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CH/.fTER I 

THE PROBLEM, DEFDlITIONS, AND 

PREVII... OF THE THESIS 

THE pmi^H 

Since the start of the tvtrentieth century, the organization of 

many businesses have grown from small partnerships or proprietorships 

to very large corporations. The corporation was fonoed to organize 

and control large amounts of capital investments in order to fulfill 

the industrial needs. Another fuzustion of the corporation was to 

distribute to its investors a certain amount of its profits as the 

return on investments by the investors. In many cases an investor 

will invest In a corporation for the sole purpose of receiving a larger 

return on his investment than he can receive from other typea of business 

organiisations and securities. 

Since this is the case, the corporate directors and officials 

should take utmost care to see that the investors receive a fair retuni 

on their investments and to safeguard the investments. The presort study 

was undertaken to present a rather complete analysis of the problems con

nected with the distribution of profits to the corporate investors. The 

investigation will deal, primarily, with acooxmting for the dividends of 

the industrial corporations rather than with dividends as a whole since 

different types of corporations siieh as financial corporations, public 

ixtillty eoxpo rat ions, railroads, and others require different procedures 

and accounting entries for their dividends. 

Although most authors of books and articles pertaining to accounting 



for dividends are rather thorou^ in describing the accounting aspects 

ooneemed, a broader study of dividends itrould be helpful to the ac

countants and directors of the industrial corporations • This study will 

pros«it the necessazy planning and coordination between corporate officials 

in order that adequate dividends are declared and proper accounting 

procedures are followed. 

DEFINITIQNS 

In order that the text of this thesis be better understood, a 

number of terms used throughout the thesis will be defined^ These texms 

are quite ooranon in the aecotmting and finance world, but many people 

have sli^tly different definitions for the terms. The definitions are 

presented here to provide aJll readers with a common conception of each 

term. 

Dividendg» "A dividend is an appropriation of current or accumu

lated earnings with the intent to distribute an equivalent amount of 

enterprise assets among the stockholders of a particular class on a pro

rata basis." 

Preferred Stock. Preferred stock of a corporation is the class 

of stock which may be preferred to dividends or to assets in the event 

of liquidation. 

^ V,. A. Paton, ed.. Accountant's Handbook. (3Pd ed.; New York, 
1949)» P« 1039. Hereafter cited as Paton, Accountant's Handbook. 

2 H. A. Finnigr and Herbert L. Miller, Principles of Accountin£. 
tntenaediate. (4th ed.| New York, 1951)» P. 235. Hereafter cited as 
Finney andMiller, Principles of Accounting. Interaediate. 



'?iTT"'̂Tfl -̂Vit̂lfi' Cofliaon atock is the class of stock of a corpo

ration nMoh has no preference rights. The comoion atock capital usually 

makes up the largest portion of the corporation capital. The concjion 

stockholders may be the controlling class of stockholders with voting 

rights. 

Arrears. Arrears are the contingent liabilities of a corpo

ration which arise when dividend payn«nt8 to shareholders are missed if 

the stock is px^f erred as to dividends ar̂ d is cunoilative. The azrears 

are computed by using the dividend rate as set forth in the preferred 

stock contract. 

Fair Market Value. The fair market value of any item of a 

corporation is the amount vdiich mi^t be received in texms of dollars 

for the item if it were sold on the open market under circumstances 

other than a forced sale. 

Appreciation. **Appreeiation la generally defined a^ the amount 

by which the effective market value of an asset—goods, land securities, 

or other property—eocoeeds the actual cost (or the book value idiioh 

purports to be cost)."^ 

Paid-in Surplus. Paid-in surplus is the **portion of the pro

prietorship equity arising from donations by stockholders or outsiders, 

or from transactions in the company* s own stock which are not reflected 

i. 
in the stock accounts."^ 

Retained Ti^^^^f^^ Retained earnings of a corporation is that 

^ Paton, Accountant's Handbook. (3rd ed.), p. 157. 

^ Finney and Miller, Principles of Accounting. Intermediate. 
(4th ed»), p. 237. 



portion of the net worth section nAiich shows the profits of current and 

past accounting periods which are still maintained In the corporation. 

PREVIE^K OF THE THESIS 

The following study of dividends is presented in this thesis 

with the intent of providing a better understanding of all aspects of 

dividends. In Chapter II the numerous types of dividends will be classi

fied and diacuased. Chapter III presents the considerations Mhich must 

be studied in order to arrive at a good dividend policy. Chapter IV 

eoBpzdses a study of some of the laws and regulations which affect the 

distribution of profits as dividends. Chapter V shows the procedures 

used in the issuances of dividends in a small corporation, in a large 

corporation making its own distribution, and in a large corporation 

using an outside agency to make the distribution, as well as some of the 

problems and solutions connected with stock dividends. Chapter VI 

reveala the accounting procedurea neceasazy when a dividend payment is 

wicountered. Chapter VII contains a avmaary of the study plus a few 

recommendations with regard to a dividend payment. 

During the past few years, accoimting and financial Journals 

have published articles concerning dividends i^ioh are of importance 

to the proper declaration and recording of dividends. This thesis will 

incorporate material from these recent publications as well as an outline 

of most of the established rules govexviing dividends.. 



CHAPTER II 

TYPES AND CLASSIFIC/TIONS OF DiyiD^iDS 

Befox*e the accounting procedures for dividends can be fuHy 

understood, a basic knowledge of the types of dividends must be ac

quired. This knowledge of the different types of dividends is neces

sary inasmuch as the accounting entries for each type of dividend will 

affect different accounts and, in max^ instances, require different 

procedures. 

In the study of corporate dividends, it is often helpful to 

classify dividends in a number of different ways. The more consnon 

ways of classifying dividends are (1) by the type of stock, (2) by the 

medium of payment, (3) by the tim.e of payment and (4) by the source of 

First, a convenient way of classifying dividends is by the type 

of stock on which the dividend is to be paid. Dividends are paid on 

preferred stock and on common stock. These two types of dividends may 

also be further classified according to the specific characteristics 

of the stock. 

The second way of classifying dividends la by the manner or 

medium of payment. Included under this method are the cash dividend, 

property dividend, bond and scrip dividend, stock dividend and the 

dividends paid in the form of excessive salaries to corporation officers 

The third method of classifying dividends is by the time of 

^ Floyd F* Burtchett and Clifford M. Hieka, Corporate Finance. 
(New York, 1948), p. 530. 



pftywint. A dividend paid axmnally is thex^ore known as an annnal 

dividend. SloiXarly, a dividend may be paid semi-axmually, quarterly, 

or at an interim period. Other classifications may be made ixnder this 

method. 

The fourth method of classifying dividends is by the source of 

payment. The source may be fzx»i current earnings, accumulated earnings 

or from a capital account. 

Type of stock 

The two most common classes of dividends under this method of 

classification are those jpaid on preferred stock and those paid on 

cooBoon stock. The nBiin differences in these two types of dividends 

do not relate to the manner of payment, procedure of payment or, even 

the aecounting entries necessary. T h ^ lie in the legal aspects as to 

how aach and whoii a dividend should be paid to each class of stock. 

The dividend paid on preferred stock is usually paid in cash} 

a stock dividend to preferred shareholders is, however, quite common. 

In the consideration of dividends on the preferred stock, the medium of 

pcyment is not the primary means of classifyixig as it is in the case of 

a dividend paid on comsson stock since cash or stock is ttsually distri

buted. In dividends to preferred shareholders, the important consider

ation st«ns from the chief characteristica of the stock Itaelf^ These 

characteristics are the euaulative and the participating provisions set 

Ibrth in the preferred stock contract. 

An accttoulated dividend paid on preferred atock Is a dividend 



paid to preferred shareholders which has accumulated over a period of 

one or more year. Dividends to the preferred shareholders take pre

cedence over dividends to common shareholders if the pref ex*red dividends 

are in arrears • An accumulated dividend to the shareholders is almost 

always paid in the form of cash.^ 

The participating clause in the preferred stock contract refers 

to the fact that the preferred shareholder may share with the common 

shax^holders in any dividend declared as specified in the contract. 

Some participating preferred stock contracts state that the preferred 

shareholders will receive a pro rata amount with the common shareholders 

of any additional earnings which the directors may declax*e as dividends 

while other pax^icipating clauses put a limit on the pai^icipation.-^ 

The common shareholders will, in the case of sufficient earnings, receive 

dividends at the same rate or above that of the preferred shareholders. 

However, if eamixigs are not sufficient, the conaon shareholders will 

xiot x*eceive as much as the prefexred ^areholders. 

If the preferred stock contract does not provide for either of 

the above characteristics, the general rule is that the preferred stock 

4 

is cumulative and non-participating. In many cases, however, the con

tract will specify that the preferred stock is or is not cumulative or 

participating. 

^ Roy Kester, Advanced Aeaounting. (iith ed.j New York, 1946), 
p. 419. Hereafter cited as Kester, Advanced Accounting. 

3 
Howard S. Noble, 'filbert E. Karrehbrock and Harry Simons, 

Advanced A,ftQQuntî pr. (Cincinnati, 1941)» P« 245* Hereafter cited as 
Noble, Karrenbrock, and Simons, Advanced Accounting. 

'^ Kester, Advanced Acoountinc. (4th ed.) p. 442. 
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Since the discussion of the different types of dividends paid 

on common stock also apply to some px*eferred stock, the remainder of 

the chapter will be devoted to dividends paid to common shareholders. 

The other methods of classifying dividends usually apply to conmion stock, 

but most preferred dividends may be classed by the other methods. 

The aocotmting for preferred and comnion dividends will be dis

cussed in a later chapter in which it will be seen that the most inpor-

tant diffex^nce in them is not in the type of dividend, but rather in 

the manner in iriiich the dividend rate and preferences in payment are 

determined for each class of stock. 

Med̂ la ol Pmm% 

In the detenoination of the manner or medium of payment of a 

dividttnd, the actual items to be distributed to the shareholders will 

deteraine the type of dividend under this method. The media of payments 

are usually classed as (1) cash, (2) property, (3) scrip or bonds, (4) 

stock and (5) excessive salaries to corporate officers.'^ 

Cash Dividenda 

The most common of these types of dividenda is the cash dividend 

which is also the lODst ooitvenient to be prorated to the shareholders by 

a •orporation. >vhen cash is the medium of payment, the shareholders 

wiJLl have no trouble in realizing the income. Any dividend made in the 

Roy B. Kester, Advanced A9<;*r0̂ ŷ ;\jM;r (3rd ed.j New York, 1939), 
pp. 60>-606. 

W. A. Paton, Advanced Accounting. (New York, 1947)» p. 565. 



foxm of cash is considered taxable income to the recipient whether an 

individttal or a corporation.' 

Property Dividends. 

The second type of dividend under the media method of classifi

cation is the property dividend. The proi>erty dividend is a distribu

tion of assets of the coxporation other than cash.^ 

The property dividend is not a very common type of dividend since 

a i^i^blea \uraally arises in the pro rata distribution of the assets or 

property, some of the properties of the corporation which may be dis

tributed as a dividend are (1) marketable securities such as stock or 

boxids of another corporation held as an investment, (2) inventories 

and (3) iteos of the fixed asset accounts cf the corporation. Care 

should be exercised in a property dividend to see that each shareholder 

receives his proportion of the assets being distributed. In many cases 

the pro ratixig of the property is so difficult that the corporation will 

sell the property on the open market and make a cash distribution of the 

proceeds. The results of such a transaction vrould be to pay a cash 

dividend with the proceeds acting as the detexmixdng factor as to how 

large the dividend will be. 

Vihen a property dividend is being considered by the directors, 

the tax status of the property should also be considered. Any property 

'̂  Prentice-Hall, Inc., F^eral Tax Handbook. 1954. (Mew York, 
1953), p . 127. 

e 
^ Noble, Karrenbrock, axKl Simons, Ajdvanced Accounting, p . 271. 

file:///uraally
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dividend received by a shareholder is taxable to the extent of the fair 
9 

market value. If the property dividend is very large, thus increasing 

the tax on the shareholder, the shareholder may be unable to pay the 

ixicreased tax. This situation may force him to sell the property at a 

loss. 

Scrip and Bond Dividends 

Notes or bonds distributed as dividends, commonly known as scrip 

dividends, are the pro rata distribution of the corporation's own notes 

or bonds to the shareholders. The reason for such a dividend may be 

10 
that the cash account is not adequate to declare a cash dividend. In 

this case the actual payment of cash will be deferred until a later 

date, depextding upon the terms of the notes or bonds. If the cash 

disbursement is being deferred for a short period of time, usually 

within one year, notes or scrips are distributed; but if a longer 

period of time is desired, bonds would probably be issued. 

The use of scrip may be declared to defer the cash disbiursement 

for a short period of time, and the scrip may have a niimber of different 

characteristics. The scrip may be (1) interest bearing (2) negotiable 

to a limited extent, (3) absolute or contingent as to date of payment, 

(4) convertible to stocks or bonds and (5) if unredeemed, dividend 

bearing. It may or may not have one or all of these characteristics. 

^ Prentice-HaU, Inc., Federal Tax Handbook. 1954. (New York, 1953), 
?• 139# 

^^ Kester, Advanced Accounting. (4th ed.), p. 524. 

^ ^ i d , p. 524. 
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The most usual of the characteristics found on the scrip i s the interest 

bearing feature. 

A bond dividend or dividend in scrip i s usually taxable to t he 

recipient to the extent of the fair market value of the securities at 

the time of receipt by the shareholder.^^ 

Stock Dividenda 

Another type of dividend which i s becoming of major importance 

in the financial world today i s the stock dividend. The term "atock 

dividend*' has been defined as follows} 

An Issuance by a corporation of i t s o/ni consnon shares to i t s 
common ahar^olders without consideration and uxKier condi
t ions indicating th&t such action i s prompted maixily by a 
desire to give the recipient shar^olders some ostensibly 
separate evidence of a part of their respective interests 
in accumulated corporate earnings without distribution of 

cash or other property ^4itch the board of directors deems 
necessary or desirable to retain in the bus iness .^ 

This definition i s necessary to distinguish a stock dividend from a 

stock sp l i t -«p . Fux*ther distinction and the definition of a stock 

spl it-up wi l l be given in a later chapter. 

From a study published in 1941, covering the years 1922 through 

-̂ ^ Keater, Advanced Accounting. (4th e d . ) , p. 524. 

^^ Prentice-Hall, Inc . , Fy^^r^ T M ^itfl#90^t ^954, (^e^ Tork, 
1953), p . 138. 

^ Ccsnittee on Accounting Procedure, American Institute of 
Accountants, Restatement and Revision of Accounting Research Bulletina. 
A.floouptixig Research Bulletiti Number 43. (New York. 1953). P. 49. 
Hereafter cited aa Accountimt Resear^^ P'|̂ ;\,]ff»-̂  No. 43 . 
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1936, the uae of stock dividends was widespread, especially during 

the years preceding the stock market crash of 1929.^^ During the 

period following the stock market crash, the use of the stock dividend 

dlmixiished from 49.9^' of the total dividend payments in 1929 to 2.0j6 

in 1931 and 4*5;̂  in 1936. 

Owing to the current tax savings that can be obtained by the use 

of stock dividends, many corporations are again employixig the use of 

stock dividends to supplement cash dividends. The use of stock divi

dends probably set a new record in 1956, exceeding even that of 1922. 

This record in 1956 may probably be attributed to the current money 

17 scarcity durixig a time of prosperity and h l ^ taxes. 

The corporations are telling the stockholders that the use of 

stock dividends are forced upon the corporation because (1) a big pay

out aa dividends would mean new financing later, (2) debt financing 

would be more damaging to the shareholders than the stock dividend, (3) 

if new stock were sold, the results might be more damaging than even a 

debt financing, and (4) of the tax savix^s to the stockholders •^ Many 

of the larger stockholders like the stock dividend because of the tax 

^5 Edmond F.. Lincoln, Applied Business Finance. (New York, 1941), 
Table 154, p. 745* 

lA 
Oscar Lasdon, "Stock Dividends," Barron*s. XXXVI, No. 6, 

(February 6, 1956), p. 5. 

^'^ "The 1956 Dividend Picture: A Record With Some Flaws," 
Business V̂eek. (N«V€rt>er 24, 1956), p. 50. 

^^ Ibid., p. 54. 
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savixigs since a large stockholder will not noxnally require dividend 

income for living expenses. Vthen these large stoct^holders require 

needed funds, they may sell some of the stock and take a capital gain 

to avoid being taxed at the income rate. This, however, will diminish 

their holdings In the corporation which can be regained only by a 

subseqtient purchase of additional stock. 

The increased importance of a stock dividend also make it neces

sary for the courts to act on the taxability of stock dividends. 

Through the interpretation of court decisions and explanations given by 

the Federal Internal Revenue Code, a rather definite decision has been 

made concerning the taxability of the stock dividend. Some types of 

stock dividends are taxable as Itusome to the recipient, v̂ hereas other 

types are not taxable. Normally a stock dividend is non-taxable| in 

many instances, however, the stock dividend will be taxable to the 

shareholder. By studying Table I, a shareholder will be able to deter

mine if the stock dividend received by him is taxable* In almost all 

19 
cases, common stock issued on oomDon stock is non-taxable. 

There are a number of variations of stock divideiKls as shown by 

Table I. These variations occur wiien different classes of stock are 

issued as dividends. V̂ hen prefeired stock which has an outstandixig 

issue is used for the stock dividend on the common stock, the dividend 

is taxable to the shareholder. If, however, there were no outstanding 

preferred atock or different class of common stock, the dividend would 

be non-taxable. Other variations are shown in Table I which indicates 

^9 Px^ntice-Hall, Inc., Federal Tax Handbook. 195^. (New York, 
1955), P» 135. 



TABIZ I 

TAX STATUS OF STOCK DIVIDENDS 
1953 
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Class of stock on 
VHhich Declared 

Coiason 
Consaon 

CcoBBon 

Common (voting or 
non-voting) 

Cc^nmon 

Preferred jxmior to 
outstanding pre
ferred) 

Preferred with 
equal preference 
to a |̂ *ef erred 
outstanding 

Preferred 
Preferred 

Nature of 
Stock Dividend 

Common 
Preferred (no other preferred 

outstanding) 
Preferred (other preferred stock 

outatanding) 
CofBQon (voting or non-voting) 

Common or other stock of another 
corporation 

Comnon 

CoBmon 
Common 
Common 

tax. Statua 

Nontaxable 

Nontaxable 

Taxable^ 
Nontaxable 

jfc 

Taxable* 

Nontaxable 

^ 

Taxable 
Taxable* 
Taxable 

profits• 
^ Taxable to extent corporation has available earnings and 

Annotations omitted. 

® Source! Federal Ta^ Guide. 1953. Commerce Clearing House, Inc., 
New York, 1952. Par. 3039, p. 1851. 
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whether the dividend is taxable. 

Althou^ there are numerous motives for the issuance of a Jtock 

dividend, the two most important ones are (1) to conserve the property 

of the corporation for fixture expansion and at the same time soothe the 

shareholders, and (2) to conserve cash which might be at short supply 

at the dividend date. 

Reference to Table I will reveal that directors may make the 

stock dividend either taxable or non-taxable simply by their choice 

of stock to be issued as the dividend. If the directors issue a class 

of stock which makes the dividend taxable, the dividend is taxed at the 

fair market value of the stock issued. If, however, the stock dividend 

is non-taxable, the new shares are added to the other shares îhich the 

shareholder may own, and the new cost basis is computed by dividing the 

old number of shares plus the new numJ^er of shares into the original 

cost of the older shares. In declaring a stock dividend, the directors 

should take into ccmsideration the tax on the dividend to the share

holders before making the declaration. 

In ^t^J^«t\^ Number 11 of the Committee on Accounting Procedure 

of the American Institute of Accountants a dissent was made by a member 

in respect to the handling of a non-taxable dividend by the shareholder. 

It was this-member*s opixiion that most divid«ids of this nature should be 

classed as income and on the same basis as the fair market value of a 
21 

taxable dividwKl. Hia reaaonixig was that earned aurplua or retained 

^ Arthur Stone Dewing, The Financial Policy of Corporations. U 
(4th ed.j New York, 1941), p. 818^ Hereafter cited aa Dewing, 2a« 
^^A^f^ial Policy of Corporation. U 

^ Edmund B. Wilcox, "Aooounting for Stock Dividenda. A Dissent 
fPCtt Current Recommended Practice," The Journal of Accountancy. XCVI 
/4 _ • irttfoN .^ i n n 
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eaxnings had been capitalized and would therefore not be available for 

any future dividKid^ He also believed that the income tax vievrpoint 

should have no bearing in the decision of how the stock dividends are 

accounted for^ The objections to the recognition of income viien a stock 

dividend is issued as given by the dissenting membor are as foUo.va: 

(1) Fear of repetitions of abuaes apringing from 
recollections of inflated profit a by pyramided corporate 
atruoturea in earlier years. 

(2) A doubt as to the prosperity of the payment of 
divid«:ids by a corporation when a part of its earned 
surplus results from the receipt of stock dividends. 

(3) Income taxes—no taxes on stock dividends, but 
this should not be the deciding factor .̂ ^ 

The reasons for the recognition of income when a stock dividend is 

received were listed ass 

il) The intent to make a distribution is clear. 
2) Shareholders have received evidence of their 

incx^ase in equity."^^ 

Dividwida as Excessive Salaries 

"In a close corporation where all the stockholders are officers 

of the corporation, salaries, in addition to those regularly paid, may 

be voted in lieu of dividends."^ In such a case the excess over the 

normal salary should be treated as a dividend. The use of such a method 

22 Edmund B. Vbilcox, "Accounting for Stock Dividenda • A Dissent 
from Current Recommended Practice," The Journal of Accountancy. XCVI 
(August, 1953), p. 179. 

^^ Ibid., p. 179. 

2^ Kester, Advanced Accounting. (3rd ed.) p. 604. 
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of distributing profits should, therefore, be discoiiraged• 

The reason for such a practice is frowned upon by accountants 

and the tax people alike • Any attempt to report dividend in the form 

of salaries aa expenses is not approved by the Internal Revenue service 

nor by the Accounting Society. lAnder the present tax laws the share

holder would have to p>ay more taxes since he cotild not use the special 

dedtietions allowed on corporate dividends. 

Other Media of Payment 

The classes or types of dividends discussed here are not exhaustive; 

many variations of these types may be found. There may be composite 

dividends made up of the other more common types of dividends. A composite 

dividend may be one where the corporation is paying the dividend in cash 

and corporate securities. In a ccHiiposite dividend the election as to 

what the shareholder will receive is up to the corporation. There may 

alao be option dividends which are similar to composite dividends with 

the exception that there is an option on the part of the shareholder as 

to v&iat medium of payment he wishes to receive. The shar^older's 

choices may be limited to two or more media of payments. 

Another way of classifying dividends listed by some authors is 

according to the frequency or time of payment. The types of dividends by 

this means as enumerated by Mr. L. L. Briggs are (1) common or regular 

payments which ax*e made either quarterly, semi-axumally, or annually and at 

the same rate each period; (2) extras or supplementary dividends; and (3) 
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intexim or fixial dividends which are paid at rather frequent intervals 

when adequate cash is on hand for such a payment or after the income 

25 
tax is paid. ' 

The supplementary dividends are further classed as (1) a melon— 

to designate a very large dividend and one that is intended to be paid 

very ixif requently by the corporationi (2) a bonus—a divid«id paid if 

there are sufficient earnings and cash on hand, but one that should not 

be expected each yeari and (3) a special—a dividend that is paid out of 

earned surplus but which is not based on earning. A dividend of this 

type might be declax*ed after a aale of some fixed assets which produces 

26 
cash that is not needed in the ordinaxy operations of the business. 

source of Payment 

The fourth and last method of classifying a dividend is to identi

fy the dividend as to the source of payment. The two broad classifi

cations uxider this method are dividends paid from ctmoilative or current 

earnings and dividends paid from capital, since the payment of a divi

dend from capital sources is a legal inroblem, it will be discussed 

further in the chapter on the legality of dividends. 

The corporation should state in its declaration of a dividend as 

to whether it is a distribution of earnings or capital. The corporation 

should also state whether the dividends are paid from the curx^ent earnings 

25 
'' L. L. Briggs, "Corporate Dividends," The Accounting Digest. IX 

(September, 1943-June, 1944), p. 248. 

^ ;bid.. p. 248. 
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or from the earnings iNhich have accumulated oyer a period of years. 

The dividends which are paid out of current earnings of the corporation 

are paid at the end of a current calendar or fiscal year after the 

earnings have been computed. 

Another type of dividend under this method of classifying divi

denda la the "nimble dividend," A nimble dividend is one which is 

"allowed to be paid under the laws of aeveral states out of the profits 

of a particular period despite the existatice of a deficit in accumu

lated earnings."^ Although a legal examination of the "nimble divi

dend" will be included in a later chapter, a study of its use aiKl purpoae 

ia proper at this time. 

The "nimble dividend" Is usually encountered when a corporation 

makes a profit during the current year after a number of years which 

produce losses. The directors may declare a dividend on these current 

earnings before it is absorbed by the accumulated deficit. Such a divi

dend may be very diaaatrous to a corporation if not haiidled correctly. 

The directors should have a very good reason for declaring such a divi

dend. A proper reason may be to show the shareholders that a profit has 

been made and that the earning power of the corporation ia becoming 

stronger; thus shareholders may be discouraged from selling their shax>es 

at a loss. This may be especially true of a corporation which is com

paratively new, 1. e. a corporation two to five years old. 

The use of "nimble dividends" is relatively new. The accountant 

27 
Eleanor McCormick, "Nimble Dividends! Some States Do Permit 

Dividends Despite Deficit in Accimulated Earnings," The Journal of 
Accountancy, XXCVni (July-December, 1949), P* 196. 



20 

and the directors should know the advantages and disadvantages in order 

to weigh the problem of declaring a "xiimble dividend." If the advantages 

out-weigh the disadvantages, the state laws still have to be considered 

before such a dividend may be declared, since many states specifically 

forbid a "xiimble dividend." 

SifflmaaL 

In this chapter an attempt was made to show the claaaificationa 

of dividenda in order that aufficient and correct accounting entriea 

might be made when dividends are declared. The discussion also provides 

the directora of a cox*poration with the possible choices as to which 

type of dividend they might think best suited to their particular 

situation. For exsjsple, a rather new and eoqpanding company may wish to 

issue a stock dividend; an old reliable corporation, on the other hand, 

may prefer an annual cash dividend. 

The types of dividends as given in this chapter are the common 

types, axKl a thorough knowledge of them will assist an accountant or 

director in knowing the advantages and disadvantages in order that 

the proper type of dividend may be issued in each particular situation. 



CHAPTER III 

DIVIDUiD POLICIES 

After the organization of a new corporation is underway, the 

board of directors must work out a dividend policy. There, too, many 

older corporations occasionally revise their dividend policies in 

accordance with the current buaineas trends. In this chapter the rea

son for dividend policies and the formulation of dividend policies will 

be diacuaaed • These policies and the rules governing the iaauance of a 

dividend ax*e primarily the concern of management and finance, but to a 

lesser degree the policies also affect the accounting ^stem of the 

corporation. 

The Corporate Directora 

The organization of a new corporation in any one of the states 

of the United States entaila the election of a board of directors. In 

many coxTX)rationa the board of directora is made up of the ahareholdera 

of the corporation when the number of shareholders is few and centralized. 

As the number of shareholders grows and becomes more scattered, however, 

an election must be held to elect a board of directors. 

Number of Directors 

Although every state requires that a corporation have a board of 

directors, the number of directors varies. Most states prescribe that 

there be a minimum of three directox^s. There ia no maxlimim number of 

^ Harold F. Luak, Business Jjf - Prijyjple and Cases. (5th ed.; 
Hoaewood, Illinois, 1955), p. 522. 

21 



22 

directors prescribed, but a large number is undesirable. The mnximum 

variea from three to thirty. Another requirement preacribed by many 

states is that there be an odd number of directors so that a deadlock 

in voting can be broken, usually by the chaixman. 

9ualifiGation3 of the Directora 

Moat of the states have required that the director own at least 

one share of the corporation's stock. This requirement is presumably 

to encourage the directors to take an interest in the corporation since 

in most cases they receive no aalary. One other requirement for a 

corporation is that at leaat one of the directors must be a resident of 

the state in which the corporation is incorporated. 

Diitiea of the Directora 

The board of directora is charged with the control and operation 

of the corporation. The actual operation is usually vested in the corpo

ration's officers, nasiely, the president, vice-president, secretaxy, 

treasurer and the like who are appointed by the board. The corporation's 

officers operate under the direction of the board of directors. The 

board meets periodically to map plans for futux*e operations. 

One of the many important duties of the board of directora ia 

the declaration of dividenda. Since a corporation ia organized to 

produce pxx>fita for ita investors, the investors are very interested in 

the dividends on their investments. These dividends can only be declared 

by the board of directors. The shareholder cannot under xioxmal circum

stances force the directors to declare a dividend. A further study of 
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the powers and limitations of the board of directors will be covered in 

a later chapter. 

Since the declaration of dividends can be considered the moat 

important duty of the board of directors, a group of rules and policies 

should be foxmalated to govern their actions in the declaration of divi

dends. 

Characteristics of the Corporation 

Included in the over-all policies govexning the directox^ actions 

ax*e the dividend policies. These dividend policies rely on certain 

characteristics of the business such as the kind of businesa, age of 

the corporation, stage of the business cycle, changes in public policy, 

2 
taxes, and contingencies. 

The above mentioned characteristics will be taken individually, 

and an attempt will be made to show how each of these characteristics 

affects the formulation of a dividend policy. 

^ M °^ Business 

The type or nature of industxy in which the corporation operates 

will at times dictate the amount of dividends to be paid. In a very 

speculative industry large dividends may be paid during prosperous times, 

3 
idxile little or no dividends are paid in a depression. Corporations which 

2 Henxy £. Hoagland, Corporate Finance. (3rd ed.; New York, 1947), 
p. 572. Hereafter cited as Hoagland, Corporate Fixiance. 

^ Ibid., p. 572. 
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are engaged in necessities such as clothing axid foodstuffs will usually 

be able to pay moderate dividends at all times if the corporation ia 

managed properly. Theae corporationa are uaually able to set UT) a 

dividend policy whereby regular dividends will be paid with supple-

mentaxy dividends being paid when appropriate. 

Age of the Corporation 

The age of the corporation will alao influttice the f oxmulation 

of a dividend policy. If the corporation is a rather new corporation 

with a desire to expand gradually by the reinvestment of earnings, a 

large percentage of the earnings will be reinvested in the corporation 

4 
rather than be paid out as dividenda. However, a corporation which 

is about as large as it can possibly be or which desires to issue new shares 

for esqpansion will usually pay out a large percent of earnings as dividends. 

Stage of Business Cycle 

Another consideration to be given with regard to dividend policy 

is what stage of the business cycle the corporation is in.^ During times 

of prosperity, dividends are often too large and not enough profits are 

retained in the business; when hardships occur, the business does not 

have sufficient assets on hand. The opposite is usually true in times 

of depressions. Corporations then will pay little or no dividenda, 

thus making the shareholders discouraged, ^hen this happens, the market 

^ Hoagland, Corporate Fixaance. (3rd ed.), p. 572. 

5 1614., p. 573. 
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la flooded with the corporation's securities at a very low price. At 

times this will lead to bankruptcy for the corporation if the additional 

capital needed cannot be raiseci elsevihere either through a loan or sale 

of corporate stock or assets. 

Changes in Public Policy 

Changes in public investing policy which will affect the divi

dend policy is someif^at affected itself by the general business condi

tions. An example of this is that in the case of a depression many in

vestors will change their investments to include high quality interest 

paying or dividiRid paying securities. At the start of or during the 

depression, if a corporation misses payment of dividends for a few 

years, the investors vdll usually consider their investment quite worth

less and will attempt to exchange the stock for a higher quality stock. 

The opposite is true in the case of prosperity. Many investors in times 

of prosperity will enter the speculative field in the hopes of greater 

gains throu{^ the payment of larger divideiKia and appreciation ia value. 

In the setting up a dividend policy, great care ahould be taken in 

order to avoid the above mentioned extremes in payment of dividenda 

during a depreasion or in prosperous times. If a middle of the road 

policy can be set up on the payment, the public investing policy problem 

Kill be solved. 

7;Axation 

In close connection to public policy is the consideration of 

taxes. Since the law makers who determine the corporation taxes are 
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representatives of the public, the taxes placed on the corporation will 

tend to indicate public policy in one sense of the term^ Taxes nhich 

are high will decrease dividends, and low taxes will allow more earnings 

available to shareholders. If corporate taxes become so high that the 

net income is reduced considerably, many investors will change to other 

types of securities i ^ order to bring a higher ixicome that is not 

affected as greatly by taxes. 

^oxmulation of Dividend î olicy 

After these preliminary studies of the characteristics of the 

business and industry are made in regard to dividends, the two most 

important probl«&s facing the directors are: 

(1) The amount of earnings to be paid out to stock
holders and the amount to be reinvested in the businesa 
for possible expansion, if any. , 

(2) The maimer in which the dividend shall be paid^^ 

AflKnmt of Dividends 

In studying the first of the two problems, that of reinvesting 

earning, a happy medium should be worked out in order to satisfy the 

shax«holders and also to provide adequate means cf expanding without 

securing more capital directly from the public • At times this is a very 

difficult problem, but if certain considerations are followed an adequate 

policy can be worked out. These considerations are threefold in number.' 

^ Dewing, Fixianoial Policies of Corporations, II (4th ed.), p. 782. 

^ Jbid., p. 783« 
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First, the director should determine what confidence thmy haye in the 

aecounting department in the way accounting principles are applied to 

such things aa reserves, depreciation, and contingencies. This is im

portant since many accountants handle some items differently, although 

uniformity is at the present time being attempted. 

The second consideration has to do with the responsibility of the 

directors in determining the net earnings available for dividends after 

allowances for possible reinvestmexxt. Finally, the directors must decide 

whether to set up a regular dividend rate at once or to wait until a 

later date to see how the business progresses and alao to aee if any 

economic changea are in the making. 

In a recent study of the aiaounts paid to shareholders as dividends, 

there aeems to be an increasing trend in favor of alloting about fifty 

percent of the net income to shareholders or about fifty percent of the 
8 

average net income of the past five years. 

A few corporations are adopting a plan whereby two different 

classes of stock are issued. Oxie class of the corporation's stock is 

held by the small investors and will receive regtilar dividends. The 

other class of stock, which is usually held by the large ahareholdera, 

will receive no dividend, but the shareholders can take a capital gain 

if they sell some of the stock. The latter class of stock will usually 

ixicrease in value, thus providing for the capital gain available to the 

9 
shareholders. 

^ r4gar T. Mead, Jr. , "Evaluating 1957 DiyUend Outlook," Maga-
«^ne of ^Vall Street. XCU, No. 3, (January 5, 1957), p. 447. 

^ •Tto Dividsnds," Business Week. (August 18, 1956), p. 127-128. 
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Confidanae in Aeoet^ing Haeords. To further understand the need 

©f stutfylag the three considerations in setting up a dividend policy, 

a more thorou^ explaxiation will be given of each. The first of the 

three factors, the confideooe or lack of confidences in the accounting 

methods followed by the corporation, should be examined by the directors 

to see how eortain peculiar situations are accounted for. This examina

tion should ixMlude a stiwiy of aocounting principles involving con-

tingencieo, oxtraordinary losses or gains, depreciation, and the use of 

reserves. Many accountants will earmark a portion of the retained 

earnings as a reserve for contingencies. Since the resexre for con

tingencies is set up on the books as the estimated loss to occur in the 

future, the directors should not use this portion of the retained 

•andngs for the payment of dividends. The accounting for extraordinary 

gains or losses may affect the dividend policy if an item is carried in 

a oapital surplus account instead of in the retained earnings account or 

Tiaa versa. A study of the dej^reciation rates should alao be studied 

by the directors to see that enough depreciation is being expensed. 

fî eed for fi^HjflYffftffP^' "̂ ^̂  second factor, that of deteraining 

how flmoh of the earnings should be reinvested, presents a nueh more 

difficult problem. This problem aaist be viewed in the light of the type 

of ixidttstiy, age of the corporation, and the other four considerations 

given earlier in this chapter. After a long-range expansion plan has 

boon agned upon, the required amount to be reinvested might be detex«ined 

without undue diffieulties. 

The thing for the dlreetors to reaember in reinvesting the earnings 

is that the oandaga bolong to tbo ohareholder, thooretioally if not 
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legally; therefore they should convince the shareholders of the need 

for the reinvested earnings. Another need for reinvested earnings 

might be for fixiancing current operations. This, however, ia not con

sidered economical in financial circles since borrowing from a bank or 

credit corporation is usually much cheaper in the long run. It is 

common knowledge that over-eapitalization ia almost aa disastrous as 

under capitalization. 

Regularity of Diyidends. The third factor, that of determining 

the jregularlty of dividend payments, will rest to a large extent upon 

the shareholders themselvea. Many shareholders feel that the dividend 

payments should not be regular except in extreme cases. The other 

group of ohareholders favor regular dividends in the belief that regular 

dividends "creates a loyal group of stockholders who hold their stock 

for investment and xiot for dividends." This group also believes that 

a regular dividend will enhance the credit standing of a corporation • 

This contention is true to a certain extent in that investors in corpo

rate bonds and baxikera granting a long«texm loan will examine the divi

dend payments on the capital stock made over a niimber of years. If a 

few years were missed in the payment of dividenda, many creditora will 

coxislder the corporation speculative; and, therefore, will not make as 

large an investment or loan as woiild be the case if regular dividends 

had been paid. 

In their consideration of regularity of dividends, the directora 

should get the consenaua of opinion of the majority of the shareholders 

10 Dewing, Financial Policies of Corporations. II (4th ed.), p. 796. 
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bofore setting up a defixiite dividend policy because once a regular 

dividend policy has been begun, axiy variation in payment may be disastrous 

to the corporation. If a conservative regular dividend has been agroed 

upon, any further distribution of profits may be made in the form of an 

extra dividend with full explanation to the sh«.reholders. 

Directors in the electric ixKlustries have come to the conclusion 

that a liberal dividend policy should be maintained, but when this 

policy cannot be maintained, full disclosure should be given to the 

shakreholders. Other industries have maintained a conservaiive pay-

12 
out policy that can be maintained even through period of receosioxis. 

These induatries pay extra dividends when they are in a fixiancial con

dition to do ao. 

Bven though this recommended plan of action has been set up in 

theory, many directors do not follow it at all. Their procedure is to 

Just uae common aenae or a rule of thumb method which at times is very 

inadequate. An exas^e of a rule of thumb method is to establish a 

ratio to be followed in determining the amount of dividends and the 

aoiount of earnings to be retained in the corporation. 

Dividend Policies in Manner of Payment 

After the preliminary policies regarding the amount of dividenda and 

•*̂  W. F. Stanley, "A Key to Good stockholder Relationa," Harvard 
pt^ainess Review. XXVIII, No. 4, (July, 1950), p. 69. 

^ Robert ?i«iett, "tthat to do About 1957 Dividend Casualties," 
Ms^p^zine of ^all Street. C, (March 30, 1957), p. 30. 
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i*en they will be paid have been determined, the manner in which the 

dividend will be paid should follow in completing the dividend policy. 

The types of dividends as discussed in Chapter II will be further dis

cussed in the light as to when certain types should or should not be 

used. 

Cash Divi4aryĵ y. The cash dividend, which is the most popular 

type, should always be considered first if adequate cash ia on hand and 

a dividend can legally be declared. This type of dividend is usually 

the most convenient and fair to distribute to the shareholders. 

Property Dividenda. If at the time the directora feel a need of 

declaring a dividend and sufficient cash ia not on hand, the corpo

ration may pay the dividend in the foxm of some other type of tangible 

asset such as corporate owned atock or bond inveatmenta .̂ -̂  While thia 

type of dividend is not used often except in the case of a closely held 

corporation, care should nevertheleaa be exerciaed to aee that each 

shareholder receives his pro-rata share of the asset. 

Bond Dividends. The use of the corporation's own bonds for the 

purpose of a dividend is extremely rare.^ Only one case of a bond 

dividend prior to 1936 was reported, and during the period of issuing 

secvirities as dividends for the purpose of avoiding the undistributed 

15 
profits tax, only two clear-cut cases were reported. ^ The disadyantages 

of such a dividend far outweigh the advantages. Probably the major 

^ Hoagland, Corporate Finance. (3rd ed.), p. 588. 

^ D«(dng, Financial Policies of Corporations. II (4th ed.), p. 811. 

^ Ibid., p. 8 U . 
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<ilaadvantage to the corporation and the shareholders is the ixicrease in 

the amount of fixed esq^enses that must be met to resialn solvent. If 

more than one class of outstanding stock exists, the dividend to the 

CIASS of shareholders not receiving the bonds as dividend will be less 

in future years due to the increased fixed charges. Another disadvantage 

is the probably assumption by the shareholders that the directors are 

tryixig to improas the shareholders with the fact that the corporation is 

in a sounder financial position than it actually is. 

scrip Dividends. The use of the scrip dividend is more frequent 

than the use of bonds, but scrip is issued with the same purpose in 

mind. This purpose is mainly that of avoiding the undistributed 

profits tax of 1936. Generally speaking, a scrip dividend is issued 

when there is not sufficient cash on hand for a cash dividend. The 

lack of cash may be due to a constxnurtion project requiring large amounts 

of cash, or there may be some other type of project underway. 

A bond or scrip dividend should be used with caution since a 

dividend of this type may harm the cxHKlit staxiding of the corporation 

if too large an amount of bond or scrip is outstandixig. The recipieot 

of such a dividend should also be cautious as it may indicate in4>roper 

aeoounting procedures. An exanple of improper accounting procedures is 

underestimatixig the deprotiation of fixed assets. 

Stock Dividends. Tht reasons behind the issuance of the stock 

dividend are rather numerous and varied. The most common reasons for 

^ Dowing, Financial Policies of Corporations, U (4th ed.), 
p. 589. 
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stock dividends are (l) the need for wox^cing capital at the time divi

dends are usually paid, (2) the tax savings to iriiareholders, and (3) 

the savings by the corporation in obtaining new equity capital .̂ ^ 

Although the corporation may give one or more of the three reasons 

for the stocic dividend, the purpose may be different. Some of the pur

poses for stock dividends are (1) to satisfy the shareholders in times 

of prosperity when the working capital is needed in the corporation, 

(2) to avoid a bond issuance or stock issuance for new finaxiclng, and 

(3) to hide exorbitant profits.^ 

Although at the present time a x*ecord number of corporations are 

issuing stock dividends, many corporations object to the use of stock 

dividends. The objections are (1) the malpractice use of stock dividexMis 

in prior years, and (2) the attitude that stock dividends have no real 

« ^ 3L9 purpose. 

The use of stock dividends should be regulated vexy carefully by 

the board of directors to prevent malpractice usage of the stock 

dividend. "Gonerally speaking, vdien business conditions for the com

pany and in the stock market appear favorable, the stock dividend will 

tend to drive the price up. Under favorable conditions it will cause 

^"^ Oscar Usdon, "Stock Dividends," Barron's. XXXVI, No. 6, 
(February 6, 1956), p. 6. Hereafter cited as Lasdon, "Stock Dividends." 

^ Joseph C. Bothwell, Jr., "Periodic Stock Dividends," Harvard 
gusinesa Rcfview. XXVIII, No. 1, (January, 1950), p. 90. Hereafter cited 
as Bothvell, "Periodic Stock Dividends." 

^^ Laadon, "Stoek Dividends," p. 6. 
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the price to fall." 20 

To prevent malpractice in the use of the stock dividend, the di

rectors should follow a few simple rules. Theae rulea are (1) that the 

stock dividend should have been earned during the period the dividend 

is to cover, (2) that the return on the reinvested earnings is as great 

aa can be obtained elaewhere, and (3) that the funds are being used in 

the interest of the shareholders.^^ 

Sunmary 

After all the above factors, considerationa, and principlea have 

been atudied, a workable dividend policy can be set up. After the 

policy has been agreed upon by the board of directora with the approval 

of the shai^eholders, the policy should be followed rather closely and 

without drastic deviations xrnless absolutely necessary. The policy 

should be s-jificl«jntly flexible to meet any current economic change 

>tienever necessary. 

It should be kept in mind by the directors that most investors 

invest in corporations to produce income for themselves; therefore the 

dividend policy has much to do with which corporation investors place 

their money. 

^ Bothwell, "Periodic Stock Dividends," p. 95. 

^^IfeU^, P» 92. 
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LEGAL PRINCIPLES GOVERNII^ DIVIDENDS 

The accounting principles to be followed in recording a dividend 

ia determined to a large extwit by the legal principlea governing the 

dividends. The court rulinga on certain aapecta of dividends are varied 

throughout the states since the states and not the federal government 

are the governing bodies of corporations. 

This discussion of the legal principles governing dividends will 

deal primarily with the most important court rulings of the yarious 

states aa well aa with the Texas court rulings. Vihen court rulinga of 

a number of states are the same, the ruling will be taken as the general 

rule governing the specific point in question. 

Legal Definitions of Dividends 

As defined in the Corpus Juria .>ecimdum a dividend is "that 

portion of the profits and surplus funds of a corporation which has 

been actually set apart, by a valid act of the corporation, for distri

bution among the stockholders according to their respective interest, 

in such a sense as to become segregated from the property of the corpo

ration, and to become the property of the stockholders distributively," 

This defixiition, by interpretation, will include cash, property, bonds, 

scrip, and stock dividends if they are declared out of eaxnings with 

1 
William Mack and Donald J. Kiser, fforpus Juria secundum, XVIII 

(Brooklyn, 1939), p. 1094. Hereafter cited aa Mack and Kiser, Qorpus 
Juris Secundum. 

35 
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pro-rata distribution to stockholders • 

Under the legal definition of dividends the profits of a corpo

ration do not belong to the shar^olders until a dividend has been 

declared by the board of directors, even though the shareholders own 

the corporation. The reason for this ruling is that the state has 

granted the corporation a legal entity apart from the shareholders; this 

means the corporation is an artificial being, created by the state to 

carry on a business. Since this is so, the profits belong to the 

eorporation first and the shareholders second, if declared. 

Sy^ro?? |9r Dĵ Y44ff̂ 4<̂  

The general rule idien detexmining the sources of funds for divi-

dands is that divldexuis may be declared out of net earnings and only 

then if the declaration does not impair the capital or does not deprive 

creditors of an adequate means of recovering the amount a corporation 

owes them.^ By the general rule and the ruling in Texas courts, no divi

dend may be declared when the corporation is inaolvent or when the divi

dend will render the corporation insolvent. An exception in regard to 

the Impairment of capital is in the case of a corporation engaged in the 

operation of a wasting asset such as mining or oil escploration. In this 

type of business no amortization of the wasting asset is required in 

computing the net earnings out of which dividends may be paid.^ The courts 

have ruled that an Impairmwit of capital occurs ^ e n the original value 

2 Maek and Kiser, Corpus Juris Secundum, p. 1094. 

^ 2&1&«» PP* 1094-1095. 

^ Ibid., p. 1099. 
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of the capital is less after a dividend has been paid.^ 

The general rule in the determination of net e-dmings from ?/liich 

a dividend may be declax'ed is rather clear from a number of court de

cisions. This net earnings implies the excess of total groas aaseta 

over all capital, liabilities, and past and current expenses. In other 

words, net earnings are arrived at by deducting from receipts i^eceived 

in the ordixiary course of business all expenses incurred in carrying 

on the business. The expenses incurred include depreciation, mainte-

7 
nance and upkeep, taxes, and insurance premiums. 

At times there are situations when a corporation has a large 

retained earnings account from which dividends may be declared, but no 

oaxnlxigs exist for the current period. By a Colorado Court decision, 

dividends may be declared out of ctmnilated earnings of prior years even 

though the current period shows no earnings. The court's decision is 

different in the case when current earnings are adequate bxit the retained 

9 
oamixigs show a deficit. Another decision given by the courts as to 

earnings is that the retained earnings may not include eaxnings expected 

in futtire periods. 

In a study of sources of funds available for dividends, it was 

found that the state laws differed in opinions. The followirig breakdown 

5 Mack and Kiser, Corpus Juris Secundum, p. 1098. 

^ Ibid., p. 1100. 

"̂  Ibid., p. 1101. 

® Ibiii., pp. IIOO-UOI. 

^ Ibid., p. 1101. 

^ Md., p. 1103. 
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of state laws ahow what funds are legal sources for dividends. 

36 states - any surplus vihen the net asseta exceeds 
the atated value of the capital stock. 

5 states - may pay dividends to preferred siiaretioldex̂  
out of paid-in surplus, but comson sharo* 
holders dividends must be paid oxzt of earned 
surpluses. y. 

11 states - profits or retained earnings oxily* 

Taxas is one of the eleven states allowing dividexids out of ciirrent and 

12 
retained earning only. 

In prior discussions the point was made that prof ita are xiot the 

property of the shareholders until declared. After a declaration of a 

dividend, the profits equal to the dividend do become the property of 

the shareholders. From a court's ruling the dividend becomes legally 

payable at the time of declaration of the dividend and a portion of the 

13 

suxplus ia set aside for the payment of the dividend. '^ kfter a divi

dend has been declared and a surplus account has been charged for the 

payment, the shareholders become in effect general creditors of the 

corporation until a special fund has been created out of which the actual 

payment will be made. As soon as this fund has been created, the share

holders will become preferred creditors.^ 

^ Edward P. Sine, "Accounting For Dividends," Accounting Review. 
XXVIII (July, 1953), p. 320. 

^ Texas Digest. U (St. Paul, 1936), p. 392. Hereafter cited as 
T#^3 Digest. 

13 -^ Mark and Kiser, Corpus Juris Secundum, p. II09. 

^ ifeldM P* 1115* 
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gj.videpd P?<?j,ftrijig Ant̂ ŷ̂ ĵ ty 

This discussion leads to the question of who has the authority to 

declare a dividend. Normally, the directors have sole power to declare 

15 
dividends. Occasionally, however, the courts must force a corporation's 

board of directora to declare and pay a dividend in order to prevent 

discrimination between ahareholdera. Under ordixiary circimistances 

the courts cannot require the board of directors of a corporation to 

17 
declare or pay a dividend. There have been differences of opinions 

in Texas Courts aa to when a coux*t may intervene. One court's ruling 

18 
was that the declaration must constitute fraud. In other rulings, 

the situation permitting intervention by the courts is when the directora 

ax^ using the "power oppressively" by not declaring a dividend.^ 

The mere possession of a rather large reaerve out of which divi

dends may be declared does not entitle shareholders the right to a 

dividend, and the courts will not require a dividend payment under theae 

20 
circumstances. The courts have held that a dividend declared by 

agreement of all the shareholders is legal if the declaration does not 

21 
infringe upon the creditors of the corporation. 

'^^ Mack and Kiser, Corpus Juris Secundum, p. 1107. 

^ Texas Digest, p. 393. 

^'^ Mack and Kiser, Corpus Juris Secundum, p. 1107. 

18 
Texas Digest, p. 393* 

19 
Mack and Kiser, Corpus Juris Secuu:Kiutt. p . 1107. 

^ Ibid., p. 1106. 

^ I b i d . . p . 1104. 
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£rea though the directora uaually have the sole power to declare 

a difidend, their power is not unlimited as previously discussed. The 

directora are liable for any dividends declared by them which are Illegal 

and the ahareholdera are also liable if they have looowledge of the 

iUogality and still accept the payments .̂ ^ 

The Texas courts have a rather peculiar attitude toward profexTod 

stock. They aay preferred stock of a corporation is in the nature of a 

debt, and the interest on the debt ia a debt as soon as a profit is 

shown from which the preferred divideiid may be paid.^ The Texas laws 

coxiceming common stock dividends are the same as the general x̂ ile in 

that the dividei»d after declaration becomes a debt payabLi on the pay* 

aent date. 

The person entitled to the dividend after the declaration of a 

dividend but before paynent has been held by a Texas court to be the 

person on the records of the corporation at the time of the record date ?^ 

The same deoisions as the Texas court's decision have been handed down 

by other courts i^ich seems to make the Texas decision accord to the 

general rule. 

Another Texas oourt ruling is that the preferred shareholders 

are not entitled to elect to became creditors and participate with other 

25 
creditors in the oorporation'a assets in the case of liquidation. 

22 
Maok and Kiaor, Corpus J\iris Seouxidum. p . 1112. 

^^ Twaa Dij^oft, p. 392. 

^ M&*# P* 392. 

^' ^B^9 P* 393* 
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OcnsraXly, a dividend after declaration but before payaont oaxi-

not bo revoked by the direotoro. There are two oxBeptions to thia m l o . 

Pirate if the dividend is an lllogal dividend under state law, the divi* 

26 
dend paynent nay be revoked. Seoond, most courts will pexnit a revo-

oatioii of a stock dividend that has been doalared any tljns before the 

aotTxal issuanoe of the stook«^ Thia means that any dividend whioh is 

dodarod, other than the above e3QCoptiona,beoottes a liability to the 

dMiaring oorporatlon at the moaent of deolaration. 

Although the above diaousaion of tho legal problems enoountered 

in maMxig a dividond payment was rather complete, a more workable means 

of dotermining tho legality of a partieuliar dividend may be had by 

following a few simple rules. 

The first set of rules to consider are those which detersUne 

whether there ia a legal existaiiee of aurplua or profits. A legal 

aurplus ia deemed to be in ejdatance in nany states if the corporation 

has asseta ia axooaa of the liabilities and tho par value of tho stook 

ooid»iAOd» Other states have laws which require the using of the actual 

value rottoived for the stock instead of ita par vali»« Still other 

states require sottiag up a reserve for working capital out of prof ita 

bof<»ro oroating a aurplao legally available for dividends. In lOHa^ 

however, the capital stock is not oonaidered to be an indebtedxiesa and 

^ M M k and Kiaer, gprp^s Jxyr^ >?fffWtf\IB, P. 1116. 

JteM* 
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should not be considered in doUsoining the amount available for divi-

28 
dends. ttodor this plan a corporation could legally pay a liquidation 

dividend without approval from the shareholders. 

If the capital stock is no-par value stock, the detemination of 

a legal surplus is more difficult. The usual wî ^ of detexmining the 

value to be recorded as capital stock is the amount of consideration 

received for the no-par stock. Many times the state laws pemit tho 

board of directors to detexnine by resolution the amount of oonsidera-

tlon to be classed as capital with the remainder being surplus. Still 

other states permit the board of directors to select the stated value 

of the no-par stock or the consideration received as the capital. In 

a few of the states there are no statutes for the determination of 

capital, and no stated value is required. Thia preaents a problem, 

but in most cases the board of directors should determine the capital 

to be the consideration received. The corporation before deteznlning 

tho amount to be stated as capital should review the state statutes 

prorailing in the state in iliich the eorporation is incoxporated. 

rt; The next thing to consider after the detexmination of the capital 

and surplus is the source of the surplus available for dividends. Tho 

folloidxig frcn a legal standpoint are generally available for dividends t 

(1) a reallaed increase in the value of assets, (2) profits from operation 

of the business, (3) settlsnent of a d^t at a discount if the debt was 

28 
Lillian Doris and Edith J. Friedman, Corporate SecretaryVa 

i^ytyil and Guide. (Mow Torkt 1949), P« 1057* Hereafter cited as Doris 
and Friedman, gpyPfflTfttrff li^tttmftfy'fl Mftmifll ftmJ Witifk* 
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_ laonrred as an operating expense, (4) profits upon a sale of stock of 

other corporations, and (5) miscellaneous profits.^ Some sources of 

curplua i*ilch do not constitute a legal surplus for dividends are (1) 

accrued interest, (2) estimated profits on partially executed contracta, 

(3) premiums on sale of stock, (4) surplus after a reduction of the 

capital stock account, and (5) forfeited stock.^ 

Theae few general rulea will usually be adequate in detexmixiing 

capital, surplus, and profits; but, as stated before, a corporation's 

board of directors should be familiar with the state laws before 

declaring and paying a dividend. 

Sim]maz*y 
SUSBSSSBBSmt, 

This Emptor has dealt with some of the most prominent legal 

problems encountered in a dividend declaration and payment. A detailed 

discussion was not attempted due to the differences in opinions in the 

courts of the forty^lght states. The general rule and some of the 

Texas decisions were discussed to show how the state laws differ in 

regard to divid^Mls. questions have arisen about dividenda which have 

XM>t been settled as y«t, and many other questions will arise in the future. 

As ̂ e s e questions come before the courts of the different states, they 

will be ruled upon, usually in line with the general rules as laid down by 

other states which have already considered the question. If a particular 

state has no ruling on a particular question, the asswiption is that tho 

^ Doris and Friotean, Corporate Secretary's Manual and Guide. 
p. 1070. 

^ ^ Ibid., p. 1070. 
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state will follow the general rule. 

'U^J-M-



CHAFTKxl V 

THE PRUCEDURi:^ IN TH^. I^UAIXE 

OF A DI7IDEI:D 

The procedures in the issuance of a dividend will be discussed 

in this chapter as the next phase in the distribution of profits to 

shareholders. The actual issuance of a dividend payment to shareholders 

is usually caxried on by the secretary or assistant secretary under the 

supervision of the treasurer. Many times, especially in large corpora

tions or where there are many ahareholdera, the directors will paaa a 

resolution hiring an outside agency which will make the dividend payment. 

In most cases the accountant will not be required to make the distri

bution to the shareholder, but the accountant ahould know the method 

uaed by the corporation, and also the methods used by different corpo

rations in order that he mi|^t make siiggestions to improve the coxpo

ration's method of making a dividend payment. 

The discussion of the procedures used in the payment of dividends 

should be divided into three parts t (1) the procedures used by a small 

corporation! (2) the procedures used by a large corporation making its 

own dividend payment; and (3) the procedures used by large corporations 

using an outside agency to make the distribution. The methods uaed by 

the large coxporation may also be used by smaller corporations, but the 

dotennining factor is the number of shareholders, employaea available to 

oake the pcyment, and the type of office machines uaed. 

^ Doris and Friedman, Corporate Secretary's Manx 
p. UO3. 
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f rocedi^rea in a Sm&ll Corporation 

The email corporation procedures will be diacuased first since 

it ia the least detailed. In a small corporation the bylawa may direct 

the treasurer to make personally the payment or to s\^>ervise the payment 

beizig made^ Bylaws of other corporations may direct the corporate 

secretary to make the payment. In still other corporations the treasurer 

ia the secretaxy-treasurer of the corporation, in which case there would 

be no doubt as to idio would make the payment. 

In the small corporation there are a number of major steps that 

should be taken in making a dividend payment ?• Although these steps 

may be numbered one through t«i, the number of steps and the order of 

execution may be changed to meet the dividend policy of the corpo

ration, but the order as presented below is the normal procediire. 

Preparation of Financial Statements 

Before a dividend payment is declared by the directors, the 

accountant under the supervision of the treasurer should prepare the 

fixianoial statements of the corporation. These statements should be 

vmAa for the period that the dividend payment is to cover, 1. e. annually, 

semi-annually, or quarterly. Oftentimes comparative statements are 

useful in detemixdng the cvirrent business trend in order to deter

mine the amount of the dividend. After these statements are prepared, 

thoy ahould be presented at a board of directora meeting to guide the 

2 Doric and Friedman, Corporate Secretary's HfiTM] ^^^ n»4riâ  
p. 1103. 
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directors in making a dividend payment. 

Declaration of tt̂ e P^y^^^ 

V.h«i and if a decision is reached by the board of directors to 

nake a dividend payment, they will draw up a resolution declaring a 

dividend *^ich is then sent to the official charged with the reaponai-

bility of making the dividend payment. An example of a resolution of 

directors declaring a cash dividend on the preferred and common stock 

is as follows} 

Resolved, That there be and hereby is declared 
from the surplus profits of the Corporation, a 
dividend of One Dollar and Fifty Cents (|1.50) 
per share on both the preferred and common stock of 
the Corporation, payable on the day of 
• ••••• ...••••.•••, 19«*.., to holders of record 
of said stock at the close of business on the • 
day of ..«., 19...., and the 
Treasurer is directed and authorized to cause the aame 
to be paid on the date apecified.3 

The resolution declaring a dividend should state the amount of the 

dividend, the class of shareholders to whom the dividend ia payable, 

the record date to determine who will receive the dividend, the date 

the dividend will be paid, and the type of dividend. In the example 

the amount is one dollar and fifty cents, the class of shareholders 

comprises both the preferred and common shar^olders, the record date is 

given together with the date of payment, and the type of dividend from 

the terminology is a cash dividend. In the example the treasurer is 

directed to make the payment. 

J Doris and Friedman, <^»T»^^^ "^mftlT'ff ^'^"''^ ''^ CA^JA^^ 
Form 289, p. 502. 
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Although the above example was an example of a resolution 

declaring a cash dividend, there are also appropriate resolutions which 

declare other typea of dividenda. There aeems to be no reason to give 

oxanplea of theae other typea of dividenda aince th«^ may be stated in 

various ways. 

Preparation of Diyidend Payment Recordi^ 

Aa soon as the secretary, who is usually responsible for a divi

dend payment, receives a copy of the resolution declaring a dividend or 

learns of the resolxition through an official source, he or his assistants 

will begin preparing a dividend payment record. Thia record aa ahown 

in Form I Is prepared from the stock record book and shows the names 

of the shareholders entitled to the dividend. The record also shows 

the number of share owned by each shareholder and the amount to be 

Form I 

Dividend Payment Record 

.Company 

Schedule of atockholdera and shares owned at close of 
business, • • , 19.«.. 
Divid«:id of % ( cents per 
share), payable on ...........••, 19.«»*, to 
stockholders of record on • ••*......., 19...., 
at 3 P* M. 

Name and Addreas No. of Shares Check Ko. Amount 

* source I Doris axui Friedman, Corporate oecretarv's Manuaj ^ 
g^ide. Form 817, p. 1104. 
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received by each shareholder. The dividend payment record is corrected 

to show the necessary infoxmation on the date of record so that tho 

names of the shareholders entitled to the dividend appear on the record. 

Preparation and Recording Checks 

As soon after the date of record as poaaible but before the date 

of payment the checks are prepared. After the checks are written, the 

check numbex^ are entered on the dividend payment record. The amount 

on the checks should correspond with the amount Altered on the dividend 

payment record. An adding machine tape should be taken of the checks 

amounts to aee that they agree with the total amoxint as shown on the 

dividend payment record. 

Signing of Checks 

A few days before the date of payment, the dividend payment 

record and all the dividend checks should be sent to the tx*eastirer for 

the signing by the proper officers of the corporation • In most cases 

two or more officers of the corporation will sign the checks • Before 

the actual signing of the checks, they may test check the dividend chocks 

against the dividend payment record* The treasurer will first check 

the total shares on i^ch dividend payments are being made with the 

number of shares to receive dividenda which are outstanding. The two 

totals should be the same. Another chock the treasurer might make ia 

to divide the total amount being paid lay the dividend per ahare aa state( 

by the resolution and to compare the results of this division with the 

shares outstanding. These two totals should also be the same. After 

•41 w s TECnXOLOGICAL COLLEGE UBRARY 
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the treasurer has made these test checks of the dividend payment record 

and the dividend checks, he has the dividend checks signed and returned 

to the secretary for mailing. 

Depoait of Funds 

A useful aid in making a dividend payment in cash is to open a 

separate checking account for the dividend payment. If a separate bank 

aooount is maintain<id by the corporation for the dividend payment, the 

treasurer will draw a check on the checking account used in normal 

business operation and will deposit the check in the checking excount 

used for the dividend payments. The separate account for the dividend 

payments is maintained in order that errors and work are minimized when 

the checks are retiumed by the bank. 

Mailing the Checks 

On or about the date of payment as shown by the director's 

resolution declaring the dividend, the dividend checks with any ac

companying notices or infoxuation deemed necessary are placed in ad

dressed envelopes. These letters are then mailed so that the dividend 

checks are received by the shareholders on the d£:te of payment or as 

near that date as possible. 

This completes the xiormal procedures in the dividend payment, but 

in some cases a few of the checks are retuxned to the corporation 

unendorsed, addressee unknown, or the checks may be lost. These situations 

are handled iii the same manner as any other checks retuxned under the 

same circumstances. The checks which are returned marked paid are stored 



51 

in a separate package as other checks are atored. 

At the end of the year each employee who ia alao a ahareholder 

should be sent a notice to show the amount of aalariea received and the 

dividend payments. This will facilitate the employee-shareholder income 

tax computation. Another notice should be sent to the Internal Revenue 

Department showing the dividend payment made to any of the shareholders 

who received dividenda amounting to a certain sum as specified by the 

Internal Revenue Department. 

Procedures Used by Large Corporation Making 

Its Own Dividend Payment 

The procedures uaed by a large corporation which deems it neces

sary to handle its own dividend payment must be an efficient one in 

order to minimize error and also to cut out unnecessary detail and 

work. In general, there are two main methods used by the large corpo

ration in making a dividend distribution. These methods are the regis

ter sheet method and the check stub method. 

Before either of the methods can be \ised, a certain amount of 

preliminaxy work must be accomplished. This work consists of preparing 

final statements, of declaring a dividend, and of making a list of share

holders to receive the dividend. Thia preliminaxy work ia practically 

the aame for either a large or small corporation and therefore will 

not be deacribed again. In most large corporations there is an ad-

dresaograph department which contains on file an addressograph plate or 

stencil for each shareholder who is on the stock ledger. These plates 

or atenoilHi and stock lodgera are kept as up to date aa poaaible. After 

file:///ised
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the preliminaxy work Hated above has been completed, or a few daya befor 

woxit ia started in making the payment, a proof is run of the addresso

graph plates as of record date. This proof is run in order that all 

corrections can be made since the proof must agree with the stock ledger. 

In certain cases permanent dividend ordera are in effect for certain 

stockholders Tidio wish their dividend payment to be made to a person 

other than tho one whose name as listed on the stockholder ledger. If 

thia ia the case, the addressograph should be made out in compliance with 

the order. 

As soon aa the addreasogra];^ plate proof ia correct, either of 

the two methoda for large corporations which is considered most appropri

ated may be used. 

Register Sheet Method 

The first method to be discussed is the x*egister sheet method. 

By this method of payment of a dividend, a register sheet is used in 

conjunction with the addressograph plates. The steps which are followed 

here are: 

1. Running stencil on register sheets. 
2. Running stencils on check sheets. 
3. Filling in number of shares on register sheet. 
4. Cheok-writing machine—filling in amount of 

dividend payments. 
5* Correction of checks. 
6. Checking of totals. 
7. Cutting and mailing of checks—perman«it dividend 

record. 
8. Changes of addresa. 
9f Return of cancelled chocks.^ 

'̂  Doris and Friedman, Corporate secretary's Itonual and Guide. 
pp. 1108-1113^ 
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A detailed eaqxlanation of each step ia not deemed appropriate 

in thia thesis, but an example of the register sheet is shown in Form 

II. This register sheet serves the same purpose for the large corpo- ' 

ration as the dividend payment record did for a small corporation. The 

register sheet ia, however, filled in by an addreaaograph machine. 

Chock Stub Method 

The check atub method of making a dividend payment may alao be 

uaed. In this method, check stubs are used instead of the register 

aheet. The steps ax*e about the same as those taken in the register 

sheet method but there are a sew variations. The primary steps are as 

follows t 

1. Filling in checks, stubs, and list of stockholders. 
2. Examination of checks. 
3. Mailing of checks. 
4. Return of cancelled checks.^ 

The first step is accomplished by the use of addressograph plates and 

the check writing machine. The second step is accompliahed by teama 

of two employeea each that take a certain number of the prepared checks. 

One employee calls out the necessary information from the stockholder 

lodger card idiile the other employee checks for errors on the dividend 

checks* Checks which are incorrect are voided, and other checks are 

written* 

Procedure Followed by Dividend 

Disbursing Agent 

* Doris and Friedman, Corporate Secretary's Manual and Guide. 
pp. 1114-1119. 
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Dividend Register Sheet 
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Sheet No. 

Kame 

i 1 . 
\ 

1 
1 

Coxporation 

As of Record October 15, 19 Dividend No. 3 
Rate SI.75 per ahare Payable Kovember 1. 19 

and Addreaa 

i ,„ 1 .„ 

1 
1 

'^'~ " 

20 

Check 
Number 

dumber 
of Sharea 

. 4 

Amount 

1 

1 
\ 

\ 
! 
1 J 

'——_L_^^- ' 

Sheet Total 

i 

Date Paid 

'̂ Sourcet Doris and Friedman, Corporate secretary*« "iPTJiJi ftfl^i 
Qfiido. Foxtt 819, p. 1109. 



55 

The procodurea followed by an outside agent of a corpomtion 

aiaking a dividend payment is praotieally the aame as the proeoduroo 

followed by a eonx>ration making ita own distribution. The agent ia 

fumiahod all the necessazy infoxmation and materiala^-en official 

roaolutic«i of the dividend, addressograph plates, axxl checks—which are 

needed. A separate checking account with enough cash for the payaexxt 

ia established in a bank for the dividend. 

After tho agent has made the actual payaont of the dividend by 

«hoek, he should follow up the distribution until all checks are ac

counted for or until appropriate actions are tak«n between the agent and 

the corporation. The agent will keep a record of the payment for his 

own file and return another ooi^ for the oorporation's records. 

Up to now all the disousaion dealing with the procedures used in 

naking a dividend payment has boon directed towards a cash dividend. A 

short diseussion of distributing other typos of dividends will now bo 

givon. 

As stated prorioualy, the use of stock in the paymexit of a divi«> 

dend is being used more and more. Hence the procedures in a payment 

of a stook dividend are rather important. The proooduros in pigring 

a stock dividend are very similar to the proooduros in paying a 

cash dividend with a few eoaBoptiona • Ixistead of printing dividend 

ohooka, new stock eortifioates are printed aho»iiing the number of shares 

the ahareholdor ia «atitlod to. The stock certificate also shows all 

other Infomation required on stock certificates. A notation say bo 
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made on the certificate which denotes the certificate to be a stock divi

dend. Other exceptions are the use of slightly different records i^ich 

show s l i ^ l y different information such as the stock certificates' niun-

bers ixistead of check nund^ers and the number of diyidend shares instead 

of the amount of cash. 

Other exceptions are that atock dividends do not have to contend 

with such things as cancelled checks. A problem which the stock divi

dend creates lAiich is not encountered in a cash dividend is that of 

fractional shares which shareholders are entitled to in many cases. 

This problem can be solved by any one of three methods. The board of di

rectora will make the deciaion as to which method will be uaed. These 

three methods are (1) payment of cash, (2) issuanoe of stock warrants, 

and (3) accumulation of credit. 

In a few instanoea a corporation will declare a dividend payable 

in ita own c^Bioodity or in aecuritiea held within the corporation, but 

the general xiile ia that the coxporation will convert the property into 

cash befox^ any dividend payment is made. If stock of another corpo

ration is used aa the medium of payment there should be a sufficient 

number of the stock ao that each ahareholder may receive his proportion. 

)̂hen the option is uaed in the payment of a dividend duoh as a 

shareholder's opticm of a cash dividend or a stock dividend, scrip 

certificates or other foxms may be issued to the shareholders. The 

shareholders may exercise his option by either requesting cash or by lettj 

Doris and Friedman, Corporate Secretary's Manual and Ouido. 
p. 1124. 
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the dividend amount apply on new shares of the corporation. After the 

shareholders have exercised their options, the corporation will pay 

cash or issue the additional sharea, whichever the ahareholdera requeat. 

The cash payment or the stock issuance are accomplished in the same 

manner that other payments are made. 

All of the preceding infoxmation can be applied to a dividend on 

preferred atock or common stock with the same degree of accuracy. In 

the case of preferred stock, however, the accumulated and/or participating 

clauses, if any, may affect the amoimt of the dividend. If the preferred 

stock is ctifflulative and has dividends in arrears, a declaration of the 

dividend should be made and paid before any dividend to any other class 

of stock of lesser degree is declared or paid. The cumulative dividend 

is paid in the same manner as are other types of dividends with appropri

ate notices accompaxiying the dividend payment to denote the purpose of 

the dividend. In the case of a participating preferred stock dividend, 

the amount for each ahareholder is computed and then paid in the same 

manner as other dividends. This type of dividend ahould alao be ac

companied with appropriate noticea of the purpose and method of con^Juting 

the amoiuxt. 

SUDBOaXT 

This chapter has dealt with the problem of actually paying the 

shareholders the amotmt of the dividend as declared by the directors. 

The procedures discussed for a cash dividend were those where the corpo

ration was a sBUill cox*poration in reapoct to the number of shax*eholdex*s, 

a large cox*poration making its own dividend payment, and a large 
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oorporation uaing a disbursing agont in making the distribution. The 

two most oonmon methods used by the last two classes of oorporations 

ttere explained as being the register sheet method and the check stub 

Isithod. Alao of importance are the procedures used in distributing a 

atock dividend, property or securities dividend, and the option dividend^ 

Tho dividends on preferred stock encountered have about the same problvia 

as dividends on coioaon atock with the exceptions of cooputixig the divi* 

dend and the time of payment. 



CHAPTEK VI 

THE ACCOUNTING TECHlCI.̂ UEi UoLD FOR DIVIDa^DS 

Now that all the basic infoxmation on dividenda haa been px*e-

aented, the main purpoae of this thesis can be presented with some 

degree of understanding. The basis of the study, as observed in the 

introductory chapter, ia the accounting for dividends paid by a corpora

tion incorporated in one of the states of the United Statea. 

The accounting entriea as given in thia chapter will be preaented 

in basically the aame order as they would appear on the books of a 

corporation. The entries, vdiich are normally required, are the entries 

for the declaration of a dividend and the dividend payment. This presen

tation will show the normal entriea and also some of the more infrequent 

entries made by some accoxmtants • 

Declaration of Dividends 

In accounting for dividends, as in any other type of accounting, 

proper official actions must be taken before any entry, other than a 

memoxrandimi entry, is made in the corporate books. The necessaxy official 

action in the case of dividends is the formal declaration of a dividend. 

After the fonaal declaration of a dividend has been made, an entry should 

be entered in the General Journal, setting up the liability unless the 

dividend is a stock dividend. An example of an entiy showing a declara

tion of a dividend ist 

January 15 

Retained Earnings $10,000 

Dividends Payable $10,000 

59 
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To record declaration of a dividwid 
payable February 15. 

If the dividend is to be paid from current eamixigs, the debit would be 

to Profit and Loss. If the dividend is to be paid from another surplus 

account, the debit should be to that surplus account. These surpluaea 

may be revaluation aurplua or Paid-in Surplua, deperxiing upon the legality 

of dividenda paid from auch axurplua accounts as set forth by the lawa of 

the state in which the corporation is incorporated• 

In some corporationa the directora may declare numerous dividend 

payments at different times and on different clasaea of stock. '>hen the 

xiufflber of dividenda declared ia numerous, they may be numbered for easy 

identification. A journal entry aa shown beloM would cause fewer postings 

to the surplus accounts. 

November 10 

Divid«id Charges $150,000 
Dividttod Payable No. 20 $100,000 
Dividend Payable-toctra 50,000 

To record the declaration of the 
payable December 15. 

At the time of payment of the dividends an entry would be made in 

the Cash Disbursement Journal as follows s 

December 15 

Dividend Payable No. 20 $100,000 
Dividend Pi^^lo-Extra 50,000 
Cash $150,000 

To record payment of dividend 
declared November 10. 

^ W. A. Paton, Advanced Accounting. (New Tork, 1947), P. 574. 
Hereafter cited as Paton, ^vanced Accounting. 
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At the «id of the current accountixig period, the amount in the Dividend 

Charges account is closed to the appropriate siurplus account which will 

usually be the Retained Earnings account. Another method of recox^iing the 

declaration of a dividend is to charge the Retained learnings account at 

the time of dec3Laration rather than a Dividend Charges account. If the 

Dividend Declaration does not prescribe the source for the dividend, 

the dividend is considered to be made first out of the earnings of the 

year of distribution, and any excess over the year's earning out of the 

At times corporate directora will declare dividenda in advance, 

and a year'a dividend will be paid by equal installments at the end of 

each quarter.^ In thia case an entry should be set up as shown below, 

assuming the books are closed ea<^ quarter. The Jouxnal entry isi 

January 15 

Retained Earnings §400,000 
Dividend Payable-Current $100,000 
Dividend Payable-Deferred 300,000 

To record declaration of the 
quarterly dividwids for 1 9 _ . 

The $100,000 is placed in the current account since it will be paid in 

the first quarter of the year. The $300,000 in the deferred account 

will be transferred to the current account at the rate of $100,000 per 

quarter. This entry isi 

^ Mark E. Richardson, "Dividend and Stock Redemption," Jpurp^ 
nf Accountangy. CII (August, 1956), p. 50. 

^ Paton, Advanced Accounting, p. 575-
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April 15 

Dividend Payablo-Oof erred $100,000 
Dividend Payable-Current $100,000 

To transfer dividend payable 
becoming due in this quarter. 

The entry to pay the dividend as it becomes current ist 

AprU 15 

Dividend Payable-Current $100,0^0 
Cash $100,000 

Payment of quaiterly dividend 
declared January 15. 

Other situatioxui which requre diffextent accounting entries are 

those ariaing when another medium of payment i s inade other than cash. 

In a l l cases, except^in that^involving a stock dividend, after the direc

tors have voted approval of a resolution declaring a dividend, a l i a 

b i l i t y account should be set up similar to the Dividend Payable account 

used for a cash dividend. The following examples are appropriate for 

the indicated type of dividend. 

Scrip Dividend 

Retained Earnings 550,000 
Scrip Dividend Payable $50,000 

To record a dividend payable 
in corporate notes. 

Bond Dividends 

Retained Earnings $50,000 
Bond Dividend Payable $50,000 

To record a dividend payable 
in corporate bonds. 

Commodity or Property Dividend 

Retained Eaxnings $50,000 
Conmodlty Dividend Payable $50,000 

To record a dividend payable 
in corporation merchandise. 
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In the case of the option or combination dividend, appropriate axpla-

nationa of each entry should be made. 

Valuation of Dividenda 

On ooeasions thex^ are q[uestions as to the valuation of property 

dividends» boxui dividenda, and stock dividends. The problem with stock 

dividends will be discussed in a later section of this chapter. 

Although the non-cash dividends are taxable to the shareholders 

at fair market value, the corporation may carxy the amount of the divi

dend on the books at the book value of the dividend. For examples M 

Oorporation owns stock of the T Corporation and declares a dividend with 

the medium of paymaat being the stock of T Corporation. The M Corpo

ration had purchased the T Corporation stocK at $5*00 per share, but 

the present market value is $5«24 P«r share. The number of shares to 

be distributed is 1000, viliicdi makes the book value of the dividend 

$5t000.00 and the value of the dividend in tAms of market value 

159240.00. The entry on the books of the M Corporation would be as 

follows t 

November 10 

Retained Earnings $5,000 
Securities Dividend Payable $5,000 

To reoord declaration of a dividend 
payable in T Corporation stock. 

As shown in the preceding example, any dividend paid in property 

or securities Should be recorded at the book value of the asset. The 

use of fair market value is permissible since in the long run the outcome 

will be the same, loavixig all accounts with the same net figures as would 
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be ahown by the book value method. The fair market value method entails 

a few extra accountixig entries to revalue the asseta. 

v̂ith the Issuance of a dividend in bonds or scri^ of the corpo

ration comes the problem of what is considered the fair market value or 

the book valuer If scrip is issued, it usually has a stated redesiptioii 

price after a short period of time. If this is the case, the amount of 

tho dividend will be the total amount of all the scrip isaued as the 

dividend. The basis for detexmining the total amount of scrip is the 

4 redeogption value of the scrip. An example of the entry necessary for 

the declaration of a scrip dividend using 10,000 notes with a redeoption 

value of <^10«00 as the medium of payment ist 

November 1 

Retained Earnings 100,Q00 
Scrip Dividend Declared $100,000 

To x'ecord dec3Laration of a 
scrip dividend payable In 
10,000 ivlO.OO notes. 

/̂ hen bonds are issued as the dividend, the problem of a premium 

or discount is encountered. This problem ia usually solved by recording 

the amount of the dividoid at the fair marl et value of the bonds. The 

difference between the fair market value and the face value of the bonds 

ia reoorded as a bond premiiai or discount. For examplet M Corporation 

haa $100,000 of unissued four percent sinking fund bonds with a current 

potential market value of $102,000. A dividend is declared using the 

bonds as the medim of payment| the entry necessary would bet 

^ Paton, Advanced Accouxitina. p. 575. 

^ Ibid., p. 576* 
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July 1 

Retained Earnings $102,000 
Bond Dividend Payable ;• 102,000 

To record the declaration of 
a dividend payable in 4^ sinking 
fluid bonds. 

When a dividend is declared on preferred stock, the same px*ocedur«s 

are followed as for common stock. The entries will be changed in termi-

xu>lgy only and not in technique, and will appear as followst 

July 1 

Retained Earnings $10,000 
Dividend Payable-Preferred ^10,000 

To record the declaration of a 
dividend payable to the preferred 
shareholders. 

It should be remembered that dividends on preferred stock do not become 

a liability until the dividend is declared by the directora, even though 

the preferred stock may have the cumulative clause with dividends in 

arrears• 

Payment of Dividends 

After the recording of the dividend payable ia complete, there ia 

no other entry neceasary until payment ia accompliahed. To record the 

payment, an entry in the Caah Disbursement Journal would be in order if 

the dividend is payable in cash. The cash entry ist 

February 1 

Dividend Payablo-Ccomon $100,000 
Cash $100,000 

To record the payment of the 
dividend declared Janiiary 15 
payable in cash to common 
shareholders. 
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When the payment is to be made in another fonn of asset, the 

asset is credited instead of the cash account. Examples of the neces

sary entriea aret 

February 1 

Property Dividend Payable $100,000 
Investment in T Corporation $100,000 

To record the payment of the 
dividend declared January 15 
payable in stock of the T Corpo
ration. 

Februaxy 1 

Property Dividend Payable $100,000 
Real Estate-Land $100,000 

To record the payment of the 
dividend declared January 15 
payable in land owned by the 
coxTporation. 

In a case where the dividend is paid by creating a liability in 

the corporation, i. e. vdien the dividend ia paid in bonda or acrip, care 

shotild be used in recording the transaction, since the dividend payable 

was recorded at fair market value of the bonda or scrip, a premium or dia-

cotixit accoxmt may be created. The example of the recording of the decla

ration of a bond premium on page 64 of thia thesis shows the entry neces

sary in issuing the bond in payment of the dividend; 

August 1 

Bond Dividend Payable 1102,000 
Premium of Bonds Payable 2,000 
Bonds Payable $100,000 

To record the issuance of the 
4/̂  Sinking Fund bonds in payment 
of the bond dividend declared 
July 1. 

In many instances there is a discount on the bonds rather than a premium. 

Let us assume that the bonds had a fair market value of oxily $98,000 and 
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the Bond Diyidend Payable was recorded with that figure. The entry for 

the issuance of the bonds would bet 

August 1 

Boxid Dividwid Payable $98,000 
Discoimt on Bonds Payable 2,000 
Bonds Payable $100,000 

To record the issuance of the 
ki Sinking Fuxxi Bonds in payment 
of the boxKi dividend declared 
July 1. 

i'lhen a scrip dividend has been declared and recorded, the entry 

necessary in the issuance of the scrip in payment of the dividend 1st 

August 1 

Scrip Dividend Declared 1100,000 
Dividend Scrip Outstanding $100,000 

To reoord the issuanoe of scrip 
in payment of the scrip dividend 
declared July 1. 

After this entry is completed, one account which was created in the 

declaration of the scrip dividend still has a credit balance. This 

account is the Dividend Scrip Outstanding account which has a credit 

balance of $100,000. The entry to write off this account is oade at the 

time the outstaxiding scrip is redeemed for caah. The entry ist 

November 15 

Dividend Scrip Outstanding $100,000 
Cash $100,000 

To record the redemption of the dividend 
scrip issued on August 1. 

A class of dividends which has not been discussed in respect to 

the aocounting entries necessary on the corporation books is the stock 

dividend. The reason for the omission of stock dividends up to this time 

is that stock dividends require a completely different type of entries; 
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it is therefore necessary to prevent confusion with other types of divi

dends idiich cause a change in the assets or liabilities sections. 

The first part of the discussion of stock diyidends will deal 

with the issuance of par yalue stock as a dividend; later the problems 

of using no-par yalue stock will be discussed. 

In all cases where stock is used as the medium of the payment of 

a dividend, there must be on hand enough unissued shares of stock of 

treasury stock in the same class to make the distribution. This applies 

to no-par value stock as well as to par value stock. If the surpluses or 

retained earnings are sufficient at the time of issuing the stock, the 

atock will be fully paid for and there cannot be a discount or premium 

6 

on the capital atock. 

Another fact which ia common in both types of stock dividend is 

that at the time of declaration of a stock dividend no liability account 

is created. The declaration segregates the amount of the dividend from 

the retained earnings account or the appropriate surplus accounts into 

another account included within the net worth section of accounts. An 

example of a declaration of a stock dividend payable in par value stock 
is: 

February 1 

Retained Earnings $100,000 
Stock Dividend Declared $100,000 

To record the declaration of a 
stock dividend payable in $10.00 
par value common stock. 

The Stock Dividend Declared account as presented in the balance sheet 

Kester, Advanced Accounting. (4th ed.), p. 606. 
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will be illustrated later. 

The amount entered into the i>tock Diyidend Declared account is 

usuaUy the par value of the stock to be issued. This prevents either 

a premium or a discount on the dividend stock from appearing on the 

books. 

On the date when the stock is issued, another entiy is made for 

the issuance of the stock: 

March 1 

Stock Dividend Declared $100,000 
Capital Stock î;100,000 

To reoord the issuance of the 
$10.00 par value common stock in 
paym«at of dividend declared 
February 1. 

This entry is veiy often complicated by the fact that many of 

the shareholders are entitled to a fraction of a share, when this happens, 

stock warrants are issued. Moat of these warrants have no voting right 

or dividend rights, are non-interest bearing, and must be redeemed or 

sold within a apecified period of time. This being the case, a number 

of additional entries are necessary to record the aale of additional 

warrants in order for the shareholders to obtain an additional full share 

of stock, redeeming, with cash, warrants issued to shareholders and 

x̂ edeemixig warrant by the issuance of additional shares of stock. 

The vdiole procedux*e in recording a stock dividend of par value 

stock can best be demonstrated by presenting an example. The Alpha 

Company has an authorized capital account of 1,000,000 shares with a 

par value of $10,000,000. Of the authorized 1,000,000 shares, 150,000 

shares with a par value of $1,500,000 are unissued. The directors 
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declared a ten percent stock dividexKi with the unissued stock as the 

medium of payment for the dividend. The individual holdings by the 

shareholders limit the issuance of only 83,000 full shares with a par 

value of $830,000. The additional 2,000 shares are represented by the 

issuance of stock warrants worth $20,000. The stock warrants are 

redeemable to the corporation at the rate of one share of stock for each 

$10.00 worth of stock warrants. The stock warrants may be used in the 

purchase of capital stock. All transactions must be accomplished within 

thirty days, at which time the stock warrants become worthless. Due to 

the stock dividend agreement in regard to stock warrants, the corpo

ration issues 1,850 full shares in exchange for the fractional rights or 

stock warrants. On the expiration date of the stock warrants, stock 

warrants redeeioable for 135 shares are held by the corporation. The 

shar^oldera have in their poaaeasion stock warrants for 15 shares which 

are unrede^ied. These warrants which are unredeemed are cancelled after 

the thirty day redemption period aa directed by the dividend agreement. 

The necessary entries for all of the above transactions are as 

follows t 

(1) 

Retained Earnings or Surplus $850,000 
Stock Dividend Declared $850,000 

To record the declaration of 
a stock dividend payable in 
unissued $10.00 par value stock. 

(2) 

Stock DividMid Declared $850,000 
Capital Stock $830,000 
Stook Warrants Issued 20,000 

To record iss\iance of $10.00 
par value stock and necessary 
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stock warrants in payment of 
stock dividend declared June 1 . 

(3) 

Stock î-arrants Redeemed 112 OOO 
Cash *^,v-'w 

To record redemption of the 
stock warrants presented for 
redemption. 

(4) 

Cash $10,650 
Stock Vifarrants Redeemed vl0,650 

To record the sale of stock 
warrants to shareholders upon 
request by the shareholders. 

(5) 

Stock Warrant Issued $18,500 
Capital Stock $18,500 

To record issuanoe of stock 
in exchange for atock warranta 
aa requeated by the ahareholdera. 

(6) 

Stock V^arrants Issued $ 1,350 
Stock uarrants Redeemed $ 1,350 

To record cancellation of all 
remaining redeemed atock warranta. 

(7) 

Stock Warranta lasued $ 150 
Retained Earnings or surplua $ 150 

To record caincellation of all 
stock warranta outstanding after 
expiration date. 

A company having par value stock sometimes declares a stock 

dividend and places on the stock an assigned value which is in excess 

of par value. The use of the assigned value may be in lieu of the fair 

market veilue of the stock. In such a situation the necessary entries 

should be as follows t 
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January I5 

Ratained Earxiings ^12^000 
Appropriated Surplus $12,000 

Appropriated for common 
stock dividend of 1,000 
shares declared January 10 
payable March I5, 19.^ (to 
be credited to capital stock 
in the amount of $10,000 
and to Capital Surplus in 
the amount of $2,000}• 

March 15 

Appropriated Surplus $12,000 
Capital Stock $10,000 
Capital Surplus 2,000 

To record issuance of the 
1,000 shares of stock for the 
coBuaon stock dividend declared 
January 10, 19 .' 

If the expiration date of the stock warrants extends past a 

balaxice ̂ oet date and it becomes necessaxy for both the Stock Warrants 

Issued and the Stock tVarrants Rede^fiod accounts to be shown on the 

balance sheet, the Stock li;arrants Redeemed account should be shown as 

a control of the Stock tiiarrants lasued Account. 

In the above example the problem of determining what amount to 

be transferred from the Retained Earnings account to the Capital Stock 

account was not difficult since the stock had a par value; however, in 

many stock dividends the stock is of the no-par value class. Vithere the 

stock is no-par there still must be an amount transferred to the Capital 

Stock aooount. The stated value on the no-par value stock has been used 

7 
**Current Aeoounting and Auditing Problems: Recording a Stock 

Dividend," The Journal of Accountancy. XXCVIH (July-December, 1948), 
p. 84-85. 
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by eoao oorporations, but the stated value method of valuation of a 

atock dividend does not prove vexy satisfactoxy when the stated value ia 

a vory notainal value placed on the stock by the directors. Any smouxit 

above tho stated value that is paid in by shareholders on the otttstandijig 

atock is credited to the Paid-in Surplus account. This creates a x^ther 

aaall capital stock account as eoiqpared to the Paid-in Surplus account. 

Other methods of dotexiaixiing the amount to be capitaliaed for 

each ddiare of no-par value stock isaued as a stock dividend are arrived 

at 1^ (1) dividing the Capital Stock accouxit of previously outstaxidixig 

stock hiy the outstanding shares before the dividend, (2) dividing tho 

provioualy outstanding Capital stock account and the Paid-in Surplua 

aooount by the outstanding ^ares before the dividend, and (3) dividing 

tho total prorioualy received on outstandixig stock plus other Paix^In 

Surpluaoa by the outstaxtding sharea before the dividend.^ 

Of the thx'oe above oentionod methods of detexmixiing the aoKmnt to 

bo oapitaliaod in a no-par value stock dividend transaction, the COB^-

adttoe on Aooountlng Procedure of the American Institute of AccountaxAs 

did prefer the third a«thod«^ The Ccanlttoe on Aeoounting Prcoodure 

now prof ore that an aootsxt equal to the fair market value of the addi-

10 
tioa atook be tranaferred. 

In W^Mf that the three aothods of dotermining the amount of 

^ FlxmiQr and MlUer, Prinfd.uUa of Accounting. Intermediate, p. 301. 
o 
QoHulttoo on Aooounting Prooodure, Aoerican Institute of 

Aooounia^, Aooountimj^ Haaoaroh Bulletin No. 11. (Mew Toric, 1 9 a ) , 
pp, ioa-103* 

10 . 
" * " -̂  p. 51. 
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retained eattiiags that must be capitalized In the event of a no-par 

value stock dividend might be understood better, an example will be 

given for each method. Let ua asstime the following information In order 

to show the proper accounting entries for each method. The M Corporation 

has a Capital Stock accoimt of $1,500,000 which is represented by 100,000 

shares of no-par value stock with a stated value of 015.00 per share. 

Along with the Capital Stock account there is a Paid-in Surplus account 

of $100^000 which consists of ^75,000 from premiums on the outstandixig 

stock and $25,000 of Paidmn Surplua from other sources. The retained 

Earnings account has a balance of i,̂ 2p0,000. To facilitate the example^ 

let us assume further that the M Corporation wishes to declare a $100,000 

stock dividend or as near to $100^000 aa convenience will peimit in the 

issuance of the no«5>ar value stock as the dividend* 

By using the first aethod, the Capital Stock account of $1,500,000 

would be divided by the 100,000 outstanding shares. The results would 

bo $15#00 per a^are to be capitalized. The nexk atep is to determine 

the number of i^ares to be iaaued by dividing the $100,000 dividend by 

$15.00 per share figure which gives a total of 6666 sharea. The most 

convenient number of shares to be distributed would be 6,000 in order 

to avoid the neooasity of issuing fractional shares whioh would be neceo-

sary if the 6,666 aharos were issued. The entry for the distribution 

of the stock dividend would thus be; 

July 1 

Retainod Earnings $90,000 
Capital Stocte-Oconon $90,000 

To reoord the distribution of 
6^000 aharos of no-par value stock 
in payment of tho stock dividend 
declared May 15. 
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When the second method of determining the amount that must be 

capitalized in a no-par value stock dividend is uaed, the Capital Stock 

account and the amount paid in by shareholders on the outstawiing stock 

is divided by the outstanding shares before the dividerid. In our 

example these amounts would be $1,500,000 plus i75,000, totaling ;>1,575,000 

and divided by the 100,000 outstanding ahares which givea an amount of 

$15.75 per ahare to be capitalized. The moat convenient number of shares 

to be distributed under this method is 6,000 shares. The entry for the 

atock diatribution under thia aecond method would be: 

July 1 

Retained Eaxninga $94,500 
Capital Stock-CoBcnon $90,000 
Paid-in Surplus 4,500 

To record the distribution of 
6,000 aharea of no-par value stock 
in payment of the stock dividend 
declared May 15. 

VVhoi the third method of determining the amount to be capitalized 

in a no-par value stock dividend is used, the Capital Stock account, 

$1,500,000, and the entire Paid-in Surplus account <^1,000,000, is 

divided by the 100,000 outstanding shares. The results from such a 

computation is .'̂ 16.00 per share. The most convenient number of shares 

to be distributed under this method is 6,000 ahares. The entxy for the 

stock dividend iwould bet 

July 1 

Retained Earnings $96,000 
Capital Stock-Common $90,000 
Paid-in Surplus 6,000 

To record the distribution of 
6,000 shares of no-par value stock 
in payisent of the stock dividend 
declared May 15. 
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As was stated earlier, this method is the one recommended by the Com

mittee on Accounting Procedure of the American Institute of Accountants. 

As can be seen from the above illustrations, a difference in the 

amount to be capitalized in each method v-â  encountered. If, however, 

there were no Paid-in Surplus, there will be no differences. If there 

were a Paid-in Surplus account made up of preoiiums on the stock only, 

the last two methods woiild have the same results. Most accountants 

will use the third method since it is approved by the Committee on 

Accounting Procedure of the American Institute of Accountants. 

After the amount of the stock dividend to be declared and the 

number of shares to be distributed have been determined and acted upon, 

the accounting procedurea are almost the same as an issuance of par value 

atock for the stock dividend. The major exception in the confutation 

of the amounts which are credited to the different accounts. The num

ber of shares distributed, multiplied by the stated value is credited to 

the Capital otock account, and any amount over the stated value is 

credited to the Paid-in Surplus account. 

Differences Between -Aock Dividend and >jtock >jplit-UD 

It would be proper at this time to distinguish between a stock 

dividend axid a stock split-up as interpreted in the American Institute 

of Accountanta Research Bulletin Nfi. iti. The definition of a atock 

dividend was given earlier, but for a better underatanding of the 

differencea between a atock dividend and a atock aplit-up the definition 

of a atook dividend will again be given. The definition for a atock 

dividend aa defined by the American Institute of Accountants ia-
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An iaauanoo by a oorporation of its own ecaunon shares to ita 
ccnmon ahareholdera without consideration and under conditions 
indicating that such action is prompted mainly by a desire to 
separate evidence of a part of their respective interests in 
aoeumulated corporate earnings without distribution of cash 
or other property which the board of directors deems neces-
aary or desirable to retain in the business . H 

Tho American Institute of Accountants' definition of a stock 

apllt«up is 

An issuance by a corporation of its own common shares to its 
common shareholders without consideration and under conditioxis 
indicating that such action is prompted mainly by a desire to 
increase the number of outstanding shares for the purpose of 
affecting a reduction in their unit market price and, thereby, 
of obtaining wider distribution and improved marketability of 
the shares.12 

Although theae definit :ons state that common stock ahoxild be 

isaued on the same class of stock, there ia no limitation on what class 

of stock may be used for a dividend if no state law is violated and if 

the consent of shareholders is acquired. If a different class of atock 

is issued on another class of stock, there would be no question of whether 

the issuance is a stock dividend or a stock split-up since a stock split-

up Bmst be the aame class of stock* 

As ahown in the def ixiitions, the intent is usually the deciding 

factor. In the case of a stock dividend, the intent is to capitaliie a 

portion of the retained eaxnings and at the same time to issue additional 

sharea to ahow the capitalization. The intent in a stock split-up is to 

lower the market price in order that a wider distribution of shares to 

the public SMy be aoocoqplished and to improve the marketability of tho 

^ Accounting Reaearch Bulletin No. 43. P* 49< 

^ ja^« , p* 49. 
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atook. In the oplit««ip there is no capitalization of retained oaminga. 

In the opixiion of the Committee on Aocounting Prooodure of the 

American Ixistitute of Accountants when a stock dividend has been com

pleted, the amouxit of earnings to be capitalized should be the amount 

equal to the fair narket value of the stock issued aa the dividend .̂ ^ 

An example of this is as follows? assumixig the fair market value of the 

dividend atook to be $50,00 per share, the par value is $40.00, and 1,000 

ahaarea are issued as the stock dividend. The entry on the corporation's 

books would bet 

July 1 

Retained Earnings $50,000 
Capital Stock-Coamon $40,000 
Premium on Capital Stock 10,000 

To record iaauance of 1,000 
shares of $40.00 par value 
common stock in payment of the 
stock dividend declared on May 15* 

If the intent of the issuance is a stock dividend, but the issuance 

is so large as to cause a material decrease in the market price of the 

stock, the amount to be capitalized should be the legal requirement in

stead of the fair market price .^ The entry for this situation, aaauming 

the aame infowistion as the preceding example, would bet 

July 1 

Retained Earnings $40,000 
Capital Stock-Coamon <>*iu,wu 

To record the issuance of 
1,000 aharea of $40.00 par value 
stock in payment of the stock 
dividend declared May 15* 

p. 52. 

^ Ibid., p. 52. 
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In this case the term "dividmd" might be avoided by an explanation to 

the shareholders in which is employed the i^rase, "a split-up effected 

15 
in the form of a dividend." ^ 

The distinction between a stock dividend and a split-up is also 

detezmined by the ratio between the new issuance of stock and the out

standing stock. In order that the stock dividend be material to decrease 

the market price, there must be an issuance of more than twenty or 

twenty five percent of the number of shares previously outstanding.^ 

The percent of outstanding shares may be lower in some classes, but the 

cases are few. From the preceding discussion on stock dividends and 

stock spllt-ups, the accountant ahould be careful to determine the 

exact purpoae of the stock iaau&noe and make the appropriate entriea 

necessary. 

In many instances a corporation will have on its books a Treasury 

Stock account which represents stock of the corporation which has been 

reacquired through purchases or gifts, questions have been raised as to 

whether a dividend can be paid to the treasury shares of stock as well 

as to the outatanding shares. The general opinion is that no dividend 

should be declared on treasury atock if the medium of payment ia an asset 

17 
or some foxro of liability. 

^^ Accounting Research SMPff^ln ^Q- '̂̂ - P* 52. 

^̂  IbJ^., p. 53. 

' "Current Accounting and Auditing Problems t Some questions 
and Answers on Treasuzy Stock and Stock Dividend," The Jo\imal of 
A»<^ountancy. ICYI (Julx-Dooember, 1953), P* 478. 
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If, however, a stock dividend is to be declared, the dividend 

should also bo declared on the treasury stock as well as on the outstaxMi-

18 
ing stock. This would permit the Treasury stock account to maintain the 

same ratio of treasuzy ahares to total shares issued. The stock dividend 

paid on treasury atock ahould not be ixicluded in the income account, but 

the stock dividend should be included in the Treasuxy Stock accoimt.^^ 

Axiother situation which m i ^ arise is the purchase of another 

corporation's stock after a dividend declaration but before the dividend 

payment. In such a situation, the corporation making the purchase 

should capitalize the entire cost of the stock or set up an account for 

the dividend receivable. When the dividend is received, the dividend 

payment is charged against the investment account or the Dividend 

Receivable accotuit. The entriea in auch a aituation aret 

On Acquisition of Stock 

Dividend Receivable $ 2,000 
Investment In Stock 10,000 
Cash $12,000 

To reoord the purchase 
of 1,0<X) shares of T. Corpo
ration stock. 

On Receipt of the Dividend 

Cash ^2,000 
Dividend Receivable $2,000 

To record the receipt of the 
dividend on the T. Corporation stock.^ 

^'"Current Accoimtixig and Auditing Problems t Some questions and 
Answers on Treasury Stock and Stock Dividend," The Journal of Accountancy. 
XCVI (JuIx-OooeBdE»er, 1953), P* 478. 

^^ Bemaztl Groidinger, Preparation and Gertifijy^t^ ^^ <^f, fkm^M 
^.Atementa. (New Tork, 1950), p. 278. 

^ "Aocounting Qnsstionst Accounting for Dividends," ULSJ^SMOAIL 
^ /lecougbanov. U7 Uuly^-Dooeaiber, 1932), p. 71« Hereafter cited as 
i«Aocouxiting Questionst Accounting for Dividends." 

21 
•• A**•«.««• ij5i5 QwffisfelsTOst Accounting for Dividends," p. 72. 

m ^. ^ 
S O A ^ „ 
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Balance sheet Presentation 

Since the preceding discussion on the aocounting entries necea-

aary in the event of a dividend have been covered to aome degree, the 

f oUowixig discussion will pertain to how the dividend will appear in the 

balance sheet at the «Qd of an accounting period. 

The types of dividends in which asseta will be distributed or 

liabllitiea created will always be shown in the liability section of the 

balance sheet if the dividend has been declared but not paid. As long 

as the dividend is payable in cash, aecuritiea of other corporationa, 

nercdundise, property, or will neceaaitate an iaauance of the coxDoration'a 

own obligation, the declared dividend will be shown aa a current liability 

if payable within the next aocounting period after the preparation of the 

balaxioe sheet. At times, there will be deferred dividend payables which 

will be shown in the deferred portion of the liability section. A lia

bility whioh is created by the declaration of a dividend payable in a 

long tezm obligation may be shown in the fixed liability portion of the 

liability section. The Dividend Payable account should indicate tho 

media of payment if it is other than cash, such as Property Dividend 

Payable, Serip Dividend Payable, and Bond Dividend Payable. 

rthen a stock dividend is declared, a liabiUty is not created. 

The net worth section is unchanged in a stock dividend, but the accounts 

within the xiet worth section are changed. The atock dividend after beixig 

declared shotild be shown in the net worth section of the balance sheet 

Inmediately after the Capital Stock account. This can best be shown by 

0n illustration of a net worth section of a corporation. The net worth 
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section would appear as follows t 

Not worth t 
Capital stock t 

6^ Cumulative, participating preferred; 
$100 par value; authorized and issued, 
2,000 shares $200,000 
Common-no par value; authorized 15,000 
shares; issued, 10,000 shares $500.000 $700,000 

Surplus appropriated for dividend on common 
stock-payable in common shares t 
Portion to be capitalized aa common 

capital stock $50,000 
Portion to be capitalized as paid-

in aurplus-ccBifflon stock 30.000 $80,000 

Earned surplus .•••.•.«•• $35,000^^ 

Aa shown in this illustration, the stock dividend appears ionertlately 

after the Capital Stock account and immediately before the Earned Surplus 

account. In the illustration the atock dividend ia alao ahown aa it w i U 

be divided between the Capital Stock account and the Paid-in Surplua 

account. 

In the caae of a dividend on the preferred atock, the dividend 

would be shown in the same manner aa a dividend on the common atook. 

The Dividend Payable-Preferred account would probably be shoiin precedixig 

the Dividend Payable-Common acco\mt since the preferred shareholders 

hold precedence over the common shareholders. 

Very often the preferred stock is cumulative and has dividends 

in arrears. The cumulative dividends in arrears, if not declared, ahould 

be disclosed in a balance sheet by the use of a footnote rather than a 

^ Finney and MiUer, Principles of Aecounting. Intexmediate. 
(4th ed.), p. 305. 
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dlvieion of the surplus accounts. Footnotes for dividend to preferred 

ahareholdera in arrears should be similar to the following examples t 

Examples of Dividend Footnotes 

^ r e ' l ! l \ ^ ^ ^ Jheet date) dividends on the preferred stock 
were in arrears since (date)," 

(dat^I"'^^'^'' ̂ ^"^ ^^"^ ̂ ^ "^ ^^"^ preferred stock since 

•'On the (balance sheet date) diyidends on the preferred stock 
were in arrears in the amouxit of Z ."23 

Although the footnote method of showing dividend on preferred in 

arrears is the best and most commonly used, some dividend arrears are 

shown in the balance sheet as a division of the Earned Surplus account. 

The proper way to show the arrears in this method is: 

Earned Surplus! 
Cumulative preferred atock in arrears 

since (date) $60,000 
Remainder of Surplus 35,000 ; 95,000^ 

This method cannot be uaed when the dividenda in arreara is as much or 

more than the Earned Surplus or Retained Earnings accounts. 

Summary 

In this chapter an attend haa been made to ahow the proper ac

counting entxiea necessary in all types of dividend payments. The 

distinction between the atock dividend and other typea of dividenda waa 

ahown in the accounting entries and on the balance sheet. The distinction 

23 
Fixmey and Miller, Principles of Accounting. Intermediate, 

(4th ed.) , p» 299. 
24 

"Student's Department: Accrued Dividends," The Journal of 
^ff^untancy. XUm (January^une, 1924), W?. 392-393. 
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was alao~made between a^stock dividend and a stock split-nip. The 

difforonoea as given here were that in a stock dividend Retained Earnings 

is capitalised and in a stock split-up no account is changed; there ax*e 

no changes except in the number of share outstandixig. 

The terminology and phraseology given in this chapter were the 

oommon ones. Many other account names can be found for the accounts 

described in this chapter, but all of these accounts will be treated in 

much the aame mazmer as were the accounts shown here. 

lA 



CHAPTER V U 

CCliCLUSIOKS 

During the preaent trend for bigger and more proaperous corpo

rations, the spotlight is being focused on the dividends paid by corpo

rations. The dividend payments may affect the growth and welfare of 

many corporations through changes in stock prices; therefore, there is 

a need for a thorou^ uxiderstanding of the field of dividends. 

This study was undertaken under the assumption that dividexxis 

play an important part in the control and operations of the coxporation. 

The study included both material from current publications and established 

rules governing dividends to Illustrate how dividends may affect the fi

nancial operations of the corporation. The accountixig entries and pro

cedures, which were the major objectives of this thesis, were presented to 

show how the accounting aspects vaxy with the many features of dividenda. 

Xn order for a corporation to continue as a going concern, it 

must return to its investors a fair return on their investment. This 

return may be made by the use of a number of different types of dividends. 

If at the time for payment of dividends the cash account is inadequate, 

another type of dividend such as a stock dividend or property diyidend 

might be employed. At timea, the corporation will uae ita o;vn corporate 

bonds to pay a dividend. This practice ia undesirable and should be 

advised against. 

During a prosperous period the cash and liquid aaseta may be 

needed for current operating e3Q5en8ea, but a rather large net profit is 

shown by the oorporation which demands some aort of dividend payment. 
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The atook dividend ia very effective and appropriate in such a situation. 

The stock dividand is also used to reUeve the shareholders of the tax 

burd«i which would be required by the use of any other type of dividend. 

Another method of classifying dividends which would affect the 

aocounting ];vooodurea is that involving the time of payment. In thia 

olasaification, dividends are classed as to the period of time of operations 

of the oorporations the dividends are to cover. When quarterly dividend 

payables are recorded on the books, the payables are classed as current 

liabilities until payment. Other classes of dividends must alao be re

oorded or designated as the situation warrants. 

In the payment or decoration of all these different types of 

dividends, a dividend policy must be set up to control the use and 

frequency of each type of dividend. Chapter III sets out the rules that 

should be followed in the foxnulation of a dividend policy. 

As is commonly known, the cash dividend is most frequently used, 

but many corporations are adopting dividerid policies idiich use stock 

dividends to supplement the caah dividenda. Thia combixiation, if do-

olared and paid together, ia known aa a ccmpoaite dividend. Frequently, 

the stook dividends are* used alone to compensate for appreciation of the 

one or more of the fixed asset accounts such as the land account of tho 

oorporation. 

Bofore the dividend policies are set up by the board of directors, 

a oci^plote study should be made of the particular coxporation to ixidude 

tip^i*** corporations in the same field of operations. This should bo 

doxie to provent constant ohaxigea in the dividend policy. A dividend 

poliiOr ahottldp however, be flexible in order that it night be changed 
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when oeonoaic changes occur. 

Prior to the f omaxlation of the dividend policy and the decla

ration or payment of a dividend, a st\idy should be made of the state axMi 

federal lawa governing dividenda to prevent illegal or improper divi

dends. Of particular interest are the laws of the state in which tho 

oorporation is incorporated and the state in which the corporation is 

operating. 

The laws of the states governing corporate dividends vary rather 

widely. Some states pexioit dividend payments when there are no ciurrent 

earxiings. This is but one of the many points idiich should be ixxvesti-

gated before a dividend policy is formulated. Other laws may affect tho 

dividend policy in such a way as to prevent the proper function of the 

policy, thereby making it worthless. 

The procedures in an issuance of a dividend should be observed 

at times by the chief accountant of the corporation in order to detexmine 

if proper aocounting entries are being made at the right time during the 

issuanoe of the dividend. The dates and seciuence of the iaauance of a 

dividend are at times entered in the explanation of the journal entry. 

An entry recording the declaration will show the date the names of the 

ahareholdera are to be entered in the dividend register sheet. This 

date is referred to as the date of record. 

The accounting procedurea and entriea uaed for corporate dividends 

are affected in one way or another by the type of dividends, the divi

dend policy, the legal principles governing dividends, and the procedures 

in the issuance of dividends. The aocounting entry to record the decla

ration of a dividend Mist show the typo of dividend to be paid and tho 
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amount. The date of payment and the person to idicm the pajrment is to be 

aade would be included in the explanation of the entry. The account title 

of the dividend payable account should show the type of dividend for the 

proper olasaification of the accoiaxt on the books of the corporation. 

Faysumts of dividends should be recorded at the time of payment 

in the proper journal. A caah dividend is recorded in the cash diaburae-

mexxt journal with the amount of the cash paid. Stock dividends are 

recorded in the general journal at the fair market value of the stock. 

In many situations accounting problems arise in accounting for stock 

dividends which necessitate additional entries. These problesM and their 

solubioxia are oxplainod in Chapter ?I. 

Corporate dividenda must be fully understood before a proper 

accountixig qratera can be formsulated for the dividexids. This thesis has 

presented a diseussion of the most important phases of dividends of 

industrial corporations from vMch an adequate accounting system could 

be formulated. 
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