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Introduction to Stock Dividends and Stock Splits

Exercise 10-10 Record Stock Dividends And Stock Splits (LO6) On September 1, The Board
Of Directors Of a corporation declared a stock dividend and a stock split to enhance shareholder
value and manage the company's stock price. Understanding the accounting implications of these
actions is essential for accurate financial reporting. This article will explore the concepts of stock
dividends and stock splits, illustrate how they are recorded, and analyze their effects on the
company's financial statements.

Understanding Stock Dividends and Stock Splits

What Is a Stock Dividend?
A stock dividend is a distribution of additional shares of stock to existing shareholders, proportional
to their current holdings. Unlike cash dividends, stock dividends do not involve the outflow of cash
but increase the number of shares outstanding. They are typically declared when a company wants
to reward shareholders without reducing its cash reserves, often to signal confidence in future
prospects.

What Is a Stock Split?
A stock split involves dividing a company's existing shares into multiple shares, effectively
increasing the number of shares outstanding. Commonly, a 2-for-1 stock split doubles the number of
shares each shareholder owns, decreasing the stock price proportionally. Stock splits are generally
used to make shares more affordable and increase liquidity without changing the company's total
market value.

Accounting for Stock Dividends

Types of Stock Dividends

Small Stock Dividends: Usually less than 20-25% of existing shares. These are recorded at



fair market value.

Large Stock Dividends: Usually more than 20-25%. These are recorded at par value.

Recording a Stock Dividend
The accounting treatment for stock dividends depends on their size:

Small Stock Dividends:1.

Debit: Retained Earnings (for the fair market value of additional shares)

Credit: Common Stock Dividends Distributable (at par value)

Credit: Additional Paid-in Capital (for the excess over par value)

Large Stock Dividends:2.

Debit: Retained Earnings (at par value)

Credit: Common Stock Dividends Distributable (at par value)

Effect on Financial Statements
Stock dividends increase the number of shares outstanding but do not affect total assets or total
equity—only the composition of equity changes. The retained earnings decrease by the total value of
the dividend, and common stock increases correspondingly.

Accounting for Stock Splits

Recording a Stock Split
Unlike stock dividends, stock splits do not involve a transfer of value from retained earnings to
common stock. Instead, the stock split adjusts the number of shares outstanding and the par value
per share.

No journal entry is typically required for a stock split because it is a memorandum entry—it's a
change in the stock's par value and number of shares issued.



The par value per share is decreased proportionally to the split ratio.

Effects of Stock Splits on Financial Statements
Stock splits do not impact total stockholders’ equity, total assets, or total liabilities. They primarily
affect the presentation of the balance sheet, specifically the common stock account and the number
of shares outstanding.

Case Study: Implementing a Stock Dividend and Stock
Split

Scenario Description
Suppose that on September 1, the board of directors declares a 10% stock dividend and a 2-for-1
stock split for a corporation with the following data:

Market price per share before dividend: $50

Par value per share: $1

Shares outstanding before dividend: 100,000

Retained earnings before dividend: $1,000,000

Accounting for the Stock Dividend
The 10% stock dividend means that shareholders will receive 10 additional shares for every 100
shares owned, totaling 10,000 new shares (10% of 100,000).

Fair market value of dividend: 10,000 shares × $50 = $500,000

Record the dividend:

Debit Credit

Retained Earnings $500,000

Common Stock Dividends Distributable $10,000



Additional Paid-in Capital $490,000

Note: The common stock account increases by the total par value of the new shares (10,000 × $1 =
$10,000).

Once the dividend shares are issued, the journal entry is:

Debit Credit

Common Stock Dividends Distributable $10,000

Common Stock $10,000

Accounting for the Stock Split
A 2-for-1 stock split doubles the number of shares outstanding and halves the par value per share
from $1 to $0.50.

Before split: 110,000 shares (original 100,000 + 10,000 new from dividend)

After split: 220,000 shares (110,000 × 2)

New par value per share: $0.50 (from $1)

The journal entry is a memorandum entry, adjusting the par value and shares issued without
affecting total stockholders' equity:

Par value per share decreases: $1 to $0.50

No journal entry required, but the notes in the financial statements reflect the split.

Implications for Investors and the Company

Impact on Shareholders

Shareholders receive additional shares proportional to their holdings.

The overall value of their holdings remains largely unchanged immediately after the
transaction.

Stock price may adjust to reflect the increased number of shares.



Impact on Company Performance and Market Perception

Stock dividends can signal management's confidence in future growth.

Stock splits can improve liquidity and make shares more attractive to small investors.

Both actions can positively influence the company's stock price and market perception.

Summary and Best Practices

Key Takeaways

Stock dividends are recorded at fair market value for small dividends and at par value for
large dividends.

Stock splits involve adjusting the par value and number of shares without affecting total
equity.

Proper journal entries are essential for accurate financial reporting.

Both actions impact the composition of equity but not the total assets or liabilities.

Best Practices for Companies

Ensure clear communication to shareholders regarding the nature and implications of1.
dividends and splits.

Maintain accurate records of all transactions and adjustments.2.

Disclose the details and accounting treatment in financial statements transparently.3.

Consider the timing and market conditions when declaring dividends or splits to maximize4.
shareholder value.

Conclusion
Understanding the accounting principles surrounding stock dividends and stock splits is vital for
both financial professionals and investors. These corporate actions influence the company's capital



structure, shareholder value, and market perception. Proper recording and disclosure help ensure
transparency and accuracy in financial reporting, ultimately supporting sound investment decisions
and corporate governance.

Frequently Asked Questions

What is the significance of recording stock dividends and
stock splits in accounting?
Recording stock dividends and stock splits ensures that a company's equity accounts accurately
reflect changes in the number of shares outstanding, affecting per-share metrics and providing
transparency to investors.

How does a stock dividend differ from a stock split in
accounting treatment?
A stock dividend involves issuing additional shares to shareholders as a dividend, increasing the
total shares outstanding without changing total equity, whereas a stock split increases the number
of shares outstanding by dividing existing shares, often to lower the stock price, without affecting
total equity.

On September 1, the board declared a 10% stock dividend.
How should this be recorded in the company's books?
The company should debit Retained Earnings by the fair value of the additional shares issued and
credit Common Stock at par value and Additional Paid-In Capital for the excess amount, reflecting
the distribution of additional shares.

What journal entry is made to record a 2-for-1 stock split
declared on September 1?
No journal entry is required for a stock split, but the company must update the number of shares
and par value per share in the stock accounts to reflect the split. The total equity remains
unchanged.

Why do companies prefer stock dividends or splits, and how do
they impact investor perception?
Companies use stock dividends and splits to make shares more affordable and attractive to
investors, potentially increasing liquidity. They often signal confidence in the company's future
growth, positively influencing investor perception.



Additional Resources
Exercise 10-10 Record Stock Dividends And Stock Splits (LO6) On September 1, The Board Of
Directors Of

Understanding the intricacies of stock dividends and stock splits is fundamental for investors,
accountants, and corporate managers alike. These corporate actions directly influence a company's
share structure, investor perception, and ultimately, its market value. The exercise titled "Record
Stock Dividends And Stock Splits (LO6) On September 1, The Board Of Directors Of" offers a
comprehensive scenario for examining how such actions are documented and reported in financial
statements. This review aims to dissect the concepts involved, analyze their implications, and
provide a detailed understanding of their application and significance.

---

Overview of Stock Dividends and Stock Splits

Before diving into the specifics of the exercise, it is essential to clarify what stock dividends and
stock splits are and how they differ.

Stock Dividends
A stock dividend involves the distribution of additional shares to shareholders instead of cash
dividends. For example, if a company declares a 10% stock dividend, each shareholder receives one
additional share for every ten shares owned. This action increases the total number of shares
outstanding but does not change the company's overall market capitalization immediately. Instead, it
reallocates the company's earnings into more shares, diluting the value per share but maintaining
proportional ownership.

Key features:
- No cash leaves the company; instead, retained earnings are transferred to common stock and
additional paid-in capital.
- Often used to reward shareholders while conserving cash.
- May signal confidence from management about future growth.

Pros:
- Preserves cash for the company.
- Can improve liquidity by increasing the number of outstanding shares.
- May positively influence investor perception as a sign of confidence.

Cons:
- Dilutes earnings per share (EPS).
- Might be viewed as a sign the company has excess cash or profits it cannot deploy efficiently.



Stock Splits
A stock split involves dividing existing shares into multiple new shares, effectively decreasing the
stock's par value. For instance, a 2-for-1 stock split doubles the number of shares outstanding,
halving the share price proportionally. Unlike stock dividends, stock splits do not involve
transferring amounts from retained earnings; they are purely a procedural reallocation of the share
structure.

Key features:
- Increases the number of shares outstanding.
- Decreases the market price per share.
- No change in the company's total equity.

Pros:
- Makes shares more affordable to a broader base of investors.
- Can enhance liquidity and trading volume.
- Signals confidence by management about future prospects.

Cons:
- No intrinsic change in company value or ownership percentages.
- Might cause confusion among investors unfamiliar with splits.

---

Scenario Breakdown: Record Date and Corporate
Actions

The exercise centers around a specific date — September 1 — which is crucial because it is typically
the record date for a dividend or split. The record date determines which shareholders are entitled
to receive the dividend or stock split benefits.

Key elements involved:
- Declaration date: The date when the board announces the dividend or split.
- Ex-dividend date: The cutoff date after which new buyers of shares are not entitled to the dividend.
- Record date: The date on which the company confirms the list of shareholders eligible for the
dividend or split.
- Payment date: When shareholders receive the dividend or new shares.

Understanding these dates is essential for proper accounting and reporting.

---

Accounting for Stock Dividends

When a company declares a stock dividend, it must record the transaction in its financial statements
according to generally accepted accounting principles (GAAP). The key is to determine the value of



the dividend and how it affects retained earnings and paid-in capital.

Recording a Small Stock Dividend (Less than 20-25%)
For small stock dividends, the dividend is typically recorded at the fair market value of the shares
issued.

Journal Entry:
- Debit: Retained Earnings (for the total fair value)
- Credit: Common Stock (par value of new shares issued)
- Credit: Paid-in Capital in Excess of Par (difference between fair value and par value)

Example:
Suppose a company declares a 10% stock dividend when it has 1,000,000 shares outstanding, each
with a par value of $1, and the market price is $10.
- Shares issued: 100,000 (10% of 1,000,000)
- Total value: 100,000 shares × $10 = $1,000,000

Journal Entry:
- Debit: Retained Earnings $1,000,000
- Credit: Common Stock $100,000 (par value of new shares)
- Credit: Paid-in Capital in Excess of Par $900,000

Implications:
- Retained earnings decrease by the fair value.
- The total stockholders’ equity remains unchanged, just redistributed.
- Earnings per share (EPS) decrease due to increased shares.

Advantages:
- Reflects a distribution to shareholders.
- Preserves cash while rewarding shareholders.

Disadvantages:
- Dilutes EPS.
- No immediate change in total assets or liabilities.

Recording a Large Stock Dividend (More than 20-25%)
For larger stock dividends, the amount transferred from retained earnings is usually based on the
par value of shares issued, not fair market value.

Key difference:
- No paid-in capital involved.
- Retained earnings reduce by the total par value of the new shares.

---



Accounting for Stock Splits

Unlike stock dividends, stock splits do not involve transferring amounts from retained earnings.
Instead, they are accounted for by adjusting the number of shares and the par value per share.

Procedural steps:
- No journal entry is usually required.
- The par value per share is reduced proportionally to the split ratio.
- The total equity remains unchanged.

Example:
A 2-for-1 split on 1,000,000 shares with a par value of $1 per share results in:
- New number of shares: 2,000,000
- New par value: $0.50

Impact:
- No change in total stockholders’ equity.
- Share price adjusts proportionally to reflect the split.

Advantages:
- Enhances marketability by lowering share price.
- Signals management confidence.

Disadvantages:
- Can cause confusion if not well communicated.
- No direct impact on the company's fundamental value.

---

Implications of Record Date and Payment Date

Properly recording stock dividends and splits hinges upon understanding the significance of critical
dates:

- Declaration date: When the company announces the dividend or split.
- Record date: The cutoff date for shareholders eligible to receive the dividend or split.
- Payment date: When the distribution occurs.

Accounting considerations:
- The journal entries are typically made on the declaration date.
- Shareholders on the record date are entitled to the dividend or split.
- The ex-dividend date, usually set one business day before the record date, is when the stock begins
trading without the dividend rights.

---



Analytical Perspectives and Investor Considerations

From an investor’s standpoint, understanding stock dividends and splits is crucial:

Pros for investors:
- Increased share liquidity.
- Lower share prices after splits making shares more accessible.
- Signals of management confidence and positive outlook.

Cons for investors:
- Dilution of value per share (in case of stock dividends).
- No real change in total value unless accompanied by positive company performance.
- Potential perception issues if splits or dividends are used to mask underlying problems.

Market perception:
- Stock splits are often viewed positively, indicating confidence.
- Stock dividends may be seen as a way to reward shareholders without depleting cash reserves.

---

Conclusion and Final Thoughts

The exercise on recording stock dividends and stock splits encapsulates essential concepts in
understanding corporate finance and accounting. Both actions influence a company's share
structure, investor perceptions, and financial statement presentation but do so in distinct ways.
Stock dividends involve transferring retained earnings to paid-in capital and dilute EPS, serving as a
reward mechanism without cash outflow. Stock splits, on the other hand, primarily affect the share
count and par value without impacting the company's total equity or earnings directly.

Key takeaways:
- Accurate recording depends on the size of the dividend (small vs. large).
- Proper understanding of dates ensures shareholders are correctly identified.
- These actions are tools for management to manage stock price and investor perception effectively.

By mastering these concepts, stakeholders can better analyze a company's financial health, strategic
intentions, and market positioning. Whether for academic purposes, investment decisions, or
corporate planning, a thorough grasp of stock dividends and splits is indispensable in the realm of
corporate finance.

---

In summary, the exercise provides a detailed framework for recognizing, recording, and
understanding stock dividends and stock splits. Its importance spans beyond simple accounting
entries, encompassing strategic implications and market impacts that are vital for informed decision-
making in the financial landscape.
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