CHAPTER 1

Issue of Shares

(Including alteration of share capital and bu

———

y-back of shares)

Sole proprietorship : ar shi £
" ngiEm {}iem‘.::%ihlpfcfnd pdxtl}erslll}) forms of business organisations could not meet
, Ing ands of a very big business, because of their limitations such as limited
capital, lmited manz‘xgerlal ability, unlimited liability and other drawbaé:k Th fl .
a Company form 01‘ business organisation came into existence to do a\:/:a \:/;:hot]:t’:
defects of sole proprietorship and partnership forms of business organisatimi/s‘

| ? C cl)mpany 1S a voluntgry association of persons formed through the process of
law, for the purpose of carrying on some business.

Definitions :

Lord Justice Lindley defines a Company as follows, ‘‘It is an association of
persons who contribute money or money’s worth to a common stock and employ it for
some common purpose.’’

“A Cqmpany 1s an artificial person created by law, having separate entity with a
perpetual succession and a common seal’’. — Prof. Haney

Characteristics of a Company :
Following are the essential characteristics of a Company :

(1) Separate Legal Entity : A Company is a legal person and its entity is quite
distinct and separate from its members. It can purchase and sell the properties in its own
name, can open bank account in its own name and can enter into contracts. Since a
Company has a legal personality distinct from that of its members, a creditor of such a
Company can sue only the Company for his debts and not any of its members.

(2) Perpetual Existence : The existence of a Company is not affected by the
retirement, death, lunacy or insolvency of its members. Shareholders may come and

Shareholders may go but the Company goes on for ever, unless wound up according to
Companies Act.

(3) Limited Liability : The liability of the sharf:holder of a Compan_y is limited to
the unpaid value of his shares. For example, if the face value of a share in a Company
is Rs. 10 and a shareholder has already paid Rs. 8 per share, he can be called upon to
pay not more than Rs. 2 per share.

(4) Common Seal : Since the Company has no physical exist‘ence, it must act
through its agents, called directors, All documents prepared by the directors must bear
the seal of the Company. The common seal acts as the official signature of the Company.

(5) Transferability of Shares : The Capital of the Company is divigie_d into parts,
114 aharac Thees charee are freelv transferable subiect to certain conditions.
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(6) Separation of Management from Ownership : g
owners of a Company, but usually, the number of qhan-hf‘,m(.
such it 1s neither possible nor desirable for each member to ta
management of the Company .

‘ Therefore, the Company
Directors’ elected by the shareholders.
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Kinds of a Company

Companies registered under the Companies Act,

. 1956, may be classified
CHOW

Joint Stock Company
| ndepates
! |
Company Limited
by Guarantee

as

l

Company Limited
by Shares

RS ST

Private Company

Unlinited Company

Public Company
Unlimited Company : Unlimited Company is a company where there is no limit
on the hability of its members. It means, when a company s.uffers loss and ‘thc
company’s property is not sufticient to pay off its debts, the private property of its
members will be used to meet the claims of creditors. As the risk mvolyed in such
companies 1s too high, these are not found in India even though permitted by the
Companies Act. o
Company Limited by Guarantee : In case of such a company, the hability of the
members is limited to the extent of the guarantee given l?y thfem n thf: event of the_
winding up of the company. The lability of its member will arise only in the event of
winding up of the company. i
Company Limited by Shares : In case of such a company the liability of the‘
memBers is strict] y limited to the extent of the nominal value of shares peld b};:a‘c:b«;:
them. If a member has already paid the full amount of the shares, he tTmll eg(:ott 1 .
to pay any amount. If a member has partly paid shares, he can be ore th: pay | :
remaiming amount during the existence of the company as we_ll as durm‘g : winding
up. Such companies may be sub-divided into private and public companies :

Private Company :

g : ; capital of
A private company 1s one which has a minimum pafd~llp Sh(afe Lap::‘ Act
#s. 100,000 or such higher paid-up capital as may be prescribed by Compan
and by its Articles of Association

(1) restricts the right to transfer its shares:

() huons the number of its me

- : 3 ‘ t
mbers to fifty (exelusive of past and

employees); v

(1) prohibits any mvitation 1o the

debentures of the Company;,

() prolbits any nvitation oy

Aeceptance of deposits from persons other than its
members, directors or thej, relatives,

public to subscribe for any shares w, of

and

¥y " . L i | B
Ihe name of every private FOMmpany must end with the words ‘Priw;te Limited’.
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Public (‘ompnny :

A publie company meang
minimum paid-up share
may be prescribed by th
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.0 @ Company which is n
Lupllul of Rs. 5,00.000 or suc
¢ Companijes Act,

ot a private company and has a
h higher paid-up share capital as

DISTIN(‘TI()N BET
ET WEEN PRIVATE COMPANY
o AND PUBLIC COMPANY
Basis Q’ !')I'SHIH(‘H(;N‘ P:_}-—-_:“_A—.____‘_‘* —_— ————
’r; K [_ i | ’i‘iii(_ ompany Public Company
I umber of | Minimum ) A T —
nsarbars acil frs I::T;Ilf;m of members is 2, | Minimum number of members is 7
o £ um, exclusive of | and there is no limit to maximum
past and present employees, is 50. number.
2 Paid-up Capital , - . ’
PR (I:E,n S.?;lollﬂd' have minimum paid-up | It should also have minimum
Cpl a, as - prescribed by the | paid-up capital as prescribed by
ompanies  Act,  which s | the Companies Act, which is
Rs. 1,00,000 at present. Rs. 5,00,000 at present. -
3 /itati L 4 b i fe' B
3. II‘I\i)III...l‘llon to the | It cannot Invite the public to | It can invite the public to subscribe
public subscribe to its shares. to its shares. .
4. | Transfer of Thgre is restriction on the transfer | There is no restriction on the
Shares of its shares. transfer of its shares.
5. Prcparutiun of | Preparation  of  Articles is | Preparation of Articles is not
Articles mandatqry for all  private mandatory. In case the Articles are
companies. not registered, the provisions of
Table A given in Companies Act
“shall apply.
0. Commencement | It can commence its business as In addition to ‘Certificate of
of Business soon as certificate of incorporation | incorporation’ it must also obtain
1s received. "Certificate of Commencement of
Business".
7. Number of | It must have at least two directors. | It must have at least three directors.
Directors
8. | Statutory It is not required to hold the | It is_ requi‘req to hold statutory
Meeting statutory meeting. meeting within 6 mqnths of its
getting  the  Certificate  of
Commencement of Business.
9. | Accepting It cannot accept deposits from the | It can accept deposits from the
Deposits public. public.
oA
10. |Use of word | Itis compulsory to use the words | Only the word leited is used at
‘Limited’ ‘Private Limited’ at the end of its | the end ofﬁs name.
name.

In this chapter, problems relating to issue of shares have been discussed in detail.
But before solving the practical questions relating to issue of shares, it is necessary to.

understand the meaning of share, types of shares and the method of their issue.

Shares :

Meaning of Shares : Total Capital of the Company is di\{ided into umts Gfﬁ”
denominations. Each such unit is called ‘share’. For example, if the total capital of the

R . LD AANNA NAA Ao Aed ot TADBAA oot £ De 1 sacki
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Rs. 10 will be call X - . ISSUE OF g

1,00,000 shares (?fc‘i Ia{:hdllg = 11{5' 10 each). Thus in the above case th C " SHARes

gl ' S cach. Share . 8 e C ”

identified. Shares must be numbered so that tlz;lpdny has
: . May be
Nature of Shares : The shares af a ¢

the manner proy ':jl;sl lh: f.lmu.:? ofac ompany are movable property, t

Company are ided by the Articles of Association of the Compan ransferable in
pany are treated as goods under the Sales of Goods A ompany. Shares of 4

bought, sold, hypothccated and bequeathed. <t 1930. These can be
Types of Shares : Under the C i
M S : e Compar o O
types of shares : ‘ PRIl Loty Company may issue twq

(1) Preference Shares
(2) Equity Shares

(1) Preference S ; __ |
s ) nce Shares : Preference Shares are those which carry the following two

(7) They have a right to receive dividend at a fixed rate before any dividend 1s paid
on the equity shares.

(i) Wl?en the company is wound up, they have a right to the return of capital
before that of equity shares.
In addition to the above, the preference shares may carry some more rights such as

the Tight to participate in excess profits when a specified dividend has been paid on the
equity shares or the right to receive a premium at the time of redemption.

Types of Preference Shares :

(/) Cumulative Preference Shares : Cumulative preference shares are those
preference shares, the holders of which are entitled to recover the arrears of preference
dividend, before any dividend is paid on equity shares. This means that if in any year,
the profits of the company are insufficient to pay dividend on these shares, the dividend
keeps on accumulating until it is fully paid. For example, if dividend has not been paid
for the years ending 31st March 2005 and 2006 on 7% cumulative preference shares
and the company wants to distribute dividend on equity shares for the year ending 31st
March 2007, a total of 21% dividend (for the years ending 31st March 2005, 2006 and
2007) will have to be first paid on preference shares before the payment of any dividend
to equity shares. The arrears of dividend on these shares are shown in the balance sheef
as a contingent liability. In India, a preference share is always cumulative L}nl‘eg
specifically mentioned otherwise. In case, the dividend on these‘ shares remains m‘
arrears for an aggregate period of not less than two years, holders ot. such‘shan:s will bc
entitled to take part and vote on every resolution in the general meeting of shareholders.

(i) Non-cumulative Preference Shares : The holders of such shares get 3 h._\cd
amount of dividend out of the profits of each year. If no dividend is declared inany .““-“;
due to any reason, such shareholders get nothing, nor can they claim unpaid dividen
of any year in any subsequent year, In case, the dividend on these shares remains n
arrears for a period of not less than two years immediately preceding the meeting or for
?\’:i’d‘h"ec years during a period of six years ending with the expiry of financial year,
n:wﬁr:gogfs&ihsamnmxfe entitled to take part and vote ‘on every resolution at any

(iif) Participating Preference Shares : Such shares. in .ddition to the fixed

preference dividend, carry a right to participate in the surplus profits, if any, after
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Types of Shares : Un '
YP Sh: : Under the Companies A aC
types of shares : | ’ “ 1936, 2 Company may issue o
(1) Preference Shares
(2) Equity Shares
(1) Preference Sh : : '
o Shares : Preference Shares are those which carry the following two
(7) They have a right to receive dividend at a fixed rate before any dividend is paid
on the equity shares.
(i1) Wl?en the company is wound up, they have a right to the return of capital
before that of equity shares.
[n addition to the above, the preference shares may carry some more rights such as

the ?i ght to participate in excess profits when a specified dividend has been paid on the
equity shares or the right to receive a premium at the time of redemption.

Types of Preference Shares :
(/) Cumulative Preference Shares : Cumulative preference shares are those

holders of which are entitled to recover the arrears of preference
ividend is paid on equity shares. This means that if in any year,
the profits of the company are insufficient to pay dividend on these shares, the dividend
g until it is fully paid. For example, if dividend has not been paid
March 2005 and 2006 on 7% cumulative preference shares
distribute dividend on equity shares for the year ending 31st

March 2007, a total of 21% dividend (for the years ending 31st March 2005, 2006 and
2007) will have to be first paid on preference shares before the payment of any dividend
to equity shares. The arrears of dividend on these shares are shown in the bal;mce sheet
as a contingent liability. In India, a preference share is always cumulative unless
specifically mentioned otherwise. In case, the dividend on these shares remains in
arrears for an aggregate period of not less than two years, holders of such shares will be
entitled to take part and vote on every resolution in the general meeting of shareholders.

(ii) Non-cumulative Preference Shares : The holders of sgch shares get 3 ﬁ:x:‘d
amount of dividend out of the profits of each year. If no dividend is declared inany ,\-tJ;‘
due to any reason, such shareholders get nothing, nor can they claim unpaid dl\-"ldf ne
of any year in any subsequent year. In case, the dividend on these shares remains in
arrears for a period of not less than two years immediately preceding the meeting Of for

i‘;ﬂ::ce fycar; d;”"g ’ il’l“i(’d of six years ending with the expiry of financial year,
15 of such shares will be entitled resolution at any
meeting.ofdae shascheldens; to take part and vote on every
(iii) Participating Preference §h : d
opbig : vares ¢ Such shares, in addition to the fix¢
preference d , ) !
ividend, carry a right to participate in the surplus profits, if any, after

preference shares, the
dividend, before any d

keeps on accumulatin

for the years ending 31st
and the company wants to
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pividend at a stipulated rate hy
“t' windig up :1' Wl ld rate has been paid to equity shareholders. Similarly, m the event
¢ L i [ Yayv gt . ’ a W en
> still some surplus | ln!\m)'. hack both the preference and equity shareholders, there
5 . . 2 S - ¥ _— ¢
1 efl, such sharcholders are entitled to receive a pre determine
; e

proportion of surplus

1) Non-partici
(1v) I participating Preference Shares :

Such shares get only a fixed rate of

{1y IdL‘nd CVCIyY vear ¢ S—
:m'plu*- on “_I.n.]” 1{ and l‘lljl not carry a right to participate i the surplus profits or inany
: ding up. Unless expressly provided, the preference shares are usually

pon-participating.

(v) Redeema : "
B Comnm \Pllc Preference Shares : Such shares are those which will be repaid
2 o ]Inr : \Vll un a .st?pululed period in accordance with the terms of1ssue and the
fulfilment of certain conditions laid down in Section 80 of the Companies Act

vi) Irr : \ .
he ‘(a :lal c?f(‘iee}m.;ble Preference Shares : Irredeemable preference shares are those,
the cap which cannot be refunded before winding up. According to Section 80

(5A),

iredeemable or is redeemable after the expiry of 20 years fr
(vii) Convertible Preference Shares : Holders of th

their preference shares converted into equity shares at the

terms of 1ssue.

shares have not been conferred

into equity shares, such shares are ca

(2) Equity Shares : Equity shares are t
fter the preference s
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when profits are left a
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eive nothing. If the Company €arns
quity share capital 1s retu
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(viii) Non-Convertible Preference Shares : When the holders of preference
the right of getting their preference

lled non-convertible preference shares.

hose shares which are paid dividends only
hareholders have been paid fixed rate of
d rate of dividend on the equity shares.
rofits, the equity shares will

shares converted

r rate of dividend.

Preference Shares

Equity Shares

Preference Shares ar¢ paid
dividend at a fixed rate.

If dividend is not paid on
these shares in any year, the
arrears of dividend may

accumulate.

They have a right to receive
dividend  before  any
dividend s paid on equity
shares.

The rate of dividend on
equity shares is not fixed. It
may vary from year to year
depending  upon the
availability of profits

In case of equity shares,
dividend cannot  accus
mulate.

ment of dividend on
is made after

of preference

Pav
equity shares
the payment
dividend.
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Kinds of Share Capital : The

_ : various terms used in connection with the Share
Capital of a company are the followi

ng :
(1) Authorised, Registered or Nominal Capital : Authorised Capital refers 1,
that amount which is stated in the Memorandum of Association. This is the maximum
Capital for which a Company is authorised to issue shares during its lifetime,

(2) Issued Capital : Issued Capital is that part of Authorised Capital which is
actually offered to the public for subscription. The remaining part of the Authorised
Capital is known as the ‘Unissued Capital’ which can be issued later on.

(3) Subscribed Capital : Subscribed Capital is that part of Issued Capital which
has been actually subscribed for by the public. If, say, 3,00,000 shares of Rs. 10 each

are offered to the public and the public applies for 2,80,000 shares, the Subscribed
Capital will be Rs. 28,00,000. -

| ital : lue of a share may be called by

4) Called-up Capital : Only a part of the facv:e value :
the Eiir)ectors fronli the shareholders. For example, if the directors cgll at the ars:j Lc:l
Rs. 6 per share on 2,80,000 shares of Rs. 10 each, Rs 16,80,000 will bc lthe: C D
cC a-pital The remaining amount of Rs. 4 per share will be uncalled Capital.

i I ally
(5) Paid-up Capital : It is that portion of called up capital Wh;ctr}llhasa?ﬁ?pag:puél
ceived from the shareholders. Usually the called-up Caplt.a] and the ptofcan& -
re h e except that some shareholders may not have paid th; amoun i o
DS IS S t ispcalled ‘Calls in arrear’. If a sharehold.er holding 500‘?} e i
un%allgsm;gg? share. Rs. 1,500 will be calls in arrear. Paid up Capital w1
I:()“f’azk:pital less the amount of calls in arrear.

: a Company

) Reserve Capital : According to section 99'of the .C Ompzl“i‘:; é:;;l 1a] shall not

h:a by a special resolution, determine that a portion of its unc T cach a case, tha

he i;,lled A i dh Ymt-OT inding 49, 61 the colfmptaigya;vailable only for the
portion of the subscribed Capital becomes Reserve Capital.

creditors on the winding up of the company.
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ISSUE OF SHARES

Presentation of Share Capital in Company’s Balance Sheet

As per Schedule ‘ompani
A p ’rl Sc'h(.dult, }/l ”f.( ompanies Act, 1956, Share Capital is to be disclosed in
Company's Balance Sheet in the following manner

BALANCE SHEET OF N T
777777 7 S R s
Share Capital S — !

Authorised Capital : } f
............................ Equity Shares of Rs. ....... each | I
............................ Preference Shares of Rs. ... each r ”
Issucd Capital : | i
............................ Equity Shares of Rs. ....... each |
............................ Preference Shares of Rs. ....... each 5 |
Subscribed Capital : {
............................ Equity Shares of Rs. ....... each {
............................ Preference Shares of Rs, ....... each { ‘
(Of the above shares.............. Shares are allotted as fully paid-up ! '
pursuant to a contract without payments being received in cash) [—
Called-up Capital : {
......... Shares of Rs. .......... each, Rs. .......... per share Called-up | e
Paid-up Capital : J
Called-up Capital !
Less . Calls in Arrears : !
(1) By directors Ba. . ooomnii I
(ii) By others ) RE. .onvisvic r
Add : Forfeited shares :
Calls in Advance 1

Example : Tata Rubber Ltd. was formed with a nominal Share Capital of
Rs. 50.00,000 divided into 5,00,000 shares of Rs. 10 each. The Company offers
3,00,000 shares to the public payable Rs. 3 per share on Appl:cqtlon, Rs. 3 per §hare fon
A’llotmcnt and the balance on First and Final Call. Applications were reccwed5 5){;
2,80,000 shares. All money payable on allotment was duly received, except on
sl,lares held by X. First and Final Call was not made by the Companyﬁ. ”

How would you show the relevant items in the Balance Sheet of Tata Rubber Ltd.”

SOLUTION : BALANCE SHEET OF TATA RUBBER LTD. a5 01 .

Assets Amount
Liabilities Amo;i: - sse Ao
' " | Fixed Assets :

Share Capital : Fix

Authorised Capital : ‘

5.00,000 shares of Rs. 10 each 50:00,000

' Current Assets :

Issued Capital : il Sisio

35,30,000 sfl:ares of Rs. 10 each . 30,00,000 Cash at Bank

Subscribed Capital :

2.,80,000 shares of Rs. 10 each ZB,O0.00Q

Called-up Capital :

2,80,000 shares of Rs. 10 each

Rs. 6 per share Called-up | I‘6,80,Q90




1.8

ISSUE OF SHAREg

Paid-up Capital :
2,80,000 shares of Rs. 10 each
Rs. 6 per share Called-up 16,80,000
Calls in Arrears
(500 Shares x Rs. 3)

Less

1,500 | 16,78,500

16,78,500

e -

\ _Capital Reserves : Capital reserves are those reserves which are createq
Capital profits. Capital profits are those profits which are not eamned in the
course of the business. These reserves cannot be utilised for the distriby

dividends. Following are the items that give rise to Capital profits and hence
reserves :

out of

Norma]
tion of

Capita)
(I) Profit on sale of fixed assets.
(IT) Profit on revaluation of fixed assets.
(III) Premium on issue of shares and debentures.
(IV) Profit on redemption of debentures.
(V) Profit earned by a company prior to its incorporation.
(VI) Profit on forfeiture and re-issue of shares.

Capital Reserves are shown on the liabilities side of the Balance Sheet under the
head ‘‘Reserves and Surplus.”’

DISTINCTION BETWEEN RESERVE CAPITAL AND CAPITAL RESERVES

Basis of
Distinction

Reserve Capital

Capital Reserve

.| Meaning and
Creation

[t refers to that portion of uncalled
share capital which shall not be
called up, except in the event of
winding up. (Section 99)

Capital Reserve is that reserve
which is created out of Capital
profits such as profit on sale of
fixed assets, profit on revaluation
of fixed assets, premium on issue
of shares and debentures, profit
on redemption of debentures etc.
These profits are not earned in the
normal course of business.

2. , Necessity

It is not necessary to create
Reserve Capital.

It is necessary to create Capital
Reserve, in case of Capital profits.

3. ’ Special
Resolution

A special resolution is required
for its creation.

No special resolution is required
for the creation of ' Capital
Reserves.

4. | Realised or not
realised

It-refers to the amount which has
not been received.

It refers to the amount which has
already been received.

5. Disclosure in
Balance Sheet

6. | Time when it
can be used

Issue of Shares

Shares may be issued in
(i) For Cash : By pyj

R

It is not shown in the Company’s
balance sheet.

It is shown as the first item under
the head, ‘Reserves and Surplus’
on the liabilities side of the
balance sheet. :

It can be used only at the time of
winding up of the Company.

It can be used to write off Capital
losses or to declare a share bonus
any time during the life of the
COmpany,

any of the follawlng' 1g ways :
vate Placement of Shaxy:s
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ISSUE OF SHAREN

() For Cash - By Pablg Subseniption of shares
) For Conmiderntion other than ( nah

() Private Placement of Shares

Sometimes the promoters of a public company are
through provate sources and contacts, In such o case the ¢ ompany does not invite th

pubhic to subsenibe tor itn shares, but make private placement of slmrﬁ to lm":frl“';:rl:

:::Iiul.a::xull;‘;il:‘l:-L}.Iulti‘:\u:lzc:‘::;“:tti:-‘ltl‘ll:nl;;:::'l:::-“l“:I“: ’;npm"NT.M‘HHM iy L
Umt Trust of India (UT1) |llllll‘l|t‘.llli Cred "m“u“.u ( urpun?tmn LA -“‘"l)'

it ‘ . it and: Investment Corporation of India
(ICICT) ete. When the shares are not offered to the public, the ¢ ‘ompany need not 1ssue
a prospectus, Instead of issuing a prospectus, the promoters are required to prcp;.lrt' 4
draft prospectus known as a *Statement in Lieu of Prospectus’ and must file it with t.hc
Registrar at least 3 days before the first allotment of either shares or debentures. The
Statement 1n Lieu of Prospectus shall be signed by every person who is named therein
as a cdhrector or proposed director of the Company or by his agent authorised in writing,

confident of rmising capital

In case of private placement of shares, the allottees will not sell their shares for a
minimum period of three years from the date of allotment. This period is known as
‘lock-n-penod”.

Sweat Equity Shares :

Sweat cquity shares means equity shares issued by the Company to its employees
or directors at a discount or for consideration other than cash for providing know-how
or making available intellectual property rights. According to Section 79A of the
Companies Act, a Company may issue sweat equity shares of a class of shares already
issued, if the following conditions are fulfilled, namely :

(/) the issue of sweat equity shares is authorised by a special resolution passed by

the Company in general meeting; /
(/i) the resolution specifies the number of shares, current market price, the
consideration, if any, and the class or classes of directors or employees to
whom such equity shares are proposed to be issued;

(i) not less than one year has elapsed since the date on which the Company was
entitled to commence business;

(iv) the sweat equity shares of a Company whose equit‘y shares are‘lislcd on
recognised stock exchange, are issued in accordance with the regulations made
by the SEBI in this behalf.

(v) such shares cannot be resol

called lock-in period.

It is to be noted that a company may issue sweal eqqit‘y
the nominal value of equity share. In such a case, provision
issue of shares at discount shall have to be followed. |

The entries for issue of sweat equity shares are the same as for issue of other equity

shares,

* Employees Stock Option Plan (ESOP) : .
The scheme of employees stock option was introduced by the Companies

(Amendment) Act, 2000 through section 2 (15A). Employees stock option means the
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(if) Public Subscription of Shares

Following steps are to be taken by a Public Company for the issue of shares ,
public

(1) To Issue Prospectus.

(2) To Recerve Applications.

(3) To Make Allotments.

(4) To Make Calls.

(1) To Issue Prospectus : Prospectus is an invitation to the public to purchase i
shares. It describes the profitability and soundness of the business of the Company 1,
attract the investing public. It contains the following informations :

Name and address of the registered office of the Company, Names and addresses
of the directors, Objects of the Company, risks involved in the issue, Consent from
SEBI (Securiues and Exchange Board of India), Authorised and Issued Capital of the
company and the number of shares now offered for subscription, terms of present issue.
dates of opeming and closing of the issue etc.

(2) To Receive Applications : After reading the prospectus the public apphes fr
shares in the Company on a prescribed form. Each application must accompany the
application money which is mentioned in the prospectus, but it should not be less tha
25% of the 1ssue price of each share. With a view to reducing the pressure on t
market, the minimum number of shares for which application is to be made bas bes
fixed at 200 shares of Rs. 10 each. Where, however, the issue is at a premum

compnises of debentures, whether convertible or non-convertible, the amount in respe!
of each instrument shall not be less than Rs. 2,000.

The amount of share application money must be deposited by the public 4
Scheduled Bank. The name of the Company’s Scheduled Bank is also mentioned it e

prospectus, The Company cannot withdraw this amount from the bank ll e
certificate of commencement of business has been obtained by it, . .

(3) To Make Allotment of Shares : After the last date fixed for eeei
application money expires, the Bank sends all applications to the Company: -

11
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ISSUE OF SHARES

9 |
directors of the Com

Subscription has been
Minimum Subscri

Pany cannot proceed to allot shares
received by the Company.

R ! ption : Minimum Subscription
opinion of the Directors, is the minimum to be raised
provide for the following requirements -
({) For the payment of
purchased:

ii) For imi ' ' |
(#1) the payment o_f preliminary expenses, including underwriting commission
and brokerage on issue of shares;

(iii) For the repayment of any mone
purposes;

(iv) For Working Capital; and

unless Minimum

means the amount which, in the
by the issue of shares so as to

purchase price of any property purchased or agreed to be

ys borrowed by the Company for the above

(v) For any other expenditure re

; quired for the usual conduct of business
operations.

According to Companies Act minimum subscription has been fixed at 90% of the
1ssued amount. The company has to get minimum subscription within 120 days from
the date of the issue of the prospectus. If the company fails to receive the minimum
subscription within the said period, the company cannot proceed for the allotment of
shares and the entire application money must be returned within 130 days of the date of
1ssue of the prospectus. If there is a delay in refund of such amount by more than 8 days
after the company becomes liable to pay the amount, the C ompany shall be liable to
repay it with interest at the rate of 15% per annum for the delayed period.

Each allottee will be issued share certificates for eligible number of shares in
tradeable lots, e.g., in case of shares of face value of Rs. 10 each, the tradable lot is 100
shares.

In case of oversubscription of shares, the allotment shall be on a proportionate
basis according to the number of shares applied for. If the proportionate allotment
works out to less than 100 shares per applicant, the allotment shall be made as
follows :

(i) Each successful applicant shall be allotted a number of 100 shares, and

(1) The successful applicants shall be determined by drawal of lots.

For example, if a company issues a prospectus inviting applic_:ations for 1,00,000
shares and if applications are received for 15,00,000 shares, the issue has been over

subscribed by 15 times. In such a case, an applicant in the category of 500 shares is
| . 500 _ l
entitled to the proportionate allotment of T 33 shares. However, since tfhf:h ac:tu.al
' ful applicants out of the tota
entitlement would be rounded off to 100 ghares, success :
appllicants in this category shall be determined by drawal of lots in such a manner that
every third applicant is allotted 100 shares. | '

As a result of over subscription, some applications may be_ rejected in full. ;)the::
may be partially accepted and still others may be accepted in full. Those wl lo t:le.d
allotted shares are sent ‘Letters of Allotment’ indicating the number of ;1:’::85 :reosent
and the amount now due on allotment. Those who are not allotted shares

' > AL hole
‘Letters of Regret’ alongwith a cheque for the refund of app_hcapon money. The w

12
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process of allotment of <hares must he completed withyn 120
)

prospectus days of the WS o

(4) To Make Calls : The amounte pard o application ane aliotme
™ are new -

but subsequent mstalmente. ac and when de
: manded, are calle A ¢ cally

the whole amount of a chare on application in one instalment. if -
amount of share 15 not pard on application and allotment. the et * whale of the
called by the directors m one o1 more mstalments Fach instalment “mm may he
Call. Second Call etc. Calls must be made stretly N accordance with thew - Fw
the Articles of Acsociation In the absence of the Articles of Association "S:Wr-sm. »
of Table A of the Compames Act will apply. These pm\'ia|m§ are + TIE Provisions

I Where the total 1ssue size exceeds Rs. 250 crores, the amount to be ¢4}
cither on apphication, or on allotment. or on any one call shall not excee:js:,p
of the total quantum of the 1ssue_ It therefore follows that for issues of llpt,.,».’v.
x‘n‘ﬁ:s. the Company 1s permitted to call up entire issue price on apﬁl.c4,:n,;
itself.

- All amount on shares should be fully called up within a period of 12 months
from the date of allotment. However, this guideline do not apply to 1ssues of
Rs. 500 crores or above.

. There must be an interval of atleast one month between the making of two
calls.
4. Atlcast fourteen days notice must be given to the sharcholders to pay the
amount of call.
5. Calls must be made on a uniform basis on all the shares within the same class
of shares. )
A Call letter must specify the amount of the call, mode of remitting money, address
to which call money 1s required to be sent and the last date for sending the money.

Preliminary Expenses
Expenses incurred on the formation of a2 Company are termed as ‘Preliminary
Expenses’. These include the following :
I Expenses incurred on the preparation and printing of various documents
needed for the registration of a Company.

Il Stamp duty and registration fees on these documents.
HI. Duty payable on Authorised Capital.
Iv. Expenses incurred on the preparation, printing and issue of prospectus.

V. Underwriting Commission.

i “ost of preliminary books and the Commeon Seal.

| Company been formed to purchase a running business, the fees
Charged by Accountan or Valuer valuing the assets and labilities of that

rJ

(Y]

) b written ofy Securities Premium Account

EXPENses is shown o the assets side of the



ISSUE OF SHARES

fixed price.

- Cfg:hféojst?t;’{:‘ﬁ?;og?;nti01l1 the issue price because the price is fixed after the

Filsaibelony which bids wii] o E:I;Lise;z::dl'low mention the floor price r.e., mmimum

N anj;so?‘:ll; BSE)?IL Sﬁ:gilvllei] ig?](;r Ssleares may be issued under book building process
(1) 100% of the net offer to pkublic through book building process, or

() 75% of the net offer through book building and 25% at the price determined
through book building.

Steps in Book Building Process :
The steps which are usually followed in the book building process are as follows :

() The issuer company appoints a lead manager known as ‘‘Book Runner’’,

(11) A draft prospectus is prepared in consultation with the book runner, which
does not mention the issue price but includes other particulars such as size of

the issue, past history of the company and floor price or price band, i.e., arange
within which bids would be accepted. The band cannot exceed 20% of the

floor price.
(#17) The draft prospectus is filed with SEBI.
(1v) Bid period is determined and the awareness campaign is condu
runner through advertisements and road shows etc.
(v) Anunderwriter is appointed to underwrite the issue to the extent of net offer to

cted by book

the public.
(vi) Copies of the draft prospectus are circulated by the Book Runner to the

mstitutional investors like UTI, LICI, GICI, etc.

(vii) Book Runner maintains a record book to record the bid price and the quantity
of shares applied by various investors.

(vii) After closure of the bid period, the book runner and the issuing company
determine the issue price on the basis of which shares are allocated by the

Book Runner. X
(ix) Once the price is determined, the applicants who have applied at that il
a higher price are allotted shares at the fixed nrice only.

14
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ause it 1s determ,;
demand and supply forces and not by issuing

company alone,

hed
by
) T helpsom tast and assured collection of funds.

cin) Tehelpaom considerable saving i issue expenses,

V) There s no nisk of faddure of the 1ssue because the compan
\ -
the market it there 1s not enough demand for its se
I imitations of Book Building :
(1) 1t sutable for mega issues only.,

Y can Withdy

= aw
curities, from,

() Issumg company must be reputed and well known to the investors.

Entries on Issue of Shares
Entries on Receiving Applications : o
(1) As discussed earlier, the amount received on appllcatlons has to be kept in X
scheduled bank, ull the Company receives the Certificate of Commencemm of
business. Normally, the applicants deposit the application money directly in the bank
Bank uselt sends the application forms to the office of the Company. The followiné
entry 1s made by the Company on receiving the applications :
Bank A'¢ Dr.
I'o Share Application A/c

(Apphication money received on ........... shares at the rate of Rs. ......... per share)

(2) Application money is a part of the share capital of the Company, and a5 such,
when the directors allot the shares, the share a

pplication money is transferred to Share
Capual Account. For this the following journal entry is passed :

I Share Application A/c 5

To Share Capital A/c : -
(Application money on allotted shares transferred to Share Capital A/c)
Il Sometimes, the directors do not allot an

y shares to some of the applicants. The
application money of such applicants is returned to them. The entry will be :

Share Application A/c Dr. ;
To Bank A/c HTe100 o) beo
(Application money returned on un-allotted shareg) /1o vbe o
Entries on Allotment ; |
(3) Th

Ose applicants who are allotted shares are Sent let'tlé-:;s of allotment in which
the number of shares )] tted and the amount
as the allotmeny le

due on all is mentioned. As soon
tters are issyeq dioiallatma otment is mentio

. ’ ’ : . 1 3
pan of Share Capita), T entry required js ; e o
Share Allotment Ale ! L2 D106 & atig T
To Share Capital A/ .
¢

(Amo;m! due on allotment oy, s st R e i
(4) On receipy of Allotment Mongy; ' oy L&“sw")

T'Nc » <l fai oo

0 Al!o Y .'it!_;';‘j-.f{!ﬁﬁﬂ. ‘ ¥

(Amoun ey mn"‘j‘ B

LT TTTY
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gntries on First Call :
5) W Share ars are infi
(5) When Shareholders are informed to pay the First Call ;

Share First Call A/c
‘ I'o Share Capital A/c v
(First call due on . shares at the rate of Ra. ....ccoeeserasmsey per share)
(6) On receipt of First Call Money :
Bank A/c D
To Share First Call A/c )
shares at the rate of Rs. ........... per share)

(First Call money received on .............

Entries on Second Call :
(7) When shareholders are informed to pay the Second Call :
Share Second Call A/c Dr. |

To Share Capital A/c
(Second Call due on ......cc.cocevv. shares at the rate of RS. .coovvren per share)
(8) On receipt of Second Call Money :
Dr.

Bank A/c
To Share Second Call A/c
shares at the rate of Rs. ......... Per share)

(Second Call money received On ...........
Similarly, entries for other calls may be prepared.
(iii) Issue of Shares for Consideration other than Cash

sue the shares only for cash. A Company may 1s
ther than cash, in the following circumstances :

sue fully

It is not necessary to 18
paid shares for consideration 0

(1) Issue of Shares to Promoters :
Promoters of a Company may be issued shares in the Company for the services
rendered by them. The entry will be : |

Formation Exp. A/c Dr.

Incorporation Costs or
To Share Capital A/c
(Shares issued to Promoters)

Purchase of Assets :

¢ assets and instead of making the payment

(2) Issue of Shares for
rs. Following

Sometimes, a Company purchases som .
to the vendors in the form of Cash, it issues fully paid shares to the vendo

journal entries are made for this purpose
I. When assets are purchased from the vendors :
Dr.

Sundry Assets A/
To Vendor’s A/c

I1. When shares ar¢ issued to vendors
Dr.

Vendor’s A/c
To Share Capital A/c

16



CHAPTER 2

— —

Redemption of preference gh;
| ares means refy she
W:t(h effect from 1st March 1997 & C ompany lggr?rfoih;lsr:u? Pl Al

shese9hds shares Jvhich ¢ wedecmable-preference

Ay Can is uel;i;;?:d:: ]reiel:emei beyond a period of 20 years. It means that a

mable preterence shares if it is authorised b icles

' . : y the Articles

Ofﬂ]ebc?n}lf)”?ln d' epaien et lays .do“’ll certain conditions under Section 80 which
must be fulfilled to make the redemption valid. These are stated as under -—

1. F qlly Paid :— No preference shares can be redeemed unless they are fully
paid. It has been made compulsory, under Section 80 A, that partly paid
plreference shares be always made fully paid up before redemption takes
place.

))2. Out of profits or new issue :— Such shares can be redeemed either (i) out of
the profits of the Company which would otherwise be available for dividend
or (11) out of the proceeds of fresh issue of shares made for the purpose of
redemption. Both sources can be used simultaneously, i.e., a part of the
amount needed for redemption may be collected out of the proceeds of a fresh
issue of shares and the balance by using the profits that would otherwise be

available for distribution of dividends. ‘

3. Capital Redemption Reserve :— Where shares are redeemed out of profits
otherwise available for dividend, a sum equal to the nominal amount of the
shares redeemed must be transferred to a reserve account styled as ‘Capital
Redemption Reserve Account’. This provision is made with a view to prevent
the profits from being used for any other purpose such as declaratxon.of
dividends, redemption of debentures, etc. However, Capital Redemption
Reserve can be utilised for the issue of fully paid bonus shares to the

shareholders of the Company.
gives the profits which are available for dividend and which

The following table
are not available for dividend :(—

' Vi Profits not available for dividend
Profits available for dividend : :
( Tran).:fer to Capital Redemption (Transfer to Cagltal Redemption
Reserve A/c is allowed Reserve A/c is not allowed
from these profits) from these profits)
1. General Reserve 1. - Securities Premium Account
2' Reserve Fund p Capltal Reserve
. ' unt
3. Dividend Equalisation Fund 3. Share Forfeiture Account
4. 1 Fund 4. Profit Prior to Incorporation
- Insurance

17
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5. Workmen's Compensation fFund 5 Development Rebate Reserye

§) Workmen's Accident Fund
7 Voluntary Debenture Redemption Fund

g Profit and Loss Account 7

4 The redemption of preference shares by a Company shall not be takey, |

reducing the amount of its authorised sharc capital. Hence, the shareg é*:

redeemed shall remain part of the authorised capital in the balance shegy a:"l

the Company shall have the power to 1ssuc upto the nominal amount of lhﬁ;

shares redeemed.

e issued for the purpose of redemption of preference shareg it

¢ of capital. Redeemable preference shares mug
th of the issue of new shares.

it is desirable to provide such

Account’ and the balance out of

5. If new shares ar
will not be treated as increas
be redeemed within one mon

6. If the shares ar¢ redeemed at premium then
premium first out of the ‘Securities Premiumng

the profits of the Company.

7 After the redemption of pre
information in this regard to the registr

g Redeemable Preference Shares cannot

ference shares the Company must send the
ar of Companies within 30 days.

be redeemed by issuing debentures,

0 :— The intention of imposing the legal restrictions
terests of creditors of the Company by keeping the
n of redeemable preference shares. When
preference shares are redeemed out of proceeds of a fresh issue of shares, the security
available to the creditors in the form of assets prior to redemption remains intact. On

llowed from borrowings, although it results in an

the contrary, if the redemption is a
increase in the available assets, it also results in an increase in the liabilities and
d the interests of the creditors. :

therefore does not safeguar
In case of redemption out of divisible profits, Capital Redemption Reserve
Account takes the place of Redeemable Preference Share Capital Account in the

balapce sheet. There is no depletion of the Company’s assets after the redemption since
Capital Redemption Reserve Account is created by retaining permanently the profits
which may otherwise be utilised for paying dividend to shareholders at any. time.

The purpose of disallowing the redemption of partly paid'preferencc shares is also
to protect the' interests of creditors because in case of winding up, if the amount
Ot'}llfrwlllse available is insufficient to make full payment to the cfedit(?;s the liquidator
:;;'s :;oﬁﬁ?? the preference shareholders to pay the uncalled amount and he will utilise
is allowed itzvx::lzt the creditors claim. If redemption of partly paid preference shares
Sl mean the replacement of only the paid-up value of such shares an

e the uncalled amount will never be available to the creditors. '

The Intention of Section 8

under Section 80 is to protect the in
share capital intact even after the redemptio

; 4

Asctcmnlnting Entries on the Redemption of Preference Shares er52ol j
ep 1. When preference shares are being redeemed out of the proceeds of niew iss°

of shares, any of the following entries will be Wﬁr@i&mof eV

shares ;—

§ s 18
DT So0R AU
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- (ON OF PREFERENCE SHARES

N
ol
. new shares are isg

en ne res are 1ssued gy par -

i y \V]I I
" gank /\-’f—‘ _
To Share Application anq Allof 0 23
e Olme r.
Ghare Application and Allotmepy ent A/cx
To Share Capital A/c Alc b
when new shares are issued
) d at prem;
® pank A/C Premium ;
To Share Application and Aljoy, Dr
— R ent '
Share App]lCdtlon and A“mmcnm}“\“@
To Share Capital A/c ¢ Dr
To Securities Premi ‘
. When new shares are issued '
(c) W at discouynt -
Bank A/c unt
To Share Application and Allounent pr;
e — ) ) ey C
Ghare Application and Allotment Ae
ghare Discount A/c Dr.
To Share Capital A/c o
e the preference sh
step 2- [n case 1 shares are red : -
P redemption should be set off first agafi?ll’sriat?ll: ‘aSt premium, the premium on 'a
. ecurities Premium Ac 4 dd
and t}1en the balance, if any, should be provided for either out of tl count’ A4
the Company Or any reserve :— : e profits of o
%
Securities Premium A/c Dr "
Or . {
profit & Loss A/c and all Revenue Reserves  Dr. '::f(
To Premium on Redemption A/c bt
(Provision of premium payable on redemption) i:‘,‘; -
u\
Step 3. Compare the amount of preference shares redeemed (without premium) with l
hout premium but after discount).

ds of fresh issue of shares (wit

Thus the word ‘proceeds of fresh issue’
premium if shares arc issued at premium but stands for the net amount

received if shares are issued at discount. If the proceeds of fresh issue is less

than the amount of shares redeemed, the amount equal to the difference must
tion Reserve Account’. Journal entry 15 :—

be transferred to ‘Capital Redemp

Profit & Loss Appropriation A/C Dr.
General Reserve or any other Reserve Dr.
(Profits available for dividend)

To Capital Redemption Reserve A/C
reference shareholders on redemption ‘— -

Stepd. For the total amount due to P »
Redeemable Preference Share Capital Alc Dr.

Premium on Redemption A/C e AC i
g e T R i o ed in one lump sum it will be credited 10

*Itshould be noted that in case the full amount is recelv
73

4¢ Application & Allotment A/c.

the procee .
does not include the amount of

e ‘.‘.-'
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CHAPTER 3

Acquisition of Business

gy

e

‘ ll{,s -‘) g 31 O
) () ’

artnership firm. A- Company May also purchag i
&h](,h is called ‘Ama]gaHTEt]‘On‘ aiid Whic}]:: i djscist?:dbumness of another Company

not taken over by the purchasing Company.

Liabilities taken over by the Purchasing Company : In the absence of a contract
to the contrary, it is assumed that purchasing company has taken over all the external
abilities of the Vendor. Internal liabilities such as Capital, Capital Reserve, General
Reserve, Undistributed Profits etc., are not taken over by the Purchasing Company.

Calculation of Purchase Consideration :

Mostly purchase consideration is already stated in the question in the form of a
lump sum amount. Sometimes, it is calculated by adding various forms of payment i.e.,
payment in cash, shares and debentures.

If purchase consideration is not given in the question, it will be equal to the net
assets, including goodwill, acquired :

Net Assets = Agreed Value of Assets taken Over (-) Agreed Value of External

Liabilities taken over.

If'the purchase consideration agreed between the Purchasing Company and Vendor
is more than the net assets, the difference will be amount paid for ‘Goodwill’. Thus

Purchase Price — Net Assets = Goodwill

On the contrary, if the purchase consideration agreed between the Purchasing
COmpany and Vendor is less than the net assets, the purchasing company makes a
“apital profit and the same should be credited to ‘Capital Reserve Account’. Thus

Net Assets — Purchase Price = Capital Reserve

For example, a Company pays Rs. 5,00,000 for a business which has assets
dmounting to Rs. 4,80,000 and which owes Rs. 30,000 to sundry creditorg. Th_e net
oSsets will be Rs. 4,50,000 (i.e., Rs. 4,80,000 — Rs. 30,000) and goodwill will be

Rs. 50,000 (i.e., Rs. 5,00,000 - Rs. 4,50,000).

20



32 ACQUISITIG, o
If purchase price is Rs. 4,40,000, Rs. 10,000 (i.e., Rs. 4,50 000 _ R BUS".th

be the amount of capital reserve. ,4,40’000)
W

Accounting Records in the Books of Purchasing Company
I'ollowing entries are made in the books of Purchasing Company

. For recording purchase of business :
Business Purchase A/c ' Dr.
To Vendor’s A/lc -
(Purchase price payable to Vendor)

2. For recording Assets and Liabilities taken over by the Purchagsip,

gC
(A) If purchase price is equal to net assets Py,
Sundry Assets A/c : Dr. (At agreed vy,

Sets urcha,,ed)
To Sundry Liabilities A/c (At agreed value of llabllmes taken gyer B
To Business Purchase A/c

(Assets and Liabilities taken over)

(B) If purchase price is more than net assets
Sundry Assets A/c Br.
Goodwill A/c (being, the balancing ﬁgure)

‘To Sundry Liabilities A/c
To Business Purchase A/c
(Assets and Liabilities taken over)

(C) If purchase price is less than net assets
Sundry Assets A/c ; s ER.
To Sundry Liabilities A/c
To Business Purchase A/c

To Capital Reserve A/c (being, the balancmg ﬁgurc‘)
(Assets and Liabilities taken over) |

3. If interest is due at the purchase price :
Interest A/c ik Dr.
To Vendors A/c 3

(Interest due to Vendors)

4.  For payment of purchasé price to the Vendor
Vendor’s A/c , ‘Dr.

~ To Bank A/c ] ]
_ To Share Capital A/c (If shnms are 1ssuedo cisaes yase a0l mud] GOUE

To Debentures A/c (If debentures are issug ) i |
ment made to Vendors) HEAAR At ”-wiﬂ

iLabit ,u}f LS i lw A TR ASY 6 UL ff‘“ 9& iall,;u“} ,d’ “h :
1!:—'-; N ol EiSEes 'Qﬁ 3! srmeds st dE ..‘l.:.l"l -'
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Sometimes a new (’ompany may
whereas it may receive jtg Certificate

take oy
- of inc
Company mcorporated on gt A

€I a runnip
Orpora

ng business fr

: lion at a Jater date
pril, 1997 1,

January, 1997. Usually the us ay purchase

M a certain date,

: . For €xample, a

4 Tunning business 55 from 1st
from vendor from the date of last
N over at the figures given in the

iness is pyr

balance sheet so that assetg and liabilitjes

Balance Sheet.
The new company would pe entitled to all profits

' arned f;
(o the date of incorporation, T p ed from the dat

on. Thus if a npew Company n

business of ¥ .td. on 1st Jan., 1997 byt gets its certigcaile o?ﬁ?:ir)pfo%;?i;)
1997, the X L.td. would be entitled to the profits made between 1st ]
March. Such profit is called profit Prior to incorporation, Although X' Ltd. is entitled to
such profit, it cannot be taken as revenue profits eared by X Ltd. because these are the
profits earned even before the Company came into existence, Such profit is not

0 its shareholders. It is deemed to be capital profit

e. It is, therefore, essential for
Company to ascertain the amount of such

incorporation may be used for the following :
I. In writing off goodwill,

are tak

e of purchase
purchases the
non st April,
anuary to 31st

the Purchasing
profit separately. The profit prior to

2. In writing off a capital loss, if any

3. The balance of pre-incorporation profit is transferred to Capital Reserve
Account.

If there is a loss during pre incorporation period, such loss is in the nature of a
capital loss and must be debited to Goodwill Account.

. i certificate of
In the case of a public limited company, it must e;l?gc gzglrr;tii cetite s
“onimencement of business in addition to the certificate toof business is also given, in
Some questions, the date of certificate of com.rnence:nl:enId be noted carefully that it is
dition to the (iate ofauiifonis o) inCOFPf}fatlon- Irlze?r;nt of business which is taken
omme :
the date of incorporation and not the date of ¢ : incorporation.
: rior to Incorp
into consideratig:l for the calculation of profit or loss p

i rporation
Carculation of Profit or Loss Prior to Incorp

' ing steps
. , ration, the following s |
In order to calculate the profit or loss prior 10 mcorpo
May be taken :—
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' PROFIT OR 1LOSS PRI ENET

it ""'M'
ey,
4.2 At

fit. Time Ratio and Sales Ratio

Ay

. 58 l’rﬂ :

n of (,rﬂ‘vr Gross Profit :— Prepare one “I'rading Aty ‘

N ation of Gros: : i sl e Cltpygr

(i) € dlcum{:-‘ind i ¢.. from the date of purchase of business 4, thie daa fiy fhe
whole F: The date of incorporation does not affect the (_;;,h{,”m""]‘f;r
accounts. ] ” :
[‘)l'()ﬁt- f Time RatiO e It 18 Cﬂlﬁll]iltC(’ I'Ty (_;””:;"h.r"l : ‘h 4

Y Ci ion o : 1 L 2

(17) f__;!c;l?:om the date of purchase to the date of INCOrPOTatio, and " N"" :

alling

falling from the date of incorporation to the date of preparing fing]

For example, if X Co. 1s formed to [?urchasej' a running h“Slnc“ m 3
J O:uary 199’7 and receives its certificate of incorporation on H1g ‘
al §

i
1997 and if it prepares its final accounts on 31st December, ]')‘-17, ":::fq, 1

(1) Calculatio

emaet TN

w1 e

re-incorporation period is 3 months (i.e., from ']Hl Jgnuary o 314 Mgh
apnd the post-incorporation period is 9 months (i.e., from |y Aprt u,;‘h’ _
Dec.). As such, the time ratiois 3 :9or 1 : 3. "

(iii) Calculation of Sales Ratio :— It is calculated by comparing the g |
pre-incorporation period to that of sales of post-incorporation perjey "’,mh |
above example, the sales from Ist Jan., 1997 to 31st March, | ,

’ are h}
1,00,000 and the sales .from Ist April, 1997 to 31st Dec., 19¢7 ate §y
7,00,000, the sales ratiois 1 : 7.

P (2) Now a Profit & Loss Account is prepared for calculating the net profits for o,
' and post-incorporation periods separately. This is done by al]ocgtmg the Vafioushq.
" into the pre- and post incorporation period on the following basis :—

(i) Gross profit should be allocated between tht? two periods on the basis of sale
: ratio. This is done because the gross profit is connected with sales,

Q'{ (1i) Such expenses which are directly related to sales (or which fluctuate with "
i sales) should be allocated on the basis of sales ratio. Such expenses include
X selling expenses, advertisement, commission, discount, bad-debts, Cafriage

outward, packing and distribution expenses etc.

(if) Such expenses which are of fixed nature or which are incurred on the basisof
time should be allocated on the basis of time ratio. These include ren,

salaries, insurance, interest, electricity charges, postage, office expenses,
audit fees etc. '

(iv) There are certain expenses which are incurred exclusively affer e
incorpqration of the Company such as director fees, remuneration of fhe
managing director, preliminary expenses or formation expenses, W“‘f
debentures etc. These €xpenses are not divided but charged Whouymﬂf
post-incorporation period. ' o

e (3) Lastly, from the gross profit of prior period, expenses of prior period 8

educted to find out the net profit prior to j : : ofit of 1%
subsequent Period, expenses of thp b 4 mcomlon and from e SEN8 prwt the 1
profit of the Subsequem period. o Séquent Pel'lod are deductcd to ﬁfﬂ =

Profit prior tg i

nc 7138 : | PR Pl v
Whereas the profit af(i)erf Oi;ttlon 'S Capital profit and hence transferred to ;
available for dividends egc Orporation wil] pe treated as revenue profit ant
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Meaning of Debenture :
In addition to raising of Capital by js

Ompany,

A Debenture Certificate contains the termg of the re

at a specified date and the terms of pay
According to section 2(12) of the Companies Act,

stock, bonds and any other securities of 3 C
the assets of the Company or not.*’

: Payment of the principal sum
ment of interest at 3 fixed per cent.

‘Debenture includes debenture
Ompany, whether constituting a charge on

Characteristics or features of debentures :

1A ldebenture is issued by a Company in the form of a Certificate, which is a
written acknowledgement of debt takep by the Company.

2. A debenture is issued under the seal of the company.
3. It contains a contract for the repayment of principal sum at a specified date.

4. Usually the debentures are issued with a specified rate of interest, which is
called ‘Coupon Rate’. A debentureholder receives interest on his debentures at
this specified rate, as mentioned in the certificate. Payment of interest is made,
normally after every six months, whether the C ompany makes a profit or not.

5. A debenture is generally secured by a charge on the assets of the Company.
This means that if the Company is unable to repay the debentures as per the
terms of 1ssue, the debentureholders can move the Court and realise their
money by getting the assets of Company sold.

6. Funds raised by the issue of debentures are of long term nature and usually the
debentures are repaid after a long period, such as seven years, ten years or
twelve years. As such, the loan raised by the issue of debentures is also called

as ‘Loan Capital’.

Bond : It is very much similar to that of debenture. Traditiqnally, bogd; heirbigz:;
iSsued by the government, but now a days thgse are also l?emg_ 1551(1;01] ybetween
Semi-government and non-government organ{satlons. M;un 135 lar;e iloisy

benture and bond is with respect to the rate of 1n?erest. Dedenmrt?ncd Sepmmsborid-
ﬁx'ed ko bk g e 7 issuefuwgzol;l(t)g:les. ie::ep discount bond or
8 mg‘:’me;(fn(:lef; of:c\::i;]bi:?;lsig:iﬁ;.;gm greﬁxed rate of interest and its issue



ISSUE OF DEBEN-
TENTURE
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hetween 18sU€ price and the redem
| over the duration of the h()npllmn
: ¢
rofit and Loss Account every i
Year

1 he difterence
rest to be spreat
s \'hdlj',l‘ll to P

avily dlwnnnlv-l
total mnte

price s he
| mterestl

e esents the

prce
ount ol tota

propuot pronate an

the hifetnne ol bond

AN
entures :

(he following types of debentures -

These debentures are those whic,

alled fixed charge or on al| as:re
a floating charge. Fixed charge denies the ()-Omp:ls
hereas the floating charge does not prevent t':\if
\s, If the Company is unable to repay the debentureg 0:1

Company {rom using the asse :
the due date, the debenturcholders can realise their moncy from the assets MOMgageq
with them. First mortgage debentures are those that have a first claim on the agge

s are those having a second claim on the aSSetZ

charged and second mortgage debenture
arged. In Indha, debentures have necessarily to be secured.
These debentures are those which are nq

2 Unsecured or Naked Debentures :
The holders of such debentures are treated as unsecured creditors g
h debentures are not very common these'"

Company. Suc
herwise stated, a debenture is presumed to be secured,
. Names and addresses of the holders c;f such

ter of the Company called, “‘Register of
Debenturcholders””. Such debentures are not freely transferable. The Transfer of such

debentures requires the execution of a proper transfer deed. Principal amount and
interest on such a debenture is paid to the person whose name appears in the

Company s register.
4. Bearer Debentures : Names and addresses of the holders of such debentures are
not recorded in the Company and these debentures are transferable by mere delivery.
he bearer of such debentures. Coupons are

Payment of principal and interest ismadetot
attached with these debentures and the interest is paid to such persons who produce the

coupons in the specified bank.
- [S)e l:::;;n;;t:}l; 2il::;;gre§ th Re_deemable debentures are those'(.lebenmr'es which
_ y the Company either in lump sum at the end of a specified period or by
instalments during the lifetime of the Company. Most of the debenture rally
i s are generally
debe?{ t::;ede;m;ble or Perpetual Debentures : Irredeemable debentures are those
e s which are not repayable by the Company during its life time. Thest
ebentures are repayable only at the time of liquidation of the Company.
» Cz).n(‘f:rl:i\lf:;rt!ble Debentures : Convertible debentures are those debentures which
g e l;n(tio ;qmty shares or other securities at a stated rate of exchange eithef
e {)‘V o c; b ebentureholders or at the option of the company after 2 specified
pim i :l ’a ga‘rt of the amount of debenture is convertible into shares, such
debenture is conver: ibl Partly Convertible Debentures’. When the full amount
Debentures’. SEBI (3l 'Ze“.“" shares, such debentures are called ‘Fully Converti
after 18 months from :ll':c di:ﬂes require that where the conversion is to be mad¢ at of
or whole shall be opti te of allotment but before 36 months, any conversion in i
optional on the part of the debentureholders. Convertible debent®

Iypes or Kinds of Deb
\ Company niay Issue

Secured or Mortgage
articular assets

1 Debentures :
<ecured citheron p of the Company ¢
of the Company 11
from dealing with mortgages

general, called
| asscts. W

ch

given any security.
the time of liquidation of the
days. so much so that, unless ot

3. Registered Debentures

debentures are recorded in a regis




H.[ulu-v.- v mavs
f.(
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pr - "1de

af ared return to the investors, ]'(Ilmllly. Safety 51
as® ' Capita’ apnre..
Distinction Betweey - PPreciation gng
a |' “ll‘
_ - ¢ ang
I Rasis of ' da I)Eh
Share enty -o
' || Distinction har tu e
| capital vs Loan | A share g PATt of the (o M
|| the (‘umpan_ys ﬂer r(“Pllul of Ardtbcm .
I Shﬂ:-cholders are the O\L-n(lrcs the and g Su‘::‘ Ii: 4 part of the -lu-aﬁ
COmpany, €15 of the are the ércdi‘lct)r: dICbcnh,m“'h(’Idcr"‘
pividend vs A shareholder BE(S divideng ¢ 8 of the Company
Interest the Company_ nd from | o dcbentureholder t
Fluctuating or Dividend is pajg only when ¢, from the Company. gets interest
r‘ixfd rate of are profits. The rate of divideenr; The rate of Interest is fixed and
dividend or may ﬂl_-lCtuate from year to ye must be paid irrespective of the
interest depending upon profits aaé Company  making 4 profit or
decision of the directors € | Incurring a loss
Voluntary or Itis at the option of the C
Ompan
compulsory to return the amount ¢f sharez b;( x;re}:/e am; o ires st be
redemption buying back its own liites .theu;rlsze according to the terms of
Priority of In the case of winding y :
: P, the | In the case of windi
repay ment of payment of share capital s made payment of de:benturer;,g isu p;natsz
principal in case | after the repayment of debentures. | before the payment of share
of winding up capital,
Unsecured or A share is always unsecured. | Debentures are usually secured on
Secured Hence, they bear more risk. the assets of the Company. Hence,
they bear little risk.
Restriction on Secn_on_ 79 imposes  certain | There are no restrictions on the
issue at discount | restrictions on the issue of shares | issue of debentures at discount.
at discount.
oting rights Share confers on its holder the | A holder of debenture neither
Voting rig , - . s
right to participate in and vote at | possesses any voting right in the
g p pal P y voting
Company’s meetings. Company’s meetings nor can he
participate in the meeting.

i Issue of Debentures

The procedure for the issue of debentures is very much similar to that of the 1ssu?
~ of shares. A prospectus is issued in which terms and conditions of tthg \::istl;e[}?e
. debentures are given. Applications on the prescribed form arefc(lieizs;tsr i
Company’s bankers alongwith application money. Full amounbt ocal 1?3 e
"~ called by the Company on application itself or the amoux}t ma]:;f de' S e
" asin the case of shares. If the amount of debenture 1sl [cztlm e tlgnd e balanée .
& amount may be called on application, some amount on allotmen

be called in one or more calls. | ‘ A

JUSt llke shares debentures may also be lssued elther d' pf d‘ebentures at diSCOlll‘lt.
g ocount Howeve;r there aré no restrictions P s certain legal formalities.
Whereas s!;ares can b;: issued at discount only after observing

: : ided by the directors. .
B of discount s also t0 be i }:ure also the same as in the case of issue of

Journal entri ' f debentures N d in place of ‘Share
'_ shari: i ggln;?ifg‘gr;s::: iz that ‘Debenture A/c’ will be opened in p

3
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10, Debenture Application A/e
o Bank A/¢
med on rejected applications)
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On the transfer of surplus application money on partially accepted apPlication;
Df y

plications
Dr,

L

4,
129% Debenture Application A/e
To 12% Debenture Allotment A/c
(Transfer of excess application money to allotment A/c)
5. On making allotment money due ;
12% Debenture Allotment A/c Dr,
To 12% Debentures A/c | W
(Allotment money due) , : " s ' ;‘,
6. On receipt of allotment money : : | 3
Bank A/c ’ s Dr
To 12% Debenture Allotment Ale
(Allotment money received) o o
7+ On making the call money due ;
12% Debenture First Call A/e {1 s15081
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RS_ ) Redempto

Meaning of Redemption of

Deb
demption of debenmres ;2;‘:1208 e:

debentureholdersy In Otiler Words, redemptlgiyrmfem % the amount of debentyy

of debentures by 'ePaying the dye amount of dees - 10 discharge of liability o acf:;utr::

redemption are stated in the Prospectyg 1:]\’itiﬂg ﬂpell]it(:lre'& The terms anq conditions of
Ung of The ter?lsnolf:;(:;ngzzon 31'6 also clear]y Stated inF:heac:le(E:z;tfﬁ;: e i Oebentures
i redempt10 ol Clcor Ng to the terms ISsue either In one lﬁemﬁcate Faece, fhe
8. fm of the spect 'ec period or by means of annyg) instalments b e L

i or by purchasing them in the OPen market before the exp; o asion inlo shares

Sooyg €Xpiry of the specifieq period
i Stor:‘:‘:do: Ftl:ance for the Redemption of Debentures
s Amount req or the rede

from the following sources mption of debentures "2y bk hanage
(1) Redemption from the proceeds of fresh ig
(2) Redemption of Debentures out of Capital
(3) Redemption of Debentures out of Profits.

sue of shares and debentures.

(1) Redemption from the proceeds of fresh issue of
When a Company is in need of additional funds for the re
may decide to issue new equity shares, preference shares o
of the fresh issue of share capital and debentures are uti]
debentures. In such type of redemption, the financial posi
adversely affected.

shares and debentures :
demption of debentures, it
r debentures. The proceeds
ised for redeeming the old
tion of the Company is not

ch

i ital : When no profits are set aside for
(2) Redemption of Debentures out of Capi :
redemption of debentures it is called redemption out of Capital. In such a case no profits
are transferred to Debenture Redemption Reserve,

In view of Section 117C of the Companies Act and the Securities and Ex‘chaingtetf:c::ricl :sft 123‘:2:
(SEBI) guidelines requiring creation of Debenture Rgdempnon Reser\: ;ql:]lovtapli)l; O e e
of the amount of debentures issued before redemption commences,

[ debentures purely out of capital.

s : Redemption out of profits means
i) Bedemption of DEbzntl:;f:SO:;d‘;fcrl:lzgﬁits transferrec} from Profgezgg];;ﬁ:
o e el fo i ly opened account nameq .De'be(r;téii fane Board
AI’Pfoprlatlon Ac,:count to.a nt?igzidelines issued by -SeCl-mt]e;e;r;mures s .
pof E;;: ?ggl);lr)lt i't ?: Cgl;ﬂlglftory for all Compime? t;f:gi:;%unt +f deberitures issued
 Debenture Redemption Reserve’ upto atleast iy




REDEMPTION Of ”“iF'N
“NTy

) "
’ P ‘he g v Bap 1 _ X
encement of redemption of debe nlflrt 5. Ilt 15 called Tchmmm
before the comn He & il ol }‘T“f“ to Debenture Rede mption chc'_‘m l;;,ul
. y N |'\'(‘ ! ‘ ‘ B ' :
of lwnf:l;- '“\1l\|llm of profit a atlable for dividend. Tt me .1;1; :h.n the profi S€t ag; R)
™ b *ann ‘ ) ) ‘
“‘\i”:“‘ ' “[ warlable for payment as dividend but W(““" e utilised g redee for
) s not avalk : . L . . i e re
Ii :\kult:n < Thus existing hquid resources of the Company are rlffccteri ‘tt
debentures., - sting y
redemption n this manner.
’ i p i "debentures :
SEBI Guidelines for redemption olh([i) et Redemption Reserve! ¢
() Every company shall create "Deben - debemul_c‘

redeemable after a period of more than 18 months from the date Ofissue

(1) The creation of Debenture Redemption Reserve (i.e., .DRR) is leigatoryo
for non-convertible debentures and non-convertible portion & o

y

convertible debentures.
(#11) A company shall create DRR equivalent to at least 50% of the amoyyg .

debentures issued before starting the redemption of debentures.
(/v) Withdrawal from the DRR is permissible only after 10% of the dEbentum

have been redeemed.
Hence, a Company cannot redeem its debentures purely out of capita]. Atleast 5,
L}

of debentures issued must be redeemed out of profits by creating a ‘Debentyy,
Redemption Reserve’ and the balance of debentures issued may be redeemed oy o¢

profits or out of capital.

Exceptions to the creation of Debenture Redemption Reserve ;

Following are the exceptions to the above rule :

(/) Creation of Debenture Redemption Reserve is not
debentures with a maturity period of 18 months or less.

. (#) Inﬁ-asn_'uf:rure Companies (i.e., Companies wholly engaged in developing,
maintaming and operating infrastructure facilities) are exempted from creating

Debenture Redemption Reserve.

required for issye of

Clarifications regarding DRR :
~ The Department of Company  Affairs, Government of India, vide ther
C:rculgr No. 9/2002, dated 18-04-2002 has issued the following clarifications
regarding creation of Debenture Redemption Reserve (DRR) :
(a) l1:10 DRR is requirc?d for debentures issued by All India Financial Institutions
y RBI and Banking Companies for both public as well as privately pla‘*"
debentures,

(6) No DRR is required for privately placed debentures.

(c ' . _
¥ 3;?2?;: II;;R(IS ) Will apply to al] debentures pending to be redee
i will also be created for debentures issued prior to 31-
@ pending redemption,
Section 117 (C) i el
apply to non- : ‘ fures 1$9
Whether they are fully or partly Pa;:j'coﬂvemble portion of deben

ed and
mlz-zow
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draw of lots)

. "'f'“ilr‘.”'““' -|paynw,"‘ At the end of fixed perigq .
Company redeeims W 10le of s debentures 1y one lump-sum,
ke " m""""”'.\;;‘lznc of the dcbentures Or earhier at the option of the ¢
Such redemipilon may be made at par or at Premium, according to the term

As mentioned carher it 1 necessary to transfer an amount equal ta So°
value of debentures issued fromP & | Appropriation Alcto a newly opened account
called **Debenture Rcdc_mptmh‘ Reserve A/ before the commencement  of
redemption of debentures. The effect of such a transfer is that it reduces the balance of
proﬁlS. Wwhicih ul1‘1 mately reduces Eh‘j’ amount available for dividends, The amount thus
saved hccnusc. of non-payment of dividends is uti}i'zed for the payment of dcbcmurca-.
Buch rederrpron fs qulgd redemption out of profits becauSL: it rcduC‘fS thc‘ammmt of
rofits available for dividends. Such redemption does not affect the financial position
gf the Company adversely.

When all the debentures are redeemed, the Debenture Redemption Reserve A/c is
closed by transferring it to General Reserve A/c.

Under this method. the
at the EXpiry of a specified

s of issue

o of the face

The journal entries in this method are as follgws ¢ |
(i) On transfer of profits fron'l P & L Appropriation A/c : 5
Profit & Loss Appropriation A/c r.
To Debenture Redemption Reserve A/c

(i) On redemption of debentures :

Dr.
(a) Debentures A/c
To Debentureholders A/c

Dr.
(b) Debentureholders A/c

To Bank A/c

edeemed :

ii) When all the debenturgs are I

& Debenture Redemption Reserve A/c
To General Reserve A/c

Dr.



CHAPTER 7

Underwriting

Meaning of Underwriting

case of 1ssue of shares, if wj ~
In ; !f}\ llh_m 120 days from the date of opening of the issue

ompany does not receive ] , ;
p (( ‘ompany cannot proceed t_El l}lll_l_lllmum subscription of 90% of the issued amount
the - 0 allot shares and the entire application nﬁmcy must be

d to the applicants. THView o ke
returned pp I VIeW of this. most of the public companies ente
erwriting arrangements. panies enter into

und

mbwfrtll?;lfh{: an agreement entered into before the issue is brought before the
gblic that1 res or debentures are not taken up by the public in full, underwriters
will have to take up and pay for such part of the shares or dc!bcnturc‘; J:i thilnn C;Tj “:tr_"_
not applied for. E@ﬁ?‘)ﬂ%?{ institutions who or which guarantcé 0} Lmdﬁ;ltakl; Il}?:'
issue are known as underwnters_ _For the guarantee or the service rendered by them,
they charge an agreed commission known as ‘Underwriting Commission’ The
commission 18 calcq]ated at a specified rate usually on the issue price of the Sha;'es or
debentures underwritten. It should be noted that even if the public subscribes for all the
shares or debentures offered and the underwriters are not required to take up any share
commission will be payable on the whole of the shares or debentures underwritten. F 0£

example, A agrees to underwrite 20,000 shares of a Company at 5% commission. If the

* public applies for 15,000 shares X will be required to take up the remaining 5,000

shares and he will be entitled to commission on 20,000 shares. Again, if the public
applies in full, he will still be entitled to commission on 20,000 shares.

It is not necessary that the whole issue is underwritten by one underwriter alone
because the financial position of the underwriter may not be as sound as to take the risk
of subscribing the whole issue in the worst circumstances of no subscription by the
public. As such, in case of large issues, underwriting agreements are entered into with

two or more underwriters, each agreeing to a specified amount.

datory previously but according to the revised
ange Board of India (SEBI) on 10.10.1994,
ecide whether the issue is to be underwritten

Underwriting of each issue was man
guidelines issued by Securities and Exch
Companies have been given the optiontod

ornot. This is done to reduce the cost of issue.

Advantages and Objects of Underwriting

(1) Certainty of collecting the Capital : As a result of tu;derwriting the f:z.Il
' subscription of the entire issue is ensured because 1n the event of the public

not taking up the whole of them, the balance will be issued to underwriters.



¢ of Minimum Subscription Requiremeny -

(2) Fulfilmen .
subscription of 90% of the 1ssue amount |« he re

i u”h”“m“‘_q‘“rm

ater Confidence of the Public @ A Company | 'a“‘jf.ﬂ?"w
1080

inds greater confidence inthe publye th Wue lag
g

S
T, =

(3) Gre
underwritten, comin ”
that had the Company been unsound, underwriters woy|q S€ puy, f”l}j
1dve i
Neve,
rdb
g

N -

to underwrite the issuc.

(4) Increase in the Goodwill of the Company : Undery,,
goodwill of the Company. Usually, underwriters underwrte t;{
those Companies which are having cfficient managemen, : e
health and whose future is bright. 'l his is 50 because they | 4 f My

- or by the publi ; €Y knoy, m"‘tw
gshares are not subscribed for by the publhic, they will have tq tak t f
hence the ultimate burden will fall upon them, “htmu,p::

Iﬁgu g o h

5N N

-
S

Underwriting Commission

Section 76 of the Companies Act, 1‘)-5() lays down certain provisions re
underwriting commission. These are as follows : Bmdm“
(1) The payment of commission is possible only when it is Pemifted

Articles. by
(2) The rate of commission must not exceed :

(i) In the case of §hares, 5"/9 of the p;‘ice at vu_rhich the shares are isSuedorgy.

rate provided in the Articles, whichever is less, and &

(if) ' 1 . ,

In the case of debentures, 25% of the price at which the debentureg
issued or the rate provided in the Articles, whichever is less.

However, pursuant to the Guidelines issued by Department of Economic Affis

Ministry of Finance, the following rates of underwriting Commission are in force:

(A) On Equity Shares 2.5%

(B) On Preference Shares and Debentures

(i) For Issue amounts of upto Rs. 5 Lakh 1.5%

(ii) For Issue amounts in €xcess of Rs. 5Lakh 1 %

(3) The amount or rate per cent of the commission paid or agreed to be paidms
be disclosed in the prospectus and in case no prospectus is issued, B
statement in lieu of prospectus.

(4) The number of shares or debentures whi
underwrite for commission must also be
statement in lieu of prospectus, as the case may be.

(5) Commission cannot be paid on shares and debentures which are net

to the public for subscription. ;

If default is made in complying with the provisions of sec_tion 76, mt; e
and every officer of the Company who is in default, shall be punishable W
may extend to Rs. 500.

Underwriting Commission is a loss of capital nature
Assets side of the balance sheet under the heading “*Miscellangous =™

account represents a fictitious asset and may be written off from
9

ch each underwriter has agreﬂ:
disclosed in the prospectus &

: on¥
and hence IS Sh?'m "
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roker ¥
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w the broker himself.

[t may also be gradually wrtte

13

n
off by transfer to Profit & Loss

¢ : Brokerage Is paid to a broker on the shares subscrib
v - -~ . - . « l g(’
18 dlSilIlHlL\h{d from underwriting commission and rtl g by S
i - - - d it r -
1¢ undu\\ulmg commission. A broker 15 under o oblia may be paid n
v remain unsold. Bmkcrage is fixed &% 1.4 1gation to take up any

All cxpenses | ,
. All expenses incurred by the broker for convassing of public 1ssues

1]
7o whether the i1ssue 15

Entries Relating to Underwriting

| e
: In the Books of Company

In the Books of Underwriters

ase the whole of shares or debentures are
. 10 t;aken up by the public, the remaining are
. nﬁl»n od 10 underwriters as follows :
i
Underwnters e

To Share € apital A/c

To Debentures Alc
(The balance of Shares and Debentures

gllotted t0 Underwriters)

Dr.

I. In case the whole of shares or debentures are
not taken up by the public, the remaining are
purchased from the Co. as follows

Shares A/c
Debenturés A/c
To Company A/c
(The balance of Shares and Debentures
taken)

Dr
Dr

On making the commission payable to
underwriters :
Underwriting Com
To Underwriters Alc
(Underwriting Commission due)

mission A/c Dr.

On making the commission receivable from
the Company :
Company A/c

To Underwriting Commission A/c
(Underwriting Commission due from Co.)

Dr.

3 On payment of commission in the form of
~ ghares and debentures -

Underwriters A/C
To Share Capital A/c

To Debentures A/C
(Payment of commission to Underwriters)

Dr.

3. On receipt of commission in the form of

shares and debentures : _
Dr.

Shares A/c
Debentures A/c Dr.
To Company A/c

" (Amount of Commission received)

4 On receipt of balance amount due from
underwriters : ¢1 9 ‘
Bank A/c

- ToUnderwriters A/c

~ (Amount received from Underwriters)

Dr.

4. On payment of balance amount due to the
Company :
Company A/c
To Bank A/c
(Payment made to Company)

Dr.

10
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CHAPTER 8

rinal Accounts of Companies

financial statements are included in the ‘Final Accounts’ of a

; ol and Loss Account, and
1

U.rl der Section 210 of the Companies Act it has been made compulsory for

“nies 10 repare their final accounts and present the same before the shareholders
ompeir appfoval’ at every Annual General Meeting of the Company. The auditor’s
for th il director’s report must be attached to the final statements of the Company.

Section 211 of the Compan_ies Act states that the balance sheet and profit and loss

ot of a Company shall give a true and fair view of the state of affairs of the

acc::ulﬁny and shall be in the prescribed form given in Schedule VI. The prescribed

foﬁl}or the preparation of balance sheet has been given in Part I of Schedule VI.

’ No standard form has been prescribed by Companies Act for the preparation of
t of a Company. However, in Part II of Schedule VI it has been

ofit and Joss accoun - |
Jaid down as to what it shall contain and disclose.
ing to Schedule V1 a Balance Sheet should be shown first and a profit and

Joss account shall be annexed to it. But for the sake of convenience, a profit & loss
account will be discussed first and the balance sheet afterwards.

In view of the amendment in the Income-tax Act, 1961, the Profit and Loss
Account must be prepared for the year ended 31st March and a Balance Sheet as on 31st

rep®

Accord

March each year.
Profit & Loss Account of a Company :— In case of a Company, it is not essential

to split the Profit & Loss Account into three sections (i.e., Trading Account, Profit &
loss Account and Profit & Loss Appropriation Account). Only one account (called
Profit & Loss Account) may be prepared which may cover the items of Trading
Account and P & L Appropriation A/c. However, the splitting of the Profit & Loss A/c
into three sections is not forbidden by the Companies Act. In fact, it is desirable to split
the Profit & Loss. A/c into three sections so that gross profit, net profit and surplus
“amed to the Balance Sheet may be readily known.

However, in case of a Company, instead of the heading of Trading and Profit &

zss Account, the heading is only Profit & Loss Account. Items relating to Trading
“ount are shown in its first part and the items relating to Profit & Loss Account

4r'in its second part.
P ]
it 10fit and Loss Account of a Company should be made out in such a manner that

de
ﬁnanTgf 4 true and fair picture of the result of the working of the Company for the
Year. As such, all items relating to the income and expenditure of the



FINAL ACCOUNTS - )
0

vn in full detail under the most convenient heag, ]
hov | to show the figures of the previous year i bmh_ Sn N

s essentia e :
“m facilitate a comparative study :

is the ideal form of Profit & Loss Account of 4 Company‘ pr
ule V1 Part I1 :—
PROFIT & LOSS ACCOUNT

for the year SRAIRE O icvvivis:

8.2

Company should be §

of a Company!
account in order

Given below
according to schedul

ep"feq

—__—‘_—_‘-k\_\k‘“—x_,
— 2 P
: g ] 2 g 2 § Income
g g Expenditure g g gg
£ 23| 28
i & i
S Rs \
o T ning Stock : 3 By Sales
g (I).p;angaterials Less : Sales Returng
2. Work-in-progress By Closing Stock -
3. Finished goods 1. Raw Materia]s
To Purchases 2. Work-in-progress
Less : Purchase Returns 3. Finished goods
To Manufacturing Expenses : By Gross loss (if any) ¢/q
1. Wages
2. Fuel and Power
3. Royalty
4. Excise duty
5. Other direct expenses, such
as : Carriage/Carriage
Inwards, Freight, -

Custom duty etc.

To Gross Profit (if any) ¢/d
To Gross Loss (if any) b/d By Gross Profit (if any) b/d
To Employee’s Remuneration & By Income from Investments
Benefits : By Profit on Sale of Investments
1. Salaries, Bonus etc. By Interest received
2. Contribution to Provident By Miscellaneous receipts,
Fund, Pension fund etc. such as :
3. Staff welfare expenses 1. Transfer Fee
To Selling & Distribution 2. Rent Received
Expenses : -3, Dividend Received
I Advertising, Godown By Net Loss (if any) _
rent etc. ~c/dtoP & L Appropriation
2. Commission, brokerage & Alc
- Discount alloweqd o
To Office Expenses :
I. Rent ) 8
2. Rates and Tayeg 0 Mgsn o
3 lnsurancc

[



JINTS OF COMPAN| kg
¥

Al
o ppnting. Postage &

gqationer
q Repaits ")
NSt ellancous expengey
0
st

o 1r“‘“":r".,,| on Debentures

wn Sale of Investmengs

,prectot 8 I‘-'ccs

: auditor’s FFees _

. wmil?!"”al remuneration

0 Jitical Donations

avision for specific

LA
I‘]“\

To it
1o Pr
 pabilities ‘
| For Depreciation
) For Bad & Doubtful Debtg
1 For Taxation
fo Net Profit (if any) ¢/d to
p & L. Appropriation A/c

|
|
|
|
|
| -_
|
|

= e ] ===
—

' ']1 wilrl be necessary to prepare a Profit
ot & Loss Account. But as Profit & Loss Ap
oo this chapter only a format of the same js

PROFIT & LOSS APPROPRIATION ACCOUNT
Jor the year Biding.....e 1"

o — Xﬁ_
|
To Last year’s loss b/d (if any)

By Last year’s Profit b/d (if any)
By Current year's Profit b/d (if any)
By Transfer from Reserves (if any)
By Adjustments relating to past
years, such as saving in provi-

'To Current year’s Loss b/d (if any)
!To Transfer to Reserves :

I. Transfer to General Reserve
| 2. Transfer to Development

Rebate Reserve sion for Taxation in previous
3. Transfer to Dividend years

Equalisation reserve By Balance of Loss (if any)
4. Transfer to Debenture Carried to Balance Sheet

" Redemption Fund etc,

To Adjustments relating to past
years, such as, arrears of
Depreciation

To Preference Dividend

" Interim Dividend on equity
shares

" Proposed Diyidend o equity
8 dres ( .

.
0 Bala.nce of Profit (if any)
“aried to Balance Sheet
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/ [ he Form of Bi

BALANCI SHEET Ol

« Sheet as
Ce - ) . .
i SCHEDULE VI PART 1 ,

FORM OF BALANCE SHEET

gy on

&5/
:{ §\ ; Liabilities
8§/ ]
@ & —
Ji ]
Rs. | ) .
/(1) Share Capital :
. Authonised
- __ shares of Rs........each
[ Issued .
"‘ ......... shares of Rs....... eac
[ Subscribed
| shares of Rs........ each
| RS per share called up

Less: Calls in arrears
Add: Forfeited shares A/c
Calls in Advance A/c

(2) Reserves & Surplus :

1. Capital Reserve

3. Securities Premium

4. Other Reserves

Less: Debit balance of P& L
Appropriation A/c
(if any)

or Reserves)

7. Sinking Fund
(3) Secured Loans :
1. Debentures
2. Loans and advances from
Banks
3. Loans and advances from
subsidiaries
4. Other Loans and Advances
5. Interest accrued and due on
secured |oans
(4) Unsecured Loans :
I Fixed Deposits
2. Loans and advances from
subsidiaries
3. Short-Term Loans and
Advances

4. Other Loans and Advances

5. Interest accrued and dye on
unsecured loans

2. Caprital Redemption Reserve

5. Surplus i.e., Credit Balance
of P & L A/c (after providing
for Proposed Dividend, Bonus

6. Proposed additions to reserves

given in Part I of Schedule V] 15 Rive,

Figures for the
Current yegr

=|
ul
|

Y

1k, ‘\\"h
e, z

CO LTD

1)
> ‘
é, :.g Assets : 3
w 8 )
Rs. [(1) Fixed Assets - i.
. Goodwill t
2. Land Ry
3. Buildings
4. Leaseholds
5. Railway Sidings
6. Plant & MaChlnery
7. Furniture & Fittingg
8. Development of Prope
9. Patents, Trade Marks a’;ﬁ

Designs
10. LiV&Stocks
I1. Vehicles etc.
(2) Investments :

(Showing nature of ; |
and mode of Valuati::,e ttj(l;nem i
example, Cost or Market vyj,,..|
1. Govt. or Trust Securities
2. Shares, debentures or bonds |
3. Investment in Immovaple |
Properties |
4. Investment in the Capital of |
partnership firms. |
(3) Current Assets, Loans & |
Advances :
(A) Current Assets : |
1. Interest accrued on ‘
~ Investments |
Stores and Spare parts |
Loose Tools _
Stock-in-trade '
Work in progress
Sundry Debtors :
(a) Debts outstanding for
a period exceeding 6
months |
(b) Other debts |
Less: Provision |
7. (a) Cash balance on hand |
(b) Bank balances : N
(i) With Scheduled Banks
(1) With Others

(B) Loans and Advances

alue )

AL bW

8.(a) Advances and loans 10
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u
i eptant en (B/P)
¢ (Creditors
{ due to Subsidiary

'N,,!

! |
ry
, sunt

©oamoun
'u|11palllll"\

‘ jyance payments and
AV ’

™ .\'mud [iscounts

ol which the value has stil)
(fo
en)
y be gIv
:tmvlmrncd Dividends
Other [ iabilities, if any
accrued but not due

g

T /
e |/

*/

5 nteres!
on loans

provisions :
g Pprovision for Taxation

0 proposed [)iv:’dcndg

 provision for Contingencies

1 provision for Provident Fund

:': provision for insurance,

B ension and similar staff

henefit schemes.

13, Other Provisions

(6) Contingent Liabilities (by

way of foot-notes only) e.g. :

. Claims against the company
not acknowledged as debts.

5 Uncalled liability on partly
paid shares. '

3. Arrears of fixed cumulative
dividends.

4 Estimated amount of contracts
remaining to be executed on
Capital account and not
provided for,

5. Other moneys for which the .
Company is contingently
liable.

m’hhlrh-
”” A Wriey

B0 which

“"'[liln P
Siby 7O any of 11

dis
) i - Niray 58 pariner
| Athanges (B/m
Yilnoe .
M recoverable n |

Cash oy ),
(¢ kind |
# . Ratey

laxes, Ingur
Prepaid)
Balancey vy,
Port ruvs::.li::':;:’:"-m‘
authorjtiey ete e
(4) Mluellnnwul Expendityre .
I Prcllmmary Expenses . |
2, Expenses, meluding compmis. |
uon‘ur Brokerage on under- I\
writing of issue of Shares ‘
|
|
|

ance efe

or Debentures,
3. Discount allowed on the issue
of Shares or Debentures
4. Interest paid out of capital
during construction period.
5. Development expenditure not
adjusted.
6. Other sums (specifying nature
(5) Profit and Loss Account
(Loss)
Dr. balance of P & L Alc
(if any)
(This is shown only when
its debit balance could not
be written off out of other
reserves.)

i

wntains all the information regardi

Explanation of

Calleg

Details of each of the above items is give :
ng that particular item.

Different Items of Bala

Hlems appearing on the Liabilities side :

|. Share Capital : Authorised Capital, Is -
Ca“ed'"P Capital gnd Paid-up Capital should be shown separately

Company has issued preference shares
"er this head. If there are calls-in-arrears;

“Up Capital, If some shares have been

nce Sheet

sued Capital, Sub

n in a separate schedule. The schedule

scribed Capital,
er this head. 1f

shown sepazately
also, they should also l::s i i

shown :
d}?:fz?t?cllldt:: amount of ‘forfeited share
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; r to the pard -up g : p A
be shown by addimg t P b capital. “Calls "M-advap, \IF—’\
e

account’ should
1s also shown under this h
s Reserves and Surplus

1 Capital Reserve

ead separately ace,
TRy
: Following reserves are shown under ¢y, ™
i
N h"-'?lr]

11 Capital Redemption Reserve

111, Secunties Premium
IV Other Reserves : If there 1s a debit balance of profit and logs —
be shown as a deduction from such uncommitted reseryeg o0

V. Surplus : It denotes the credit balance left in profit ang loss app
o Tc

account after providing for proposed allocations namely, divldend ;Eflat%
+ bony,
R

int, j,

Shajy

reserves.
VI. Proposed additions to reserves.

Sinking Fund : If reserves are invested in outside Securitjes
securities are earmarked (set aside) for the particular Purpose indlé; and Sy
reserve, the reserve will be named as ‘Reserve Fund’. Ated the

3. Secured Loans : Where loans have been taken on the Security of s,
the Company, such loans are called ‘Secured Loans’. Debentures are usual'le ASsets of
loans and therefore shown under this head. Interest accrued and due op Secury SeCurgg
should also be shown under this head separately. Interest accrued but not d .
not be shown under this head, but should be shown under the head “Current Lil:aiijhtoum
les’,

For example, if a Company pays interest on its debentures half yearly on 3
and 31st December, and assuming that the Company prepares its accounts g
March 2004, and if the interest due on these debentures upto 31st DecembeOn ’ly
remains unpaid on 31st March, 2004 it will be called ‘Interest accrued ang d: '2003
will be shown under the head ‘Secured Loans’. Interest on the above dfabentureef:;1 ;
[st January, 2004 to 31st March, 2004 will be termed as “Interest accrued by n;dur:
and will be shown under the head ‘Current Liabilities’.

4. Unsecured Loans : Where loans have not been taken on the security of any
asset of the Company, such loans are called ‘Unsecured Loans’. Short-term 15ansan&
long-term loans should be shown separately. Short-term loans include those which are
due for repayment not later than one year as at the date of the balance sheet. Iners
accrued and due on Unsecured Loans should also be shown under this head.

5. Current Liabilities and Provisions : Under this head, ‘Current Liabilities'
shown separately in Part A and Provisions are shown separately in Part B. Curet
Liabilities include Bills Payable, Sundry Creditors, Advance Payments, Unclumd
Dividends etc. ;

 Provisions are shown in part B and they include Provision for Taxation, Props®
Drvidends, Provident F und, Provision for insurance and pension schemes ¢l¢.

There is a distinction between a liability and a ision. If ount s payat¥
: ; provision. If an amoul
;nfﬁ;zr: e figure is exact, it is a liability. For instance, if the salary for ¢ ":l‘“:;.
outsmd,c'h tota]lmg Rs. 50,000 is outstanding on 31st March, such a“.wulm
78 salary is a definite liability, If the amount of a liability is not certaifh
a provision such as provision for taxation etc,

VIIL

6
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bt ingen |
ComT se upon the happe A
g .nll l\u ¢ happening o , certa habilities why,
0! ertant: 1 may or may pey involy anevent. In opihe ich have neq
e ilities is never shown in Ve the payment of T WOrdS, the [\ghyfe
a n the form of a fooy ’lu‘: amount colymp "f‘l:l-";:“;,yl The amount ”yr
-Note on the |;; - Habilitie
abilitieg S side. T}
Side, ese

. ' “ l N
ine gre the ll"lil:‘:}:zcs (n‘f( ontingent liabiljtjes -
o ] Claim$ aga . e anllany not acknowleq
" aims: For example, if some party hag filed ged as debty
- : ™ o
qamages. the amount Will be payable if decreed by ghe ¢
The amount payable will also be decided by the (‘(}]’llnt court, otherwise not
Il l‘nca"e‘! liability on P?"ly-_[)aid shares : If the Company holds p:

shares of other Companies as investment, the uncalled amount o ' Ednly-pald

isa contingent liability, as it will have to be paid when called on these shares

Arrears of Dividends on Cumulative Preference Shares.

A “N“‘l

abilities ate

Bec or disputed
d st against the firm for

Esumated amount of contracts remaining to be executed on Capital account
and not provided for.

Other moneys for which the Company is contingently liable.

v1. Bills discounted but not matured : If the Company has discounted some
bills receivable from the bank, the primary liability will be that of the
acceptor. The Company will be liable if the acceptor does not pay.

+ If the Company has stood surety for some loan, it may

vIl. Guarantee for Loan
the amount of loan if the principal debtor fails to meet

become liable to pay
his obligation.
pearing on Assets Side : |
| Fixed Assets : Assets which are acquired for permanent use 1 the busmesz'o;:;
e not meant for resale are called fixed assets. Such assets ar¢ P“r?hasedsogfr‘: tnP\-mt
iormany years such as Goodwill, Land, Buildings, LeaseholdS..Rﬂléwai {*’ehﬁ:l;s e
ad Machinery, Furniture, Development of Property, Patents, Ll_vé i 4e during the
In the case of fixed assets, original cost of each assel, adqlt:;::pnr?v:iui on each
year, cost of the asset sold during the year and the total dopeeci
oot e of Sheryear e b lseparats:('i in the balance sheet nsclﬁ a
If all such details cannot be conveniently IR¢t , balance sheet and 1
“patate schedule containing all such details will be
¥llform part of the balance sheet. | undet
2 Investments : These should be classified as
ities.
[, Investment in G overnment of trust gecuritie
s or bonds.

L. Investment in Shares, debenture

[xplanation of the items ap

7
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( 1,\“'«

KN N |

R 4 ies ‘
fment i mmes able prope

11 Inves

Y I
Investments should further | o
3 — PO dQuoted inmves . .

TP In tho case ol g stmentg, Mark e, pr
ICp

I|..\

ment 10 the « apital of partnership firms
Invesine

e divided into two party

1. Quoted, and 11 Une

be \1]'~\‘lt‘\\‘\|

! ‘ANCes o I-I'lt SC 8 " I ‘ l'H-
i N '.‘ IJ‘ AN “ll‘l i L]
i A Tl

‘llv“h"] nt
)
parts »
A. Current Assets
B. Loans and Advances |
4 Miscellancous Expenditure : That amount of Mmccll xp
.k . " P ’ v ‘.‘lh(ll()i o "(_-nr
which 1s written ofY this year 1s shown on the debit side profit and oo o, iy

' ‘¢ shee st thie ¢ t
the unwritten off portion is shown in the balance sheet under thig head. iny g
< ) |
5. Debit balance of Profit and Loss Account : If there ig net |
- 2 4 . - ey " f} )
and other reserves (or general reserve) 1s given, ncF loss must be dedutte d t‘r(,mp‘“'f
‘other reserves’. But if other reserve 1s not given, this net loss wil| be shown, ind Sugh
k er
head. y

Elll(:()u;;

08§ in ac

Some necessary Adjustments for preparation of Final Accounts of Cp pani

(1) Interest on Debentures :— It is necessary to cglculate the ful) year's 1:[3 N
on Debentures, even 1f nothing is mentioned in the adjustments about the g
interest. The full year's debenture interest must be compared with the debentyye
appearing in the Trial Balance and the dllffell'ence, if any, shoylq be treateg
outstanding interest. The amount of outstanding interest should be shown ¢

. : N th
side of P & L A/c and also on the liabilities side along with Debentures, € deby

(2) Cost of Issue of Debentures or Discount on Issue of D
issue, commission or discount on the issue of debentures appears on the agget Side of
balance sheet under the heading ‘Miscellaneous Expenditure’. This €Xpense shoy|g [?E
written off as early as possible and in any case not later than the date of redemptiop f
debentures. The amount written off is shown on the debit side of Profit & Loss Aceoyy

and the unwritten off portion is shown on the Assets side under the heading
‘Miscellaneous Expenditure’. i

(3) Interest on Sinking Fund Investments :— First of all, it must be write o
the credit side of Profit & Loss Accourit because the law requires all incomes 1o
shown there. But this is opposed to the general accounting practice that if the intersy(s
received on the investments made out of a particular fund, such an interest mus
added to that fund. As such, the effect of this departure from accounting practice
nullified by once again recording the amount of such an interest on the debit sik
Profit and Loss Appropriation Account and adding to the Sinking Fund on the liabilte
side of the balance sheet. ‘

“4)D oubtful Debts :— Sometimes it is given in the adjustments that the D
appearng in the Tria] By

. adjustoes

lance include some debts which are doubtful. No .td.*u'.n:m
should be made for gycl, doubtful debts unless it is clearly stated to make a provist
Tespect thereof,

ebentures —~Cogt of

¢
Also, sometimes (he D : are given
: g ebtors for months old are g 2
adjustmens, [t e more than six

! | : bali
sheet will be gp]i quires no adjustment except that the Debtors shown in (¢
11 e split into Depygys for more than six months old and others.
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ple Jotal Debtors are g 30

v P il be st
¢ will be shown on the A 00
i 1 the As + OUl of

'\l‘l ; 1|(
hs ¢ Sety « whic
! I 18 Side o 1.,”‘“‘ h Rs. 4,000 v
\ - than six 1 0 ! are
pls ol more months old wa Mare than
X i l)t.h[nl'h R
W pividend 4.0 Rs
. yviaen . ' ¢ )
yosed — y
o o ‘h is allocated to the -Ih“'dc“ti‘ IS ths 26,00)
g whieth o ! 5 u\l’chuld 1at porn W) 06y
A gn‘t‘"l"“‘t"' adjustments. This i re. 1€ Co N Of the prof
..‘,ﬂ.-r'.%l b lr\CCUl"“ and on the T ;‘.1-\ r(.‘(_‘()r(]cd i annny "’Tnp"‘g:‘”'h“ of the
Jm‘{‘”‘m lities and Provisions’ thty side of y, e debit gide A Dividend:
R (1 “‘lﬂ e S10ns under Pal‘t B 'p a]ancC i of Profit & [
Tovisic y under } h
s1ons e hf‘;hh.
. ’ ng

| ¥ o
\if n

some Special Items R
elated to Ty
rial Balance

:ation :— If it 1s appearin
b g on the deb
' . on the debit side o =0l
nhk“_‘ﬂdTl':i:l Balance, it willfl}:eg;LdA/ ¢. On the contrary, if it
", of the i educted only from the‘ c appears on the credit
oncerned assets on t
S5CT he

k «ide of the balance sheet.
y Outstanding E_xpenses :— Sometimes, th
e on the credit side. In such a case, the » these are appearing nside the Tn:

gajanc e g ) 3 case, these will be recorded nal

"y under the heading ‘Current Liabilities’. , only on the liabilities

"~ , prepaid Expenses == Sometimes, these are appearing insi

e debit side. In such a case, these will be recorded onlygon zlaszettl::esTdTLB; lan}c]e
ndaer the

ading: «Current Ass€ts, Loans and Advances’ under Part B ‘Loans and Advances’
5.

4 Closing Stock :— It may also be given inside the Trial Balanc it si
. ] e on th
fence. will be shown only on the Assets side under the heading ‘Current .:s(sl:?sl't pes

5 Advance Payment of Taxes and ‘Tax deducted at source’ :— These are in the
ems and hence will be recorded on the assets side under the heading
(urent Assets, Loans and Advances’ under Part B “Loans and Advances’.

6. Share Transfer Fees :(— It is the income of the Company received on the
qsfer of shares from one shareholder to another. It appears on the credit side of the
12l Balance and will be recorded on the credit side of the Profit & Loss Account.

7 Income-Tax :— In case€ of a Company, [ncome-Tax or tax on profits of the
Company is recorded in the Profit & Loss Account on the debit side.

% Dividend to Shareholders :— This item appears O the debit side of Tnal
Blance and because it represents appropriation of profits of the Company it is shown

mthe debit side of Profit & Loss Appropriation Account.
. qend even before the year 18 closed

9. Interim Dividend :— If directors P2y divide e | .
ad the payment is out of current year’s profit, 1 .« called interim d1v1d§nd. It Ib;‘USl::l‘:::
gven on the debit side of the Trial Balance and because it is an aPPTOPf:a“U" ol profis:
tisrecorded on the debit side of Profit & Loss Appropriation PSR
10, Unclaimed Dividend :— This always appears qu‘h" Ll:‘:flrcw
ance ang represents dividend not collecte e s!'lareho ers. ILIST

Sl ]
ide of the Tral Balance, 1t wy)

ure of prepaid it

{ side of Tral
rded on the

dbxth

lighit:e. .
mbﬂ“y side of the balance sheet under the headin
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{10
Received [tis item is shown on the ¢ )
(s the income of the Company on ,‘nVeSln:'edu 8i P,W
ompanys it 15 recorded on the credit :‘(;ts ma, ()é the"h%
side [
of pmf:ft It inh‘l
&

Balan<e€ an

chares 06~
_\L‘L'l‘“n(‘
.— This item usually appears
_ on t :
ount not paid by the shareholdiisdebn Side _
on the Of y
he

5. Calls in
-presents the am -~
; n the liabilities side as a deducti Cal
on from, lhla Ty

shown O

Ca!l

[s-in-Advance This is shown separately in the y
. . B
t should not be added in th::‘mc: Sh@q q’!
§

- 1 1 u %
qnt e T_hls item appears on the cred; b‘%
liability side by adding to the paid-y 1t side ofy,
o Capita !
L upg 4
e

Balance and re
the Company-
capltal.

ited Shares Acco
orded on the
d Capital’.
- jum Account :— This is recorded on the lia &
1201ty .
¥ sig

d Surplus’.
:
Yy

Balance and 1s rec
heading ‘Subscribe

15. Securities Pre
the heading ‘Reserves an

Divisible Profits

All profits are not divisible profits. Only those profits which
known as divisible profits. In non:f; legaly i

Course, g;
s UVieke

to shareholders for dividend are
profits are the profits [ef; after meeting all expenses, losses, de '
of current assets, taxati » » depreciat;
lon’ Wl'ltmg Off past lost;:n Qﬂf
g

assets, fall in the price
rransferring a reasonable amount to i
: _ reserves. Divisibl
capital i ol i
;gng ;ggf‘:ltsrz saj the_proﬁts of extraordinary nature (non-?ezf; should py, I
e uation or sale of fixed assets or redempti 18 Proft) oy
cannot be declared except out of divisible profits R, 2 Bnct “abpi;m
i LS

Transfer of Profits to Reserve :
Section 205 (2A) of the C '
ompanies Act provides that i
t if the percentage of
ge of dn

proposed exceeds 10%, the C
) ’ ompany 1s i tra
current year required o '
year’s profits to reserves. The percentage of St;?r 'c:icmam perceriag
transfer depends on -z

proposed dividend as specified below :

Proposed Dividend'

(@ |1 Percentage of i
o 0% or less of the paid up Capital transferred o fe®

E . 0 ¢ ' .

o E::::mg 10% but not more than 12.5% of the : NI

: 5% i -

> Exceedfng 12.5% but not more than 15% of Pﬂld up Capital %

(e) Exeeedil:g 15% but not more than 20% “.of fhe goid . Gooita $
g 20% of the paid up Capiu[. of the paid up Capital 18

. (g
y



- . mentoned perge
v L “““ l"lkt| .
3 y A Company mus Wages of rangfe 8.1
e any Must trapg e, Hepo, €T 10 reserves are l
.pn\"“"’"“ of profits to reserves enee, the (-nmp the Minimum

| ) N O ) any can tranef,
\-m‘k‘t"" 10% 0 Mts current yy, lowever, if t trd“"‘fefhl[r;her

Jumhi be equal to average
BT l‘drc
Ve _—— din Preceding three
e nOoAdvidend was deel:
) Inease! i llb declared over the Jag
G mpany 18 prohibited fi ; as .
Company 18§ ited from transferring m, three financig] years. the
peserves: re than 10% of s proﬁ‘ls t
0

(he term dn}dcnd means equity dividend d
dn‘ulcnd relating to participati e 2150 10 the Posticn of

P Ing prefer
(ixed rate of dividend. ence shares over and above the

rate pividend Tax (C.D.T.) :
™" 1997, dividend distributed was taxed in

elore ' . the hands of
"c:"" with the amendments introduced in the Finance Act ;g%;hareholde_rs.
H““ , Companies

vidends are required to pay t e

ibuting d““ Tay® Pay tax on such dividends. This i

it & mndend [ax’ (CDT). It means dividend is now absolutel; fgzlsflzxiiliid
e

Samord i ; .
mi}:nl‘ ihe shareholders. In this respect it may be noted that -

hants v 3k '
- T. is disclosed separately in the Profit iati
l”(‘D' Separately 1 ofit and Loss Appropriat
and also on the liabilities side of the Balance Sl?eit Il)lnd:r}ntlicc}?:;;
-pmvisions’.
(i) Rate of C.D.T. was 10% when it was first introduced in the year 1997. Present
sate for financial year 2097—08 for C.D.T. is 15% with an additional surcharge
of 10% plus 3% education cess i.e., effective rate is 16.995% as calculated

below :
15
+10% of 15 150
16.50
+ 3% of 16.50 ' 495
16.995 %

(iii) C.D.T.is payable on equity as well as on preference dividend.

() C.D.T. must be paid within 14 days from the date of declaration of dividend.

Profit and Loss Appropriation'Account

After ascertaining the divisible profits, the question of its disposal arises. Usually,
rs to decide the amount of profit to be

the articles of the Company empower the directo ,
tansferred to reserves and also the quantum of dividends. The directors may decide to
I#ain a certain amount of profits to strengthen the financial position of the Compary.
Such. profits may be retained in the form of transfer to various reserves e o
g a5 a balance. A part of the profits may also be distributed B dmdengs.ghz
- &count showing the disposal of divisible profits 18 called ‘Profit and LOS

Priation A ’ : ‘
g f Profit & Loss Appropriation

Fl?xliltowmg items are shown on the credit side 0

11
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Ce

. " ‘ Mp
. “war . » ire A
Profit brought forward from the previous year, ‘fany N[“

l.
» Ne¢t P’r¢

[ransfer fromV
4 Adjustments relating to the previous years.
ne items are shown on the debit side of Profit & [ g A
Ié‘ ppr()pr
Tati

]-‘O”(\\\

Balance of . \
it of the current year (transferred from P & | Alcy, if an
L] y

aArious reserves, and

-
b .

Account \— ] . . |
| Balance of loss brought forward from the previous year, if any.
»  Net loss of the current year (transferred from P & L A/c), if any

3. Transfer to various reserves, such as, General Reservm Div:
Equalisation Fund, Debenture Redemption Fund etc. Videng

4 Interim Dividend : Dividend paid during the year, before ascertainp,
the profits for the year is called ‘Interim Dividend’, Direct(,r:m of
empowered to pay the interim dividend, in anticipation of the Profit
without the sanction from the shareholders. However, if an interim divi ang
is paid and it 1s found subsequently that the Company’s profits are inadeq
to cover the interim dividend, it amounts to payment of dividend out of capi
which is forbidden by law and hence the directors will be liable to make g0dd

the amount.
(i) Proposed Dividend : Dividend proposed by the directors is termeg 5

proposed dividend.
(i) Final Dividend : Dividend proposed by the directors is declared

shareholders (and not by directors) at the annual general meeting, After the
declaration the proposed dividend is termed as final dividend. Shareholders

cannot increase the rate of dividend proposed by the directors.

6. Corporate Dividend Tax (C.D.T.)
Balance of profit and loss appropriation account is shown on the liabilios
side of the balance sheet under the heading ‘Reserves and Surplus’.

WW W e e —— 4 —— -
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CHAPTER 9

gasic Features of Account;
| q nting
standards 4,5, 15, 17, 18 and 29

-~

/,

.  Contingencies and Events Occurring after the Balan
» 1  standard was made mandatory for accounting per: ce Sheet Date
: 11 1995. This standard deals with : & periods commencing on or after

V| (ontingencies; and

5. Events occurring after the balance sheet date

e two are not connected and will therefore be studied separately

Contingencies : Tlt‘_le S;:_al;ldard. defines a contingency as *‘a condition or situation
S Jtimate outcome O1 WRICH, gain or loss, will be known or determined only on the
! jrence, OF non-occurrence, of one or more uncertain future events.’’

A Contingency 1s a condition or situation on the balance sheet date the financial

et of which, gain or loss, will be determined by future events which may or may not
. Following are the examples of Contingencies :

(i) Bills receivable discounted but not matured,
(i) Claims filed against the Company for breach of contracts.

(i) Financial Guarantee : For example, if the Company has stood surety for some
loan on behalf of other parties.

~

(iv) Product Warranties given to Customers and still unexpired.

(v) Uncalled liability on account of partly paid shares held by the Company as
investment.

(vi) Pending insurance claims.
(vii) Pending court cases which are likely to benefit the Company.

A Contingency may either result in a loss or gain. The first five examples can result
n2 loss whereas the last two can result in a gain. _ .
The amount of a contingent loss should be provided for by a charge m fi€
statement of profit and loss if :
(a) It is probable that at the date of financial statements, events sul;lseq;l::;
thereto will confirm that an asset has been impaired or a liability has

.incurred, and et Mg dinde
(b) A reasonable estimate of the amount of the resulting loss can -

. 4 . 0
.lfelther of the two conditions is not met, the ex-lswr:;zte pos
disclosed in the financial statements unless there 15 re

f a contingent loss should
sibility of such a loss.

13



RES OF ACCOUNTING STAN
1A&lC FEATI NDART
! )S 4 T
b 14
« not 1 ammend the recognihion of comtingent
W ¢ .

&
Bam the “q‘h

o 4
A < unless the Alisation of gamn s virtually certain
taberenis t ’ ,f-)
pvents €k curring after the RBalance Sheet Date : 'r_“ .
I'vents that oceut hetween the balance sheet date and the 4
7 ) ' / * - Uate
i ancral stale ments arc appros cd by the Board of Directors are fefer on "1\(_!‘
i after balance sheet date. Such events are classified into py,, red tg n, %
CourT . —
L §
I g”"qe\
(1) cvents OCCurming after the balance sheet date that prov,de fui '\9

he conditions which were prevailing on the balance shegy e CV% :
occurnng after the balance sheet date that are : ' ang -

(11) events
ons which occur subsequent to the balance sheet date Ve of

conditi

AS—4 requires that assets and liabilities should be adjusted in the Case .

the first type and only disclosure in the case of events of the second type FO “q.,'d i
> or

( aficr the balance sheet date, a dispute for bonus to employees was awgp g, . | _'
I acs. it is an event of first type and the |osg mm?:m &,“i J

he other hand, if a major fire resulted in a [oss of Provigg &/
2 days after the balance sheet date, it 1s an event of second type and e iRs. 25 Crops f
change the assets and liabilities as it does not affect the financial position Onsul:
cheect date. However, the loss must be disclosed in the report of directors bq‘ 1

-

of employees for Rs. 10
for in the accounts. Ont

AS—5: Net Profit or Loss for the Period, Prior Period Items ang Cln*:

Accounting Policies :
This standard is effective for accounting periods commencing on or aftey
1996 and is mandatory in nature. This standard ensures uniform classificatg, 1
disclosure of certain items in the profit and loss, so that all enterprises :
present their financial statements on uniform basis to ensure their co :
explains that net profit or loss for a period comprises of the following co
of which should be disclosed separately : -

(i) Profit or Loss from ordinary activities;
(if) Extraordinary items, and ' - e
(iff) Prior period items. ‘ : e

(/) Ordinary Activities : These are the activities which are undertaken by a
enterprise as part of its business. For example, for Tata Motors, production and saleo
Nano cars is an ordinary activity. It may also provide finance to purchase Nano to boo
the sales and such an activity is also an ordinary actiyity. This standard requires
certain items of income and expense within profit or loss should be disclosed separae
when it is warranted by the size, nature or incidence that their disclosure is relevanl
explain the performance of the enterprise for the period. Although the a vities 4

ordinary, however the nature and amount of such items may be useful to the user
Imz_mcial statements in understandihg them.. The st_ai;ldard states the fOH"mi
which may require separate disclosure : LA . —
(a) The write-down of inventories to net realisable value and also the re¥¢
such write-down, iy 5 .
P st gl

__(B) Disposal of items of fixed asséts. e
S1900 paalnt ¢ L2 L5}

14
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| AL L L UNTING ST \\l‘\Rh\l
L858 s

s
pt W i
L e -l '
" l“l\p‘,,da of long-term imvestments I8 AND 29
( ‘ . ) 3
1 Chanees m law having retrospective efy
d ' e e "~'\‘l
' Rt.“-n.ll of any provision
i Jinary 1t
egordinary ltems o AS-S
patrd o ¢ AS-S defines
from _ events defines extraord
S Of lr—olns;]\\nun* " rainary ems a
S that . aS . Income
or

@ " pat ASC
O\ l .
are L‘l(‘\
arly
y distinct from the

e .
WS eSO

o

{ the enterpnse
O 1 s¢ and, therefi
J\""““ Jle, losses sustained as a result ht_ﬂlnn\ SoiRRERpen
exatt ¢l sult of an earthqu pected to recur fre
Lo rduary Hems should be disclosed quake qualifies as requently
sclosed in the statement \l“ 3s an extraordinar,
of profit and | ‘
0ss 1n the

t.\“‘l 3, ) I 1SS X preceive
¢ [ l'll[. sh:t L > {
]\I'LL'LI Ld

" hat (0
¢ or period 1tems : The term *pri i
prior period items’ refers onl
3 S oniy 1o iIncome or

tul : .l « o S
" which anse the curre
o “hfthe financial stat rent petionl we ety oF e
) statements of ) €ITors

ﬁ‘ o hould be separ :hl“lus ot prior periods. The nat R N
3 Cams S separately disclos e > Nature :

LA e 1> i ‘p : y disc !.chd in the statement of dﬂd:mmum of pnior
y"" r that their impact on current profit or loss can be pe nt of profit and loss in a

A ¢ perceived.

unting Estimates :
sg Are usually n or vari
¢ LA uqcﬁ;[ l?t“lmi‘ for various items such as bad debts
S €0 e sk ; 2OlS, MVERtory
o “3: Ell::bei. bugh estimates have to be revised d?:emt}o
ich the estimate was based or as a result of new

in Acco

Eslimat

]es.;encc ‘
the circumstances

anges
\ tjon OF subsequent developments.
effect of change mn an accounting
nation of net profit or loss. Change may

rofits of future nl;e’r:gds also. For e;mnple. a change in the estimate of the amount
s only the current period but a change in the estimated useful life of

the depreciation for the current as well as future period.

The nature an_d amount of 3 change 1n qccounting estimate which has a material
¢ should be dlscloseq. If 1t 1s not possible to quantify the amount, the fact should
be disclosed 1n the financial statements.

cs_nmate should be included n the
effect the profits of current peniod only

ments over & period of
transactions in each
following cases :

unting Policies :

able the users 10 compare the

ting policies are adopted fo

counting policy should

(a) The adoption of method 18 required by Statute,

(b) Or the new method 18 required for compliance with an accounting

(¢) Or if it 18 considered that the change would result in @ more approp

preparation Of presentation of the financial statements of the enterprise.

olicy which has a material

This standard states that any change m an accounting P _ _
effiect should be disclosed: The impact of such chang® should be shown 1f the financial
statements of the period in which such change is made.

Retirement B

financial state
r similar events of
be made only In the

Changes in Acco
[n order to en
time, the same accoun

period. A change 1n an ac¢

new
standard,

riate

enefits in the Financial Statements

AS-15 (Revised): Accounting for
efits in the financial

ccountin for retirement beq ‘
" - il 1,1995 and is mandatory 0 pature.

'« effective from

15
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pASIC FEATUR
94
005 and 15 applicable n g reviy ANgy .
L

5 --\'|\:‘<] In <
15 heen T¢ . . A ' " ‘
henefits usually consist of the following - fory,

It is a defined contribution scheme | Oty
( .
ake contributions and such ’

S Ol ACCOUNTING STANDARDS 4 ¢ s
' 17

This srandard I
1-4-20006 Retirement

(1) Provident Fund :
cmploycer and cmplnygc m
ate trust fund. The ¢

am Whicy
ttl ; ounts are " b
mployec at the time of retiremeny | e

X

n,

::‘E::nulalcd balance tngelhc,r with interest. h“omctimcs; such Contry, Parg 3
handed over (O employee s provident [und’ Managed by th:h"”'\a:
Government who makes the final payment to retiring employeeg ey
(1) Pension Benefit : It is 2 defined dblfneﬁ; scheme under Whick .
payable to an employee is determined Dy relerence to employee, ﬁna?m"'im

and the number of years of service. For a pensio.n scheme, g trust fy )
created or an agreement can be entered with an insurance company Nd cap N
(iii) Gratuity Benefit : It is also in the nature of defined benefjt SChf;
[ump sum payment is made by the employer as and when employee'?e g,
Under the Gratuity Act every employer who is liable to PaYy gratuity g ts,
insurance cover so that annual contribution, calculated actuarially, can pe madD Obtgjy
€
employer each year. by te
(iv) Leave encashment benefit on retirement.

(v) Post-retirement health and welfare schemes.

(vi) Other retirement benefits.

Accounting Treatment :
(/) In respect of retirement benefits in the form of provident fupg and
defined contribution schemes, the contribution payable by the emplo .
year should be charged to the statement of profit and loss for the yeafer .
(1) In respect of gratuity and other defined benefit schemes, an 4 ;0
charge to the statement of profit and loss for the year should be mac}i? t}fﬁ
a provision for the accruing liability. The accruing liability i
actuarial valuation. - e

Disclosures :
According to AS-15,

(1) Methoq by which retirement benefit costs for the period have be
determined should be disclosed in the financial statements.

(if) gg:;eoineaﬁo:f:stur;]gtfd ti) gratuity and other defined benefit schemes
whether the actuatritz;.]la v\;a uation, the financial statements should dischs
earlier date and wher tli vation was made at the end of the period or 1%
date of actuari € the actuarial valuation was done at an earlier date.

ctuarial valuation should be specified.

(i) M ; "
) beectll;::n%);c‘]v‘ hl%h-the accrual for the period has been determined should i
AR, in brief, if the same is not based on the report of the actuar
17 Segment Reporting :

I8 standard : J
on or after Ad;:lj lls Tg?)ndatory. In nature in respect of accounting periods commer™®
umover exceeds R 504' This is applicable to all listed companies whost ™"

30 crores. It requires that alongwith consolidated informd®

16






RES OF ACCOUNTING STANDARDS 4
h S
v, '|s
519
1

BASIH FEATL
B tronship. the reporting enterpnse should dlsclosu th ‘
v relatit " fn"n ‘\ihl'
\Vm ]
R

(he transacting related party;

IL'];lhwl par
(/) the name ol
ship w ith related partys

relation

(1)
of transaction W ith related party;

nature

(117)
(ransactions either as an amount of .
as gy

apw

volume ol the

]\rnpu:'llnlt;
ny other elements of the related party transactiong .
; f the financial statements; Cesgy ;
Or

understanding o
tanding items pertaining to related parties g the

(vi) amount of outs
date and provision for doubtful debts due from such partjes ) ‘hdlancg %hw
; : , oo !
e ’ L At
(vii) amounts written off or written back in the period in respect ctddy, dluva,nd
Efmm

(1)
0
h'l.—,]!

(v)

or to related parties. |
In case where common control exists betwegn the reporting emel'pris'
the name of the related party alongwith rel_atlonship should giln Clyy
irrespective of whether or not there have been transactions between the l‘el:t ]sclﬁieq
The disclosure requirements do not apply in the following cases - ed P
(/) If disclosure conflicts with reporting enterprise’s duties of —

terms of a statute or any other competent authority; e“‘laliry Y

(if) If related party happens to be a state controlled enterprise: anqg

party.

(iii) In consolidated statements of intra-group transactions.

AS-29 : Provisions, Contingent Liabilities and Contingent Assets ;

This standard was made mandatory for accounting periods commencip ”
April 1, 2004. Purpose of this standard is to ensure that appropriate recognitiol:lﬁr‘a&g
and measurement bases are applied to provisions and contingent liabilitie CIntEm
ensures that sufficient information is disclosed in the notes to financial stateﬁlialm
enable the users to understand' the nature, timing and amount of provisiosgtss:;

contingent liabilities.
As per AS-29, for each class of provision, an enterprise should disclo

carrying amount at the beginning and at the end of the period, additional provisi
made during the period, amount utilised and unused amounts reversed duringl?::

period. An enterprise should disclose for each class of provision :
(a) A brief dqscription of the nature of the obligation and the expected timingy
any resulting outlfows of economic benefits, |

(b) An indication of the uncertainties about those outflows,

(¢) amount of any e{;pected reimbursement stating 'the‘ amount of any asset Wil
- has been recognised for that expected reimbursement.
shoulc? ::hi?;gsdas; of contingent liability at the Balance Sheet date, an enterpé
oy € a brief descnptlén of the na@e of contingent liability and it
(@) anestimate atits financial effect, =~

; @) An indication of fhe unCErtainﬁes relaﬁné tO any;outﬂo ,and
4o (o) ﬂ’hwmisibﬂity,ofmy:mmemem:  isted coci

-7
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CHAPTER

iquidation .

of Liguidation :

sany. being an artificial person g cre
‘“.omi] ‘ process of law, ,The lcgal pr
& hm;lis‘ ;{quida“".‘" It 1s not necessary that
o ac':'i‘ Sometimes, it becomes necessa

undat The Companies Act, 1956 has |

NCany.

““n‘g‘l‘-pund up.

an N liquidation takes place, assets of
! h‘:[:;]au'ms, of creditors are settled. [f any

& .

ated by law and it ¢
OCQSS ﬂf \vlndln
(1n|y a
Ty to liquidat
aid-down the

an come g an, end
: up a ('nmpany IS
N insolvent ¢ ‘Ompany should be

€evena PTosperous and solvent
Procedure by which Companies

'123; the shares of the Company are partly paid, ca| is made on
m

A person appointed to conduct the winding up proce
ceditors. A
,qudator .
Liquidation : |

Md;l-:djlziid;jon can take place in any of the following three ways :

e .
(A) Compulsory Winding-up

Voluntary Winding-up .
(?)) Vzluntary Winding-up under the supervision of the court.
(

Winding-up
g G ¢ order the Winding up of a
This is also called Winding up by the Court. Court may
' { ing circumstances : .o
e Lhetlt'lcdl((;,WII;)gzlrl)/ has, by special resolution, resolved to be wound up by
(i) When the Com ’ | |
. istrar or in holding
( :;;n default is made in filing statutory report to the Regl
i) When de ! ,
the statutory meeting. .
(ur) When the Company does potbﬁzi
incorporation or suspends 1ts ek st Tl
f its members la: B
" (\Yhen thcagrirzzgwotwo in Case of Private Compa y
ompany

‘ : and
(v) When the Company is unable to pay 1ts debts

' it is just and equi
() When the Court is of the opinion that it 15 Just&
should be wound up. "
In cage of compulsory winding up the liq

w 1 | I l. ] ! ) tS

ness for a whole year. e

table that the Company

dator is appointed by the Court,
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: have 0 Qve an assurance that the ¢
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g
g en faraiticdn v pad
+ o this Ay Amrataoim Ayrey ] ‘
fRasgreatrid geitare on Furll Wb five weeks of senvhng toch de, e,
I ]  { '-w‘

specw resofution for voluntary « Wihing
‘0

b W iy T
b by [ here showld piss 3

ish4 por TLT Al \ w
sty Winding:
Viohwont se muwhe by e hrwetor ang Fiiwe Vi,
v .‘N
L
f
' e

H

wwmding-up, the members mus_ A .

W

the wlil
i f‘“lniﬂ one Of THOTE ]M‘ and fix his or thewr r?n“"""r"u‘..r
m:::"ﬁ- .'T:mtmtm for more than one vear. the Irquidator should call 1y, "
wanding 4P ot the end of each year and should place n these meg,. s,

mectmg of the Company ,
act: s':dé dealings regarding realisaton of assets e

Aa soon as the affasrs of the C ompany are fully wound up. the hiquidator shoukg . g
» secting of the Company and place hus full account (known as Liquidator, 5
staternent of account) before this mecting Laquedator should send a copy of s ~hx'*1-a:
pp 1o the Registrar withn one weck of this meeting. On receipt of the 4,
statement and sccount, Registras will regster them and after 3 month of ‘._#
registration ( ompany 1 completely wound up

(7) Creditors Voluntary Winding-up — When a declaration of solvenc,

made and filed with the Regstrar, it 18 presumed that the Company 15 insolven
winding -up 1» called a ( reditors Voluntary Winding-up. In such a case, when s Mecting
of the members 15 called, the next day 15 fixed for the mecting ol the creditons o %
( ompany One of the directon presides in the mecting of the creditors In this e
the full statement of assets and liabilities of the Company s placed. The copy 1 %

resolution passed n this meeting 1s send 1o the registrar within 10 days
Members and Creditors both appoint hiquidators in their meetings [ o %
parties appomnt different persons as hquidator, the person appointed by credion v

act a8 hqudator
(C) Voluntary Winding up Under the Supervision of the Cour!
(Section 522 of Compamies Act, 1956)

When a C ompany 15 being wound up voluntanly, an application 1

the court by 2 member or creditor of the company that winding-up shou
supervision of the court. In such a case, the court may order the Qo )

w B

! oy mw’“ SUpervision. Such an order 1 made Wb
;tmumuim' that there 18 foar of favountism, neghgence or e
— o the resolution for winding-up was obtained by ynfluein

Wy 06 ik ¥
tl! H‘- 1.‘,|:" »

- Liquidator’s Final Statement of Account
w"u"‘”ﬂlﬂﬂlmﬂww“““‘“b wl
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’mm;,non- ‘ CCount may be yge din th
™ LIQUIDATOR'’S FINAL STATEMENT OF AC

,ﬂ Am(;usnt “Tmr\
o hin hand By Legal Charges ‘| %‘SL

By Liquidator's Re

L
= 1 Munerat
at Bank () %on e
fo iﬂunt Rﬁalliscd Srapiiire g  from ::s?;m — \
[ ASSels 88— (1) % on amount paid to Credit
4 & Buillding oo (1)) % on amount paid to o
plant & Machinery ......... Shareholders
mitre e By Liquidation Expenses or
qock e Cost of Winding up
Debtors €lC. e By Debentureholders or other Creditors
o Suplis amount received from having a floating charge on the assets
Sccured CI’CdltorS of Co.
o Calls from Shareholders By Preferential Creditors
(@RS, o O o Shares) By Other Unsecured Creditors
By Preference Shareholders
(Refund of Capital)
By Equity Shareholders
(Refund of Capital)
Order of Payments

Liguidator must make the payments in the following order :— .
q (1) Legal Charges :—Ii These include expenses incurred on filing the suit for the
recovery of amounts due to the Company or in defending the claims filed against the

Company. Legal charges are paid first of all.

(2) Liquidator’s Remuneration :— Remuneration to
cculated in the following three ways :—

. iqui rmally gets
(i) Commission on amounts realised from Assets :— The liquidator normaily g

ke tage on assets
‘muneration in the form of commission WhiCR ‘lfi‘isi‘fs 5 P oed, cash and bank
"dised. While calculating liquidator’s remuneration and the liquidator has

mal?inecc b i st balanc.? itshah:i:;dzfe:;z:ggsold by the liquidator
"ade no effort in this respect. However, 11 the

i e of
"udes cash and bank balance also, these must be considered for the purpos
Ission,

the Liquidator is mostly
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| otal realisce rer

tola

; ortgaged agse
: { in the amoun lhe question that the mortgag S werg _—
] h‘l" 4 i mt l e
nch \ Jearly menhont t] he hqmdil““ will be entitled to a COMMmye. {'”‘m
Butfatase < themselves, . . Wiay, h
the secured creditors | h assets over secured creditors, My
{ such asset:

the excess \ aluc 0

(i) Commission on @
i« entitled to a cnmnns::u; "
c-minnrs. prcfcrcm\al credr
also unsecured creditors.

mount paid to Unsecured Creditors - When e
yn based on the amount paid or distribyeq to 161"”’1371",
< must also be taken mnto consideration becayg,

f commission on the amount paid to unsecured creditorg ,
: ation o _ ’ «
Calcul If sufficient amount 1s available to pay the unsecured creditors
(a) su . -
amount of commission will be :

N

the
Amount of Unsecured Creditors x % of Commission
100

Suppose. the amount realised by sale of assets is Rs. ‘35‘70.0 and the AMount g,
L:Fr)cr‘)d:)cr;:dimrs is Rs. 25,000. Then, if the hquldator-xs entnt}ed t0 a compye.

E:::rse:r: the amount distributed among the unsecured creditors, his reMuner

~ /0

calculated as follows :—

25,000 x 2
100

' on g
ation will bt
= Rs. 500

(b) I the amount available is less than the amount of unsecured Creditors
Amount Available for Unsecured Creditors x % of Commission
e 100 + % of Commission

Suppose, in the above mentioned example, if the amount o
were Rs. 40,000 instead of Rs. 25,000, the remuneration of the 1
follows :—

35,700 x 2
102

f unsecureq Creditory
1quidator Would be 5

= Rs. 700

Hence, the commission is Rs. 700 and uns
(1.e., Rs. 35,700 - Rs. 700). It is done like this bec

of commission too and after payment of Rs. 2 to
for the unsecured creditors,

ecured creditors wil] get Rs. 35000
ause Rs. 35,700 includes the amount
the liquidator, Rs. 100 should he i

(iit) Commission on Amount paid to shareholders - — Sometimes, the liquiate
is allowed a commission on th

: ¢ amount distributed among shareholders. In suchacs
the commission s calculated on the amount left after payment to unsecud
creditors - — ° ‘ _

Amount Available for Shareholders x % of

100 + % of Commission |
Sometimes, it i ment; | . mission is to beallow's
e oned in the question that the commission 1s to be d ‘

the amoypy distributed e

: p—r
Among equity shareholders only, In such a case, the amo!
10 preference shareholderg i$ also deducted from the available balance :
Amount Availab}

efor Equity Shareholders x'% of Commission

100 + % of Commission

Commission
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e ity shar
"ayment of capital and arrears of dividend D priority to the equity S

£ COMPANY ‘
.’ -p\i’lf]\ oF

'dali"“ Expenses or Cogg o

L . ) Wi )

. piaY - three Just after the liquidatop. Nding yp . :
- umbe ‘ 8 TeMunery quidation exne

,{.1;! ben‘““’holders or other Credj 10n, Penses are
S

t
@ Ve-fhcsc are paid at number four,

L*“‘” oot 00 Debentures :— The date_
te’ 45 on the fact whether the Cq

Nterest
; _ Mpan ‘
) .

5 dﬁpi solvent (i.¢. surplus is left after payii;hsm"e“‘ Or Insolyeny
o ay 102 ai € uns ‘=i
"»‘ﬂipmr’e will be pandhup_to the date of actual paymeniecoured creditors

W . slvent the mterest on o - Un t
.‘ﬁwgan)’ is 1050 debentures wi] e paid
L'L‘m jon-

dab ‘ ditors : '
o ferentlal Creditors :— Following are 1, i

577530 () of the Companies Act:— © preferential ercditors according
110

o5 All taxes, CESSES and rates due from the

) ‘ mpany to the C .
vaernmem or to a 19ca1 authority withip 12 months intral or a State
commencement of winding-up. ext before the

laries of an 1 i
All wages or sa Yy employee due for a period not exceed
" nonths within the 12 months next before the commencement of WE?SII:;%JZl
provided the z}mount payable to one claimant will not exceed Rs. 20,000 (T}?e
jimit is effective from February 17, 1997). '

Ors hay;
ing .
ng g ﬂoating charge
: on
UPto which
1
On debentyres will be

In case the

) Interest on
he other hand, if the

only upto the date of

L

o) All accrued holiday remuneration becoming payable to any employee

(excluding an officer) on the termination of his employment before, or by the
offect of, the winding-up order.

(d) Persons who advance money for the purpose of making preferential payments
under (b) and (c) above will be treated as preferential creditors.

(¢) All amounts due in respect of contributions payable during the 12 months
next before winding up, by the Company as the employer of any persons
under the Employees State Insurance Act, 1948 or any other law.

(f) All sums due as compensation under the Workmen’s Compensation Act,
1923.

(g) All sums due to an employee from a provident fund, pension ﬁn}d, gratuity
fund or any other fund for the welfare of the employees, maintained by the
Company.

(h) The expenses of any investigation held under section 235 or 237, in so far as
they are payable by the Company.

(6) Unseeured Creditors :— These are paid out of the balance left after payment
Wpreferential creditors.

3 s arc
(7) Payment of Preference Shareholders :— prefer;ance Egar:l?;rl:t?;lders.
“illed to the return of capital in priority to any return of GapIA 19 Qgiorl);; of articles of
regards the arrears of dividend on Preference Shares, thefPZ,g:; provide that in the
uiaton will apply, If the articles of a Company Of (€S8

Iders shall be entitled t0
"t of winding up of the Company, the preference shareholde e

ing i ided in the
s will be paid in priority to equity shareholders. In case nothing is prov
omc © about the payment of arrears of preference

dividend, such arrears will be paid

i

¥ When equity share capital is returned in full and surplus is left
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ference shareholders have :— :

10.6

The reason given 18 that pre

yment of capital over the repayment of cquity
Cay

\ Priority as regards repa ‘ i

() pr“““‘y = ~vment of preference dividend over the pa Pital
and (i) prionty of paymen | o Payment of . &
ar Lority of payment of preference dividend over g, Nty

dividend. There 18 nO Pt he Ttum o

equity capital. o

No dividend is paid for any period falling after the date of liquidatioy,

(8) Payment to Equity Shareholflers — Any amount left after Payme
preference  sharcholders will be distributed entirely among equity ey {u ly
However, if it is specifically mentioned in the articles that preference shares h° Qery
right to participate in the surplus left after paying equity capital, then the .ragve the
sharcholders will also participate in such surplus. prefereng
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ganing of Goodwill :— 2
Goodwill means the * £0od-name’

or the reput

e good service to the Customers fecor ation tamed by 4 | F
e ain and the firm will be able {o. © CUslomers who feef gty el
and 38 e € 1o earmn more profits in l” e, YW comt oo
- . ! Uture

Thus, goodw1 ll)S. 1¢ magnet which attyacqg the cus "
concerm thereby enabling the concern to earn highe CUSLOMETs 10 4 particubar brussmss
s st by other firms in v Satice trade gher profits in COTTprarisom 1 the tu

ical lan i -

n technic gUage 1t may be defined a5 “th

anticipated excess earnings’’, Y PR YaNG o s fow's

pefinitions of Goodwill :—

The term goodwill is very easy to describe b fi
. ' , t = A v/~ Tars -
rsons have tried their hands at defining goodwillL:lmV e defos e

“The term goodviflll ‘is generally used to denote the benefit anising from
connections and reputation.” l/rc.f‘f’ nde
— Lord Lindie)

pe

“Goodwill if‘ nothing more than the probability that the old customers will resort
o the old place. — Lord Eldon

“Goodwill may be said to be that element arising from the reputation, connections
orother advantages possessed by @ business which enables it to earn greater profits than
the return normally to be expected on the capital represented by the net tangible assets
employed 1n the business.”’ — Spicer and Pegler

Thus it can be said that goodwill is the extra earning capacity of a business. It 1=.
therefore, treated as an asset of the firm. It is an intangible asset since it cannot be se<n
or felt. But it is not a fictitious asset, as it can be purchased or sold and 1ts value
increases or decreases according to the profit earning capacity of the business. If the
profits are more, the value of goodwill increases and if the profits are less, the value of
goodwill decreases. .
~ Features of Goodwill :— Goodwill has certain peculiar features which distinguish
it from other assets. It is relevant to state such features here :—
et :— Goodwill belongs to the category of intangnble
marks, copy rights etc. It does not suffer wear and
depreciation does not arise on it, as 1s the case

1. It is an intangible ass
assets such as patents, trade
tear and as such the question of
of other assets.

2. Itis liable to constant fluctuations :— While goodwill does not depreciate,

it is liable to constant fluctuations. It is always present as a silent asset n a
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It is clear from the above, that the goodwill 1s the extra eamning capacity of 4
business. Thus all factors which help a firm in earning profits affect the goodwill of the
firm. Following factors affect the goodwill of a firm :

u”

* The longevity of the business :—ém older business is better known 0§

4 N ;
Y atureofGoods:*—Ifabusinessdalsmgoodsofdﬂyw,,‘twﬂlw.

| goodwill arises when one business enterprise 1s purchased by ANOthe,

VALUATION of Goo
D

fits (1.e., more than the no WILL
e there are super proits (¢ "nal)bu[de‘
husiness whe ”I jecline m earnings. L]Ines
: y tll l “.- [ (™ 2 [ « 1 .
i vulue W when entire business s sold :— Goodwil] ¢,

[ is valuable only

> 4 - ' e
| 1 be sold with the entire business only. The only CXCept; solg
- l !
in part. 10¢

. of admission and retirement (_)' . pfrllle'r. . adlmssi()"‘ the
the ume &' = e rights and privileges of being a partner by cqp, enggy.
-.un.sq ' iheir sacrifice ratig_ Qn rellref:mem. ‘the retirip Zatlng
: hts and privileges 1n lavanr of SEAding Partp ey

+ ¥ 3 ] ers
aining ratio. Except for e exceptions, goﬁdw'wh,o
is sold. 1l 1§

partner obt _
the old partner:
gives up his Ing .
‘ontribute 1n their g i
:::;::;blc only when entire business dwill o
It is difficult to place an _cxact V_ﬂllfedon tgofha‘rrlrin'_c'Thls 1S becy
value may fluctuate from time to time due (o &1ng lrcumStanCes

are internal and external to business. |
_ There can be no objective valuation of goodwill :— Its valuayjq,, i
on the subjective (personal) judggm.ent of the valuer and henc.e differs b
estimator to estimator inspite of different methods of its valuatiop, m

Goodwill may be purchased or non-purchased (Le., raised) ;— PurChESed

se |
Whjch

business enterprise and the purchase consideration IS 1n €xcess of the value of
the net assets acquired whereas non-purchased or ralsed goodwill arjseg wh
business generates its own goodwill over a period of time dye o Varioeu]:
factors such as favourable location, efficient management, good qQuality o
product etc. Accounting profession recognises only the purchased goodw
because some price has been paid for it. As such, purchased oodwill cap p,
shown in the balance sheet whereas non-purchased goodwil] is not shown i,
the balance sheet.

Origin of Goodwill
or
Factors Affecting the Value of Goodwill

Favourable location of the business :— If the business is located at a
Coumameen! gf prominent place, it will attract more customers and therefore
will have more goodwill.

Eﬂigiency of Management :—éf the business is run by cxpeﬁencc‘;}“d
efficient management,/its profits will g0 on increasing, which resufs i
crease in the value ofGoodwill.

customers, therefore it is likely to have more goodwill.) When a busines
enterprise has built up good reputation over a period o nme@_w number o
customers will be more in comparison to the customers)of new entra®
Number of customers i an indicator of profit eaming capacity of 2 bl
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ssio™ Ve more as it will be very difficul
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, i o the absence of this licence.
L

/o Gne> h iohts . :
o plistic and other rights :—If a business en;
1037 s R 55 €NJOys ;
on©l d.;sured profits. Similarly, if it holds quch >ly.~ nllunnpiﬂy market. it
g hav - . or ¢ " . et al rights such as pe .
il PV opy Tights or conesssion e, it wil have more wodwin
OOawWIIL,

|’ildc - i T )
: s L THERSISTNRNG risk involved in the business. ] |
business, the value of

port licenc
or el .IlL(':, the goodwill of
er firms 1o enter this

S AN
f "I;oo will will be less.
the & ¢ :— If the profits of a business are i '
s are increasing continuously

e fPron oodwill will
8. lue of its 00 will will be more. If the fits are (s
alu : , profits are dec , .
\/%)f:ts ore uncertain the value of its goodwill will be less’) eclining or 1f the
Com etition — The likelihood or saihild .
tur . _ possibility of increase
9/ compelition in future would definitely reduce the value of goodwill. cais
v Capital required \— The amount of capital required for a business will als
10, he value ofgoodwill. If two business 2 -~
mﬂuence the g , U$111€55 enterprises earn the same rate
of proﬁt)(he business With lesser capital requirement shall enjoy more
OodWl]]
X other Factors :—
(i) Good industrial relations.

(i1) Favourable Government regulations

(11i) stable political conditions
) Research and development efforts
(

(v
(v) Effective advertising to establish brand popularity
) Popularity of products in terms of quality

vl
Need for Valuation of Goodwill

The need for valuing the goodwill arises in the following circumstances :—

L. In case of sole trade :—
(i) When the business 1s t0 be disposed off,
(i) When someone is to be admitted as a partner, and
(iii) For assessing the wealth-tax on the death of the proprietor.

2. In Case of Partnership :—
() When a new partner is admitted,

(n) When a partner retires of dies, -

(I.H) When there is a change in the profit sharing ratio among the partners, gnd

) When there is dissolution either by sale to a Company Of amalgamation
with another firm. '

3,
In case of a Company :—

(i) - When one Company takes over another,

3
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N ‘ »s amalgamate, Wi
When two or more Companies amalg:

o y Company wants to |1l|rc|'|asc a large block of shares . e
en & L e

rolling interest in another Company.,

kes over the business, and

ations not being available, shareg .y
s such as estate duty, gift tax etc, 0 be

AL qumna
cont
When governmenl ta

() ge quot

When stock exchan
valued for taxation purpose

Methods of valuation of Goodwill

ey he value of goodwill, as it is an intangible aggeq
t 1s very difficult to assess t . |
mgar:mus methods of valuing goodwill and all of them are based on the prof —~
of the concernbecause the value payable for goodwill depends mainly on the |
capacity of a business. Following are the methods of valuing goodwill : anmg
\_}f Average Profit Method

Super Profit Method

(v)

3, Capitalisation Method

\4 Purchase Consideration Method

:}/Annuity Method
s |- Average Profit Method : — This is ve-ry.simple and widely followed methog ot
valuation of goodwill. In this method, goodwill is calculated on the basis of the p
of past years proﬁgs?Average of such profits is multiplied by the agreed number of
years (such as two of three) to find out the value of goodwill. Thus the formula js - __

" alue of Goodwill = Average Profit x Number of Years purchased

For example, if the goodwill of a firm is estimated at two '
year’s purc
Rthse z;\aegab%e p}g’;}ﬁlts of the last four years and if the profits of the last foupr' y:;sse ;:
. 10,000; Rs. 15,000; Rs. 20,000 and Rs. 5,000: the val i1l wi
calculated as under : — , e of. the goodwill wil be

Total Profits of last four years = Rs. 10,000 + Rs. 15,000 + Rs. 20,000 + Rs. 5.000

= Rs. 50,000
Average Profit = Rs.221% = Rs 12,500
Goodwill ° = Average Profits x Number of Years Purchased

= 12,500 x 2 =Rs. 25,000

purchase seems to be that the ;ﬁ:::';l:lsl:rl?fht]:seb:_ Logic behind the number of years
€ business has to hand over to the seller thé
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g busine »rﬂ“ hich the buyer would receive from the business due to sellers
[ \Ca‘ b

y come | JINEss W §
= Ltlm som ) ‘tx‘ ':1'11:'th-:;'m"-““ will earn profits entirely due to seller’s
. the purc ..l r‘. efforts begin to get due recognition from the
h. the purchaser compensates the seller for the few years profits

Yot AS suc
because of seller’s efforts.

‘\‘.;."”‘T‘r.\ 1|‘ll\'h'J$L'f gets
v _l:lw“‘

. o
pmﬁts. the trend of profits must be taken into account :—

gl .r:l!:i“g past : R :

" " n case there 18 @ sufficient imd c.untmuous rise in profits, it will be better to
o e \mportance to thc. p_rohts of the latest year and least importance to the
p (N his is because, the profits in, say 1998-99 are more likely

g orthe remotest year. This
i® e m 1997-98 than 1n 1993-94. As such, the highest weight 1s assigned to

..{\‘&:} 3 . (h‘\s .
. recent year. The profits of various years are multiplied by the

0 !“- ‘.l‘t‘:t t‘lf the “1()5“ ;
» ;“‘r\_ e products are totalled and then divided by the total number of weights. If,
: :,.l‘;h_-c e five years profits are to be averaged, the first year may be assigned a
9 e, the second year of two and so on. Thus :
gt ol Y -
W = N Profits Weights Products
o 3,00000 1 3,00,000
oort 5.00,000 2 10,00,000
l;?" 5.96 5,40,000 3 16,20,000
]9%_97- 6,70,000 4 26,80,000
100798 8,00,000 5 40,00,000
- 96,00,000
e

. 96,00,000 _
wei ghted Average 18 -———I-S-—" = Rs. 6,40,000

(ii) In case there is sufficient and continuous decline of profits, instead of assigning
e weights, the profits for the future year should be estimated on the basis of the trend

_ they will be lower than the profits for the latest year.

Precautions while Calculating Actual Average Profits
The purpose of averaging past profits is to project the future earnings i.e., what
9 As such, the profits earned in the past must be-

fits are likely to be earned in future:
adjusted in the light of future expectations. In arriving at the past average the following

adjustments should be made :—
e abnormal income in a year, it should be

| Abnormal gain :—If there 1s som
deducted out of the profit of that year. For example, there was profit of
Rs. 5,00,000 on sale of land in the year 1998. It should be deducted from the

profit of 1998 in order to arrive at the normal profit of that year.

5 Abnormal loss :— If there is some abnormal loss in a year resulting from

| floods, fires, earthquakes, theft etc. it should be added back to the profit of
that year, in order to arrive at the normal profit of that year.

3. Income from investments :— Income from investments should be deducted
out pf the profit of that year, because this income is received from outside the
business and cannot be regarded as part of the main business activity of the

Company.




e
VALUATION Of UOODWH
L

G 8 » :— Non-operating income is the income rece:

e e o e o oy
from non- .
deducte.d fron.l the E::xpeaed to be incurred in futur_e :—_ If there is 5o

. Operating ex[:?“; was not incurred upto now but which is €Xpecteq i,
expenditure WhiC ears. it should be deducted fr(_)m average profyyg. For
incurred in future }}(/ va; not insured upto now but it is sure to be i“Sllredi
example, if the stock v um must be deducted from average profits. !

i ce premi .

ure, the insuran . _

. pected in future :— Any income, which was not receiyeq far
Income ex

: ‘ ld be added
# but is likely to be received regularly in future, shou ed to the aVerag,

profits. . income, which used to pe :

ture earnings :— Any mcome, oCeiveq
7. St;ﬂg;f,es :ff at:rub!:xt is likely to be discontinued in future, should pe deducteg
re

from average profits. ‘ . |
Managerial Remuneration :— If managerial remuneration €stimated tg ,

8. paid in future is in excess of the remuneration paid in past years, it should g},

be deducted from average profits.
9. Income Tax :— The past average profits should be calculated after dedy ting

tax at current rates. :
After the above adjustments, average profits which can be ex

maintained in future shall be arrived at. These are termed as future mainta
Value of Goodwill = Average Profit x Number of years Purchased

pected to be
inable profits.

ILLUSTRATION 1.
The Profit & Loss Account of Mr. X disclosed the following results :—

1992 Profits Rs. 1,00,000; 1993 Profits Rs. 2,00,000; and 1994 Profits

Rs. 1,70,000.
X intends to sell the business to ¥, Ascertain the amount of goodwill after taking

into consideration the following factors :—
(I) Profits of 1992 include a speculative profit of Rs. 20.,000.

(1) Profits of 1993 were reduced by Rs. 30,000 due to loss by fire.

(I11) Thg properties were not insured and it was thought prudent to insure the
business in future. The Premium was estimated Rs. 4,000 per annum.

(IV) The €xisting tenancy contract has expired and ¥ will have to pay Rs. 2,000 pef
month in place of Rs. 1,200 per month. -

Goodwil] )
e 1115 to be valyed at two year’s purchase of the average profits of past three
6



CHAPTER |
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Shares
P = \

’“ Casc ‘1' Sh3m§ W hl(.'h are qu‘“c
obtained from the daily 15t of

of shares has to be
S. Besides. all shares

Although van‘pug tax laws have made specific provisions for the valuation of
chares and have laid down the exact procedure to be followed, the valuat

10n of shares
« the most complex of the accounting problems.

sccording to B.S. Kothari :—

~ “The valuation of shares is not an exact Science

ales or formulae.................. The valuation of two persons hardly agrees, and there s
wde divergence 1n the Yaluauon‘ mz_id_e by d'lf_Terent valuers and the tax authorities
owever, due to conventions and judicial decu;nons over a long time, certain principles
szve been evolved, on which we can base our judgement.”’

— Kothari, B.S. The Chartered Accountant, April, 197]

and cannot be reduced 10 ngid

sccording to William Pickles :—

“The underlying principles are by no means difficult, but their application calls for
:considerable knowledge of technical points.™

Need or Purpose of Valuation of Shares

Ihe following circumstances warrant the valuation of shares : —

|. When shares are received as a gift, it may be necessary to place a_value on the
shares for the purpose of assessing gift duty payable by the receiver.

; , 1S estate,
1. When a person dies and leaves the shares in a Company as a&a ne:far::: (death)
it 15 necessary to value such shares for the purpose of assessing

duties,
* For the assessment of wealth tax.

4 For purchase and sale of shares in private
shares, :

companies and other unquoted



o ~
VALUATIN OF

N )
h 5. For formulating amalgamation and internal reconstructioy, "“—‘hcm“ -‘*IIARES
('1. When sharcs are pledged as a sccurty for a loan,
7 For determinimg the amount payable to dissentient Sh“rchhldcm i
amalgamation. timg i
8. For compensating the shareholders when the Company ig nali()nahscd

9. When shares of one class are to be c:onvcl't’cd g s_hares of anothe, clz
example, conversion of preference shares into equity. ass
10. For the valuation of shares held by a trust or an investment COmpany

Factors Affecting Valuation of Shares
The same factors that affect the value of goodwill of a Company g4, aff,
value of shares. The principal factors which have to be taken into considerat:;c
valuing the shares are :—
(1) Present earnings of the Company :— The following points are Consig
in this regard : red
(1) Average profits earned in the past;
(1) The lowest and highest profits earned in the past;
(1) The average rate of return on capital employed;
(4v) Profits remaining after tax and preference dividends;
(v) Recent events and those likely to occur, which will affect the profits.

t the
N for

(2) The yield or returns from similar Companies :— The value of a share
much depend on the dividend yield that the investor eXpects to get g
compared to the normal rate prevailing in the market in the same industry,

(3) The dividend policy of the Company :— For small investors, rate of
dividend declared by the directors plays an important role in the valuation of
shares while investors holding bulk of shares (say 20% to 25%) would be in
the position to influence the dividend rate and therefore for them total profits

play an important role in the valuation of shares.

(4) Financial ratios :— A Company with sound financial ratios such as current
ratio, debt-equity ratio etc. is favoured by the investors.

(5) Efficient Management :— The shares of reputed Companies with efficient
and progressive management command good value.

(6) Government Policy :— The government offers special incentives for
particular type of business e.g., Tax concessions for Companies in backw!
areas. If a Company enjoys such concessions, the value of its shares Wi
increase,

(7) Shares are partly paid or fully paid :— Investors take a negative VeV of
the partly paid shares, _ :

(8) Demand and Supply for shares of the Company.
(9) Accumulated reserves of the Company.
(10) Prospects of bonus or right issue.




N OF SHARES
! Net rangible assets of the Company
, Nature of business. '\ -
U Extent of Competition,
Future prospects of the Company,

future prospects of the industry iy, Which g (
: a Compay
1Y 18 en

pxtent of Government control on he (* e
Ompany,

position of peace and security in the coun
nry,

political conditions such as fear ol nationalis
sation ele,
\r/7 Methods (ij\:nluation of shares
L pssets Method Yield Method
¢ oo
. 4 e . - \b
Dividend Yield Method Earning Capacity Method

Average Method

As such, there are four methods of valuation of shares :—
(1) Net Assets Method. :

) Dividend Yield Method.

(3) Earning Capacity Method.

(4) Average Method.

st Method
Net Assets Method

ed ‘Break up Value Method’, ‘Intrinsic Value Method’,

Backing Method’. Under this method, the value per share
5 determined by valuing the assets of a Company and deducting therefrom all the
lities and claims of the preference shareholders and dividing the remainder (i.e., net

by the number of equity shares. Thus :
Net Assets

Value of Share = Number of Equity Shares

This method 1s also call
‘Assets Valuation” or *Assets

—

There are two methods of calculating the Net Assets :
First Method : — R
_ Assets at Market Value :— /R etc ¢ »
Goodwill, Land & Building, Plant & Machinery, Stock, Sundry Debtors > I:s A
Lo Outeide LishiliieS== . ' s o \
Debentures .........
Sindry Créditbies * AT ai0 SRR Rt L :
- Other Liabilities VT -~
S P Capital s
e le for Equity Sharehalders R s

Value of Net Assets availab



VALUATION o SH

ARF

12.4 |

: sthod — ,
(i) Second M¢ th ; Camital + Reserves & Surplus © Accumulated Progy,
[quity Share Capité Accumulated Losses I’lclmnnur ]

1Y n of Assels
¢ ot on Re valuati

| by either ol the two mc[hmls wlu'h"‘litnr.“n
¢ 3
| by the number of equity shareg o ary o
|

Net Assels

o ; : L”('l
Amount of nel assels caleu

< ¢ be divided
Such an amount will then he « "
value of each share
sets method . —
Precautions for valuing the shares under net ass - |
e ecautions must be taken mto account while valuing (h,e sk
Following precaution: -
er

this method —
(1) Precautions in valuing the assets :— N
(/) Under the present inflationary conditions 1t 1s unreahistie to take the 4.
their book values. As such, the realisable value (1.¢.. markey value) Py Setg
taken into consideration. Ilowever, if the realisable value g ol tuk“.mq
account, it must be ensured that the book value 1s arnved y after ctta Injg
adequate depreciation. Ring
(it) Appropnate provision should be made for bad and doubtfy) de
amount of sundry debtors.
(111)  All fictious assets appearing under the head “muscellaneoys €Xpend
must be ignored. Such assets include preliminary expenses etc. Itury'

(/v) Intangible assets which consist of goodwill, patents. trade marks, copyri
etc. should be included in assets, whether they are appearing iy, the by
sheet or not. -

(2) Precautions in valuing the liabilities :—
(1) All hiabilities, whether appearing in the balance sheet or N, must be tajen
into account. L
(#7) Outstanding expenses and an appropriate amount of contingent liabilitjeg
must be taken into account.

(117) Adequate provision for taxation must be made.

(/v) In ascertaining the value of an equity share, the claims of preference
shareholders must also be deducted from the net assets.

Demerits or limitations of net assets method :—

(1) This method ascertains the amount available to equity shareholders in case of
liquidation of the Company. Since the Company 1s treated as a going concem
and where there is no possibility of its liquidation in the near future, thi
method is far from reality.

(2) ‘l‘his method does not take into consideration the earning (profits) of the
Company but an investor is interested in the earning potential of the
Company. |

(3) Itis difficult to estimate the market value of assets since there is considerable
scope for personal bias. _

(4) This mct.hod Ignores many factors which have a considerable effect on
valuan_on of shares. Such factors are financial ratios of the Company, 040
of business, future prospects of the Company, govt. policy etc.

10
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125
oses OF Circumstances where this method is appropriate -
o= ' L
pu gt o the circumstances where pet dssets method ig preferred in comparison to
jeld method are :
\

1) Where reliable information about the ¢
qvailable, as in the case of newly estab

1) Where the Company is continuousl
= of earning profits in near future. In
negative value.

(

aming capacity of the Company is not
lished Companies.

y incurring losses and there is no prospect
such a case yield method would produce a

(3) Where a scheme of amalgamation is to be formulated.
(4) Whenitis intended to liquidate the Company.

Provisions of various tax laws especially the wealth tax rules provide for this
5) Provis . ’
P method of valuing the shares.

mnSTRATION 1.

11



A?_?lets of Banking Companies

The Indian Banking Companies

: > - are governed by Banki Regulati t, 1949,
5 (b) of the Ac 8 bt Yy Banking Regulation Act,

Se(_:tu.)ll l;n(en)t Ofdepostit(sl?fl‘nts banking as “the accepting, for the purpose of lending
or INVES ' money from the public, repayable on demand or otherwise

se’. AC ‘ z
Banking COmpany‘, ompany engaged in

Bank Book—Keeping or Bank’
ahe Bank accounts are maintained using ‘Double

L . _ Entry System’. For successful
operation of bankmg business/such a System of accounting is required with which the
day-to-day transactions can b€ accounteqd for properly.@ain features of book-keeping
ina Bank are as fo]lows)

s Working

SlipSystem :—

bank must keep its ledger accounts especially those of its customers always
up-to date. A cheque may be presented to the bank for payment by a customer at an
moment and unless the customer’s accounts are maintained up-to-date, bank will not be
able to decide whether to honour or dishg

nour the cheque. As such the transactions in
the bank are recorded as soon as they have taken place)

@or the purpose of rapid posting, ‘sli

p system of ledger posting’ is adopted. Under
this system, posting of transactions in personal ledgers is made directly from slips

rather than from subsidiary books or j,_ournal)A slip is also called a voucher)The main

slips used in a bank are pay-in-slips, withdriwal form, cheques etc. These afe filled up
by the clients of the bank themselves or by

the bank staff on the printed forms of the
bank. For example :—

1.[!50r making deposit with a bank, the customer has to fill-up ‘pay-in-slip’ form
and submit it to the receiving cashier of the bank along with cash} The form of
Pay-in-sli

p’ has two parts (as explained by the proforma given on thenext page). The
kef-hand-side portion of it is called ‘counterfoil”. It is returned by the receiving cashier
dfter counting the cash. The counterfoil bears signature of receiving cashier and it is
Uy stamped with rubber-stamp of the bank. It serves as an acknowledge‘ment of
deposit made by the customer with the bank. Now the right-hand-side part of the shp
*I2ins with the bank which serves as voucher for bank. The receiving cashier makes

n cash book and then passes on this slip to the ‘Pergonal Accounts Ledger
“eper’ for posting in the ledger account of the customer. Similarly —
2.

For withdrawing an amount from a bank, the customer has to fi“-l}p ‘chcqug\ .O,L
txilhdrawal“foﬁn’ and submit it to ‘Personal Accounts Ledger Keeper \\':‘m‘ u[:;:t:
o the c“StOme{)Now Ledger Keeper checks the slip for signature o ‘L;\h{ e

" #dequacy of amount in his ledger account. He also makes posting of withdraw:

12



ACCOUNTS OF BANKING oy

L lteh LRl DIS) 4 bl 0 1R D B blblle} fele ‘e Yid ‘Db Iohb * Join?)

b lhis DY & IDIEY 2 2K i

: i
‘ C 191yse
Gorudis pasuoyIny /3 (splelde Pibljie AQ PalJIIdA /il o) BloflhK datug/ayse/|pweglb |/l 3% L “ Aomudig nqusa&Ewwnwc&.wws ’ nou%.g ONkBjw
............................................ mﬁho}) —.: muuaﬁx\WEE g | Wﬁ.— M 1 ﬁ\*?%
: P10/
(210 /12 :
)
|
* 01 _
* 07 g
« 08 “
> 8_ i
* DDS i
1
=01 I " ANBAy IS0 JO S| |
d/b SU/2 yunowry; SIEIad [se) ON anbay) E_ﬁ__n“m u._cw...ww " d/'h Sd/2 unowy /i1y In2bk] Lt b/
: hw:t.w — rupﬂ UENZ UV 3 m m _ " .HO A“VOE“C
— \ — ------------------------------------------------------- . — u&u uau—m
JO O/ 31 U1 JIpaId 5B /2 wRUf | Y U . i .%
Y prmwosl 1 [T T T T T T T [T T ] ] T [oNiunosov
‘R’ IBIB 2 .
. "I T T T T T T T T priewosny
SRRl L1 1111 ICIRIIR R MBC/thlkn)  UPUBIA/IBUIE™ """ q 1] NYVHLSVEVYI 4O MNVE aH.L LpuRIg/Bige-eeee QLT NYHLS VIV A0 MNVE EW
B ! klrzbinly
SHIEE SONRIEING (RS0 AUEE N0 uo wmeip anbay)se) Funisodap so difs sjesedas asy C 310N .M.lWE,mr.— kllriele mw._.hmm mm% = “ P@E& B E—.ﬁ wﬁ.
Suno2dY ||y o) dis ut Aeg ae(] SIUN020Y || Y J0) di§ ur Keg
1
1

Plkdl Ak lhie DR % IR G NEK L

13






L Passihility o0 NMisappropristion Sorce the slips are loome and el
HN‘

a1y 1”““1"'"““'#“ !

thai=ar « M ’\l t
4 DifMenhiy o cnstnmers I tnwvit cantvmn hat o he """'“"fl
wetomts o) hamk i illng the vanous shipy) Many customers fep) ir, by he
{ 1k mhv ‘

“l‘llll'-- Mt
i

PRt Ingmie of e aborve deady .mlagrhq:w \hp sy dtem has hp(;m ¢
W adoged By cach and every hank due to its mlmnlagm)lu ;hm,mm""‘m
Joging a progeer system of mternal audut

Teller System

Ihee svatem 18 also called Quick Payment System. Banks introdyce &
Catems w0 that therr customers may recerve payment of cash, etc quickly n,:h"
prcy alent system 16 the teller system Under this system, tellers keep cash g w:;.'
ledper cards and specimen signature cards of each customer in respect of (yppyy,
Navings Bank Accounts A teller 1s authonsed to make payment upto 4 u—
amount say, Re 2,500 On recept of a cheque, he checks i, passes it for
enters 1t in lodger card and makes payment to the customer. The teller also recerves ca
deposited 1 these accounts

YUY I &

Stock Invest

Rocently, a scheme of Stock Invest has been introduced for the benefit of sy
mvestors i public issue by a Company  The scheme facilitates investors to cam ty
mterest on therr apphication moncy and the amount 1s withdrawn from their accouns
only after allotment of secuntics to them

I-or getting benefits of this scheme, the investor has to open a fixed-deposit account
with @ bank Out of this account, Stock Invest cheques are 1ssued as and when
by the mvestor These cheques are sent alongwith application forms. Subsequently, if
he succoeds in getting allotment of secunties, the amount i1s withdrawn by the
Company's banker from his account and the fixed-deposit account remains operative
for the balance of the amount remawmung in it. In case no allotment 1s made to the
mvestor. the amount m his fixed-deposit stock-invest account remains in the account &
before. Thus under the stock-invest scheme delays in refund of application money and
loss of refund-warrants i transit are avorded. The facility 1s being provided in India by
many banks now.

Final Accounts of Banking Companies

Every Banking Company prepares its final accounts at the end of the ye¥&
“RCmmmumdmmd\efmlxcounummcfmwﬂmﬂ ;
w1 the thard schedule of The Banking Regulations Act, 1949.
G The formats are in vertical form. Form *A’ of third schedule prescnbes the tonnst
~ of Balance Shoct and Form ' B’ prescribes the format of Profit and Loss Account. Sem
~ schedules are also prescnibed in the formats which are eighteen in numbet 3‘*"":‘ i
o 1 40 12 selate 1o Balance Sheet items and Schedules No. 13 1o 16 relate w Proft #2
foss Account tems. Schedules No. 17 and 18 consist of notes lmll‘vw“"',"*: ﬁ"
b are 10 be followed by Banking Companies. We shall now study the (o =
Profit and Loss Account and Balance Shoet alongwith schedules relating (e
Mote -~ Schedule No. |7 and 15 consint of moles and segounting policies which # &7

15
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UN : o 13.5
_‘ Sand itis of )i
king Companies anc Ot Htte importane ¢ .

g by f?::;::t'—n:d to have gone through (hege OTNCE foy Hudents to
te . .
e e shall study format of p
rsh ¥ escribed by the Act ale
. :e-‘fni; the question, schedules
‘ Y I

10 $0IV

Study these in detail and
ngwitly format
shall algq be pre

Ccount which i
are integral
pared).

s as follows :—
part of it, therefore

NEW REVISED FORMAT OF prop

‘ IT AND LOSS ACCOUNT
The Third Schedule

(See Section 29)

Form 'p»
PROFIT AND LOSS ACCOUNT
Jor the year ended 3/ March

(Year)
Sche-  Year ended BI_T_-‘ Year ended 31,3,
dule (Current Year) (Previous year)
No. Rs. Rs.
R -
| INCOME '
Interest earned 13
Other income 14 it gt e L b .= -
Total : o S TI6S189 ey e
" 1. EXPENDITURE
" Interest expended 15
Operating expenses 16
Provisions and contingencies P TIPS G

Total :

PROFIT/LOSS
Net profit/loss (=) for the year
~ Profit/Loss (=) brought forward

09

Total :

' » APPROPRIATIONS

' Transfer o Statutory Reserves (See Note 1)
Transfer to other reserves

-~ Transfer (o Government/ Proposed dividends
% carried over to balance sheet

Total :

| fer 25% of Current
sprei ) AS per section 17 of Banking Regulation Act, a bank must transfr
"' every year to statutory reserve.

16



Nl“"“: BANKING COMPAN| g
JNEE X

|
A““ ‘.”.,mwnl and Publicity 177
v :\:l;ﬂ-mnnn on Bank's Properny
\ lmﬂ."“,' Fees, Allowances and | o
Vi N“"mn" lees and Expenses
Vil |m‘|u"'"" branch auditors)
Tharges

|Law { X
Vil sstage: Telegrams, Telephones, etc
) L'

and Maintenance

g RCI“‘"
N [nsurance
& Othe! [ixpenditure
X! :
TOTAL

Explnnation of Schedules Given in Profit and Loss Account

edule 13 - lﬂ:_e':“ Earned :— [nterest earned by the bank is included in this
and is classified into the following heads given in this schedule : :

Interest on Advances and Discount on Bills :— The most 1

income for the banks is the interest earned on all types of lo(e);nc.llwllcpf)mnt
credit, demand loans, overdrafts, term loans etc. Like\\;isc cmt(‘ml . CaSh'
discount the bills from the bank and the amount of discount‘ deciuct;iirsb mt;y
pank from the amount of such bills is also an income for the bank { leu
amount of discount is also shown here. B

Sch
L

(. Income on Investments :— It includes all income derived from the
investment portfolio by way of interest and dividend.

(1. Interest on balances with Reserve Bank of India and other inter-bank

funds.
[v. Others :— It includes any other interest/discount income not included in the
above heads.

Schedule 14 — Other Income :— This schedule includes all incomes except

interest :—
. Commission, Exchange and Brokerage :— It includes all remuneration on

services rendered by the bank to its customers such as commission on
collections, commission or exchange on remittances and transfers,
commission on letters of credit, letting out of lockers and guarantees,
brokerage on securities purchased on behalf of its customers etc.

II. Profit on sale of investments Less loss on sale of investments.
IIl. Profit on revaluation of investments Less loss on revaluation of investments.

IV. Profit on sale of land, buildings and other assets Less loss on sale of land,
buildings and other assets.

V. Profit on exchange transactions Less los
includes all incomes earned by way of for
charges on foreign exchange transactions ¢
shown under interest.

s on exchange transactions : It
eign exchange, commission and
xcluding interest which will be

17



ACCOUNTS OF BANK .
4 C()M
Mp

j38 | |

' ndends - o

V] Income carned by way of dividends etc. from Subs,dlary ‘ ’\Nl&\

jomt=3 entures (o (o panie‘

Vil Miscellancous ncome. |
schedule 15— Interest I",xpclldl:d It includes interest paid and i |
Sche - )

y

Judes interest paid on all types of d
t on Saving Deposits gz, sty
d Intey Uch

follows :
l. Interest ¢
as Interest 0N
['erm Deposits.
’ ank of Indi
Interest on borrowings from Reserve B f India or from other -
8.

sits :— [t Inc

yn depo :
rrent Deposits, Interes

Cu

1.
I1.

Others i— It includes interest on all other borrowings.

Schedule 16 — Qperating Expenses :—
|. Payment to and provisons for employees ' — It includes styfy
wages, allowances, bonus or other staff benefits like provident fypg Salg
I,

gratuity elc.
II. Rent, Taxes and Lighting

[II. Printing and Stationery .

[V. Advertisement
on bank’s property : 1t includes depreciation on bap}
ank’s oy,

V. Depreciation
property, motor cars, furniture, non-banking assets etc.
V] Director’s fees, allowances and expenses

VIL. Auditor’s Fees

VIIl. Law Charges
IX. Postage, Telegrams and Telephone Exp.

X. Repairs and Maintenance

XI. Insurance
XIL. Other Expenditure : It iqcludes all expenses which have not been includ
in any pf the other heads, like licence fees, donations, subscriptions to papers
periodicals, entertainment exp., travel exp., etc. -
i :Tr.ovnsflons and Contingencies :— This head is just below schedule 16 ad
provision for bad debts and taxation are shown under this head

Generlal Guidelines for solving the practical questions
: g}l]legtle}ichedules. must be shown in each question in P & L A/C and Bala
- gi‘v ; :We\:r, if tht? amc_)unt of a particular item included in any ¢ '
5 in the question, it may be ignored to be written.
' Sf?é:?: Lar:l:;éﬁ_ggthuemr previous years, if given in the ;1u
o .
faft hand 54 t hand side and current year’s figures shoul

3. Banking C :
& Lompanies must prepare their annual reports in Hindi also:

estion, should ¥

18
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' OF BANKING COMPANIES —
" A

Rebate on Bills
. hundreds of bills eve

S . €n
H'”ﬂ;d, the baI}k credits t};et }Il)lsg_f;unt chount With the fy) a;();?f(’“e gets a bl
J.éf"uﬂ, " ill earn in respect of that bill. But in Practice, it frequentiy hm of the discount
b9 oills will not mature by the close of the accounting year. T;Wens that some
of eset * hich relates to tl:le p?nod falling after the close of the e;.c € portion of the
dnUnea med Discount” or Rebate on Bills Discounted’. rounting period is
<upposing: X discounted a three month’s bill from State Bapy
4arclth 1995 and bank charged Rs. 600 as discount. Accounts are
v

" ear. The date of maturity of the bill is 31st May 1995 1;1?@?5 miiltﬁh
every gus { have credited the Discount Account with Rs. 600 on Ist March. But out oe*‘
‘ kt}w discount for the months of April 1995 and May 1995 is not actually -earnedt.
gﬂiame 4 discount for these two months @ Rs. 200 per month amounts to Rs. 400, This
Tn .

. -
Dlscounted

39

of India on 15t

. (he income which is related to the next accounting period and is called ‘income
is

ived but not earned’. It is also termed as ‘Rebate on Bills Discounted’ or
rlejceexpired Discount’ or ‘Discount Received in Advance’.
‘Un

Since discount on bills discounted is an income for the bank and 1s shown in the
profit & LOSS Account under Schedule 13, the amount of unexpired discount, if given
o

 the adjustments, 18 deducted from schedule 13 and 1s also shown on the liabilities
in

de of the balance sheet in the item ‘Other Liabilities and Provisions’ in schedule 5
;‘lollowing entry is passed for this adjustment :—

Discount A/c

To Rebate on Bills Discountt_ed Alc
(With the amount of unexpired discount)

Dr.

However, if the item of unexpired discount 1
shown only in the balance sheet.

ITY YO 4 TTAN 1

s given inside the Trial Balance, 1t 1s

me + Wlaanh

19



CHAPTER 14

:__“_\_Eﬂlﬂts of Insurance Companies

Ins
underta
due to specified caus

ospe €s. The documen Ini { '

‘Policy’. The consideratjon i t containing the terms of contract is termed as
is termed as ‘Premiun,’.

urance 1S a fi o
‘ orm of contrac - N . ,
kes 1o ide iy tract under which, one party known as the ‘insurer

Types of Insurance

; ccounti i i i
From a Ing point of vView, insurance may be broadly divided into two

Types of Life Insurance Policies

Life insurance policies can be broadly divided nto two types :—

(/) Whole Life Policy ~— Under this policy, the policy-holder does not get the
amount of policy during his life-time. The amount is paid only to his nominees or legal
heirs on his death.

(i) Endowment _quicy — .Under this policy, the amount is paid to the
policyholder on his attaining a certain age or to his nominees or legal heirs on his death.
whichever is earlier.

Both these policies may be with profit or without profit :—

1. With Profit or Participating Policy :— With profit policies are those on which,
maddition to a guaranteed sum payable on maturity, a share of profits of the Insurance
Company will also be payable as bonus. Such bonus is credited only to the holders of
‘With Profit Policies’.

2. Without Profit or non-participating Policy :—Without profit pqli;ies are
lose on which, only a fixed amount is paid on maturity. Holders of such policies have
"0 right to bonus. Naturally, the premium in case of without profit policy is less than
be premium payable in case of with profit policy. B
(2) General Insurance :— It includes all other types of insprance exceptbhte
"Surance, Under section 2 (6B) of the Insurance Act, 1938, general insurance has been

20
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Pistinction between |ife Insurance and General Insurance

1ife Insurance General Insuranee

Bavis of
. Difference
4 ¢ 1
| Nature of It 1 a contract of Assurance [t 13 a contract of ‘|
C ontract ' because. the sum assured 15 | because the claim MaY arise

payable on the happening of an may not anse Only those whe
event which 1s bound 1o occur 1 ¢ . | suffer loss are compensated
the expiry of the term of the

| ipnluy o1 the death of the insured l
| Amount of | In life msurance, the full amount

’ In this case, the sum payable ,

{Clabm | covered by the policy 1s pad. imited to the amount of aepyg
} loss suffered by the insured

3 ‘} Purpose Purpose of life nsurance 1s| Purpose of general insurance 5
- protection as well as mvestment. | protection from risks.

i Period | These arc long term contracts These are only for one year

| ) running over a number of years. | though rencwable year after year

§ {é Rate of In life msurance, premium is|In general insurance, premium s

f!'m fixed according to the age of the | fixed according to the nature of

| msured and the term of the policy. [ commodity insured and the nsk

6 |Surrender |Life msurance policy carries a

and liabilities made for each

financial year according to the |
Actuarial Valuation, ¢

21

involved.

General insurance policy does not

| Value surrender value. carry a surrender value.
7 Me for |No reserve for unexpired risk is | Reserve for unexpired risk must
| :u::plud created in case of life insurance. | be created in it. Specified rate s
! 50% of net premwm mn case of
i! fire and nuscellancous and 100%
. | In case of marine business.
:‘ slculation | In case of life insurance, profit or | In this case, profit is calculated
- loss of the business is calculated | the end of cach year by creatng 3
On the basis of valuation of assets |reserve for unexpired sk ¥ |

specified rates.




TS OF INSURANCE COMPAN 1

ac | One-minth -
: | pivision of | of  the Profit & in
9 fit 'allncated to the Policy - holders his case. no profit =
4 'ro '
Jf:asu: of hfe fund maintained f”': ::'nhmd among  policy
- | participating policy -holders "
il Al

Regulation of Insurance Business
o nt, insurance business in fnda .

¢ Regulatory and Development Authority
ﬂ"_"ﬁcamres of the Act are listed below - ’

)

fot‘ every tﬁgmp?rjy carrying on business of Iife INsurance or general
msumnf:‘:,} acormmrnurn paid-up equity capital has been fixed at Rs. 100
Cmfes ‘ mpany.canylr‘tg on exclusively the business as 2 reinsurer, the
minimum paid-up €quity capital 1s Rs. 200) crores. .

(if) E{v;fc)lf-l year, the accounting year of eVery insurance company is to end on 3]st

(i) The Insurance companies are required to prepare their financial statements

i.e., Revenue Account, Profit and Loss Account and Balance Sheet di
to the IRDA regulations. according

(iv) Insurers carrying on Life Insurance Business should comply with the
requirements o.f Schgdule A of the IRDA regulations. The Schedule A.
among other things, gives the following forms

Revenue Account e Form A — RA
Profit and Loss Account — Form A —PL
| Balance Sheet — Form A — BS
f Insurers carrying on General Insurance Business should comply with the
. requirements of Schedule B of the IRDA regulations. The Schedule B, among other
. things, gives the following forms :
: Revenue Account — Form B —RA
] Profit and Loss Account — Form B — PL
Balance Sheet — Form B —BS

In both cases, there are 15 Schedules, out of which first four relate to Revenue
Account and the remaining eleven Schedules relate to Balance Sheet. In both Schedules
A and B, Profit and Loss Appropriation Account is dispensed with and appropriations

are accomodated in the Profit and Loss Account.

T R T P

i Business
:on of Financial Statements of Life Insurance
i cyholders’ Account), Profit and

Inc ife i ce, Revenue Account (Poli ‘ \
o Mo aldr ) s S 0 L
A-RA, Form A-PL and Form A-BS respectively. 1he
below : .

s i o R B T AR s (i oL O e Mol ah e 0

22



f 7-:\};.:11(' of the Insurer _ |
| Registration No. and Date of Registrafiol

REVENUE ACCOUNT FOR THE YEAR ENDED 31st MARCH, 20-....

Policvholders’ Account (Technical Account)

n with the IRI{{A

ACCOUNTS OF INSURANCE (¢
- mm'u

FORM A-RA

e —————————

LT ————

_—_‘_‘-"\-
Current Year | Previoys Year

Schedule

Particulars

(RJ '000) er 'm)

—

Premiums earned — net

(@) Premium

(4) Reinsurance ceded

(c) Reinsurance accepted

Income from Investments

(a) Interest, Dividends & Rent — Gross

() Profit on sale/redemption of investments

(¢) (Loss on sale/redemption of investments)

(d) Transfer/Gain on revaluation/change in fair
value

Other-Income (to be specified)
TOTAL (A)

Commission

Operating Expenses related to Insurance Business |

Provision for doubtful debts

Bad debts written off

Provision for Tax

Provisions (other than taxation) :

(a) For diminution in the value of investments

(Net)

(b) Others (to be specified)
TOTAL (B)

Benefits Paid (Net)

Interim Bonuses Paid

Change in valuation of liability in respect of life

policies in force

(a) Gross

(6) Amount ceded in Reinsurance

() Amount accepted in Reinsurance
TOTAL (C)

SURPLUS/ADEFICIT) (D) = (A) *4B) =(C)ss el 1.

APPROPRIATIONS
Transfer to Shareholders’ Account
Transfer to Other Reserves (to be
, ¢ specified)
Balance being Funds for Future Appropriations
TOTAL (D)

| |

See Notes appended at the end of Form A.PL
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cCOlmTS OF INSURANCE COMPAN|Eg
A Bo— "
NTINGENT LIABILITIES

/ I’”"”““I{’r‘;‘ S ——— e

‘ T T S Current Year [:-,;Q;w-;";‘ Y'P;"'
~Tpartly pard-up investments — | ks "000) o

Claims, other than against policies 0 a R TR

“ | debts by the company

Underwriting commitments outsta
> shares and securities)

Guarantees given by or on behalf of (
Statutory demands/liabilities in dispu

Ckﬂow]cdged as
nding (in respect of

he Company

5. : ; te, not provided fi
6. [Reinsurance obligations to the extent not provided for i
" | accounts in
Others (to be specified)

TAL )
/_'!‘_0_;— i K\L‘%
SCHEDULES FORMING PART OF FINANCIAL STATEMENTS

SCHEDULE—1

UM
pREMIUM

Particulars Current Year | Previous Year
(Rs.’000) (Rs.'000)

| First Year Premiums
2. | Renewal Premiums
3.| Single Premiums

TOTAL PREMIUM

| SCHEDULE—2
COMMISSION EXPENSES

Particulars Current Year | Previous Year
(Rs.'000) (Rs. 000)

Commission paid :
Direct : First year premiums
Renewal premiums
Single premiums
‘Add:  Commission on Re-insurance Accepted
- Less:  Commission on Re-insurance Ceded

Net Commission
SCHEDULE'——3
‘ OPERATING EXPENSES RELATED TO INSURANCE BUSINESS

icul Current Year | Previous Year
Partfcu . (Rs. '000) (Rs. '000)

-| Employees’ remuneration & welfare benefits

| Travel, conveyance and vehicle running expenses
Training expenses

Rents, rates & taxes

Repairs

SN

“
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) ; SURANCE oy "
ACK mJNT.‘sUF INS s .

.;unn‘l\
\l\('ll_'-l.'\
harges

prnting & 86

i ommunit ation ¢
pu\h'uu\n.’ll ¢

] . gal &

3

' auditor | o 4
i jyyser of 1 any other capacitys in respe
adv \

Jaxation matters

nce maltters
rvices, and

|
(h)as

(1)
Insura
Management S¢
[{¢)in any other capacity

.| Advertisement and publicity

13 | Interest & Bank Charges

13| Others (to be specified)
14 |I)cprcc1alinL ‘
JJ‘I'()TAI. - et

(n)
(rer)
|

SCHEDULE—4
Current Year | Previous y;

BENEFITS PAID [NET]
(Rs.'000) (Rs. '000)

Particulars

"1 | Insurance Claims :
(¢) Claims by Death,
(b) Claims by Maturity,
(¢) Annuities/Pension payment,
(d) Other benefits, specify
(Amount ceded in reinsurance) :
(a) Claims by Death,
(b) Claims by Maturity,
(¢) Annuities/Pension payment,
(d) Other benefits, specify
3. | Amount accepted in reinsurance :
(a) Claims by Death,
(b) Claims by Maturity,
(¢) Annuities/Pension payment,
(d) Other benefits, specify

TOTAL
Netas 1 AT : :

otes : :Z) Claims include specific claims settlement costs, wherever applicable

) Legal and other fees and expenses shall also form part of the claims cost, wherever

L]

applicable. .+ . d i
SCHEDULE~5 g G4 DUB IS
SHARE CAPITAL

Particul : : 5
articulars o S Teahar T Preos o

C(Rs'000) | (Rs000) _

I.| Authorised Capital
v EQuity Shares of R, ........... each

27



< OF INSURANCE ¢
Aﬁ..{-,‘m‘r\ ECOMPAN)ES
, |1seued Capital e
. Fquity Shares of Rs cach |

a suhsf"b‘" Capnal
- 2 3 S 2 5 -
Equity haresof Rs. . each

Called-up Capital
Equity Shares of Rs. ............ each . i

Calls unpaid
Add Shares forfeited (Amount on
gmally
Par Value of Equity Shares bou ht}bpmd . |
Preliminary Expenses il
Expense§ .includin_ £ commission or brokerage
underwriting or subscription of shares =

A
WL |

ticul i :
) Particulars of the different classes of capital should be separately stated

\\ Natcs . (a
LN (b) The amount capitalised on account of issue of bonus shares should be disclosed
(¢) In case any part of the capital 1s held by a holdin . gy
separately disclosed. : g company, the same should be
% DULE—S A
& I'A'ITERN OF SHAREHOLDING
[As certified by the Management]
Shareholders Current Year Previous Year
Number of shares | % of Holding Number of shares | % of Holding
Promoters : '
— Indian
— Foreign
Others
TOTAL
SCHEDULE—6
RESERVES AND SURPLUS
Particulars Current Year | Previous Year
(Rs.'000) (Rs.'000)
1.| Capital Reserve
2.| Capital Redemption Reserve
3. | Securities Premium
4. | Revaluation Reserve
5. | General Reserves
Loss Account, If any

Less : Debit balance in Profit and
Less : Amount utilized for Buy-back
Catastrophe Reserve*

Other Reserves (to be specified)
Balance of profit in Profit and Loss ‘w______,________

TOTAL |t 5
due to entire unexpect
*Such reserve is created 1o pr M W

 setof events and not for any specifi

(= = =

ovide for the losses which might

¢ known purpose:
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ACCOUNTS OF INSURANCE Co
-3 W MPAN
- R ) - lu

14 12
1TY-WISI C1.ASSIH ICATION

4 IMATUR
)m! Short Term

\'(f-\ | ong Term
[roTAl | M e
1

ude those, which are repayable within 12 months from g, P

Nofes !
Il be the loans other than short-term loans.

(@) Short-term loans shall incl

balance sheet. Long term loans sha

rovisions against non-preforming loans shall be shown separately.
case of all long term secured loans shall be specifieq in

“') }

(¢) The nature of the security in
case. Secured loans for the purposes 0

asset of the company. N .
(d) Loans considered doubtful and the amount of provision created against such loang shall be

disclosed.

SCHEDULE—I10
FIXED ASSETS

—_—7

Cost/Gross Block Depreciation Net Block
Particulars Ope- | Addi- | Deduc-|Closing| Upto | For | On To A,m‘;;;;_—
Last | the | Sales/ | Date | Year | oyus

ning | tions | tions
Year | Year |Adjustm end | Year
ents

—

Goodwill
Intangibles
(specify)
Land-Freehold
Leasehold Pro-
perty

Buildings
Furniture &
Fittings
Information & Tech-
nology
Equipment
Vehicles

Office Equipment

Others

(Specify nature) | |

TOTAL

Work in progress - -

Grand Total

PREVIOUS YEAR

Note : Assets included in land,
defined in note (a) to Schedule 8.

31
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property and building above exclude Investment Properties as

% |

pE:1
o

» .;'

= sl



: pfﬂ'f""""' Shietstaadn LT
2 oy~ »
WD) BANK BALANCYS 13

‘ A
3 ”Uflug[a,‘

1 ,,‘-f;*,,.mw' husjipmy 41‘311.\. sl "'ﬂ;; ——
)
g [ ot oo |
o) lm'd ALLANMNS ! i
Lad ) ShemLAern (due with ' ;
oA Vabance Sheet) )2 months of the date

| () (hers
(Ciremt Sasimims

Ly Others (19 e specified )
ey # C4ll and Shon Notice
(4) With 1hanks

() Wi Onher Instittions
Onhers (10 b specified)

TOTAL
fdanvan with naon-scheduled banks included in 2 and 3

£
CASH & BANK BALANCES |

i |in Indin
7| Owtends Indva

*_'gmAl, _ R |

Note 5 Iank Valance may include remitiances in transit If 80, the nature and amount shall be

sgnaly Wil

 HEDULE 12

| ADVANCES AND OTHER ASSE1S |

| Partlculars Current Year | Previous Year

(I, '000) (Rs. '000)

——————
: C t:;rcf:l Year I Previous Year
— ] s f{f)fi;_ L (Rs '000)

1

e —— TP

WA T T W

[ApVANCES
i | assrve depnwits with ceding compunies
1| Apghieation memey for Investiments
b | Progmymems
4| Advaniens W Offisers / Dieelons
9| Advanes tax v and Lnres deducied at source (Net of

provision for twralion)
6, | Othars (10 b specified) A— -
TOTAL (A) IO
(THEM ASSETS ot 30 1
woriied on invesments

s’ s bl T i ‘
””“M‘"frm'”'m'mmm | ATOT
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ACCOUNTS OF INSURA
14.14 e ;

; AN
Deposit with Reserve Bank of India [Pursuant to section 7 By
e ']

of Insurance Act, 1938]
8. | Others (to be specified)
TOTAL (B)
| TOTAL (A) + (B)
ECT— B

|
)/)

Notes :
(a) The items under the above heads shall not be shown net of provisions

. for doubtfy amg,
The amount of provision against each head should be shown separately. _ Unig,

(b) Sundry debtors will be shown under item 8 (Others)

SCHEDULE—13
CURRENT LIABILITIES

Particulars Current Year Previoys Ye
ar

(Rs.'000) (Rs. 009

7

Agents’ Balances

Balances due to other insurance companies
Deposits held on reinsurance ceded
Premiums received in advance
Unallocated premium

Sundry creditors

Due to subsidiaries/holding company
Claims Outstanding

Annuities Due

Due to Officers/Directors

Others (to be specified)

TOTAL

TSR RPN WBMeE W~

SCHEDULE—14 | Lo oot e s
PROVISIONS

Particulars Current Year | Previous Year
: (Rs.’000) (Rs.’000)

For taxation (less payments and taxes deducted at source)
For proposed dividends

For dividend distribution tax

Others (to be specified)

TOTAL

SCHEDULE—15
MISCELLANEOUS EXPENDITURE

(To the extent not written off or adjusted)

Particulars Current Year | Previous Year
(Rs.'000) (Rs. 000) _
I. | Discount Allowed in issue of shares/debentures al s ook i
2. | Others (to be specified) B R

TOTAL

bl B
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pation of \ avtous ftoms

* premium  Peniim weened by )
. ! \ ‘ .
the Revenue Ace € Ut
wh i : Aecount (ax per Sehedute 1y, p veovompany g the year in
i, renew al premim wivih i reveive '
' hold single promum. Fiy I reveived mity b firat yed:
py the poheyholderan the Tt year of the lite EXEYVORE S Preminm b preminm pakd
| Ronewal Preminims When a policyhol poliey Premiim patd i lator yoars aie
e g, s called Sigle Promn h: CRSIPRYS Aok iy presniloey it - Hrap Byl
e  to the amount ol l\t\-numn:": "“"";“Nl et il
8 received during
ding In e Beauniing ot B 4 g the year whereas premims
outstat l ol ‘H L the year are deducted. Ax such, prer |
- s | Ay APPOR ax follows : . premiuma shown ih
LA Year Premium
3 Renewal Premium

v Single Premium

mums Outstanding at the end of the year
g of the year

Add - et

Less - Premiums Outstanding in the beginnin

yme received from business concluded m India and Outside India

Premium 1nee
should be seplnllcl_v disclosed.
2. Reinsurance Premium

much for his capacity and remsures a pa
h a case, depending on the

reinsurance. In suc

peinsurer, proportionate amount of premiuniis

Premium Ceded to the second msurer has (©
Likewise, Re-insurance

in Revenue Account
enue Account.
ered mto through an agent,

premium received in Rev
¢ contract 18 usually ent
paid commission

| 3. Commission : An msuranc

- Since the agents gel business for the insurance company they are
ing to the amount of business they arc fetching. The commission paid to agents

1§ shown in the Revenue Account (as per Schedule 2).

- urance business it has (o pay commission

jon on re-insurance

ed *Commiss

n in Schedule 2. Likewise, when @
company then this company (which
hom it gives business: Such a
ceded’ and 18 8 gain to the
unt of commission in

er considers a particular risk too
i of the risk with some other insurer. It is called
share of risk undertaken by the second
ceded by the first msurer. Re-insurance
be deducted from the premm received
Premium received s added to the

+ Sometimes the msut

y ©




AL LWL s = e
vlFANlR

b 1O _once Business @ Operat
Jated to Insuranc dperating exp,

ati S ponses Re T e are taken to the Revenu

4 Qperetiog " : 0 insuranee pusiness are R — = ACQQUntb

whach are dwevtly late le ¥ Usually, the following expenses are considered directly
N b, - e y

wohahng thom Schadule
relatend B0 MSRIAIRY DUSINESS
D Bmployee's salanes am

) Travelhng BExpenses

{ welltare benelits.
\

\.‘i

-

\IEC

Lranung Expenses -
of Management (Adnunistrative Expenses)
s are considered not directly
& Loss Account.
S Chaims : Claims means the amount payable by the insurance company. In g,
msurance, clam becomes payable on the expiry of the term of the po'llcy or on the degg
of the pohcvholder, whichever 1s earlier. Claims paid to t_he POilehol.der after the
. Maturity’. Claims outstanding at the eng

expiry of a fixed penod are called ‘Claims by ! _
of the vear are added to the amount of claims paid during the year whereas clajn;
mlsm{dmg in the beginning of the year are deducted. If there are expenses incurred in

~onnection with claims such as fees for police reports, legal fees, survey fees etc., the
same must be added to the amount of claims. Amount of re-insurance claim recovereq
from other reinsurance companies under reinsurance contract must be deducted from
she amount of claims payable by the business. Claims shown in Schedule 4 may appear

as follows :
Rs.

@v) bExpenses

All other expense
henoe are taken o Profit

related to insurance businesg and

ClaimsbyDeath
Claims by Matunty

Add - Expenses in connection with claims

4dd - Outstanding Claims at theend of the year =

Less - Outstanding Claims in the beginning of theyear e

..............

Less - Reinsurance Recoveries (Claims covered under reinsurance) oo

..............

Claims paid in India and Outside India should be shown separately.

. Annuity : It is an annual payment which an Insurance Company guarantees 10
pay to the insured throughout his life in consideration of a lump sum money paid by the
insured in the beginning. Annuity paid is an expense for the Insurance Company and is
shown under Schedule 4. For example, a person desposits Rs. 1,00,000 with the
Insurance Company in the beginning and the insurance Company guarantees to pay
him Rs. 20,000 per annum, as long as he lives. In this example, Rs. 20,000 represents
an expenditure of the Insutance Company and is included in Schedule 4 whereas £
t11;20,000 is known as ““Consideration for annuities granted”’ and will be sho¥™ .

enue Account under the head ‘Other Income’.
to pay furthef

7. Surrender Value : If a policyholder is unable or does not want
prcaonn. 0‘;1 his policy, he can surrender his policy to the insurance compam:
Surrender value is the amount which a policyholder can get immediately in €
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~\ RCCOUNTS OF INSURANCE COMPA N ¢ .

Life [nsurance (“t\mpan_\- In the even, of
fler surrender. no further Premiumg
! licies acquire surrender v
fe thereafter the surrender .
ubs cq"cm;\'car S premium. A
lsnsllf"""“ Company and as such 1S sho
8. Bonus : A part of the profits of th
with profit policyholders as bonus.
Development Authority (IRDA) Act.

1417
g all the ¢

> Insurance
atte 2 D of twe
er the Payment of twe

“ASIE with (he
\der value is ap e
Schedule 4
Insurance ¢
- n:,u-l..mu C Ompanies are distributed to
One pTD\lsi‘jns of the Insurance Regulatory
it pOIiC}:hOldcrs i v, pol‘{:\l-:i“ﬁjm the profits is allocated as bonus
policyholders in either of the two ways ;— 7 erS: Such bonus can e
(/) Bonus in Cash : [t 5 paid in cash immedj
(if) Reversionary Bonus -

only on the maturity of the policy alongwith the policy money.

' s, Life Ins — y " -
qu a days, L1 ‘ I.n:.‘urance (‘prporatmn 1S paying bonus only on the maturity of
the policy. Bonus paid is included in Schedule 4.

. #9. Bonus In ReductuQn of Premium : Sometimes Life Insurance Companies
‘=duce the amount of premium by offerin

. g bonus to policyholders. Such a reduction in
premium is termed ‘bonus in reduction

of premium’. It is an expenditure for the
[nsurance Company and is included in Schedule 4 (Benefits Paid). In case it is
given in adjustments it will also be added to t

he amount of premium in
Schedule 1.

12hts of the policy. )
Ompany. Usually,
annual premiums
Pavment ot each
Xpenditure for the
along with ¢claims.

W under
¢ Life

As pe

ately on declaration.

Itis credited to the policyholders accounts

and 1s paid

10. Policy Renewal Fees : It is shown in the Revenue Account under the head
‘Other Income’.

11. Registration Fees : Life Insurance Companies usually charge some fees for
registering the policy. Since it is not directly related to insurance business, it is shown
in the Profit & Loss Account under the head *Other Income’.

12. Share transfer fees, endorsement fees and assignment fees are incl:)omit;::;e ng:}:l;;

' ompany. Since these are not directly related Eo the insurance bus

g i the Profit and Loss Account under the head *Other Income".

3 t:;ﬂ:’fmllr:;)erest Dividend and Rents : Amount receiv&_:d‘ as interest on :jraﬁouj;]:gxss;
| : company and interest and cjnvndends receive onA s

gmntfrfl b): t(};icﬁsair?igf;mures shares etc.) is shown in the Profit and Loss Acc

Investments s

‘Income from Investments’. |
i - Amount left unrecovered out of the advances mad; 2301:15:1;11:12
. B'ad le:dt sbétd debts. Bad debts are shown in the Profit & Loss
company is ca )
a separate head. '
15. Depreciation : It 1
‘Provisions’.
. t }
16. Income Tax : Amoun ‘ S e P
the provision made for Income Tax l; §hOWH 1
under the head Provision for Taxation .

E] 2 h
17. “Interim dividend’ paid tto msllézeth
shown in the Profit & Loss Accoun

hown in the Profit & Loss Account under the head
s sho

: d also
. ' nai he insurance company an
of income-tax paid by t & Loss Account scparately

olders and the ‘proposed dividend’ are
e head ‘ Appropriations .

_
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1d the balance left in Profit and Loss Ac%uls

Lh A % 3 . n

ance Sheet under the head ‘Funds f?’r } ut‘urc ,Appmp"ation‘t
‘ on represent all funds, the ullucatl(l)n of which, either s lh'
has not been determined by the end of
e

in Revenue Account /.

alance left i
Balance | [oss Account at

transferred to Pro
is transferred to tl
Funds for future appr
pnhcylmltlcrs or to
financial year.

fit and
e Bal
opriati
the sharcholders,

Jination of Profit of Life Insurance Business

it in case of life insurance is different from other
d that Profit & 1.0ss Account of a Life Insurang,
for the period. In order to ascertain the prop;
| to compute its net liability on all outstanding

Detern
The method of calculating prol
ances. It is to be note
disclose profit or 10ss
it is essentia

types of msur
Company does not
of a life insurance company,
policies.

Net Liability
mathematical process and is done

. The computation of net liability 1s a highly complicateq
by experts called actuaries. The process of
computation of net liability 1s termed as ‘Actuarial Valuation and as per [RDA Ag
such a valuation has to be made every year. In order to calculate the net liability, the
actuaries calculate the present value of future liability on all policies in force as well a5
present value of future premium to be received on them. The excess of present value of
future liability over the present value of future premium is known as the net liability.

In other words :

Present value of future liability — Present value of future premium = Net Liability

For example, if the present value of future liability is estimated at Rs. 800 Crores
and the present value of future premium is Rs. 200 Crores, the net liability will be Rs.
600 Crores.

The profit of life business will be ascertained by comparing the balance of Life

Assurance Fund and funds for future appropriations on a particular date with the net
liability on all policies on that date. The excess of Life Assurance Fund and funds for

future appropriations over the net liability represents the actuarial valuation surplus (or
profits) of the insurance company.

Distribution of Surplus Regulations :

A life insurer should maintain separately (a) a life fund for participating
policyholders and (b) a life fund for non-participating policyholders. Failure to comply
with this requirement would mean that the life fund maintained by the insurer would be
for the benefit of the participating policyholders only.

Procedure for Distribution :

(i) An insurance company should reserve 100 percent of actuarial valuation surplus
for its shareholders in case of life fund maintained for non-participating policyholders.

(if) One-ninth of the surplus should be allocated to the policy-holders in case of lif¢
fund maintained for participating policyholders. The insurance company would have €
obtain prior approval of the IRDA when the allocation is not one-ninth of the surplus
However, the insurance company cannot allocate in excess of 10 percent of
actuarial surplus 1o its shareholders.
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