
Learning Objectives 
 
Identify characteristics of corporations and their 
organization 
 
Describe and contrast the specialized components of 
corporate financial statements 
 
Record the issuance of common and preferred shares 
and describe their presentation in shareholder’s 
equity on the balance sheet. 
 
Describe and accounts for cash dividends. 
 
Distribute dividends between common and preferred 
shares. 
 
Record closing entries for a corporation 
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Characteristics of corporations 
 
Separate legal entity 
 That conducts its affairs with the same rights , 
duties and responsibilities as a person. A corporation 
take actions through its agents, who are its officers 
and managers. 
 
Limited liability of shareholders 
 Because it is a separate legal entity, it is 
responsible for its own acts and its own debt. If the 
business fails, the amount contributed by 
shareholders is the maximum loss to the shareholders. 
Creditors have no claim on shareholders’ personal 
assets. 
 
Ownership rights are transferable 
 The transfer of shares from one shareholder to 
another usually has no effect on the corporation or its 
operations. (but a transfer of ownership can create 
significant effects if it brings about a change in who 
controls the company’s activities.) 
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Continuous life 
 A corporation’s life can continue indefinitely 
because it is not tied to the physical lives of its 
owners. 
 
Shareholders are not corporate agents 
 A corporation acts through its agents, who are 
the officers or managers. Shareholders who are not 
officers or managers of the corporation do not have 
the power to bind the corporation to contracts. (lack 
of mutual agency) 
 
Ease of capital accumulation 
 Buying shares in a corporation is attractive to 
investors and make it possible for some corporations 
to accumulate large amounts of capital. 
 
Governmental regulation 
 Any publicly traded company with gross 
revenues of $ 10 million or assets exceeding $ 5 
million must make public its financial statements, 
which have been prepared according to GAAP. 
 
Corporate taxation 
 Corporation are subject to property, payroll, and 
corporation taxes. In addition corporation are subject 



corporation 4

to an income tax expense. Corporate income tax is an 
expense that appears on the income statement. 
However, it is not an operating expense because 
income tax is determined by government rather than 
by how the business operates.  
 
Advantages disadvantages 
Limited liability of 
shareholders 

Government regulation 

Ownership rights are 
easily transferable 

Corporate taxation 

Continuous life Separation of 
management and 
ownership 

Lack of mutual agency  
Ease of capital 
accumulation 
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Organizing a corporation 
 
The costs of organizing a corporation are 
organization costs. They include legal fees, 
promoter’s fees, and amounts paid to obtain a charter. 
 
April 
15 
2002 

Organization costs 
          Cash 
To record payment of costs 
regarding the organization 
of the corporation 

15000 
15000 

 
Management of a corporation 
 Ultimate control of a corporation rests with its 
shareholders through election of the board of 
directors. Individual shareholders’ rights to affect 
management are limited to a vote in shareholders’ 
meetings, where each share holder has one vote for 
each common share owned. 
 
Shareholders have three rights: the right to vote, to 
receive dividends that have been declared, the right to 
receive property of the corporation after its closure.  
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Corporate financial statements 
 
Income statement 
 
Assume a 20% flat tax rate. The 20% tax rate is 
applied to income before tax(20% x $60 = $12) 
 
The resulting tax expense of $12 is subtracted from 
income before tax to arrive at net income. Therefore, 
the term net income for a corporation means income 
after tax. Not so with sole proprietorship and 
partnership forms of business. These are not taxed: 
the owners are taxed.  
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Statement of retained earnings 
 
A sole proprietorship prepares a Statement of 
owner’s equity to show how equity changed during 
the accounting period. The equity of the owners, 
regardless of the form of business organization, 
changes because of: 
 

• Net income or losses 

• Distributions of income 

• Owner investments. 
 
The equity of a corporation also changes because of 
net incomes or losses, distributions of income(called 
dividends), and owner investments. 
 
However, those changes are recorded in Retained 
earnings. 
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Balance sheet 
 
The balance sheets for both the corporation and the 
sole proprietorship are identical except for the equity 
section. The equity section is called Shareholders’ 
equity for a corporation. 
 

 
 
 
Issuing share capital 
 
A corporation must have a registrar who keeps 
shareholder records and prepares official lists of 
shareholders for shareholders’ meetings and dividend 
payments. 
 
The selling or issuing of shares by a corporation is 
referred to as equity financing because assets are 
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increased (financed) through shareholder (equity) 
investment.  
 

 
 
Selling shares 
 
Corporations can either sell shares directly of 
indirectly to shareholders at the market value per 
share.  
 
To sell shares directly, a corporation advertises its 
shares issuance directly to potential buyers. 
 
To sell shares indirectly, a corporation pays a 
brokerage house to underwrite the issuance. 
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Common shares 
 
Common shares represent residual equity, or what is 
leftover after creditors and other shareholders (if any) 
are paid when a corporation is liquidated.  
 
Shares are most commonly issued in exchange for 
cash.  
 
i.e. the entry to record Dillon Snowboards’ 
immediate issuance of 30,000 common shares for 
$300 000 on June 5, 2001 is: 
 
2001 
June 5 

Cash 
        Common shares 
Sold and issued common 
shares at $10 per share 

300 000 
300 000 
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Many important terms and phrases are used in the 
shareholders’ equity section of a balance sheet.  

 
 
Issuing common shares for noncash assets 
 
2001 
July 2 

Land 
        Common shares 
Exchanged 4 000 commons 
shares for land 

105 000 
105 000 
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The following shows shareholders’ equity of Dillon 
Snowboards at July 31 2001, assuming net income 
earned during July of $82 000. 
 

 
 
Preferred shares 
 
Preferred shares have special rights that give them 
priority over common shares in one or more areas. 
Special rights typically include a preference for 
receiving dividends and for the distribution of assets 
if the corporation is liquidated. Most preferred do not 
have the right to vote. 
 
2001 
Aug. 3 

Cash 
       Preferred shares 
Issued 5 000 preferred shares 
for total cash of $125 000 

125 000 
125 000 
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Rights of shareholders 
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Demonstration problem 
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answers 
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Dividends 
 
Dividends are a distribution of earnings. Dividends 
cause retained earnings to decrease. 
 
There are two basic types of dividends; cash dividend 
and share dividends (stock dividend). 
 
Cash dividends 
 
Generally a corporation is permitted to pay cash 
dividends if retained earnings and cash exist.  
 
Many corporation spay cash dividends to their 
shareholders in regular amounts at regular dates. 
 
Entries for cash dividends 
 
The payment of dividends involves three important 
dates: 
Declaration date 
Record date 
Payment date 
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Date of declaration is the date the directors vote to 
pay a dividend creating a legal liability of the 
corporation to its shareholders. 
 
Nov. 9 Retained earnings 

   Common dividends payable 
Declared a $1 per share cash 
dividend on common shares 

5 000 
5 000 

 
Date of record is the future date specified by the 
directors for identifying those shareholders listed in 
the corporation’s records to receive dividends. 
Persons who own shares on the date of record receive 
dividends. 
 
Date of payment is the date when shareholders 
receive payments. If a balance sheet is prepared 
between the date of declaration and date of payment, 
Common dividends payable is reported as a current 
liability. 
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Special features of preferred shares 
 
Dividend preference 
 
In exchange for voting rights, preferred shares 
usually carry a dividend preference, which means a 
dividend cannot be paid to common shareholders 
unless preferred shareholders are paid first. 
 

 
 
Cumulative of Noncumulative dividend 
 
Cumulative preferred shares have a right to be paid 
both current and all prior periods’ undeclared 
dividends before any dividend is paid to common 
shareholders. 
 
The unpaid dividend amount is called dividend in 
arrears. 
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Noncumularive preferred shares have no right to 
prior periods’ unpaid dividends if they were not 
declared. 
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Other features of preferred shares 
Participating or non participating dividends on 
preferred shares 
 
Nonparticipating preferred shares have dividends 
limited to a maximum amount each year. 
 
Participating preferred shares have a feature where 
preferred shareholders share with common 
shareholders in any dividends paid in excess of the 
dollar amount specified for the preferred shares.  
 
Convertible preferred shares 
 
Convertible preferred shares give holders the option 
of exchanging their preferred shares into common 
shares at a specified rate. 
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Motivation for preferred shares 
 
For corporation: 
 
to raise capital without sacrificing control of the 
corporation. 
 
To boost the return earned by common shareholders. 
To illustrate, let’s suppose a corporation’s organizers 
expect their new company to earn an annual net 
income of $24 000 on an investment of $200 000. If 
they sell and issue $200 000 worth of common 
shares, this income produces a 12% return on the 
$200 000 of common shareholders’ equity 
(24000/200000 = 12%). But if they issue 1 000 
shares of $8 preferred shares to outsiders for $100 
000 and $100 000 of common shares to themselves 
their own return increases to 16%.  
 
How? 
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Demonstration problem 
Barton Corporation was created on January 1, 2002. Barton is 
authorized by its articles of incorporation to issue 100 000 shares 
of $10 cumulative preferred shares and an unlimited number of 
common shares. The following transactions relating to 
shareholders’ equity occurred during the first two years of the 
company’s operation. 
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Solution 
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Problems 
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