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Unit 1

An Introduction to Corporation

The genius of the industrial system lies in

its organized use of capital and technology.
bt
'Jﬂ; " JOHN KENNETH GALBRAITH

“It was once said that the sun never set on the British
Empire. Today the sun does set on the British Empire, but
not on the ;s_cpres af corporate empires. *+” Without a
doubt, the modem corporatlon dominates the national and
mtematmnal economic landscape.In the United States,
corporations generate well over three-fourths of the com-
bined-business receipts-of corporations, partnerships, and
propn‘e.ttb)’::sl'hps, even though fewer than one of every five
businesses is organized as a corporation. The corporate
form of organization is used for a variety of business ef-
forts—from tne large, multinational corporation with
more than a million owners operating in countries all aver
the world to the small, family-owned business in a single
community.

In this and the next three chapters, we consider vari-
ous aspects of accounting for the corporation. In this chap-
ter, we emphasize the organization of the corporation and
the accounting procedures for its capital stock transac-

tions.



Nature apg Formation of a Corporation

:‘&XL zoigoration is a legal entity—an artificial legal
“person”—created on the approval of the appropriate gov-
ernmental authority. The right to conduct business as a
corporation is a privilege granted by the state in which the
corporation is formed. All states have laws specifying the
requirements for creating a corporation.In some in-
stances—suchk as the formation of a national bank—the
federal government must approve the creation of a corpo-
ration. .

To form a corporation, the incorporators (often at
least three are required) must apply for a charter. The in-
corporators prepare and file the articles of incorporation,
which delineate the basic structure of the corporation, in-
cluding the purposes for which it is formed, the amount of
capital stock to be authorized, and the number of shares
into which the stock is to be divided. If the incorporators
meet the requirements of the law, the government issues a
charter or certificate of incorporation. After the charter
has been granted, the incorporators (or, in some states,
the subﬁcﬁ:&i&g{fﬁ&%ﬁhe corporation’s capital stock) hold an
organization meeting to elect the first board of directors
and adopt the corporation’s bylaws.

Because assets are essential to corporate operations,
the corporation issues certificates of capital stock to ob-
tain the necessary funds. As owners of the corporation,
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stockholders, or shareholders, are entitled to a voice in
the control and management of the company. Stockholders
with voting stock may vote at the annual meeting and par-
ticipate in the election of the board of directors. The board
of directors is responsible for the overall management of
the corporation. Normally, the board selects such corpo-
rate officers as a president, one or more vice-presidents, a
controller, a treasurer,and a secretary. The officers imple-
ment the policies of the board of directors and actively
manage the day-to-dajr affairs of the corporation.

Creating a corporation is more costly than organizing
a proprietorship or partnership. The expenditures incurred
to organize a corporation are charged to Organization
Costs, an intangible asset account. These costs include
attorney’s fees,fees paid to the state,and costs of promot-
ing the enterprise. As we discussed in Chapter 10, organi-
zation costs typically are amortized over a period of 5 to 10
years.
Characteristics of Corporations

Separate Legal Entity

A business with a corporate charter'is empowered to
conduct business affairs apart from its owners. The corpo-
ration, as a legal entity, may acquire assets, incur debt,
enter into. contracts, sue, and be sued—all in its own
name. The owners, or stockholders, of the corporation re-

ceive stock certificates as evidence of their ownership
5



interests jthe stockholders, however, are separate and dis-
tinct from the corporation. This characteristic contrasts
with proprietorships and partnerships, which are account-
ing entities but not legal entities apart from their own-
ers. Owners of proprietorships and partnerships can be
held responsible separately and collectively for unsatisfied
obligations of the business.

Limited Liability

The liability of shareholders with respect to company
affairs is usualiy limited to their equity in the corpora-
tion. Because of this limited liability, state laws restrict
distribations to shareholders. Most of these laws have
fairly elaborate provisions that define the various forms of
owners’ equity and describe distribution conditions. To
protect creditors, -the state controls the distribution of
contributed ' capital. Distributions of retained earnings
(undistributed profits are not legal unless the board of di-
rectors formally declares a dividend. Because of the legal
delineation of owner capital available for distribution, cor-
porations must maintain careful distinctions in the ac-
counts to identify the different elements of stockholders’
equity.

Transferability of Ownership

Shares in a corporation may be routinely transferred
without affecting the company’s operations. The corpora-
tion merely notes such transfers of ownership in the
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stockholder records (ledger). Although a ¢orporation‘must
have stockholder records to notify shateholders of meet-
ings and to pay dividends, the price at which shares trans-
fer between owners is not recognized in the corporation’s
accounts.

Continuity of Existence

Because routine transfers of ownership do not affect a
corporation’s affairs, the corporation is Sa.id to have conti-
nuity of existence.In this respect, a corporation is com-
pletely different trom a partnership. In a partnership, any
change in ownership technically results in discontinuance
of the old partnership and formation of a new one. (Many
large professional service partnerships, however, follow
procedures that provide for continuity with changes in
ownership. )

In a partnership, the individual partners’ capital ac-
counts indicate their relative interests in the business. The
stockholders’ equity section of a corporate balance sheet
does not present individual stockholder accounts. A share-
holder, however, can easily compute his or her interest in
the corporation by calculating the proportion of the total
shares outstanding that his or her shares represent. For
example, if only one class of stock is outstanding and it
totals 1,000 shares, an individual owning 200 shares has a
20% interest in the corporation’s total stockholders’ equi-

ty, which includes all contributed capital and retained
7



earnings. The dollar amount of this interest, however, is
a book amount, rarely coinciding with the market val-
ue. A stockholder who liquidates his or her investment
would sell it at a price negotiated with a buyer or, if the
stock is traded on a stock exchange, at the exchange's
quoted market price.

Capital-raising Capability

The limited liability of stockholders and the ease with
which shares of stock may be transferred from one in-
vestor to another are attractive features to potential stock-
holders. These characteristics enhance the ability of the
corporation to raise large amounts of capital by issuing
shares of stock. Because both large and small investors
may acquire ownership interests in a corporation, a wide
" spectrum of potential investors exists. Corporations with
thousands of stockholders are not uncommon. The ability
-to accumulate. and use tremendous amounts of capital
makes the corporation the dominant form of business or-
ganization in the U. S. economy.

Taxation

As legal entities, corporations are subject to federal
income taxes on their earnings, whether distributed or
not. In addition, shareholders must pay income taxes on
earnings received as dividends. In many small corporations
~in which the shareholders themselves manage the business

affairs,large salaries may reduce earnings to a point where
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the double taxation feature is not onerous. However, the
firm may have to justify the reasonableness of such
salaries to the Internal Revenue Service. Under certain cir-
cumstances, a corporation with 35 shareholders or fewer
may elect partnership treatment for tax purpos-
es. Although partnerships must submit “information” tax
returns, an income tax is not imposed on their earn-
ings. Instead, the partners report their respective shares of
partnership earnings on their individual income tax re-
turns.

Usually, corporations are subject to state income tax-
es in the states in which they are incorporated or are doing
business. They may also be subject to real estate, personal
property, and franchise taxes.

Regulation and Supervision

Corporations are subject to greater degrees of regula-
tion and supervision than are proprietorships and partner-
ships. Each state has the right to regulate the corporations
it charters. State laws limit the powers a corporation may
exercise, identify reports that must be filed,and define the
rights and liabilities of stackholders. If stock is issued to
the public, the corporat‘ion must comply with the laws
governing the sale of corporate securities. Furthermore,
corporations whose stock is listed and traded on organized
security exchanges—such as the New York Stock Ex-

.change—are subject to the various reporting and
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disclosure requirements of these exchanges.

Excerpted from Paul H. Walgenbach, Fi-
nancial  Accounting, An Introduction
(Fourth Edition), Harcourt Brace Jo-
vanovich, Publishers, San Diego, 1985 -
{p. 460—463)
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genius  ['dzimnjes] n. KW 4FIE
corporate [ 'koparit] a. S4KHY: (FER) HEHAM
corporation . [ kopa'reifan] n. () B3 (FH) 27
receipt [ri'siit] =.- WA
partnership ['paitnafip] n. S (ER); E L
R tklk; &R
proprietorship [pra'praiatafip] n. Hh¥e4 ik
multinational [\malti'nefonal] a. ZE(HLH) &
hnéy ; B E A
accounting [o'kauntin] n. &it 0k, EFH
procedure [pro'sidzal n. B HE £
stock [stok] n. ()AL B BB RE
(= (& )shares); (F) Afil s A3 (= (3£)bond)
capital ~ B ;EE;BE M
common ~ ¥&iEAE
preferred (& preference) ~ f£5EM
authorized ~ (B4



