).

A.
Stockholders may exchange their holdings for stock of other classes.

1.
No gain or loss is recognized by the issuer because it is an exchange of one form of equity for another.

2.
The exchanges may affect only corporate contributed capital accounts; in other instances, the exchanges may affect both capital and retained earnings accounts.

B.
Case 1: One Preferred Share for Four Common Shares ($1 par).

1.
Illustrates the usual case because par values for preferred stock are typically high relative to par values of common stocks.

2.
Preferred stock par values are approximately equal to the market value of the preferred stock at the issue date, whereas the par value of common stock is usually set at some very low value.

C.
Case 2: One Preferred Share for Four Common Shares ($20 par).

1.
For an investor, conversion of preferred stock for common stock often requires only a retitling of the investment account because both types of investment are carried at fair market value in the investor’s books.

2.
A special journal entry may be required if the conversion is also associated with a change in the investor’s classification of the investment.

VI.
Factors Affecting Retained Earnings (p. 624).

A.
Retained earnings are increased by income and decreased by losses and dividends.

1.
Decreases—error corrections, some changes in accounting principle, net loss, cash dividends, stock dividends, treasury stock transactions, and stock conversion.

2.
Increases—error corrections, some changes in accounting principle, net income, and quasi-reorganizations.

B.
Net income and dividends.

1.
When operating losses or other debits to Retained Earnings produce a debit balance in this account, the debit balance is referred to as a deficit.

2.
Dividends are distributions to stockholders in proportion to the number of shares held by owners.

3.
Distributions may be in cash, other assets, notes, and stock dividends.

4.
Most dividends involve reductions in retained earnings.  Exceptions— some large stock dividends, which involve a reduction to additional paid-in capital, and liquidating dividends, which represent a return of invested capital to stockholders and call for reductions in contributed capital.

5. Distributions from a capital source other than retained earnings should carry a description of their special origin.

C.
Prior-period adjustments.

1.
Errors made in past years that are corrected in the current year by an adjustment to the retained earnings account.

2.
When errors of past periods are not counterbalancing, retained earnings will be misstated until a correction is made.

3.
If income is understated, retained earnings are increased; conversely, if income is overstated, retained earnings are decreased.

D.
Other changes in retained earnings.

1.
Most common changes result from earnings or losses and dividends.

2.
Other result from treasury stock transactions or from a quasi-reorganization.

E.
Retained earnings restrictions

1.
The retained earnings balance has historically served as a constraint on the payment of cash dividends and on the repurchase of treasury shares.

2.
Banks and other lenders often place retained earnings restrictions in their loan contracts.

3.
Retained earnings may also be restricted by the board of directors.

4.
If material, these restrictions are disclosed as a note to the statements.

a.
The restricted portion may be designated as appropriated retained earnings and the unrestricted as unappropriated or free.

b.
The restrictions are noted so stockholders are aware that some assets are retained within the business for specific purposes.

VII.
Accounting for Dividends (p. 626).

A.
The board of directors controls the dividend policy.

1.
Old, stable companies pay out a large portion of their income as cash dividends.

2.
Young, growing companies pay out a small portion of their income as cash dividends.  They keep the funds for expansion.

3.
Once a level of cash dividends is established, any subsequent reduction is seen as bad news by investors.  Companies are cautious when raising dividends until they are sure they can maintain the increased level permanently.

4.
Once declared, the dividend must be paid.  The amount is thereafter reported as a dividends payable liability until it is paid to shareholders.

B.
Recognition and payment of dividends.

1.
Three dates are essential in the recognition and payment of dividends:

a.
Date of declaration.

b.
Date of record.

c.
Date of payment.

2.
Dividends are payable to stockholders of record as of a date following the date of declaration and preceding the date of payment.

C.
Cash dividends.

1.
These involve a reduction in retained earnings and in cash.

2.
For the investor, these generate cash and are recognized as dividend revenue.

D.
Property dividends.

1.
The assets distributed are frequently securities of other companies owned by the corporation.

2.
Sometimes referred to as a nonreciprocal transfer to owners.

E.
Stock dividends.

1.
From the shareholders’ viewpoint, this is an economic nonevent.

2.
Results in the same pie (the company) being cut up into more pieces with the shareholder holding the same proportion as before.

3.
Small versus large stock dividends.

a.
Small stock dividend.

(1)
A stock dividend of less than 20-25% of the number of shares previously outstanding.

(2)
Companies must transfer from Retained Earnings to Capital Stock and Additional Paid-In Capital an amount equal to the fair market value of the additional shares issued.

b.
Large stock dividend.

(1)
Involves the issuance of more than 20-25%.

(2)
Results in the par or stated value of the newly issued shares being transferred to the capital stock account from either retained earnings or paid-in capital in excess of par.

4.
Fractional share warrants.

a.
Share warrants issued in conjunction with a stock dividend to shareholders who hold an irregular number of shares not entitling them to an exact number of stock dividend shares.

b.
The corporation may arrange for the payment of cash in lieu of fractional warrants or issue a full share in exchange for warrants accompanied by cash for the fractional share deficiency.

5.
Stock dividends versus stock splits.

a.
A reduction in the par or stated value of stock accompanied by a proportionate increase in the number of shares outstanding.

b.
An economic nonevent for investor.

c.
For the company, the dividend results in an increase in the number of shares outstanding, and, because the par or stated value of each share is unchanged, the capital stock balance also increases.

d.
The stock split merely divides the existing capital stock balance into more parts, with a reduction in the par or stated value of each share.

6.
Liquidating dividends.

a.
A distribution to stockholders representing a return of a portion of their contributed capital.

b.
Accounted for by reducing Paid-In Capital.

VIII.
Other Equity Items (p. 633).

A.
Equity items that bypass the income statement.

1.
Foreign currency translation adjustment.

a.
Arises from the change in the equity of foreign subsidiaries that occurs as a result of changes in foreign currency exchange rates.

b.
Since the FASB’s ruling in 1997, these changes are reported as an item of comprehensive income, insulating the income statement from the volatility of foreign currency fluctuations.  The cumulative balance appears as part of Accumulated Other Comprehensive Income in the stockholders’ equity section of the balance sheet.

2.
Minimum pension liability adjustment.

a.
After all the pension calculations are completed, if the reported pension liability is not above a certain minimum amount, then an additional liability amount must be recognized.

b.
This adjustment represents unrecognized pension expense, yet is shown as a direct reduction of equity.

3.
Unrealized gains and losses on available-for-sale securities.

a.
The unrealized gains and losses from market value fluctuations in available-for-sale securities are not shown on the income statement.

b.
Rather, they are a direct adjustment to equity.

B.
International accounting: equity reserves.

1.
Restriction of the distribution of equity ensures that a cushion exists for the absorption of operating losses so creditors can be repaid in full.

2.
Laws in foreign countries are often more explicit than U.S. state incorporation laws in linking the payment of dividends to the amount of distributable equity.

3.
Equity is divided among various equity reserve accounts with legal restrictions dictating whether it can be distributed to shareholders.

4.
Par value and share premium.

a.
The share premium account used in U.K. accounting is the same as paid-in capital in excess of par.

b.
Country laws usually restrict the firm’s ability to refund any of this paid-in capital, so these two accounts are part of nondistributable equity.

5.
Capital redemption reserve.

a.
Total equity is reduced when shares are reacquired; so reductions are usually considered to be reductions in distributable equity.

b.
So, an amount equal to the par value of the shares reacquired is transferred from Retained Earnings to Capital Redemption Reserve.

6.
Asset revaluation reserve.

a.
Many countries allow property, plant, and equipment to be written up to current market value.  This unrealized gain increases equity and cannot be used to support additional cash dividend payments.

b.
A revaluation reserve is established as part of nondistributable equity, and unrealized gains from increases in fixed asset market values are credited to the revaluation reserve.

7.
General and special reserves.

a.
Restrictions placed on retained earnings for payment of cash dividends can be rescinded.

(1)
In the United States, these are disclosed in a financial statement note.

(2)
In many foreign countries, they are acknowledged by transferring part of retained earnings to a general or special reserve account.

b.
These reserves are still part of distributable equity.

IX.
Disclosures Related to the Equity Section (p. 636).

A.
In accounting for capital stock, stock may be:

1.
Authorized but unissued.

2.
Subscribed for and held for issuance pending receipt of cash for the full amount.

3.
Outstanding in the hands of stockholders.

4.
Reacquired and held by the corporation for subsequent reissuance.

5.
Canceled by appropriate corporation action.

B.
Contributed capital and its components should be disclosed separately from retained earnings on the balance sheet.

1.
The major classes of stock are identified as well as separate accounts for all sources of additional paid-in capital.

2.
A description should be given for each class of stock as well as its major features.

3.
Explanations are given for changes in equity balances during the period.

4.
When stockholders’ equity is composed of so many different accounts, a statement of changes in stockholders’ equity is usually presented.
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