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Section one:

Reading comprehension

Corporations
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The corporation is an artificial being created by law with an indefinite life. If is owned by stockholders
who hold shares in it. The advantages of incorporating are: (1) in the event the corporation fails,
stockholders are only accountable for the amount they have invested; (Y) ownership may easily be
transferred by selling the shares held;(Y) the corporation continues to exist even with the death of a
stockholder;(s) contracts can be entered into in the corporate name; and(o) significant funds can be
raised through the sale of stock to the public. The disadvantages of the corporate form are())high
taxes;(Y) annual fees paid to the state in which the company operates;(Y) double taxation in that the
source of dividends, corporate income, is subject to corporate income taxes and the dividends received
by stockholders are themselves subject to personal income taxes;(s) the cost of printing stock
certificates; (o) governmental regulation over corporate affairs; and() the filing of financial reports, as

required by the securities and exchange commission, that may disclose vital information to creditors.
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Terminology
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A stockholders is an owner of the company and as such is entitled to vote, share in earning through the
receipt of dividends, share in the disposition of assets after creditors if the company becomes
bankrupt, sell his or her ownership interest, and invest in additional shares on a proportionate basis if
the company increases the amount of shares outstanding (preemptive right). Stockholders elect a board

of directors who make corporate policy decisions and appoint corporate officers.
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Shares of stock are issued as evidence of ownership in the company. The stock certificate typically has
a par value printed on it . this represents an arbitrary amount assigned to it as per the corporation’s

charter. The market price of the stock is what the stock is currently selling for on the stock exchange.
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Authorized shares are the maximum amount that can be issued according to the articles of
incorporation. However , the company may apply at a latter date to the state for permission to increase
the number of authorized shares. Issued shares are the amount of authorized shares that have been
sold to the public. The difference between the authorized shares and the issued shares represents the

unissued shares.
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Treasury stock represents the issued shares that have been reacquired by the company. Outstanding

shares are those shares being held by stockholders . outstanding shares equal issued shares less
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treasury stock. Dividends are based at a specified price for which a down payment has been given.

The shares will not be issued until full payment is received from the subscriber.
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Types of stock

The two types of stock are common and preferred. If a company only has one class of stock , it is
known as common stock. An owner of common stock has voting rights. preferred stock does not have
voting rights but does have preference over common stock in the event of liquidation and in the
distribution of dividends. However, the amount of dividends paid to preferred stockholders is typically
limited to a given percentage of par value. Most preferred stock is cumulative, which means that if no

dividends are paid in a given year those dividends accumulate (dividends in arrears).
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The preferred stockholders must receive the dividends in arrears before common stockholders can
receive any dividends. Noncumulative preferred stock means that omitted dividends are lost. Preferred
stock is typically nonparticipating, which means it does not receive dividends in excess of the fixed
percentage rate. participating preferred stock , which is rarely issued, means that in addition to the

regular specified dividend it will participate with common stock in any additional dividends paid.
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stockholder's equity
the stockholder's equity section of the balance sheet consist of capital stock, paid-in capital, retained

earning, and total stockholder's equity.
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capital stock. this section shows the par value of the stock issued. preferred stock is listed before
common stock because of its preference in liquidation.

paid-in capital. this section shows the amount received over the par values of the stock issued.
retained earning. this represents the accumulated earning of the company since inception less the
dividends declared total.

stockholder’s equity. this is the sum of the above.
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issuance of stock
an entry is made when shares are issued by the company to stockholders. however, when one

stockholders sells his or her shares to another stockholder, no entry is made on the company's books
since the entity is not involved in the transaction. all that will happen as far as the company is concerned
is the mailing of the dividend check to the new shareholder. when stock is issued at par value, cash is

debited and the particular security (common stock or preferred stock) is credited.
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The market price of a company's stock will inevitably be different from its par value. possible reasons
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include inflation, financial strength of the entity business conditions, and the trend in dividends.
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when stock is sold at an issuance price that different than par value, cash is debited for the amount

received and the particular security(common stock or preferred stock) is credited at par value. the

difference will either represent a premium or a discount.
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when stock is sold above par value, excess is called a premium .the premium account is shown under the
paid-in capital section of stockholder's equity because it relates to the issuance of the company's stock. it
is not an income statement account since the company earns profits by selling goods and services to
outsiders, not by issuance shares of stock. in the case where the issuance price is less than par value, a
discount issuance of stock at a discount is very rare. in many states, it is prohibited.
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subscribed stock

stock may be acquired under an installment plan . the journal entry for the down payment is:
cash(down payment)
subscriptions receivable(balance due)
common stock subscribed(par value)
premium on common stock(subscription price over par value)
subscription receivable is a current asset. common stock subscribed is shown under capital stock in the
stockholder's equity section
the journal entry for each payment made by the subscriber is
cash
subscriptions receivable
when full payment has been received, the subscribed stock will be issued.
the journal entries are
cash
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subscriptions receivable

common stock subscribed
common stock
if a subscriber defaults on his or her subscription, the company must account for it in accordance with

the laws of the state of its incorporation.

some states require the subscriber to forfeit the amount he or she has paid .other states require that

shares be issued based upon a percentage of the amount paid by the subscriber.

Treasury stock

Treasury stock represents issued stock that has been reacquired by the company .the reasons for the
reacquisition include having shares available for a stock option plan or for the acquisition of another
company, and attempting to support the market price of stock . shares of stock held in the treasury are
not entitled to dividends or voting rights. Treasury stock is shown in the balance sheet as a returning

capital to stockholders.

The most common method of accounting for treasury stock is to record it at cost . the par value and

the market price at which the stock was originally sold is not considered. The journal entry is
Treasury stock XX X

Cash X X X
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