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Shareholders' equity section



In the shareholders’ equity section, contributed capital, retained earnings, and accumulated other comprehensive income are reported.

Within contributed capital, two classifications are recognized:

Share capital consists of preferred and common shares. 
Preferred shares are shown before common shares because of their additional rights. The features (e.g., cumulative, etc.), legal value, shares authorized, and shares issued are reported for each class of shares.

Additional contributed capital includes amounts contributed from reacquiring and retiring shares. It can also include amounts paid in excess of stated or par value shares.
Retained earnings. Retained earnings are the cumulative net income (loss) that has been retained (not distributed to shareholders) in a corporation. 
· Retained earnings are distributed to shareholders through dividends. 
· Net income is recorded in Retained Earnings by closing all income statement accounts to Income Summary, which is then closed to Retained Earnings. 
· The Dividends account is also closed to Retained Earnings.

For example, assume for simplicity that Zaboschuk Inc. has three temporary accounts at its December 31 year end: Service Revenue $500,000; Operating Expenses $290,000; and Dividends $80,000. The closing entries follow:
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After these entries are posted, the Retained Earnings account (a permanent account) is up to date in the general ledger. It is this ending balance that is reported as an addition in the shareholders' equity section of the balance sheet. The normal balance of the Retained Earnings account is a credit. If there is a negative, or deficit, balance, it is reported as a deduction from shareholders' equity, rather than as an addition.

Accumulated Other Comprehensive Income are gains and losses that bypass net income (and the income statement) but effect shareholders’ equity.  
· An example of this is unrealized gains and losses on investments which result from adjustments up or down to market value.  
· Other comprehensive income must be reported separately in the shareholders’ equity section in order to protect income from results of market value fluctuations and to inform financial statement users of gains and losses that could have occurred if the investment was sold.

Analysis

Return on equity is an important measure of a company’s profitability and efficiency. 
· It shows how many dollars are earned for each dollar invested by the shareholders. 
· It is calculated by dividing net income by average shareholders’ equity.
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