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CHAPTER I

INTRODUCTION

Aeeounting today is a profession which is not 
guided by an accepted formal statement of principles 
either in theory or in practice. Accountants themselves, 
accounting Institutions and associations in recent years 
have made determined efforts to formulate an over-all 
statement of principles to be followed by all; but the 
profession has yet to agree unanimously on any pronounce
ment or even of what might be called a pattern to guide 
the accountant in his practice.

There are some who are not in favor of a fixed set 
of accounting principles, believing such would hinder 
progress and development and restrict the accountant in 
his efforts to solve the situations confronting him.
The will to progress is indeed necessary if the profes
sion is to grow and keep abreast of current problems and 
fulfill its responsibilities. r

Yet there appears a rather widespread belief that 
the field of accounting is haphazard, incoherent, and 
illogical, lack of uniformity is an obvious ground for 
complaint when it is found to apply to the most basic
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standards and, assumptions on which accounting theory and 
practice arc founded* .

This absence of uniformity has prompted Chief Ac
countant Carman G. Blough of the Securities and Exchange 
Commission to say:

"Because of the lack of agreement among 
accountants with respect to important account
ing practices, it has been difficult for the 
Commission to determine what position it should 
take v/ith respect to jammy, statements involving . 
eontroversial questions."*1-

Again he made the following statement:
"An examination, of hundreds of statements 

filed with our Commission almost leads one to 
the conclusion that aside from the simple rules 
of double entry bookkeeping, there are very few 
principles of accounting upon which the ac
countants of this country are in agreement."1 2
Keeping these conditions in mind, it is proposed as

the problem of this treatise to determine if possible
the generally-accepted principles which accountants and
statutory provisions follow in determining the correct
statement of the surplus of corporations *

This is significant in that the manner in which
practically all accounting procedure is handled will
eventually affect the surplus element. In fact, if the

1, "Accountants CertificatesJournal of Accountancy.
Vol. 65, February, 1936, p. 110* '

2, Quoted by Grier, Howard C,, "What are the Accepted 
Principles of Accounting." Accounting Review, vol. 
13, March, 1936, p. 25.
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surplus of a corporation is stated correctly, it m y  be 
assumed that the methods used In arriving at this state
ment are in accordance with generally-accepted principles 
of accounting and that practically all other accounts 
arc stated correctly.

For this reason it is proposed to investigate the 
statements and writings of present-day authorities, the 
United States Government requirements and regulations, 
and the statutes of the various states to determine what 
are some of these principles and to draw conclusions as 
to how they affect the all-important surplus accounts.
To accomplish this a discussion of the nature of the 
corporate structure is desirable and necessary in order 
to establish the relationship of surplus to the so-called 
legal or stated capital and other elements of the corpo
rate aoeounting structure. This will constitute the 
subject matter of the following chapter.



CHAPTER II

■ . . SORPLOB. DEFINED.

Invested Capital
(Srporation capital in its broadest sense is pro

vided by all holders of equitable rights in the assets, 
the legal or equitable title to Which is vested in the 
corporate entity. Merchandise creditors, bankers, bond
holders, and other creditors provide property or capital 
with which a corporation conducts its business. The 
reason for this point of view may be stated as follows: 
Under the present organization of society, private busi
ness is conducted for the profit of its owners. The 
owners or proprietors view this profit as a return on 
the capital which they have invested in the business as 
well as a source of new capital. This is also the view
point of the accountant whose principal problems center 
around the determination of proprietary capital and re
lated problems of surplus and profit and/or loss.

Since it is the type of proprietorship which dis
tinguishes the ordinary business corporation from other 
forms of ownership organization, the accounts peculiar 
to corporations are those recording proprietorship.
This class of accounts has been referred to by various
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names such as "net. worth,^ "proprietorship," "stock
holders * equity," "corporate investment." It seems ap
propriate here to refer to this class of accounts as 
"invested capital" accounts, since it serves to empha
size the fact that accounting for a corporation as re
flected in its balance sheet does not represent an at
tempt to show present values of the assets and liabil
ities of the corporation, but rather that this financial 
statement is fundamentally an accounting for the invest
ment which has been made in the corporation by its stock
holders as of the balance sheet date.

The invested capital, in turn, may be classified 
into two principal group® of accounts: those which re
flect the so-called legal or stated capital, and those 
which reflect the surplus of the corporation. In the 
remaining parts of this chapter, the creation of legal 
capital will be discussed to secure a more adequate 
understanding of its significance. An attempt will then

1. Sunley. W.T. andCarter. W.J.. Corporation Accounting.
llow York, Ronald Press, 1943 Edition, p. 18.2. Ibid.. p. 19. In addition to the invested capital
many corporations obtain what may bo considered 
as constituting relatively permanent capital funds 
for the use of the enterprise by borrowing. Such 
borrowed capital is variously referred to as 
"funded debt," "fixed liabilities" or as mere 
"borrowed capital." These three groups - namely, 
funded debt, legal capital, and surplus - then, may 
be said to constitute the eapltal structure of a 
corporation.
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: • • ' ■
be made to define surplua and to indicate Its more com
mon sources and thus outline the scope of the problem 
under investigation#

Lenial or Stated Capital
Legal or stated capital is that part of the invested 

capital v/hieh the law usually requires a corporation to 
maintain intact for the benefit of creditors, at least 
in so far as it might otherwise be decreased by the dis
tribution of assets to the stockholders in the form of 
dividends.

Since limited liability Is one of the basic features 
of corporate organization, it was recognized early that 
regulation was necessary to restrict the distribution of
assets to shareholders to afford definite protection to" ■ ■ ■
creditors• Consequently, the laws of each state contain 
certain provisions regarding the amount of invested capi
tal which may not be impaired by voluntary distributions 
of assets to corporate shareholders. The basic principle 
is that contributions of shareholders to the corporate 
assets constitute the amount of capital required to be 
withheld from distribution to them during the entire life 
of the corporation# But in practice there appear many 
exception® to this basic principle, which exceptions are 
due largely to the wido differences in statutory
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requirements and varying accounting standards.

Surplus
Definition

Surplus has 'been defined In various ways. However, 
there appears to be broad general agreement as to the 
meaning of the term, of which the following may serve
as examples.

Hester defines surplus, under the corporate form of 
organisation, in its broadest sense as representing the 
difference between the net worth of the business and the 
capital,stock Issues outstanding; i.e., the sums credit- 
©d to the various capital stock accounts. Sanders, 
Hatfield, and Moore define it in substantially the same 
way by sayings

"Surplus in its broadest meaning may be 
defined as the amount by which the total amount 
of the equity of the stockholders of the cor
poration exceeds the amount of the legal capl-

• Only one state, Louisiana, has attempted to define
"surplus" by statute; "Surplw -means the excess of
. - ^ - - ; 3

assets over all liabilities plus capital stock."

1. tester. 5," Wew York, Ronald
2. Press,

Sanders, T.K., Hatfield, H.R;, and Moore, U., A 
Statement of Accounting Principles. New York, 
American Institute of Accountants, 1938, p. 92. 

3. Louisiana Laws 1932, C65, Sec, 1, as cited by
Sanders, ilatfielci, and Moore, op. oit., p. 134.
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A more restricted definition Is made by some who 
say that "surplus is limited to that portion of the total 
proprietorship which is the result of the major business 
activity*" ...

It is evident that no precise definition of this 
term exists which is accepted by all accounting author
ities. It is clear also that it will be necessary to 
look further into the source and content of surplus be
fore a better understanding of its significance csui be 
obtained*

Classes of Surplus
Considerable agreement is found among authorities

as to the main subdivisions of corporate surplus* The
usual grouping is (1) capital surplus and (2) earned 2
surplus.' The only element which brings out a difference
of opinion is found in reference to reappraisal or re-'

' . '' 3  ̂ ■valuation surplus* Finney follows the procedure of
excluding this class of surplus from the "capital sur
plus, " and sets It up as the. third major subdivision.

X. 'Rorein, C.H., Accounting Method. Chicago. Chicago
University Xress, 1928, p. 382 as cited by Hatfield, 
H.R*. Surplus and Dividends. Boston, Harvard 
University Press, 1943.» p. 9.2. Sanders, T.H., Hatfield, H.R. and Moore, U., op* pit.,
p. 82* , '

3* Finney, H.A., Intermediate Accounting, New York,
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1 . ..Another authority suggests this particular class of 
surplus be carried under the title of "Reserve for Re
valuation" in so far a® practicable and not included 
under either the caption "Capital" or "Earned" surplus. 
Still another, William D. Cranstoim, would eliminate 
"revaluation of assets entirely and then the classifica
tion of capital surplus would be a simple one*" These 
latter opinions are somewhat In the minority, as most 
authorities agree that such surplus is a part of the 
broad capital surplus subdivision* As a result, revalua
tion surplus will be included in capital surplus in the 
discussion in Chapter IH.

The distinction between capital surplus and earned 
surplus is basically one that differentiates as to their 
source* lamed surplus is that part of surplus which 
has been earned by the corporation. Capital surplus is 
that portion of surplus which is not earned; it involves, 
as a general rule, any excess arising from various 
transactions in capital shares and other accretions to 
the permanent invested capital.

1. Broad, Samuel li., "Some Comments on Surplus Account,"
Journal of Accountancy. Vol. 66. October. 1938,
p • 216. " ' ~ '- ' •

2. Granstoun, William D., ’’Some General Obserratlons on
Surplus." Journal of Accountancy» Vol. 65, January, 
1938, p , m:  ~
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Sources of Capital Surplus,--The more coamion 
sources of capital surplus arc listed below* They Indi
cate the type of transaction which usually results In
the creation of this class of surplus* Since the ac~- ' . : : : - ' ' .. . - - .

counting principles involved In recording these Items 
are subject to difference of authoritative opinion* the 
m>re complete discussion and treatment in Chapter III 
will indicate the accounting procedure usually followed 
in each cane.
1. Premium on capital stock*
2* The various transactions involving reacquired shares 

of the corporation*
3* Forfeited stock subscriptions.
4. Redemption of preferred shares*
3* Assessments paid hy stockholders to corporation*
6* Gifts of stockholders.
7* Merger, consolidations, and acquisitions of sub

sidiaries,
8* Reduction of legal capital*
9* Contributions of outsiders to the permanent capital.

- • - ;■ ; ' ■ .

10. Revaluation of fixed assets*

Sources of lamed Surplus.— The sources of earned 
surplus are listed below* Chapter IV is devoted to a 
more complete discussion of the accounting problems
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involved In the determination of and the uses made of this 
surplus element*
1. Suoaesaful operations of the business.
2* CaneellatIons of the corporation *s Indebtedness.
3. Contributions of outsiders for current purposes.

The discussion thus far has defined and indicated 
the place and,importance of surplus in the corporate fi
nancial structure, its generally-recognized olassoa, and 
it® several sources. For the solution of the problem 
undertaken it is the purpose of the following tvro chap
ters to look further Into the source, eonbent, and sig
nificance of the major Glasses of this proprietary 
equity and to determine cm what points authorities 
agree, in some measure at least, as to what constitutes, 
if any, the accepted principles which should be adhered 
to in accounting for tho same.



CHAPTER III 

CAPITAL SURPLUS

Before delving generally into the subject of capi
tal surplus, it seem desirable at the outset to deter
mine what would be an acdcptable definition of this major 
subdivision of the surplus element.

Investigations show that there is no generally' 
accepted definition of capital surplus to be found either 
among accounting authorities or in the statutes, H.A, 
Finney, prompted by this condition, has gone so far as 
to say, "Because of the diversity of opinion and treat
ment, a Capital Surplus balance in a balance sheet has

1no universal and definite meaning."
Hewlov©, Smith, and White, being aware of this lack 

of uniformity, attempt to break down this broad differ
ence of authoritative opinion into three general groups 
or theories:

"(1) that capital surplus comprises all 
surplus not derived from ordinary operations;
(2) that capital surplus comprises all

1. Finney. H.A.. intermediate Accounting,"'ifew York. 
Prentice Hall, 1941> p. 109.
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surplus other than realized profits from • 
operating and extraneous transactions; and
(3) that capital surplus Includes all contri
butions and investments in excess of the 
stated or par value of the capital stock made, 
by or on behalf of the stockholders.nl
The American Institute of Accountants has defined

capital surplus thus!
"Surplus, Capital: Capital surplus com

prises paid-in surplus, donated surplus, and 
revaluation surplus; that is, surplus other 
than earned surplus; surplus not arising from 
profits of operation, but from sources as 
sale of capital stock at a premium, profits 
on dealings in a corporation's own stock, 
donated stock, appraisal valuations, and sur
plus showh by the accounts at organization.1,2
Statutes of the various states follow this view to

some extent. The Michigan laws require»
"A corporation shall at all times keep 

its books in such a manner as to indicate 
clearly the divisions of the surplus account 
between surplus arising from earnings and 
surplus arising from other sources."3
Marple sums it up by saying, "Capital surplus is

representative of the excess of the contributed capital
4 .over legal capital." R.1T, Montgomery claims that there

is no such thing as "capital surplus," as "capital"

1 .  Nowiove, (i.H,, Smith, C.A. and White, A.,
Intermediate Accounting. New York. D.C. Heath & Co..

. -2. :Cited by Ibid,, p. 359*
3. Michigan XSws. P.A. 1935, Mo. 194.
4. Marple, H.P., Capital Surplus and Corporate Net Worth.

New York, Ronald Press, 193&, p. 12. ‘
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mans one thing and “surplms* another, and urges better
, • %

oaptions for aoeounta to explain their content,
Honoe it is found that neither the statute® nor 

recognized accounting authorities agree on precisely what 
constitutes a definition of capital surplus* Whereas 
some do not attempt to formulate a definition, others 
deal with it in terms too broad to be significant#

In view of the fact that no generally accepted 
definition of capital surplus is found, it is necessary 
to look further into the content and sources of this ac
count to gain a better understanding of its significance 
and the accounting principles Involved# The first step 
in this process necessarily is that of classification of 
the several sources of surplus usually found under this 
caption#

' Classification
The necessity for the classification of surplus is 

recognized by all authorities as being essential to the 
proper accounting therefor. Officers and directors must 
know.the amount and source of each class of surplus to 
make certain that their actions aro in conformity with 
the statutes# Likewise, shareholders and creditors have

X. Montgomery, K.M.. wCapital Surplus." Journal of ~  
Accountancy, 7ol. 78. October, 1944, p# 286.
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a prime concern as to the exact content of the surplus 
account in order to protect their interests. ,

iimther, the presentation of surplus as a .single 
item on the balance sheet too often leads to the entire 
amount being regarded as accumulated profits, when 
actually the business may not haw# been profitable*
Proper classification serves the useful purpose of break
ing down the surplus element and displaying it on the 
balance sheet in a manner to provide all Interested 1
parties.with accurate information as to its true nature. 
The Securities and Exchange Commission recognizes the 
weakness of a single unqualified surplus account, and 
requires that surplus be shown broken down thus:

”{1} Paid-in Surplus
(2) Surplus Arising from Revaluation 

of Assets
(3) Other Capital Surplus
(4) Earned Surplus"1 2

Investigation shows that while a real necessity ex
ists for surplus classification, authorities do not agree 
as to the exact grouping. This difference of opinion has 
its origin in their inability to arrive at a common over
all definition for capital surplus, as brought out in the

1. Sunley. ¥.'£. and Carter. V/*J*. Corporation Accounting.
Hew York, Ronald; Press, 1943 Edition, p. $i.

2. Regulation S,X,, Rule $.02,34#
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preceding section. These disagreements are due in part 
to the wide diversity of statutory provisions which are 
neither standardized nor clear in. their wording. Also, 
in part, it is explained hy tho fact that corporations 
of long standing have found it difficult, if not impos
sible, to determine the sources of the surplus element 
• ■ . ‘ . 1 and break it down accurately.

The terms capital surplus and paid-in surplus, 
moreover, are used interchangeably although a slight dis
tinction may be made between these two terms. As 
previously indicated, capital surplus is regarded by some 
authorities as the over-all caption for all surplus items 
other than that which arises from profitable operations 
of the business. Paid-in surplus, on the other hand, is 
the caption usually given to on© of the vaguely defined 
sub-classes under the major capital surplus caption.
Most authorities use the term paid-in surplus to desig
nate surplus arising from transactions involving contri
butions on the part of shareholders in excess of the 
amount•credited to- legal'or.stated capital;

The Securities and Exchange Commission instructions 1 2

1. Sunley. W.T. and Garter. vW.. op. oit.. p. 53.
2, Taylor, and Miller, H.C., Intermediate Account

ing. Vol. 1, Hew York, McGraw-Hill,1933, p. 2)6.
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to their registrants make no attempt to define the 
distinction between capital surplus and paid-in surplus* 
But they Indicate that where the surplus created repre
sents the excess of the amount received over the par or 
stated value of the company's capital stock, such excess 
is paid-in surplus and should be so labeled in the 
balance sheet*

The following grouping of capital surplus items 
represents a composite list which, in one degree or an
other, indicates the classification recognized by a 
largo majority of authorities. It is as follows:
1* Paid-in surplus
2. Reduction surplus 
3» Donated surplus
4. Other surplus
5. Revaluation surplus

The chief difference of opinion on this point is in 
reference to the inclusion of revaluation surplus. While 
this Item frequently is given a major grouping apart from 
capital surplus and earned surplus, it is most consist
ently found among the Items listed under capital surplus, 
Differences of a lesser nature are found where authorities

1. Greldlnreer. B.P.. Accounting -Requirements "
Securities and Exchange Commission. Hew York. Ronald 
Kress, 1940, PP- 284-5^
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would combine reduotion surplus and donated surplus with
". 1' . - .... ... ■ 1 ' ■ ■; ' ;
paid-in surplus, and thus leave all contributed surplus
in the Paid-In Surplus account* To conform to .the statu
tory provisions of the several states and give effect to 
the most desirable break-down of surplus, accountants in 
presenting capital surplus on a full balance sheet or 
surplus statement usually conform to the above classifica
tion.

With this generally recognized classification, the 
investigation has reached the point where it is possible 
to give attention to specific elements of capital surplus 
and thus deal with the more important details of the 
problem* In the remainder of this chapter it is proposed 
to discuss, therefore, the content and significance of 
each of these separate ledger items and determine those 
points of accounting theory and practice on which ac
counting authorities generally agree. In so doing, the 
more important credits to the respective accounts will 
be noted, as will the usual charges thereto*

Paid-In Surplus
A satisfactory definition of the term paid-in

1. Tester does not break down the capital surplus items 
into the above grouping, but rather includes sur
plus from capital"stock reduction in Paid-In 
Surplus. Hester, Roy B.. Advanced Accounting. Hew 
York, Ronald Press, 1943 Edition, p. 530.
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surplus also is leaking* Statutes differ as to what is 
included thereunder* For instance, the Business Corpora
tion Aot of 1933-1934, as Amended, of Illinois includes
"reduction of stated capital" under this head, whereas the 

' 2
Civil Code of 1941 of California says that surplus created 
by a reduction of legal capital shall be "transferred to a 
Reduction Surplus account." Paid-in surplus, therefore, 
has a wide variety of meanings, and accounting practice is 
indefinite as to what should bo included under this cap
tion*

Issuance of Par Value Stock at a Premium
If, at the inception of a corporation’s existence or 

at a subsequent date, par value stock is issued at a 
price in excess of par, such excess results in the paid-in 
surplus. This is referred to as sale of stock at a premi
um. The statutes of most states view tho premium on 
capital stock as excess value contributed by tho share- 3
holders and as constituting a part of the surplus element. 
Among accountants there are sharp differences of opinion

1930. Sec. 3480. which reads: "The capital of a 
corporation shall be the sum of the consideration 
received by the corporation in payment of its shares 
of stock, whether with or . without par or nominal 
value."
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as to the proper handling of this promiua. Some regard 
It as. part of the contributed capital of the corporation, 
and others as an element of surplus. The weight of au
thority, however, appears to regard this excess as a part 
of the paid-in surplus of the corporation.

It seems worthy of mote that, while the laws of most 
states regard, any portion of the consideration received
for corporate shares excluded from legal capital as sur-

2 3plus* Minnesota and California statutes go one step 
further and specify that such excess shall be designated 
as "paid-in" surplus* Illinois obtains the same result

I. Hatfield, H.R.« in Surplus 
declares, "I hold that

2.
3.

Dividends. p. 23, 
m on capital stock is

surplus, not capital."
S.J. Broad, writing in the Journal of Accountancy,

Vol, 65, April, 1938, p. 28l, "Is it Desirable to 
Distinguish between Various Kinds of Surplus," con
tends that premium is to be considered capital from 
the economic standpoint, but that it should be 
segregated from other surplus and added to legal 
capital. Ho condemns the principle that permits 
only part of the contributed funds to be regarded as 
capital and the balance as surplus as a "fictitious 
legal doctrine,"

Raymond Marple in Capital Surplus and Corporate Hot 
Worth, p, 10, says, "* Capital Surplus * in the eyes 
of the law represents surplus, while in principle 
it is a part of invested capital,"

The authoritative definition of the American Institute 
of Accountants Special Committee on Accounting 
Terminology, which as yet is unrevised, regards 
capital surplus as made up of items among which is 
"surplus as not arising from profits of operation, 
but from sources as sale of capital stock at a premi 
urn." Accounting Research Bui. Ho. 9. May. 1941. 

Minnesota Business corporation Act, 1931, 301-21(2), 
California Civil Code, Soo. 300b.
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by the provision that:
"Paid-In surplus means all that part of 

the consideration received by the corporation 
for or on account of, all shares issued which 
does not constitute stated capital."

Issuance of Mo-Par Value Stock
In the case of the issuance of no-par value stock,

paid-in surplus is created when the proceeds of the sale
of such stock are in excess of the stated or declared
value, of the stock. Paid-in surplus also is created if it
is issued under a statute which permits the directors to
exorcise at their option the apportionment of the proceeds

2
as between legal capital and surplus. Another legalistio 
viewpoint is found under tho so-called "true no-par" value 
stock statutes, which require that the entire amount of 
the consideration received for such stock be regarded as 
legal capital. It is evident that under such statutory 
requirements no paid-in surplus can arise from the sale of 
this type of stock. The Virginia law mentioned previously 
and the Florida statute, which defines capital in case 
of no-par shares as "the aggregate amount of consideration

i t Illinois Business Corporation Act. 1933. See. 41b.2;, Usually this type of law requires a minimum stated 
value for cadh share or a minimum total amount of 
stated capital stock. For instance, the Michigan 
statute requires a minimum of 50% of tho considera
tion received to he allocated to capital stock. The 
Ohio law requires a minimum stated capital of $500 
to be maintained.
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received by the corporation for the issuance of shares 
without par value,” are typical of the laws which author
ize the Issuance of the true no-par type of stock and pre
clude the crediting of any portion of the consideration 
received for such stock to a "paid-in” or any other sur
plus account.

Reacquired Shares

Reacquired Par Value Shares,— Shares which once have
been issued and reacquired by the issuing corporation,
whether through purchase, donation, or forfeiture, are
called reacquired shares and sometimes "treasury shares"
or "treasury stock#" -

When treasury shares having a par value are purchased
at a price above par, the entry should be:

Treasury Stock §100,00
Paid-In Surplus 10*00

Cash §110,00
The Paid-In Surplus account is charged immediately with
the premium oh the purchase because surplus is reduced
at the time of the purchase. If the stock is resold:
(a) At a discount, the net worth is reduced further and
the transaction recorded as follows:

l, Florida Corporation Lav;* 1925. Soc. 21#
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Q m h  #97.00
Paid-In Surplus 3*CK)

Treasury Sto^: #100.00
(b) At a premium less than or equal to the premium on 
purohase, the transaction would be recorded as:

Cask #110.00
Treasury Stock #100.00
Paid-In Surplus 10.00

(c) At a premium greater than the premium on the purchase, 
the recording will be:

Gash #115.00
Treasury Stock #100.00
Paid-In Surplus 15.00

The excess of the premium received at time of resale 
over the premium at time of purchase results in the crea
tion of a net addition to paid-in surplus.

When treasury stock is purchased at par and is re
issued:
(a) At a discount, the resale may be recorded as:

Cash $95.00
Paid-In Surplus 5.00

Treasury Stock #100.00
(b) At a premium, the sale may be recorded as:

Cash $105.00
Treasury Stock #100.00
Paid-In Surplus 5.00

A net addition to paid-in surplus results when the
stock, reacquired at par value, is resold at a premium.
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When treasury shares are purchased at a price less 
than par value, the effect is to return to the stockholder 
only a part of his original investment* The entry for the 
purchase will depend upon whether, under the laws of the 
state of incorporation, suoh purchase discounts are legal
ly available for dividends before they are realized by a 
resale of the stock* If they are so available, the pur
chase may be recorded as:

Treasury Stock $100*00
Paid-In Surplus $ 10*00

: Cash 100.00
Thus if the stock is resold at a discount, Paid-In Surplus 
should be charged with the discount, If the stock is re
sold at a premium, Paid-In Surplus account will be credited 
with the premium.

If discounts on treasury stock purchases are not 
available for dividends until realized by the resale of 
the stock, the discount on the purchase may be carried in 
a contingent profit account, as the following:

Treasury Stock $>100.00
■ Unrealized Surplus from

Treasury Stock § 10.00
Cash 100*00

When the stock Is resold, the Contingent Profit account
should be closed; any loss should be charged to Paid-In
Surplus and any profit would be a credit to the Paid-In
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1Surplus account.

Reacquired No-Par Value Shares.--The accounting for 
reacquired no-par shares with nominal or stated values 
follows closely that for par value stock.

In the case of true no-par stock* however, some 
differences of opinion arise as to the proper procedure 
for recording transactions involving their purchase by 
the issuing corporation. Some accountants would carry the 
charge to a Treasury Stock account at the issuing price 
of the stock reacquired. Others would apply the average 
issuing price to such purchases• But the procedure most 
generally favored is to charge the Treasury Stock account 
with the cost of the stock acquired, regardless of issuing 
price. When the treasury stock is resold, the Treasury 
Stock account should bo credited with the cost, and the 
loss debited and the profit credited to the paid-in sur
plus.

Reacquired Shares from Legal Viewpoint. — The 
strictly legal viewpoint would seem to justify a different 
method of accounting for the purchase of treasury stock* 
both par and no-par. From the legal point of view the

IV Finney. H.A.. op. cit.. pp. 89-91. ""
2, Ibid.-, p. 103.
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purchase of treasury shook docs not result In a dimunition 
of the 11 capital fund” or legal capital of the corporation, 
and the only net worth element against which treasury 
stock purchase can be applied is surplus. In some states

- . - ■ -; .2this surplus element is confined to earned surplus only. 
The accounting procedure which would seem to conform host 
to these legal requirements results in the purchase of 
treasury stock being debited to the Surplus account at 
cost, whether such stock had a par value, stated value, 
or is true no-par stock. The effect is to reduce either 
the capital surplus or the amount of surplus available 
for dividends, depending upon the applicable statute»

1, Johnson, Amold W. , ^rinoip 
York, Farrar and liinehardt,2. , Inc,, 193lt P» 353♦Section 6 of the Illinois Business Corporation Act of 1933 reads: "Acorporation shall have power to
purchase or otherwise acquire, hold, own, pledge or 
otherwise dispose of its own shares provided that 
it shall not purchase, either directly or indirectly, 
its own shares when its net assets are loss than the 
sum of its stated capital, its paid-in surplus, any 
surplus arising from unrealized appreciation in 
value or revaluation of its assets and any surplus 
arising from surrender to the corporation of any of 
its shares, or when by so doing its net assets would 
be reduced below such sum."

Louisiana, in See, 23 of its Business Corporation Aot 
of 1928, holds that "unless the articles otherwise 
provide, a corporation may purchase its own shares 
of any class issued by it, but only out of surplus 
available for dividends," Cited by Sanders, T.E., 
Hatfield, H,R, and Moore, U,, "A Statement of Ac
counting Principles,^ American Institute of Account
ants, New York, 1938*
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When the shares are resold t Cash is charged v/lth the pro
ceeds of the sale, and the surplus account originally 
debited is credited with the cost and the excess of the 
proceeds over the outlay of cash made at the time of pur
chase, The surplus account receiving this credit prefer
ably would be the Paid-In Surplus account. If preferred, 
instead of the cost price of such purchased stock being 
debited to a surplus account, an account having the title 
Surplus Applied to the Purchase of Treasury Stock.may be 
debited. This account, of course, must be cleared of such 
cost price when such stock is sold, any difference between 
such cost and selling price constituting a debit or credit, 
as the case may be, to either the Paid-In or Earned Surplus 
account, depending upon the applicable statute. An alter
nate method is found In present-day account practice which
shows the surplus restriction parenthetically in the sur-1
plus section of the balance sheet.

•

Donated Stock.— Shares reacquired through donation 
by holders Is a source of paid-in surplus. Donations may 
be made to: (1) eliminate an accumulated deficit; or (2)
provide needed working capital. Donated par or stated 
value no-par shares are recorded by debiting Treasury

1. iMev/love, G.H.Smith. O.A, and White, J.A.» op. cit.,
p. 347«
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1Stock and crediting "Capital (Donated) Surplus” with the 
par or stated value thereof * Vihen such stock is sold.
Gash of course is debited, and either Earned Surplus or 
Capital Surplus is credited with the proceeds, depending 
upon th© purpose of the donation; i«e., whether the dona
tion m s  tnado for the purpose of eliminating an accumulated 
deficit or to provide working capital*

The original entry, which is Ih the nature of a 
memorandum entry only, is then reversed. Some accountants
would carry th© credit at the time of donation to an ao-2count called "Unrealized Surplus from Donated Stock,” in 
order to avoid any implication that an element of true 
surplus had been created by the more act of donating the 
shares, the subsequent sale, of course, being necessary to 
produce a realized increment in surplus. In the event of 
no-par stock without nominal or stated value is donated to 
a company, no debit or credit dollar entries need bo made, 
but a memorandum, record should be made on the debit side 
of either the Capital Stock account or a Treasury Stock 
account. This memorandum should show the number of shares 
received, but no value should be given to the shares and 
no entry should be made in the money column of the account.

I. Nunley, V/.T. and darter. W.J.,on. oit.. n* I13.
2p Johnson, Arnold W., op.cit., pp. 349-350.
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When the treasury stock ia resold, the total selling 
price is debited to Cash (or other asset account), and the 
Earned Surplus or Paid-In Surplus account is credited with 
the entire proceeds of the sale*

Redemption of Preferred Shares
In the case of par value preferred shares which were 

issued at par, paid-in surplus may arise from the exercise 
of the redemption privilege when the stock is redeemed at 
a price less than the par value. Since an amount equal 
to the discount is left in the corporation by the holders 
of such shares, that portion of the contributed capital 
which remains is paid-in surplus. Likewise, paid-in 
surplus arises if, instead of calling in the stock, the 
corporation acquires it by purchase on the market for 
less than par. The Paid-In Surplus account should be
credited with the difference between par value and the
. ' - 2 ■ ' . ■ ..
purchase prlco*

In tho event the par value preferred stock is issued
at a premium and later redeemed at a smaller premium,

.

paid-in surplus is increased by the amount of the contrib
uted capital which remains in the corporation*

In case of stated no-par value stock which is issued

1. li'inhey, h.A.. op* cit.. p. 103.
2. Marple, R.P.. op. cit.. p. 84.



at the stated price, paid-in surplus arises when the 
shares are redeemed at a price less than the stated value. 
And should the stated no-par preferred stock, which was 
Issued at a premium, be redeemed at a smaller premium, 
then the Paid-In Surplus account would be increased by the 
amount of contributed capital left in the corporation* In 
the case of true no-par value preferred stock which is 
redeemed at a price less than the amount of the considera
tion received for it, paid-in surplus arises in the amount 
of contributed capital left in the corporation.

Miscellaneous Sources of Paid-In Surplus
The sources to be considered here are of rather minor 

importance compared with those mentioned thus far, but of 
considerable significance in the development of a complete 
picture of paid-in surplus.

gifts of Stockholders of Other Than Treasury Stock.—  
For some special purpose u stockholder may contribute 
funds or equivalent to the corporation which does not in
crease his equity therein. Such excess is a source of 
paid-in surplus. Marpl® says on this point!

. "It appears then that all contributions of 
stockholders are contributions of capital and, 
to the extent that they do not add to the legal 
or stated capital, represent capital surplus."!

1. mirple*b.P.. op. clt.. p. 136. ! '
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Assessments Against ffully-Paid Shares,— Under statutes 
permitting assessments to be levied against fully-paid 
shares, the corporation thereby can create a paid-in sur
plus. The assessment represents a contribution by stock
holders in excess of legal capital and therefore is paid- 
in surplus, .

Forfeited Stock Subscriptions,— In the case of par 
value stock, the amount paid in by the defaulting sub
scribers is placed in a temporary account called "Surplus 
from Forfeited Stock,” The ultimate disposition of this 
surplus element is a matter to be determined by the gov
erning statute. The following procedures are representa
tive of the more common laws which accountants encounter:

(a) If. after a specified time the subscriber remains 
delinquent, all payments are forfeited and the stock of
fered for resale. The expenses and any discount involved 
will be deducted from the balance in the "Surplus from 
Forfeited Stock" account, and any balance remaining in 
this account will be moved to the Paid-In Surplus account,

(b) In other states the forfeited stock must be 
offered for resale; the amount received from the original 
subscriber minus expense and discount on resale must bo

1, Harple, R.P,, op. bit,. p. 139.
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r@fund®d to him. Under these provisions the surplus ele- 
meat does not arise,

(e) Another legal view encountered is that, unless
otherwise stated, the corporation may reissue such shares
as fully paid If the amount received upon reissue is
enough to make the total consideration equal to the legal
capital value. Any consideration received in excess of■ 2
this amount would be paid-in surplus.

In the case of no-par value shares forfeited, those 
with stated or declared value would follow the same pro
cedure as in par value shares, except in the event statu
tory provisions allow the directors to designate a part 
of the money paid in on those shares as surplus. In this 
case the forfeited payment may be so designated after the 
reissue of the shares and transferred from the special 
account to Paid-In Surplus account. In the case of true 
no-par stock being forfeited, the amounts paid in thereon 
may be passed to the Capital Stock account at once and 
not held in the special account until the reissue of the
shares. It is evident that in such cases the surplus

' ' - 3 v. - . ; ; .
element does not arise,

1. ¥inney, H.A.. op", clt., p. 78. "
2. Sunley, W.T. and Carter, V/.J., op. clt., p, 125.3. Loc.' tCit»



Reduotion Surplus
Reduction Surplus is the name usually applied to the

surplus which comes into existence when, through proper
legal procedure in reducing legal capital, there is an
increase in the spread between contributed capital and
legal capital. While a few statutes regard such surplus
as paid-in surplus, the majority of those which make

. 2
reference to it regard the excess as reduction surplus* 
Thus because of varying statutory provisions, this type 
of surplus frequently is found listed among the paid-in 
surplus items.

It is a fundamental rule that the capital stock of a
corporation can not be reduced except by expressed

3
statutory authorization. Hence, in a majority of states,
corporations are authorized to amend their articles of

4incorporation, while more recent laws permit such reduc
tion without charter amendment. Stockholder permission is

1. Illinois business dorporaiions Act. See. 60. *T$¥Ee
Surplus If any, created or arising out of the reduc- 
tlon of the stated capital shall be deemed to be 
paid-in surplus.*»

2. California Civil Code. See. 348b, 1933, "The amount by
: which the capital stock is reduced shall be trans

ferred to a •reduction surplus * account,”
3. Thompson on .Corporations. Vol. 5, Sec. 3686, p. 516 as

cited by karplo, R.P., op. clt., p. 97.
4. Delaware General Corporation Law, Sec. 28, permits both

methods to bo followed.
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required- in practically all states to the extent of two- 
thirds or a majority, although the Ohio statute allows 
the directors to authorize a reduction hy retiring 
treasury shares without the consent of stockholders*'

Although the statutes permit reduction of legal cap
ital to one degree or another, almost every state places 
some limitation on the power to reduce capital. The 
Delaware lav/ is an example of the restriction commonly 
used:

"No reduction, however accomplished, of 
the issued and outstanding shares of capital 
stock of a corporation, shall bo lawful when 
reduction renders a corporation bankrupt,** 2 

- 3The Maine statute provides that no such reduction shall 
be made in the capital of a corporation unless the assets 
of the corporation remaining after such reduction are suf
ficient to pay any debts, the payment of which shall not 
have been provided for otherwise.

It is evident that v/ith widely-varying statutes 
affecting any reduction of legal capital, the accounting 
procedures applied may be expected to vary. It is pro
posed to look further into the processes of reductions 
of legal capital in an attempt to find the prevailing

lm Ohio General Code, Sec. 3(323-40» — —
2, Delaware General Corporation Law. Sec. 28*
3s Maine Revised Statutes, 056. Sec. 51, as amended*
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accounting procedure.
The usual sources of Reduction Surplus are:

1# Par value shares (a) by reduction of par value per
share, and (b) by reduction of the number of shares; 

2, No-par shares by writing down the stated capital In 
respect to such shares; and

3* By exchange of shares of one class of stock for shares1
of another class,

- - When the legal capital in respect to par value shares 
is reduced, either by reducing the par value per share or 
by reducing th© number of shares, the amount of the reduc
tion becomes capital surplus and is sometimes referred to2
as reduction surplus. Similarly, a reduction in legal
capital can be effected by writing down the stated value
of ho-par stocks, the amount of reduction being credited
to the Reduction Surplus account.

Reduction surplus from the exchange of shares of one
class of stock for shares of another class comes into
existence when, for example, a corporation in financial
distress needs now capital. It agrees to sell a new
preferred stock after.it rearranges its present capital
structure by reducing the par value of the old common - ,
stock and exchanging old preferred for the reduced value 1 2

1. Bunioy, v/.g. and Carter. vW.. on. olt.. p. 70. ~
2, Loo, olt. •. • :
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common stock* Authoritative opinion, regards this excess
- 1' • ' ‘as reduction surplus.

Accounting procedure in creating reduction surplus is 
without sharp differences of opinion* The point upon 
which authorities differ is tho decision as to the proper
classification of such excesses* Sunley and Carter re
gard it as a true paid-in surplus; hut in order to dis
tinguish it from premiums paid-in on sales of and sub
scriptions to capital stock, they designate such excesses

3as "Reduction SurplusSanders, Hatfield and Moore 
think of such excesses as paid-in surplus only* But here 
again the deciding factor is always the statutory pro
visions of the state of incorporation*

’ Donated Surplus .
This group is characterized by the fact that out

siders contribute assets to a firm for some special 
reason; hence, it is not to be confused with surplus aris
ing from the donations of shareholders, which are regarded

k . - ■ ' ~by authorities as paid-in surplus* Donations by

1* Sunley, v;«f. and 
2, Ibid*, p* 133. Iter. V/.J*. op* c i i *. n* 727

3> Sanders. T,H*,Hatiield, H.R. and Moore, U., op* pit*. 
pp. 96-97.4* Marple, S.P*, on* cit*, p. 137, suggests: "Probably in
strict theory weshould recognize that there are 
three sources of corporate capital - contributions of 
owners, contributions of outsiders, and earnings -
and we should set our accounts in so 
to reflect the

et our accounts in separate categories 
contributions of outsiders*"
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non-atookholders oomotimoo are made by oommunltlea to
established firms of land for plant sites in order to bring
them to.their, localities•. Such donations are of a capital
type and thus are included under the caption Capital Sur-

1plus under the title of "Donated Surplus

• Other Surplus "
In a merger of two or more enterprises, if the par or 

stated value of the securities issued for the assets of 
the absorbed companies is greater than the book value of 
these assets, such excess is regarded as goodwill* In 
event the book value of the assets of the absorbed com
panies is greater than the par or stated value of the 
securities issued in exchange therefore, such excess is 
premium and hence an element of paid-in surplus. However, 
neither paid-in surplus nor goodwill would arise if the 
securities issued.In exchange for the assets were of a 
true no-par value type, for all consideration received in 
exchange for such stock would be regarded as legal capital.

-.r '

Likewise, In a consolidation when the par or stated 
value of securities is exchanged for the assets of the 
consolidating companies, the book value of which is 
greater than the securities, then goodwill is brought on 
the books. Should the book value of the assets be less

1. Sunley, . and Carter. v/.J.. on* olt.. p. 132.



than the par or stated wlt» atook ezebanecd therefor, eueh 
excess la regarded as paid-in surplus. And, as in a mer
ger, the issuanco of true no-par value stock for the assets 
of the consolidating companies would create neither good
will nor paid-in surplus, since all consideration re
ceived for the securities would bo regarded as legal cap
ital.

Revaluation Surplus
In dealing with the last type of account In the cap

ital surplus group, wo are considering one of the most 
controversial subjects in accounting. As already noted
in Chapter I, revaluation or reappraisal surplus, as it

. - ■ •. > . . . . . .

is called sometimes, is the center of much discussion 
among authorities and many sharp differences of opinion 
are in evidence. Since much of the subject is beyond the 
scope of this writing, it is proposed to deal only with 
those aspects of it which are related to the problem of 
this treatise.

In the life of a corporation the question may arise 
as to the practicability of carrying the plant and prop
erty on the books at cost less accumulated depreciation* 
Circumstances creating this condition might be any one or 
a combination of the following: (a) a change in general
price level resulting in the cost of replacement differing
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widely from original coat; (2) an unrealised increment in 
relation to other economic goods, such as appreciation of 
land; (3) the correction.of an error in estimating the 
life expectancy of the assets; and (U the correction of 
errors in distinguishing between capital expenditures and 
revenue expenditures made in the past with respect to 
such assets.

Revaluation surplus arises when a reappraisal shows 
a considerable enhancement in value due to the first two 
of the above-mentioned reasons* Appropriate property ac
counts must be debited to record the increased book value 
of the assets involved, and the net worth section must be
credited* This credit is carried, by most authorities, to

1the Revaluation Surplus account* It la evident that the
amount of this enhancement does not belong in the earned 
profit account, for it is not a value increment arising 
out of a completed transaction* It reflects simply an in
ternal adjustment of values* The Revaluation Surplus
account, therefore. Is in the nature of a valuation or

' . • - ■■■ 2
adjunct account to invested capital* Karple regards this 
account as being a temporary suspense or adjustment

IV Terminology varies somewhat in designating this account. 
Titles found to be used most commonly are: ^Surplus
Arising from Revaluation," "Reserve for Revaluation,n 
"ReappraSal Surplus," devaluation Surplus,”

2. Kester, Roy B., op* cit*. p, $32.
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1 •aooount* 8,M. Broad would carry the credit as a ‘•reserve2
for revaluation*"

The inclusion of this "unrealized increment" in the 
aooount is the basis for much difference of opinion and 
accounting procedure, since the effect on the accounting 
structure of including it would result in changes in well- 
founded accounting concepts* It is evident that the 
unrealized Increment due to changes in the general price 
level and the increment- established in relation to other 
economic goods result in a conflict with the well-estab
lished accounting principle that expenditures should be 
recorded at the amount of outlay, and revenues at the 
amount realized*

On the other hand, the enhancement of value due to 
an error or errors made in the computation of lifo expect
ancy of depreciable property or equipment is logically 
a matter requiring adjustment of the related Reserve for 
Depreciation and Earned Surplus* Likewise, errors mado 
in distinguishing between capital expenditures usually 
call for an:adjustment, not only of these sane two accounts, 
hut also of the fixed asset account involved* Thus it 
is seen that the adjusting entries made to correct these

1. Marple, h,M*. op* cit., p. Ill*
2. Broad, S*li*s "Some Comments on the Surplus Account,"

Journal of Accountancy. Vol. 66, October, 1938, p. 26.
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two typos of errors do not involve unrealized increment, 
about which there exist such sharp differences of opinion 
on the part of accounting authorities#

Another point on which authorities differ is tho 
manner in which depreciation should be handled on the ap
preciation, Some accountants would charge this deprecia
tion against the income of the period, along with the

1 ' ' 
charge based on cost. Others would charge this deprecia
tion on appreciation against the credit set up at the 
time of revaluation (Revaluation Surplus), thus theoret
ically extinguishing the account at the time the property- 
reaches the end of its useful life.

It is evident that with the Inclusion of this un
realized increment and the depreciation on appreciation, 
a new and different problem is created for the accountant. 
For the manner in which these items are recorded in the
books by some authorities is in direct opposition to some
basic assumptions and fundamental accounting principles 
which have come to be recognized as proper. Thus in this

1. The AmericanInstitute of Accountants Committee on ”  
Accounting Procedure Issued Accounting Research 
Bulletin No. 5. April, 1940, anddrew the conclusion:
'Mien sucK.appreciation has been entered in the
books, income should be charged with depreciation 
computed on the new and higher value®.*

. Such pronouncement is.in keeping with the Securities 
and Exchange Commission Regulation S-X, Rule SP2, 24.



phase of aooounting, little assiatemoe can be found to 
aid in the search for principles which are generally 
accepted among accounting authorities#

In this section on Classification the more important 
accounting principles generally followed in determining 
the source and content of the capital surplus group of 
accounts have been discussed# It is hoped that the prob
lem undertaken in this treatise not only has made some 
progress, but likewise has found points on which wide 
differences of opinion exist. This phase of the investi
gation vri.ll be concluded with a consideration of the 
charges generally made to the accounts within this capital 
surplus group.

Charges to Capital Surplus 
lust as accountants and statutory provisions differ 

as to what constitutes capital surplus, they differ like
wise as to the items which constitute proper charges to 
capital surplus accounts• Investigation shows that the
items discussed in the following pages generally aro

' -' ' ■ ', ■: - - ' ‘ • ' ' '■' . :considered as legitimate charges thereto.

Deficit in the Earned Surplus Account " ; . *v '
The American Institute of Accountants adopted the 

following rule in 1934i
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"Capital Surplus, however created, should 
not he used to relieve the income account of 
the current or future years of charges which 
would otherwise fail to he made there®gainst*
This rule might be subject to the exception 
that where, upon reorganization, a reorganized 
company would be relieved of charges which 
would be made against income if the existing 
corporation were continued, it might be re
garded as permissible to accomplish the same 
result without reorganization provided the 
facts were as fully revealed-to, and the action 
formally approved by, the shareholders as in 
reorganization*

Such formal readjustment is called a quasi-reorganization,
thus permitting a corporation, with the creation of a new
corporate entity and without formal court proceedings, to
eliminate a deficit whether resulting from operations or
other losses* After such readjustment the corporation
must not show any earned surplus, only capital surplus.
The accounting procedure to aecompllsh such results is to
make all charges against earned surplus and then to charge
the resulting deficit in earned surplus against capital 2
surplus*

Connected with this problem is the one involving the 
proper accounting for operating deficits. It is recom
mended generally that they be charged against Earned Sur- 
plus; but if there is no credit balance In this account.

1. Aooouniing Rosearch Bulletin ho* 3, September. 1939. 2* Burnley * and Carter* \yf.J.. ot>7 cit.. p. 136*
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. 1tho deficit may be charged to a capital surplus account, 
Any surplus earned subsequently is dated therefrom.

Reserves for Anticipated Write-Dov/ng
In exceptional cases whore the amount of a specific 

prospective loss is contingent at the time of quasi
reorganization, a reserve may be sot up for such loos as 
part of the readjustment. Such reserve was approved by 
the Securities and Exchange Commission in the matter of 
the Alabama Power Company,

"Since the possible future adjustment can. 
be ascertained at present and, if made, should 
be construed as a part of the proposed account
ing reorganization, the establishment of a re
serve out of capital surplus is proper,

The establishment of such a reserve out of capital surplus 
is the rare exception to the general principle that no 
reserves for prospective losses should be created from cap
ital surplus.

Organization Expenses
Disposing of this item has given rise to some differ-

' 3 ■ences of opinion, Marple recommends that it should be
4 - 'charged against paid-in surplus, Montgomery would charge

1. Tester, hoy B,. op. clt,. p, 52$Z
2, Securities & Exchange Commission, Public Utility Holding

Do, Act of 1935, Release Ho. 3259, cited by Sunlcy, 
W,T, and Carter, V/.J., op, oit.. p. 139,

3. Î Iarple, R.P., op, cit.. p. A7.
4, Montgomery, R.h.. Auditing Theory and Practice, Hew

York% Ronald Press, 1934 Edition, p. 299.
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It off as incurred. Hatfield is of the opinion that it
Is entirely logical to treat such expenses as one of the
capital expenditures. He also believes that the concensus
of opinion among accountants is in favor of charging
them against current Income if -written off gradually,
against earned surplus if charged off in total and, in
case there is no earned surplus, to nermit their being2
charged against paid-in surplus.

Transfers to Stated Capital
A charge to capital surplus is proper when statutes 

permit the transfer of such surplus to legal capital, 
either by the method of a stock dividend or by the action 
of the board of directors without the issuance of addi
tional shares of stock where the corporation is authorized 
to issue true no-par stock or the par or stated value of 
such type of stock is issued. Capital surplus by its very 
nature is available for transfer ‘to capital stock. Such 
transfer has the effect of Increasing the legal or stated
capital, and may merely bring into it some of the eon-- ..... - . .. 3 -
tributed capital which was withhold from it originally.

1. Hatfield, H.k.. Surplus and dividends. Cambridge.
Harvard University Press,. 1943, p. 19.2• Ibid *, p. 20« .

3; Hester. Roy B.. op. clt.. p. 550.

45
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Disoount on Sale of Capital Stock
Under some statutes it is possible for a corporation

i ■. ■ -to sell its shares at a discount. If somb stockholders
pay less than the legal capital attributable to their
shares but have discharged their obligations under their
contracts with the corporation, such discount may properly
be viewed as reducing the amount in the pool of excess
contributions, or paid-in surplus. Discounts arising from
other transactions in the corporation’s shares, such as
sales of treasury stock at less than the price of reacquire 

2
ment, result in a charge to the Paid-In Surplus account.
The Securities and Exchange Commission has followed the
above principle in its rule:

"Discount on Capital Shares, if significant 
in amount, shall be shown separately as a 
deduction from capital shares or from surplus, 
as ciroum stances require with an indication of 
what provision have been made for writing off 
this item."#

Distributions to Stockholders
If the financial condition of the corporation justi

fies such action, there is no reason why paid-in surplus 
may not b© used for distributions to stockholders in the

1. California Civil Code. 1941, 0533. See. 9: Ohio"'
General Code. 3oo» 8623-37.

2. Sunley, Y/.T. and Carter, W.J., op. oit.. p. 141.
3. Regulation S-X, Rule 3*17.
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sam© way that any contributed capital m y  be distributed, 
provided that the stockholders shall be put on notice as 
to the source of the distribution; namely, that it is 
being paid from the contributed funds and not from accumu
lated profits. A.C. Littleton, however, would restrict 
cash dividends from paid-in surplus in order to protect
the continuity of preferred dividends during periods of

1
temporary business reverses. Distribution of capital 
surplus with other elements of corporate investment upon
liquidation results in a proper charge to the capital sur
plus group of accounts.

Charges from Dealings in Reacquired Shares
When reacquired shares which have been entered at the 

amount of the outlay for acquisition are reissued for a 
price loss than the outlay, the resulting deficiency is a 
proper charge to paid-in surplus. Likewise, if the re
acquired shares which have been entered at legal capital 
value are resold for an amount less than this value, the 
deficiency can properly be charged to paid-in surplus.

In the ease of the redemption premium which arises 
from the exercise of the redemption privilege, some

1. Littleton, A.C., "The integration of Income and Surplus 
Statements," Journal of Accountancy. Vol. 69,
January, 1940, p. 31.
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difference of opinion is found among authorities us to 
where the charge rightly should he made to absorb this de~ 
ficienoy. Though some authorities regard such redemption 
premium as a proper charge against capital surplus to the 
extent such surplus is available, others contend it is a 
charge against earned surplus; and still others believe 
it should bo charged to capital surplus, if any, to the 
extent that such surplus represents contributions by 
shareholders applicable to the shares being redeemed, and 
the balance of the premium should be charged to earned 
surplus as a distribution of that type of surplus*

Write-Downs
In the treatment of write-downs of assets, authorita

tive opinions differ somewhat* In the case of the write
down of some asset, the first procedure should be to
charge it against earned surplus if there is suoh; if not,

- - 2 ..to charge it against capital surplus if there is suoh;

1. Smith, i«‘.P., "Preferred Stock Redemption Premiums
Journal of Accountancy, Vol. 72, August, 1941, p* 133• 
’’Such Is a proper charge against earned surplus to 
the extent that such premiums exceed capital surplus 
applicable to the retired shares."

2. Greidinger, B.B., Accounting Requirements of the
Securities and Exchange Commissiont hew York, Ronald 
Press, 1939, p. 302. "The earnedsurplus should be 
charged for the full amount of the revaluation of 
fixed property, since such decrease in value in effect 
represents an accumulation of depreciation over a 
period of years. ... It should be clearly borne in 
mine, however, that the total amount of earned surplus 
should be written off completely before capital sur
plus be used to absorb any suoh write-down."
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and as a last resort, cancel it against a surplus created
by a reduction of capital, the statutory provisions per- 

1
sitting. In event there is a Revaluation Surplus account
on the books as a result of reappraisal of the asset and
the same asset is later "devaluated," the charge should
be made thereto to the extent it has a credit balance.

The case of writing down goodwill offers differences
of opinion. Some writers believe it should not be touched,

' 2
but left on the books at a nominal amount. Bell and

3Johns would show this amount as a deduction, as a separate 
item in the Income statement below "net profit from opera
tions." And, in the event no profits or earned surplus is
available, the charge would bo made against capital surplus.

4Arthur Anderson has written: "If such write-down is done
merely as a gesture of conservatism...it seems a proper 
charge to make it against paid-in surplus." Little con
sistency is found among authorities as to the proper ac- 
count to receive such charges.

Conclusion
Thus the Capital Surplus subdivision has been treated

1. Hatfield, ft.k.. op. cit.Y p. 21.
2. Kester, Roy B., op. cit., p. 393.
3. Bell, W.11. and Jonas. A.S.. Auditing. New York,

Prentice-Hall Go., 1942 Edition, pp. 281-282.
4. Cited by Hatfield. H.R.. op, cit.. p. 22.
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in an attempt to solve the problem of determining the gen
erally accepted accounting principles for defining, classi
fying, and measuring the content of it in its many phases.
In doing so, the lack of uniformity among authorities on 
Important points of accounting procedure is increasingly 
apparent, as is the inconsistency of governing statutes. 
However, in spite of the extensive difference of opinion 
and contradictory statements and laws, there appears at 
some places a degree of uniformity which would indicate 
that the solution of the problem undertaken is not entirely 
out of the question.

It is with this knowledge that attention will be 
directed toward a similar investigation of the second main 
subdivision of the surplus clement - that of earned surplus. 
The following chapter will be devoted to defining, classi
fying, measuring the content and eventual disposition of 
this important element of the proprietary equity.



CHAPTER IT 

EARNED SURPLUS

As outlined in the preceding chapter, this portion 
of the investigation will deal exclusively with the ef
fort to determine the generally accepted accounting 
principles which affect the Earned Surplus account. The 
research logically begins with finding a generally used 
definition of the term "Earned Surplus."

Definition
While capital surplus has no clear definition, earned 

surplus, on the other hand, is a term which has been de
fined satisfactorily. It Is defined by the Committee on 
Terminology of the American Institute of Accountants as:

"... the balance of not profits, income, and 
gains of a corporation from date of incorpor
ation (or from the date when a deficit was 
absorbed by a charge against capital surplus 
created by a reduction of the par or stated 
value of the capital stock or otherwise) after 
deducting losses and after deducting distribu
tions to stockholders and transfers to capital. - 
stock accounts when made out of such surplus."^

1. Accounting Research Bulletin Ho, 9. 1941. P. 75«
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Other definitions are found in the writings of ao- 
oountantse Typical of these is the definition given hy 
H.A, Finney: "Earned surplus should represent the incre
ment in proprietorship resulting from rovenue-produeing 
transactions," :

With the possible exception of the proper accounting 
procedure for extraordinary gains or losses»■ there seems 
to be no serious differences of opinion among accountants 
or statutory provisions as to the content of the Earned 
Surplus account. It seems appropriate, then, that atten
tion be given to the accounting standards in classifying 
this surplus element• The remainder of this chapter 
therefore is devoted to this phase of the problem.

Classification
Accounting standards do not require the classification 

of surplus, neither do they prohibit such classification 
provided the total is correctly reported and subordinate 
captions are not misleading. In consequence, accounting 
procedure has no prescribed standard pattern for classi
fication, even when olreumstanees seem to dictate the 
feasibility of doing so,

1, Finney, H.A., "Principles and Conventions,"
Account inr; Review, October * 1944, p. 362,
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By Sourcea
Various Mses of classifying earned surplus have been 

suggested* One is to classify by sources. Thus surplus 
derived from ordinary operating income might be distin
guished from surplus representing extraordinary gains.
The objection to this classification is that it is easy 
to exaggerate the importance of the distinction between 
ordinary and extraordinary income or loss. Moreover, it 
is very difficult to apportion the final net balance of 
income after taking into account all losses, gains, 
interest charges and deducting dividends, in terms either 
©f specifle types or broad groups of transactions which
have been consummated during a particular accounting pc—1
riod.

By Disposition
Another and more significant basis of classifying 

such surplus is that of utilization or disposition. But 
here again difficulties are encountered. Surplus can not 
be Identified readily in terms of particular assets or 
groups of assets. Surplus, like capital, is embodied in

- - .v - - 2 - ■.
resources as a'whole,

1, Pat on. W.A. andXiitleton, a.c,. An Introduction to
Corporate Accounting Standards, American Accounting 
Association, Iowa City, Iowa, Athens Press, 1940,
P. 107.2, Loo, oit.
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Appropriated and Unappropriated
A elasslfioatlon frequently used in praetloc la:

(a) appropriated» (b) unappropriated or free surplus.
This manner of classifying is misused when efforts are
made to identify free surplus with amounts available for
dividends. However, this generally is futile. There
are too many factors - legal restrictions, contractual
obligations, resolutions, and financial expedients - which
enter into the question of whether surplus is available
for dividends to make it practical to arrange the Earned
Surplus section of the balance sheet In a manner which
will indicate clearly the portion thereof available for 1 -
dividends.

Another worthwhile suggestion is found in the pro
cedure of dividing surplus into two main sections: the
portion which by implication may be said to reside in net 
working capital, and the portion which by implication has 
become embodied in fixed assets. Such an apportionment 
would require modification from year to year, as ”surplus 
invested in plant” would be transferred to "surplus in
vested in working capital” as the plant depreciated, assum
ing that revenue funds sufficient to cover all depreciation
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1 ■ -
have been retained in current form.

Thus it ray be concluded that there is no widely 
accepted classification for earned surplus, because there 
is no vital necessity for any particular grouping so long 
as the total amount is accurate. About all one can say 
conclusively is that in any classification made, the 
captions used should not be misleading*

Income Determination
The definition and possible classification of earned 

surplus, having been disposed of, it is possible now to 
proceed with a consideration of income and its determina
tion. At the end of the accounting period the balance of 
the Profit and Loss, Revenue, or Income account is trans
ferred to the Earned Surplus account. This, in fact, 
constitutes the chief source of earned surplus. It is im
portant, therefore, that we investigate the elements and 
processes which determine net income.

Though the principles and procedures underlying the 
determination of net income are not distinctively cor-
porate in nature, their influence on the structure of

■ . -. - '  . . .the earned surplus element justifies a brief presentation 
of the general bases of the Income account.

1. Pat on. if.A.and Littleton, op. cli.. p. 10d.
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fundamental Priaolplea
The fundamental principle of net inoomo determination 

Is the matching of revenues realized and the costs assign
able thereto for a specifio period of time.

Revenue is the product of the enterprise measured by 
the amount of new assets received from outsiders. Revenue 
is earned by the entire process of operation, i.e., the 
total business effort. Revenue Is realized when it is 
evidenced by cash receipts or receivable# or other new 
liquid assets. Implicit are two tests: (1) conversion
through legal sale or similar process; and (2) validation 
through the acquisition of liquid assets.

Such items as appreciation in value, without delivery 
or transfer of title, are not considered as creating reve
nue, Likewise, revenues which are predetermined in amount 
and properly recordable prior to realization should not 
be taken up in the income account, but should be deferred 
to future periods.

Matched against the realized revenue for the fiscal 
period are the costs and expenses directly traceable to 
the production or acquisition of the goods or services, 
the disposition of which gives rise to such revenues*
Costs and expenses not applicable to the current period,

1. Pot on. W.A, and Littleton. A.O., op. oli., p. j.9.
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but properly chargeable against future periods, are car
ried forward in tho balance sheet at the end of the eur-

1rent period in inventories or deferred expenses•
To differentiate between expenses to bo charged . 

against income and those,to be carried forward in the 
balance sheet may present many practical difficulties#
The problem of properly matching revenues and costs is 
primarily one of finding satisfactory bases of associa
tion, clues to relationships which unite revenue deduc
tions and revenue. Observable physical connections then 
afford a means of tracing and assigning. It should be 
emphasized, however, that the essential test is reasonable
ness, in light of all the pertinent conditions, rather

2than physical measurement.

Losses - ■
In addition to costs and expenses there are certain 

types of losses which are recognized as proper charges 
against the income account. These losses are so certain 
in their nature that they have become regarded in account
ing and law as regularly recurring expenses. Among these 
are periodic charges for depreciation and for estimated 
losses arising from uncollectible receivables outstanding 1 2

1. SunleV. v/.T. and Warier. V/#J#. Corporation Accounting.
New York, Ronald Press, 1943 Edition, p. 146.

2. Paton, W.A. and Littleton, A.C., op. cit.» p. 71.
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at th© end of the period*
Other typea of looses which, although uncertain as 

to occurrence and Indeterminate as to amount, are charac
terized by probability of occurrence* To the extent that 
such losses have their origin In transactions of a 
specific fiscal period, provision should be made for them 
out of income of that period. Such provisions are called 
"reserves." Losses of this type often are called contin
gent losses, and may be classified as follows:

"(1) Those losses which can be foreseen 
■ as likely to occur in some future 

period as a result of transactions 
of the current period;

(2) Those losses which it can be fore
seen may occur in some future period 
as a result of events in that future 
period."1

Losses charged against revenue of a particular ac
counting period should be definite as to cause and 
reasonably probable as to occurrence, and must not be a 
mere cautious anticipation that something may happen in 
the future. It is a well established rule of accounting 
that reserves may not be utilized for the purpose of 
equalizing the net income as between accounting periods.

1. futon. V/.A. and Littleton. A.C.. op. eft., pp. 146- 
147.
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Extraordinary Gains or Earnings
Other elements of earnings for the current period 

come into existence from sources other than operations of 
business; namely, (1) the disposition of corporate assets,
either fixed or current, at an amount in excess of their

- . 1book or carrying value.
The net income of the period is then carried to the 

Earned Surplus account, although dividends may- be deducted 
first, in which case only the balance is carried to the 
Earned Surplus account. It is hot desirable ordinarily to 
describe this net income as "available for dividends," 
since the question of availability for dividends too fre
quently involves other considerations in addition to the 
determination of net income.

The principles of income determination having been 
reviewed and net income stated and moved into the Earned 
Surplus account, it is possible now to give consideration 1 2

1. The American Institute of Accountants Committee on
the Definitions of Earned Surplus suggests the fol
lowing definition of net profitsi "Met profits, net 
income, and gains Include profits from tho disposition 
of any-corporate asset (other than tho corporation's 
own capital.stock) and arise from transactions re
sulting in the acquisition of cash or of property 
which at the time of its receipt may ordinarily bo 
classified as, or converted into, a current asset; or 
from transactions in which the consideration received 
Includes tho complete or partial discharge of a 
liability.- cited by Gilman, Stephen, Accounting Con
cepts of Profit, Mew York, Ronald Press, 1935, p,606.

2, Sanders, T.ti., tiatfield, H.R. and Moore, U., op, oit,.
p. 41.
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to certain tremaaotlona affecting the .balance, either as 
debits or credits, to this account• .

Direct Debits and Credits to Earned Surplus 
The distinction between capital surplus and earned 

surplus, namely, the segregation of contributions by 
shareholders from accumulated earnings, is fundamental to 
the proper accounting for corporate surplus. Since the 
character of the items which constitute these two classes 
of surplus clearly indicate how the distinction should be 
applied to specific transactions in order to preserve the 
line of demarcation between them, the following discussion 
of the debits and credits to the Earned Surplus account 
will be confined to the proper handling of specific trans
actions which affect it alone.

Charges to Earned Surplus . ■
The following constitute the principal charges or 

debits to the Earned Surplus accounts
1. A net loss in the Income account as determined for any

fiscal period results in a charge to the Earned Sur
plus account.

2. Dividends are an important source of charges to Earned
Surplus. The many and varied conditions under which 
Earned Surplus may-be charged for dividend declara
tions are discussed in Chapter V.
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3* Distributions in liquidations or winding up proceedings 
of a corporation result in a ©barge to Earned Surplus, 
The residue of the Earned Surplus aceount is dis
tributed to the shareholders, together with other 
elements of corporate investment■

4* Transfers to legal or stated capital are permitted by
most statutes, either by the method of a stock divi-

1dend or by other action of the board of directors. 
Some statutes provide that a transfer can be made 
directly from Earned Surplus to the stated capital. >

5. Transfers to reserves for the retention of earned sur
plus are proper charges to this aceount. Such re
serves might be "Reserve for Fire Losses, "Reserve 
for Flood Losses," "Reserve for Sinking Fund," and 
"Reserve for Additions to Plant and Equipment."

6. Charges arising from prior years1 adjustment are proper
charges against Earned Surplus. When loss has oc
curred arising from transactions of a prior period, 
the charge is applicable against the net income of 
that period. Since earned surplus is an accumulation 
of the net income of all prior periods, then such

1. California Civil Code. Sec. 348o, allows a transfer 
of surplus' to stated capital upon resolution of the 
board of directors.

Ohio General Code. Sec. 86 3-14, requires that the oap- 
itali'zailon of surplus be effected by amendments to 
the articles.
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losses are adjustments to earned surplus, Beeently, 
however, there has developed a viewpoint advocating 
the charging of all surplus adjustments, both major 
and minor, against the current income account*

I. this viewpoint was commented on by william . fterntz,
Chief Accountant for the Securities and Exchange Com
mission, in "Some Deficiencies in Current Financial 
Statements,” Journal of Accountancy* Vol* 739 Kay,
1942, p. 30* however there remained the difficult 
question of whether such losses are properly charge
able to income or earned surplus* There has been an 
increasing tendency to regard the income statement 
as the single medium through which the income history 
of the business is to be reported rather than as a 
reporting only for the results of purely current 
operations* Earning power is perhaps the most im
portant single fact revealed by the financial state
ments, but to the extent losses are funnelled through 
more than on® channel the significance attaching to 
reported profits will be correspondingly diminished. 
Therefore, we have generally given particular 
scrutiny to any expenses or losses not reported through 
income**

And according to the American Accounting Association in 
"Accounting Principles Underlying Corporate Financial 
Statements,* June, 1941, as cited by Sunloy, W.T. and 
Carter, U.J,, op* cit., p. 158:
"If Net Income is to have any meaning the factors 
influencing it must be isolated and given a distinct 
and unified expression* This is possible if all 
gains and losses are carried through a single medium 
to earned surplus.*
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Y/,A. Hosmer advocates a modification of those sharp 
differences, depending on the specific factors in
volved.

7, Readjustments of the book value of assets through
ciuasi-reorganization result in charges to the Earned 

. S u r p l u s  account, since the correct accounting pro
cedure to be followed in such reorganization is that 
all charges for reductions in such assets should be 
recorded first in Earned Surplus and then the re
sulting deficit in Earned Surplus should be trana- 
ferred to the Capital Surplus account or accounts*

8. Items which are optional charges to Earned Surplus might
be those which are usually made to Capital Surplus, 
but the corporation having no capital surplus would
result in passing these items to the Earned Surplus
■ ' - 3 - - • . ■ :account.

1. Hosraer, Y/.A., '"Effect'of Direct Charges to Surplus on 
Measurement of Income," Accounting Review. Vol. 14, 
March, 1938, p. 55* "T/hilo it appears desirable 
that all gains and losses should be reflected in the 
income account, a direct entry to surplus is valid 
only if over a term of years and in view of all the 
interests involved, it conduces to a clear and con
servative determination of income 

2* Sunley, vr.T* and Carter, W.J.v on. cit.. p. 136.
3. Ibid., p. 58.



Also, as pointed out in the preceding chapter, there 
are several items on which accounting opinion differs as 
to the surplus account to be charged. These items are:
(1) an operating deficit5 (2) redemption premium on re
tired shares which are repurchased or redeemed for more 
than legal capital value; and (3) write-downs of fixed 
assets and goodwill. Some authorities regard such charges 
as appropriate to Earned Surplus, while others would allo
cate them to Capital Surplus# :

Credits to Earned Surplus
The following constitute the principal direct credits 

to the Earned Surplus account:
1, That a net deficit represented by a debit balance in 

the Earned Surplus account may be absorbed into 
capital surplus in event of a quasi—reorganization is 
indicated clearly by the opinion set forth in 
Accounting Research Bulletin No. 3. 1939, and by the 
American Institute of Accountants at its annual 
meeting in 1934,

The effect that must be produced by tho quasi-reorgan
ization is to create a corporation similar to that of
a new corporation. There must be no undistributed
. ' " V"profits accumulated from prior years* earnings; hence 
it could not have an earned surplus; and its initial 
balance sheet after the reorganisation must show - ■
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only one class of surplus, namely, capital surplus.
The accounting procedure to accomplish such results 
is to make all charges against Earned Surplus and then 
charge the resulting deficit In Earned Surplus against 
Capital Surplus•

Assume that the X Corporation had mot reverses for some 
time and that the deficit had accumulated as a debit
balance in the Earned Surplus account, A quasi- 
reorganization is undertaken which calls for an ad
justment of assets to their current values, a modifi
cation of the capital stock, and the elimination of 
the accumulated deficit against capital surplus. The 
following is the X Corporation's balance sheet as of 
the date of reorganization:

X Corporation
Balance Sheet - May 1, 1945

Cash $10,000 
Buildings 125,000 
Equipment 50,000 
Inventory 100,000

%285,0(%)

Current Liabilities $ 50,000
Capital Stock 
Capital Surplus 
Earned Surplus 

(deficit)

250,000
50,000

The amounts to bo written off have been determined, and
the following entries arc made to adjust the books:
(1) Earned Surplus $45,000

Buildings $25,000
Equipment _ 10,000
Inventory 10,000

Charging the full amount of the write-off of 
assets against Earned Surplus
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(2) Capital Stock $65,000•
Capital Surplus $65,000

To modify the capital stock and provide
Capital Surplus 

(3) Capital Surplus $110,000
Earned Surplus $110,000

To charge the balance of the Earned Surplus 
account to tho Capital Surplus account*

The balance sheet of X Corporation after the quasi-
reorganization is:

X Corporation
Balance Sheet as of April 1, 1945

Cash $10,000
Buildings 100,000
Equipment 40,000
Inventory 90,000

$ 240,000

Current Liabilities $ 50,000
Capital Stock . 
Capital Surplus

185,000
S24ot§5§

• After such readjustment, previously-earned surplus can 
not properly be carried forward under that title. A 
new Earned Surplus account should be established, 
described as,from the effective date of the readjust
ment. Such new surplus often in referred to as 
"Dated Surplus," - .

2. Although authorities do not all concur, it is held gen
erally that gains arising from the adjustment of 
prior yearsf net earnings are direct credits to 
Earned Surplus, provided they are material in amount, 
and not to the current income account. For example, 
a relatively large refund of income and excess prof
its taxes due to an overpayment of such taxes in a
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prior period should not be permitted to distort the
income of the current period, but should be credited

. 1to the Earned Surplus account.
3, The return of unused reserves which represented an ap

propriation of earned surplus is a proper credit to 
the Earned Surplus account. The types of reserves 
requiring an appropriation of earned surplus arc $
(a) operating reserves, sueh as "Reserves for Flood 
Losses,,and "Reserves for Patent Suit"; (b) pure sur
plus reserves, such as "Reserves for Sinking Fund" 
and "Reserve for Plant Extension." The former are 
set up to make provision for a loss. When the loss 
is Incurred, it is best charged to the Income account 
for the current period and the unused reserve is then 
returned to the Earned Surplus account. Pure sur
plus reserves, on the other hand, are set up to con
form to some contractual requirements, or to give 
expression to corporate policies, and not as pro
visions for a loss. A surplus reserve merely repre
sents an appropriation of surplus v/hleh is mot avail
able for dividends until, say, the bonds have matured 
and been paid, or corporate policy reflected thereby

1. Nunley. v/.TIr. and darter. W.J.. op. oit.. p. 160.



has been changed or eonsiranatod. Once the obligation 
has been removed or the policy changed or fulfilled, 
the unused appropriation is credited baek to the 
Earned Surplus aeeount*

4, Surplus arising from a consolidation or merger of two
or more corporations is a proper credit to the Earned
Surplus account under some statutes. On this point

' there is wide difference of opinion among aeemmtsnts,
and some statutes require Capital Surplus to receive

. 1
the credit for such excesses. Minnesota permits
such excess to be regarded as earned surplus. On the2
other hand, accounting authorities point out that 
a newly-organized merger or consolidation is an un
tried combination and can have no earned surplus•

5. If a corporation has no capital surplus, relatively
immaterial amounts arising from isolated transac
tions which ordinarily would be credited to Capital 
Surplus may be absorbed In the Earned Surplus ac
count instead of creating a Capital Surplus account 
with an Immaterial balance. For example, assumo 
that a new corporation has received'full payment of 
all original subscriptions except one, and upon

1. Minnesota Wsines's Corporation Act, Sec. 20.2. Sunlev, v/ .f . and Carter. V.’.J.. o p . clt.. p. 427.
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forfeiture of the one unpaid subscription a small 
excess remains to the corporation. If the corpora
tion has ho other capital surplus, the amount may be 
credited to Earned Surplus rather than establish a 
Capital Surplus account for this one small amount*
As previously mentioned, the balance In the Earned 

Surplus account after all appropriate charges and credits 
Is regarded as undistributed profits. The word "undis
tributed" prompts the question, "Why should not this 
balance bo distributed to the shareholders, or otherwise 
disposed of, instead of being retained In the corpora
tion?" The following section endeavors, in part at least, 
to answer this question*

Retention of Surplus
The reasons for retention of earnings in tho business 

are numerous. Hence in the following sections the more 
common of these reasons will be discussed with a view to 
determining the generally accepted accounting principles 
involved.

Additional Capital
As a corporation expands its business operations, the 

need arises for additional capital either for current 
working needs or for additional productive property. Such 
needs can be met through a flotation of additional
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securities or in the use of accumulated earnings. Sur
plus retained for that purpose becomes additional capital,

1
sometimes temporary but more often permanent. The ex
tent to which earnings may bo withheld and used for 
capital for expansion is generally a matter for the judg
ment of the board of directors, although it has been held
that where withholding becomes unreasonable, shareholders2
can find redress in law, •'

Reserves for Contingencies
The purpose of the reserves for contingencies is to 

withhold earned surplus from distribution as dividends to 
make provision for some expense or loss, the incurrence of 
which is contingent upon some future event or condition. 
Examples of this type of reserve would be "reserve for 
flood losses," "reserve for fire loss *" and "reserve for 
patent infringement suit," As an illustration of how such 
reservation would be handled, assume that the managers of 
a business, whose factory is so situated that it may suf
fer damage from floods, deem it a desirable policy to set 
aside a portion of the accumulated earned surplus as a 
reserve against which any losses resulting from floods may

1. Smiley. vi.T. and Carter. o p . cit., p p . 14¥-Pf9.
2, Dodge vs. Ford, 204, Mich. 459, ascited by Easter,

Roy B., Advanced Accounting. New York, Ronald Press, 
1943 Edition, pp. 599-600.
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"be charged. They set up an account titled "Reserve far 
Flood Losses," and transfer a portion of the unappropri
ated earned surplus to It, thus retaining in the business 
the funds necessary to meet a possible loss from floods. 
Should a flood loss occur, the expense therefrom would be
charged against the Income account for the current ' 1 ' -- - 
period. The Reserve for Flood Losses account can be
closed back into the Earned Surplus account or, if condi
tions warrant. It can become a permanent reservation of 
the earned surplus.

Another reserve of this type is that for the adjust
ment of prior income determinations. It Is recognized 
generally that the Income account of prior periods Is 
closed only tentatively, and is always subject to correc
tions in view of subsequent findings. In the affairs of 
a corporation where such necessary corrections of prior 
period earnings might result In a substantial decrease of 
the net profit figure or even result in a loss If charged 
against revenue, it would be desirable to reserve a por
tion of Earned Surplus against which such corrections 
might be charged when they are finally determined upon,

1. Mcwlove, t i S m i t h .  C,A. and White. «J,A.. Intermediate 
Accounting, New York, D.C. Heath 5c. Co., 1939, 
p, 392, would charge this expense either to the In
come account or to Earned Surplus, But most authori
ties would make the charge to the current period and 
then to Earned Surplus, -
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As pointed out earlier in this chapter, there are 
two distinct views as to the eorreot procedure to he 
followed in taking such adjustments. One view maintains 
that such adjustments should be made directly to the 
Earned Surplus account; the other holds that such adjust
ments should be reflected in the current Income account.

True Surplus Reserves
Another important type of surplus reservation is 

found under the heading of "true surplus reserves." The 
purpose of the true surplus reserves is to safeguard the 
working capital and the legal capital of the concern.
Hence reserves of this class are not set up as a provision 
for an expense, but represent a segregation of the unap
propriated earned surplus element which can not be dis
tributed as dividends. Examples of this type of reserve 
account are: "Reserve for Treasury Stock Purchased,"
"Reserve for Plant Extension,”.and "Reserve for Sinking 
Fund."

The Reserve for Purchased Treasury Stock safeguards 
the legal capital of the corporation when treasury stock 
is purchased by it. Since legal capital can not be 
diminished without legal authorization, except through 
operating losses, many states prohibit treasury stock from 
being purchased unless the corporation has a surplus which
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©an be Mearmarked" to prevent its distribution to the 
stockholders as dividends*

The Reserve for Plant Extension safeguards the work
ing capital by decreasing the swplus available for divi
dends by amounts equal to the s u m  to be expended for 
fixed assets*

The Reserve for Sinking Fund forces the retention of 
enough current profits from dividends to offset the dimi
nution of the working capital by the payment of the sink
ing fund installment or by the retirement of the debt.

In concluding the discussion it is significant to 
note that reserves are created out of Earned Surplus for 
the sole purpose of designating the reason for withholding 
the amount so set up. They never should be employed to 
absorb charges properly made against the income account, 
since the effect of such misuse of these reserves would 
be to overstate periodic net income. When a balance in 
such a reserve is to be discontinued, it should be re
turned to the unappropriated or free portion of the
earned surplus, and.under no circumstances credited to the

1Income account. ,

1. Sunlev. W.T..and Carter..W.J., op, cit., p. 152.
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It is also significant that the practice of reserving 
a portion of earned surplus has certain limitations which 
must he observed rigidly, Y?.A. Patou points out;

"The practice of earmarking earned surplus 
under special heads for purpose of reflecting 
particular policies represents a method of 
appropriating surplus without actual capital
ization, Surplus reservation as compared v/ith 
capitalization through the issue of dividend 
stock has the advantage of simplicity of pro
cedure and also affords opportunity for re
vision of policy, The second of these con
siderations is especially important. Once a 
section of surplus has been formally capital
ized it has lost its.character as a reservoir 
for dividend declarations and a buffer for 
losses and its Status as a surplus cannot be 
readily restored,

But Paton cautions;
"Surplus reservations are not to be en

couraged, however, for the purpose of obscur
ing the condition of the enterprise with 
respect to accumulated profits or to make 
possible a resurrection of burled profits 
when current conditions arc favorable,"1 2
The retention of earned surplus in the firm repre

sents an important use made of this element of invested 
capital. The most important, however, is the distribution 
of earned surplus in the form of dividends to stockholders. 
In Chapter V this Important phase is discussed at length, 
with emphasis on the statutory provisions of such cor
porate distributions.

1, Paton. V/.A. . Advanced Accounting, hew York, The
Macmillan Co., 1941, PP* 590-591•

2. Ibid,, p. 590.
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Generally speaking, the disposition of surplus falls 
Into two sub-divisions? (1) various Internal aoeountlng 
adjustments which absorb surplus; (2) distribution of sur
plus to the owners in the form of dividends, or in the 
distribution of the residual assets on the pro-rata 
basis at the time the corporate organisation is dissolved. 
Since the discussion in the preceding pages has covered 
the subject matter of the first sub-division, the discus
sion hero will bo confined to the latter.

CHAPTER V

Dividends
It Is believed appropriate that the term "dividend" 

first be defined, and that the advisability of the use 
of a qualifying adjective to denote the character of the 
dividend and the source of the surplus undergoing dis
tribution be established.

Definition
A "dividend" may be defined as an appropriation of 

current or accumulated earnings with the intent to dis
tribute an equivalentx amount of the assets of the
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1
enterprise among stockholders of a particular class,

The term "dividend,” v/ithout any qualifying v/ord,
Is generally considered to be an omoimt set apart from 
the undistributed profits or earned surplus for distribu
tion among the stockholders. However, the term is used 
with qualifying words to designate amounts set apart 
from accounts arising from sources other than earnings# 
"Liquidating dividends,” "stock dividends," "dividends 
from depletion" are examples of such qualifying expres
sions.

Classification
Dividends distributed by corporations to their

stockholders may be classified as follows:
I, Dividends Affecting Surplus 

A, Decreasing net worth
1. Asset dividends. Dividends usually are

paid in cash, but other assets 
may be distributed among the 
stockholders. For example, a 
company holding securities of 
another corporation may distribute 
these securities among its stock
holders as a property dividend,

2. Liability dividends. In some states divi
dends may bo represented by the 
issue of bonds, notes, or scrip*
Such issues of bonds or notes 
usually have a definite maturity and
bear interest. Scrip dividends

... , ' - . --- " .  \

Acoountants Handbook.Pa ton, v/.a . , a 
Press, 194-3

New York, fBmar.
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may or may not have a maturity 
date and may or may not bear inter
est. •

B. Hot decreasing net worth
1. This classification includes stock divi

dends v/hich merely transfer a por
tion of the net worth from a surplus 
account to a capital stock aoommt. 
It does not change the individual 
stockholder's interest in the net 
worth; it merely increases the 
number of shares by which his 
interest is represented.

II. Dividends Affecting Paid-In Capital
A. These return to the stockholders a portion or 

all of the capital investment. Liq
uidating dividends are intended to 
return all of the capital to the stock
holders because the company is discon- . 
timing business; or to return a portion 
of the capital to the owners because the 
scope of the business is being reduced 
and the need for funds is decreased.

Legal Aspects

Legal Requirements - General
Whether a dividend is justified under the circum

stances is a question first of law, and, second, of 
financial policy• The principle which tho statutes and 
decisions seek to effectuate Is that no dividend may be 
paid unless after such payment the amount or value of the 
property of the corporation will bo equal at least to the 
aggregate of (a) its liabilities, and (b) the stated 
amount of its capital; i.e., the amount required by law 
to be invested by the stockholders as a condition to



doing business as a corporation v/lth limited, liability.
While the above general rule serves as the basic

principle for distribution of corporate dividends, it
may be considered only as the general rule, since state
laws differ widely as to the sources from which dividends
may be declared and methods to be employed in determining
the amount of the excess, or surplus, so available. The
varying statutory provisions, in part at least, as
Hatfield suggests, are due to "the tiresome uniformity
of disagreement among accountants on accounting theory 2
and practice," This disagreement among aceountlng au
thorities doubtless has influenced the makers of statutes 
until very little uniformity is found among state laws, 

Messrs, Stanley and Garter attempt to group the 
divergent laws into two broad general types:

1

" U  Those providing that dividends can 
be paid only from net profits, or 
earned surplus,

2) Those, providing that dividends can 
be paid only from the excess of 
asset® over the sum of the liabilities . 
and the legal capital,"3

1. Bailantin®Henry V/., "Corporate Capital and
Restrictions Upon Dividends Under, Modem Corporation 
Laws," California Law Review, Vol * 23, March, 1935, 
pp* 229-233* K  r— - ■ . .

2, Hatfield. H,R,t Si
Harvard University Press, 19W ,  p. ats,

3* Sunley, W.T. and .Carter, V7.J,, Corporation Accounting. 
New fork, Ronald Press, 1943 Edition, p. 185.
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These authors oeatlnuei
"The former is sometimes referred to as , 

the #B@t profit* typo; while the latter is 
called the *capital-impairment* type. The 
former Is based upon income determination; 
the latter upon valuation of assets. Ob
viously, v/here the valuation of assets conforms 
to the principles of income determination, the 
types become similar; but v/here current values 
are acceptable for the determination of the 
amount of assets available, the types are quite 
different. Furthermore, the net-profit type 
excludes capital surplus from the source avail
able for dividends, whereas the * capital- 
impairment* type may permit the. use of capital 
surplus in absence of a definite statutory 
provision*w*

The Michigan statute follows the net profit type:
"The directors of every corporation 

formed or existing under this act, subject to 
any restrictions contained in its articles, 
shall have power to declare and pay dividends 
upon shares of its capital stock either from 
earned surplus or from net earnings,"2
The capital-impairment type is indicated by the New

York law:-V./ . "'' - - - ' ' - .
"No stock corporation shall declare or pay 

any stock dividend which shall impair its • 
capital, nor while its capital is impaired, nor 
shall any such corporation declare or pay any 
dividend or make any distribution of assets to 
any of its stockholders, whether upon a reduc
tion of the number or par.value of its shares 
or of its capital unless the value of its 
assets remaining after payment of such dividends, 
shall be at least equal to the aggregate amount

1. AunlevV W.T. and Carter. v W . . op. olt.. n. iffiTI "
2. Michigan General Corporation Act. See. 22 as Amended

W  F*A. 1935, Wo, 1%*
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of Its debts and liabilities. Including
capital.**
The Ohio law indicates an effort to bring together 

and weld those two ideas, as Section (a) indicates the 
use of the capital-impairment typo for detarming the fund 
from which the dividends may be declared; but in Section 
(b) the various deductions enumerated, in practice, would
limit the fund available for ordinary dividends to2 ...... ' . ■ ' v ' -
"earned surplus."

The limitations Imposed upon various groups of sur- . 
plus are noted in the following sections. The evident 
variation of statutory provisions would eliminate any 
real opportunity for universal agreement on accounting 
principles governing the distribution of surplus.

Prevailing Statutory Requirements
An investigation of the prevailing legal requirements 

will serve to emphasize the many variations found in the 
statutes of the several states as to the legality of divi
dend payment. It should also bring to light the fact that 
the duty of accountants under circumstances in which the 
propriety and legality of dividends declared and/or paid 
are at issue is two-fold: (1) to see that legality 1 2

1. Mew York Corporation Law. Sec. 58. as Amended by
L. 1939, c. 364.

2, Ohio General Code. Sec. 8623-38-a-b-e-d., m ' -i.i.-.-rrr-ii.mr. .t —  n .mi n.rniT"̂
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thereof has been passed upon by an attorney; and (2) to 
see that the financial statements fully disclose all given 
facts concerning the same.

Surplus Limitations."— The most frequent limitation 
is that dividends are payable only out of surplus; that 
is, to the extent that the net worth of the assets exceeds 
the amount of the corporation’s legal capital* The laws 
of many states permit dividends out of surplus of any and 
all varieties, whether earned or unearned, surplus being 
defined simply as the excess of net assets over legal 
capital. The Hew Mexico statutes provide: "No corpora
tion shall pay dividends, except from surplus or net
profits arising from its business.” And the Idaho law 
provides:

"No corporation shall pay dividends ex
cept from the surplus of the aggregate of its 
assets over the aggregate of its liabilities, 
including in the latter the amount of its 
capital stock after deducting from the aggre
gate of assets any unrealised appreciation in 
value or revaluation of assets.”2

Earned Surplus Distributions»— In a few states the 
legal requirement is somewhat more carefully restricted,

1

Idaho'0ode: % 2 . '  p t ' W .  39-129% - (a): Also
Mew York: Corporation Law* Sec. 58 as Amended L. 1939, 
c-364. ~  - "



82

and dividends are payable only out of "earned surplus," 
i*e., out of aooumulated profits, exoept that upon 
preferred shares or under particular circumstances, divi
dends may be paid out of paid-in surplus or other types 
of unearned surplus* The Pennsylvania lav/ reads:

"Corporations may declare dividends but 
in no case shall such dividends exceed the 
amount of net profits actually acquired by 
the company, so that the capital stock shall 
never be impaired thereby."1
Sanders, Hatfield, and Moore cite the.Michigan law:

"The corporation is permitted to pay 
dividends from other than earned surplus on 
preferred stock only and requires that in 
case of such payment notice shall he given 
to the recipients_that the dividend is not based on income."*
The Minnesota Business Corporation Act clearly

states: ' . . •
"A corporation may declare dividends out 

of (1) earned surplus, (2) paid-in surplus 
only upon shares entitled to preferential dividends."3 ^

Dividends Payable from Wet Earnings of the Current 
Period*— In a few jurisdictions, dividends are payable

1. Pennsylvania Statutes, Chap. 16. Tit. K .  Sec. 631.
I Ifji Miiion, p.;357. "■" ■

2. Michigan General Corporation Act. P.A. 1931, Ho, 327, 
_ Soo. 22 as Amended P.A. 1935, 194, cited by 'Sanders, T.H., Hatfield, H.R. and Moore, U.,

A Statement of Accounting Principles. American In- 
stitute of Accountants, Flew York, 1938, p. 120.

3. Minnesota Business Corporation Act, 1941. 301.22 (2).
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either from aoemmlated surplus or, in the absence of 
suoh, from net profits for some particular accounting 
period, either all or part of the current year or for 
the current and preceding fiscal years, subject to pro
vision for the protection of shares having a preference 
upon liquidation. Under this rule, dividends may be paid 
out of annual earnings In spite ofanaocumulated deficit 
resulting from operations of prior years. The Delaware 
statute provides:

"The directors shall have power to de
clare and pay dividends (a) out of its net 
assets in excess of its capital as computed in 
Section 14, 26,27-28 of this chapter, (b) In 
case there is no such excess, out of profits 
for the fiscal year then current and/er pre
ceding fiscal y@sr."l

■ ■■■' ■ ': ■: :V-' ' . ■- ■' ■ .. 2 ■ ' 'The Minnesota Business Corporation Law authorizes
dividends "out of its net earnings for the current year 
or the preceding year," oven in absence of surplus. This 
seems to permit distribution of profits at any time dur
ing the current year. The corresponding California pro
vision, on the other hand, reads:

■ ■ ":v • • '"Despite the fact that, the net assets of 
the corporation amount to less than the stated 
capital, dividends may be declared out of net 
profits earned during the preceding accounting 
period, which shall not be less than six months nor more than one year in duration."3

j. Delaware Revised Code1935, #ap. 65. Sec. 3k. £065.
' ' P» 474* ' ' '.... ... - : .2; Minnesota Business Corporation Law. 301-22 Subdivision 

2-(3), p. 2&3V. "3. California Civil Code. 1941, 346-2.
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This appears sound because it requires that If there 
Is no surplus a reasonable accounting period shall have 
elapsed before a dividend can be declared, and it does 
not permit juggling of profits and losses by the selec
tion of too short an accounting period. .........

Accounting principles and practice, however, run 
counter to this legal concept. Accountants, generally, 
insist that all encroachments and loss of capital shall
be made good first, and the payment of dividends berde*. ■ ■ .... ■■ ■. ■ - 1 
f erred until such time as a bonl fide surplus exists.

‘ : 2 . .
Insolvency Limitations.— Ballantlne makes note of

another grouping of statutes which adds a general
"Insolvency" limitation to somo of the above-mentioned
limitations. Frequently the statutes do not make clear
whether the term "insolvency" should bo taken to refer
to (a) the inability of the corporation to meet its debts
as they fall due, or ."(b) the excess of debts over assets.
The California statute reads in part as follows:

"Ho dividend shall be declared when there 
is reasonable ground for believing that there
upon the oorporation1s debts and liabilities 
would exceed its assets or that it would be 
unable to meet its debts and liabilities as 

■ they mature."3 ' .. ......

1. Hester. Moy B. . Advanoed Accounting, Mew York. Ronald
Press, 1943 Edliion,p. 611. •

2. Ballantin®, Henry Y/., on. oit.. p. 239*
3. California Civil Code. 1941. Chap. 23, Sec. 346, p. 150
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Th® Illinois Statutes prorid®:
diVldehd shall be-paid or declared at 

a time when the corporation is insolvent, or 
its net assets are less than its stated 
capital, or when payment thereof would render 
the corporation insolvent,**

The North Carolina law, however, makes this provision:
«No corporation may declare or pay divi

dends except from surplus or net profits 
arising from its business, or when Its debts, 
whether due or not, exceed two-thirds of its assets."2
In this group of statutes most states make some 

provision to restrict the payment of dividends when assets 
are less than the debts of the corporation, or when it 
is unable to meet its liabilities as they mature.

Paid-In Surplus Restrictions.— A number of the cor
poration acts deal specifically with the payment of

- - -
dividends out of paid-in surplus. The l a w  of California, 

4 5Illinois, and Pennsylvania provide that "dividends from
paid-in surplus are allowed only on preferred shares,*
The Minnesota law provides:

"Dividends may be paid out of paid-in 
surplus, provided, that if there are out
standing shares entitled to preferential 1

1. Illinois Revised Statutes, Chap. 157-41. P.8l9.
2. Worth. Carolina Code,1939, Chap. 22, Sec. 1179.
3. California olVlY 'tioAe. o-Eap. XI, Sec. 364 (31.
4. Illinois Revised statute, 1943, Chap. 32, 157-41 (b).
5. Pennsylvania ^tatute9 . B.6.~(1933), Sec, 701, 702^

' ^64, as 'Amended L. 1935* Act No. 361.



dividends, then dividends may be declared 
out of paid-in surplus only upon sueh shares 
provided notifieatldn is given to stoek- 
‘holdersV
The,Indiana statute provides! "Dividends can be

declared from paid-in surplus, surplus earnings or net
. . ■- ■: ‘ -2 . , . ■■profits but paid in cash." •

■ - 3 v ■ - 'Hatfield is of the opinion that such restrictions
on the use of paid-in surplus in effect treat it as a 
reserve or margin of value for the protection of preferred 
stockholders and those having claims against the corpora
tion, although it is not formally capitalized. Sharehold
ers and share purchasers ordinarily assume that dividends 
represent profits of the business, and not a partial re
turn of funds invested. Permitting the payment of divi
dends from unearned surplus creates a serious danger of 
deception and misrepresentation, and for that reason many 
acts require that notice of the source be given.

On the other hand, several states provide that ade
quate notification be afforded stockholders when paid-in 
surplus is used, though they do not limit such dividends

1 . Mnneaota B.S.. 301.22. Subdivision 2 12). .. — —
2. Indiana.'Statutes'Chap.' 27 , 4911*
3. Hati'ieid, H.k., "Operating Defioit and Paid-in Surplus,

Aooounting Review. Septemberv 1934. p. 237.
4. Hatfield. 11.R.. Accounting. New York, D. Appleton & Go.

1927, pp. 2^-^%: '



exclusively to the preferred shares. The Virginia lav/ 
reads: nNo dividend shall he paid, in whole or in part,
from contributed surplus upon any shares without written 
notice being given."

Other states, however, have no legal objection to the 
payment of dividends from any available surplus without 
notice to stockholders of the source of the funds dis
tributed, This privilege has M e n  much used to mislead 
stockholders and others, as to the profitableness of
corporate operations, thus paving the way for sale of2
corporate securities of doubtful value. This is appar-■ - 3
ent under the lax provisions such as the law of Delaware 
where the consideration contributed by one class of 
shares, although such shares may be preferred as to divi
dends and liquidation, may be distributed to the holders 
of junior classes of shares in the form of dividends,;or 
the purchase price of shares reacquired by the corpora
tion,;., . ■ ' - ; . .

In the absence of specific statutory provisions, 
whether a dividend may be paid out of paid-in surplus will 
depend upon the general dividend restriction which is in

1. Virginia Code,1942» %GC. 3840.2. Mrple, Kaymond P., Capital Surplus and Corporate IIet
Worth, New York. Ronald. >ress, 1936, p. 156,

3. Delaware Code. Chap. 65, 2066, Sec. 34,
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force. Under the earned surplus limitation, courts 
generally hare not allowed payments out of paid-in sur
plus. "Courts constantly assert that even in the absence 

: ' ■ ' ‘ lof statutes, dividends may come only from profits."
The states which have a general restriction limit

ing dividends to the amount of earned surplus all deal
specifically with the paid-in"surplus"problem. This is

2 ■noted, for example, in the Minnesota law.

Dividends from Reduction S u r p l u s Except for a few 
states which place no specific restrictions on the dis
tribution of reduction surplus, the declaration of divi
dends out of such surplus is regulated by specific statu
tory provisions of varying degrees of strictness.

A large group of states provide that "solvency" is 
the limit beyond which distribution from reduction sur- 
plus can not be made. But they do not indicate clearly 
when a corporation is regarded as "solvent," For the 
statutes do not make clear whether the term "insolvency" 
should be taken to refer to (a) the inability of the cor- 
poratlon to meet its debts as they fall duo, or (b) the

1. Weiner, Joseph L ., "Theory of Anglo-American Dividend
Law." Columbia law Review. Vol. 29. 1929. n. A73.

2. Minnesota business Corporation Act. Sec. 301. 22 (2).
3. Illinois Revised Statutes. 1943. 157,1*1 (a).
; Idaho Code. 1932. 29.12$, 4 (a) .
Indiana Statutes. 193A. Sec. 4911.
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excess of debts over assets•
Another group of states has Indicated that such a 

distribution must not affect the rights of creditors nor
' ‘ ' ' 3e

impair the capital of the corporation. The Nebraska
law reads as follows:

"Distribution from reduction surplus 
Is permissible provided the rights of the 
creditors shall not be affected or in any 
wise impaired by the reduction of the capi
tal stock**2 ;
A fow statutes provide that the assets remaining

after the payment of such dividends must be "sufficient
to pay any debts, the payment of which has not been other-
, 3

wise provided for."
Another variation is found when some states provide 

that "the capital stock, as reduced, must exceed existing 
liabilities." Wyoming, Montana, and Utah arc examples 
of laws carrying this feature.

The California Civil Code is unique In the provision 
that: : -■ ■ ' : ' ' ' ' ■■■■.•'

"No distribution or withdrawal of such 
reduction surplus may be made under the 1

1. Virginia Code. 1942;Sec. 3781. ^
2. Nebraska ^taiubesT*1929. 24-103# .
3. Delaware Revised Code7^1935. 2060, Sep. 28.

Colorado Complete Statutes, 1932; Sec. 2281.
Wyoming - lie vised Statutes, 1931. 28 .«*136. . - : / / . 
lioniana Revised Code. 1935. 5927. ; '
Utah"'Heyised Statutes. 1933. 18-2-44# add# the feature

that ^capital stock as reduced must exceed liabil
ities by fifty per cent."

1:
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authority of this seotloa unless the boartl 
of directors determine that by such distribu
tion or v/ithdrawal the corporation will not be 
rendered unable to satisfy its debts and 
liabilities when they fall due and that the 
assets after such distribution taken at their 
fair present value will at least equal one 
and one-quarter times its debts and liabili
ties.^1 ■ - - ■

The California law provides further:
"If there be more than one class of 

shares outstanding, then with due regard to 
the relative priorities of the various Glasses 
of shares the board of directors may deelar© 
dividends on outstanding preferred shares or 
may authorize the redemption or purchase of 
preferred shares subject to redemption at 
prices not exceeding the redemption prices thereof."2. " 2 " " ... ' ...
Ballantlne points out that the California statute

apparently is the only one which makes provision for 
priority of different classes of stock, and that preferred 
stock must b® redeemed or retired before any reduction 
surplus can be allotted to the common stockholders.

Stock Dividends from Revaluation Surplus.— Under the 
statutes of a number of states, unrealized appreciation 
in the value of assets may be counted toward surplus 
available for share or stock dividends, although excluded, 
as a basis of cash dividends. This is particularly truo

1. California" Civil Code, Sec. 3W b (2). ' ~
2. I b M ., Sec. 3 #  b . ■3. Ballantino. Henry W.. on. olt«. p. 259.
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l
of the Ohio General Corporation Act whloh permita stock 
dividends to be declared out of surplus created by un
realized appreciation or revaluation of the assets, in
cluding patents and goodwill. At the same time, the Ohio 
Act regards as unsafe, and hence prohibitive, the prac
tice of utilizing such a surplus for cash dividends*

The Illinois statute has a similar provision:
"No dividend, except a dividend payable 

in its own shares, shall be declared or paid 
out of surplus arising from unrealized ap
preciation or revaluation of assets*"2

Contrary provisions for limitations of dividends from
revaluation surplus are found in the California Civil
Code: "Unrealized appreciation of assets, if any, shall
not be included in the computation of surplus available
for a dividend in shares*"

Accounting authorities generally hold that cash
dividends are not a proper charge against such surplus,
but there is some agreement that stock dividends from this
source are proper, Kehl objects, however, "to increasing
the capitalization on the basis of uncertain asset

' : 4 ■ ■* lV;' . .values," 1

1. Ohio General Corporation Act. Sec. #623-38 (f)*
2. Illinois Revised Statutes. 1943, 157-41-e*
3. California ClvilCode,Sec. 34o-a, (2),
4. Corporation Dividends> p* 102, quoted Hatfield,

H.H*. Surplus andDividenda. Cambridge, Mass*, 
Harvard University I'ress, 1942, p. 43*
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Distributions by Corporations Having Wasting Assets.-- 
While ordinarily dividends whieh impair the capital of the 
corporation can not legally be paid, there is a certain 
class of corporations, organized for the purpose of dis
posing of their capital assets in the form of so-called 
wasting assets, which are permitted to distribute their 
capital as well as their profits periodically. Such a 
corporation may be described as a "liquidating corpora
tion," which properly by statute may be excused from making 

■ 1 
any reserve for depletion or replacement* Statutes gen
erally are substantially alike as to provisions covering 
the distribution of the profits and the gradual return of 
the invested capital in such enterprises. The Ohio General
Code provides;

"If its articles so provide, a corporation 
whose business consists substantially of the 
exploitation of wasting assets, may pay divi
dends without making deduction for the deple
tion of such assets resulting from lapse of 
time or from the consumption or sale of such 
assets incidental to their exploitation."* 2
The Indiana Statute provides similarly:

"A corporation may include in its articles 
- of incorporation a provision that the deple
tion of such assets by sale or lapse of time 
need not bo deducted in the computation of

j. Hatfield. ll.R.. Accounting, op* "bit."." pp* 268-27
2. Ohio General Code. Seo* ~#o23-38' (b).



93

available for dividends, and a emrparation 
idiioh so provides may pay dividends without 
deduetion of such depletion, subject, however, 
to the rights of shareholders of different 1 
classes and subject to rights of creditors-#*

The California Aot provides, in addition to the "without
deduction for depletion" clause, that such distribution
may be made:

"... subject, however, for adequate provision 
for meeting debts and liabilities and the 
liquidation preference of outstanding shares 
and to notice to shareholders that no deduc
tion or allowance lias been mad® for such de
pletion.”2
From the accounting viewpoint it is considered proper 

if suoh corporations should set up the usual "reserve for 
depletion" with the corresponding charge to Operations.
As the liquidating dividend is declared, the ohargo is 
made against a special "Liquidating Distribution" account, 
which usually is carried as a valuation account for the 
Capital Stock account. It is essential also that for in
come tax purposes liquidating dividends should be desig
nated as such, since they are not taxable income.

Stock dividends from Earned Surplus.— In the accounts 
of the issuing corporation, the stock dividend involves 
two basic and interrelated problems:

T7
2.

Indiana Statute. Seo. 4 9 1 1 . : 
California Civil Code, -1941. 356-3.
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"(a) The aggregate amount of earned surplus 
to be capitalized by the stock dividend,
and . .. -

(b) The number of shares to be issued as the 
stock dividend*"!

The aggregate a*mnt of earned surplus to be capital
ized is within the discretion of the board of directors*
In the event a corporation issues regularly recurring 
stock dividends, the amount of earned surplus capitalized 
should not exceed the amount of current income, since the 
dividends are likely to be interpreted by the stockholders 
as notice that the corporation has current income which
it is not desirable or practicable to distribute in cash 

2
dividends.

Stock dividends do not distribute assets or affect 
the security of creditors; but they often premise in
creased dividends, influence the market price of shares, 
and so affect the interest of investors and purchasers of 
shares. Limitations upon share dividends, in reality, 
are regulations of the issue of new shares without ade
quate consideration or basis, or under clroumstanoes where 

' : , ' ■ • - ' . 
the declaration of the share dividend would create a

- 3false impression or work a deceit upon investors.

1. Accounting Research Builetln, lio. ll, September. 1941.
p. 100.2. Ibid., p, 101. .

3. Ballantine, Henry V/., bp. cit., p. 255.
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Statutes of some states contain specific provisions 
as to the amount per share to be capitalized. The 
Indiana law provides:

"Dividends payable in shares of capital 
stock having a par value shall be paid at par, 
and any dividend payable in shares having no 
par value shall be paid at such value as shall 
be fixed by the board of directors,"!

The Illinois statute has a similar provision, but indi
cates that such stock dividend shall be declared from 
"surplus” without designating the kind of surplus.

"If a dividend is declared payable in 
its own shares having a par value, such shares 
shall be issued at the par value thereof; or 
in case of no par value shares, such shares 
shall be issued at such value as stated by the 
board of directors. And at the time of declar
ation there shall be transferred to stated 
capital the amount of surplus equal to the 
aggregate of the par value or stated value of the shares distributed."*
The California Code roads the same as the m i n o l s  

law except as to the valuation of no-par preferred shares: 
"Such shares shall be valued at the amount to which such
shares are entitled in preference to shares of another' ' - . 3class upon involuntary liquidation."

As noted above,"in some jurisdictions the only lim
itation as to the declaration of share dividends is the

1. Indiana kevised bode, l93A« ^ec..4911» V ■
2. ‘Illinois.Revised Statute, 1943, 157-41 (o and f ).
3. California Civil Code,1941. Sec. 346 (a) 2. .
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existence of an adequate surplus, without distinction as 
to the kind of surplus.

Stock Dividends in Shares of a Different Glass.--
Usually corporations have the power to declare dividends
on shares of one class payable in shares of another class.
Though this type of dividend is uncommon, the statutes
usually make certain provision to protect the rights of
the shareholders of the type of shares which is thereby 

1 .increased.
The Indiana law typifies the provisions found in

statutes of states which regulate such distributions:
"In case a corporation has more than one 

class of shares issued, no dividend payable 
in the shares of any class shall bo paid to 
holders of shares of any other elase unless 
provision therefor is made In the articles of 
Incorporation or unless such payment is au
thorized by the affirmative vote or written 
consent of the holders of a majority of the 
shares,, of all classes in which payment is 

* mad©.*1 2 ■' -

Conclusion
In summary it may be said that the statutes governing 

the distribution of surplus in the form of dividends fall 
some place between the limits of (1) that dividends can

1. Sunley. U.T. and darter. AW., on. cit.. pp. 198-199.
2. Indiana Statute. 4911,
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almys be paid from the imrostriofced earned surplus, os 
the one hand, to (2) that dividends ©an not bo paid from 
legal capital on the other* Between these two limits , 
there are many variations, depending on the respective 
state statutes, of which the more important are:
1. All capital surplus is available for any type of divi

dend*
2* Certain types of capital surplus are available for 

dividends*
3« Unrealised appreciation is not available for any type 

of dividend.
4« Unrealized appreciation is available for stock divi

dends*
5* Capital losses and deficits must be restored before 

the payment of dividends,
6. Capital losses and deficit need not bo restored before 

the payment of dividends from current earnings.

Other Legal Considerations .
-  •Other legal aspects of importance which should be 

given attention are those enumerated below:
1* Revocation of a legally declared dividend is held to 

be possible only if the declaration has become known 
to no one outside of the board of directors* Once 
such legally declared dividends are declared and
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notice given thereof, such amount becomes a definite
liability of th© oorporation, enforoeabl© by the
stookholders through legal action* Th® stockholders
thereby assume the position of being creditors of the

1  ' -

corporation of which they are owners*
2* A question is raised sometimes as to the legality of 

borrowing funds to pay dividends. It is the conclu
sion of most authorities that if by so doing the 
financial condition of tho corporation is not impaired 
to the point of endangering the rights of creditor®,
there is no more objection to borrowing to pay a dlvl-2
dead debt than borrowing to pay other debts*

3* In event a dividend is paid in violation of tho governing
statute, the directors who assented to such payment
usually are liable to the creditors of the corporation
for the amount of tho dividend, and the stockholders
who received the dividend liable for Its return to
the company in order that the company can pay its3debts.

Financial Aspects
Tho profits of a going corporation, whether current

. Kewlove, G.H.. Smith, C.A; and White, j'.A., Intermediate 
Accounting. New York, D.C, Heath & Co., 1939, pV 3£>$.

* Kestdr, RoyB., op* clt*, p. 604*
. Finney, H.A*. Intermedlato Accounting. Hew York, 

Prentice-Hall, Inc., 1941, p. 124*
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profits or those of past years reinvested in the business, 
Ixiiong to the owners of the eor^mtion and are subject 
to their disposition and control, except whore the law 
Imposes restrictions• One of the features of the corpo
rate system is that, while the right of control of profits 
of a corporation is inherent in its proprietorship, the 
control is indirect - through the medium of a board of
directors - subject to periodic election and review of

1
their acts by the owners. Thus the directors have entire 
control of the declaration of dividends, except where 
limitation is specifically imposed by the state, or by 
the owners as expressed in the charter or by-laws.

If in the exercise of their discretion the directors 
do not declare dividends, their action is final and, in 
absence of fraud or by an abuse of discretion, usually 
will not be interferred with by the courts.

Financial Policy and the Declaration of Dividends
As stated above, regulatory bodies and commissions 

sometimes impose rules compelling corporations over which 
they have authority to set aside some portion of the 
profits, thereby placing restriction on the distribution

1. Easter, koy B,. on, oit,V p, 597, ""** _

163349
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of all the earnings to the ovmers. Stockholders them
selves often Impose restrictions hy Incorporating certain 
provisions In the by-laws and charter.

For Instance, as a matter of permanent or temporary 
financial policy, the directors ray be required, by 
special provisions in the by-laws, to set aside for a 
specific purpose a certain amount of the profits earned 
and to declare dividends only from any residue. Thus 
it may be required that funds bo segregated to meet the 
contractual obligations of a bond issue through the medium 
of a sinking fund before any consideration can be given 
to dividend declarations and payments. At the same time, 
the contract may require that earned surplus be appro
priated in the form of a reserve in an amount equal to the 
actual funds segregated in the sinking fund, thereby 
restricting the portion of earned surplus which may be 
used as a basis for the payment of dividends#

Other problems confront the corporate directors 
which have a direct bearing on the amount of funds avail
able for dividends, The corporate policy of growth and 
expansion and the amount of working capital required for 
operations are among those items which must b© considered 
in determining the corporation’s policy in the matter of 
payment of dividends.
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While It is thus seen that the declaration and payment 
of dividends is a matter of financial policy to he deter
mined by due consideration of all corporate financial 
needs, the factor which finally determines the advisability 
of a particular dividend payment is whether or not there 
are cash funds available for disbursement as such. For 
It is significant that even the presence of a substantial 
earned surplus does not always indicate that a dividend 
can be paid readily, as such earned surplus may be repre
sented by assets other than cash, such as inventories, 
building, and equipment* Therefore a stockholder has no 
reason to expect a dividend merely beeaus© the condition 
of the earned surplus seems to justify it; but rather the 
shareholder should investigate the cash position of the 
corporation and determine if money funds are present with 
which such dividends can bo paid and which are not urgently 
needed, perhaps, in the current operations of the business*

The legal right to pay dividends must be conditioned 
always by the financial policy of the corporation arid the 
availability of funds* . ’

Bonds and Scrip Dividends* — Occasionally a company 
may give Its own obligations in payment of a dividend. If 
the financial policy dictates a long-term obligation, 
payment may be made but of any unissued bonds which the
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company may possess, or by moans of a bond issue for the 
specific purpose♦ Moro usual, howrer, payment is made 
by means of a short-term obligation known as dividend, 
scrip, l.o.* a promissory not®. The scrip may be payable 
either at a specified date or at the option of the issuing
company. Scrip dividends usually are declared because

• /

the directors desire to continue dividend payments even 
though the cash funds are tied up temporarily and not 
available for dividends. In effect, scrip dividends are 
a postponed cash disbursement, the immediate result of 
which is merely to transfer an amount of earned surplus to 
a Hotes Payable account. Thus it is seen such dividends 
result in another form of borrowing.

Stock Dividends.— In conducting the financial policy 
of a corporation, the directors may consider it host, in 
order to moot a temporary increase in demand for funds, 
to declare a stock dividend and thereby retain the cash 
In the business yet at the same time reduce the pressure 
for dividends by reducing the surplus available for divi
dends. ' ' : : ' "

Stock dividends also could be resorted to in pursuing 
a long-term financial policy, if such corporation wore to 
conserve earnings with its business and invest them per
manently In fixed assets, thereby further increasing 
earnings of the future. Such a policy would make available



103

the necessary funds from earning* rather than t>y borrow
ing or selling more capital stock.

Them, again, the directors may find the affairs of 
the corporation in such a favorable condition that it 
would be proper to increase the amount of dividend® to the 
stockholders without increasing the dividend rate, The 
issuance of a stock dividend would allow the old rate to 
be applied to an Increased amount of stock.

Liquidating Dividends,— The financial policy followed 
in respect to liquidating dividends of corporations con
ducting a business in so-called wasting assets usually is 
that of returning a portion of the invested capital to
the owners in approximately the samo proportion as the

• ' . ■ /  - ■ -asset is being used up. However, if it is a matter of
business policy to continue the enterprise elsewhere when 
the present natural resources are exhausted, suoh divi
dends should represent profits so that when the capital in
vested in this undertaking has been freed through the con
version of the natural resource, it will be available for 
reinvestment in other similar properties,

A corporation1s owners may find it to their best 
interests to dissolve the business. In the event it is 
a voluntary dissolution, the owners may regard it the
best financial policy to liquidate the business and re- 

: ' ■ ■ . 'acquire their invested capital. The reasons dictating
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such a policy m y  be: (1) the unfavorable future pros
pects for the industry as a whole or for their business 
in particular; (2) they may desire to retire or transfer 
their funds to another form of investment; or (3) the 
life of the charter expires and it is decided not to 
renew it.

On the other hand, a business may be compelled to 
cease operations because its business is illegal, because 
of a violation of the terms of its charter, or because 
its liquidation was brought about by insolvency* The 
procedure followed in such cases generally is established 
by the laws of the state of incorporation, or hy the 
National Bankruptcy Act, and the determination of a finan
cial policy in such circumstances does not always enter 
into the picture*

Borrowing to Pay Dividends.— The chief question in
volved in borrowing funds for payment of dividends is 
purely a financial one. If it is feasible to borrow from 
that standpoint, the further question as to.the form of 
the loan must be considered. Is it to the best financial 
interest of the corporation to borrow for a short or long 
term, to oreate a floating or funded debt, and so forth. 
These points require consideration and can bo answered 
only in the light of conditions prevailing in each case
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and the status of the working capital requirements of the 
corporation.

Accounting for Dividends

Asset Dividends
The accounting for an asset dividend covers two 

transactions: (1) the declaration, (2) the payment.
The declaration consists of the reduction of the source 
of funds from which the dividend is declared, recorded by 
a debit, and the establishment of the liability for pay
ment, by a credit. Typical entries for the declaration 
and payment of a dividend by a corporation with 50,000 
shares of 6 per cent preferred stock and 200,000 shares 
of common stock would be:

(1) Earned Surplus #275,000
Dividends Payable, Preferred $ 75,000
Dividends Payable, Common 200,00®

To record the quarterly dividends declared of
$1,50 on preferred and $1,00 on the common,

- payable June 1,
Thus the Earned Surplus account is reduced and the

dividends payable become current liabilities of tho cor-• .• ■ ■ . : , - - "
poration, % e n  payment Is made tho entry would be:

(2) Dividends Payable, Preferred $ 75,000 
' Dividends Payable, Common 200,000

Gash $275,000
To record payment of dividends payable.
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Instead of ohtoging the above dividend dirootly to 
Earned Stnrplim, some aoootmtante pilfer to use a Dividends 
Declared account, in which case the entry at the time 
the dividend is declared would be:

(3) Dividends Declared I275,000
Dividends Payable, Preferred 75,000
Dividends Payable, Common 200,000

To record declaration of dividends on preferred 
and common stock.

When the dividends aro paid, the entry is exactly 
the same as entry (2) already given. At the end of the 
year, the Dividends Declared account is closed into the 
Earned Surplus,account by the following entry, assuming 
four quarterly dividends as above:

(4) Earned Surplus #1,100,000
Dividends Declared §1,100,000

To reduce Earned Surplus the amount of the 
year * s dividends.

In the event a property dividend is declared, the 
entry for the market value of the property to be distrib
uted would be:

(5) Earned Surplus §275,000
Property Dividend Payable §275,000

To record declaration of property dividend 
to be paid in securities of the corporation.

When the property is distributed (book value assumed 
to be equal to the market value), the entry would be:
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(6) Property Dividend Payable $275»000
Investment in Securities $275,000

To reeoard distribution of securities of the
eorperatloa*

Liability Dividends
Scrip dividends tearing interest usually are given 

the following aeeountlng treatment. Assuming a corporation 
declares a dividend of 10 per cent on the common stock 
of $1,000,000 par value, payable in scrip bearing interest 
at 5 per cent, the declaration is out of earned surplus.

(1) Earned Surplus $100,000
Scrip Dividend Payable $100,000

To record the declaration of scrip at 5 per
cent interest,

When the scrip is issued?
(2) Scrip Dividend Payable $100,000

Dividend Scrip Payable $100,000
To record issuance of scrip.

When the scrip is retired, the entry would be:
(3) Dividend Scrip Payable $100,000 

Interest on Scrip Payable 2,500
/ Gash $102,500
To record the payment of scrip and Interest 

"■ .. thereon. • ' ; * ■ v _ V ■

Stock Dividends
; - -- ' '• ;

If it is proposed to capitalise a portion of the 
Surplus account by a stock dividend, the following ac
counting treatment is used. Assume it is proposed to
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capitalize at book value of shares which show an aggregate 
par value outstanding of 10,000 shares at #100 per share 
and Earned Surplus of $900,000, The number of shares to 
be Issued as a dividend is 1,000 from authorised but
unissued shares:

(1) Earned Surplus $100,000
Stock.Dividend Payable #100,000

To record declaration of stock dividend of 
5,000 shares at $100 par value.*

When the stock dividend is paid, the entry would be:
(2) Stock Dividend Payable §100,000

Unissued Capital Stock #100,000
To record payment of the stock dividend with 
unissued stock.

Should the dividend be paid in treasury stock, the entry 
would be:

(3) Stock Dividend Payable $100,000
Treasury Stock #100.000

To record the payment of the stock dividend 
from Treasury Stock.

Liquidating Dividends
A corporation handling a wasting asset decides to 

distribute $100,000 to the shareholders. Of this amount
$75,000 represents a dividend from earned surplus, and
' '' V ■ ■' . '#25,000 a return of part of the capital originally invested.

The entry to reflect the dividend should be:
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(1) Earned Surpliis §75,000 
Liquidating Distribution 25,000

Dividends Payable #100,000
Dividends declared of which §75,000 is paid from 

• surplus profits and §25,000 is paid as a par
tial liquidation.

When the dividend is paid, the entry should be:
(2) Dividends Payable §100,000

Cash . §100,000
To record payment of the dividend.

The Liquidating Distribution account usually is car
ried as a valuation account for the Capital Stock account.

In a corporation which is undergoing complete liqui
dation, the accounting may he simple or complex, depending 
on the circumstances, The initial step is that of con
verting the assets into cash, and usually a clearing account 
called ’’Liquidation Profit and loss” is used to accumulate 
the profit and loss elements of these transactions until 
all assets are liquidated. Then this account balance is 
transferred to surplus. Thus after all assets have boon 
converted into cash and all liabilities liquidated, only 
the cash and net worth accounts will remain on the books.
If the affairs were closed at a profit, the not worth sec
tion will consist of a Capital Stock account and a Surplus 
account; or, if a loss results, the net worth section will 
have a Capital Stock account and a Deficit account.
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' Th@ final step in the liquidation will be the declar
ation of a liquidating dividend of the amount of ©ash on 
hand; this will be apportioned, just as are all dividends, 
on the basis of the stock holdings of the various share
holders. The final entries In ease of a net worth see- 
tion with a Surplus account are as follows:

(1) Capital Stock $500,000 ,
Surplus 50,000

Liquidating Dividend $550,000
To record declaration of liquidating dividend.

(2) Liquidating Dividend $550,000
Cash . $550,000

To record payment of the dividend in cash.
In event the net worth section has a Capital Stock 

account and a Deficit account, the following accounting 
treatment will be accorded:

(3) Capital Stock $500,000
Deficit Account 0 75,000
Liquidating Dividend 425,000

To record the declaration and close the net 
worth account.

(4) Liquidating Dividends $425,000
Cash $425,000

To record final liquidation dividend payment.

In the concluding chapter of this treatise, investi
gation is confined to the important phase of accounting 
procedure Involved In the presentation of surplus in
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various financial statements. Attention will be given to 
the principles generally accepted and used for the proper 
disclosure of the surplus Items in such statements*



SURPLUS OK THE STATEMENTS

• CHAPTER 71

General Principles
As shown in Chapter V, Dividends from Surplus, it is 

necessary to segregate surplus in the records and on the 
financial statements in a manner that is consistent with 
the statutes of tho state of incorporation. Where the 
governing statutes specify as to the segregation of vari
ous types of surplus, such rules take precedence over the

" 1application of accounting principles. However, where the 
statutes omit such regulation, accounting standards have 
been developed which run a course parallel to the princi
ples followed in existing statutory law. In fundamental 
principles, at least, this phase of accounting procedure 
is in step with legal requirements.

Thus there is substantial agreement among accounting 
authorities, as well as between accounting standards and

i, Examples of statutes with such provisions are those of 
Michigan and Ohio. The Michigan Statute. P.A. 1935.
No» 194, See. 20, states*: WA corporation shall at all
times keep its books in such a manner as to indicate 
clearly the divisions of the surplus accounts between 
surplus arising from earnings and surplus arising 
from other sources and it shall likewise indicate 
clearly such items in its annual reports to the state 
and to the stockholders«" The Ohio General Code.
Sec. 8623-26-40, has similar provisions.
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legal requirements. In reference to the manner In which 
surplus should be displayed on statements, both as to dis
closure of the facts and description of its content* The 
Securities and Exchange Commission requirements, through 
Regulation 3-X, have made a long step toward crystalliz
ing opinion and establishing sound accounting procedure in 
the proper display and disclosure of surplus* The Regu
lation makes the following provisions:

^Show in the balance sheet the division of 
this item into (1) paid-in surplus; (2) surplus 
arising from revaluation of assets; (3) other 
capital surplus; and (4) earned surplus* How
ever, if, in the accounts, separate balances 
for these are not shown at the beginning of the 
period of report, differentiated in its account
ing for surplus as indicated above, then the 
unsegregated items may be stated in one account*
If the above segregation of surplus is made, the 
account titles used shall bo such as will indi
cate the general types of surplus included 
therein."X
Broad general principles for the presentation of sur

plus which have found general acceptance are:
1. Surplus should be shown as a constituent part of pro

prietorship* Since surplus in its broadest sense 
represents the difference between the net worth of the 
business and the sums credited to the capital stock 
accounts, it logically belongs in the section of the

1. Regulation S-X. 5.02 -34(a).
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balance sheet which shows the full stockholder equity
1in the corporation*

2, It should ho kept distinct from capital stock. Because 
statutes consistently require that the value of the 
capital stock be shown always at not less than the 
original amount, which usually is par or stated value, 
or. In the-case of true no-par stock at the full con
sideration received, any Increment because of trans
actions Involving capital shares or profits from 
operations or other sources retained In the business
should be shown under separate heads in the proprietor- 

. ' 2 ship section of the balance sheet,
3* It is of paramount importance that annual reports should

state clearly the nature of current charges and credits3 .
to all kinds of surplus.

4. Surplus items should be described specifically as to
kind, and thereby give full disclosure as to the oon-

■ 4tent of the surplus element involved.
5. To have clarity, the balance sheet must show capital

surplus and paid-in surplus totaled separately from

1. Bandera, T.n.. llaiflell. 5.1. and Mooret U., A Statement
of Accounting Principles, New York, American institute 
of Accountants, 193^, P* 92.2, Loo# cit.

3• Loo. cih,
4, Bell, W.B. and Johns, B.S., Auditing. New York, Prentloe- 

Hall, Inc., 1942 Edition, p. 357.
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surplus accumulated as a result of the profitable
1operations of the business*

Display of Surplus
The principles outlined in the preceding section ap

pear to have been followed olosoly by the Securities and 
Exchange Commission. In Its efforts to bring out the de
sired information of its registrants, the Commission bn® 
indicated the form of balance sheet to bo followed by 
commercial and industrial companies. While it is un
necessary to show the entire form, the proprietorship sec
tion is listed below to indicate how the rules are to be

2
applied in the accounts reflected in the balance sheet.

PROPRIETORSHIP
CaKMAL SUAlffiB AND SURPLUS:

Capital shares, by classes, showing number of 
shares authorized and outstanding, also amount 
of shares subscribed but unissued, and subscrip
tions receivable thereon, (reacquired shares 
shown separately deducted from capital shares, or 
from the total of shares and surplus, or from 
surplus, at par or stated value, or cost; dis
count shown separately deducted from shares or 
from surplus.)♦........................ xxxxxxxxx

Total.................................... xxxxxxxxx
SURPLUS .. ..

Paid-in surplus.......... xxxxxxx
Surplus from revaluation

of assets.......... . .. xxxxxxx

1. Eaton. W.A. and ^Littleton. A.O., An Introduction to
Corporate Accounting Standards. Chicago. American
Acoounting" Association, p. 106.

2. Regulation S-X, 5*02 -33 -3*16.
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Other Capital S u r p l u s x r a s a a c x
Earned Surplus............ xraxxra:
Total*»

TOTAL CAPITAL STOCK AND SURPLUS.... .
The "balanoe sheet form reeoanended by the Amerioan

Institute of Aoeountanto follows substantially the same 
1

form. The Capital Stoek and Surplus section is indi
cated below:

CAPITAL STOCK (Describe)
Preferred Stoek......... xxxxxxx
Common Stoek............ xxxxxxx

Total.. ..... . xzxxxxxx
SURPLUS

Capital or Paid-In Surplus zxxxxx 
Arising from Revaluation*, xxxxxx 
Earned Surplus (or deficit)xxxxxx 
Total. ..... ........ xxxxxxyjK

TOTAL. . '  zsdoocxS
With the weight of such authoritative opinion as a

lead, it is significant to find that most of the leading
corporations of the nation have shaped their accounting
structures to conform to these broad principles in one
degree or another.

Illustrations of Capital Stock 
.... and Surplus iiisolosuros

The following pages present samples of some of the
reports. From them it Is seen that, although they all have

1. cited by ffaion. W*A*. Accountants Handbook. New York. 
Ronald Press, 1943 Edition, p. 20. "
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slight variations,in some respects they follow the general 
pattern prescribed above*

The United States Steel Corporation report for the 
year 1944 sets forth its net worth as shown on page 118• 
Although this presentation conform® generally to the 
accepted principle®, it seems that this combined Capital 
Stock and Surplus arrangement of the statement does not 
indicate clearly the total amount of the Capital Stock 
separate and apart from Capital Surplus, Also, there 
is nothing in the statement which informs the stockholder® 
as to the true source and content of the Capital Surplus 
item.



UHCTED STATES STEEL CORPORATION REPORT FOR THE TEAR 1944

CAPITAL AND SURPLUS 1944 1943
Preferred stock, 7$ cumulative, par value #100 

(Authorized 4,000.000 shares; Issued 
3,602,811 sharesJ..........................

Common stock, no par value, stated capital 
#75 per share (Authorized 15,000,000 shares;
Issued 8,703,252 shares)..... .

Capital surplus............................
Less ~ Cost of 2,766 shares common stock

held in treasury..........................

. 360,281,100

. 652,743,900 

. 38,462,801

i,05i,37li5

360,281,100

652,743,900
38,462,801

111.158 1,051,3̂ 6,643
Earned surplus
At beginning of year.,.... .................. . 373,267,324 362,051,440
Income after dividends............ ........... 3,415.861 11,215,884*
At end of year............ ............. 376,683.185 373.267,324*

TOTAL CAPITAL AND SURPLUS...............1.428,059,828 1,424,643,967*
#2.106,062,459 #2,123,324,106

*After adjustment for renegotiation 
of contracts

E
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Most corporations, particularly those presenting 
comparative balance sheets, show capital surplus as a 
separate item, not combined with either capital stock or 
other surplus# General Motors Corporation, in its 
December 31, 1943, report shows capital stock and surplus 
as follows (page 120),

Other corporations combine tho two types of surplus 
to show an aggregate surplus* Crane Company, Consolidated 
Balance Sheet of December 31, 1943, makes use of the 
method as shown on page 121#



GENERAL MOTORS CORPORATION REPORT OF DECEMBER 31, 1943

CAPITAL STOCK AND SURPLUS: 1943 1942
Capital atook:
Preferred, no par value, stated Talus 

#100 per share (authorized, 6,000,000 
shares: Issued, 1,875,366 shares of 
|5 series; less In treasury,
39.722 shares; outstanding,
1,835,644 s h a r e s 0 183,564,400.00 # 183,564,400.00

Coimaon, §10 par value (authorized, •
75,000,000 shares; issued, 1943*^ less 784,406 shares held in treasury 
for retirem@nt--«-44s104,340 shares i
1942«— 43,500,000 shares)................ 441.043.400.00 435.000.000 00
TOTAL CAPITAL S T O C K , $ 624,607,800.00 ♦ 618,564,400.00

Capital surplus.........................  34,841,168.27 11,944,258.99Earaed surplus........... . 614.859.269.98 561.364,159.86
TOTAL CAPITAL STOCK AND SURPLUS 01.274.308,238.25 #1.191.872.818.85
TOTAL LIABILITIES, RESERVES,
AND C A P I T A L . ♦2,264.718,441.24 01,979,771*116.80

120



CRANE COMPANY, CONSOLIDATED BALANCE SHEET OF DECEMBER 31, 1943

CAPITAL STOCK:
Gimulatlvo oonTertlM® preferred shares, 
par value #100, callable at #105—
Authorized - 200*000 shares 
Issued ~ 192.S03 shares designated as 

5% euaulativo convertible preferred 
s h a r e s . ; v * e.ev*,>•, #19,280,300,00 Common' shares, par value #25—

- Authorized ~ 3,000,000 shares
(337,4054 shares are reserved for 
eenveraion of cumulative convertible 
preferred shares)

Issued - 2.348.628 s h a r e s . 58.715.700.00
77,996,000.00

SURPLUS:
Capital
Earned

1,503,649.1113.883.451.17 15.387.100.28
#125.806.349.69
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As shown in the foregoing illustrations, the display 
of the surplus items on the balanoe sheets generally is 
confined to single items and amounts, while analysis of 
these items is presented in separate statements, Oecasion- 
ally the analysis of surplus appears as a part of the 
balance sheet. Such a method of display is often followed 
where the analysis consists of only a few items, as in the 
case of the 1944 annual statement of the F,W. Woolworth 
Company (page 123).

Analysis of the Surplus Account 
The Securities and Exchange Commission requirements 

in respect to the analysis of surplus accounts are given 
in Regulation S-X as follows:

"Rule 11,02 The analysis shall be given 
as to each elass of surplus set forth in the 
related balance sheet.
(1) Balance at the beginning of the period.

(a) The balance at the beginning of the 
period of report may bo as per accounts 
except in the case of investment compan- 1 
ies, (b) If the schedule is filed as 
part of an annual or other periodic report 
and the balances at the beginning of the 
period differ from the closing balances, 
as filed for the previous fiscal period, 
state the differences and explain.

(2) Net; Income or loss from the profit and
loss statement* . ' - ■ r - y- - : ;

(3) Other Additions to surplus. Specify if 
two or more of the classes of surplus 
speoified in the rule as to the form and 
content-of the particular balance sheet 
are stated in on® account, the nature of 
other additions to surplus and of other, 
deductions from surplus shall be so



F. W. WOOLV/ORTI! COMPANY 1944 ANNUAL STATEMENT

CAPITAL STOCK — • Par value $10 par share
Authorized..........   20,000,000 Shs.
Unissued..........  10.250.000 Shs.
Issued (of which 46,392,5 shares are. held hy the 

Company) 9.750.000 Shs.

1944 1943
#200,000,000.00 #200,000,000.00
102.500.000.00 102.500.000.00

$ 97.500.000.00 $ 97.500.000.00
EARNED SURPLUS*

Balance, January 1st.........................$115,976,125.0? $109,869,532.00
Add: Net Income for year 22,819.113.39 21,951.965.23

$138,795,238.46 #131,821,497.23
Deducts
* Dividends declared and paid....... # 15,525,772.00 # 15,525,772.80

(1944 and 1943, #1.60 a share)
Additional taxes for prior years.,..,...,.. — —  319,599.36
Book value of 46,392.5 shares of Treasury 
Stock, less #901,633.79 previously
charged to Surplus.,,......... ..........$ 1.647.008.70 1,646,989*20
Total Deductions.,..........,..,.....,17,172,780.70 # 17,492,361,36

Balance, Deoemhor 31st.......... ...............$121.622,457.76 $114.329.135.87
#286.553.120.95 #272,242,996.19

♦Earned Surplus Includes undistributed surplus
of foreign subsidiaries as followsi 1943—
$37,982,252,841 1944— #39,512,320.30
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designated aa to Indicate clearly their 
elasslfleatlon,

(4) Deduct ions from surplus other t M n  dlvl«*
' . '(5) Dlx-ldendo, For each class of shares,

.: amount per share and aggregate. (a)
... . : paah (b) other• .- • .>-: - - ' ,'

(6) Balance dt bldse of period, The balonee ■ at the close of the most recent period
• shall agree with the related balance

" sheet-ottptionertl ^
The llbbey-Chicns^ord Slaas report of peoember

31* 1943, is an- example of the application of these r#* 
quiremont u ; (page 123)e ' - : : v .
, V ■ Some" companies with both capital and.earned surplus • 
use a - columnar form, as illus tratod by, .the.'-; statement of 
eonsolidated surplus of the Crane Coapany for the year 
ended December 31, 1943 (page 126).

1. Hogulation S-X, kale 11.02.



SURPLUS: : LXBBST-0W1KS-F0RD GLASS COMPANY TEA

CAPITAL SURPLUS
Balance at January 1, 1943...*.*...... .........
Add:

Excess of book value of net assets 
of merged corporation over 
stated value of 13,158 common 
shares Issued therefor— Note B # 170,861.24 

Credits In connection with lssu» 
ance of stock under employe 
stock plan • 40.547.57

BALANCE AT DECEMBER 31, 1943
EARNED SURPLUS

Balance at January 1» 1943* * . . . . . . • . . . . . «Add:
Net profit for the year $3*940,282.39
Excess of book value of net 

assets of wholly-owned sub
sidiary liquidated over book 
value of Investment therein- 
NoteB*..................... 86.984.47

Deduct:
Excess of cost of wlgiiml invest

ment in subsidiary plus stated 
value of stocks issued in connec
tion with the merger thereof, 
over net book value of net assets 
acquired—  Note B............

Cash dividends ($1.50 per share) $3,804,205.00
Less amounts applied as credits 

on Interest accrual under 
employe stock plan 138.35

TOTAL DEDUCTIONS 
BALANCE AT DECEMBER 31, 1943

ENDED DECEMBER 31, 1943

$ 7 ,811*782.68

211,408.81
# 8,023,191.49

$17,109,187.83

4,027.266.86

# 468,150.54

§16,864,237.5©



CRAKE COMPANY AND SUBSIDIARIES IN THE UNITED STATES 
CONSOLIDATED SURPLUS STATEMENT FOR THE YEAR ENDED DECE?,1BER 31, 1943

Earned Capital
Surplus Surplus Total

Surpluss Deeember 31, 1942. . #11*196,622.22 #1,502,376.08 #12,698,998.30
Deducts

Reduction In surplus resulting 
from renegotiation of war con
tracts - year 1942 (Note 1)

Gross renegotiation settlement
• . %

4,250,000.00 •<:>, 4,250,000.00
Less: ■ ■■Federal Inoomo tax. 9,929#96 

3,753,771.52
9,929.96

3,753,771.52Federal excess profits taz,#•
5 3,763,70148 9- 3,763i701.48

Net renegotiation payment.,..* '§ 486,298.52 9 486,298.52
Add:

Reduction in 10^ post-war 
credit due to reduction of 
federal excess profits tax. 375,377.15 375,377.15

Total reduction in surplus result-
i n/y f ram yrnnAfrntlatloAm . . m . m & 861,675-67 $ 861,675.67

$11,837,322.63Surplus. December 31, 1942, as
adjusted..........................

* —-f  ̂ '

410,334,946.55 #1,502,376.08



CRANE COMPANY AND SUBSIDIARIES (oont.)
. M m e d

S w p l m
Capital
Surplus Total

Add)
Amount of profit for the year 
ended Deeember 31, 1943, trans» 
ferred to earned surplus (Note 1)# 6j909,381^90 # 6,909,381:90

$17,244,326.45 #1,502,376.08 #18,746,704.53
Deducti

Prenlu® ©n T@n»y0Er 2 ^  Sinking 
Fund Debentures purchased aind .
r e t i r e d , #' 46,961,25 S '46,961.25Sundry adjustments..,*.,.,,.,,, 1,273,03 ( 1,273.03)

Cash dividends paid-: f '
On 5/5 eumwlativo preferred -

shares, #5 per share,,.,,., 964,015.00 964,015.00
On common eImres, ■ . . '.
#1 per share,.......,,.,,.* 2,348,628*00 2,348,628,00

.  ̂ #3,360,877.28 (# 1,273.03) #3,359,604.25
Surplus, December 31, 1943 (Mete 1) #13,883,451.17 #1,503,649.11 #15,387,100.28

The notes to financial statements aro an integral part of this statement.
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Even In reports of leading corporations, surplus 
presentations Eire found whleh’ean be criticized for having 
a fundamental error that might lead to confusion or mis
representation, For Instance, the report of the Selberling 
Rubber Company of October 31, 1944, contained a single 
balance shoot item as:

"SURPLUS (Rdt'o l,),.........,§3,426,074.55"
The Consolidated Surplus Statement of that firm was pre
sented as shown on page 129.

The error In this statement is primarily that there 
is no separate total for each, primary subdivision, i.o., 
of capital and earned surplus. On the balance sheet and 
on the Surplus Statement, surplus is presented from all 
sources with no indication given as to the amount of 
earned surplus available for dividends, if any. The foot
note indicates that the account contains surplus from the 
reduction of the par value of its common stock, from the 
excess valuation of fixed assets over the par value of 
stock issued therefor, and from redemption and retirement 
of capital stock. Yet dividends vrore paid in 1944 on the 
prior preference, Glass A preferred and common stock with 
no information as to precisely v/hleh surplus element v/as 
charged with the reduction. Since all surplus was dutiped 
into one account and dividends paid therefrom, it is 
possible that the owners are receiving back some of their



SEIBERLING RUBBER COMPANY AND ITS WHOLLY OUNEB SUBSIDIARIES 
FOR THE YEAR EHDED OCTOBER 31, 1944

Balance, Starplu® October 31, 1943*»• ,.**.,.**....................02,997,878*1$
Adjustments Applicable to .

Prior PeriodsAdd Refund from United States
Treasury of Undistributed ‘ t
Profits Tax of The Seiberl- 
Ing Rubber Oo,, an Ohio 
dor^3ratlon for the years
1937 and 1938.... ..................... . # 22,420,23 /Surplus arising through the 
cancellation of Scrip 
Certificates for Glass A 
Preferred Stock which ̂
became void on June 1, 1944............. 6,706.25

Adjustment of Post-War Refund 
for 1942 to the amount•of .
Bohde received in November ■
I 9 4 4 # . . . w i i * . . . 5,008.85 

Adjustment of Amortization 
of Emergency Facilities to 
amount allowed by Inter
nal Revenue Department. 4 , 6 1 6 . 5 2  

Foreign License fees re
ceived in 1944, applicable 
to the years ending Octo
ber 31, 1941, 1942 and
1943.......... ................. . 55,538*91 94,290*76

Adjusted Surplus, October 31, 1 9 4 3 0 3 , 0 9 2 , 1 6 8 . 9 1

129



SEIBERLIHG RUBBER COMPANY (cont.)
Add Adjustment to the Reserve for 

loss on Seitmrling Rubber 
Co. of Canada, ltd., due to 
the sale of 8,000 shares '
of. atoek,............. §35,683.40Gain realized upon the Pur
chase and Retirement of Pre
ferred Stocks 

Prior Preference -
; 700 S h a r e s . . . 1*846,87Glass A, Preferred -

1 Share................. 23,00 1,869*87
Met Ineosae for the year

ended October 31, 1944...... 510,145.37
547,698,64Deduct Cash Dividends Paid 

$2,50 per .'Share on Prior
Preference S t o c k . 51,604.00 

15.00 per Share on Class A
Preferred Stock,.i,.......... 94,435.00

# .25 per Share on Common Stock. 67,754.00 213,793.00 333,905.64
Balance, Surplus October 31, 1944,
Note 1 , § 3 , 4 2 6 , 0 7 4 . 5 5

Note 1: Consists of surplus arising.from all sources, including reduction of stated 
value of coramn stock from #10 per share to $1 per share in 1933, surplus arising 
In 1922 from the excess valuation of fixed assets over the par value of stock 
Issued therefor, and gain realized upon the purchase and retirement of capital 
stock* less dividends paid and other charges to date.
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contributed capital. Also, it would be difficult, if not 
impossible, for the directors to know Wicthcr their actions 
in reference to dividend declaration were consistent with 
the governing statutory provisions.

Reacquired Shares in the Balance Sheet
Showing the reacquired shares on the balance sheet

brings out some differences of opinion. One usage of
long standing -is that of showing treasury stock at cost
on the assets side of the balance sheet. Since treasury
stock fundamentally is a right of the corporation to issue
shares', the reacquired shares have no place among the

1assets any more than unissued shares.
The method which is used extensively in practice is 

that of showing treasury stock as an unallocated reduc
tion of legal capital at par or stated value. Or, in 
case of true no-par stock, at cost. The General Motors 
Corporation statement (page 120} follows this practice.

The Securities and Exchange Commission ruling on the 
display of reacquired shares expands the above treatment 
somewhat. It is as follows:

"Reacquired Shares, if significant in 
amount, shall be shown separately as a deduc
tion from capital shares, or from total

X. Sunley. ¥.¥. and Carter, VM«. op. clt.. p. 90%
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capital shares and surplus, or from surplus, 
at either par or stated.value, or at cost as 
eirouastanees require*^

Thus the United States Steel Corporation report (page 118) 
can be criticized further since it discloses treasury 
stock as deducted from the Capital Stock and Capital Sur
plus total, omitting the Earned Surplus amount.

Another view is fouM when accountants follow the 
statutes, such as Illinois, which restrict the purchase 
of treasury stock to the amount of available surplus, 
usually that surplus available for dividends. Under such 
a law it is necessary to show.treasury stock as a deduc
tion from surplus, thus not affecting the legal capital

' ' 2
of the corporation in any way. This procedure is found 
in the F.eTf* Woolworth Company statement (page 123) when 
the book value of 46,392,5 shares is shown as a deduction 
from the Earned Surplus. However, the disclosure is not 
adequate in this instance as the statement reads in such 
manner as to indicate that the 46,392.5 shares of #10 
par value cost #16.07 per share. The explanation for this 
doubtless can be found in the corporate polley of treat
ing its reacquired shares, but such procedure is not
seen from the statement presented.- . ■ . - -

Combined Statements of Income and Surplus 
In recent years there has been an increasing tendency
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to combine Income and Surplus Statements, rather than to 
show the surplus analysis in the balance sheet, which v/as 
the method favored in former years. This tendency fol
lowed naturally upon the recognition of the increasing 
importance of the Income account and upon the advocacy 
of the elimination of numerous surplus adjustments of 
items reflecting prior years* Income accounts.

The American Institute of Accountants, through its 
Committee on Accounting Procedure, has investigated the 
statements of $00 corporations and found that nearly 20 per 
cent follow this procedure. The Committee summarizes the 
advantages of this form as follows: .

"The combined income and earned surplus 
statement serves the purpose of showing in 
one statement both earnings applicable to 
the period proper, and also modifications of 
earned surplus on a long-run basis. It dis
tinguishes charges and credits of the current 
period from the charges and credits of other 
periods by placing them in different sections 
of the statement; but all comprised within a 
single statement.**1
The disadvantages and limitations of the combined 

statements are also noted. For instance, in the combined 
statement the net Income for the year will occur somewhere 
in the middle of the statement and not at the end. This 
figure will continue to be the most important item in the

1. American Institute of Accountants, Accounting Research 
Bulletin No, 8„ February, 1941.
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accounts, and tho accountant must construct the statement 
to indicate this amount clearly. Also, it is important 
that the "earnings per share" amount he ahovm. clearly, as 
it is significant as an expression of net income,

. . Bated Surplus .
When a deficit in the earned surplus has been 

eliminated and a new earned surplus established, the sub
sequent statements of earned surplus in the balance sheet 
should designate the point of timo from which the new 
earned surplus begins. Such new surplus often is referred 
to as "Dated Surplus,"

As to the point of time to be used for such designa
tion, the American Institute of Accountants1 Committee on 
Accounting Procedure stated:

"The effective date of the readjustment 
from which the income of the company is there
after determined and which Is included in its 
dated earned surplus account should be as 
near as practicable to the date on which formal 
consent of the stockholders is given,"!

. Another us© of dated surplus is noted when a division
is made of heretofore unclassified, surplus. The annual
report: of the Packard Motor Car Company for the year end-
- ■ . . - - .ing December 31, 1941* contains a note relating to surplus

1, American Institute of Accountants. Accounting Research 
Bulletin No, 3. September, 1939,
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accounts which reads as follows:
"During 1941 the directors of the company 

authorized and stockholder# approved a segre- 
„ gation of the consolidated surplus "balance at 

January 1,. 1941. After segregation of the 
consolidated surplus into two accounts, the 
balances of those accounts at January 1,
1941, were as follows:
Capital S u r p l u s * * . §10,766,721*20 
Earned Surplus since

May 1, 1935, 3,456,228*36
#14,222,949.56"

The earned surplus on the balance sheet is described as 
"Earned Surplus since May 1, 1935."



CHAPTBB Til 

C0HCLU3I0H

In the aoooxmting field there are many important 
areas in which aeeountants do not agree as to the prin
ciples applicable to the problems therein* This is true 
particularly of accounting for corporate surplus, as has 
been seen from the investigation in the preceding chapters 
of this thesis.

These wide differences of opinion probably had their 
beginnings in the early years of accounting history when 
no effort was made to report surplus in such manner as 
to show its sources clearly and classify it into logical 
subdivisions. With the accounting standards inadequate 
and in some cases non-existent, state legislators formu
lated our corporation laws in the way they believed de
sirable and with little regard for uniformity* The many 
statutory provisions which accountants have M e n  obliged 
to follow have been satisfactory in some oases, but in 
others they have M e n  either totally inadequate or 
faulty. The result is that at present accountants not 
only disagree among themselves on many fundamental points 
but, unfortunately, they also find that legal requirements
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Imbedded in our laws vary sharply from those prinolples 
on which they have reached some measure of agreement#

Aeeountants have reeognized this condition and ;
through their groups, suoh as the American Institute of 
Accountants and the American Aooounting Association, have 
made some prepress in establishing a degree of uniformity 
in the formulation of principles governing the accounting 
for corporate surplus# While these principles have not 
met with universal acceptance, it may be said that the 
results represent a distinct improvement and give reason 
to hope for greater progress in the future. The explana
tion for failure to attain greater results in this direc
tion is found in the fact that no over-all authoritative 
body exists which can bring together and crystallizo these 
divergent opinions and formulate a set of accounting 
standards acceptable to all.

During the past decade there has appeared an authori
tative body with influence and prestige which has made an 
important contribution toward bringing some order out of 
the previously-existing chaos and establishing at least 
a general pattern of accounting principles which account
ant a and state legislative bodies no doubt will be 
inclined to follow. This is the Securities and Exchange 
Commission, which recently has adopted certain regulations 
and requirements governing the preparation of aooounting
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statements and reports presented to it. These requirements 
definitely preserlb® adherence to the fundamental princi
ples which have gained general recognition among account
ants and have been embodied in the more recently revised 
state corporation laws. Yet, while the work of this 
Commission is very significant and undoubtedly is a long 
step in the right direction, much remains to be done.

It is noted that as this important stage is reached 
in the formulation of a desired set of accounting stand
ards , the more thoughtful and far-sighted accountants 
urge caution; they recommend that full consideration be 
given to a policy of making the rules flexible and adapt
able to any particular situation as the conditions may 
warrant. It is necessary that any set of rules, to be of 
real value, must not be so Inflexible and rigid as to 
hamper the exercise of sound judgment or stifle the search 
for new and sounder principles and procedures of account
ing.

In conclusion it is suggested that, as the task of 
establishing a set of acceptable accounting principles for 
corporation surplus is In process, consideration should be 
given to the inclusion of certain broad principles which 
might well serve as minimum standards. These suggested 
principles are:
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1. That definitions Tdc established as to what oonstltutes
"invested capital,” "legal capital," "surplus," 
"capital surplus," "paid-in. surplus," and "earned 
surplus,"

2. That the accounting structure of a corporation be re
quired to reflect clearly a complete separation of 
legal capital and the surplus element,

3. That the surplus element be given a standard elassifl-
eatlon and account titles which reflect accurately the 
true content of the account*

k* That such surplus element be designated clearly as to 
whether it is a proper one for distribution to the 
shareholders in the form of dividends*

5* That in the preparation of statements, the legal capital 
and the surplus accounts should he given full and ac
curate disclosure so as to preclude any deliberate 
effort to obscure the true facts*
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