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1.1 ACCOUNTING FOR SHARE CAPITAL
A company organisation grew out of the limitations and drawbacks of earlier forms of
organisations — Individual proprietorship, Partnership, etc. A company represents the third state
in the evolution of business organisations. The increased need of modern industry and commerce
could not be fulfilled by the earlier organisations. Thus most of the large scale industries or
business establishments are organised as Joint Stock Company.

DEFINITION

A company is a voluntary and autonomous association of certain persons with capital divided
in to numerous transferable shares formed to carry out a particular purpose in common. It is
created by following a process of law. It is an artificial person; it is invisible and intangible.

According to Section 3(1) (i) of the companies Act 1956 defines a company as “company formed

and registered under this act or an existing company™.

CHARACTERISTICS OF A COMPANY

4. Separate legal entity — It is a distinct legal person existing independent of its members.

b. Limited Liability — Liability of the members is limited to the extent of the face value of
shares held by them.

c. Separation of ownership and management — Though a company is an artificial person yet
it acts through human beings who are called directors of the company. There is a divorce
between ownership and management.

d. Capital Contribution — Capital is contributed by persons called shareholders in the name
of shares and the share capital can be increased or reduced only in accordance with the
provisions of the Indian Companies Act.

e. Distribution of Profit — Profit is distributed according to the provisions of the articles by
the directors.

f. Transferability of shares — The shares of a company are freely transferrable except in case
of a private limited company. Transferability of shares has given perpetual succession to a
company.

g. Common seal — A company being artificial personality, it acts through natural persons,
called directors and its distinct existence is evidenced by a common seal.

KINDS OF COMPANIES

ON THE BASIS OF INCORPORATION

a. Chartered company- Companies which are incorporated under a special charter by Royal
Charter which lays down objectives, rights, duties etc. Of the companies are known as
Chartered companies. For example, East India Company

b. Statutory company - Companies which are brought into existence and governed by special
Acts of the legislature are known as statutory companies. For example, RBIL LIC, UTI etc.

¢. Registered company - Companies which are formed and registered under the Companies
Act 1956 or registered under the previous companies Act,

ON THE BASIS OF LIABILITY

a. Limited company- A company in which the liability of each member is limited to the
extent of face value of shares held by him such company is called companies limited by
shares.

b. Guarantee company- Where the liability of the members of a company is limited by
Memorandum to a fixed amount which the members undertake to contribute to the assets of
the company in case of its winding up, the company is called Guarantee Company.

¢. Unlimited company- Unlimited companies are companies not having any limit on the
liability of its members. In the event of winding up, the members are liable to the full extent
of their fortunes to meet the obligations of the company.
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ON THE BAIS OF PUBLIC INVESTMENT
a. Private company- A private company means a company which by its articles  a)
Restricts the transfer of its shares b) Number of members to two hundred c¢)
Prohibits any invitation to the public for any shares d) Prohibits acceptance of
deposits from the persons.
b. Public company- Public companies are those companies which are not private
companies. All the above four restrictions are not imposed on such companies.

COMPANIES DEEMED TO BE PUBLIC

A private company will be deemed to be a public company in the circumstances given below:-

If 25% or more of its paid-up capital is held by one or more bodies corporate, or

If it holds 25% of the paid up capital of a public company. or

If its average annual tumover is not less than rupees ten crores subject to change in
ceiling, or

If it invites deposits from the public or renews deposits from the public other than its
members. directors or their relatives.

s

&

SHARE CAPITAL OF THE COMPANY

Capital is essential for a trading concern. A company collects capital by inviting the public to
buy its shares through a document known as prospectus. The capital is usually divided into
different units with definite value called shares. Section 2(46) of the companies act defines a
share as “a share in the share capital of the company and includes stock except where a
distinction between stock and share is expressed or implied”. A share is not a sum of money but
is an interest measured by a sum of money, and made up of various rights contained in the
contract. A share is a fractional part of the share capital which forms the basis of ownership in a
company.

Share capital refers to the amount of capital raised or to be raised by a company by the issue
of shares. The main divisions of share capital are as follows:-

1. Authorised capital - The amount of capital with which the company intends to be
registered is called Nominal or Registered or Authorised capital. It is the maximum
amount which the company is authorised to raise by way of public subscription.

Issued capital — The part of the authorised capital which is offered to the public for

subscription is called issued capital.

3. Subscribed capital - It is that part of the issued share capital which is actually taken up
by the public. If the whole issued share capital is not subscribed for by the public. the
balance of the issued share capital is called unsubscribed share capital.

4. Called up capital — It is that portion of the subscribed capital which has been called up
by the company. The difference between subscribed capital and called up capital is
known as uncalled capital

5. Paid up capital - It represents the amount received against the calls made on the shares.
The unpaid balance of the called up capital is known as calls in arrears.

6. Reserve capital — Under Sec 99, Reserve capital is the amount of uncalled capital which
the company has, by special resolution, decided not to call up except in the event of
winding up of the company: reserve capital is available only to the creditors at the time of
winding up of the company. Whereas Capital reserve is the capital profit earned by the
business, not by the normal trading concerns. Capital reserve cannot be distributed as
dividend to share holders. Eg. Share premium, profit prior to incorporation, forfeited
shares a/c.etc.
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TYPES OF SHARES
The shares which can be issued by a company are of two types - Preference shares and

Equity shares.

1. PREFERNCE SHARES
The preference shares are those which have some preferential rights over the other types of

shares. A share to be preference share must have two preferential rights:

a. They have a preferential right to be paid dividend during the life time of the company.
b. They have a preferential right to the return of capital when the Company goes in to
liquidation.

The preference shares are of the following types:-

1.  Cumulative and Non - cumulative Preference shares - Cumulative preference shares are

those its dividend accumulated until it is paid off. The arrears of one year are carried

forward to next year. If dividend not to accumulate and carried forward to next year are
called non-cumulative preference shares. Preference shares are always cumulative unless
otherwise stated.

Convertible and Non-Convertible Preference shares - The holders of the shares have a

right to get their preference shares converted into equity shares within a certain period is

called Convertible preference shares. If the preference shares cannot be converted in to
equity shares then it is said to be Non- convertible preference shares.

3. Participating and Non-participating preference shares - In addition to the fixed
dividend, balance of profit (after meeting equity dividend) shared by some preference
shares. Such shares are participating preference shares. The holders of the preference shares
are entitled to a fixed dividend and not in the surplus profits; they are called Non-
participating preference shares.

4. Redeemable and Irredeemable preference shares — If preference shares are returned after
a specified period of time to share holders are called redeemable preference shares. If
preference shares are not redeemed (it is continue ull the winding up) known as
irredeemable preference shares.

b3

p A EQUITY SHARES

Equity shares, with reference to any company limited by shares, are those which are not
preference shares [(Sec. 85(2)]. Equity shares are also known as Ordinary shares. Equity share
holders will get dividend and repayment of capital after meeting the claims of preference share
holders. There will be no fixed rate of dividend to be paid to the equity shareholders and its rate
may vary from year to year. The rate of dividend is determined by the directors of the company.

SWEAT EQUITY SHARE

Sweat equity share means the equity shares issued by a company at a discount or for
consideration other than cash for providing know-how or making available rights in the nature of
intellectual property rights.

STOCK

As per Section 94(1) (c) of the Companies Act, 1956, when all the shares of a company have
been fully paid up, they may be converted in to stock if so authorised by the articles of
association. It is another type of unit of share capital of a company. Share capital of a company
cannot be offered directly in the form of stock. Stock is a conselidation of fully paid shares. It is
a set of shares put together in a bundle and stock has no definite value.

e ——
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Difference between shares and stock

Shares Stock

Shares may be fully or partly paid up. For the purpose of conversion into stock, shares
must be fully paid up.

It is not possible to transfer fractions of | Stock may be split up into fractional parts and

a share, transferred as such.

Shares are distinctively numbered. Stock bears no such number.

It is originally issued by a company. Stock cannot be issued originally.
It may be always registered. It may or may not registered.

Shares are individual units of the capital | Stocks are aggregate of fully paid up shares.
of a company.

ISSUE OF SHARES

When a public limited company gets the certificate of incorporation, it issues a
prospectus or a statement in lieu of prospectus inviting public to subscribe to the share capital of
the company. That is the invitation is made through a document called prospectus. The
prospectus is simply an invitation to an offer but is not an offer. If one is interested, application,
which is prescribed and printed by the company. is filled, signed and sent to the company along
with the prescribed application amount. These applications are considered by the Board of
directors who take decision as to their acceptance or rejection, within a reasonable time. If the
share applications are accepted by the company then shares are allotted and thereby. there arises
a contract between the company and the applicant. That is, allotment results in a binding contract
between the company and the prospective shareholders. The allomment must be communicated to
the person making the application so that it is legally complete. From the accounting point of
view, the following may be noted:

. Every prospectus must mention the number of shares issued i.e. offered to the public.

The excess applications received over the issued shares are to be rejected;
Prospectus must mention the minimum subscription. No allotment shall be made unless the
amount stated in the prospectus as minimum subscription has been subscribed and the sum
payable on application for the amount so stated has been paid in cash and received by the
company. The minimum amount of share capital is determined to cover 1) the purchase price of
any property purchased or to be purchased, 2) preliminary expenses, 3) money borrowed for the
foregoing matters and 4) working. If this minimum capital is not applied for. share cannot be
allotted. As per the SEBI's guidelines the minimum application money to be paid shall not be
less than 25% of the issue price. Statutory minimum application money as per Section 69(3) of
the Companies Act is 5% of the nominal value of shares. Hence, 25% of the issue price cannot
be less than 5% of the nominal value of shares.
Each application for shares must be accompanied by the prescribed application money. The
application money must not be less than 5% of the nominal value of each share.
All application money must be kept intact in a scheduled bank and should not be used unless a
certificate of commencement of business from the registrar has been obtained.
If the allotment takes place, a letter of allotment is sent to the allottees. If no allotment of share is
made, a letter of regret together with application money is sent to the applicants.
The directors make the allotment of shares on the basis of the application. The directors reserve
the right to allot less number of shares applied for or to reject an application at their discretion.
On allotment, the allottee has to pay a part of the amount of the face value of the shares called
allotment money. After the receipt of the allotment money, the company issues Share Certificate.
The balance due on shares may be called by the company in instalments. Each such instalment is
called a Call and the amount payable is known as call money, between two calls there must be a
gap of one month.
Share capital Suspense Account — Application money received on shares is transferred to share

capital account on allotment of shares. But if the Balance sheet of the company is to be prepared
I ——
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#
after receipt of the application money but before allotment of shares, it will not be proper to
show the application money as share capital because shares have not yet been allotted. In such a
case, the application money received may be shown as share capital suspense account under the
head share capital till the shares is allotted.
BOOK BUILDING

Book building is a process of fixing price for an issue of securities on a feedback from
potential investors based upon their perception about a company. It involves selling an issue
step-wise to investors at an acceptable price with the help of a few intermediaries/merchant
bankers who are called book runners. Under book building process, the issue price is not
determined in advance, it is determined by the offer of potential investors.
EMPLOYEES STOCK OPTION

Employees stock option means the option given to the whole time directors, officers or

employees of a company, which gives such directors , officers, or employees the benefit or right
to purchase or subscribe at a future date , the securities offered by the company at a pre-
determined price.
ISSUE OF SHARES AT DIFFERENT VALUES
Shares may be issued at a price which is termed as: (i) at par; (ii) at a premium; and (i) at a
discount
(i) At par - if the price required to be paid to the company for the share is equal to the nominal
value of that share, it is called issue at par, e.g., a Rs. 10 equity share issued at a price of Rs.10
(ii) At a premium — if the price required to be paid to the company for the share is more than the
nominal value of that share, it is called at a premium , e.g.. a Rs. 10 equity share issued at a
price of Rs.15
(iii) At a discount - if the price required to be paid to the company for the share is less than the
nominal value of that share, it is called at a discount, e.g., a Rs.10 equity share issued at a price
of Rs.8
Accounting Treatment of Issue of Shares
Specimen Journal Entries
1. On receipt of application money:
Bank A/c Dr
To Share Application A/c
On transferring of application money to capital account
Share application A/c Dr
To Share Capital A/c
3. On allotment money due:
Share allotment A/c Dr
To Share capital A/c
4. On receipt of allotment money:
Bank A/c Dr
To Share allotment A/c
5. On making first call due:
Share first call A/c Dr
To Share capital A/c
6. On receipt of first call money:
Bank A/c Dr
To Share first call A/c
7. On making second call due:
Share second call A/c Dr
To Share capital A/c
8. On receipt of second call money:
Bank A/c Dr

To Share second call A/c
S —
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9. On making final call due:
Share final call A/c Dr
To Share capital A/c
10. On receipt of final call money:
Bank A/c Dr
To Share final call A/c

Mlustration - 1

The authorised capital of a limited company is Rs. 2,00,000 divided in to 20,000 equity
shares of Rs.10 each. Out of these, 15,000 shares have been issued to the public, payable Rs. 2
on application, Rs. 4 on allotment, Rs. 2 on first call and Rs. 2 on second and final call. Pass
necessary journal entries and prepare Balance sheet. All amounts have been duly received.

Solution
Journal entries
Bank A/e Dr 30,000
To Equity Share Application A/c 30.000
(Receipt of Application money on 15000 shares @ Rs. 2/
share ) 30,000
Equity Share application A/c Dr 30,000
To Equity Share Capital A/c
(Transfer of application money to share capital) 60,000
Equity Share allotment A/c Dr 60,000
To Equity Share capital A/c
(Allotment money due on 15,000 shares @ Rs.4 per share) 60000
Bank A/c Dr 60,000
To Equity Share allotment A/c
(Allotment money received) 30,000
Equity Share first call A/c Dr 30,000
To Equity Share capital A/c
(First call money due on 15,000 shares @ Rs.2 per share ) 30,000
Bank A/c Dr 30,000
To Equity Share first call A/c
(First call money received) 30,0001
Equity Share final call A/c Dr 30,000
To Equity Share capital A/c
(Final call money due on 15,000 shares @ Rs.2 per share ) 30.000
Bank A/c Dr 30.000
To Share final call A/c
(Final call money received)
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Liabilities Assets
Authorised Capital Cash at Bank 1.50.000

20,000 Equity shares of Rs. 10 | 2.00.000

each

Issued, Subscribed, called up and
1,50,000
paid up capnal

15,000 Equity shares of Rs. 10 | 1:30.000 1.50,000

Calls in Arrears

It often happens that some share holders fails to pay the allotment / call money due by
them to the company. The total of such unpaid amount is known as calls in arrears. Though it is
an outstanding asset, it is not shown on the asset side of the balance sheet; instead it is shown as
a deduction from called up capital on the liability side of the balance sheet. Where a company
maintains calls in arrears account, the journal entry is as follows:

Calls in Arrears A/c Dr

To Share allotment /Particular Call A/c

On calls in arrears, if there is a provision in the articles of the company, directors may
charge interest @ 5% for the period between the day fixed for payment of allotment or call
money and the date of actual payment.

Calls in Advance
Some of the shareholders may pay the balance amount on their shares along with
allotment money or call money though not demanded by the company, Such amounts received in
advance by the company from its shareholders are known as Calls in advance.
Accounting entries
1. When calls in advance is to be credited to calls in advance account —
Bank A/c Dr
To Calls in Advance
2. When Call money becomes due, the amount of calls in advance will be adjusted against
the amount due
Calls in Advance A/c Dr
To Particular Call A/c
A call in advance is a liability to the company. According to the provisions of articles of
the company, interest not exceeding 6% per annum is paid to shareholders for the period from
the date of receipt of calls in advance up to the date when calls is due for payment.

Issue of shares for purchase of Assets
If the shares have been allotted to any person or firm from whom the company has
purchased any asset, the following entry will be passed:
Asset A/c Dr
To Share capital A/c
This fact should also be disclosed in the Balance sheet while showing the issued,
subscribed and paid up capital.

e —
Corporate Accounting Page 11



Issue of shares to promoters
Promoters are persons firms or companies who promote a company. They are paid
remuneration for their services. If the remuneration is paid in the form of shares, the following
journal entry will be passed:
Goodwill A/c Dr
To Share capital A/c
Goodwill account is debited and should be shown on the asset side of the Balance sheet.
Under Subscription, Over Subscription and Pro-rata Allotment
The company does not receive application equal to the number of shares offered for
subscription, there may be two situations:
(i) Under subscription
(ii) Over subscription

(i) Under Subscription
The 1ssue is said to have been under subscribed when the company recerves apphications

for less number of shares than offered to the public for subscription. In this case company is not
to face any problem regarding allotment since every applicant will be allotted all the shares
applied for. But the company can proceed with allotment provided the subscription for shares is
at least equal to the mimimum required number of shares termed as minimum subscription.
(ii) Over Subscription

When shares are issued by well managed and financially strong companies to the public, they
often receive more number of application than that they offer through prospectus and intend to
allot. This is known as over subscription. In this situation, it becomes necessary to refuse
allotment to some applicants. For this the directors make a decision about allotment of shares on
a proportionate or an equitable basis to the applicants. It is called pro-rata allotment. In this case
no application is fully accepted or fully rejected. Each applicant gets allotment for certain
number of shares on the basis of number of shares applied for, number of shares that the
company intends to allot and total number of applications received. In case of over subscription,
company has the following options:
Option I
(1) Rejection of Excess Applications and Money Returned

The company may reject the applications for shares in excess of the shares offered for i1ssue
and a letter of rejection is sent to such applicants. In this case the application money received
from these applicants is refunded to them in full. The journal entry made is as follows:

Share Application A/c Dr

To Bank A/c
(Application money on ... shares refunded to the applicants)

(11) Excess application money adjusted towards sums due on allotment.
Journal entry made is:

Shares Application A/c Dr
To Share Allotment A/c

(Excess application money adjusted towards sums due on allotment)

If the application money received on partially accepted applications is more than the amount
required for adjustment towards allotment money, the excess money is refunded. However, if
the Articles of the company so authorise, the directors may retain the excess money as calls in
advance to be adjusted against the call/calls falling due later on and the following entry is made:

Share Application A/c Dr
To Call-in-advance A/c

(The adjustment of excess share application money retained as call-in- advance in respect of ...
shares).
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Option I1
Partial acceptance of Applications.

In some cases the company accepts the applications for subscription partially. It means that
the company does not allot the full number of shares applied for. For example if an applicant
has applied for 5000 shares and is allotied only 2000 shares, then the applications is said to
have been partially accepted. The company may evolve some formula of accepting
applications partially or making proportionate allotment/ the Prorata allotment which means that the
applicants are allotted shares proportionately. In such a case the company adjusts the excess
share money received on application towards share allotment money due on partially accepted
applicatons. The journal entry recording the adjustment of apphication money towards share
allotment money is as under:

Share Application A/c Dr
To Share Allotment A/c
(Share application money transferred to Share Allotment Account in respect of ... shares).

Iustration - 2

The Full Health Care Lid has offered to public for subscription 20000 shares of Rs 100 each
payable as Rs 30 per share on application, Rs 30 per share on allotment and the balance on call.
Applications were received for 30000 shares. Applications for 5000 shares were rejected all together
and application money was returned. Remaining applicants were allotted the offered shares. Their
excess application money was adjusted towards some due on allotment. Calls were made and
duly received. Make journal entries in the books of the company.

Solution

Journal entries Full Health Care Litd

Bank A/c Dr 900000

To Share Application A/c Q00000

{Application money received for
30000 shares @ Rs 30 per shure)

Share Application A/c Dr 900000
To Share Capital A/e H00000
Ta Bank A/c 150000
To Share Allotment Afc 150000

{Application money of 20000 shures
transférred to share capital A/c on their
allotment. That of 5000 shares returmed
and of 5000 shares adjusted towards sum
due on allotment.

Share Allotment A/c Dr 600000
To Share Capital Ale... 600000

{Allotment money due)

Y |
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Bank A/c Dr 450000

To Share Allotment Alc. 450000

(Allotment money received)

Share First and Final call Afc. Dr 800000

To Share Capital Alc RO0000

(Call money due)

Bank A/c Dr {00000

To Share First and Final call A/c. 800000

(Call money received)

Issue of Shares at Premium

If a company issues its shares at a price more than its face value, the shares are said to have been
issued at Premium. The difference between the issue price and face value or nominal value 1s
called ‘Premium’. If a share of Rs 10 is issued at Rs 12, 1t is said to have been issued at a
premium of Rs 2 per share. The money received as premium is transferred to Securities Premium
A/c. A company issues its shares at premium only when its financial position is very sound. It is
a capital gain to the company. The Premium money may be demanded by the company with
application, allotment or with calls The Companies Act has laid down certain restrictions on the
utilisation of the amount of premium.

According to Section 78 of this Act. the amount of premium can be utilised for:

(i) Issuing fully-paid bonus shares:

(i) Writing off preliminary expenses. discount on issue of shares, underwriting
COmMmISSion Or expenses on Issue;

(1ii) Paying premium on redemption of Preference shares or Debentures.

Accounting treatment of Premium on issue of shares:
(a) Securities premium collected with share Application money :
If the Securities premium is collected on application and the company has taken decision
about the allotment of shares, the following journal entry is made :

Share Application Alc. Dr
To Securities Premium A/c

(The amount of Securities premium received on application of the allotted shares is
transferred to Securities Premium A/c)

(b) Premium collected with Allotment money or Calls.

If the company decides to demand the premium with share Allotment or/and share call
money, the journal entry made is:

Share Allotment A/c Dr
Or/and
Share Call A/c Dr
To Securities Premium A/c
(Adjustment of share premium due on...... shares @Rs.......per share.)

e —)
Corporate Accounting Page 14



D e e —— A
Hlustration 3

Luxuary Cars Ltd. issued 100000 shares of Rs 10 each at a premium of Rs 5 per share,
payable as: On application Rs. 4 (including Rs 2 premium) per share On allotment Rs 8
(including Rs 3 premium) per share On call Rs. 3 per share. Applications were received for
100000 shares and allotment was made to all. Make journal entries.

Solution Journal entries
Books of Luxury Cars Litd.
Bank AJc Dr. 400000
To Share Application A/c 400000
{Amount received for 1,00,000
shitres)
Share Application A/e Dr 400000
To Share Capital A/c 200000
To Sccurities Premium A/c 200000

(Share application money transferred
to share capital A/c and securities
Premium A/c)

Bank A/c Dr ROOOO0
To Share Allostment Al ROOOK

{Share allotment money is
received on 1,00,000
shiures @ Rs 8 per share)

Share Allotment A/c Dr ROODOO
To Share Capital A/c 500000
To Securities Premium A/c 300000
(Share allotment money made
Due)
Share First and Final Call A/c Dr 300000
To Share Capital A/c 300000

(Share call money made due
an 100,000 shares @

Rs 3 per share.)
Bank A/c Dr 300000
To Share First and Final Call A/c SO0004

(Share call money received
on 1,00,000 shares @ Rs 3 per

share,)

Issue of Shares at discount

When the issue price of share is less than the face value, shares are said to have been
issued at discount. For example if a company issues its shares of Rs 100 each at Rs. 90 each, the
shares are said to be issued at discount. The amount of discount is Rs 10 per share (i.e. Rs 100 -
Rs 90). Discount on shares is a loss to the company. The Companies Act, permits issue of

shares at a discount subject to the following conditions. (sec. 79) -
S —
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(a) The issue must be of a class of shares already issued.

(b) Not less than | year has at the date of issue elapsed since the date on which
the company became entitled to commence business.

(c) The issue at a discount is authorized by a resolution passed by the company in
the general meeting & sanctioned by the company law board.

(d) The maximum rate of discount must not exceed 10% or such rate as the
company law board may permit.

(e) The shares to be issued at a discount must be issued within two months of the
sanction by the company law board or within such extended time as the company
law board may allow.

Accounting Treatment of Shares Issued at Discount

The amount of discount is generally adjusted towards share allotment money and the
following journal entry is made:

Share Allotment A/c Dr
Discount on issue of shares A/c Dr
To Share Capital A/c
Allotment money due on....shares @Rs ...... per share after allowing discount @Rs ....per
share.
Mlustraion 4

Sri Krishna Agro Chemical Lid. was registered with a capital of Rs 5000000 divided into 50000
shares of Rs 100 each. It issued 10000 shares at discount of Rs 10 per share, payable as : Rs 40
per share on application Rs 30 per share on allotment Rs 20 per share on call. Company
received applications for 15000 shares. Applicants for 12000 shares were allotted 10000 shares
and applications for the remaining shares were sent letters of regret and their application money
was returned. Call was made. Allotment and call money was duly received. Make journal entries
in the books of the company.

Solution Journal entries
Sri Krishna Agro Chemicals
1 Bank A/c Dr. 6,00.000
To Share Application Alc 6.00.000
(Application maney received for 15000 shares @ Rs 40 per Share)
2.  Share Application Alc Dr 4.00,000
To Share Capital Alc
(Application money of 10000 4,00.000
shares transferred to share Capital A/c on their allotment)
3.  Share Application A/c Dr 2,00,000
To Share Allotment Afc 80,000
To Bank Afc 1,20,000

(Application money of 3000 shares retumed and of 2000
shares adjusted towards sum due on allotment)
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4, Shares Allotment A/c Dr 3.00.000

Share discount A/c Dr 1,000,000
To Share Capital A/c. (Allotment money 4.00.000
due)
5. Bank Afc Dr 2,20,000
To Share Allotment Afc 2.20,000

{Allotment money received)

6. Share First & Final Call Alc Dr 2,00,000
To Share Capital Alc 2.00.000

Amount due on call

7. Bank A/ Dr 2.00,000

Te Share First & Final Call Afc 2.00.,000
(Call money received)

Forfeiture of Shares
When shares are allotted to an applicant, it becomes a contract between the shareholder & the
company. The shareholder is bound to contribute to the capital and the premium if any of the
company to the extent of the shares he has agreed to take. as & when the Directors make the
calls. If he fails to pay the calls then his shares may be forfeiture by the directors if authorised
by the Articles of Association of the company.

The Forfeiture can be only for non-payment of calls on shares and not for any other reasons.
When the directors forfeiture the shares the person loses his membership in the company as
well as the amount already paid by him towards the share capital and premium. His name is
removed from the register of members. The directors must observe strictly all the legal
formalities required by the Articles of Association before forfeiting the shares.

Share Capital A/c Dr (no of forfeited shares * amount called up per
shares)
Security Premium A/c Dr (to the extent premium not received)

To Calls in Arrears A/c
To Share Forfeiture A/c  (amount received towards share received)

Note: Once the security premium is collected it cannot be cancelled later on. Therefore if he
Forfeited shares were issued at a premium and the premium money is already received on those
Forfeited shares, security premium A/c will not be cancelled or debited.

Conditions for forfeiture of shares

The authority to forfeit shares is given to the Board of Directors in Articles of Association of
the company. The Board of Directors has to give at least fourteen days notice to the defaulting
members calling upon them to pay outstanding amount with or without interest as the case may
be before the specified date. The notice must also state that if the shareholders fail to remit the
amount mentioned therein within the stipulated period, their shares will be forfeited. If they still
fail to pay the amount within the specified period of time, the Board of Directors of the
company may decide to forfeit such shares by passing a resolution. The decision regarding the
forfeiture of shares should be communicated to the concerned allotiees and should be asked to
return the allotment letters and share certificates of the forfeited shares to the company.

e —
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Accounting treatment for forfeiture of shares
When shares issued at par are forfeited the accounting treatment will be as follows:

(i) Debit Share Capital Account with amount called up (whether received or not) per share up
to the time of forfeiture.

(ii) Credit Share Forfeited A/c. with the amount received up to the time of forfeiture.

(1i1) Credit “Unpaid Calls A/c” with the amount due on forfeited shares. This cancels the effect of
debit to such calls which take place when the amount is made due.

The journal entry is :

Share capital A/c Dr (Amount called up)
To share forfeited A/c (Amount paid)
To unpaid calls A/c (Amount called but not paid)

Note : (i) Amount called up = No. of shares x called up per share
(ii) Amount paid = No. of shares x Amount paid per share

(iii) Amount called but not paid = No. of shares x Amount called but not paid per share
Hlustration 4

X, a shareholder, holding 100 shares of Rs 10 each has paid application money of Rs 2 per share
and allotment money of Rs 3 per share, but has failed to pay the first call of Rs 2 per share and
second call of Rs 3 per share. His shares were forfeited. Make the journal entry to record the
forfeiture of shares.

Solution Journal entries
Share Capital Adc (100 x Rs 10) Dr 1000
To Share forfeited A/c (100 x Rs 5) 500
To Share First Call A/c (100 x Rs 2) 200
To Share Second and Final Call Afc (100 x Rs 3) 300
(forfeiture of 100 shares)

Mlustration 5

Alpha Lid. issued 10000 shares of Rs 100 each payable as: Rs 25 on application. Rs 25 on
allotment Rs 20 on First call and Rs 30 on second and final call. 9000 shares were applied for
and allotted. All the payments were received with the exception of allotment money. first call and
second and final call money on 300 shares allotted to Ganesh. The Board of Directors decided
to forfeit these shares. Make journal entry to record transaction relating to forfeiture of shares.

Solution Journal entries

Share Capital A/c (300 x Rs 100) Dr 30000
To Share forfeited A/c (300 x Rs 25) 7500
To Share allotment Afc (300 < Rs 25) 7500)
To Share first call A/c (300 % Rs 20) G000
To Share second call Alc (3001 x Rs 30) 9000

(300 shares of Rs 100 each forfeited due to non

payment of allotment money and calls money)

e —
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Forfeiture of shares issued at premium
In case shares are issued at premium and thereafter forfeited there can be two situations :

1. Premium on shares has been received prior to the forfeiture.

2. Amount of premium on shares has not been received and it still stands credited to
the Securities Premium A/c.

1. Premium money has been received prior to the forfeiture

If the amount of premium on shares forfeited has been received by the company prior to
the forfeiture, securities Premium A/c will not get affected. In this case the journal entry of
forfeiture of shares will be similar to the entry made as if the shares had been issued at par.

The journal entry will be :
Share Capital A/c Dr
To Share forfeited A/c
To Unpaid Calls A/c./Calls in arrears A/c

(Forfeiture of share issued at premium)
Hlustration 6

ABC Software Lid. issued Rs 500000 capital divided into equity shares of Rs 10 each. The
shares were issued at a premium of Rs 4 per share and were payable as : Rs 3 per share on
application, Rs 7 (including premium) per share on allotment and the balance on call. All the
shares applied for and were duly allotted. All the money was duly received except on 500 shares

on which the call money was not received. Company decided to forfeit these shares. Make
journal entry to record the forfeiture of 500 shares.

Solution
Journal entries
Share Capital A/c Dr. 5000
To Share Forfeited A/c 3000
To Share First & Final Call A/c 2000

(Forfeiture of 500 shares of Rs 10 each due to on non
payment of call money of Rs 4 per share)

2. Premium on shares has not been received and stands credited to Securities
Premium A/c as due but not paid.

When a share is forfeited on which the amount of premium has been made due but has not been
received, either wholly or partially, the Securities Premium A/c will be cancelled. At the time of
making due, Securities Premium A/c will be credited. The journal entry will be as follows:

Share Capital Alc Dr
Securities Premium A/c Dr
To Share Forfeited A/c
To Unpaid call Adc.
(Forfeiture of shares originally issued at premium
due to non payment of dues).
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Ilustration 7

The L & T Company Lid. offered to public for subscription of 50,000 shares of Rs. 20 each at a
premium of Rs. 5 per share. The amount was payable as under:

On application Rs. 5 per share
On allotment Rs. 12 per share (Including premium of Rs 5 per share)
On first call Rs. 4 per share

On Second and Final call  Rs. 4 per share

Applications were received for all the shares. Allotment was made to all the applicants in full.
Mr. A failed to pay allotment and call money on 200 shares held by him. Mr.B was allotted 300
shares. He did not pay the call money. Their shares were forfeited. Make necessary journal entry
for the forfeiture only.

Solution Journal entries
Share Capital A/c (200 x 20) Dr. 4000
Securities Premium Afc (200 x5) Dr

To Share Forfeited A/c (200 x 5) 1000

To Share Allotment Afc (200 x 12)

To Share First Call Afc (200 x 4)

To Share Second und Final call A/e (200 x 4) 1000
(Forfeiture of 200 shares held by Mr. A 2400
who did not pay allotment and call money). 20

800
Share Capital A/c (200 x 20) Dr.

To Shares forfeited Afc 6000

To Share First Call Afc 5%

To Share Second Call Alc 1200
(Forfeiture of 300 shares held by Mr.B) 1200

Forfeiture of shares issued at discount

Discount on issue of shares is a loss to the company. When shares issued at a discount
are forfeited for non payment of dues, the discount allowed on such shares is written back.
At the time of issue of shares, Discount on issue of Shares A/c is debited and when forfeited,
this account is credited to cancel the discount allowed on such shares. In this case the following
journal entry is made :
Share Capital A/c Dr.

To Share Forfeited A/c
To Discount on Issue of Shares A/c

To Unpaid call Alc
(Forfeiture of shares originally issued at discount for non payment of dues).

—_—
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Illustration 8

The Snow white Ltd. invited applications for 200 shares of Rs. 50 each at a
discount of 10% payable as follows: On application Rs. 10 per share On allotment Rs.
20 per share On call Rs. 1S5 per share Whole of the issue was subscribed and paid for except

the calls money on 200 shares which were forfeited by the company. Make journal entry for
forfeiture of shares.

Solution Journal entries
Share Capital A/c (200 x 50) Dr. 10000
To Shares forfeited A/c (200 x 30) 6000
To Discount on Issue of Shares A/c (200 x 5) 1000
To Share First and Final call A/c (200 x 15) 3000

(Forfeiture of 200 shares of Rs 50 each issued at discount of 10% on non payment of call
money)

Reissue of Forfeited shares
Shares are forfeited because only a part of the due amount of such shares is received and the

balance remains unpaid. On forfeiture the membership of the original allottee is cancelled. He/she

cannot be asked to make payment of the remaining amount. Such shares become the propenty of
the company. Therefore company may sell these shares. Such sale of shares is called ‘reissue of
shares’. Thus reissue of shares means issue of forfeited shares. The Directors may reissue the

Forfeited shares at par, at premium or at a reissued at a discount; the maximum discount is

restricted to the amount Forfeited on these shares + the original discount.

The maximum permissible discount at the time of reissue of forfeited shares is ascertained in
different situations in the following manner:

(i) Shares originally issued at par: When the shares are originally issued at par, the
maximum permissible discount for reissue of shares is equal to the amount forfeited on
such shares

(11) Shares originally issued at premium: In case of shares originally issued at premium,
there can be two situations: (a) premium has not been received on the forfeited shares, and
(b) premium has been received on such shares. The amount forfeited is the amount that has
been received including the amount of premium if it has been received and the maximum
discount that can be allowed on reissue of such shares is the amount so forfeited.

(11i) Shares originally issued at discount: In this case the actual amount received becomes the
forfeited amount. But the maximum permissible discount on reissue of shares will be equal
to the amount forfeited plus the amount of discount initially allowed on these shares at
the time of their original issue.

Reissue of forfeited shares at a discount: When the shares forfeited are reissued at discount,

Bank account is debited by the amount received and Share capital account is credited by the paid

up amount. The amount of discount allowed is debited to Share Forfeited Account. This is for

adjusting the amount of discount so allowed from the amount forfeited at the time of
forfeiture.
Bank A/c (the amount received on reissue) Dr.
Share Forfeited A/c (the amount allowed as discount) Dr.
To Share Capital A/c (paid up amount)

The amount of discount is less than the amount forfeited; the remaining forfeited amount will be
profit for the company. This profit is a capital gain to the company and is transferred to Capital
Reserve account. Journal entry of the same will be as follows:
Share forfeited A/c Dr
To Capital Reserve A/c

Corporate Accounting Page 21



e EERER}RERERERE SS—=SS— -
In case. only a part of the forfeited shares are reissued and others remain cancelled, the amount
forfeited on forfeited shares not reissued will remain in the Shares Forfeited Account. For
adjustment of forfeited amount on share reissued will be calculated as:
Amount to be adjusted = Total forfeited amount * No. of shares reissued

otal No. of shares forfcit

Ilustration Y

Jai Company Ltd. forfeited 200 shares of Rs 10 each, fully called up on which Rs. 7 l?ave been
received and final call of Rs. 3 per share remains unpaid. These shares were later on reissued for
Rs. 8 per share fully paid up. Make journal entry for recording the forfeiture and reissue of

shares.

Solution Journal entries
Share Capital A/c Dr 2000
To Shares Forfeited Afc 1400
To Shares Final call Ajc 600

(Farfeiture of 200 shares of Rs. 10 each
due to non payment of final call of Rs 3
per shire)
Bank A/c
Shares Forfeited Afc

To Share capital Arc 2000

| 600

¥y

(Reissue of 200 forfeited shares of Rs 10
each for Rs. 8 per share as fully pad up)
Shares forfeited Alc Dr 1000

To Capital Reserve Adc 1000

(The Balance amount in Share Forfeited
Alc transferred to Capitul Reserve Alc)

Mlustration 10

India infrastructure Ltd. has issued its shares of Rs. 20 each at a discount of Rs 2 per share,
Mahima holding 100 shares did not pay final call of Rs 5 per share. Her shares were
forfeited. Later on the company reissued 100 shares of these forfeited shares at (I) Rs. 15 per
share (II) Rs. 20 per share, and (II) Rs. 25 per share Make journal entries for the forfeiture and
reissue of the shares in the books of company.

Solution Journal entries
Share Capital Alc Dr 2000
To Shares Forfeited Afc 1300
To Discount on Issue of Shares Alc 200
To Shares Final Call Afc 500

(Forfeiture of 200 shares issued at discount for non payment of final call)
Reissue of shares: Reissued at Rs 15 per share

I. (i) Bank Afc Dr 1500
Discount on Issue of Shares A/c Dr 200
Shares Forfeited Alc Dr 300
To Share Capital A/c 2000
(100 shares reissued al Rs 15 per share)
(it) Shares Forfened Afc Dr 1000
To Capital Reserve Alc 1000
(Balance in share Forfeited A/c of 100 shares reissued transferred w0 Capital Reserve AJc)
IL Bank Afc Dr 2000
To Share Capital A/c 2000
(100 shares reissued at Rs 20 per share)
Shares Forfeited Alc Dr 1300
To Capitnl Reserve Alc 1300

(Balance in shares forfeited Afc transferred o Capital Reserve Afc)
e ———
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L Reissued at Rs. 25 per share

Bank A/ Dr 2500
Discount on issue of share Afc Dr 200
To Share Capital A/c 2000
To Securities Premium Alc 700
(Reissue of discounted shares at Rs 25 per share)
Shares Forfeited Alc Dr 1300
To Capital Reserve 1300)
(Balance in shares forfeited A/c transferred to capital Reserve AJc)
IMustration 11
A Company issued for public subscription 40,000 equity shares of Rs. 10 each at a premium of

Rs. 2 per share payable as under:

On application Rs. 2 per share
On Allotment Rs. 5 per share (including premium)
On first call Rs. 2 per share
On final call Rs. 3 per share

Applications were received for 70,000 Shares. Allotment was made pro-rata to the applicants
for 50,000 shares, the remaining applications being refused. Money overpaid on applications
was applied towards sum due on allotment. A, to whom, 1,500 shares were allotted, failed to pay
the allotment and call money. B, to whom 2,000 shares were allotted, failed to pay the two calls.
The shares of A and B were subsequently forfeited after the second call was made. 3.000 of the
forfeited shares were reissued @ Rs. 8 per share fully paid. The reissued shares included all of
A’s shares. Pass journal entries in the books of the company to record the above transactions.
Solution
Working Notes :

40,000 shares were issued to applicants for 50,000 shares
Ratio of allotment is 4:5

A was allotted 1,500 shares so he applied for =1500x5 = 1875 shares
A paid on application 1875 x 2 = 3,750
A was allotted 1,500 shares and was to pay on application = 3,000
Surplus transferred to Share Allotment = 750
Total Amount due on allotment = 40,000 x 5 = 2,00,000
Less: Surplus adjusted from Share Application = 20,000
Balance amount due = 1.80,000
Less: Arrears from A (Due Rs. 7,500 Less: Surplus Application amount Rs 750) = 6,750
Amount received on allotment = 1,73.250
Amount due on share First Call = 40,000 = 2 = 80,000
Less: Arrears from A & B [(1.500+2.000) x 2] = 7.000
Hence amount received = 73.000
__Amount due on Second and Final Call = 40,000 x 3 = 1,20,000
Less: Arrears from A & B [(1,500+2,000) x 3] = 10,500
Amount Received = 1.09.50
Amount Forfeited A & B = 13,750
From A = 3,750
From B (2,000x5 = 10,000
Amount forfeited on 3,000 shares [From A Rs. 3,750
And From B (10,000 + 2,000) = 1,500] = 3,750
+ 7,500
= 11,250
Less: Discount allowed on re-issue =  6.000
Balance transferred to Capital Reserve = 5250
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Corporate Accounting Page 23



B i B

Journal entries
Bunk A/c 1.40.,000
To Share Application Afc 140,000
(Being share application money received on 70,000 shares @ Rs. 2 per
share)
Share Application Afc 1.40,000
To Share Capital A/c 80,000
To Share Allotment Ale 20,000
To Bank Alc 40,000

(Being share application money transferred to Share Capital account,
Share Allotment account and balance refunded)

Share Allotment Alc 2,000,000
To Share Capital Alc 1.20.000
To Securities Premium A/c 80,000

(Being share allotment money due on 40,000 share@ Rs. 5 per shares,
mncluding premium of Rs. 2 per share)

Bank A/c 1,73,250

Calls in Arrears Alc 6,730,
To Share Allotment Alc 180,000

(Being the amount received on share allotment)

Share First Call A/c 80,000
To Share Capital Alc 80,000
(Being share first call money due on 40,000 shares @ Rs. 2 per share)

Bank A/c 73.000

Calls in Arrears A/c 7.000
To Share First Call Afe 80,000

(Being share first call money due on 36.500 shares @ Rs. 2 per share)

Share Second and Final Call Afe 1.20,000

To Share Capital A/c 1,20,000
{Being share second and final call money due on 40,000 shares @ Rs. 3
per share)

Bank Afc 1.09,500

Call in Arrears Alc 10,500
Tao Share Second and Final Call Afc 1.20,000

(Being amount received on 36,500 shares @ Rs. 3 per share)

Share Capital A/c 35,000

Securities Premium A/c 3.000
To Calls in Arrears A/c 24,250
To Share Forfeited A/c 13,750

(Being 3.500 shares forfeited for non-payment of call in arrears)

Bank A/e 24,000
Share Forfeited A/e 6.000

To Share Capital Ade 30,000
(Being reissue of 3,000 shares @ Rs. 8 per share as fully paid)

Share Forfeited Afe 5.250

To Capital Reserve Alc 5.250
(Being the surplus of amount forfeited in respect of shares reissued
transferred to Capital Reserve)

Surrender of Shares

A shareholder who is not able to pay the call money may surrender his shares to the
company. The company cancels such surrender shares. Surrender is a voluntary act on the
part of the shareholder, whereas Forfeiture is a compulsory act on part of the company. The
effect of both surrender & Forfeiture is the same, i.e. cancellation of the shares. The company
can accept surrender of shares if permitted by its Articles of Association. The accounting
treatment in respect of surrender of shares is same as that of Forfeiture of Shares.
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Lien on Shares

Lien on shares is an equitable charge on shares to secure any debt which may be
recoverable from the shareholder of the company. Right of lien can be exercised on dividends
payable and final amounts to be settled on dissolution of the company.
Right Issue or Pre-emptive Right

According to Section 81(1) when a company proposes to issue further share capital , the
new shares shall first be offered to existing share holders in proportion of their existing
shareholding. Such right is called Pre-emptive right or right issue.

Advantages

a. Control of the company is retained in hands of the existing share holders.

b. Existing shareholders get right issue at a price lower than the market price of share.

c. The expenses of issue are lower than the fresh issue of shares.

d. When the right issues are made from time to time, the image of the company improves and
the existing shareholders remain satisfied.

e There is more certainty of getting capital in the case of right issue than the public issue.

Valuation of right issue
a.  Calculate the market value of shares already held by a shareholder.
b.  Add to the above price paid for the fresh shares.
¢.  Find out the average price of existing shares and fresh shares using following formula:-
Market price of existing shares + Issue price of right shares
No. of existing shares + No. of Right shares
d. The average price of the share should be deducted from market price, that amount is the
value of right.
(Value of right = Market price of shares — Average price of shares)

1.2 REDEMPTION OF PREFERENCE SHARES

Under section 100 of the Companies Act, a company is not allowed to return to its
shareholders the share money without the permission of the court. But permission of the court is
not necessary, if the refund is to be made to the preference shareholders.

When the capital is raised by issuing redeemable preference shares, it is to be paid back
by the company to such shareholders after the expiry of stipulated period whether the company is
to be wound up or not. Preference shares which are repayable after the expiry of a stipulated
period are called redeemable preference shares. As per the latest amendment, all preference
shares are to be redeemed within ten years.

The following are the important provisions regarding the redemption of preference shares

which are given under Section 80 of the Companies Act:

1. The shares shall be redeemable only if they are fully paid up. If the shares to be redeemed are
partly paid up, they should be made fully paid up before they are redeemed.

2. Shares shall be redeemed either out of profits of the company available for dividends or out
of proceeds of fresh issue of shares made for the purpose of redemption.

3. Premium if any, payable on redemption. should be provided out of the profits or out of the
share premium account of the company.

4. Where any such shares are redeemed out of profits, an amount equal to face value of shares
redeemed must be transferred to capital redemption reserve account.

5. The Capital Redemption Reserve Account can be utilised for issuing fully paid bonus shares
to the shareholders.

The redemption of preference shares should not be regarded as a reduction of the
authorised capital of the company and as such the reduced shares should remain as part of the
authorised capital and must be shown in the balance sheet.

L |
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Capital Redemption Reserve (CRR)

If the preference shares are redeemed out of accumulated profit, it will be necessary to
transfer an amount equal to the amount repaid on the redemption to Capital Redemption Reserve
Account. If the company issues any fresh shares for redemption purpose, the transferred amount
will be the difference between nominal value of shares redeemed and the nominal value of shares
issued (i.e. amount transferred to CRR = Nominal value of shares redeemed — Nominal value of
shares issued). The capital redemption reserve account can be used for issuing fully paid bonus
shares.

The importance of creation of capital redemption reserve account is to a) protect the
interest of creditors and b) maintain working capital. Redemption of preference shares involves
repayment of capital before paying creditors of the company. It may affect the interest of
creditors. In addition to that the working capital of the company will be depleted as a result of
outflow of cash due to redemption. The amount is capitalized by creating the capital redemption
reserve account. As a result this amount will not be available for distribution of dividend. It helps
to protect the interest of creditors and on the other hand it replenishes working capital.

Accounting Entries
The redeemable preference shares can be redeemed by a) the proceeds of a fresh issue of
equity shares/ preference shares, b) the capitalization of undistributed profit i.e. creating capital
redemption reserve account, or ¢) a combination of both (a) and (b). Let us see the accounting
entries required for redemption of preference shares.
i) When new shares are issued at par:
Bank A/C ..vvvniiiiiiannnns Dr.
To Share Capital A/c.
it) When new shares are issued at premium:
B, ASC: < i3 snnnasion insininsione Dr.
To Share Capital A/c
To Securities Premium A/c
i11) When new shares are issued at a discount:
Bank A/ ..o, Dr.
Discount on Issue of Share Capital...........Dr.
To Share Capital A/c.
iv) Conversion of partly paid shares into fully paid shares:
a) Share CallAc..........Dr.
To Share Capital A/c
b) Bank Afc ....c.cccvevnnnn Dr.
To Share Call Alc.
v) When preference shares are redeemed at par:
Redeemable Preference Share Capital Ade .................. Dr.
To Preference shareholders A/c.
vi) When preference shares are redeemed at a premium:
Redeemable Preference Share Capital A/c . coveennDE
Premium of Redemption Preference Share Capual NL ..Dr.
To Preference shareholders A/c.
vii) Adjustment of premium on redemption:
Profit and Loss A/c.........ccccccunne Dr.
Securities Premium Afc ................... Dr.
To Premium of Redemption Preference Share Capital A/c
viii) Transferring the amount to Capital Redemption Reserve Account:
General Reserve A/C .....c.covvnnns Dr.
Profitand Loss A/c ................ Dr.
To Capital Redemption Reserve A/c
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ix) Expenses on issue of shares:
Expenses on Issue of shares Alc................ Dr.
To Bank A/c.
x) When payment is made to preference shareholders:
Preference Shareholders Alc ............... Dr.
To Bank A/c.

xi) When the fully paid bonus shares are issued:

Capital Redemption Reserve A/c ........c.couee. Dr.

General Reserve A/c ....ciiviiiinvniaiiann Dr.

Securities Premium A/ ... ...ccocmeiiiaiensssatosnsssas Dr.

Profit- 88 LIBB ARG « v cvserresarsns s coxssssrperssnmnse Dr.

To Bonus to Shareholders A/c
xii) Capitalization of profit:
Bonus to Shareholders Afe ... Dr.
To Equity share capital A/c

Mlustration - 12
ABC Co. Ltd. had part of its share capital in 2000 preference shares of Rs.10 each fully paid up
and these have become due for redemption. The preference share capital was to be redeemed out
of a fresh issue of equity shares at par made particularly for this purpose and the general reserve
of the company stood at Rs.25,000. Show the journal entries for the above transactions.
Solution

Journal entries
Date Particulars LF Dr.(Rs.) Cr.(Rs.)
i
2010 Preference share capital A/c  Dr. 20.000
April To Preference shareholders A/c
1 (Being amount payable on redemption of 20,000

2000 preference shares)

2010 Bank A/c Dr. | 20,000
April To Equity Share Capital A/c
1 (Being the amount received on issue of 20,000

2000 equity shares of Rs.10 each made for
the purpose of redemption of preference
shares as per Board's Resolution dated).

2010 Preference shareholders A/c  Dr. 20.000

Apnl To Bank

1 (Being the amount due to preference 20,000
shareholders paid)
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IMustration - 13
X Co. Litd. Issued 50,000 Equity shares of Rs.10 each and 3000, 10% Preference shares of

Rs.100 each, all shares being fully paid. On 31.3.08, Profit and Loss Account showed an
undistributed profit of Rs..50,000 and General Reserve Account stood at Rs.1,20,000. On 2.4.08,
the directors decided to issue 1500, 6% Preference shares of Rs. 100 each for cash and to redeem
the existing preference shares at Rs.105 utilizing as much as would be required for the purpose.
Show the journal entries to record the transactions.

Solution

Journal entries

Date

Particulars

-

Dr.(Rs.)

Cr.(Rs.)

2008
April
2

-

10% Preference share capital A/c  Dr.
Premium on Redemption of Preference shares
capital A/c Dr.

To Preference shareholders Afc
(Being amount payable on redemption of 3000
preference shares, with premium of 5%).

3.00,000
15,000

3,15,000

Bank A/c Dr.

To 6% Preference Share Capital Afc

(Being the amount received on issue of 1500,
6% Preference shares of Rs.100 each made for
the purpose of redemption of preference shares
as per Board's Resolution dated............ )i

150,000

150,000

General Reserve A/c Dr.

To Premium on Redemption of Preference
shares capital A/c

(Being the amount written off against general
reserve)

15,000

15,000

General Reserve A/c Dr.
Profit & Loss A/c Dr.

To Capital Redemption Reserve A/c
( Being amount transferred equal to the
difference between the nominal value of shares
redeemed and proceeds of new issue).

105,000
45.000

150,000

Preference shareholders A/c Dr.
To Bank

(Being the amount due to preference
shareholders paid).

315,000

315.000

e —
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Ilustration — 13
X Co. Ltd. Issued 50,000 Equity shares of Rs.10 each and 3000, 10% Preference shares of

Rs.100 each, all shares being fully paid. On 31.3.08, Profit and Loss Account showed an
undistributed profit of Rs..50,000 and General Reserve Account stood at Rs.1,20,000. On 2.4.08,
the directors decided to issue 1500, 6% Preference shares of Rs.100 each for cash and to redeem
the existing preference shares at Rs.105 utilizing as much as would be required for the purpose.
Show the journal entries to record the transactions.

Solution

Journal entries

Date

Particulars

LF

Dr.(Rs.)

Cr.(Rs.)

2008
April
2

10% Preference share capital A/c  Dr.
Premium on Redemption of Preference shares
capital Afc Dr.

To Preference shareholders A/c
(Being amount payable on redemption of 3000
preference shares, with premium of 5%).

3.00,000
15.000

3,15,000

Bank A/c Dr.

To 6% Preference Share Capital Alc

(Being the amount received on issue of 1500, 6%
Preference shares of Rs.100 each made for the
purpose of redemption of preference shares as per
Board's Resolution dated............. )

150,000

150,000

General Reserve Alc Dr.

To Premium on Redemption of Preference
shares capital A/c
(Being the amount written off against general
reserve)

15,000

15,000

General Reserve Alc Dr.
Profit & Loss A/c Dr.

To Capital Redemption Reserve Alc
( Being amount transferred equal to the difference
between the nominal value of shares redeemed
and proceeds of new issue).

105,000
45,000

1,50,000

Preference sharecholders A/c  Dr.

To Bank
(Being the amount due to preference shareholders
paid).

315,000

3,15,000

I ———
Corporate Accounting

Page 29




Mlustration — 14

The Producers Lid.’s Balance sheet shows the following balance s on 31-3-08. 30.000 equity
shares of Rs.10 each fully paid; 18,000 10% Redeemable Preference shares of Rs.10 each fully
paid; 4000, 15% Redeemable Preference shares of Rs.10 each. Rs.8 paid up. General Reserve
Rs.12,000; Securities Premium Rs.15,000; Profit Loss Account Rs.80,000 and capital Reserve
Rs.20,000. Preference shares are redeemed on 1-4-08 at a premium of Rs.2 per share. For
redemption, 4000 equity shares of Rs.10 each are issued at 10% premium. A bonus issue of

equity share was made at par, two shares being issued for every five held on that date. Show the
Journal entries to record the above transactions

-

Date Particulars LF Dr.(Rs.) Cr.(Rs.)

2008 10% Preference share capital A/c Dr. 180.000
April Premium on Redemption of Preference 36,000
1 shares capital A/c  Dr.

To Preference shareholders A/c
(Being amount payable on redemption of 216,000
18000 preference shares, with premium of
2%).

) Bank A/c Dr. 44,000
To Equity Share Capital A/c 40,000
To Securities Premium A/c 4,000
(Being the amount received on issue of
4000, Equity shares of Rs.10 each made
with premium of 10% for the purpose of
redemption of preference shares as per

Board's Resolution dated............ ).
" Securities Premium A/c Dr. 19,000
Profit And Loss A/c Dr. 17.000
To Premium on Redemption of
Preference shares capital A/c 36.000

(Being the amount written off against
general reserve)

" General Reserve A/c Dr. " 120.000
Profit & Loss A/c Dr. 20.000
To Capital Redemption Reserve A/c 140,000

( Being amount transferred equal to the
difference between the nominal value of
shares redeemed and proceeds of new
issue).

R —
Corporate Accounting Page 30



Preference shareholders A/c ~ Dr.
To Bank

(Being the amount due to preference

shareholders paid).

e ———————

216,000

216.000

Capital Redemption Reserve A/c  Dr.

To Bonus to Shareholders A/c
Being the amount utilised for issue of bonus
shares in 5:2 ratio as per shareholders
Resolution No. Dated...) 30,000x2/5xRs.10

120,000

120.000

Bonus to Shareholders A/c Dr.
To Equity Share capital A/c

bonus shares)

(Being the amount capitalised by issue of

120,000

120,000

IMlustration - 15

The preference shares were redeemed on April 1, 2008 at a premium of Rs.5.00 per share, the
whereabouts of the holders of 1500 such shares not being known. At the same time, a bonus
issue of equity share was made at par, one share being issued for every four equity shares held.
Show the journal entries to record the above transactions and the Balance sheet as it would
appear after the redemption. The following is the balance sheet of Black & White Co. Lid. as at

31st March, 2008.

[|

Liabilities Amount(Rs.) Assels Amount(Rs.)
Issued & Subscribed Capital: 40.000 Fixed 7.00,000
Equity shares of Rs.10 each fully paid Assets
18,000, 8% Preference shares of Rs.10 each 4.00.000
fully paid 1.80.000 Current 4.00,000
Reserves & Surplus: 4.80.000 Assets
Profit & Loss Account 40,000
Current Liabilities:
Sundry Creditors

11,00.000 11.00,000
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Solution
Journal Entries

Date Particulars LF Dr.(Rs.) Cr.(Rs.)

2008 8% Preference share capital Alc  Dr. 1,80,000
Aprl | Premium on Redemption of Preference shares 90,000
capital A/c Dr.

To Preference shareholders A/c
(Being amount payable on redemption of
18000 preference shares, with premium of 270,000
Rs.5 each).

%) Profit And Loss A/c Dr. 90,000
To Premium on Redemption of 90.000

Preference shares capital A/c

(Being the amount written off against Profit

And Loss A/c)
) Profit & Loss A/c Dr. " 1.80,000
To Capital Redemption Reserve A/c 1,80,000

( Being amount transferred equal to the
nominal value of shares redeemed and
proceeds of new issue),

Capital Redemption Reserve A/c  Dr. 1.00.000
To Bonus to Shareholders A/c 1,00,000
(Being issue of | bonus share to every 4
equity shares held as per shareholders
Resolution No. Dated...) 40,000x 1/4xRs. 10

" Bonus to Shareholders A/c Dr. 1,00,000
To Equity Share capital A/c 1.00.000
(Being the amount capitalised by issue of
bonus shares)
" Preference shareholders A/c Dr. 2,47.000
To Bank 2,47,000

(Being the amount due to preference
shareholders paid except 1500 share
holders).

S
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Balance Sheet

Liabilities Amount(Rs.) Assets Amount(Rs,)

Issued & Subscribed Capital: Fixed Assets 7,00,000
50,000 Equity shares of Rs. 10 Current Assets 1,52.500
each fully paid (Rs.400000-
(of the above shares, 10,000 247500)
shares have been allotted as fully 5.00,000
paid bonus shars)
Reserves & Surplus: 80.000
Capital Redemption Reserve 2,10,000
Account (Rs. 180000-100000) 40,000
Profit & Loss Account 22,500
(Rs.480000-90000- 180000)
Current Liabilities:
Sundry Creditors
Outstanding claim (Pref.
Shareholders)

8,52,500 8,52.5000

1.3 BUY BACK OF SHARES

Buyback of shares means that any company may purchase their own shares or other
specified securities. According to section 77A (1) of the companies Act 1999, a company
may purchase its own shares or other securities out of:

(1) Its free reserves or
(11) The securities premium account or
(1ii) The proceeds of any shares or other specified securities.

Specified securities include employee's stock option or other securities as may be notified
by the Central Government from time to time. Buyback of shares of any kind is not allowed out
of fresh issue of shares of the same kind. In other words, if equity shares are to be bought back,
preference shares or debentures may be issued for buyback of equity shares. Companies are
allowed to buy back their own shares if they fulfil certain conditions as given in section 77A (2)
of the companies Act 1999.

No company shall purchase its own shares or other specified securities unless:

(a) The buyback is authorised by its articles.

(b) A Special resolution has been passed in general meeting of the company authorising the
buyback.

(¢) The buyback is for less than 25% of the total paid up capital and free reserves of the company.

(d) It also provides that buyback shall not be exceeding 25% of total paid up capital.

(e) The debt equity ratio should not be more than 2:1 after such buyback.

(f) All the shares or other specified securities for buyback are fully paid up.

(g) The buyback of the shares or other specified securities listed on any recognised stock exchange
is in accordance with the regulations made by the Securities and Exchange Board of India in
this behalf.

(h) The buyback in respect of shares or other specified securities other those specified in clause

(i) The buyback should be completed within 12 months from the date of passing the special
resolution.

]
Corporate Accounting Page 33



e g e —————

1. Entry for Assets sold for Buyback:

Bank A/c Dr.
Profit & Loss A/c Dr. (In Case of Loss)
To Assets Alc

To Capital Reserve A/c (In case of Profit)
2. Entry for issue of debentures or other securities for the purpose of buyback

Bank A/c Dr
Discount on issue Dr.
To Debentures A/c

To Other securities A/c
To Securities Premium A/c
3. Entry for the cancellation of shares bought back :

Equity Share Capital A/c Dr.
Free Reserves or Securities Premium A/c Dr.
To Shareholders A/c

4. Entry for transfer of nominal value of shares bought back to CRR
General Reserves A/c Dr. Or
Profit & Loss A/c Dr. Or
Any other reserve A/c Dr.
To Capital Redemption Reserve
5  Entry for making the payment of buyback shares:
Shareholders A/c Dr.
To Bank A/c
6  Entry for expenses incurred in buyback of shares:
Buyback Expenses A/c Dr.
To Bank A/c
7 Entry for transfer of buyback of expenses to P & L A/c
Profit & Loss A/c Dr.
To Expenses A/c
Advantages of Buy Back of Shares:
I. The buyback facility enables the companies to manage their cash effectively, Many co’s in
this country are faced with a problem of surplus cash without having any idea of where to invest
them. It would be better for them to return surplus cash to shareholders rather than to go on
spending simply for want to alternative.
2. Companies having large amount of free reserves are free is use funds to acquire shares and
other specified securities under the buyback process.
3. Buyback shares in helpful co. to reduce its share capital.
4. Buyback of shares is helpful to improvement in the values of shares.
5. Avoid high financial risk and ensure maximum return to the shareholders.
6. Buyback of shares helps the promoters to formulate an effective defence's strategy against
hostile takeover bids.
Disadvantages of buy back of shares:
1. All the control of buy back of shares in the hands of promoters, so results of co.’s which the
position of minority sharecholders in weak.
2. The promoters before the buy back. may understand the earnings by manipulating accounting
policies and highlight other unfavourable factors affecting the earnings.
3. High buy back of share may lead to artificial manipulation of stock price in the stock
exchange. Confusion is much more.
Escrow account
Under the scheme of buyback of shares, the company in order to perform its obligations,
is required to open an Escrow Account ie., cash deposited in a commercial bank. Or bank

guarantee or deposit of acceptable securities or a combination the three.

e
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Mustration - 16
The Balance sheet of ABC Litd is given below:

Liabilities Assets
Paid up Capital
Fixed assets 80.00,000
8.00,000 Equity shares of Rs. 10| 80,00,000| Stock 48,00,000
Debtors 40.,00.000
each Bank 72,00,000
Securities premium £.00.000
General Reserve 72.00.000
40,00.000
13% Debentures
40.00,000
Current liabilities
2,40.00,000 2,40,00,000
It was decided at the meeting of shareholders:
1. to buyback 20% of equity shares @ Rs.12 per share
2. 1o utilise general reserve for buyback of shares
3. 1o utilise securities premium for premium payable on buyback of shares
Pass journal entries
Solution
Journal entries
3 |M General Reserve Alc Dr 16,000,000
To Capital Redemption Reserve 16.00,000
(Being nominal value of Rs.16,00,000 bought back out
of general reserve)
Equtiy share capital A/c Dr 16,00,000
Securities premium Afc Dr 320,000
To Sharcholders Alc 19,20,000
{Being amount due on buy back of 1,60,000 shares)
Shareholders A/c Dr 19.20,000
To Bank A/c 19,20,000
(Being amount paid for buyback of 1,600,000 shares @ Rs.10
each @ Rs. 12 per share)

S ———
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Hlustration - 17

Following figures have been extracted from the books of Metals product Ltd. as on 31-03-2012,

Paid up capital - 9,00,000 e. Shares of Rs. 10 each 90,00,000
General Reserve 15,00.000
P/L A/c 5.00.000
Securities premium 3.00,000
14% Debentures 10,00,000
Bank balance 20.00,000

The company decided to buy back 25% of the paid up equity shares at face value. It was
also decided to issue further 14% debentures of Rs. 10,00,000 at par for the purpose of buy back
of shares. Journalise the above transactions relating to buyback of shares.

Solution
Journal entries
}:ﬁu Bunk A/c Dr 10,00,000
To 14% Debenture
(Being the issue of debentures of Rs. 10,00,000 at par 110,00,000
for the purpose of buyback)
Equtiy share capital A/c Dr 22 50,000
To Sharcholders A/c 22,50,000

(Being the cancellation of 25% of the paid up capitul
on account of 25% shares bought back)

General Reserve A/c Dr 12.50,000
To Capital Redemption Reserve A/c 12,50,000

(Being amount paid for buyback of 1,60,000 shares @
Rs 10 each @ Rs. 12 per share)

Shareholders A/c Dr 22.50.000
To Bank A/c 22 50.000

(Being payment made t for shares bought back)

L4 ISSUE AND REDEMPTION OF DEBENTURES

A Debenture is a unit of loan amount. When a company intends to raise the loan
amount from the public it issues debentures. A person holding debenture or debentures is
called a debenture holder. A debenture is a document issued under the seal of the company.
It is an acknowledgment of the loan received by the company equal to the nominal value of the
debenture. It bears the date of redemption and rate and mode of payment of interest. A
debenture holder is the creditor of the company. As per section 2(12) of Companies Act 1956,
“Debenture includes debenture stock, bond and any other securities of the company whether
constituting a charge on the company’s assets or not™.
Types of Debentures

Debenture can be classified as under:

1. From Security point of view

(i) Secured or Mortgage Debentures: These are the debentures that are secured by a charge on
the assets of the company. These are also called mortgage debentures. The holders of secured
debentures have the right to recover their principal amount with the unpaid amount of interest
on such debentures out of the assets mortgaged by the company. In India, debentures must be
secured. Secured debentures can be of two types:
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(a) First mortgage debentures: The holders of such debentures have a first claim on the assets
charged.

(b) Second mortgage debentures: The holders of such debentures have a second claim on the
assets charged.

(ii) Unsecured Debentures: Debentures which do not carry any security with regard to the
principal amount or unpaid interest are called unsecured debentures. These are called simple

debentures.

2. On the basis of Redemption
(i) Redeemable Debentures : These are the debentures which are issued for a fixed period.

The principal amount of such debentures is paid off to the debenture holders on the expiry of
such period. These can be redeemed by annual drawings or by purchasing from the open
market.

(ii) Non-redeemable Debentures : These are the debentures which are not redeemed in the life
time of the company. Such debentures are paid back only when the company goes into
liquidation.

3. On the basis of Records

(i) Registered Debentures: These are the debentures that are registered with the
company. The amount of such debentures is payable only to those debenture holders whose
name appears in the register of the company.

(ii) Bearer Debentures: These are the debentures which are not recorded in a register of
the company. Such debentures are transferrable merely by delivery. Holder of these
debentures is entitled to get the interest.

4. On the basis of Convertibility

(i) Convertible Debentures: These are the debentures that can be converted into shares of the
company on the expiry of pre decided period. The term and conditions of conversion are
generally announced at the time of issue of debentures.

(i1) Non-convertible Debentures : The debenture holders of such debentures cannot convert
their debentures into shares of the company.

5. On the basis of Priority

(i) First Debentures: These debentures are redeemed before other debentures.

(ii) Second Debentures : These debentures are redeemed after the redemption of first
debentures

The procedure of issue of debentures by a company is similar to that of the issue of
shares. A Prospectus is issued, applications are invited, and letters of allotment are issued. On
rejection of applications, application money is refunded. In case of partial allotment, excess
application money may be adjusted towards subsequent calls.
Difference between Shares and Debentures.

Shares Debentures
1. Amount collected through shares 1. Amount collected through debentures
Constitute capital of the company. Constitute borrowed fund of the
company.
2. A shareholder is a member of the company. 2. A debenture holder is only a creditor.

3. A shareholder gets a share in the profits called | 3. A debenture holder receives interest at

dividend. a fixed rate.
4. A shareholder is entitled to vote at meetings. 4.A debenture holder is not entitled to
vote.

e ——
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Issue of Debenture takes various forms which are as under:

1. Debentures issued for cash

(%]

Debentures issued for consideration other than cash

3. Debentures issued as collateral security. Further, debentures
may be issued
(1) At par, (11) At premium, and (i11) At discount

Accounting treatment of issue of debentures for cash

1. Debentures issued for cash at par: Following journal entries will be made: (i)

Application money is received
Bank A/c Dr

To Debentures Application A/c

(Application money received for Debentures)
(ii) Transfer of debentures application money to debentures account on their allotment

Debentures Application A/c Dr
To Debentures A/c

(Application money transferred to debenture account on
allotment)

(iii) Money due on allotment
Debentures Allotment A/c Dr

To Debentures A/c
(Allotment money made due)

(iv) Money due on allotment is received

Bank A/c Dr
To Debentures Allotment A/c
(Receipt of Debenture allotment money)
(v) First and final call is made
Debentures First and Final call A/c Dr
To Debentures A/c
(First and Final call money made due on ............... debentures)
(vi) Debentures First and Final call money is received
Bank A/c Dr
To Debentures First and Final call A/c
(Receipt of Amount due on call)

Note: Two calls 1.e. first call and second call may be made

Journal entries will be made on the lines made for first and final call.
e ————
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Ilustration 18

Star India Ltd. issued 5000 8% Debentures of Rs 100 each payable as follows

Rs 20 on Application

Rs 30 on Allotment

Rs. 50 on First and Final call

All the debentures were applied for and allotted. All the calls were duly received. Make
necessary journal entries in the books of the company.

Bank AJc ... Dr 100000

To Debentures Application 100000

Alc

(Application money received for
Debentures Application A/c Dr 100000

To 8% Debentures 100000

Ale

(Application money transferred to
Debentures Allotment a/c Dr 150000

To 8% Debentures A/c 150000

(Allotment money due on 5000
debentures @ Rs 30 per

Bank A/c Dr 150000

To Debentures Allotment A/c 150000
(Allotment money received)
Debentures First and Final call A/ Dr 250000

To 8% Debentures A/c 250000

(Debentures first and final call
money made due @ Rs 50 per

Bank A/c Dr 250000
To Debentures First and Final call 250000
Alc -

(Receipt of Debentures first and

Issue of Debentures at Premium and Discount

Debentures are said to be issued at premium when these are issued at a value which is more than
their nominal value. For example. a debenture of Rs 100 is issued at Rs 110. This excess
amount of Rs 10 is the amount of premium. The premium on the issue of debentures is
credited to the Securities Premium A/c as per section 78 of the Companies Act, 1956.

Journal entry will be as follows:
Debentures Allotment A/c Dr
To Debentures Account
To Securities Premium A/c
(Amount due on allotment along with premium of Rs _...)
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Mustration 19

A company has issued 5000 10% Debentures of Rs 100 each at a premium of 20% payable as
Rs 60 on application Rs 60 on allotment (including premium) All the debentures were
subscribed for and money was duly received. Make journal entries.

Solution
Journal entries
1. Bank A/c Dr 300000
To Debentures Application A/c 300000
(Application money received)
2 Debentures Application A/e  Dr 300000
To 10% Debentures A/c 4

(Application money transferred to
Debenture A/c)

3. Debentures Allotment A/c Dr
To 10% Debentures A/c 300000 | 250000
To Securities Premium A/c 100000
(Amount due on allotment along with
premium)

Debentures Allotment A/c (Allotment
money received) 300000

When debentures are issued at less than their nominal value they are said to be issued at
discount. For example, debenture of Rs 100 each is issued at Rs 90 per debenture. Companies
Act, 1956 has not laid down any conditions for the issue of debentures at a discount as have
been laid down in case of issue of shares at discount. However, there should be provision for
1ssue of such debentures in the Articles of Association of the Company.

Journal entry for issue of debentures at discount (at the time of allotment) Debentures
Allotment A/c Dr

Discount on issue of debentures Alc Dr

To Debentures A/c

(Allotment money due, The amount of discount is @ Rs.... per debenture)
Ilustration 20

A company has issued 2000 9% debentures of Rs 100 each at a discount of 10% payable as
Rs 40 on apphication, Rs 50 on allotment Make necessary journal entries.
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To Debentures Application A/c
(Application money received

Bank A/c Dr

To 9% Debentures A/c

Debentures Application A/c Dr

(Application money transferred to debenture A/c)

Debentures Allotment A/c Dr
Debentures Discount A/c Dr

To 9% Debenture A/c

amount Rs 10 per debenture)

(Amount due on allotment, along with discount

100000
20000

120000

Bank A/c Dr
To Debentures Allotment
(Receipt of allotment money)

100000

100000

Issue of Debentures for consideration other than cash

When a company purchases some assets and issues debentures as a payment for the
purchase, to the vendors it is known as issue of debentures for consideration other than cash.

Debentures can be issued to vendors at par, at premium and at discount

Accounting Treatment:

1. Purchase of Assets
Sundry Assets A/c Dr
(Individually)
To Vendors A/c

(Purchase of assets)
2. Allotment of debentures
(i) At par

Vendors' A/c Dr
To Debentures A/c

(Issue of debentures at par to vendors)

(i1) At discount
Vendors' Alc Dr
Debentures Discount A/c Dr
To Debentures Alc

(Issue of debentures to vendors at a discount of Rs... per debenture)

Mustration 21

VG. Electronics Ltd. purchased machinery for Rs 198000 and issued 9% debentures of Rs 100
each to the vendors. Make journal entries if the debentures were issued

(a) at par
(b) at a premium of Rs 10
(c) at a discount of Rs 10
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Solution Journal entries

Machinery A/c Dr 198000
To Vendors A/c 198000
(Machine purchased)

Vendors A/c Dr 198000

To 9% Debentures A/c 1980000
(1980 debentures of Rs 100 each
issued to vendors)

Vendors A/c Dr 198000
To 9% Debentures Alc lm%
To Securities Premium A/c

(1800 debentures issued at a premium of
Rs 10 per debenture)

Issue of Debentures with conditions Stipulated to their Redemption
(Journal entry)
(i) Issued at par redeemable at par
Bank A/c Dr
To Debentures Account
(Issue of debentures of Rs .... at par)
(ii) Issued at discount and redeemable at par
Bank A/c
Discount on issue of Debentures A/c
To Debentures A/c
(Issue of debentures of Rs ... at a discount
of Rs ...)
(i1i) Issued at premium redeemable at par
Bank A/c Dr
To Debentures Alc
To Securities Premium A/c

¥

(Issue of ... debentures of Rs .... at a premium of Rs ....)
(iv) Issued at par, redeemable at premium
Bank A/c Dr
Loss on Issue of Debentures A/c Dr
To Debentures A/c
To Premium on Redemption of Debenture A/c
(Issue of ... debentures of Rs ... a redeemable at a premium of Rs ...)
(v) Issued at discount and redeemable at premium

Bank A/c Dr
Discount on Issue of Debentures A/c Dr
Loss on Issue of Debentures A/c Dr

To Debentures A/c

To Premium on Redemption of Debenture A/c
(Issue of ... debentures of Rs ... at a discount of Rs ... redeemable at a premium of Rs
=)
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Make journal entries if 200 debentures of Rs 500 each have been issued as:

(i)  Issued at Rs 500, redeemable at Rs 500
(ii) [Issue at Rs 450; redeemable at Rs 500

(iii) Issued at Rs 550; redeemable at Rs 500
(iv) Issued at Rs 500; redeemable at Rs 550
(v) Issued at Rs 450; redeemable at Rs 550

Bank A/c Dr 100000
To Debentures A/c 100000
(Issue of 200 debentures @ Rs. 500 each
Bank A/c. Dr. 90000
Discount on issue of Debentures A/c Dr. 10000
To Debentures A/c. 100000
(Issue of 200 debentures @ Rs.50 each at Rs.
450)
Bank A/c Dr. 110000
To Debentures A/c 100000
To Securities Premium A/c. 10000
( Issue of 200 debentures of 500 each at
Rs.550)
Bank A/c Dr 100000
Loss on Issue of Debentures A/c Dr. 10000
To Debentures A/c. 100000
To redemption of debentures A/c 10000
( Issue of 200 debentures of 500 each at
Rs.550)
Bank A/c Dr 90000
Loss on Issue of Debentures A/c Dr. 10000
Discount on issue of Debentures A/c. Dr. 10000
To Debentures A/c. 100000
To Premium on Redemption of 10000
debentures A/c
( Issue of 200 debentures of 500 each at Rs.45
repayable at Rs.550)

Discount on issue of Debentures and loss on issue of debentures

In case company issues debentures on discount the total amount of discount is not charged to
profit and Loss Account of the company in the accounting

The amount of debenture discount can be written off in two ways:

1. All debentures are to be redeemed after a fixed period.

When the debentures are to be redeemed after a fixed period, the amount of discount will be
distributed equally within the number of years spread between the issue of debentures and their
redemption. The amount of discount on issue of debentures to be written off each year is
calculated as
Amount of discount written off = Total amount of Discount

No. of years

e ———— e ——
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Journal entry:-

PL A/ Dr

To Discount on issue of Debenture
2. Debentures are redeemed in instalments

Debentures may also be redeemed in instalments but over a fixed period. In that case the amount

of debenture discount will be written off each year in proportion to the amount of debentures
redeemed

Interest on Debenture

Debenture interest is the rate of interest per annum that will be paid to the debenture holders.

Companies generally pay interest on its debentures after every six months. Journal entries that
are made in the books of the company are as follows:

(1) Payment of Interest on Debentures

Debenture Interest A/c Dr
To Bank A/c
(Interest on ....% Debentures paid for six months ending ...@ ...% pa)

(11) Transfer of Debenture Interest to Profit and Loss AJc
Profit and Loss Alc Dr

To Debenture Interest A/c

(Debenture Interest transferred to Profit and Loss A/c)

Redemption of N o n -convertible Debenture out of Profits

According to section 117 C(1) of the Companies Act, 1956, when debenture are to be redeemed
out of profits, an adequate amount of profits is reguired to be transferred to Debenture
Redemption Reserve every year before the redemption begins. It is 1o be noted that the
Companies Act 1956, vide Section117C (1) does not spell out as to what is the adequate amount?
For this one has to refer to SEBI Guidelines in this behalf. SEBI Guideline No. 10.3.2 (c)(a)
stipulates that an amount equal to 50% of the debenture issue should be transferred to Debenture
Redemption Reserve before the redemption begins. Implication of these provisions is that
whenever redemption of debenture is made, at least an amount equal to 50% of the debenture issue
should stand to the credit of the Debenture Redemption Reserve Account. Suppose a limited
company issued debenture of Rs. 5 crores with the condition to start redemption in the third year. In

such a case, before the debenture redemption begins in 3'd year, the Debenture Redemption
Reserve Account should have a balance at least equal to 0.5 x Rs. 5 crores = Rs. 2.50 crores. This
is applicable only in case of non-convertible debenture and non-convertible portion of partly
convertible debenture.

Following accounting entries are to be recorded in this regard:

Accounting entry for creation of Debenture Redemption Reserve
Profit and Loss Appropriation a/c Dr.
To Debenture Redemption Reserve a/c
In the year of redemption, the debenture holders will be credited with the amount
due according to the terms of redemption.

(1) If the debenture are redeemable at par, the par value of debenture to be redeemed will
be transferred to debenture holders account by recording following entries :
Debenture a/c Dr.

To Debenture holders A/c
(11) In case the debenture are redeemable at premium, the amount of premium will also be
transferred to debenture holders account by recording following entry :
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% Debenture a/c Dr.
Debenture Redemption Premium A /¢ Dr.
To Debenture holders A /¢
(iii) For payment to debenture holders
Debenture holders a/c Dr.
To Bank a/c

Hlustration 23

Gunjan Ltd. issued 5,00,000, 12% debenture of Rs. 100 each on April 1, 2002 redeemable at
par on Junel, 2003. The company received applications for

6,00,000 debentures and the allotment was made to all the applicants on pro-rata basis. The
debenture were redeemed on due date. How much amount of Debenture Redemption Reserve is
to be created before the redemption is carried out? Also record necessary journal entries
regarding issue and redemption of debenture.

Solution Journal entries
Bank w/¢ Dr. 6.00,00,000
Debenture application a/c 6,00,00,000
(For receiving application money)
Debentures application a/c Dr. 6,00,00,000
12 % Dcit?:nlurc alc 5.00,00.000
Debenture allotment a/c (Debenture 1,00,00.000
application money transferred to debenture
account consequent upon allotment of debenture)
Interest a/c Dr. 60.00.000
Debenture holders a/c 60.00.000
(For interest due)
Debenture holders a/c Dr.
Bank a/c
(For payment of interest) 60,00,000
Profit and Loss a/c Dr.
Interest a/c 60,00,000
(For writing off interest)
Profit and Loss wec Dr. 2,50.00,000
Debenture Redemption Reserve a/c 2,50,00,000
(Appropriation of profit to DRR as per
Sec.117C(1)of The Companies Act, 1956)
Interest a/c Dr. 10,00,000
Debenture holders afc 10.00,000
(Interest due for two months)
12 % Debentures a/c Dr. 5,00,00,000
Debenture holders a/c 5.00.00.000
(Payment on redemption of debentures due to
Debenture holders a/c Dr. 5,10,00.000
Bank a/c 5,10,00,000
(Payment due to debenture holders discharged)
Profit and Loss a/c Dr. 10,00,000
Interest a/c 10.00.000
(Transfer of interest)
Debenture Redemption Reserve a/c Dr. 2,50.00.000
General Reserve a/c 2.50,00.000
(For transfer of DRR to general reserve)

S —
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Hlustration 24

Ganeshan Ltd. has 800 lakhs 10% debenture of Rs. 100 each due for redemption on March 31, 2003.
Assume that Debenture Redemption Reserve has a balance of Rs. 3,40,00,00,000 on that date.
Record necessary entries at the time of redemption of debenture

Solution
Journal Entries

Mar.31 | Profit and Loss Appropriation a/c Dr. 60,00,00,000
Debenture Redemption Reserve (For 60,00,00,000
transfer of profits to as per SEBI guidelines)

10 % Debenture a/c Dr.
L Debenture holders a/c
( Amount becomes due to debenture holders
on redemption )

Debenture holders a/c Dr. 8.00,00.00.,000
Mar.31 Bank a/c 8.,00,00,00,000
(Amount due to debenture holders paid)
Debenture Redemption Reserve Dr. 4,00,00,00.000
Mar.31 General Reserve 4,00.00,00,000
(Debenture Redemption

Reserve transferred to General Reserve)

8.,00,00,00,000
8.00,00,00.000

Financing of Debenture Redemption

The redemption of debentures require huge amount of cash whenever non- convertible debenture
are to be paid off. To meet this requirement, the Board of Directors may decide, at their own
discretion, to invest money appropriately and judiciously in securities or bonds of the other
business enuties. In this situation, funds allocated are invested periodically outside the business.
For this purpose, an appropriate amount may be transferred to Debenture Redemption Sinking
Fund. An appropriate amount will be calculated by referring to Sinking Fund Factor, depending
upon the interest rate on investments and the number of years for which investments are made.
Sinking Fund Factor at 'r’ rate of interest for ‘n’ number of years will be the reciprocal of Future
Value Factor annuity for ‘n" years (FVIFA). Sinking Fund Factor = I/FVIFA, ", ‘n’. FVIFA
table is given in the appendix. Debenture Redemption Sinking Fund account will be credited
every year so as to ensure that sufficient amount accumulates in this account before debenture
redemption takes place. It is to be noticed that Debenture Redemption Sinking Fund will serve the
purpose of Debenture Redemption Reserve as required by the Law. Therefore, for this purpose the
amount transferred to Debenture Redemption Sinking Fund be treated same as Debenture
Redemption Reserve. Therefore, the appropriated amount is transferred to Debenture Redemption
Reserve Account instead of Debenture Redemption Sinking Fund to meet the statutory
requirement. The journal entries in this regard can be categorised into three groups:

1. Entries at the end of first year
Entries relating to issue of debenture, payment of interest and amortization of discount/ loss
on issue of debenture have already been discussed in the earlier sections. The other related
entries at the end of first year are as under:
a) For transfer of profits to Debenture Redemption Reserve
Profit and Loss Appropriation a/c Dr.
Debenture Redemption Reserve a/c

b) For purchase of Debenture Redemption Sinking Fund Investments withthe amount
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of Debenture Redemption Reserve set aside above.
Debenture Redemption Sinking Fund Investment a/c Dr.
Bank a/c
2. Entries at the end of second and subsequent years
In the second and subsequent years the company will start receiving interest on previous
years investments which will be transferred to Debenture Redemption Reserve. The
company will purchase investments with the amount of Debenture Redemption Reserve
kept aside and interest received on Debenture Redemption Sinking Fund Investments in
the respective years. The journal entries are as under :
a) For receiving of interest on Debenture Redemption Sinking Fund Investments
Bank a/c Dr.
Interest on Debenture Redemption Sinking Fund Investment a/c
b) For interest received transferred to Debenture Redemption Reserve
Interest on Debenture Redemption Sinking
Fund Investment a/c Dr.
Debenture Redemption Reserve
c) For transfer of profits to Debenture Redemption Reserve
Profit and Loss Appropriation a/c Dr.
Debenture Redemption Reserve
d) For purchase of investments with the amount of Debenture Redemption Reserve
and interest received
Debenture Redemption Sinking
Fund Investment a/c Dr.
Bank a/c

3. Year of Redemption
The year in which the redemption of debenture is due, the entries for receipt of interest, its transfer
to Debenture Redemption Reserve and setting aside the profits for Debenture Redemption Reserve
will be recorded as usual. But instead of purchase of investments, all investments purchased
in previous years will be sold out to provide liquidity for redemption of debenture. After all the
debentures are redeemed on maturity. Debenture Redemption Reserve account will be closed by
transferring its balance to general reserve account. In case of redemption of debentures by draw
of lots, withdrawal from Debenture Redemption Reserve can be made after redemption of 10 %
of the debenture. Following entries are to be recorded :
(a) For receipt of interest on Debenture Redemption Sinking Fund Investments
Bank a/c Dr.
Interest on Debenture Redemption Sinking Fund Investment a/c
(b) For transfer of Interest to Debenture Redemption Reserve
Interest on Debenture Redemption
Sinking Fund Investmenta/c  Dr.
Debenture Redemption Reserve
(c) For transfer of profits to Debenture Redemption Reserve
Profit and Loss Appropriation a/c Dr.
Debenture Redemption Reserve
(d) (i) For sale of Debenture Redemption Sinking Fund Investments, (it is to be noted
that gain or loss on sale of Debenture Redemption Sinking Fund Investments, if
any, will be transferred to Debenture Redemption Reserve account.)
(ii) Investment sold at book value
Bank a/c Dr. (Sale price of Investment)
Debenture Redemption Sinking Fund Investment a/c
(Investment sold at cost price)

Or
e —
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(111) Investment sold at less than book value

Bank a/c Dr.
Debenture Redemption Reserve Dr (Loss on sale of investments)
To Debenture Redemption Sinking Fund Investment a/c
Or
(iv) Investment sold at more than book value
Bank a/c Dr.

To Debenture Redemption Sinking Fund Investment a/c
To Debenture Redemption Reserve a/c(Gain on sale of Investment)
(e) Onredemption of debenture at par, amount due to debenture holders

Debenture a/c Dr.
To
Debenture holders a/c
Or
In case the debenture are redeemed at premium, following entry will be recorded:
Debenture a/c Dr.
Debenture Redemption Premium a/c Dr.

To Debenture holders a/c
(f) Amount due to debenture holders paid :
Debenture holders a/c Dr.
Bank a/c
(g)  After the debenture are redeemed, Debenture Redemption Reserve Account is
transferred to General Reserve Account by recording the following entry :
Debenture Redemption Reserve Dr.
General Reserve a/c
Illustration - 25
Anshu Detergents Ltd. issued 2,00,000, 10 % debenture of Rs. 10 each on January 1, 2000
redeemable after 4 years. For this purpose, the company established a Debenture Redemption
Sinking Fund Investment. The investments are expected to earn interest @ 4 % p.a. Sinking
Fund Factor Table shows that Re. 0.2355 invested annually at @ 4 % will accumulate to Re. 1
at the end of 4th years. On December 31, 2003, the investments realised Rs. 15.00.000. The
debentures were paid off as per terms of issue of debenture. Give journal entries to record
transaction relating to issue and investment of reserve and redemption of debenture.

2000 Bank a/c Dr.
Jan 1 Debenture application a/c 20,00,000 |20.00.000
( Debenture application money received
Jan 1 Debenture application a/c Dr.
10 % Debenture a/c 20.00.000
( Application money transferred to 10 % 20,00.000
debentures consequent upon allotment)
Dec. 31 | Profit and Loss Appropriation a/c Dr.
Debenture Redemption Reserve a/c 4,71.000 4.71,000
( Profits transferred 1o Debenture Redemption
Reserve )
Dec 31 Debenture Redemption Sinking
Fund Investments a/c Dr. 4.71,000 4.71.000
Bank a/c
( Investments purchased)
2001 Bank a/c Dr.
Dec 31 Interest on Debenture Sinking |8.840 18.840
Fund Investments w/c c
( Interest received on investment)
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Dec 31

Interest on Sinking Fund Investments a/c Dr.
Debenture Redemption Reserve
( Interest transferred to Sinking Fund)

18,840

18.840

Dec 31

Profit and Loss Appropriation a/c Dr.
Debenture Redemption Reserve ( Profits
transferred to Debenture Redemption Reserve )

4.71,000

4.71.000

Dec 31

Debenture Sinking Fund Investments a/c Dr.
Bank a/c

( Rs. 471,000 + 18.840 = 4,89.840.

investments purchased )

4.89.840

4.89.840

2002
Dec 31

Bank a/c Dr.
Interest on Debenture Sinking
Fund Investments a/c

( Interest received on investment)

38433.60

38,433.60

Dec 31

Interest on Sinking Fund Investments a/c Dr.
Debenture Redemption Reserve
{ Interest transferred to Sinking Fund)

38,433.60

38,433.60

Dec 31

Profit and Loss Appropriation a/c Dr.

Debenture Redemption Reserve
( Profits transferred to Debenture
Redemption Reserve )

4.71,000

4.71.000

Dec 31

Debenture Sinking Fund Investments a/c Dr.
Bank w/c

(Rs. 4,71.000 + 38.433.60=5,09.433.60

investments purchased )

5,09,433.60

5.09.433.60

2003
Dec 31

Bank w/c Dr.
Interest on Debenture Sinking
Fund Investments a/c

(4 % of Rs. 4,71.000 + Rs. 4,89,840

+ Rs. 5.09.433.60, interest received)

58.810.94

58.810.94

Dec 31

Interest on Sinking Fund Investments a/cr.
Debenture Redemption Reserve
( Interest transferred to Sinking Fund)

58,810.94

58,810.94

Dec 31

Profit and Loss Appropriation /¢ Dr.

Debenture Redemption Reserve
( Profits transferred to Debenture
Redemption Reserve )

4,70,915.46

4.70,915.46

Dec 31

Bank a/c Dr.
Debenture Sinking Fund Investments a/c
Debenture Redemption Reserve

( Investment sold at profit)

14,70,273.60
29.726.40

Dec 31

10 % Debenture a/c Dr.
Debentureholders a/c

( Payment to debentureholders due on

redemption)

20.00.000

20,00.000

Dec 31

Debentureholders a/c Dr.
Bank wc¢
(Payment made to debenture holders)

20,00,000

20,00,000

Dec 31

Debenture Redemption Reserve Dr.
General Reserve

( After redemption, Debenture Redemption

Reserve Account closed by

transferring to general reserve)

20.29.726.40

I —
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Notes to the Solution

Annual amount to be transferred from profits to Debenture Redemption Reserve
0.2355 % Rs. 20,00,000 = Rs. 4,71,000!

Illustration 26

Shiwaliks Ltd. issued 10,00,000, 7 % debenture of Rs. 100 each on April 12001 redeemable
after four years. It has been decided to create Debenture Redemption Reserve for this purpose. The
Debenture Redemption Sinking Fund Table shows that Re. (.221926 invested in 8 % Government
Securities will amount to Re. |1 in 4 years. On March 31, 2005 the balance at bank was Rs.
5.00,00,000. The debentures were redeemed according to the terms of offer document. You are
required to prepare ledger accounts tll the debenture are redeemed.

Solution
8 % Debenture Account
Dr Cr.
Date Particulars JE Amount Date Particulurs JF Amount
2002 2001
Mar 31| Balance off 10,00.,00.000 | Apr.l| Bank 10.00,00.000
2003 | Balance o/f 2002 | Balance b/f
Mar.31| Balance of 10.00.00.000 | Apr.1| Bank 10.00,00,000
2004 | Debenture 2003 | Balance b/f
Mar.31| holders 10.00.00.000 | Apr.1 10.00.00.000
2005 2004
Mar 31 10,00,00.000 | Apr.] 10.00,00,000
Debenture holders Account
Dir. Cr.
Date Particulars J. Amount | Date | Particulars ). Amount
E. (Rs.) E. (Rs.)
2005 2005
Mar.31 | Bank 10.00.00.000 Mar.31| 8 %Debentures 10,00,00.000
Debenture Redemption Reserve Account
Dr. Cr.
Date Particulars J. Amount | Date |Particulars J. Amount
; (Rs.) F (Rs.)
2002 2002
Mar.31 | Balance off 2,21,92,600 |Mar.31] Profit and Loss 221.92.6001
Appropriation
2003
Mar31| Batance ot 4,61,60,608 ;‘,’5‘; Batance b 2.21,92.600
Mar 3| Interest on
Debenture 17,75.408
Redempuion Sinking
Fund Investments
Profit and Loss
4.61.60.608 App. 4.61.60.608

I —
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2004 2003
Mar. 31| Balance o/f 7.20,46,056.64 | Apr. 1| Balance b/¥ 4,61,60,608.00
2004
Mar. 31 Interest on 36,92 848.64
Debenture
Redemption Sinking
Fund Investments
Profit and Loss App.| |2.21.92,600.00
2005
Mar.31 | General Reserve 2004
7.20,46,056.64 Apr. 1| Balance bif 7,20, 46,056.64
2005
Mar. 31 Interest on
10,00,02,341.17 Debenture 720.46.056.64
Redemption Sinking
Fund Investments 57,63,684.53
Profit and Loss a/c.
2.21.92.600.00
10.00,02.341.17 10.,00,02,341.17
Interest on Debenture Redemption Sinking Fund Investment Account
Dr. Cr.
Dare Particidary LF. Amaunt| Date | Particulars LF, Amount
(e e -
2003 2003
Mar. 31| Debenture 17,75,408 | Mar. 31) Bank 1775408
Redemption
Reserve 2104
2004 | Debenture 36.92,848.64 | Mar. 31| Bank 36,92,848.64
Mar. 31| Redemption
Reserve 57.63.684.53| 2005 57.63.684.53
2005 Debenture Mar. 31| Bank
Mar. 31| Redemption
Debenture Redemption Sinking Fund Investment Account
Dr. Cr
Date Particulars 1F Amount| Date | Particulars J.F. Amaount
iRs 1 LRe 1
2002 2002
Mur.31 | Bank 2.21.92.600 | Mar.31] Balance ¢/f 2,21.92,600
Balance b/l 2003
Apl'.l Bank ztzt.qz'ﬁ[m Mar. 31| Balance o/f 4.61.60.608
2003
Mar. 31 2.39.68.008
4,61,60,608 4.61,60.608
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2003
Apr.1 Balance h/f 4,61.60,608.00 | Mar. 31 | Balance ¢/l 7.20.46,056.64
2004
Mar. 31 | Bank 2.58.85,448.64
2005
Apr.1 Balance b/f 2005
7.20.46.056. i
46.036.64 | Mar. 31 | Bank 2 7.20,46,056.64
7.20.46,056.64 7.20.46.056.64
Bank Account
Dr, Cr.
Date Particulars JF Amount|l Date | Particulars | J.F, Amount
{Rs.) {Rs.)
2005 2005
Mar.31 | Balance b/f 5.00.00.000.00 | Mar. Debenture 10,00.00.000.00
Interest on 3l holders 2,57,38,905.28
Debenture Balance o/f
Redemption
Sinking Fund 36,92,848.64
Investment
Debenture
Redemption 7.20.46.056.64
Sinking Fund
Investment
12,57 38.905.28 12,57, 38.905.28

' Amount to be appropriated = 221926 x Rs. 10.00.00,000 = Rs. 2.21.92.600.

2 1tis assumed that Debenture Redemption Sinking Fund Investments are sold at no profit no loss.

Following are the journal entries to be recorded for discharging obligation in respect of

convertible debenture:
(A) Redemption of debenture at par through conversion into shares:
(i) For amount due to debenture holders

% Debenture a/c

Debenture holders a /c

Dr.

Debenture holders™ a/c
(ii) For discharging debenture holders by issue of equity shares at par :

Dr.

Equity share capital a/c

Or

(iti) For discharging Debenture holders by issue of equity share at premium :

Debenture holders a/c

Dr.

Equity share capital a/c

Security premium a/c
Since shares are issued at premium, the number of shares to be issued will be
equal to the amount of debenture to be redeemed divided by issue price.

(B) Redemption of debenture (at premium) through conversion into shares :
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(i) For amount due to
x% debenture a/c Dr.
Debenture Redemption Premium Dr.

Debenture holders a/c

(ii) For discharging debenture holders by issue of shares at par :
Debenture holders a/c Dr.
Equity share capital a/c
{tit) For discharging debenture holders by issuing share at premium :
Debenture holders a/c Dr.
Equity share capital a/c
Securities premium a/c
Hlustration 27
Swati Detergents Ltd. issued 90.00.000, 6% debenture of Rs. 100 each redeemable after
4 years by converting them into equity shares of Rs. 10 each. Record journal entries for
issue and redemption of debenture. Ignore entries for payment of interest.

Solution

Journal entries

Bank a/¢ Dr. 90,00,00,000
Debenture application a/c 90,00,00,000
( Debenture application money received)
Debenture application a/c Dr.
6 % Debenture a/c 90,00,00,000
(Application money transferred to 6% 90,00,00.000
debenture account consequent upon
allotment)
6 % Debenture a/c Dr. 90.00,00.000
Debenture holders 90,00,00.000

{ For amount due to debenture holders
on redemption)

becﬂture hD!dEt‘s a'c Dl' %.w.m].mc‘
Equity share capital a/c

( For amount due to debenture holders

discharge by issue of equity shares)

90.00,00,000

Redemption of Debenture through open market operations
The Companies Act, 1956 permits the issuer company to purchase and hold or cancel the
debenture through open market purchases, obviously at favourable prices, provided the
Articles of Association provide for this. When company purchases its own debentures with no
intention to cancel them, it is treated like any other investment and when such debentures are
subsequently sold in the market it will be similar to the sale of any other investment. A Company
may also purchase the debenture with an intention to cancel them. It is assumed that the Company
has sufficient amount in Debenture Redemption Reserve before initiating the purchase of debenture
for cancellation. The debentures may either be purchased:

(a) On the date(s) when interest on these debenture is due, or

(b) On the date(s) between the two interest dates.

Therefore, the accounting treatment for purchase of debenture in the two situations
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above will be different due to accrual and non-accrual of interest.
(A) When purchase of debenture is on due date
(i) When debenture are purchased for investment purpose, the following journal
entry is recorded

Investment in own debenture a/c Dr.
Bank a/c
(ii) When own debenture are subsequently sold in the market, following entry is
recorded
Bank a/c Dr.
Investment in own debenture a/c
Or
When investment is sold at a price below its purchase price
Bank a/c Dr.
Loss on sale of investment Dr.
Investment in own debenture a/c
Or
When investment is sold at a price below its purchase price
Bank a/c

Investment in own debenture a/c
Gain on sale of investments a/c
It is to be noted that gain or loss on sale of investment is transferred to profit and loss
account.

On Cancellation of Own Debenture
Debenture purchased from the open market will be cancelled only after passing the
resolution by Board of Directors to this effect. The following journal entries are to be
recorded for the cancellation of debenture :
When debenture are purchased at nominal value of debenture
x % Debenture a/c Dr.
Investment in own debenture a/c
Or
When own debenture are purchased at price below nominal value of debenture
X % Debenture a/c Dr.
Own debenture a/c
Profit on cancellation a/c
Balance in profit on cancellation of debenture will be transferred to captial reserve or
may be utilised to write off discount/loss on issue of debenture. In this regard the following
journal entry is recorded :
Gain on cancellation a/c Dr.
Capital Reserve
Or
Gain on cancellation a/c Dr.
Discount/Loss a/c
Purchase of Debenture on a day other than the due date of Interest

Ex-Interest and Cum-Interest Quotations

It is assumed that the debentures were purchased immediately after the date of payment of interest
and therefore no interest has accrued on the date of purchase of debenture. However, in real life,
it may not be possible because the company will be guided by the prices prevailing in the
market to its advantage. In such a situation the company purchases debenture from the market as
and when it is beneficial to do so. The interest accrued from the date of last payment of interest
needs to be considered. The problem of ex-interest (exclusive of interest) and cum-interest
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(cumulative of interest) arises only when the debentures are purchased on the date(s) other than
the date(s) on which interest is due. In such a situation, total cash to be paid on such debenture need
to be bifurcated into the capital portion (real price) and the revenue portion (interest accrued from
the date last it was paid up to the date of purchase) i.e. the interest for the expired period.
Therefore, it is very important to know whether the price quoted

Following accounting entries are to be recorded:

L For Purchase of own debenture with the actual price paid, i.e., Ex-interest or Cum-
interest
Own Debenture a/c Dr. (Ex-interest price or
real price)
Interest on debenture a/c Dr. (Interest
Bank a/c accrued) (Total
2. Debenture purchased are now being cancelled h
X % Debenture a/c Dr. (Nominal value of debenture) Own
Debenture a/c (Real price)
Gain on cancellation (Difference in nominal value and
real price)

Debenture purchased for immediate cancellation

When debentures are purchased for immediate cancellation, then, the interest on

remaining debenture will be paid at the time when interest be- comes due.
Hlustration 28
Doorstep Delivery Lid. has 1,00,000 9 % Debenture of Rs. 100 each outstanding on Apnil 1, 2002,
The interest is payable on March 31 and September 30 every year. On July 1, 2002 company
purchased 8,000 Debentures at Rs. 97 (cum- interest) for immediate cancellation. Record
journal entries for purchase of debenture and cancellation and payment of interest on
September 30, 2002,

2002
July I |Own debenture a/c Dr. 7.58.000
Interest on debenture Dr.

Bank a/c 18000
(Own debenture purchased) 7,76,000

9% Debenture a/c Dr.

July 1 Own debenture a/c 8,00,000
Profit on cancellation a/c

(Own debenture purchased are now

cancelled)

Interest on debenture a/c Dr.

Debenture holders w/c
Sept.30 (Interest due on debenture) 4.14.000

Debenture holders a'c Dr.

Bank a/c 4.14.000
(Interest due paid to debenture holders)

Sept.30 'Brofit and Loss a/c Dr. 414,000
Interest on debenture a/c
(For transfer of half yearly interest)

7.58.000
42,000

4,14,000
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Ilustration 29
Cripton India Ltd. has 1,00,000, 9% Debenture of Rs. 100 each outstanding on April 1, 2002. The
company pays interest on Sept. 30 and March 31 every year. Company purchased 10,000
debentures at Rs 96. (Ex-Interest) on May 1, 2002. It further purchased 2,000 debentures at Rs. 98
(cum-interest) on January 1, 2003. These entire debentures were cancelled on March 31, 2003.
Record the journal entries for purchase of debenture, payment of interest and cancellation of

debenture.

Solution

Journal entries

Date Particulars

LF

Credit Amount
{Rs.)

Debit Amount
(Rs.)

2002

Own debenture wc Dr.
May I Dr,

Interest on debenture we
Bank a/c
{Own debenture purchased)

Interest on debenture a/c Dr.
Debenture holders a/c
Interest on own debenture a/c
(Interest due on debenture)

Sept.30

Debenture holders afc Dr.
Bank a/c

Sept.30 (Interest paid to debenture holders)

Own debenture a/c Dr.

interest on debenture a/c Dr.
Bank w/c

(Own debenture purchased)

2003
Jan. |

Interest on Debenture a/c Dr.
Debenture holders a/c
Interest on own debenture a/c

Mar.31 |(interest due on debenture)

9.60,000
7.500
9,67.500

4,42,500
4.05,000
37,500

4,05,000 4.05.000

1,91.500

4.500 1.96,000

4,.45.,500
3.96,000
49,500

Debenture holders a/c Dr.
Bank a/c
(Interest paid to debenture holders)

Mar.31

3.96,000
3.96,000

Interest on own debenture a/c Dr.
Profit and Loss a/c

Interest on own debenture transferred to
profit and loss account)

Mar31

87.000
87,000

Profit and Loss a/c Dr.
Interest on Debenture a/c
(Transfer of debenture interest)

Mar.31

87,000
87.000

Note to the Solution

1)

2)

3

4)

May 1, 2002

(1 Interest accured on debenture purchased
Sept. 30, 2002

(1) Interest on debenture held by outsiders

(i) Interest on own debenture

Jun 1, 2003

(1) Interest accrued on debenture we purchased
31 Mar, 2003

(n Interest on debenture held by outsiders

(i) Interest on own debenture

(1) Interest on own debenture

R
10,000 x Rs. 100 x i - 7,500

90,000 x Rs. 100 X X = = 4,05,000
10,000 x Rs, 100 X % — = 37,000

2,000 x Rs. 100 X — x — = 4,500
100 12

88,00,000 % Rs. 100 x ﬁ x% = 3,96,000
10,00,000 x Rs. 100 x 1:—0 X< = 45,000

45,000 + 4,500 = 49,500

S —
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FINAL ACCOUNTS OF LIMITED LABILITY COMPANIESS t
Every company registered under the Act shall prepare its Balance Si_lcel. i tala:::::r;e
of Profit and Loss and notes thereto in accordance with the manner prcstcnbed m Sc 3‘:
VI to the Companies Act 1956. To harmonise the disclosure mQt'm.'emcms with
Accounting Standards and to converge with the new reforms, the Ministry of Corporate
Affairs vide Notification No. S.0. 447(E), dated 28th February 2011 replaced the exisung
Schedule V1of the Companies Act, 1956 with the revised one.

Government vide Notification No. 5.0. 653(E) dated 30th March 2011 made
applicable the revised Schedule VI for the Balance Sheet and Profit and Loss Account t0
be prepared for the financial year commencing on or after Olst April ZUII_. The
requirements of the Revised Schedule VI however, do not apply to companies as

referred to in the proviso to Section 211 (1) and Section 211 (2) of the Act, ie.. any

insurance or banking company, or any company engaged in the generation or supply of
electricity or to any other class of company for which a form of Balance Sheet and Profit

and Loss account has been specified in or under any other Act governing such class of
company.
Key Features of Revised Schedule VI

e The revised schedule contains General Instructions, Part I — Form of Balance Sheet:
General Instructions for Preparation of Balance Sheet, Part II - Form of Statement of
Profit and Loss; General Instructions for Preparation of Statement of Profit and Loss.

e The Revised Schedule V1has eliminated the concept of ‘schedule’ and such information is
now 1o be furnished in the notes to accounts.

e The revised schedule gives prominence to Accounting Standards (AS) ie. in case of
any conflict between the ASand the Schedule, AS shall prevail.

e The revised schedule prescribes a vertical format for presentation of balance sheet
therefore, no option is there to prepare the financial statement in horizontal format. It

ensures application of uniform format.

Balance Sheet

e All Assets and lisbilities classified into current and non-current and presented
separately on the face of the Balance Sheet.

e Number of shares held by each shareholder holding more than 5% shares now needs to
be disclosed.
Details pertaining to aggregate number and class of shares allotted for consideration
other than cash, bonus shares and shares bought back will need to be disclosed only
for a period of five years immediately preceding the Balance Sheet date.

e Any debit balance in the Statement of Profit and Loss will be disclosed under the
head “Reserves and surplus.” Earlier, any debit balance in Profit and Loss Account
carried forward after deduction from uncommitted reserves was required to be shown as
the last item on the asset side of the Balance Sheet.

= Specific di.-liclusurcs are prescribed for Share Application money. The application money
not exceeding the capital offered for issuance and to the extent not refundable will be
shown separately on the face of the Balance Sheet. The amount in excess of
subscription or if the requirements of minimum subscription are not met will be sho
under “Other current liabilities.” "

Co ate
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= The term “sundry debtors™ has been replaced with the term “trade receivables.”

“Trade receivables’ are defined as dues arnising only from goods sold or services
rendered in the normal course of business. Hence. amounts due on account of other
contractual obligations can no longer be included in the trade receivables.

e The Old Schedule VI required separate presentation of debtors outstanding for a
period exceeding six months based on date on which the bill/invoice was raised
whereas, the Revised Schedule VI requires separate disclosure of “trade receivables
outstanding for a period exceeding six months from the date the bill/invoice is due for
payment.”

= “Capital advances™ are specifically required to be presented separately under the
head “Loans & advances” rather than including elsewhere.

= Tangible assets under lease are required to be separately specified under each class of
asset. In the absence of any further clarification, the term “under lease™ should be taken
to mean assets given on operating lease in the case of lessor and assets held under
finance lease in the case of lessee.

e In the Old Schedule VI, details of only capital commitments were required to be
disclosed. Under the Revised Schedule VI. other commitments also need to be
disclosed.

Statement of Profit and Loss

e The name has been changed to “Statement of Profit and Loss™ as against ‘Profit and
Loss Account’ as contained in the Old Schedule VI.

e Unlike the Old Schedule VI, the Revised Schedule VI lays down a format for the
presentation of Statement of Profit and Loss. This format of Statement of Profit and
Loss does not mention any appropriation item on its face. Further, the Revised Schedule VI
format prescribes such ‘below the line’ adjustments to be presented under

“Reserves and Surplus™ in the Balance Sheet.

= As per revised schedule VI, any item of income or expense which exceeds one
per cent of the revenue from operations or ~ 100,000 (earlier 1 % of total revenue or
*5.000), whichever is higher. needs to be disclosed separately.

= In respect of companies other than finance companies, revenue from operations need to
be disclosed separately as revenue from (a) sale of products, (b) sale of services and
(¢) other operating revenues.

= Net exchange gain/loss on foreign currency borrowings to the extent considered as an
adjustment to interest cost needs to be disclosed separately as finance cost.

= Break-up in terms of quantitative disclosures for significant items of Statement of
Profit and Loss, such as raw material consumption, stocks, purchases and sales have
been simplified and replaced with the disclosure of “broad heads” only. The broad
heads need to be decided based on materiality and presentation of true and fair view of
the financial statements.

- ]
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COMPARITIVE ANALYSIS BETWEEN OLD SCHEDULE VI AND REVISED SCHEDULE VI

Balunce Sheet

are prescribed,

Particulars Old Schedule V1 Revised Schedule VI
Part 1 (Balace Sheer), Part il (Profic | Only two pars - ParLl (Balance Sheet)
: and Part I (Statement of Profit and
and Loss Account), Loss)
e Fnt "? . t.lmerprelz_m-tm]_ sadFa Part [ (Interpretation) and Part 1V
IV (Balance sheet Abstract of ' ) ;
campany’s general business profile) (Balance sheet Abstract of company's
L i general business profile) omitted.
Format of Horizontal and Vertical formats

Only vertical format is prescribed.

Rounding off (R/off)
of Figures appearing
in financial
statement

(a) Turnover ol less than
" 100 Crs - R/off o the nearest
Hundreds. thousands or decimal

thereof

(b) Turnover of = 0 Crs or more but
lessthan ™ 500 Crs - Roff o the
nearest Hundreds, thousands. lakhs or
millions or decimal thereof

(c) Turnover of “500 Crs or more -
R/off to the nearest Hundreds,
thousands, lakhs, millions or crores, or
decimal thereof.

{a) Turnover ofless than ~ 100 Crs- Rioff
to the nearest Hundreds, thousands,
lakhs or millions or decimal thereof

{b) Turnover of ~ 100 Crs or more- R/off
to the nearest lakhs,
millions or crores, or decimal thereof

Net Working
Capital

Current Assets & Liabilities are shown
together under application of funds,
The net working capital appears on
balance sheet.

Assets & Liahilities are to be hifurcated
mto current & Non- current and (o be
shown separately, Hence. net working
capital will not be appearing on Balance
sheel.

Fixed Assets

There was nobifurcation

Fixed assets 1o be shown under non-

required into tangible & intangible
assets.

current wsets and 1t lus to be hifurcated into
Tangible & intangible assets.

Short term & long term borrowings are

Long term barrowings 1o be shown under non -
current habalities and short term borowings to be
shown under cumment liabilities with sepatute

investments.

Bomowings grouped together under the head Loan disclosure  of secured / unsecured loans.
funds sub- head Secured / Unsecured. Pedod and amosnt of continuing default a8 on the
halance sheet date in repayment of loans and interest
to be separately specified.
e M Finance lease obligations are included| Fnance lease obligations areto be grouped under
Finanoe lesse obligalion | 4., current liabilities. the head non- current liabilities.
Derosils Lease deposits are part of loans Lease deposits to be disclosed as long teom loims
e & advances. & advences under the head non-current assets.
Both current & non - cwrent investmenty Cument and non - current investments ane (o be
[nvestments to be disclosed under the head disclosed separately under cunent assets & non-

current assets respectively,

I
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- e Loans & Advances o be broken up in long term &
Loans & Advances oAt & M"’FLE e dinchotid alung short term and to be disclosed under non-curment &
with current assets. ! B—
current assels respectively,
Deferred Tax Deferred Tax assets / liabilities to be Defered Tax assets / labilities to be disclosed under
Assets / Linhilities disclosed separately. non-current assety lihalities as the cise may be.
Bank balances in relation toearmewked
Cash & Bank Bank balance 1o be bifurcated in halances, held ax muargin money against bomowings,
Bulances scheduled banks & others. depasits with more than 12 months matunty, cach of
these to be shown separately.
Profit & Liss P&L  dehit balance 10 Debit balunce of Profit and  Loss
(Dr Balance) be shown under the head. Account to be shown as negative.
Miscellaneous expenditure & figure under the head Surplus. Therefore,
losses. reserve & surplus balance can be negative.
5  Creditars Creditors 10 be broken up in to micro &| Itis nemed as Trade payables and there is no
! = smull suppliers and other creditors. mention of micro & small enterprise disdosure.
E:]:ieu::“‘n;nfﬁlgl t:‘:;:: 2::::“‘:“. R Current nusturities of fong term debt to be disclosed
Xt lerm Ithl ) - oney S
e No specific mention for separate 3 B = ~
. - R : Current maturities of finance lease ohligation 1o be
disclosure of Current maturities of i x
: M disclosed
finance lease obligation.
Any item under which expense exceeds
) Lk one percent of the total revenue of the Any item of meome { expense which exceeds one
|Sepante line item s R = e . LR
e company or 5,000 whichever  is| percent of the revenue from operations or™ 100,000,
higher ; shall be disclosed whichever is higher; 1o be disclosed separately.
separately.
o e e el e Expenses in Statement of Profit and Loss o be
Expense classification Function wise & nature wise. classified Bused on natte of expenses.
x _ - = Fmance cost shall be ¢ classified as mierest
- “ Finance cost (o be classihied in fixed loany P e s
Finance Cost 3 expense, other bormowing costs & Gain/ Loss on
& other loans. ; : 3
foreign currency transaction & transkition.

No. S.0. 447(E), dated 28th February 2011 as follows:

FORMAT OF REVISED SCHEDULE VI
The Ministry of Corporate Affairs specified the format of Schedule VIvide Notification

= (General Instructions for preparation of Balance Sheet and Statement of Profit and
Loss of a company

= Part [ - Form of Balance Sheet

e General Instructions for Preparation of Balance Sheet

= Part 11 - Form of Statement of Profit and Loss

= General Instructions for Preparation of Statement of Profit and Loss
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Part 11
Form of Statement of Profit And Loss

Name of the Company .........ccmmiviinsmmmiivenis
Balance Sheet as al .......cccvicisiviissiosmsisisinoss (RuUpees i .conias)
Particulars Notq Figures as at the | Figures as at the
No. | end of current | end of previous
eporting period | reporting period
(1) (2) (3) (4)
I Revenue from operations
II  Other income
I Total revenue (I+1II)
[V Expenses

(a) Cost of materials consumed

(b) Purchases of stock-in-trade

(c) Changes in inventories of finished g oods,
work-in-progress and stock-in-trade

(d) Employee benefits expense

(e) Finance costs

(f) Depreciation and amortisation expense

(g) Other expenses

Total expenses

V  Profit / (Loss) before exceptional and
extraordinary items and tax (III- IV)

V1l Exceptional items

VII Profit / (Loss) before extraordinary items
and tax (V=VI)

VIII Extraordinary items

IX Profit / (Loss) before tax (VII-III)

X  Tax expense:

(1) Current tax

(2) Deferred tax

X1 Profit /(Loss) for the period from
continuing operations (IX - X- XIV)

XII Profit / (Loss) from discontinuing operations
XIIT Tax expense of discontinuing operations
XIV Profit / (Loss) from discontinuing operations
(after tax) (XII - XIII)

XV Profit / (Loss) for the year (XI + XIV)

XVI Earnings per equity share:

(1) Basic

(2) Diluted

I —
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(a) Value of imports calculated on C.LF basis by the company during the
financial year in respect of —

I. Raw matenials;

II. Components and spare parts; III. Capital goods.
(b) Expenditure in foreign currency during the financial year on account of

royalty, know-how, professional and consultation fees, interest, and other
matters;

(c) Total value if all imported raw materials, spare parts and components
consumed during the financial year and the total value of all indigenous
raw matenals, spare parts and components similarly consumed and the
percentage of each to the total consumption;

(d) The amount remitted during the year in foreign currencies on account
of dividends with a specific mention of the total number of non-resident
shareholders, the total number of shares held by them on which the
dividends were due and the year to which the dividends related:

(e) Earnings in foreign exchange classified under the following heads,
namely:- L Export of goods calculated on FO.B. basis;
2. Royalty, know-how, professional and consultation fees:
3. Interest and dividend:

4. Other income, indicating the nature thereof.
Hlustration 1

From the following particulars of Ronald Ltd. , prepare its Balance Sheet as at 31 March, 2013 (as per
Revised Schedule VI of the Companies Act, 1956) along with Notes to Accounts.

Authorised Equity Share Capital (10,000 shares @Rs10) 1.00,000
Authorised 6% Preference Share Capital (1,000 shares @Rs100) 1,00,000
Issued Equity Share Capital (7,000 shares @Rs10) 70,000
Issued 6% Preference Share Capital (1,000 shares @ Rs100) 1,00,000

Subscribed Equity Share Capital (5,000 shares.” 8 called up,
Calls in arrear™ 3 on 100 shares)

Subscribed 6% Preference Share Capital (1,000 shares @Rs100) 1.00.000
500, 5% Debentures of” 1000 each 5,00,000
Short term loan from bank 10,000
Debtors 5.000
Provision for Doubtful Debts 200
Provision for Taxation 1,000
General Reserve 4,000
Statement of P/L (Dr) 6,000
Muarketable Securities 500
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“
Solution:
Balance Sheet of Ronald Ltd. as at 31* March. 2013

Particulars ote No. 31.03.2013 31.0
1. EQUITY AND LIABILITIES 3.2012
Shareholders Funds
(a) Share Capital
(b) Reserves and Surplus ; Lt?"’gl.:]‘i:ﬂx;
Non- Current Liabilities 2,
Long- term borrowings
Current Liabilities 3 5.00.000

(a) Short term borrowings

(b) Short term provisions 10,000

1,200

g

TOTAL

II. ASSETS
Current Assets
(a) Current Investments

500
(b) Trade Receivables

5.000

-1 Oh

TOTAL

Particulars Amount (Rs)

1. Share Capital
Authorised Capital
10,000 equity shares of * 10 each 1.00.000
1000 6% Preference shares of ~ 100 each 1'00'000
2,00,000
Issued Capital
7.000 shares of ~ 10 each 70.000
1000 6% Preference shares of ™ 100 each 1.00.000

1,70,000

Subscribed Capital
Subscribed and fully paid up
1000 6% Preference shares of ~ 100 each

Subscribed but not fully paid up
5000 equity shares of ~ 10 each, ~ 8 called up 40.000

1,00,000

39.700

Less calls-in-urrear (300)

2. Reserves and Surplus
General Reserve 4,000
Statement of P/L (6.000) (2000)

3. Non-current Liabilities
500, 5% Debentures of = 1000 each
4. Current Liabilities Short
term borrowings Short
term loan from bank 10.000
5. Current Liabilities
Short term provision
Provision for Tax 1,000
Provision for Doubtful Debts 200 1,200
6. Current Assets
Current Investments
Marketable Securities
7. Current Assets
Trade Receivables
Debtaors 5000

1,39,700

5,00,000

500

e —— e ——
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Hlustration 2

From the following ledger balances of Sunshine Co. Ltd., prepare a Balance Sheet of the

company as on 31%' March 2014 as per Schedule VI of the Companies Act.

Particulars Rs. Particulars
Equity Share Capital 2600000 Advances to employees
General Reserves 30000 Discount on issue of

debentures(unwritten off)
12% Debenture 400000 Tools and equipment
Land & Buildings 1554970 Gratuity Fund
Goodwill 1000000 Debtors
Bank Overdraft 245100 Cash at Bank
Proposed Dividend 82000 Stores & Spares
Prepaid insurance 25000 Profit & Loss Alc
Mutual Fund 168000 Bills Receivable
Interest payable 32400 Sundry Creditors

Solution: Notes to the Financial Statement:
1. Reserve and Surplus

Rs.

150000
12500

375000
300000
138520
157160
177800
21490
44600
92560

General Reserve 30000
Profit & Loss A/c (Cr. Bal.) 21490
Total 51490
2. Tangible Fixed Assets
Land & Buildings 1554970
Tools & Equipment 375000
Total 1929970
3. Trade Receivables
Sundry Debtors 138520
Bills Receivable 44600
Total 183120
Balance Sheet of Sunshine Company Limited as on 31% March 2014
“Particulars Note No. Amount (Rs.)
LEQUITY AND LIABILITIES
1 Shareholders’ funds:
(a) Share capital 2600000
(b) Reserves and surplus | 51490
2 Share application money pending allotment: Nil
3 Non-current liabilities:
(a) Long-term borrowings 400000
(b) Long-term provisions 300000
4 Current habilities:
(a) Short-term borrowings 245100
(b) Trade payables 2 92560
(c) Other current liabilities 32400
(d) Short-term provisions 82000
TOTAL 3803550
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I.LASSETS
I Non-current assets:
(a)Fixed assets
(i) Tangible assets 3 1929970
(i1) Intangible assets 1000000
(b) Other non-current assets 12500
2 Current assets:
(a) Current investments 168000
(b) Inventories 177800
(c) Trade receivables 183120
(d) Cash and cash equivalents 157160
(e) Short-term loans and advances 150000
(f) Other current assets 25000
TOTAL 3803550

Ilusration 3
From the following Ledger balances of TISCO CO. LTD., prepare a Balance Sheet of

the company as on 313! March 2014 as per Schedule VI of the Companies Act.

Particulars Rs. Particulars Rs.

Plant & machinery 300000 Premises 500000

6% Debenture 400000 Fixed Deposits 250000

Provision for workmen, 65000 Provision for taxation 90000

compensation

General Reserves 40000 Loan from Bank of India 250000
Discount on issue of

Cash in hand 17000 Debentures{unwritten 55000
off)

Equity Share capital 600000 Bills Receivable 120000

Sundry creditors 58000 Bank overdraft 75000

Advance salary to staff 35000 Security deposits 62000

Shares of Reliance Co. Ltd 99000 Goodwill 90000

Commission Receivable 50000

Solution: Notes to the Financial Statement:

1 .Long Term borrowings

6% Debentures 400000

Loan from Bank of India 250000

TOTAL [ 650000

2. Tangible Assets
Plant & Machinery 300000
Premises 500000

TOTAL [ 800000

O ——
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3Cash & Cash equivalent

Cash in hand 17000
Fixed Deposit 250000
TOTAL | 267000

Balance Sheet of TISCO CO. LTD. as on 313 March 2014

Parti Note No. [Amount (Rs.)
LEQUITY AND LIABILITIES
| Shareholders’ funds:
(a) Share capital 600000
(b) Reserves and surplus 40000
2 Share application money pending allotment: Nil
3 Non-current labilities:
(a) Long-term borrowings 1 650000
{(d) Long-term provisions 65000
4 Current habilities:
(a) Short-term borrowings 75000
(b) Trade payables 2 58000
(d) Short-term provisions 90000
TOTAL 1578000
ILASSETS
| Non-current assets:
(a) Fixed assets
(1) Tangible assets 3 800000
(11) Intangible assets 90000
(b) Long-term loans & advances 62000
(e) Other non-current assets 55000
2 Current assets:
(a) Current investments 99000
(¢) Trade receivables 120000
(d) Cash and cash equivalents 267000
(e) Short-term loans and advances 35000
(f) Other current assets 50000
TOTAL 1578000

Hlustration 4

From the following ledger balances of Reality Limited as on 3 15" March 2014. You are required
to prepare the Balance Sheet as on 315! March 2014 as per Revised schedule VI of the Indian

Companies Act, 1956.

Particulars Rs
Furniture and Fixtures 4,85,600
8% Govt, Bonds 2.50.000
Securities Premium 80,000
Plant and machinery 18,50.000
Copyrights 88,250
Sundry Debtors 1,95,000
Underwriting Commission writtenoff 35,000
Cash at Hand 1,05.200
Prepaid insurance 56,000
Loan to director 28,000
Stock in trade 1,68.000

Particulars Rs
General Reserve 4,20,000
Sundry Creditors 1.73.500
Bank Overdraft 3,15,000
Public Deposit 5.60,000
Rent payable 41,000
Provision for Pension fund 90,000
Equity Share Capital 15,50,000
Provision for Taxation 31,550
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Solution: Notes to the Financial Statement:

1. Reserve and Surplus

General Reserve 4,20.000
Securities Premium 80,000
Total 5.00.000
2. Trade payables
Sundry Creditors 1,73.500
Rent payable 41,000
Total 2.14,500
3. Tangible Fixed Assets
Furniture and Fixtures 4.85.600
Plant and machinery 18,50,000
Total 23,35.600
Balance Sheet of Reality Limited as on 315" March 2014
Particulars Note No. Amount (Rs.)
ILLEQUITY AND LIABILITIES
1 Sharcholders” funds:
(a) Share capital 15,50,000
(b) Reserves and surplus 1 5.00,000
2 Share application money pending allotment: Nil
3 Non-current liabilities:
(a) Long-term borrowings 5,60,000
(d) Long-term provisions 90,000
4 Current liabilities:
(a) Short-term borrowings 3.15.000
(b) Trade payables 2 2,14,500
(d) Short-term provisions 31,550
TOTAL 32.61,050
ILASSETS
I Non-current assets:
(a)Fixed assets
(i) Tangible assets 3 23.35,600
(11) Intangible assets 88,250
(e) Other non-current assets 35.000
2 Current assets:
(a) Current investments 2.50,000
(b) Inventories 1.68.000
(¢) Trade receivables 1,95.000
(d) Cash and cash equivalents 1,05,200
(e) Short-term loans and advances 28,000
(f) Other current assets 56,000
TOTAL 32,61,050
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Hlustration 5
From the following particulars, prepare Statement of profit and loss for the year ending
March 2013, as per the revised Schedule VI:]

[Balances Rs. Rs.

Plant and Machinery 1.60,000

Land 6.74.000

Depreciation on Plant and Machinery 16.000

Purchases (Adjusted) 4.00.000

Closing stock 1,50,000

Wages 1,20.000

Sales (Net)

Salaries 80,000 | 10,00,000

Bank overdraft

10% debentures (issued on Ist April, 2012) 2.00,000

Equity share capital- shares of Rs. 100 each (fully 1.00,000

paid) Preference share capital- 1,000; 6% shares of 2.00,000

Rs. 100 each (fully paid) 1,00,000
16,00,000 | 16,00,000

Additional information
(1) Equity dividend @ 10% declared on paid up capital.
(i)  Dividend on the preference share capital paid in full.
(iii)  Rs. 2,00,000 transferred to general reserve.

Solution
Statement of Profit and Loss for the year ending 3 1st March, 2013
Particulars Note | Amount
No. (Rs.)
I. Income
Revenue from operations (Sales) 10,00,000
Total
I1. Expenses 10,00,000
Cost of materials consumed (Adjusted purchase) 4.00.000
Employees benefit expenses 2.00.000
Finance cost 1 10,000
Depreciation and amortisation 16.000
Total 6.26.000
Profit before tax (I-1I) 3.74.000
Notes to Accounts
Particulars Amount | Amount
Rs. Rs.
Employee Benefit Expenses
(1) Wages 1,20,000
(i1) Salary 80,000 [2.00,000

I —
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Mlustration 6

Given is the Trial Balance of Marathon Limited as on 31st March, 2012. You are require
to prepare the Profit and loss Account and Balance Sheet on 31st March, 2012

Dr. Cr.
Authorised Share capital divided into 8,000,
6% preference shares of ~100 each and 20,000
equity shares of ~100 each 28.00.000
Subseribed Capital
5.000 6% preference shares of ~ 100 each 5.00,000
Equity Share Capital 8.00,000
Capital Reserve 5,000
Purchases - Coco, Tea, Coffee 58.800
- Bakery products 36,200
Wages and Salary 15,300
Rent, Rates and Taxes 8.900
Laundry 750
Sales - Coco, Tea and Coffee 82.000
- Bakery products 44.000

Coal and Firewood 3,290
Carriage 310
Sundry Expenses 5.840
Advertising 8,360
Repair 4,250
Rent of Rooms 48.000
Receipt from Billiards 5,700
Miscellaneous Receipts 2,800
Discount Received 3,300
Transfer Fee 700
Freehold Land and Building 8,50.000
Furniture and Fittings 86,300
Stock on hand, 1st April, 2011

Cocao, Tea, Coffee 12,300

Bakery products 5,260
Cash in Hand 2.200
Cash with Bank 76.380
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Preliminary and Formation Expenses 8,000

2000, 8% debentures of " 100 each 2.00,000
Profit and Loss Account 41,500
Sundry Creditors 42,000
Sundry Debtors 19,260
Investment 2.72.300
Goodwill at Cost 5.00.000
General Reserve 2.00,000

19,75,000 19,75,000

Additional Information:
— Wages and Salaries outstanding 4,280
— Stock as on 31st march, 2012
— Coco, Tea, Coffee 22,500

— Bakery Products 16,400

— Provide 5% depreciation on Furniture and Fittings and 2% on Land and
Building. The equity capital on 1st April, 2011 stood at “7, 20,000, that is 6,000 shares
fully paid and 2,000 shares of ~60 paid. The directors made a call of ~ 40 per share on lst
October, 2011. A shareholder could not pay the call on 100 shares and his shares were
then forfeited and reissued at "90 per share as fully paid. The director proposes a
dividend of 8% on equity shares, transferring any amount that may be required from
general reserve. Ignore taxation.

Particulars Notes Amount (7)
| Revenue from Operations 10 1,79.700
11 Other Receipts 11 6.800
111 Total Revenue (I + II) 1,.86,500
IV Expenses
Purchase of Stock in Trade 12 95.000
Change in Inventories of Finished Goods 13 (20,840)
Employee Benefit Expenses 14 19,580
Other Operating Expenses 15 23,840
Selling and Administrative Expenses 16 8.360
Finance Costs 17 16.000
Depreciation and Amortization Expenses 18 21,315
Total expenses 1,63,255

Y ]
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v Profit(Loss) for the period (ITI-IV) 23,245

Balance from Previous Years 41,500
Transfer from General Reserve 29 255

Less: Proposed Dividend

- Preference Share Capital @6% 30,000
- Equity Share Capital @ 8% 64,000
Profit (Loss) carried to Balance Sheet 0
Balance Sheet of Marathon Limited as on 31st March, 2012
Particulars Notes Amount (-

I Equity and Liabilities
1. Shareholders” Fund
(a) Share Capital | 13,00,000

(b) Reserve and Surplus 2 1,75,745
2. Non-current liabilities
(a) Long term liabilities 3 2,00.000
3. Current liabilities
(a) Trade Payables 4 46.280
(b) Short Term Provisions 5 1.10,000
TOTAL 18,32,025
I Assets
1. Non-Current Assets
(a) Fixed assets
(i) Tangible Fixed Assets 6 9.14,985
(i1) Intangible Assets (Goodwill) 5.00.000
(b) Non - Current Investments 2,72,300
2. Current Assels
(a) Inventories 7 38,900
(b) Trade Receivables 19,260
(c) Cash and Cash Equivalents 8 78,580
(d) Other Current Assets 9 8.000
TOTAL 18,32,025
Notes to the Financial Statements
1. Share Capital
Equity Share Capital
- Authorised Equity Share Capital : 20,000 Equity Shares
of * 100 each 20.00.000
- Issued and Subscribed -
3,000 Equity Shares of " 100 each 8.00,000
Preference share capital
Authorised Preference Share Capital
- 8,000, 6% Preference Shares of “ 100 each 3.00,000
- Issued and Subscribed -
5.000 6% Preference Shares of ~ 100 each 5.00.000
13,00,000

R ——_—
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2. Reserve and Surplus
- Capital Reserve
- General Reserve

Less : Amount used to pay dividend on Equity
and Preference Share Capital

3. Long Term Borrowings
- 2000, 8% Debentures of " 100 each

4. Trade Payables
- Sundry Creditors
- Wages and Salaries Outstanding

5. Short term Provisions
- Interest on Debentures
- Proposed Preference Dividend

- Proposed Equity Dividend

6. Tangible Assets
- Freehold Land and Building
Less : Depreciation @2%
- Furniture and Fitting

Less : Depreciation @5%

7. Inventories
- Coco, Tea, Coffee

- Bakery Products

8. Cash and Cash Equivalents
- Cash at Bank
- Cash in Hand

9. Other Current Assets
- Preliminary and Formation Expenses

10. Revenue from Operations
Sale of products
- Coco, Tea and Coffee
- Bakery Products

Sale of services

5.000
2.00,000

29.255

8,50,000
17,000

86,300

4.315

82,000
44,000

L70.745
1,75,745

2,00,000

42.000
4,280
36280

16,000

30.000

64.000
110,000

8.33.000

81,985

9,14,985

22,500
16,400
38.900

76.380
2,200
78.580

8,000

1.26.000
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- Rent of Rooms 48.000
- Receipt from Billiards 5,700 53,700
1,79.700
11. Other Receipts
- Miscellaneous Receipts 2,800
-  Discount Received 3,300
- Transfer Fee 700
6,800
12. Purchases of Stock in Trade
- Coco, Tea and Coffee 58,800
- Bakery Products 36,200
95,000
13. Change in Inventories of Finished Goods
- Coco, Tea, Coffee
Opening Stock 12,800
Less: Closing Stock 22,500 (9,700)
- Bakery Products
Opening Stock 5.260
Less : Closing Stock 16.400 (11,140)
(20,840)
14. Employee Benefit Expenses ———
Wages and Salaries 15,300
Add: Outstanding Wages and Salaries 4,280
T9.580
15. Other Operating Expenses
- Rent Rates and Taxes 8.900
- Coal and Firewood 3,290
- Laundry 750
- Carnage 810
- Repair 4.250
- Sundry Expenses 5.840
23.840
16. Selling and Distribution Expenses
- Advertising 8,360
17. Finance Cost
- Interest on Debentures 16,000
18. Depreciation and Amortization Expenses
- Land and Building 17.000
- Furniture and Fittings 4,315
21,315

—
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Ilustration 7

You are required to prepare financial statements from the following trial balance of Mehul
Company Lid. for the year ended 31st March, 2012

Mehul Company Litd.

Trial Balance as at 31st March, 2012

Particulars Particulars
Stock 68.000 Equity Shares Capital

(Shares of ~ 10 each) 2.50.000
Furniture & Fixtures 50,000 11% Debentures 50,000
Discount 4,000 Bank Loans 64,500
Loan to Directors 8.000 Bills Payable 12,500
Advertisement 2,000 Creditors 15.600
Bad Debts 3.500 Sales 4.26.800
Commission 12,000 Rent Received 4.600
Purchases 231,900 Transfer Fees 1.000
Plant and Machinery 86.000 Profit & Loss Appropriation Account 13,900
Rentals 2,500 Provision for Depreciation on

Plant & Machinery 14.600
Current Account 4,500
Cash 800
Interest on Bank Loan 11,600
Preliminary Expenses 1,000
Wages 90,000
Consumables 8,400
Freehold Land 1.54.600
Tools and Equipments 24,500
Goodwill 26,500
Debtors 28.700
Bills Receivables 15,300
Dealer Aids 2,100
Transit Insurance 3.000
Trade Expenses 7,200
Distribution Freight 5400
Debentures Interest 2.000

8,53,500 8,53,500

Additional Information :

- Closing stock as on 31st march, 2012, “82,300

- Depreciation on furniture & fixtures @5%, Freehold land @2% and Tools

and Equipments @5% to be provided.
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Solution
Profit and Loss Account of Mehul Company
Ltd. for the year ended on 31st March,
2012
Particulars Notes Amount ()
1 Revenue from Operations 4.26.800
I Other Receipts 8 5.600
III  Total Revenue (I + II) 4,32.400
v Expenses
Purchase of Stock in Trade 9 2.31,900
Change in Inventories of Finished Goods 10 (14,300)
Employee Benefit Expenses 11 90,000
Other Operating Expenses 12 48,100
Selling and Administrative Expenses 13 2.000
Finance Costs 14 13,600
Depreciation and Amortization Expenses 15 6.817
Total Expenses 3.78,117
Vv Profit (Loss) for the Period (I1I-1V) 54,283
Balance from Previous Years 13,900
Profit (Loss) carried to Balance Sheet 68,183
Balance Sheet of Mehul Company
Ltd. as on 31st March, 2012
Particulars Notes Amount ()
I Equity and Liabilities
1. Shareholders’ Fund
(a) Share Capital 1 2.50.000
(b) Reserve and Surplus 2 68,183
2. Non-Current Liabilities
(a) Long Term Liabilities 3 1,14,500
3. Current liabilities
(a) Trade Payables 4 28,100
TOTAL 4,60,783

.. _____________________ ]
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IT Assets
1. Non-Current Assets

(a) Fixed Assets

(i) Tangible Fixed Assets 5 2,93,683

(ii) Imtangible Assets (Goodwill) 26,500
Current Assets
(a) Inventories 82,300
(b) Trade Receivables 28,700
(¢) Cash and Cash Equivalents 6 5,300
(d) Short Term Loan and Advances 7 23,300
(e) Other Current Assets 1,000
TOTAL 4,60,783

Notes to the Financial Statements
1. Share Capital

- Equity Share Capital
Authorised Share Capital

25.000 equity shares of ~ 10 each 2,50,000
Issued and Subscribed
25,000 equity shares of "~ 10 each 2,50.000
2,50,000
2. Reserve and Surplus
- Balance as per last Balance Sheet 13,900
Add : Balance in Current Year Profit 54,283
68,183
3. Long Term Borrowings -
11% Debentures of ~ 100 each 50,000
Bank Loan 64,500
1.14.500
4.Trade Payables
Sundry Creditors 15.600
Bills Payables 12,500
28,100
5. Tangible Assets
Book value Depreciation  Net value
Frechold Land and Building 1,54,600 3.092 1.51,508
Furniture and Fixtures 50.000 2,500 47,500
Plant and Machinery 86,000 14,600 71,400
Tools and Equipments 24,500 1,225 23,275
Total 3,15.100 14,600 2.93.683
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_————
Cash and Cash Equivalents

Cash at Bank 4.500
Cash in Hand 800
5.300
7. Short Term Loans and Advances
L.oan to Directors 8.000
Bills Receivables 15,300
23.300
8. Other Income
Rent Received 4.600
Transfer Fee 1,000
5,600
9. Purchase of Stock in Trade
Purchases 2.31.900

10. Change in Inventories of Finished Goods

Closine Stock 82,300
Less : Opening Stock 68.000
14.300
11. Employee Benefit Expenses
wages 90,000
12. Other Operating Expenses
Consumables 8.400
Bad Debts 3.500
Discount 4,000
Rentals 2,500
Commissions 12,000
Dealer's Aid 2,100
Transit Insurance 3.000
Trade Expenses 7.200
Distribution Freight 5,400
48,100
13. Selling and Administrative Expenses
Advertisements 2.000
14.  Fnance Costs
Interest on Bank Charges 11.600
Debenture Interest 2,000
13,600
15. Depreciation and Amortization Expenses
Freehold Land and Building 3.092
Furniture and Fixtures 2.500
Tools and Equipments 1,225
6,817

R ———————————
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CHAPTER 3

AMALGAMATION, ABSORPTION AND
EXTERNAL RECONSTRUCTION

Amalgamatior, :

When two or more companies go into liquidation and a new company
's formed to take over the business of the above two or more companies, this
process is known as amalgamation.
| Amalgamation refers to two or more companies merging to form a
new company. Example : A Ltd and B Ltd went into liquidation formed a new
company (AB Ltd) to take over the business of A Ltd and B Ltd. |

In amalgamation, existing two companies are liquidated and a new
company is formed. o i . ' -

To avoid competition and to fix the price of an article, amalgamation

takes place.
Absorpfion .

When one or more existing companies go into liquidation and some
existing company takes over the business, it is said to be absorption. That is,
the business of a small company is absorbed by the big company. Absorption
refers to the acquisition of business by an existing company, i
Example:. = e : |

A Ltd (existing company) absorbs the business of B Ltd (existing
Company). In absorption, no new company is formed. |

Reconstruction : : -

Reconstruction refers to the reconstruction of a company’s financial
structure. It may take place with or without the liquidation of the company. if 8
company goes into liquidation for reconstruction, then it is known as extemal
reconstruction.

. When one existing company goes into liquidation and a new company
is formed inorder to buy its business, it is said to be external reconstruction.
When a new company is formed with the same name in order to take over the
business of an existing company, it is called external reconstruction.

Example : A Ltd goes into liquidation and a new company B Lt is formed 10
take over the business A Ltd. |



Internal Reconstruction:
Internal Reconstruction Is a scheme of arrangement made among the

parties in the company for any one or more of the following purposes:

) Reduction of share capital
ii) Vary the rights of different types of shareholders, debentureholders and

creditors

iii) To write off the accumulated losses of the company.

V) To reduce the over valuation of assets of the company.

Intemal reconstruction is also known as capital reduction. In internal
reconstruction, no new company is. formed. In internal reconstruction,
reorganisation of capital structure of a company takes place. -

Example :

A company incurred heavy losses. It made a scheme of reconstruction
to set off- losses. Parties involved in the company (shareholders, debentureholders
and creditors) may sacrifice certam amounts to the company to adjust the
accumulated losses.

Differences between amalgamation, absorption and Reconstruction:
1) Under amalgamation, two or more companies go into liquidation.
In case of absorptlon one or more companies go into liquidation. But under

external reconstruction only one company goes into Ilqmdatlon
2) Under amalgamatlon the shareholders of amalgamated company

are the shareholders of amalgamating company. In case of absorption, the
shareholders of purchasing company become the shareholders of new company.
But in reconstruction, the shareholders of the new company are the shareholders

of the old company.
3) Under amalgamatlon a new company is formed. But in case of

absorption, no new company is formed. Existing company takes over the business
of another company. In case of reconstruction new company is formed to take

over the business of liquidated company.

3

(Diﬂ’erences between external reconstruction and Internal reconstruction :

External Reconstruction Internal Reconstruction
1) One company goes into liquidation. | One company does not go into
liquidation.

No new company is formed.

) New company is formed.
Capital is reduced.

i) New company is formed.Therefore,
there is no question of capital
reduction.
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iv) Accumulated losses of vendor | Accumulated losses are written
company are transferred to equity | off through capital reduction.
shareholder's account.

V) Court's sanction is | _Court's sanction is
not necessary ' necessary

vi) It involves the liquidation It involves reorganisation

- of an old company and of existing company. -
formation of a new
company.

vii) It is govemed by the provisions It is governed by the provisions
of Sec 394 of the Companies Act. | of Sec.100 of the Companies Act_)

: ; =3
v*Qun:tum Consideration: -

' Accounting Standard - 14 defines the term conssderatron as follows.
“Consideration for amalgamation means the aggregate of the shares and other
securities issued and payment made in the form of cash or other assets by the
transferee company to the shareholders of the transferor company”. Payment made
to debentureholders should not be considered as part of purchase
consideration. Purchase consideration should not include the amount of liabilities
taken over by the transferee company.

| Amount of purchase consideration (amalgamation under merger) can
be computed under any one of the following four methods.

1) Lumpsum method 2) Net payment method -
3) Net assets method 4) Instrinsic value method
i) Lumpsum method: 5 o
Under this method, the transferee company agrees to pay a fixed sum
to the transferror company. The purchase price to be paid to shareholders may
be stated in the agreement directly.
Example: |
if A Ltd purchase the business of B Ltd for a price of Rs. 5,00,000. This
Rs. 5,00,000 is the purchase consideration in lumpsum.
ii) Net assets method: -
According to this method, the purchase consideration is calculated on
the basis of net assets taken over by the transferee company.
Net assets to be taken by the purchasmg company is considered to be
the purchase consideration. |
As per AS -14, purchase consideration has the following lmpllcatlons
i) Purchase consideration refers to the total amount payable to the
shareholders of the selling company only,
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| i) Purchase consider unt le to orodlton-
and debentureholders. sideration does not include the amount payab

i) Liquidation expenses of sellin 7e
g company paid by the purchasing
company are added to the purchase consideration.

AS 14 refers to consid
, eratio ce and
it ot nn ;)ayable both to the prefren equity
In some circumstances. |i ' i
, liquidation expenses are paid by the selling
g.::‘c?l:md otfhe Same amount is reimbursed by the purchasing compa® 44
purchase consideration under Net Asset Method :

Assets and Liabilities taken by the purchasing company at an agreed value:

Land and Buildings

Plant and Machinery
Debtors

Stock in trade
Furniture

Less : Creditors
- Other Liabilities
Net Assets

-
gl Ehy8EEF

While calculating net assets, following points are to be considered
i)  While calculating net assets, items such as preliminary expenses,
debit balance of profit and Loss alc, discount on issue of shares and debentures
etc are to be excluded. '
i) When a company takes over another company or the business of
another company, it means that both assets and liabilities to third parties are

~ faken over.

iii) The term trade liabilities implies trade creditors and Bills payables.
It excludes bank overdraft, debentures, outstanding expenses, Tax payable etc.
iv) When a company takes over the assets of another company, it

implies that purchase consideration includes cash and bank balances. But
accumulated losses if any should be excluded.
v) The term liabilities include all amount d

amo reholders. L .
" p:)){ab\:sr:;e sc::culating purchase consideration, liabilities which are not

ta ; ny are to be excluded.
kon by the purchasing compeny t taken by the purchasing company should

vii) Assets which are no .
not be considered while calculating purchase conlsideratlon.

f

ue to third parties excluding



Example:

Nability amounted to Rs. 50,000. Therefore, purc
- 50,000 = Rs. 4,50,000.
Problem: 1

The company B takes over
for various assets is goodwill Rs. 32,000, Land and Bu
Machinery Rs.34,000. Stock Rs. 13,000. Debtors Rs.
take over cash but agrees to assume the liabilitie

Total assets to be taken by the purchasing compan

yis Rs. 5,00,000 and its
hase consideration is Rs. 5,00,000

the business of companyA. The value agreed
Idings Rs. 25,000. Plant and

8,000. B Company does not
s of sundry creditors at Rs. 25,000.

Calculate purchase consideration.
Answer :
Agreed value of assets: Rs.
Goodwill 32,000
Land and buildings 25,000
Plant and Machinery 34,000 -
Stock 13,000
Debtors 8,000
Total assets 1,112,000
Less : Agreed value of ‘
liabilities - creditors __ 25,000
Purchase consideration 87,000
Problem : 2 ‘ »
The balance sheet of A Ltd and B Ltd as on 31st March 2005 were
Liabilities A Ltd B Ltd Assets A Ltd B Ltd
Share capital ) Goodwill 5,000 2,000
(Rs. 50 each) | 50,000 - 40,000 | Buildings 17,000 | 10,000
General reserve | 20,000 - | Machinery 24,000 | 16,000
P/Lalc 3,000 - | ‘Vehicles 5,000 7,500
Creditors 4,000 8,000 Stock 10,000 7,500
Bank Overdraft | 4,000| 8,000 | "Debtors 12000 7,000
Cash 8,000 300
P/Lalc - 5,700
81,0001 56,000 81,000 | 56,000 |
of

~The above two companies wanted to amalgamate and

valuation is proposed.
ALtd 1. Provide 5% on debtors

2. Write off Rs. 400 from stock and 33 1/3 from machinery.

the following scheme
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gLtd 1. Eliminate its goodwill and P/L a/c
2. Write off Rs. 1,000 on debtors as bad and provide 5% 0N debtors.
3. Write off 10% of machinery and Rs. 1,400 from stock.
Compute purchase consideration.
(M.S.University, November 2005)

Answer : Calculation of purchase conslderatlon
aLtd : Agreed value of assets:

Rs.
Goodwill 5,000
Buildings 17,000
Machinery (24,000 - 8,000) 16,000
1/3 on 24,000 :
Vehicles | 5,000
Stock (10,000 - 400) - 9,600
Debtors (12,000 - 600) ' 11,400
Cash - 8,000
| | 72,000
Less : Agreed value of third party liabilities
Creditors 4,000
.Bank overdraft 4000  _8,000
Purchase consideration. 64,000
BLtd : Agreed value of assets
Buildings 10,000
Machinery (16,000 - 1,600) 14,400
Vehicles i 7,500
Stock (7,500 - 1,400) 6,100
Debtors (7,000 - 1,000 = 6,000) 5,700
-300 (i.e 5/100 6,000) _ -
Cash 300
Total assets 44,000
Less : Agreed value of third party
~ Liabilities
Creditors 8,000
Bank 8,000 16,000
Purchase consideration 28,000

!ﬂ)\Net payment method:
Under this method, purchase consideration is calculated by adding the

various payments in the form of shares, securities, cash etc made by the



o |
iransferee company. No amount of lia ls deducted even "m ang
rchasing company. Sumeg

by the pu
y The total of payments (in the form of cash or shares of deben

mpnmnts the net yment made by the purchasing company ag Purcha,:
price for the concem

Example :
A Ltd agrees to purchase the business of X Ltd, on the following terms

i) For each of the 10000 shares of Rs. 10 each in X Ltd. 3 shares i
A Ltd of Rs. 10 each will be issued at an agreed value of Rs. 12 per share. n
addition, Rs. 5 per share cash will be paid.
i) 10% Debentures worth Rs. 1,00,000 will be issued to settle the
Rs. 75,000 9% debentures in X Ltd.
i) Rs. 20,000 will be paid towards expenses of winding up.
Calculate purchase consideration when the amalgamation is in the nature

of merger.
Answer: 7 A Rs.
Shares issued to shareholder of X Ltd
10,000x3x12 ‘ 3,60,000
Cash paid to shareholders of X Ltd |
(10,000 x 5) o ' 50,000
Purchase consideration 4,10,000

In this the net payment is 3,60,000 + 50,000 =Rs. 4,10,000

Note:

i) Payment to debentureholders should not be included in the purchase
consideration.

ii) Payment of expenses of winding up by the purchasing company may
be debited to General Reserve in the books of purchasing company.

iii) If any liabilities are taken by purchasing company, such amount should
not be considered while calculating purchase consideration.

iv) When the liquidation expenses of selling company are paid by the
purchasing company then that expenses should not be considered.

Problem : 3
Calculate purchase consideration.
i) A cash payment equivalent to Rs. 3 for every Rs. 10 share in G Ltd. (No.of

shares 1,20,000)
ii) The issue of 90,000 shares of Rs. 10 fully paid in W Ltd having an agreed

value of Rs. 12 per share.
iii) The issue of 5% debentures of W Ltd for 6% debentures of the G Ltd (Rs-
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Answer : (M.S.University, April 2014)
Payment of cash @ Rs.3 for e |
. veryRs, 10 share =1,20,000 x 3=
90,000 shares of Rs.10 fully paid @ Rs. 12= 90,000 x 12 < 1 0 0.
Purchase consideration ﬂ%@ﬂ&(&
= 14,40,000

) 7 Intrinsic value method or shares exchange method:
Under, stock exchange method, the purchase consideration is ascertained
on the basis of the ratio in which the shares of purchasing company are
exchange<_:l fo_r the shares of selling company. Under this method, purchase
consideration is required to be calculated on the basis of the ratio m which the
shares of the purchasing company are exchanged with those of the selling
company. The exchange ratio is calculated on the basis of intrinsic values of the
respective companies’ shares.

The intrinsic value of a share is calculated by dividing the value of net assets
available to equity shareholders by the number of equity shares of the company.

The ratio of exchange may be decided on the basis of the intrinsic or market
value of the shares concerned.
Intrinsic value =  Assets available to equity shareholders

. Number of equity shares /)

Example:

X Ltd and Y Ltd are two companies carrying on business in the same
line of business. Their capital is Rs. 4,00,000 and Rs. 2,00,000 respectively
(face value of each share Rs. 10). The two companies decided to amalgaljpate
in XY Ltd. The two companies shares are valued at Rs. 20 and Rs. 25_respectwely
for the purpose of amalgamation. Calculate purchase consideration of each

company.
Ans:fer? X Ltd Y Ltd

: h 8,00,000 =
40,000 shares of Rs. 20 eac _ 5,00,000

20,000 shares of Rs. 25 each

Examph)f\:run Ltd was' taken over by Rajan Ltd. The following position was
ALY Sprmed UPOH- Arun Ltd. Rajan Ltd.
hares 60,000 | 60,000
No. of sha oo -

Face value of share (Rs.)

3,60,00,000 , 90,00,000
Net asset (Rs.)



Calculate Intrinsic valués of u;; shares, ratio of--th':a ;hares, ;atio of
exchange of shares and No.of shares to be issued.

Answer:

Arun Ltd. Rajan Ltd.
Net asset (Rs.) 3,60,00,000 90,00,000
No of shares 60,000 60,000
Intrinsic value of shares (Rs.) 600 150

Ratio p- M- 4
Number of shares issued = 1 share of Arun Ltd is equal to 4 shares of Rajan Ltd.
Hence, number of shares to be issued = 60,000 x 4 =2,40,000 shares

Problem : 4

B Ltd agreed to absorb A Ltd upon the following terms.

Shares of A Ltd are to be considered worth Rs. 12 each (of which
shareholders are to be paid one quarter in cash and the balance in Rs. 100
shares of B Ltd which are to be issued at 25% premium. Total shares were :
10,000 in B Ltd and 20,000 in A Ltd. Ascertain the number of shares to be

issued by B Ltd. (M.S.University, Nov.2014)
Answer : Calculation of purchase consideration '
Payment of cash 20,000 x 12 x Y4 60,000
Payment of shares 20,000 x 12 x %4 1,80,000
Purchase consideration ' - 2,40,000
No.of equity shares to be issued by B Ltd to A Ltd = 1,80,000 = 1,440
125 '

Issue price of one equity share of B Ltd = 100 + 25 = Rs. 125 per share.

Problem : 5
A purchasing company agrees to issue three shares of Rs. 10 each paid

up at market value of Rs. 15 per share for every 5 shares in the vendor company.
Find out the number and amount of shares to be issued by the purchasing
company if the vendor company has 1,00,000 shares of Rs.10 each Rs. 5 paid
up. (M.S.University, April 2013)
Answer :

For every 5 shares of vendor company, shares issue by vendor company = 3

For 1,00,000 shares of vendor company, shares of purchasing company

= 3/5 x 1,00,000 = 60,000

Calculation of purchase consideration :

Amount of shares issued (capital) 60,000 x 10 =6,00,000

gecurities premium = 60,000 x 5 = 3,00,000



purchase conSideratioh @.1v Co:porate AcCcCoOuntng =1
Net Asset Method: =9,00,000
problem : 6

vaq'ri-::sc:sn;p?sny B takes. over the business of company A. The value agreed
f°’M o Re 'S goodwill Rs.22,000 ; Land and Buildings Rs.25,000 ; Plant
& Machinery Rs. 24,000 ; Stock Rs.13,000 : Debtors Rs. 8,000. B company

~ does not take over cash but agrees to assume the liability of sundry creditors at
Rs. 5,000. Calculate purchase considered.

) , (M.S.University, Nov: 2017)
Answer : Calculation of purchase consideration

Rs.
Goodwill 22.000 -
Land and Buildings 25,000
Plant & Machinery 24,000
Stock 13,000
Debtors : - . 8,000
Total assets taken over 92,000
Less : Liabilities taken over -
Sundry creditors f - _5,000 -
Purchase consideration - 87,000
Problem : 7

The capital of A, B and C partnership firm at the date of purchase by the
limited company were Rs.10,000; Rs.6,000 ; Rs. 5,000. The partnership firm
was converted into a limited company and assets and liabilities were sold to the
company agreed to pay Rs.8,000 more than the book value and machinery which
was taken at the Rs.1,000 less than the book value.

Calculate total purchase consideration.

(M.S.University, April 2011, Nov.2011, November 2013 )
Answer :
Net Assets = Assets - Liabilities = Capital employed
Purchase consideration = Total capital of A, B & C

Calculation of purchase consideration Rs.
A Capital ' 10,000
B's Capital 6,000
C's Capital 5,000

' 21,000

Less : Inérease in value of liabilities 8,000
Decrease in value of Assets 1,000 9.000
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. At mwm.mmauon-mcounung Standard 14 (AS .14).

Theconcept amalgamation has been modified by the Accounting Stangs

14 This standard is applicable in respect of accounting periods commencing, ::)d

after 1st April 1995 and is madatory in nature. r

Transferor company is one which is amagamated into another Compan,

Transferree company means the company into which a transferor |
company is amalgamated.

Types of Amalgamation :

There are two types of amalgamation.

1. Amalgamation in the nature of merger.

2. Amalgamation in the nature of purchase.

1. Amailgamation in the nature of Merger : :
ltsalso known as pooling interests method of amalgamatron Amalgamaton
in the nature of merger occurs when the followmg conditions are satisfied.

i)  All the assets, liabilities and reserves of the transferror company
should be recorded at their existing amount in the books of the transferee
company. No adjustments is |ntended to be made to the book values of the
assets and liabilities of the tranferor company

i) Shareholders holdlng not less than 90% of the face value of equdy
shares of the tranferor company become equr(y shareholders of the transferee
company after amalgamation. -

lif) The consideration for amalgamatlon shall be dlscharged by the
transferee company. -

iv) The business of the transferor company is intended to be carried

~ on after, the amalgamation by the transferee company.

V) Any excess amount paid as purchase consrderatlon shall be
adjusted in reserves. -

vi) The balance of the profit and loss account of the transferor company

should be aggregated with the comesponding balance of the transferee company.

Pooling interest method has no specific effect on the book_value of the

- transferor company

2. Arnalgamation in tho nature of purchase: ‘
Itis also k"OW“ as purchase method. Under this method when any oné n

- more of the conditions specmed for amalgamatlon in the nature of merger 18 not



satisfied. LT Bk
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Differences
| ces between pooling interest method and purchase method:

Pooling Interest Method

v)

) tisth Purchase Method |
- ltis o |

" of me? Z:T\aigamatfon In the nature It is the amalgamation in the nature
i) o of purchase.

i

(All the assets and liabilities are
transferred at their book values.

iii) Al the reserves of the transferor
company are recorded in the same

form in the transferee company.

Any excess amount paid as purchase
consideration shall be adjusted in
reserves.

'Any excess amount paid as purchase

consideration shall be adjusted in
reserves. So there is no question of -
treatment of goodwill.

Liquidation expenses paid by
purchasing company is debited to
General Reserve of the purchasing
company. Sometimes it may be
added to purchase consideration.

transferred at market value or

The reserves of the transferor

transferee company.

- goodwill or shown as capital reserve.

| Liquidation expenses paid by the

All the assets and liabilities are

shown at any value.
company are not transferred to the

Any excess amount paid as purchase
consideration is treated as

Any excess amount paid as
purChase consideration shall be
shown as goodwill or capital .
reserves. In such a case, goodwill
is to be written off within 5 years.

‘purchasing company is debited to
Goodwill account.: ‘

Journal entries iq the books

same way as the books of a partners

of vendor company or Transferor company:

The books of transferror company being wound up will be closed in the

hip firm being dissolved.

Journalentries: . —

Particulars gy e
articulars
i) To Transfer assets: i =
Realisation a/C. i
~ To Assets alc
i) To Transfer liabilities: ¥ y
Creditors a/C o -
B/P alc A xx

Other liabilities a/C




wed.).

To Realisation a/c
i) Purchase consideration:
Purchasing company a/c  Dr "
To Realisation a/c
iv) To receive purchase consideration:
Shares alc Dr >
Cash a/c Dr XX
Debentures a/c Dr XX
To Purchasing company a/c
_ V) Assets not taken by purchasing company sold out
Cash a/c Dr XX
.- To Realisation a/c
" vi) Liabilities not paid by purchasing company:
' Realisation al/c Dr XX
To cash alc |
vii) Realisation expenses paid:
Realisation alc Dr XX
To cash a/c ‘
“vii) Realisation expenses paid by purchasing comgany:
a) Cash alc Dr XX
To Purchasing company a/c
b) Purchasing company a/c  Dr XX
To cash alc
ix) Realisation profit:
Realisation a/c ‘ Dr XX
To Shareholders a/c
(If there is any realisation loss-reverse entry is fo be follo
x) To transfer loss: )
Shareholders a/c Dr XX
ToP&Lal ,
xi) To transfer Reserves & Surplus:
Reserve fund alc Dr XX
P&Lalc Dr XX
General Reserve a/c Dr XX
To Shareholders a/c '
xii) To transfer debenture:
Debenture a/c - Dr . XX
Realisation a/c Dr (premium) XX
To debentureholders a/c |
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Corporate Accounting - |
xiii) To pay the amount to the debentureholders: ’

Debentureholders a/c Dr XX
To Bank a/c N
xiv) Shareholders a/c Dr XX
To Cash alc NS
To Shares a/c A
(Being account Settled)

Note : As per AS14, while calculating purchase consideration, amount payable to

Debentureholders need not be taken into account. It may be settled by the purchasing
company individually.

Problem: 8
The balance sheet of X Ltd and Y Ltd as on 31.3. 191 7 are given below.

Liabilities A Ltd B Ltd Assets A Ltd B Ltd
'Equity capital Premises | 1,20,000 :
Rs.100 each | 4,00,000] 3,60,000 Goodwill | - | 1,20,000
General Debtors 80,000 | 1,60,000
Reserve 75,000 - Stock - 3,00,000.] -90,000
P&Lalc 38,000 - | Bank * 85,000 | 75,000
Creditors 72,000| 1,20,000 | P&Lalc -| 35,000
5,85,000| 4,80,000 5,85,000 | 4,80,000

A new company, XY Ltd was formed to take over the two businesses in entirely
on the following terms :

i) X Ltd. Premises to be revalued at Rs. 1,50,000. Debtors to be taken over at
90% and stock at Rs. 3,15,000.

ii) Y Ltd. Goodwill to be taken over at Rs. 16,000. Debtors to be taken over at

Rs.1,50,000 and stock at 75,000.
it was decided that the purchase consideration of both X and Y Ltd was discharged

by the equity shares of Rs.10 of XY Ltd. Calculate Purchase consideration and
Prepare the Balance Sheet of XY Ltd.

(M.S.University, April 2000)
Answer: Calculation of Purchase consideration

Pasdeutans X Ltd Y Ltd

Rs. Rs.

Premises HES X
Debtors 72,000 1,50,000
Bk 3,156,000 75,000
Joiosgme 85,000 75,000
Goodwil . 16,000



N

6,22,000 3,16,000
Less : Third Parties Liabilities :
Creditors __172,000 1.20,000
Purchase consideration 5,50,000 1.96,000
No. of share to be received 55,000 19,600
Balance sheet of XY Ltd as on 31.3.1997
Note No. Amount ]
| Equity & Liabilities
i) Share holder’s funds '
Share capital 1 7,46,000
Reserves & Surplus -
ii) Non-current liabilities :
Long term borrowing -
iii) Current Liabilities |
Trade payables = 2 1,92,000
Total of (i) (ii) and (m) 9,’38,000
Il Assets : ;
i) Non-current assets :
Fixed assets * |
Tangbe 3 - 1,50,000
~Intangible 16,000
ii) Current Assets : '
Inventories 4 3.90,000
Trade receivables 5 2,22,000
Cash and Cash equivalents 6 1.60,000
= | 9,38,000
Notes forming part of Balance Sheet : Rs.
1) Share capital :
. 74,600 shares of Rs. 10 each : * 7.46,000
2) Trade payables:
Creditors of X 72,000
Creditors of Y 1.90.000
1,92.000
3) Tangible assets :
Premises .
4) Inventories ' 150,000
2:00k s 3,00,000
ock of Y 90 000
3,90,000

5) = Trade RéceiVables:



Debtor of X 90% of 80,000 vurporate Accounting - |
Debtors of Y 72,000
| 150,000
g) Cash and Cash equivalents : 222,000
Bank Balance of X 85,000
Bank Balance of Y :
_ 15,000
160,000

Problem : 8 Given below are the balance sheets as on March 31 , 2005 of A Ltd

and B Ltd. which are amalgamated to form a new company Gama Ltd.

Liabilities

AlLtd | BLtd Assets Altd B Ltd
Rs. Rs. Rs. Rs.
Share capital Fixed Assets
of Rs. 100 eac U ‘Good will - -] 40,000
fully paid 1,00,000 | 2,00,000 Building 30,000 25,000
Capital reserve 50,000 10,000 Plant 60,000 80,000
General reserv 10,000 - | Furniture 5,000 | 10,000
P&L alc 40,000 - ‘Current assets
Loans 80,000 | 60,000 Stock 1,00,000 | 1,40,000
Other Liabilite. 20,000 | 80,000 Debtors 1,04,000. 13,000
Cash at Bank| 1,000 2,000
P&Lalc - | 40,000
3,00,000 (3,50,000 3,00,000 | 3,50,000

The shareholders in the amalgamating companies are to bfa allo?ted fully patd
equity shares in Gama Ltd for the amount of purchase consideration for whac?r
purpose all assets and liabilities are to be taken at book values except Goodwill

of B Ltd. | |
' inq balance sheet of the New company.
M S - (M.S.University, April 2014, April 2015)

tion
'Answer - Calculation of purchase consl;ie:-:; - L
Rs. Rs.
GOf)t:!wiII - 30,000 25,000
Buildings o 30.833
ik 5,000 10,
Furniture -, 104000 13'00(?

Debtors
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8.17 External Reconstruction
Stock 1,00,000 1,40,000
Cash at Bank __1.000 —2000
Agreed value of assets 3,00,000 2,70,000
Less : Liability _
Loans 80,000 60,000
Other Liabilities 20,000  1,00,000 80,000 1.40,000
Purchase consideration 2,00,000 1.30,000
- In the Books of Gama Ltd :
Journal entries :
Particulars Debit Credit ]
i) Business purchases a/c Dr . 3,30,000
To Liquidator of A Ltd 2,00,000
To Liquidator of B Ltd 1,30,000
(Being business purchased)
ii) Building alc .Dr ' 55,000
Plant a/c " Dr 1,40,000
Furniture alc Dr 15,000
Stock alc Dr 2,40,000
Sundry Debtors a/lc Dr 1,17,000
Cash at Bank alc Dr - 3,000
To Loans 1,40,000
To Other liabilities 1,00,000
To Business purchases a/c 3,30,000
(Being assets and liabilities incorporated)
iii) Liguidator of A Ltd a/c Dr 2,00,000
Liquidator of B Ltd a/c Dr 1,30,000
To Share Capital a/c | 3,30,000
(Being shares issued to liquidators of A Ltd and B Ltd)
in the Books of Gama Ltd: ' -
Opening Balance Sheet as on 31.3.2005
| Equity & Liabilities Note No. T
i) Shareholder’s funds
Share capital 1 3,30,000
- ii) Non-current Liabilities )
jii) Current Liabilities
Short tq'amT .t?orrowings 2 1,40,000
Other liabilities 3 1.00.000
Total

570,000
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‘: ) Non - current Assets :

|

Fixed Assets
Tangible Assets
ii) Current Assets : ) il
oty 5 240,000
Trade Receivables 6 1:17:000
Cash and Cash equivalents 7 3.000
_ Total 5.70,000
Notes forming part of Balance Sheet :
1) Share capital :
3,300 shares of Rs. 100 each 3,30,000
2) Short term borrowings :
Loans - A Lid 80,000
Loans - B Ltd- _60,000
" 1,40,000
3) Other Liabilities :
A Lid 20,000
B Ltd | __86,000
1,00.000

4) Tangible Assets : : ‘ |
30,000 + 25,000 55,000

Building -
- - 60,000 + 80,000  1,40,000
Plant ; .
Furniture - 5,000 + 10,000 15,000
2.10,000
5) Inventories : P
| Stock of A Ltd :'%-ggg
stock of B Lid LSRN
2.40,000
6) Trade Receivables 1.04.000
Debtors of A Ltd 4
Debtors of B L0 1____‘QQQ1 -
7) Cash and Cash equivalents 1,000
AlLid 2,000
B Ltd 3,000
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gné jtors
Lo iy Crr:r‘; ‘ ggsooo Plantand Machnery | 50,000
ga"" ove 000 | Stock 17,000
| | Debtors 20,000
— | P&Lal | 1,000
1
1.78,000 1.78.9_0_@

|
, “m‘/ | Amo;tL Asioh Amount
Rs.

120,000 | Land and buildings 90,000

T
)
S
°
8

¥ ne 00 company went into volundary liquidation and the assets were sold to Y

1,560,000 payable as to Rs.60,000 in cash and for Rs. 90,000

| GO Lt for RS-
,quify ghares T': Cgsgogayment Rs. 60,000 is sufﬁment to discharge creditors.
K Payables S. . liquidation expenses. Prepare realization alc.
| (M.S.University, April 2014)
wer -
N'sPurchase consideration - Rs. 1,50,000
cash - Rs. 60,000
Shares - Rs. 90,000
e Realisation a/c
Particulars Amount Particulars | Amount
L Rs. Rs.
o Land & Buildings 90,000 |ByY & Co Ltd. alc 1,50,000
' |To Plant & Machinery 50,000 | By Share holders | 29,000
To Stock 17,000 .
To Debtors 20,000
To Cash (Expenses) 2,000 |
1,79.000 1,79.000
Problem : &b ’
Following is the balance sheet of X company Ltd., as on June 30, 2006.
_ Balance Sheet
Liabilities Amount | Assets Amount
o Rs. Rs.
12,000 equity shares Land & Building 27,20,000
of Rs. 500 each 60,00,000 | Plantand Machinery | 30,00,000
2600 debentures @ | Furniture & Fittings 1,00,000
Rs. 500 each 13,00,000 | Patents and |
P&Lalc 20,000 Trade marks 4,00,000
Sundry Creditors 5,00,000




Workman's Savings bank 2g00,000
y R:nnn 00,00
General

Y Company Ltd.
iy Paymen

t of cash at R

.agraedtotakoovorxudonmofommbm'
8.90 for every share in X Lid.

000

ii) payment of cash at Rs.5.50 for every debentureholder in f,y i .

of debentures.
iii) Exchange of 4 shares of Y Company Ltd., of Rs. 75 each

the market at Rs.140 each) for every share in X Company Ltd.,
Show necessary ledger accounts in X Ltd.

(M.S.University, April 2010 ,April 2011,Nov.2011,Nov.2012 , Apyy

(Cluohﬂin

Answer : Calculation of pirchase consideration: ?013’
Payment to equity shareholders
Cash (12,000 x 90) - 10,80,009
Shares 4/1 x 12,000 x 75 %‘é@&
. 80
in the Book of X Ltd - Ledger accounts i
, ~ Realisation account
Particulars Amount |Particulars Amount |
| Rs. Rs.
[To Land & Buildings 27,20,000 |By Debentures 13,00,000 |
To Plant & Machinery - 30,00,000 |By Workmen savings
To Fumiture & Fittings 1,00,000 bank 4,00,000
To Patent & trademark : 4_4,00,000 By Creditors 5,00,000
To Stock 20,00,000 |By Y Company Ltd 46,80,000
To Debtors 6,00,000 |By Equity shareholdérs |21,20.000
To Cash at Bank 1,80,000 i ,
| 90,00,000 90,00,000
: , Equity shareholders’ alc !
To Realisation a/c 21,20,000 | By Share capital | 60,00,000
To Bank 10,80,000 | ByP & L alc 20,000
To shares 36,00,000 | By Insurance fund 1,30,000
By General reserve 6,50.000
6Y8c.00 000 68,00,0_09__.
g ompany Ltd —
To Realisation alc 46.80,000 By Bank 1 0,80.“”
BySharesin YLtd | 36.00,000
46.80,000 46,80.000
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Bank a/c
ﬁv Company Ltd 10.80,000 | By Equity share holder | 10,80,000
10.80,000 10.80,000
problem : 17
On January 1, 1987 the Balan
g = ce Sheet of Karpagam Ltd was:
5,000 equity shares of Goodwill 40 :;0 -
Rs. 10 each | 150,000 | Patents 15’000
,000 6% preference shares Sundry assets 1 64’500
of Rs. 10 each 50,000 | Cash | ’500
f:zd ?tebentums 30,000 | P&Lalc ‘| 28,000 :
ors 20,000 | Prelimina expen ’ \
reference dividends in foir : E . 2000
years -
2.50,000 2.50,000

A Scheme of reconstruction was agreed upon as follows:

a) A new Company to be formed called Krishnan company with an
authorised capltal of Rs. 3,25,000 all in ordinary shares of Rs. 10 each.

b) One ordinary share Rs. 5 paid, in the new company to be |ssued for
each ordinary share in the old company.

c) Two ordinary shares, Rs. 5 paid, in the new company to be issued for
each preference share in the old company.

d) Arrears to be cancelled.

e) Debenturesholders to receive 3,000 ordinary shares in the new
company credited as fully paid.

f)  Creditors to be taken over by the new company.

g) The remaining unissued shares to be taken up and paid for in full by
the directors.
h) The new company to take over the old company’s assets, except
patents, subject to writing down ‘Sundry assets’ by Rs. 35,000.
) Patents were realised by Karpagam company for Rs. 1,000.
i) The expenses of Karpagam company were Rs. 1,000. Close the
books of Karpagam company, and open the books of Krishnan
company by means of Journal entries and give balance sheet of
Krishnan Company.
(M.S.University, April 1995, April 2010)
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‘ sideration
‘““"'"c"“mm,h& 00018 50,000 shares
Equity share holders 15,000 % 5 - 15,000 shares
Purchase consideration 1.25,000
Ledger accounts in the books of Karpagam Limited
Realisation a/c
[ Particulars Amount Particulars __"m
Rs. P Rs,
To Goodwill . 40,000 |By Debentures W
To Sundry Assets 1,64,500 | By Creditors 20,000
To cash - 15,000 | By Krishnan company | 1,25 ggq
To cash - 1,000 [By Cash 1,000 |
To cash ___ 500 (By _E,quity shareholders 45,000
2,2'1',000 2,.21,000
Equity shareholder’s a/c
To Realisation 45,000 | By Equity capital 1,50,000
To Profit and Loss alc 28,000
To Preliminary exp. 1 2,000
To Shares in new company | _75,000 et =
1,50,000 _1_,_5_(_),ggg_
Krishnan Company a/c
To Realisation 1,25,000 | By Equity shares B
‘ Rs. 5 paid up 1,25.000
1,25,000 1,25,000
in the books of Krishnan Company - Purchasing Company :
Particulars Debit Credit
i) Business purchases a/c Dr 1,25,000
To Liquidator of Karpagam Ltd 1,25,000
(Being business purchased) ,
ii) Sundry Assets a/c ~ Dr 1,29,500
Cash alc Dr 500
Goodwill a/c Dr 45000
To Creditors a/c 20,000
To Debentures a/c - 30,000
To Business purchases 1,25,000

(Being assets & Liabilties recorded)
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ji) Liquidator of Karpagam Ltda/c  Dr 1,256,000
To Share capital a/c 1,25,000
(Being share issued)
jv) Debentures alc Dr 30,000
To Fully paid equity shares capital a/c 30,000
(Being shares issued to debentures)
v) Bank a/c Dr 45,000
To Share capital a/c 45,000
(Being unissued shares issued)
n the Books of Krishnan company
o Balance Sheet as on 1.1.1997
| Equity & Liabilities - Note No. Amount
i) Share holder's funds | | '
Share capital 1 2,00,000
ii) Non-current Liabilities \ -
iii) Current Liabilites 2
- Trade payables ' 20,000
Total of (i) (ii) (iii) 2,20,000
Il Assets »
i) Non - current Assets
Fixed Assets _ -
Tangible assets 3 1,29,500
Intangible assets 4 45,000
i) Current assets : /
Cash and Cash equivalents 5 45,500
Total of (i) and (ii) 2.20,000
Notes forming part of Balance Sheet : Rs.
1. Share capital | - |
“lssued to equity shareholders 1,25,000
Issued to Debentureholders 30,000
Issued for Cash __45.000
2,00,000
2. Trade payables
Sundry Creditors 20,000
3. Tangible assets : :
Sundry assets 1,29,500
45,000

4.Intangible assets - Goodwill



INTERNAL RECONSTRUCTION

Internal Reconstruction:

Internal reconstruction means the reduction of Capital to cancel any paig
share capital which is lost or unrepresented by available assets. This is "esonedu:,
write off the past accumuated losses of the company. Internal Reconsh'ucfnn s
scheme of amrangement made among the parties in the company for any one;
more of the following purposes: | |

i) Reduction of share capital. |
i) Vary the rights of different types of shareholders, debentyre
holders and creditors. | |
iii) To write off the accumulated losses of the company.
iv)  To reduce the over valuation of assets of the company.
Intemal reconstruction and reduction of share capital means the same.

Different methods of capital reduction: ,
There are three methods of capital reduction. ,
i) Reducing or extinguishing the uncalled liability of members.
i) Reducing by returning the excess capital.
iif) Reducing the paid up capital.

Provisions relating to capital reduction :
A company can reduce the share capital as per Sec.100 of the Companies Act
1956, §
i) Articles of Association of the company must permit the reduction.
ii) A special resolution must be passed at the shareholder’s meeting
iii) The reduction must be approved by the Court
v) Iif the reduction leads to reduction in the authorised capital of the compan
then capital clause of the Memorandum of Association must be altered.
v) Permission from the Registrar of companies must be obtained to altef
the capital clayse.
vi) After the reduction, the word and reduced must be used to its name-
- The following reduction does not amount to capital reduction.

i? Forfeiture of shareg for non payment of any calls.
i) Surrender of shares

lii) Omission to igsy

| e the unissued share capital.
v) Redemption of |

preference shares



R WY SRWW O ORWW W WS Rw vy -

v) Payment of interest out of capital
Reduction of share capital means cancellation of any paid up share capital

which i lost or unrepresented by available assets.

Journal entries: )
i Particulars ‘ Debit | Credit

s

i) Old equity Capital a/c Dr XX
To New equity capital a/c
To Capital Reduction a/c
(Being value of equity shares reduced)
iy  Old preference share capital a/c Dr XX
To New preference share capital a/c
To Capital reduction a/c
(Being value of preference shares reduced)
i)  Old Debentures a/c Dr XX
To New Debentures a/c
' To Capital Reduction a/c
iv)  Asset a/c ‘
" To Capital Reduction a/c
(Being value of asset appreciated)
v) ~ Capital Reduction alc
To Liabilities a/c
: (Being value of liabilities in
vi)  Capital reduction alc
To P&L alc
To Goodwill a/c
To Patents a/c
To Trade mark a/C

To Asset a/C .
(Being loss, ficitious assets written off and gssets depreciated)

R X

% %

% %

Dr XX

- Dr XX

%

creased)
" Dr XX

¥EREE

C eduction account: -
apital R f internal reconstruction, if any amount available to write

Under a scheme 0
off losses, intangible assets and tangible assets transferred to an account, known

as Capital Reduction account. Any amount which is left in this account is known

as capital reserve. e
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Problems T "wConggy,

- The following scheme of reconstruction was approved b o

. : Y Roya) Ltq
The shareholders to receive in lieu of their present holding of 50,000
of Rs.10 each the following; - o *
i) Fully paid ordinary shares equal to 2/5 of their holdings
ii) 5% preference shares to the extent of 1/5 of the aboye
iil) Rs.60,000, 6% debentures ~
iv) The Goodwill which stood at Rs.3,00,000 was written dg

Lo WNtoRs 1 g,
V) Plant and machinery were written down by Rs.20,000 anid Rs'30'00°

args

l'dinary shﬁ'es

respectively. Pass journal entries.

(M.S. University Nov.200¢, AP""201
)

Answer: Journal entries

Particulars Debit ~ Cregi)
| Rs. -
Equity share capital a/c Dr | 5,00,000 —
To New equity share capital 2,00,000
To 5% Pre.share capital ' 40,000
To 6% Debentures a/c 60,000

To Capital reduction alc

2,00,000
(Being share capital reduced ) ,
Capital reduction a/c ‘ Dr | 2,00,000
To Good will a/c 1,50,000
ToPlantalc 20,000
To Building a/c 30,000

(Being assets written off)

The following scheme of reconstruction approved by A Ltd.

(i) The shareholder to receive in lieu of their present holding of 1,00,000
shares of Rs.10 each the following:

(1) Fully paid ordinary shares equal to 2/5 of their holdings.
(2) 5% Preference shares to the extent of 1/5 the above ordinary sha®
(3) Rs.1,20,000, 6% Debentures.

i . 1
(i) The Goodwill which stood at Rs.6,00,000 was written doW"
~ Rs.3,00,000. :

; 000

(iliy Plant and machinery were written down by Rs.40,000 and Rs&
respectively.

Pass journal entries,

2017
(M.S.University April 2012, Nov. 2013, Nov. ‘
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LOorporawe Accouning -\

E a""‘r . Journal entries |
3 articulars Debit Cradit
_r W Rs. Rs. ‘
! Equity share capital a/c pr | 10,00,000
) To New share capital alc 4,00,000
To 5% Pref.share capital alc 80,000
To 6% Debentures 1,20,000
To Capital Reduction a/c -4,00,000
(8eing old share capital reduced)
_ Capital reduction alc Dr | 4,00,000
) To Goodwill alc gl 3,00,000 |
" To Plant 40,000
To Machinery 60,000
(Being value of assets reduced)
— _

The share capital of Z Ltd., considered of the following;

f ' (a) 10,000 6% preference shares at Rs.100 each and

(b) 50,000 Equity shares of Rs.10 each.
- company had accumu

The shares were fﬁlly paid. The

lated losses totaling Rs.3,50,000, besides preliminary

| enses Rs.20,000. It was also ascertained that the fixed assets which stood in
the books at Rs.14,00,000 were overvalued to the extent of Rs.4,00,000.

| Rs.60 each.

(ii) Equity shares were to be reduced

" Answer : Journal entries

|
' (i) 6% Preference shares to be converted into 7% Preference shares at

to Rs.2 each journalise.
(Madras University, Nov 2015)

Particulars Debit Credit
_ Rs. Rs.
) 6% Pre.share capital a/c Dr | 10,00,000
To 7% Pre.share capital a/c 6,00,000
To Capital reduction alc 4,00,000
(Being preference share capital reduced)
i) Old equity share capital alc Dr | 5,00,000
To New equity share capital a/c 1,00,000
To Capital reduction alc 4,00,000
| (Being equity share capital reduced) —
' liii) Capital reduction a/c x| 9V &g
& To Profit and loss &/C ‘

;

‘




nemal -
R.Qqn“ru i

To Preliminery expen®e \
t a/c )
To Fixed asse o
ital reserve loo.%
v | reduction account written off) 30%
b | . \\
sheet of VPM Ltd. 88 on 31.12.2095
4 Thefolowing is the Balance o 3122005
1? ;goo 1;"::::“"” 10,00,000 lGood wil ‘?-:g,gag
iy nvestments 0,
ce _ )
1,00,000 7% p;;’f;"h 10,00,000 | Debtors 2’053,000
i 200,000 | Profitand oy
Creditors | oad i
—_———.—__ ;
200,000 f@%
The Board of directors passed the following resolution;'g%
i) Equity Share Capital would be reduced by Rs. 4.

ce Shares reduced by Rs.3. |
hat the amount SO available would be g "
:

alance of P & L a/c. Pass Journal entries ang be

i)  Preferen
it was further resolved t

writing off goodwill and debit b

revised balance sheet (M.S.University, Aprl gy
Answer : Journal entries ——
Paticulars Dbl Credi
Rs. Rs.
) Old share capital a/c Dr [10,00,000
To New share capital a/c 6,00,000
To Capital Reduction a/c 4,00,000
(Being equity share capital reduced)
i) Old preference share capital a/c Dr [10,00,000
| To New Pre.share capital a/c 7,00,000
To Capital reduction a/c 3,00,000
(Being preference share capital reduced)
i) Capital Reduction a/c Dr | 7,00,000
To Profit and Loss a/c | 5,50,000
ToGoodwillalc 1,50,000
(Being capital reduction account written off)




. WUTPUTETS AvRTRTIVNY -
Revised Balance sheet of VPM Ltd as on 31.12.2005
W ==L |
i) shareholders' funds:
Share capital 1 13,00,000
i) Non current liabilities
i) Current liabilities
Trade payables 2 200,000
Total of equity and liabilities 15,00,000
I Assetls
i) Non - current assets .
Tangible Assets 3 10,50,000

Intangible assets
ii) Current Assets :

Investments 4 2,00,000

Debtors 5 2,50,000

Total 15,00,000
Notes to theBalance Sheet: Rs.
1.Share capital

1,00,000 equity shares of Rs.6 each 6,00,000

1,00,000 preference shares of Rs. 7 each 7.00.000

13,00,000
2.Trade Payables:

Creditors 2,00,000
3.Tangible assets:

Fixed assets 10,50,000
4.Investments 2,00,000
5.Trade Receivables

Debtors 2,50,000

5. The following is the balance sheet of Bharat Ltd on 31.12.1985.

Liabilities Rs. Assets Rs.
Authorised Capital: Patent at cost 8,50,000
10,000 pref. shares of Leasehold premises 1,30,800
Rs. 100 each 10,00,000 Plant& Machinery 42,200
10,000 equity shares Sundry Debtors 76,500
of Rs. 100 each 10,00,000  Stock 55,000
gubscribed Capital: Discount on issue of shares 18,000

12,000

7,500 Pref. shares of

Preliminary expenses
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Rs. 100 each 7,50,000 Profit & Loss a/c 118
5,000 equity shares of Cash in hand : sgg
Rs. 100 each 5-.00.000
Sundry Creditors 30,000
Bank overdraft 20,000 |
_13,00,000 13
The company suffered losses. The following schemes of capital reductioy,
was adopted: :
" a) The preference shares to be reduced to an gqual number of fully paig
shares of Rs. 50 each. -
b) The equity shares to be reduced to an equal number of fully paid shareg
of Rs. 25 each. '

le to be used to write off Rs. 30,800 off the leasehoig
off plant and machinery and sundry debtorg
off discount on issue of shares, preliminary

¢) The amount availab
premises, Rs. 15,000 stocks, 20%
and the balance available (after writing

expenses and P & L alc completely) patents. :
actions and prepare the Balance Sheet after the above

Joumnalise the trans
Capital reduction. ‘ .
(M.K.University, April 1987, M.S.University, April 2008, Nov.2012, April 2014)
Answer: Journal entries ' ' ,
Particulars Debit Credit |
i) Old Preference share capital a/c Dr 7,50,000
To New preferences share capital alc 3,75,000
To Captal reduction alc | 3,75,000
(Being pre.share capital reduced)
i) Old equity share capital a/c Dr 5,00,000
To new equity share capital a/c : - 1,25,000
To capital reduction a/c . 3,75,000
(Being equity capital reduced)
iy Capital reduction a/c Dr . 7,50,000
To Leasehold property alc - ‘ 30,800
ToStockalc - 15,000
To Machinery a/c - : 8,440
To Debtors alc 15,300
To Discount on issue of shares a/c 18,000
To Preliminary expenses alc 12,000
To Profit and Loss alc - 1,15,000
‘ To Patents : 5,35,460
(Being accumulated losses and assets written off) |

R



. ance sheetof Bharat Ltd., as on Corporate '
e L B8 0N 31.12.1088 ( : M'_‘

() Shareholders’ funds: %

Share capital '

ii) Non current liabilities - 500,000
) Curvent Habilties :
Trade " -
Short term borrowings 3 20'3
Il. Assets .
l’ Non - Current assets :

Tangible Assets s 133780

intangible assets 5 3,14,540
ii) Current Assets . ;

‘Stock | P 40,000
Trade Receivables 7 61,200
Cash in hand 8 500

Total 550,000
‘Notes to the Balance Sheet:
1.Share capital: | :
5,000 equity shares of Rs.50 each 1,25,000
7,500 preference shares of Rs. 50 each 3.75,000
| | 5,00.000
2.Trade Payables: A
Sundry creditors ~ 30,000
3.Short term borrowings
Bank overdraft 20,000
4.Tangible assets:
Fixed assets
Leasehold premises 1,00,000
Plant & Machinery 33,760
1,33.760
5.Intangible assets < LA
Patents '40:000
6. Stock |
7.Trade Receivables 61200

Debtors




B.Cash in hand 7..

Internal Reconstruction

Reduce Rs. 3 per share and write off losses J

Com 500
Llpaan balance sheet as on 31st March 2007 is given below.
ebiies Koot Koo Remour
(Rs. (R"l.‘
Share Capta 1,00, “Fixed Assets 80,000
Creditors 50,000 | Current Assets 40,000
P & Loss alc 25,000
Goodwill 15,000
ournalise.

(M.S.University, Nov. 2012)

Answer : Journal entries

Particulars Debit Credit |
Rs. Rs.
i) Old equity share capital a/c ~Dr | 1,00,000
To New equity share capital a/c ' 70,000
To Capital reduction a/c 30,000
(Being old capital reduced) -
i) Capital reductlon alc Dr | 30,000
To Profit and Loss a/c ' 5 25,000
To Goodwill a/c s 5,000
(Being capltal reduction a/c wntten off)

Note : It is-assumed that value per equity share is Rs 10
Balance sheet of of a company as on 31.03. 2007 (and reduced).

Note No. Rs.
I. Equity and Liabilities : i
i) Shareholders’ funds
Share capital | 70,000
ii) Non current liabilities Nil
iii) Current liabilities
Trade payables 1 50,000
Total ' 20,000
Il. Assets : |
i) Non current Assets :
Tangible Assets . 80.000
i) Current Assets 40’000

1,20,000




PROFI

~ Profits Prior to h“m"::?,; s eamed by 8 company prior to inc,
Amount of profit orporation. Such profit cannot be sajq ,

is known as profits prior to pnc ble for distribution g Wy
is not availa 8 divig
been eamed by the compeny as s the birth certificate of a ¢4, T

ration certificate
:tns :mor;nm;g,prsomtbn certificate, a company has to fufi Certain

: - formalities take three or four months,
xm o:‘:hTS: gu?g:tlanths, the business will earn Somc? Profit uring
amount of profit, which is eamed by a company fr(?m the. date of :ts acq”isﬂion
to the date of incorporation, is known as profits prior to incorporation, Whena
company acquires the running business of a slo'le trader or a partnership fim,
is termed as acquisition of business. The acquiring company may be an it
company or a newly started company. - |

CHAPTER § PRIORTO INCORPORATIQN

Accounting Treatment: | | |
' " i) Profits prior to incorporation is a capital profit. Therefore, it shoulq
be transferred to the capital reserve of a company.
ii) It should not be used for payment of dividend to the shareholders
iil) Profit prior to incorporation should be credited to capital reser
account. This profit may be utilised to ’ |
-a) Write off capital losses
b) Write off expéns_e_s like ‘prelimihary expenses’ underwriting
commission, discount on issue of debentures, etc.
- iv) Balance amount (if any) is transferred to capital Reserve account i

will appear on the liability side of the Balance sheet under the head ing ‘reserves and
Surplus’. ‘

Journal entry:
' Profit and Loss a/c | Dr XX
To Capital Reserve alc XX

Loss prior to incorporation:

i) Ifa company incurs a loss, from the date of its acquisition to date
of its incorporation, it is known as loss prior to incorporation. It is a capital loss.
Therefore, it should be debited to Goodwill account.



Corporate Accounts
W.‘b" account’, This loss may b':p;;:';;c::l::lhi:gm ‘Loss prl:r';c:
the capital profits

iy of the Company over several years.
Goodwill a/c _

To Profit and Loss alc

siatement of profit or loss I8 prepared as per the new format

Statement of Profit and Loss for the year end;d - XXXX

Note no. :
1
2

Dr xX
XX

Revenue from operations
Other income

Total Revenue (A)
Expenses :

Cost of materials consumed 3
Purchase of Stock in trade

Changes in inventories of finished stock /WP
Employees benefits expenses ' 4
Finance costs

Depreciation and amortisation expenses
Other expenses

Total expenses (B)

Profit before extra ordinary items & tax (A - B)
Less : Extra ordinary items

Tax

Profit or Loss for the period

B % 2P

~- o o

RS 3 X RRIX X XXXKRSK

Calculation of Profit prior to incorporation:
Methods available to calculate profit or loss prior to incorporation:

* Three methods are available: | ,
1) Preparation of Trading, Profit and loss account for the period up to the date
ofincorporation. . .
2) Preparation of Trading and Profit and loss account for the whole accounting
period and apportionment of the resulting profit or loss between pre and

& .



Preparation of common Trading :

3) in columnar form. But as per the new format no trading account is pfep;;
Apportionment of Expenses: o _
Expenses /fems | Basts of apportionmen, |

| T Sales ratio

1.
bo. |AN fixed expenses such as salary, Time ratio

rent, printing, audit fees depreciation,

insurance, postage efc.
J3. | Al variable expenses which are directly Sales ratio

related 1o sales such as commission,
discount, salesmen'’s remun_eration,
advertisement, bad debts, carriage

outwards, etc. :
la. |Au expenses which are related to period Allocated 1o the pre.
before incorporation such as vendor’s incorporation period.
salary, interest for purchase consideration.
I5. |All expenses which are related to period Allocated to the post
after incorporation such as directors’ fees, incorporation period,

debenture interest, discount on issue of
debentures, preliminary expenses,
formation expenses, etc.

The following procedure may be followed to calculate profit prior to
i)  Sales ratio and Time ratio are to be calculated. The ratio between the-
period prior o incorporation and the period after incorporation is considered to be |
the Time ratio. Like this, ratio between the sales prior to incorporation and the sales
after incorporation is known as the sales ratio.
ii)  Profitand Loss account is to be prepared. The following steps are o |
'be followed: | ‘ .
a) ltems which are to be included in the trading account are to be included
under the heading revenue from operations and cost of material consumed and
purchase of stock in trade.
b) Items such as Gross profit, Salesmen’s commission, Advertisement
Bad debts, Selling expenses etc. depend upon the sales volume. Therefore, thesé
flems are to be allocated on the basis of sales ratio. | '
‘ c) Expenses such as salaries, rent, depreciation, general expenses |
printing and stationery etc. are to be allocated on the basis oftime ratio between
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c) Expenses such as director's fees, in ‘
grpenses etc. 8re 10 be ellocated direct o the parkd o debentures, formaior
d) Expenses such as partner's salary, interest corporation.

After allocating the expenses
Profit which is earned after incorporation is
a reven Therefore
it is treated as Net profit of the company. It is termed as summ which "
pamed before incorporation is a capital profit and it is to be transf E
. erred to capital

in the above said manner, profit is

gxample 1: |

A Limited company was incorporated on 31st July 2017 to purchase the
pusiness of Mr. A as on 1st April 2017. The company obtained certificated to
commence business on 31st October 2017. The accounts of the company were

closed on 31st March every year.
Sales for the year ended on 31st March 2018 amounted to Rs. 3,00,000.

Sales upto 31st July 2017 amounted to Rs. 1,20,000. Sales upto 31st October
2017 amounted to Rs. 1,60,000. Calculate Time Ratio and Sales Ratio.

Calculation of Time Ratio:

Date of purchase of business - 1-4-2017
Date of incorporation - 31-7-2017
Date on which accounts are closed - 31-3-2018
Period before incorporation - 4 months
(from 1-4-2017 to 31-7-2017) -

- 8 months

Period after incorporation
Time ratio = 4:8=1:2

Calculation of Sales Ratio: | ,
Sales before incorporation = Rs. 1,20,000
Sales after incorporation = Rs. 3,00,000- 1,20,000 = 1,80,000

Sales ratio = 1,20,000 1,80,000 = 2:3

Example 2: | | f
Raj Ltd was incorporated on 1st May 2017 to purchase the business 0
Bala & Co with effect from 1-1-2017. While preparing final accounts on 31-
12-2017, it was found that,
1) Total sales for the year

2) Sales in the second ha

were Rs. 1,00,000.

i of the year were double 10 those in the



| el Sh ol it ' plax=id nal el o "“'leo
| age basis o
r .
first half, c;!;:::;“;gx 1o find out the sales ratio and time ratio.

Answer:

tio!
cm“m?:f?:mcorporaﬂon = 4 months
(from 1-1-2017 to 1-5-2017)
period &'ter incorporation = 8 months
Time ratio =4:8=1:2

\

Calculation of Sales ratio:
Let the sales per month be Rs. x

Sales before incorporation s 4 x x=4x
Let the sales per month in the
second. half of the year be = Rs. 2xx = Rs. 2x
Sales after incorporation = 8x2x=12x
Sales ratio = 4x:12x=1:3
If a concern js purchased for a price which is less than net value, how yjj
you deal with the difference? : |
The difference-is known as capital profit and therefgre it is transferred g
capital reserve account. = iy |
‘On the other hand if the purchase price is more than the net value, then the

difference is treated as a capital loss and therefore, it is transferred to Goodwil
account. : |

Capital Reserve :

Capital Reserve is the amount which is created out of the capital profits

of the company. At the time of acquisition of business, if the net asset of the
business is more than the purchase consideration, then the purchasing company
will earn profit. This profit is a non recurring profit and it is transferred to a
Reserve known. as capital reserve.
Example: A Ltd. purchases a business for a purchase consideration of Rs.
1,00,000 anc_i the net asset of the business is Rs. 1,20,000. In this example, the
company earns a profit of Rs. 20,000. This profit is transferred to capital Resene.
Journal entry:

Asset a/c Dr 1,20,000
To Purchase consideration a/c 1,00,000
To Capital Reserve a/c , 20,000



-

3. ALtd. was formed on 1-7- 2017toucqulromebusheuofA&Co.me
from 1-1-2017. When the company’s first accounts were prepared on 31.

the following were noticed:

2201,

i) Sales for the year 2017 Rs.6,00,000
i) Sales in January, February, April and May were only 50% of the

average. Sales of August, September and December were twice the annyg a,%:
Calculate time and sales ratio. , -
Answer:

4.

Timeratio -6:6 = 1:1. ’ .
Average sales =6,00,000/12 = Rs.50,000.

~ Sales for January, February, April and May = 4 x50,000 x50% = R 1 00,0

Sales for August, September and December= 3 x 50,000 x 2 = Rs.3,00 o
Sales for the remaining 5 months = 6,00,000 - 4,00,000 = Rs.2,00,00g
Average sales for the remaining 5 months = :2 00,000/5= Rs.40,000.
Sales before incoporation = 1,00,000 + 2 x 40,000 = Rs.1,80,000

Sales after incorporation = 3,00,000 + 3 x40,000 =Rs.4 20,000
Sal&craho-—180000 4,20,000 =3 7.

A pubic imited company was formed to take over a running business with effex

from 1st April 2017. The company was incorporated on 1st August 2017, and te
certificate of commencement of business was received on 1st October 2017. Tod
sales for the year ended on 31st March 2018 Rs. 9,60,000 arose evenly up o s

October 2017 and thereafter spurted to record an increase of two-thirds during
rest of the year.

Answer: Calculation of Time Ratio:
Period before incorporation = 4 months

(1.4.2017 to 31 1.2017)

Period after incorporation = 8 months

Time Ratio=4:8 = $:2
Calculation of Sales ratio:

(1.8.2017 10 31.3.2018)

Let sales for one month be = Rs.x
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%9 Corporate
up to 15t October 2017 wi be = 6 x x = §x Accounting -|

after 18t October 2017 wilt be = 6 x
sale® gx + 10x = Rs. 9,60,000 =10

16! =Rs. 9.60.000 ‘ X= m -
16 Rs. 60,000
Sambofore incorporation = 4 x 60,000 = Rs. 2,40,000
after incorporation = 9,60,000 - 2,40,000 = Rs. 7,20
* . Ty = <1y ‘000.
x‘g{b =2,40,000:7,20000 = 1.3

Aoomp;;:.,m:tmmled on 1stApril 2017, took over a running business from
yst January he company prepared its final accounts on 31st December

2017 ::: the following information, you are required to calculate Time Ratio and

i) Sales for the year 2017 - Rs. 6,00,000.
i) Sales for the month of January twice the average sales
for the month of February - equal to average sale:
gales for four months from May to August - 1/4 th of the average sale of each month
and sales for October and November three times the average sale.

Answer.
period before lncorporatlon 3 months

(1.1.2017 t0 1.4.2017)
period after incorporation = 9 months.
(1.4.20171031.12.2017)

Tme Ratio= 3:9=1:3.
Calculation of sales ratio:

~ Average Sales per month = 6, 0010200 = Rs. 50,000

Calculation of sales for each month: Rs.
January 2 x 50,000 1,00,000
February - 1x50,000 * 50,000
May 1/4 x50,000 - 12,500
June 1/4 x50,000 12,500
July 1/4 x50,000 12,500
August 1/4 x50,000 12,500
October 3 x 50,000 1,50,000
November 3x50,000 1,50,000
Sales for 8 months 5,00,000

Rs. 1,00,000

Sales for the remaining 4 months =
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0.
Average sales per month = 1.99.@9 = Re. 26,000 "thh

Sales prior to incorporation = 100000*50000*25000 = Re. 175,09,

Sales after incorporation = Rs. 4,25,000
Sales ratio = 1,75,000 : 4,256,000 = 7:17.

8. You are required to caloulate time ratio and also divide the totg wag

pre and post incorporation period. . iy
Date of incorporation - 1.4.200
Period of financial account - Jan. to Dec.2004
Date of business purchase . 1.1.2004

Total wages Rs. 4,800. .
(M.S.University, Nov. 2012, App 207y

Answer :
Date of purchase of business - 1.1.2004
Date of incorporation - 1.4.2004
Date of account closing - ' 31.12.2004
Period before incorporation - . 3 months

Period after incorporation to the date of account closmg 9 months |
Tmeraio=3:9=1:3

Amount of wages = Rs. 4,800 |

Wages before incorporation'= 4,800 x % = 1,200

Wages after incorporation = 4,800 x % = 3,600

7. Raja Ltd was incorporated on 1 .7.2014 which took over a running concern with
effect from 1.1.2014. The sales for the period upto 1.7.2014 was Rs.2 ,70,000 and
the sales from 1.7.2014 to 31.12.2014 amounted to Rs. 3,30,000. The expenses
debited to profit and loss account included.

Rs.
i) Director’s fee 15,000
i) Baddebts ' ; 1,800
i) Advertisement 6,000
iv) Salaries and general expenses 32,000
v)  Preliminary expenses written off ' 3,000
Gross profit (1.1.2014 to 31.12.14) 2,40,000

Ascertain the profit prior to incorporation.
(M.S.University, Nov. 2016, Madras University, Nov. 1995)
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Period before incorporation - 6 manﬂfle e
Period from incorporation to account closing °

Time Ratio = 6: 8= 11
Sales after incorporation - Rs. 3,30,000
Sales ratjo = 2,70,000 : 3,30,000=9: 11

2014,
Statement gho d Loss for the year ended 31-12-20 .
P.ﬂlClﬂau Wing Profit an Pre Post

rkin Total
v:ztu . incor incof
- poration poration

Answer :

|

240000 108000 . 132000

Revenue from operations () 1~ 240.000
Less : Expenses |

Employee Benefit exp. 2 32,000 16,000 13%
Depreciation ans amortisation 3 3,000 - R
Other expenses 4 2280 3310 19290
Total expenses (B) : 57,800 19,510 38.290
Profit (A - B) 182200 88490 93.710

Notes forming part of Profit and Loss account
1. Revenue from operations :
Gross profit is to be divided on the basis of
sales ratio (9 : 11)=1,08,000 1,32,000
2. Employee benefit expenses :

Salary - Time ratio (1: 1) - 16,000 16,000
3. Depreciation and amortisation : - 3,000
4. Other expenses : Total Pre incor- Post
poration incorporation
Directors’ fees 15,000 - 15,000
Bad debts (9:11) 1,800 810 990
Advertisement (9 :11) 6,000 2,700 3,300
Total 22,800 3.510 -19.290




| On 1.7.1997 to take over the business carried by
hg@\g
Mot CONCeM with effecttrom 1.4.1997 The following Is the profit and loss *'ccm::t
yoarended 31.3.1998 of p Lig
rs lars
o Rs. Particu Rs,
To Admnmhon expenses 18,000 By Gross Profit 75,000
:o Drectors fees 3,000
© Seling expenses 36,000
To Audit fees 1,000
To Prefiminary expenses 3,000
ToNetprofi 14,000 2
75,000

| 15000
Sales Rs. 3,00,000 (sales upto 30.6.1997 Rs. 1,00,000). You are requireq o

Prepare a statement showing the profit earmed prior to and after incorporation,
(Madras University, Nov. 2013) (M.S.University,

Nov, 200¢)
Answer: Date of purchase of business 1.4.1997
Date of incorporation 1.7.1997
Date of account closing 31.3.1998
Time ratio 3:9=1:3
Sales before incorporation - .= Rs. 1,00,000
Sales after incorporation = Rs. 2,00,000
Sales ratio =1:2
Statement showing profit before and after incorporation.
Particulars Working Total Pre Post
notes incor incor
| ‘ poration poration
Revenue from operations (A) 1 75,000 25,000 50,000 .
Less : Expenses .
Depreciation & amortisation 2 3,000 - 3,000
Other expenses 3 58,000 | 16,75 41250
Total expenses (B) 61.000 | 16,750 44,250
Profit (A - B) 14000 | 8250 510
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Working Notes : Cor |

~ Revenue from operations (1 : ) Porate Accounting .|

, Depreciation & Amortisation 75000 25,000

3 Other expenses: 3,000 _ 5gm0
Afimlnistmﬂon expenses (1:3) 1g 000
Directors fees 000 4500 43500
Selling expenses ( 1 : 2) 32'800 - 3000
Audit fees (1 : 3) 000 12,000 24 000

R0 16750 41250

3  BLtd.wasincorporated on 1.8.1994. ltacqui '
.0, . ui s

frm from 1.4.1994 from the following particc:la:se.d:::db?l:mda ot
incorporation and after incorporation. ' 5 pofprorii

a. Sales for the year ended 31.3.1995is Rs cludes

| 3. .6,00,000. Thisi
a sale of Rs. 2,50,000 upto 1.8.1994. o
b. Gross profit for the year was Rs. 1,80,000
C. Thg expenses debited to the Profit and Loss account were:

: Rs. Rs.
Rent 9,000 Salaries 15,000
Director’s fees 4,800 Interest on debentures 5,000
Audit fees 1,500 Discount on sales 3,600
Depreciation 24,000 General expenses 4,800
Advertising 18,000 Stationery 3,600

6,000 Bad debts (Rs. 500 related

Commission on sales
to prior to incorporation) 1,500

Interest paid to vendors on
purchase consideration

(Upto 1.10.'94) ~ 3,000

(M.S.University, April 1996)

Answer:

Date of incorporation 1.8.94
Date of Purchase 1494
Date of a/c closing  31:3/99
Period before incorporation 4 months
Time Ratio =4 :8=1:2

Period aﬂer-incorporattor: :
Calculation of sales ratio:

Sales bef:re incorporation - R&: 2,50,00(;. o Ra 000
Sales after incorporation - 600,000 - 2,50, 3,50,

=5:7.
Sales ratio - 2,50,000 ° 3,650,000 = 5

g months




Statement showing profit before and after incorporation for the yeq, |
ended 31.3.19905. .
Particulars Working _ Total Pre For~
Note incor h'leo'
. | poration | poratiop,
Revenue from operations (A) 1 180,000 | 15000 1.05,000 ~
Less : Expenses
Employees benefit cost 2 15,000 5,000 10,000
Finance costs 3 - 8,000 2,000 6,000
Depreciation & amortisation 4 24,000 8,000 16,000
Other expenses 5 52,800 18,300 34 500
Total expenses (B) 99,800 | 33.300 66,500
Profit (A<B) . ‘ 80,200 | 41.700 38,500
-Notes forming part of profitand Loss account: —
1. Revenue from operations ~1,80,000 75,000 1,05,000
2. Employees benefit expenses : |
Salaries (1 : 2) 15,000 5,000 10,000
3. Finance cost
Interest to vendors (2:1) 3,000 2,000 1,000
interest on debentures 5,000 . 5,000
8000 2000 6,000
4. Depreciation (1:2) | 24,000 8,000 16,000
5. Other expenses (Rent (1:2) - 9,000 3,000 6,000
Director's fees 4,800 - 4,800
Audit fees (1:2) 1,500 500 1,000
Advertising (5:7) 18,000 7,500 10,500
Commission on sales 5:7) 6,000 2,500 3,500
Discount on sales (5 7) 3,600 1,500 2,100
General expenses (1 2) 4,800 1,600 3,200
stationery (1:2) 3600 1,200 2400
Bad debts (Given) 1.500 500 _LQQQ
52,800 18,300 34,500

Calculation of inte
Total interest paid for

Interest prior t0 incorporation: -

3000 , 2 = Rs.1,000

Interest after incorporation - &

rest paid to vendors (Prior & after):
6 months (1.4.'94 10 1.10.'94) © Rs. 3,000.

3,000 , 4 = Rs. 2,000



following details calc countin
mmthﬁ calculate rporate Ac )
')‘;Mraﬁo 3:4 Profitbefore and after incorporato. |
8 t .
) 59 ratio ;8
8) G{OSS s Rs. 5,00'000
g EX .~ Res.
SM %'000
piscount 40,000
Rent 15,000
Genel"a' expenses 12,000
Adyert:sements 50,000
pirectors fees 18,000
(Madras University, November 2015)
Answer :
Sales ratio - 2:3
Statement showing profit or Loss for the year ended —
Particulars Working Total Pre Post
Note - “incor incor
_ | | poration | poration |
Revenue from operations (A) 1 (500000 (200000 |3.00.000
Less : Expenses | |
Employees benefit expenses 2 | 96000 | 41,143 54,857
Other Expenses 1,35,000 47,572 87428
Total Expenses (B) 231,000 | 88715 142285
Profit / Loss 2,69,000 1,11,285 1,57,715
| ' d Loss account:
:bhsformlng part of Profitan S 500000 200,000 300,000
- 1. Revenue from operation , 000 41143 54 857
2 Employees benefit expenses - 3:4 96 - -
3. Other expenses 2:3 40,000 16,000 24,000
Discount 3:4 15,000 6,429 8,571
| Rent 3.4 12,000 5,143 6,857
| general expe"t:"s 5.3 50000 20,000 3;2.000 _
| ertise n - : !!!!
| s r'?eﬁe.s . AR 572 87.428
| Director's 1,35,000 47




CHAPTER 5

Valuation of Goodwill and Shares

— e —————

Definition of Goodwill

Goodwill refers to a measure of the capacity of a business to earn above normal profits. It represents the
advantages a business has in connection with its customers, employees and outside parties with whom itcomes
in contact. It is the benefit and advantage of a good name, reputation and connection of a business. It is the
attractive force which brings in customers. It is the one thing which distinguishes an old and established business
from a new business at start. It is an intangible but a real asset.

(_Goodwill is defined as ‘the present value of a firm's anticipated excess eamings.” When 2 man pays for
goodwill, he pays for something which puts him in a position of being able to earn more than he would be able
1o do by his own unaided efforts (Prof. Dicksee). Goodwill is thus the extra saleable value attached to a
prosperous business beyond the intrinsic value of net assets. In the words of Spicer and Pegler, “Goodwill may
be said to be that element arising from the reputation, connection, or other advantages possessed by a 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 in the business.”

Valuation of Goodwill
' are various circumstances when it may be necessary to value goodwill. Some of the circumstances
are;

(1) In the case of a partnership, when there is an admission, retirement, death or amalgamation, or a
change in the profit sharing ratio take place, valuation of goodwill becomes necessary.

(2) Inthecaseof acompany, when two or more companies amalgamate, or one company absorbs another
company, or one company wants (o acquire controlling interest in another company or when the Government
takes over the business, valuation of goodwill becomes necessary,

(3) In the case of a sole trader concern, goodwill is valued at the time of selling the business, to decide
the purchase consideration. -

. (4) Inthecaseof individuals, goodwill is valued for purposes of Estate Duty, Death Duty, etc. on the death
a person.

Factors détermining the value of Goodwill )

Since goodwill of a business represents ils capacity to earn above normal profits, all factors which
contribute to such profits influence the goodwill of the firm. Some of those factors may be:




(1) Location factors. Favourable location influences the earning capacity of the business and enha,,

its goodwill. | .
(2) Time factor. An older, more established, business enjoys better goodwill than a new businegs

(3) Nature of business. The nature of goods dealt with, the risks altacfhed, the competition inVolyey
certain special privileges enjoyed by the firm such as special licences, franchise, etc., determine the Valye o
goodwill.

(4) Efficiency of management. Planned production, distribution and highly successful marketing of
business leads to better profits and higher value of goodwill.

(5) Other factors. General economic conditions, political stability, Government policies, money Marky
conditions, trade cycles, etc., are the other factors influencing the value of goodwill.

Factors detecmining the value of Goodwill s b

(1) Goodwill is always paid for the future. The buyer of a business is always interested in knowing
whether the business will maintain its profits in the future also. If the advantage is not likely to come to the buye;,
the buyer will not be ready to pay anything for goodwill. Therefore, when evaluating the amount of goodwij
the buyer always keeps the future in mind and goodwill is the assurance of the future maintainable profits,

"(2) The ability to earn future profits is measured by the profits made by the business in the recent pag
Hence, analysis of the past profits becomes necessary to determine the average maintainable profits in the future.
For the purpose of finding out the average profits likely to be earned in the future: (a) all actual expenses and
losses not likely to occur in the future are added back to the profits, (b) all expenses and losses not incurred in
the past, but likely to arise in the future are to be deducted, (c) all profits likely to be earned in the futurenly

are to be added and (d) profits earned in the past, but not likely to be earned in the future are to be deducted

After having adjusted profit in the light of the future possibilities, the average maintainable profit is
ascertained which forms the basis for the valuation of goodwill.

(3) The future profits are likely to be reduced materially by taxation and hence itis also taken intoaccount
for determining the value of goodwill. ' :

Qlethods of valuing goodwill
Basically there are two methods of valuing goodwill:
(1) Simple profit method and (2) Super-profit method.

(1) Simple Profit Method

There are two methods based on simple profit: (@) Purchase of Past Profit Method and () Capitalisat®"
of Average Profit Method. . '

o : in
(a) Purchase of Past Profit Method. Under this method goodwill is expressed as a purchase of ?Ce’l‘f’
number of years' profit based on the adjusted average profit of a given number of years. This method Inv0
two steps: |
(i) The profits for an agreed number of years preceding the valuation are averaged so as (0 a”""_‘;‘};lmcs |
average annual profit carned during that period. This will have to be adjusted in the light of future posst

and the average future maintainable profit determined.
ll'.thc profits have been fluctuating. a simple average is used. If profits show a weodify A
decreasing trend. appropriate weights are used giving greater weightage for profits of the later year he vali®
it N . o " * - 1 inli i 1 |
(i) The average future maintainable profit is multiplied by a certain number of years (0 find ‘

- . . ; ’ fyea
of goodwill. The number of years selected for this purpose is based on the expectation of the number 0FY° ‘
|

\

asing ™

JF > deri : - . intaind
- hcm:l itto be derived in the future from the past association. For example, if the average futurc m:m: il 4
Prf;:’;'s Rs.25.000 and itisexpected that this profit would be earned for at least another 3years, thenthc g
will be: ‘



Goodwill = Average profit X Number of years
= 25,000 X 3 =Rs. 75,000

The number of yearjs over which the profits are averaged and the number of years’ purchase applied may
vary considerably in practice but generally falls between one and five years. Estimating future profit beyond a
periodof say, 5 vears would be quite difficult and unrealistic. The method suffers from two defects: (a) Difficulty

of finding out the right number of -}'é'arg: purchase of profits as it depends on so many factors and (5) ignoring
capital to be employed in the business. > : o



(b) Capitalisation of Average Profit Method: |
following steps are to be taken in ascertaining the value of goodwill under this method:

(:) Ascertain the average future maintainable profit, as explained already.
() Capitalise this average profit at the normal rate of return on- investment on the typc of business unde
consideration. This will give the net worth of the business. - .
(zer) Find out the value of .net tangible assets (i. s net assets other than goodw:]l) of the business. &
(év) Deduct the net tangible assets from the capltahsed net worth of the business and the difference is goodwill, ;

Hlustratml@

N
A company desirous of selling its busmcss to another company has earned an average past profit of Rs. | 60 000 per
annum and the same amount of profit is Ilke!y to be cdmed in the future also, except that : _

(1) Directors’ fees of Rs. 12,000 per annum charged against such profits will not be payable by the purchasmg
'company whose existing Board can manage the new busmess also e7

~



t at Rs. 28,000 i ,
(2) R.f‘n company ownpsr;:num wh'ch had been paid by the vendor company will not be incurred in the future since
the purchasing comp s 115 OWn premises and the necessary accommodation can be provided.

The net assets, other than goodwill, were Rs. 18 i i
s ype.0 £ business would be 10%. 00,000 and it was considered that a reasonable return or investment

Solution:
£ Rs.
Avcrage Net Profit ; 1,60,000
Add. Expenses not likely to be incurred in the future: o
Directors' fees 12,000
Rent 28,000 40,000
Average future maintainable profit 2.00,000
o 2,00,000 X 100 :
Capitalised net wealth = = Rs.  20,00,000 i
10
Less: Net tangible assets other than Goodwill Rs.  18,00,000
Goodwill ~ " Rs.  2,00,000

@Yper-l’roﬁt Method
trictly speaking, goodwill can be attached only to a business which is earning above normal profits or
super-profits. If there are no anticipated excess earnings over normal earnings, there can be no goodwill. Such
excess profit is known as super-profit and it is the difference between the average profit earned by the business
and the normal profit based on the normal rate of return. Hence for finding out the super-profits the following
information will be required: (a) The estimated average future profits of the firm (ascertained as already
explained), (b) The normal rate of return on investment and (¢) The fair value of average capital employed in
the business.

Normal rate of return: The normal rate of return refers to the rate of earnings which investor in general
expecton their i+ >stments in a particular type of industry. It varics depending upon general {actors like the bank
rate, general economic conditions, political stability, etc., and specific factors like period of invesiment, risk

attached to the investment, etc.
Illustration 4 _ _

X. Ltd.. declared a dividend of 25% on its shares of Rs. 100 eacn, Rs. 80 paid-up. lts shares are quoted in the market
at Rs. 200. Calculate the rate of return.

Solution:

On Rs. 100 the company pays a dividend of Rs. 25
OnRs. 80 the company pays adividend of 25/100x80 =Rs. 20. Since the shares are quoted and demanded in the market

aRs. 2 X0 the investor expects Rs. 20 for an investment of Rs. 200. In other words his expectation is a return of 10%.
Average Capital Employed: The average capital employed in the business may be ascertained in two
€7, €ither through the assets side or through the liabilities side.

Asset side approach:
Rs.
Assets (other thai non-tiading assets, goodwill and past expenses and losses) i

at market value, at the Balance Sheel date.
Less: Liabilities 1o outsiders at revised values, if any .

Capital employed at the end of the year
Less: Haif of the profit earned during the year

Average capital employed for the year.



Fweny -J””

Liabilities side approach : "
Add: Equity share capital
Preference share capital
Reserves and profits
Profit on revaluation of assets and liabilities e
Less: Goodwill (Book-value) ' sk
Losses & past expenses not yet written off

Less: Loss on revaluation : ke Y

Capital employed at the end "
Less: '/, of the profit

Average capital employed o ‘ ‘ ; ol

Non-trading assets, that is assets acquired because of spare funds such as Government securities are

excluded.

Normal profit and Super-profit : o

If the average capital employed and the normal rate of return are known, the normal ‘proﬁt'can be
ascertained. For example, if the average capital employed is Rs. 1 ,00,000 and ‘the normal rate of return is 109,
the normal profit is S e
10 '

1.00,000 X — =Rs. 10,000 .
100 ; A |

Super-profit is the simple difference between the actual average profit earned and the normal profit. Ifi

the above example, the average profit is Rs. 25,000, then the super-profit will be Rs. 25,000 —Rs. 10,000=

Rs. 15,0000.

Goodwill based on Super-Profit !

There are four methods of calculating goodwill based on super-profit. They are: (1) Purchase of Super-
profit Method, (2) Sliding-scale Valuation of Supér-profit Method, (3) Annuity of Super-Profit Method and (4
Capitalisation of Super-Profit Method. '

(1) Purchase of Super-profit Method: ’-

Goodwill as per this méthod = Super-profit X Number of years. If, for example, the super-profit i
Rs. 15,000 and goodwill is agreed to be 3 years purchase of super-profit, then the goodwill will be Rs. 45,00
(15,000 X 3). )

_ (2) Sliding-scale Valuation of Super-profit Method:
This is only' s varia}ion of the first method. It is based on the logic that the greater the amount of super
profit, the more difficult it would be to maintain. Higher profit will naturally attract competition and soon (e

firm’s ability to make super-profitis curtailed, Hence, instead of multiplying the whole super-profit by a certain
number of years, a grading scale is adopted as shown below: o

First  Rs. 5,000 at 3 years’ purchase | : 15 o%f)
Second Rs. 5,000 4t 2 years’ purchase ]0’0(}0
Third  Rs, 5,000 at | year purchase .
: 5,000
Goodwill

Rs. 30,000

(3) Annuity of Super-Profit Method:

Under this method, goodwil) is calculated by finding
profit per year, over the estimated period discounted at the g
of Re. | for i years al r% is obtained by the formula:

3 Bres . . - er-
 the present worth of an annuity paying the SUPW
tvenrate of interest, The person worth of an annt



r n
j - (l+ —-—)
n

r
100 .
the present value of an annuity of Re. 1 for n years at %
r rate of interest per annum
n the number of years.
Usually reference to the Annuity Table will give the present value of annuity for the given number of years
and at the given rate of interest.
- Goodwill = super-profit X annuity. _
For example, if the super-profit is Rs. 15,000 and the annuity of Re. 1 at 10% for 3 years is 2.48,685, then
the goodwill is =Rs. 15,000 X 2.48,685 = Rs. 37,302.75. - :
This method takes into consideration the interest loss involved in paying a lump sum as goodwill in

anticipation of future return of profit.

(4) Capitalisation of Super-Profit Method:
This is similar to the Capitalisation of average profit method as already explained. Under this method, the

super-profit when capitalised at the normal rate of return will give the value of goodwill.

Super profit

Goodwill = X 100
Normal rate of return

Rs. 15,000
= X 100 =Rs. 1,50,000.
10 '
This method gives the maximum value for goodwill. Since the.contention that super-profit will continue
thod is not safe for one to follow. ' ,

Q=

where Q

nmunn

for long is unreasonable, this me



(VALUATION OF SHARES) (/" |
The valuation of shares by the company becomes necessary where there is no market price of the shares,
as in the case of a private limited company or a proprietorship company, as the shares of such companies are

‘not quoted in the market or where, for certain reasons. the markel price does not reflect the true value of the |

—

~ shares. In addition. the need for the valuation of shares of 2 facompany arises in the following circumstances also:

. ST

~ (1) For formulatmo amal gamanon or absorpl:on schemes
(2) For purchase or sale of controlling shares




(3) For reconstruction schemes

(4) For Estate Duty purposes

(5) For pledging shares as a security against foan
(6) When shares are acquired by the Govemmem

r\]\iethod of Valuation j
" There are 3 methads of valuation of shares (1) Net Assets Method or Intrinsic Value Method, (2) Yield
Method or Market Value Method and (3) Earning €apacity Valuation Method. )

" 1. Net Assets Method or Intrinsic Value Method )

\__—This method aims at finding out the possible value of the shares in the event of the company going into
liquidation. Investors are influenced by security and earnings. Security is indicated by the assets’ cover of shares.
Therefore, for finding out the real value or intrinsic value the assets' cover is considered. The assets and
liabilities, including goodwill, should be revalued first and then the net asset is found out. Net asset is the
difference between the realisable value of assets and the liabilities to outsiders. Non-trading assets, if any, should
also be included at their market values. The available net asset less the paid-up value of preference shares
represents net assets available for equity shareholders. This, divided by the number of equity shares, gives the
intrinsic value of each equity share. |

Where there are both fully paid equuy shares and partly paid equity shares, the amount of uncalled amount
on partly paid shares should be added to the funds available to equity shares, thus notionally converting all partly
paid shares into fully paid shares. Then intrinsic value of equity shares

Total funds available for equity shareholders w

Number of equity shares (both fully paid and partly paid)
The value of each partly paid shares can be ascertained by deducting the uncalled amount from the value

of each fully paid share. ' !
: ® _




- i

2. Yield Method or Market Valde Method' )

— Small investors are generally interesled‘in the income they earn from the company and hence the price
they will be prepared to pay will depend upon the yield or the size of the dividends that can be expected.



Yo s

The formula for calculating the market value, therefore, is;

| Dividend per share | :
(a) Market value on yield basis = : l‘.rupcﬁm % 100
( | - Normal rate of return

Rate of dividend

(b) Market value = X paid-up value per share /
Normal rate of return

For example, a company has issued shares of Rs. 100 each on which Rs. 80 has been paid up and the
company declares adividend of 25%. The amount of dividend per share comes to Rs.20. On the basis of a normal
cate of return of 10%, the market value of the share will be | |

20/10 X 100 = ZQO (applying the (a) formula)
or 25/10 X 80 = Rs. 200 (applying the (b) formula)

For the purpose of calculating the dividend per equity share, the average profit is calculated and the
following are deducted therefrom: (a) (axes payable, (b) transfer to reserves, (¢) transfer to various funds such
as Debenture Redemption Funds, etc. and (d) preference dividend payable. The remainder, when divided by the
number of equity shares, gives the dividend payable per share. If the dividend per share is knwon, the rate of
dividend will be calculated as follows:

Dividend per share
'/ Rate of dividend X 100
_ Paid-up value per share

This method suffers from certain disadvantages:

(1) The market value, under this method, depends, upon the dividend declared by the company and not
on its real earning capacity. The dividend declared in any year may be less than the rate of its earning or more
than its earning, since dividend paid in a year may be paid out of the company’s past earnings. Thus, the value
may be misleading.

(2) If this method of valuation is adopted, the shares of a company which observes financial prudence
by building up good reserves will be undervalued, whereas the shares of a company which distributes larger

profits will be overvalued.

i
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