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3.3: Increasing the Net Assets of a Company

Learning Objectives

At the end of this section, students should be able to meet the following objectives:

1. Define “retained earnings” and explain its composition.
2. Define “capital stock” and explain the meaning of its reported account balance.
3. Understand the lack of financial impact that the exchange of ownership shares between investors has on a company.

Question: The second financial statement is known as the statement of retained earnings'.The term retained earnings has not yet
been introduced. What information does a retained earnings balance communicate to an outside decision maker? For example, on
June 30, 2022, Microsoft, Inc.reported retained earnings of just over $84.2 billion, one of the larger amounts found in the
company’s financial statements. What does that figure tell decision makers about this computer company?

Answer: Retained earnings is one of the most misunderstood accounts in all of financial reporting. In simplest terms, this balance is
merely the total amount of net income reported by a company since it first began operations, less all dividends paid to stockholders
during that same period. Thus, the figure provides a measure of the profits left in a business throughout its history to create growth.

Retained Earnings = Net Income earned since the beginning of the company — Dividends paid to
stockholders since the beginning of the company

When a company earns income, it becomes larger because net assets have increased. Even if a portion of the profits is later
distributed to shareholders as a dividend, the company has grown in size as a result of its own operations. The retained earnings
figure informs decision makers of the amount of that internally generated expansion. The reported balance answers the question:
How much of the company’s net assets have been derived from operations during its life?

If a company reports net income of $10,000 each year and then pays a $2,000 dividend to its owners, it is growing in size at the rate
of $8,000 per year. After four years, for example, $32,000 ($8,000 x four years) of its net assets were generated by its own
operating activities. That information is communicated through the retained earnings balance.

As of June 30, 2022, Microsoft reported total assets of $365 billion and liabilities of $198 billion. Thus, the company had net assets
of $167 billion. It held that many more assets than liabilities. Those additional assets did not appear by magic. They had to come
from some source. One of the primary ways to increase the net assets of a company is through profitable operations. The balance
for retained earnings shown by Microsoft at this time lets decision makers know that approximately $84 billion of its net assets
were generated by the net income earned since the company’s inception, after all dividend distributions to shareholders were
subtracted.

Check Yourself

Let’s say that Boeing, Inc. had $49.6 billion in retained earnings at the beginning of 2022 and $55.9 billion in retained earnings at
the end of 2022. What could we say about Boeing from the statement of changes in equity or retained earnings. Since retained
earnings increased we know that Boeing had net income for the year (as opposed to a net loss that would make retained earnings
drop). Not only do we know that they had net income but the amount of the net income was more than Boeing paid in dividends.
Because if dividends were more than net income, retained earnings would also drop. If you also know that net income is 10.4
billion can you calculate the amount of dividends? Since net income and dividends are the only items that we know of so far than
can change retained earnings, we would look to have retained earnings increase by $10.4 billion if net income was $10.4 billion
and dividends were zero. But retained earnings increased by only $6.3 billion (55.9-49.6). That means that dividends must have
been paid of $4.1 billion (10.4 — 6.3). The statement of changes in equity/retained earnings would show:

Beginning 49.6
Net Income 10.4
Dividends 4.1)
Ending 55.9
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Question: In Figure 3.1 “Income Statement”, Davidson Groceries calculated its net income for 2022 as $230,000. Assume that this
company began operations on January 1, 2019, and reported the following balances over the years:

Figure 3.3
Year Net Income Dividends Growth in the
Company
2019 $140,000 $50,000 $90,000
2020 $180,000 $70,000 $110,000
2021 $210,000 $90,000 $120,000
2022 $230,000 $100,000 $130,000

How is this information reported?
What is the structure of the statement of retained earnings as it appears within a company’s financial statements?

Answer: In its three prior years of existence, Davidson Groceries’ net assets increased by a total of $320,000 as a result of its
operating activities. As can be seen here, the company generated total profit during this period of $530,000 while distributing
dividends to shareholders amounting to $210,000, an increase of $320,000. Net assets rose further during the current year (2022) as
Davidson Groceries made an additional profit (see also Figure 3.1 “Income Statement”) of $230,000 but distributed $100,000 in
dividends.

Figure 3.4 “Statement of Retained Earnings” shows the format by which this information is conveyed to the decision makers who
are evaluating Davidson Groceries.

Figure 3.4 Statement of Retained Earnings

Retained Earnings Balance from January 1, 2022 Increase in Net Assets from Previous

Net Income Earned from January 1 to December 31, $320,000 Years
$230,000
2022 From the Income Statement for the year
Dividends Paid from January 1, to December 31, $100,000
2022
. . - + B
Retained Earnings Balance from December 31, $450,000 Beginning Balance + Net Income

2022 Dividends = Ending Balance

Question: In the information given about Microsoft, the company reported holding net assets of $167 billion but only about
$84 billion of that amount was generated through operations as shown by its retained earnings balance. Clearly, additional
sources must have helped the company attain its growth in size. Increases in net assets of a company are not the result of magic or
miracles. Other than through operations, how else does a company derive its net assets?

Answer: Beyond operations (as reflected by the retained earnings balance), a company accumulates net assets by receiving
contributions from its owners in exchange for capital stock?. This is the other major method by which Microsoft was able to gather
its $167 billion in net assets. On a balance sheet, the measure of this inflow is usually labeled something like capital stock,
common stock, or contributed capital. The reported amount indicates the portion of the net assets that came into the business
directly from stockholders.

The amount of a company’s net assets is the excess of its assets over its liabilities. Two reported balances indicate the primary
source of those net assets:

e Capital stock (or contributed capital). The amount invested in the business by individuals and groups in order to become
owners. For example, as of December 31, 2022, IBM reported having received a total of approximately $58 billion from its
shareholders since its inception.

¢ Retained earnings. All the net income earned by the organization over its life less amounts distributed as dividends to owners.
On December 31, 2022, IBM reported a retained earnings balance of $149 billion (Statement of Retained Earnings showed
Beginning Balance of 154 billion + Net Income 1.6 billion — Dividends 5.9 billion = 149 billion). Because the dividends was
more than the net income, retained earnings actually went down.
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Companies that seek to grow must be able to generate resources from owners, operations, or both.

Question: A corporation issues (sells) ownership shares to investors. The source of the resulting inflow of assets into the business is
reflected on its balance sheet by the reporting of a capital stock (or contributed capital) balance. Thus, over its life, Microsoft has
received assets of $83 billion from stockholders in exchange for capital stock. Does the company receive money in this way when
shares are sold each day on the New York Stock Exchange, NASDAQ (National Association of Securities Dealers Automated
Quotation Service), or other stock exchanges?

Answer: No, purchases and sales on stock markets normally occur between investors and not with the company. Only the initial
issuance of the ownership shares to a stockholder creates the inflow of assets reported by the company’s capital stock or
contributed capital account.

To illustrate, assume that Investor A buys capital stock shares directly from Business B for $179,000 in cash. This transaction
increases the net assets of Business B by that amount. The source of the increase is communicated to decision makers by adding
$179,000 to the capital stock balance reported by the company. Subsequently, these shares may be exchanged between investors
numerous times without any additional financial impact on Business B. For example, assume Investor A later sells the shares to
Investor Z for $200,000 using a stock market such as the New York Stock Exchange. Investor A earns a $21,000 gain ($200,000
received less $179,000 cost) and Investor Z has replaced Investor A as an owner of Business B. However, the financial condition of
the company has not been affected by this new exchange. Thus, the capital stock balance only measures the initial investment
contributed directly to the business.

A statement of stockholders equity that reports the changes in both retained earnings and capital stock might look like this:

Microsoft Statement of
Changes in Stockholders
Equity for 2022 (Capital
Stock and Retained

Earnings)

Capital Stock Retained

Earnings

Beginning Balance (July 1,
2021) $83,111 $57,055
Sales of stock to investors
(add) 3,828 0
Net Income (add) 0 72,738
Dividends (subtract) 0 $45,112
Ending Balance (June 30, $86,939 $84.681

2022)

Also, note that while there is an item that increases Retained Earnings (Net Income) and decreases Retained Earnings (Dividends),
we have only looked at items that increase capital stock (sale of stock directly from the company to stockholders) no decreases.
Also note that you cannot complete the statement of retained earnings or the statement of changes in stockholders equity until you
complete the income statement (to calculate net income).

Real World Decision
https://youtu.be/kvoOkgRWE7Y

What could the balance sheet and statement of cash flows tell us about the decision to increase the dividend at TJX company early
in 20207
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Key Takeaway

The source of a company’s net assets (assets minus liabilities) is of interest to outside decision makers. The reported retained
earnings figure indicates the amount of these net assets that came from the operations of the company. This growth in size was
internally generated. Retained earnings is all the net income earned since operations began less all dividend distributions. Net assets
can also be derived from contributions to the company made by parties seeking to become owners. The capital stock (or
contributed capital) balance measures this source of net assets. To impact the company, the assets must come directly from the
owners. Hence, exchanges between investors on a stock exchange do not affect the company’s net assets or its financial reporting.

!As indicated earlier, many companies actually report a broader statement of changes in stockholders’ equity to present details on
all the accounts appearing in the stockholders’ equity section of the balance sheet. At this initial point in the coverage, focusing
solely on retained earnings makes the learning process easier.

2As with many aspects of the coverage at this introductory stage, other events can also impact the reported total of a company’s net
assets and will be discussed in later chapters. The two sources here—capital stock and retained earnings—are shown by all
corporations and are normally significantly large amounts.

3.3: Increasing the Net Assets of a Company is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.
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