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EXECUTIVE PROGRAMME

COMPANY ACCOUNTS, COST AND
MANAGEMENT ACCOUNTING

Finance and accounting have assumed much importance in today’s
competitive world of business wherein corporate organisations have to show
the true and fair view of their financial position. Thus, the application of
accounting in the business sector has become an indispensable factor. Of
course, the company secretary has to provide the complete and accurate
information about the financial operations of the company to his superiors to
take decisions. This emphasises that the books of account are to be
maintained accurately, up-to-date and as per the norms.

Considering the significance of the matter the subject Company Accounts
has been prescribed in our syllabus with the objective to provide conceptual
understanding of the principles involved in the maintenance of company
accounts in accordance with the provisions of company law. While designing
the contents of the syllabus, it has been presumed that the students possess
the knowledge of the basic principles of Accountancy, prescribed for the
Foundation Programme. Besides, the students have requisite knowledge of
legal provisions of the Companies Act, 1956 and the procedures prescribed
there under.

The subject ‘Cost and Management Accounting’ is very important and
useful for optimum utilisation of existing resources. It is an indispensable
discipline for corporate management, as the information collected and
presented to management based on cost and management accounting
techniques helps management to solve not only specific problems but also
guides them in decision making. Keeping in view the importance of this
subject, various topics on Cost and Management Accounting have been
prescribed in the syllabus of our course with the objective of acquainting the
students with the basic concepts used in cost accounting and management
accounting having a bearing on managerial decision-making.

The entire paper has been discussed in sixteen study lessons, divided
into two parts viz. Part-A and Part-B. Part-A deals with Company Accounts
while Part-B deals with Cost and Management Accounting. This study
material has been updated upto June, 2011. The topics on Company
Accounts have been discussed in seven study lessons comprising the
various accounting aspects of joint stock companies. While in Cost and
Management Accounting every efforts has been made to give a
comprehensive coverage of all the topics relevant to the subject. In all study
lessons the requisite theoretical framework for understanding the practical
problems in the subject has been explained and wherever necessary
practical illustrations have been given to facilitate better understanding. At
the end of each study lesson a good blend of theoretical and practical
questions have been given under the caption ‘Self Test Questions’ for the
practice of students to test their knowledge. In fact, this being a practical
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paper, students need to have good theoretical knowledge and practice to
attain the requisite proficiency and confidence. Therefore, in order to
supplement the information/contents given in the study material, students are
advised to refer to the Suggested Readings mentioned in the study material,
Student Company Secretary, Business Dailies and Journals.

In the event of any doubt, students may write to the Directorate of
Academics and Professional Development in the Institute for clarification.

Although care has been taken in publishing this study material, yet the
possibility of errors, omissions and/or discrepancies cannot be ruled out. This
publication is released with an understanding that the Institute shall not be
responsible for any errors, omissions and/or discrepancies or any action
taken in that behalf.

Should there be any discrepancy, error or omission noted in the study
material, the Institute shall be obliged if the same are brought to its notice for
issue of corrigendum in the Student Company Secretary.
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SYLLABUS
FOR

PAPER 2: COMPANY ACCOUNTS, COST AND
MANAGEMENT ACCOUNTING

Level of knowledge: Working knowledge.
Objectives:

(i) To provide working knowledge of accounting principles and procedures for
companies in accordance with the statutory requirements.

(i) To acquaint the students with cost and management accounting techniques
and practices.

Detailed contents:

PART A: COMPANY ACCOUNTS (50 MARKS)

1. Accounting standards - relevance and significance; national and international
accounting standards.

2. Accounting for share capital transactions - issue of shares at par, at premium
and at discount; forfeiture and re-issue of shares; buy-back of shares;
redemption of preference shares; rights issue.

3. Issue of debentures - accounting treatment and procedures; redemption of
debentures; conversion of debentures into shares.

4. Underwriting of issues; acquisition of business; profits prior to incorporation;
treatment of preliminary expenses.

5. Preparation and presentation of final accounts of joint stock companies as
per company law requirements; bonus shares.

6. Holding and subsidiary companies - accounting treatment and disclosures;
consolidation of accounts.

7. Valuation of shares and intangible assets.

PART B: COST AND MANAGEMENT ACCOUNTING (50 MARKS)

8. Cost accounting — objectives of costing system; cost concepts and cost
classification; management accounting — nature and scope; role of
management accountant, tools and techniques of management accounting;
distinction between financial accounting, cost accounting and management
accounting.

9. Elements of cost:

(i) Material cost — purchase procedures, store keeping and inventory control,
fixing of minimum, maximum and re-order levels, ABC analysis, pricing of
receipts and issue of material and accounting thereof; accounting and
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control of wastage, spoilage and defectives.

(i) Labour cost — classification of labour costs, payroll procedures, monetary
and non-monetary incentive schemes; labour turnover and remedial
measures; treatment of idle time and overtime.

(i) Direct expenses — nature, collection and classification of direct expenses

and its treatment.

(iv) Overheads — nature, classification, collection, allocation, apportionment,

10.
11.

12.

13.

14.

absorption and control of overheads.
Methods of costing - unit costing, contract costing.
Budgetary control — preparation of various types of budgets, advantages and
limitations; budgetary control reports to management.
Marginal costing - application of marginal costing; cost-volume-profit
relationship; break-even analysis, preparation of break-even charts; profit —
volume graph; practical application of profit volume ratio.
Analysis and interpretation of financial statements - nature, objectives; latest
trends in presenting financial data; importance and limitations; accounting
ratios - classification, advantages and limitations.
Cash flow statements — classification of cash flows, preparation and
usefulness.
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STUDY |
ACCOUNTING STANDARDS

LEARNING OBJECTIVES

After studying this Study Lesson you will be able to:

e Understand the meaning and significance of accounting standards.
e Appreciate the need for accounting standards.

e Explain the scope of accounting standards.

e Understand the procedure of issuing accounting standards.

e Familiarize with the Accounting Standards (AS) issued by ICAL.

e Understand the various International Accounting Standards (IAS) and
International Financial Reporting Standards (IFRS) issued by IASB.

1. INTRODUCTION

Accounting has become a pre-requisite for the preparation of financial
statements. Financial statements are the basic and format means through which the
corporate management communicates financial information to the various external
users such as present and potential shareholders, lenders, employees, suppliers and
other creditors, customers, government and its agencies, the public etc. A set of
financial statements normally includes balance sheet, profit and loss account, cash
flow statement and explanatory notes and schedules thereof. The objective of
financial statements is to provide information about the financial position,
performance and financial adaptability of an enterprise that is beneficial to a wide
range of users.

Preparation and presentation of corporate financial statements are governed by the
Companies Act, 1956 and accounting standards. World over professional bodies of
accountants have the authority and obligation to prescribe the accounting standards.
The International Accounting Standards/International Financial Reporting Standards
are pronounced by the International Accounting Standards Board (IASB) comprised of
representatives of member institutes of professional accountants. In India the Institute
of Chartered Accountants of India had established in 1977 an Accounting Standards
Board (ASB) comprising of members of the Institute, representative from Chambers of
Commerce and Industry, nominees from Central Government, Regulatory Bodies,
sister institutes and other statutory bodies, with the ultimate responsibility upon the
Institute to formulate accounting standards on significant accounting matters keeping in
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view the international standards on the subject and legal requirements. The Central
Government, constituted an Advisory Committee known as ‘National Advisory
Committee on Accounting Standards’ (NACAS) to advise the Central Government on
the formulation and laying down of accounting policies and accounting standards for
adoption by companies or class of companies.

According to Section 211(3C) of the Companies Act, 1956, ‘accounting
standards’ refer to the standards of accounting recommended by the Institute of
Chartered Accountants of India constituted under the Chartered Accountants Act,
1949, as may be prescribed by the Central Government in consultation with the
National Advisory Committee on Accounting Standards established under Sub-
section (1) of Section 210A.

2. MEANING OF ACCOUNTING STANDARDS

Accounting as a “language of business” communicates the financial results of an
enterprise to various interested parties by means of financial statements, which have
to exhibit a “true and fair” view of its state of affairs. Like any other language,
accounting, has its own complicated set of rules. However, these rules have to be
used with a reasonable degree of flexibility in response to specific circumstances of
an enterprise and also in line with the changes in the economic environment, social
needs, legal requirements and technological developments. Therefore, these rules
cannot be absolutely rigid unlike those of the physical sciences. This, however, does
not imply that accounting rules can be applied arbitrarily, for they have to operate
within the bounds of rationality.

Accounting standards, which seek to suggest rules and criteria of accounting
measurements, have to keep the above in view. On the one hand the rules and
criteria cannot be rigid and on the other they cannot permit irrational and totally
expedient accounting measurements. Formulation of proper accounting standards,
therefore, is a vital step in developing accounting as a business language.

Accounting standards relate to the codification of generally accepted accounting
principles. These are stated to be the norms of accounting policies and practices by
way of codes or guidelines to direct as to how the items, which go to make up the
financial statements, should be dealt with in accounts and presented in the annual
reports. These are set in the form of general principles and left to the professional
judgement for application. In this respect the main purpose of standards is to
provide information to the users as to the basis on which the accounts have been
prepared. By the disclosure of accounting policies the users are in a position to
interpret the reported information. Again standards may consist of detailed rules to be
adopted for accounting treatment of various items before the presentation of financial
statements.

An accounting standard may be regarded as a sort of law - a guide to action, a
settled ground or basis of conduct or practice. Accounting Standards are formulated
with a view to harmonise different accounting policies and practices in use in a
country. The objective of Accounting Standards is, therefore, to reduce the
accounting alternatives in the preparation of financial statements within the bounds of
rationality, thereby ensuring comparability of financial statements of different
enterprises with a view to provide meaningful information to various users of financial
statements to enable them to make informed economic decisions.
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The objective of setting standards is to bring about a uniformity in financial
reporting and to ensure consistency and comparability in the data published by
enterprises. For accounting standards to be useful as a tool to enhance corporate
governance and responsibility, two criteria must be satisfied, viz.,

(i) A standard must provide a generally understood and accepted measure of
the phenomena of concern.

(i) A standard should significantly reduce the amount of manipulation of the
reported numbers and is likely to occur in the absence of the standard.

3. SIGNIFICANCE OF ACCOUNTING STANDARDS

Accounting standards can play an important role. Accounting standards facilitate
uniform preparation and reporting of general purpose financial statements published
annually for the benefit of shareholders, creditors, employees and the pubic at large.
The standard issued should be consistent with the provisions of law. Thus, they are
very useful to the investors and other external groups in assessing the progress and
prospects of alternative investments in different companies in different countries.
Standards will help public accountants to deal with their clients by providing rules of
authority to which the accountants can appeal, in their task of preparing financial
statements on a true and fair basis. It is so because accounting reports prepared in
accordance with standards are reliable, uniform and consistent. Accounting
standards will raise the standards of audit itself in its task of reporting on the financial
statements. Government officials and others will find accounting reports produced in
accordance with established standards to be more easily aggregated and used,
particularly if they are concerned with the meaningfulness of the numbers for the
purposes of economic planning, market analysis and the like. All of these factors
have been important determinants of the establishment of accounting standards.

4. NEED FOR ACCOUNTING STANDARDS

Different groups of people, wholly divorced from the management of an
enterprise, are interested in reading and using the published financial statements of
the enterprise because these groups of people have a legitimate interest in its affairs.
In many cases they have a legal right to the information supplied to them. People with
an interest in the affairs of enterprises include shareholders and potential
shareholders; suppliers and potential suppliers of debt capital; trade creditors
including suppliers of goods and services, customers, employees, officials of the
income tax department and numerous other government interests.

All these people have an interest, in ensuring that the financial statements they
use, and upon which they rely, present a true and fair picture of the position and
progress of the enterprise. The basis of presentation should be consistent with that
used in the past by the enterprise and be comparable with what is being done by
other similar enterprises. In some cases the “outsider” will be supplied with special
purpose financial statements over and above the generally available published
annual report.

The stability of our economic system depends upon the confidence that user
groups have in the fairness and reliability of the financial statements on which they
rely. It is the function of accounting standards to create this general sense of
confidence by providing a structural framework within which credible financial
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statements can be produced. Accounting standards deal mainly with the system of
financial measurement and disclosure used in producing a set of fairly presented
financial statements. They can thus be thought of as a system of measurement and
disclosure rules.

Indeed, accounting standards are more than just a skeleton or a framework
defining what should be done in preparing financial statements. They also draw the
boundaries within which acceptable conduct lies and in that, and many other
respects, they are similar in nature to laws.

Management is free to develop its own internal standards of financial reporting, for
use in the preparation of the financial statements and that it uses in planning, directing,
and controlling the operations of the enterprise. However, the financial statements
produced by management for the use of external users are employed by such users in
making assessments that are of direct concern to management. Thus, among other
things, published financial statements help in measuring the effectiveness of
management’s stewardship. They help in assessing its skill in maintaining and
improving the profitability of the company, they depict the progress of the company, its
solvency and liquidity, and generally they are an important factor in assessing the
effectiveness of management’s performance of its duties and of its leadership. Thus,
published financial statements are likely to have an important influence on
management’s rewards and on the value of its shareholdings in the enterprise.

Accounting standards are also vitally important in resolving potential conflicts of
financial interest among the various external groups that use and rely upon published
financial statements. Such conflicts of interest are frequent and real. Thus, for
example, potential shareholders and existing actual shareholders may have opposite
interest in assessing the profitability and the value of a company. Potential
shareholders are likely to be dismayed if they buy shares on the strength of published
financial reports which later turn out to have been optimistic. Present shareholders
who sell under such circumstances are likely to be more satisfied with the outcome,
and certainly more satisfied than if they retain holdings on the strength of unduly
optimistic financial reports.

There may also be potential conflicts of interest between shareholder and
creditors in the case of a company that is running into financial difficulties; and
shareholders, employees, customers and suppliers, frequently have conflicting
interests in the outcome of the measures of a company’s economic performance.

Thus, accounting standards can be seen as providing an important mechanism to
help in the resolution of potential financial conflicts of interest between the various
important groups in society. It follows that it is essential that accounting standards
should command the greatest possible credibility among all of these different groups.

5. SCOPE OF ACCOUNTING STANDARDS

Every effort has been made to issue accounting standards which are in
conformity with the provisions of the applicable laws, customs, usages and business
environment of our nation. However, if due to subsequent amendments in the law, a
particular accounting standard is found to be not in conformity with such law, the
provision of the said law will prevail and the financial statements should be prepared
in conformity with such law.
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The accounting standards by their very nature cannot and do not override the
local regulations which govern the preparation and presentation of financial
statements in our country. However, the Institute (ICAI) will determine the disclosure
requirements to be made in the financial statements and auditor’s reports. Such
disclosure may be by way of appropriate notes explaining the treatment of particular
items. Such explanatory notes will only be in the nature of clarification and therefore,
need not be treated as adverse comments on the related financial statements.

The accounting standards are intended to apply to items which are material. Any
limitations with regard to the applicability of a specific standard will be made clear by
the Institute from time to time. The date from which a particular standard will come into
effect, as well as the class of enterprises to which it will apply, will also be specified by
the Institute. However, no standard will have retroactive application, unless otherwise
stated. The Institute will use its best endeavours to persuade the Government,
appropriate authorities, industrial and business community to adopt these standards in
order to achieve uniformity in the presentation of financial statements.

In formulation of Accounting Standards, the emphasis would be on laying down
accounting principles and not detailed rules for application and implementation
thereof.

The Accounting Standards Board may consider any issue requiring interpretation
on any Accounting Standard. Interpretations will be issued under the authority of the
Council. The authority of Interpretation is the same as that of Accounting Standard to
which it relates.

6. COMPLIANCE OF ACCOUNTING STANDARDS

The preparation of financial statements with adequate disclosures, as required by
the accounting standards, is the responsibility of the management of the organisation.
Statutes governing certain enterprises require that the financial statements should be
prepared in compliance with the Accounting Standards, e.g., the Companies Act,
1956 (Section 211). Financial Statements cannot be described as complying with the
Accounting Standards unless they comply with all the requirements of each
applicable Standard. It is the responsibility of the auditor to form his opinion and to
report on such financial statements. The auditor while discharging his attest functions
has to ensure that the accounting standards have been implemented in the
presentation of financial statements covered by the auditors’ report. It is his
responsibility to disclose any deviations from such standards so that the users of the
statements may be aware of such deviations. The Accounting Standards will be
mandatory from the respective date(s) mentioned in the Accounting Standard(s).

As per Section 211(3A) of the Companies Act, 1956 every profit and loss account
and balance sheet of the company shall comply with the accounting standards.
Section 211(3B) specifies that where the profit and loss account and balance sheet of
the company do not comply with the accounting standards, such company shall
disclose in its profit and loss account and balance sheet the following information:

() the deviations from accounting standards;
(b) the reasons for such deviations; and
(c) the financial effects if any, arising due to such deviation.
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It is expected that the compliance of the accounting standards by all concerned
will improve the quality of presentation of financial statements and will also ensure an
increasing degree of uniformity. It will also lead to provision of necessary information
for proper understanding of the financial statements of the business organisations.

7. ACCOUNTING STANDARDS BOARD

Recognizing the need to harmonize the diverse accounting policies and practices
at present in use in India and keeping in view the International developments in the
field of accounting, the Council of the Institute of Chartered Accountants of India
constituted the Accounting Standards Board (ASB) in April, 1977.

The following are the objectives of the Accounting Standards Board:

() To conceive of and suggest areas in which Accounting Standards need to be
developed.

(ii) To formulate Accounting Standards with a view to assisting the Council of the
ICAI in evolving and establishing Accounting Standards in India.

(i) To examine how far the relevant International Accounting Standard/
International Financial Reporting Standard can be adapted while formulating
the Accounting Standard and to adapt the same.

(iv) To review, at regular intervals, the Accounting Standards from the point of
view of acceptance or changed conditions, and, if necessary, revise the
same.

(v) To provide, from time to time, interpretations and guidance on Accounting
Standards.

(vi) To carry out such other functions relating to Accounting Standards.

The main function of the ASB is to formulate Accounting Standards so that such
standards may be established in India. While formulating the Accounting Standards,
the ASB will take into consideration the applicable laws, customs, usages and
business environment prevailing in India.

The Accounting Standards are formulated under the authority of the Council of
the ICAIL. The ASB has also been entrusted with the responsibility of propagating the
Accounting Standards and of persuading the concerned parties to adopt them in the
preparation and presentation of financial statements. The ASB will provide
interpretations and guidance on issues arising from Accounting Standards. The ASB
will also review the Accounting Standards at periodical intervals and, if necessary,
revise the same.

The composition of the ASB is broad-based with a view to ensuring participation
of all interest-groups in the standard-setting process. These interest-groups include
industry, representatives of various departments of government and regulatory
authorities, financial institutions and academic and professional bodies.

8. ACCOUNTING STANDARDS

In India the Central Government in consultation with the National Committee on
Accounting Standards (NACAS) has issued the Companies (Accounting Standards)
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Rules 2006. Under this Rules, Accounting Standards (i.e. 1 to 7 and 9 to 29) have
been notified: In addition, the Ministry of Corporate Affairs has notified convergence
of 35 Indian Accounting Standards with International Financial Reporting Standards
(henceforth called IND AS) on February 25, 2011. These are - IND ASs 1, 2, 7, 8, 10,
11, 12, 16, 17, 18, 19, 20, 21, 23, 24, 27, 28, 29, 31, 32, 33, 34, 36, 37, 38, 39, 40,
101, 102, 103, 104, 105, 106, 107 and 108. These Accounting Standards are yet to
be enforced.

The following are the Accounting Standards issued under Companies

(Accounting Standards) Rules 2006:

Accounting Standard (AS-1)

Disclosure of Accounting Policies

Accounting Standard (AS-2)

Valuation of Inventories

Accounting Standard (AS-3)

Cash Flow Statement

Accounting Standard (AS-4)

Contingencies and Events Occurring after the
Balance Sheet Date

Accounting Standard (AS-5)

Net Profit or Loss for the Period, Prior Period
Items and Changes in Accounting Policies

Accounting Standard (AS-6)

Depreciation Accounting

Accounting Standard (AS-7)

Construction Contracts

Accounting Standard (AS-9)

Revenue Recognition

Accounting Standard (AS-10)

Accounting for Fixed Assets

Accounting Standard (AS-11)

The Effects of Changes in Foreign Exchange
Rates

Accounting Standard (AS-12)

Accounting for Government Grants

Accounting Standard (AS-12)

Accounting for Investments

Accounting Standard (AS-14)

Accounting for Amalgamations

Accounting Standard (AS-15)

Employee Benefits

Accounting Standard (AS-16)

Borrowing Costs

Accounting Standard (AS-17)

Segment Reporting

Accounting Standard (AS-18)

Related Party Disclosures

Accounting Standard (AS-19)

Leases

Accounting Standard (AS-20)

Earnings Per Share

Accounting Standard (AS-21)

Consolidated Financial Statements

Accounting Standard (AS-22)

Accounting for Taxes on Income.

Accounting Standard (AS-23)

Accounting for Investments in Associates.

Accounting Standard (AS-24)

Discontinuing Operations.
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Accounting Standard (AS-25) Interim Financial Reporting.

Accounting Standard (AS-26) Intangible Assets.

Accounting Standard (AS-27) Financial Reporting of Interest in Joint Ventures

Accounting Standard (AS-28) Impairment of Assets

Accounting Standard (AS-29) Provisions, Contingent Liabilities and Contingent
Assets.

A brief discussion of the above Accounting Standards issued under the
Companies (Accounting Standards) Rules 2006 is given below:

AS-1 - Disclosure of Accounting Policies

This standard deals with the disclosure of significant accounting policies followed in
the preparation and presentation of financial statements. The purpose of this standard
is to promote better understanding of financial statements by establishing the
disclosure of significant accounting policies in the financial statements and the manner
of doing so. Compliance with this standard should go a long way in facilitating a more
meaningful comparison between financial statements of different enterprises.

The views presented in the statements of an enterprise of its state of affairs and
of the profit or loss account can be significantly affected as the accounting policies
followed vary from enterprise to enterprise.

All significant accounting policies adopted in the preparation and presentation of
financial statements should be disclosed. The disclosure of the significant accounting
policies as such should form part of the financial statements and the significant
accounting policies should normally be disclosed in one place. Any change in the
accounting policies which has a material effect in the current period or which is
reasonably expected to have a material effect in later periods should be disclosed. In
the case of a change in accounting policies which has a material effect in the current
period, the amount by which any item in the financial statements is affected by such
change should also be disclosed to the extent ascertainable. Where such amount is
not ascertainable, wholly or in part, the fact should be indicated. If the fundamental
accounting assumptions, viz. going concern, consistency and accrual are followed in
financial statements, specific disclosure is not required. If a fundamental accounting
assumption is not followed, the fact should be disclosed. The primary consideration is
that the financial statements should give a true and fair view of the firm’s income and
financial position.

AS-2 - Valuation of Inventories

Inventories generally constitute the second largest item after fixed assets, in the
financial statements particularly of manufacturing organisations. The value attached
to inventories can materially affect the operating results and the financial position.
However, different basis of valuing inventories are used by different businesses and
even by different undertakings within the same trade or industry. The primary issue in
accounting for inventories is the determination of the value at which inventories are
carried in the financial statements until the related revenues are recognised.
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Inventories are defined as assets (a) held for sale in the ordinary course of
business; (b) in the process of production for such sale; or (c) in the form of materials
or supplies to be consumed in the production process or in the rendering of services.
Inventories are thus classified as goods purchased and held for resale; finished
goods produced or work-in-progress being produced by the enterprise and include
materials, maintenance supplies, consumables and loose tools to be used in the
production process. Net realizable value is the estimated selling price in the ordinary
course of business less the estimated cost of completion and the estimated costs
necessary to make the sale.

The standard specifies that inventories should be valued at the lower of cost or
net realizable value. The cost of inventories means the historical cost and comprises
(i) all cost of purchase, (ii) cost of conversion and (iii) other costs incurred to bring the
inventories to their present location and condition. However, the following costs are
excluded from the cost of inventories and are treated as expenses of the period in
which they are incurred: (i) abnormal amounts of wasted materials, labour or other
production costs; (ii) storage costs; (ii) administrative overheads that do not
contribute to bringing the inventories to their present location and condition and (iv)
selling and distribution costs.

The standard specifies the following cost formula for determining the historical
cost of inventories: (i) Specific identification cost (ii) First-In-First Out and (iii) Weighted
average cost.

Net realizable value should be used for valuing inventories that are damaged or
that have become wholly or partially obsolete or if their selling price has declined. The
practice of writing down inventories below cost to net realizable value is consistent
with the view that assets should be carried in excess of amounts expected to be
realised from their sale or use. When there has been a decline in the price of
materials and it is estimated that the cost of finished products will exceed net
realisable value, the materials are written down to net realizable value. In such case,
the replacement cost of materials may be the best available measure for their net
realizable value.

The standard specifies that the following disclosures should be made in the
financial statements: (a) the accounting policies adopted in measuring inventories;
including the cost formulas used; and (b) the total carrying amount of inventories and
its classification appropriate to the enterprise.

AS-3 - Cash Flow Statements

Accounting Standard-3 recommends that listed companies and other industrial
commercial and business enterprises will have to provide to their shareholders and
public in general, as the case may be, a cash flow statement along with balance
sheet and income statement. Cash flow statement provides information that enables
users to evaluate the changes in net assets of an enterprise, its financial structure
and its ability to affect the amounts and timing of cash flows in order to adapt to
changing circumstances and opportunities. The standard lays down the procedures
and guidelines for the preparation and presentation of cash flow statements. It states
that the statement should report cash flows during the period classified by operating,
investing and financing activities. Cash flows from operating activities may be
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reported using either (a) direct method whereby major classes of gross cash receipts
and gross cash payments are disclosed; or (b) indirect method, whereby net profit or
loss is adjusted for the effects of transactions of a non-cash nature, any deferrals or
accruals of past or future operating cash receipts or payments and items of income or
expenses associated with investing or financing cash flows. An enterprise should
report separately major classes of gross receipts and gross payments arising from
investing and financing activities except for certain cash flows which may be reported
on a net basis. Cash flows arising from the following operating, investing or financing
activities may be reported on a net basis: (a) cash receipts and payments on behalf
of customers when the cash flows reflect the activities of the customer rather than
those of the enterprise, (b) cash receipts and payments for items in which the
turnover is quick, the amounts are large, and the maturities are short. Cash flows
arising from each of the following activities of a financial enterprise may also be
reported on a net basis: (a) cash receipts and payments for the acceptance and
repayment of deposits with a fixed maturity date; (b) the placement of deposits with
and withdrawal of deposits from other financial enterprises and (c) cash advances
and loans made to customers and the repayment of those advances and loans.

Cash flows arising from transactions in a foreign currency should be recorded in
an enterprise’s reporting currency by applying to the foreign currency amount the
exchange rate between the reporting currency and foreign currency at the date of the
cash flow. The cash flows associated with extra ordinary item should be classified as
arising from operating, investing and financing activities as appropriate and
separately disclosed. This treatment would enable the users to understand their
nature and effect on the present and future cash flows of the enterprise. Cash flows
from interest and dividends received and paid should each be disclosed separately.
Cash flows arising from taxes and income should be separately disclosed and should
be classified as cash flows from operating activities unless they can be specifically
identified with financing and investing activities. Investing and financing transactions
that do not require the use of cash or cash equivalents should be excluded from the
cash flow statement. Such transactions should be disclosed elsewhere in the
financial statements in a way that provides all the relevant information about these
investing and financing activities. An enterprise needs to disclose the components of
cash and cash equivalents and should present a reconciliation of the amounts in its
cash flow statement with the equivalent items reported in the balance sheet.

AS- 4 — Contingencies* and Events Occurring after the Balance Sheet Date

*(Pursuant to AS 29, Provisions, Contingent Liabilities and Contingent Assets,
becoming mandatory, all the relevant portions of this Standard that deal with
contingencies stand withdrawn except to the extent they deal with impairment of
assets not covered by other Indian Accounting Standards.)

Events that occur between the balance sheet date and the date on which the
financial statements are prepared are referred to as events occurring after the
balance sheet date. Such events are classified into two categories: (i) events
occurring after balance sheet date that provide further evidence to the conditions
which were prevailing on the balance sheet date and (ii) events occurring after the
balance sheet date that are indicative of the conditions which occur subsequent to
the balance sheet date.
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The standard requires adjustment of assets and liabilities in the case of events of
the first type and only disclosure in the case of events of the second type. However,
dividends declared after the balance sheet date have to be adjusted in the accounts.
Proper disclosure of events and their financial effect must be made in the financial
statements.

AS-5- Net Profit or Loss for the Period, Prior Period Items and Changes in
Accounting Policies

The standard ensures uniform classification and disclosure of certain items so
that profit and loss statement may be prepared on uniform basis and thereby
facilitating inter-period and inter-firm comparisons. The standard recommends that all
items of income and expense which are recognised in a period should be included in
the determination of net profit or loss for the period. While arriving at the net profit,
extraordinary items and the effects of changes in accounting estimates should also
be incorporated. The profit and loss statement should disclose clearly the profit or
loss from ordinary activities and extraordinary activities. Extraordinary items should
be disclosed in the statement of profit and loss in a manner that its impact on current
profit or loss can be perceived. However, such amounts are part of the net profit or
loss for the period. When the items of income and expense within profit or loss from
ordinary activities are of such size, nature or the incidence of their disclosure is
relevant to explain the performance of the enterprise for the period, the nature and
amount of such items should be disclosed separately.

The standard requires that the nature and amount of prior period items should be
separately disclosed in the statement of profit and loss in a manner that their impact
on the current profit or loss can be perceived. The effect of a change in an accounting
estimate should be included in the determination of net profit or loss in (a) in the
period of the change, if the change affects the period only or (b) the period of the
change and future periods, if the change affects both. A change in an accounting
policy should be made only if the adoption of a different accounting policy is required
by stature or for compliance with an accounting standard or if it is considered that the
change would result in a more appropriate presentation of the financial statements of
the enterprise. A more appropriate presentation of events or transactions in the
financial statements occurs when the new accounting policy results in more relevant
or reliable information about the financial positions, performance or cash flows of the
enterprise. Any change in an accounting policy which has a material effect should be
disclosed in the financial statements.

AS-6 - Depreciation Accounting

This accounting standard makes recommendation in respect of accounting
treatment of matters such as allocation of depreciable amount, estimation of useful
life of a depreciable asset, change in the depreciation policy, change of historical cost
of depreciable asset, revaluation of depreciable asset etc. The standard recommends
that depreciation on depreciable asset should be allocated on a systematic basis to
each accounting period during the useful life of the asset. The depreciation method
selected should be applied consistently from period to period. A change in one
method of providing depreciation to another method should be made only if the
adoption of the new method is required by statute or for compliance with the
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accounting standard or if it is considered that the change would result in a more
appropriate preparation or presentation of financial statements. When a change in the
method of depreciation is made depreciation should be recalculated in accordance
with the new method from the date of the asset coming into use. The deficiency or
surplus arising from retrospective recomputation of depreciation in accordance with
the new method should be adjusted in the accounts in the year in which the method
of depreciation is changed. The depreciation method should be selected on the basis
of expected physical wear and tear of assets, obsolescence, legal or statutory limits
on use of the asset. If any depreciable asset is disposed of, discarded or demolished
or destroyed, the net surplus or deficiency should be disclosed in the financial
statements. The following information should be disclosed in the financial statement:
(i) historical cost or other amount substituted for historical cost of each class of
depreciable asset; (ii) total depreciation for the period for each class of assets; (iii) the
related accumulated depreciation; (iv) depreciation methods used; and (V)
depreciable rates or the useful life of the assets, if they are different from the principal
rates specified in Schedule XIV.

AS-7 - Construction Contracts

The objective of this Accounting Standard is to prescribe the accounting
treatment of revenue and costs associated with construction contracts. The Standard
prescribes only percentage of completion method for recognising the revenue, which
justifies the accrual system of accounting.

A construction contract is a contract specifically negotiated for the construction of
an asset or a combination of assets that are closely interrelated or interdependent in
terms of their design, technology and function or their ultimate purpose or use.

Construction contracts are formulated in a number of ways which for the
purposes of this standard are classified as fixed price contracts and cost plus
contracts. Some construction contracts may be a mix of both a fixed price contract
and a cost plus contract.

Combination and Segmenting Construction Contracts

When a contract covers a number of assets, the construction of each asset
should be treated as a separate construction contract when:

(a) separate proposals have been submitted for each asset;

(b) each asset has been subject to separate negotiation and the contractor and
customer have been able to accept or reject that part of the contract relating
to each asset; and

(c) the costs and revenues of each asset can be identified.

A group of contracts, whether with a single customer or with several customers,
should be treated as a single construction contract when:

(a) the group of contracts is negotiated as a single package;

(b) the contracts are so closely interrelated that they are, in effect, part of a
single project with an overall profit margin; and

(c) the contracts are performed concurrently or in a continuous sequence.
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A contract may provide for the construction of an additional asset at the option of
the customer or may be amended to include the construction of an additional asset.
The construction of the additional asset should be treated as a separate construction
contract when:

(a) the asset differs significantly in design, technology or function from the asset
covered by the original contract; or

(b) the price of the asset is negotiated without regard to the original contract
price.
Contract Revenue

Contract Revenue should comprise the initial amount of revenue e agreed as per
contract and variations in contract work, claims and incentive payments .

Contract Costs

Contract costs should comprise:
(a) costs that relate directly to the specific contract;

(b) costs that are attributable to contract activity in general and can be allocated
to the contract; and

(c) such other costs as are specifically chargeable to the customer under the
terms of the contract.

Recognition of Contract Revenue and Expenses

When the outcome of a construction contract can be estimated reliably, contract
revenue and contract costs associated with the construction contract should be
recognised as revenue and expenses respectively by reference to the stage of
completion of the contract activity at the reporting date. Any expected loss on the
construction contract should be recognised immediately as an expense.

The recognition of revenue and expense by reference to the stage of completion
of a contract is often referred to as percentage of completion method. Under this
method, contract revenue is matched with the contract costs incurred in reaching the
stage of completion, resulting in the reporting of revenue, expenses and profit which
can be attributed to the proportion of work completed. This method provides useful
information on the extent of contract activity and performance during a period.

Recognition of Expected Losses

When it is probable that total contract cost will exceed total contract revenue, the
expected loss should be recognised as an expense immediately.

An enterprise should disclose:

(a) the amount of contract revenue recognised as revenue in the period;

(b) the methods used to determine the contract revenue recognised in the
period; and

(c) the methods used to determine the stage of completion of contracts in
progress.
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AS-8 - Accounting for Research and Development
Note: Withdrawn pursuant to AS 26 becoming mandatory.
AS-9 - Revenue Recognition

This standard deals with the basis for recognition of revenue in the statement of
profit and loss of an enterprise. It lays down the conditions to recognise revenue by
sale of goods, rendering of services, resources yielding interest, royalties and
dividends. Revenue should be recognised for sale of goods or services only when the
collection is reasonably assured and (i) the property in goods is transferred from
seller to buyer (ii) there is no uncertainty regarding the amount of consideration that
will be realised from sale of goods. In the case of services rendered either completed
service contract method or proportionate service contract method may be adopted for
revenue recognition. In the case of revenue by way of interest, the credit is taken on
a time proportion basis taking into account the amount outstanding and the rate
applicable. In the case of royalties, revenue is recognised on approval basis in
accordance with the terms of the relevant agreement. The revenue is recognised for
dividend once the right to receive dividend is established.

AS-10 - Accounting for Fixed Assets

Financial statements disclose information regarding fixed assets such as land
and building, plant and machinery, vehicles, furniture and fittings, goodwill, patents,
trade marks and designs etc. This standard deals with accounting for these fixed
assets. The cost of fixed asset should comprise its purchase price and any
attributable cost of bringing the asset to its working condition for its intended use. Any
trade discounts and rebates are deducted in arriving at the purchase price. Finance
cost relating to borrowed funds upto the completion of construction or acquisition of
assets are also included in the cost of asset. Administrative and other general
overhead expenses are usually excluded from the cost of fixed assets. In case of self
constructed assets, only direct costs are included in the cost of the asset. In an
exchange of asset, the cost of assets given up should be taken as the value of new
asset. Sometimes, market value of such assets is also taken when circumstances
permit. Subsequent expenditures related to an item of fixed asset should be added to
its book value only if they increase the future benefits from the existing asset. Fixed
asset should be eliminated from the financial statements on disposal or when no
further benefit is expected from its use.

On revaluation of assets in books, the asset at net value is revalued and similar
increase in gross value is made without changing depreciation figure. When a fixed
asset is revalued upwards, accumulated depreciation existing at the date of
revaluation should not be credited to profit and loss account. An increase in net book
value arising on revaluation of fixed assets should be credited directly to owner’s
interest under revaluation reserve and should not be used for any purpose except to
write off decrease in value of assets. The following information should be disclosed in
the financial statements:

(i) Gross and net book values of fixed assets at the beginning and at the end of
the accounting period-showing additions, disposals, acquisition etc.
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(iiy Proper disclosure should also be made regarding expenditures incurred in
the course of construction or acquisition.

(i) Information in respect of revalued assets should include revalued amount
substituted for historical cost of fixed assets, the method adopted to compute
the revalued amounts, the nature of indices used, the year of any appraisal
made and whether an external valuer was involved etc.

AS-11 - The Effects of Changes in Foreign Exchange Rates

This Standard should be applied in accounting for transactions and balances in
foreign currencies and in translating the financial statements of foreign operations.

A foreign currency transaction should be recorded, on initial recognition in the
reporting currency, by applying to the foreign currency amount the exchange rate
between the reporting currency and the foreign currency at the date of the transaction.

At each balance sheet date reporting should be made as follows:
(a) foreign currency monetary items should be reported using the closing rate.

(b) non-monetary items which are carried in terms of historical cost denominated
in a foreign currency should be reported using the exchange rate at the date
of the transaction; and

(c) non-monetary items which are carried at fair value or other similar valuation
denominated in a foreign currency should be reported using the exchange
rates that existed when the values were determined.

Exchange differences arising on the settlement of monetary items or on reporting
an enterprise’s monetary items at rates different from those at which they were
initially recorded during the period, or reported in previous financial statements,
should be recognised as income or as expenses in the period in which they arise.
However, exchange differences arising on a monetary item that, in substance, forms
part of an enterprise’s net investment in a non-integral foreign operation should be
accumulated in a foreign currency translation reserve in the enterprise’s financial
statements until the disposal of the net investment, at which time they should be
recognised as income or as expenses. On the disposal of a non-integral foreign
operation, the cumulative amount of the exchange differences which have been
deferred and which relate to that operation should be recognised as income or as
expenses in the same period in which the gain or loss on disposal is recognised.

The method used to translate the financial statements of a foreign operation
depends on the way in which it is financed and operates in relation to the reporting
enterprise. For this purpose, foreign operations are classified as either "integral
foreign operations" or "non-integral foreign operations".

When there is a change in the classification of a foreign operation, the translation
procedures applicable to the revised classification should be applied from the date of
the change in the classification.

An enterprise may enter into a forward exchange contract or another financial
instrument that is in substance a forward exchange contract, which is not intended for
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trading or speculation purposes, to establish the amount of the reporting currency
required or available at the settlement date of a transaction. The premium or discount
arising at the inception of such a forward exchange contract should be amortised as
expense or income over the life of the contract. Exchange differences on such a
contract should be recognised in the statement of profit and loss in the reporting
period in which the exchange rates change. Any profit or loss arising on cancellation
or renewal of such a forward exchange contract should be recognised as income or
as expense for the period.

An enterprise should disclose:

(a) the amount of exchange differences included in the net profit or loss for the
period and

(b) net exchange differences accumulated in foreign currency translation reserve
as a separate component of shareholders’ funds, and a reconciliation of the
amount of such exchange differences at the beginning and end of the period.

AS-12 - Accounting for Government Grants

Government grants are assistance by Government in cash or kind to an
enterprise for past or future compliances with certain conditions. Such grants are
sometimes called by other names such as subsides, cash incentives, duty drawback
etc. There are two approaches to the treatment of Government grants. The first one
is ‘capital approach’ under which a grant is treated as part of the shareholders’ funds
and the second is the ‘income approach’ under which a grant is taken to income over
one or more periods. Government grants related to specific fixed assets should be
presented in the balance sheet by showing the grant as deduction from the gross
value of the assets. Where the grant covers the total cost of the assets, the assets
should be shown in the balance sheet at a nominal value. Alternatively, the grant may
be treated as deferred income and allocated in the profit and loss account over the
useful life of the assets. Grants related to non-depreciable asset should be credited to
capital reserve.

Government grants related to revenue should be recognised on a systematic
basis in the profit and loss account over the periods necessary to match them with
related costs which they are intended to compensate. Government grants of the
nature of promoters’ contribution should be credited to capital reserve and treated as
a part of shareholders’ funds. The standard recommends the following disclosures in
the financial statements: (i) the accounting policy adopted for government grants,
including the methods of presentation of financial statements; (ii) the nature and
extent of government grants recognised in the financial statements, including grants
of non-monetary assets given at a concessional rate or free of cost.

AS-13 - Accounting for Investments

The standard deals with accounting for investments in the financial statement of
enterprises and related disclosures. Investments are assets held by an enterprise for
earning income by way of dividends, interest and rentals for capital appreciation or for
other benefits to the investing enterprise. Assets held as stock-in-trade are not
investments. An enterprise should disclose current investments and long-term
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investments distinctly in its financial statements. The cost of an investment should
include acquisition charges such as brokerage, fees and duties. If an investment is
acquired, or partly acquired, by issue of shares or other securities, the acquisition
cost should be the fair value of the securities issued. If an investment is acquired in
exchange for another asset, the acquisition cost of the investment should be
determined by reference to the fair value of asset given up.

Investments classified as current investments should be stated at lower of cost
and fair value while long-term investments be stated at cost with provision for
diminution to recognise a decline. Any reduction in the carrying amount and any
reversals of such reductions should be charged or credited to the profit and loss
statement. On disposal of an investment, the difference between the carrying amount
and net disposal proceeds should be charged or credited in the profit and loss
statement. When disposing of a part of the holding of an individual investment, the
carrying amount should be allocated to that part and is to be determined on the basis
of the average carrying amount of the total holding of the investment. The standard
requires the disclosure of accounting policies for determination of carrying amounts of
investments, classification of investments, the amount included in the income
statement in respect of interest, dividends, rentals on investments, profits and losses
on sale of current and long-term investments.

AS-14 - Accounting for Amalgamations

This standard deals with accounting for amalgamations and treatment of any
resultant goodwill or reserves. The standard classifies amalgamation into two categories
i.e. () amalgamation in the nature of merger and (i) amalgamation in the nature of
purchase. In the first category where there is genuine pooling not merely of assets and
liabilities of the amalgamating companies but also of the shareholders’ interests and of
the business of these companies. In the second category are those amalgamations
which are in effect a mode by which one company acquires another company and as a
consequence, the shareholders of the company which is acquired, normally do not
continue to have proportionate share in the equity of the combined company. Also the
business of the company which is acquired is not intended to be continued.

When an amalgamation is in the nature of merger, it should be accounted for
under the pooling of interest method and an amalgamation in the nature of purchase,
the method is designated as purchase method. In preparing transferee company’s
financial statements under pooling interest method, the assets, liabilities and reserves
(whether capital or revenue or arising on revaluation) of the transferor company
should be recorded at their existing carrying amounts and in the same form as at the
date of the amalgamation. The difference between the amount recorded as share
capital issued and the amount of the share capital of the transferor company should
be adjusted in reserves. In preparing the transferee company’s financial statements,
under purchase method, the assets and liabilities of the transferor company should
be incorporated at their existing carrying amounts, or alternatively, the consideration
should be allocated to individual identifiable assets and liabilities on the basis of their
fair values at the date of amalgamation. The reserves whether capital or revenue or
arising on revaluation of the transferor company other than the statutory reserves,
should not be included in the financial statements of the transferee company. Any
excess of the amount of consideration over the value of net assets of the transferor
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company acquired by the transferee company should be recognised in the balance
sheet of the transferee company as goodwill and if the amount of consideration is
lower than the net value of assets, the difference is to be treated as capital reserve.

AS-15 -

Employee Benefits

This Standard prescribes accounting and disclosure for all employee benefits,
except employee share-based payments.

The Standard specifies the following four categories of employee benefits:

(i)

(i)

(i)

(iv)

Short-term employee benefits, such as wages, salaries and social security
contributions (e.g., contribution to an insurance company by an employer to
pay for medical care of its employees), paid annual leave, profit- sharing and
bonuses (if payable within twelve months of the end of the period) and non-
monetary benefits (such as medical care, housing, cars and free or
subsidised goods or services) for current employees. The Standard requires
that an enterprise should recognise the undiscounted amount of short-term
employee benefits when an employee has rendered service in exchange for
those benefits.

Post-employment benefits, such as gratuity, pension, other retirement
benefits, post-employment life insurance and post-employment medical care.
These are classified as either defined contribution plans or defined benefit
plans depending on the economic substance of the plan. Under defined
contribution plans, the enterprise's obligation is limited to the amount that it
agrees to contribute to the fund and in consequence, actuarial risk (that benefits
will be less than expected) and investment risk (that assets invested will be
insufficient to meet expected benefits) fall on the employee. All other post-
employment benefit plans are defined benefit plans. Accounting for defined
benefit plans is complex because actuarial assumptions are required to
measure the obligation and the expense and there is a possibility of actuarial
gains and losses. Moreover, the obligations are measured on a discount
basis since they may be settled in many years after the employees render
the related service. Defined benefit plans may be unfunded, or they may be
wholly or partly funded by contributions by an enterprise.

Other long-term employee benefits, including long-service leave or sabbatical
leave, jubilee or other long-service benefits, long-term disability benefits and, if
they are not payable wholly within twelve months after the end of the period,
profit-sharing, bonuses and deferred compensation. The Standard requires a
simplified method of accounting for other long-term employee benefits than
for post-employment benefits by requiring that past service cost should be
recognised immediately

Termination benefits. Termination benefits are employee benefits payable as
a result of either: an enterprise's decision to terminate an employee's
employment before the normal retirement date; or an employee's decision to
accept voluntary redundancy in exchange for those benefits (voluntary
retirement).
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AS-16 - Borrowing Cost

Borrowing costs are interest and other costs incurred by an enterprise in
connection with borrowing of funds e.g. interest and commitment charges on bank
borrowings and other short-term and long-term borrowings; amortization of discounts
or premiums relating to borrowings; amortization of ancillary costs incurred in
connection with the arrangement of borrowings etc.

Borrowing costs that are directly attributable to the acquisition, construction or
production of qualifying asset should be capitalised as part of the cost of that asset.
Other borrowing costs should be recognised as an expense in the period in which
they are incurred. To the extent that funds are borrowed especially for the purpose of
obtaining a qualifying asset, the amount of borrowing cost eligible for capitalization on
that asset should be determined as the actual borrowing costs incurred on that
borrowing. To the extent that funds are borrowed generally and used for the purpose
of obtaining a qualifying asset, the amount of borrowing costs eligible for
capitalization should be determined by applying a capitalization rate to the
expenditure on that asset. The capitalization rate would be the weighted average of
the borrowing costs applicable to the borrowings of the enterprise that are
outstanding during the period, other than borrowings made specifically for the
purpose of obtaining a qualifying asset. The amount of borrowing costs capitalized
during a period should not exceed the amount of borrowing costs incurred during that
period. When the carrying amount or the expected ultimate cost of the qualifying
asset exceeds its recoverable amount or net realizable value, the carrying amount is
written down or written off in accordance with requirements of other accounting
demands. In certain circumstances, the amount of the written down or written off is
written back in accordance with those of other accounting standards.

Capitalisation of borrowing costs should be suspended during the extended
period in which active development is interrupted. Capitalization of borrowing costs
should cease when substantially all the activities necessary to prepare the qualifying
asset for its intended use or sale are complete. When the construction of a qualifying
asset is completed in parts and a completed part is capable of being used while
construction continues for the other parts, capitalization of borrowing costs in relation
to a part should cease when substantially all the activities necessary to prepare that
part for its intended use or sale are complete. The financial statements should
disclose (a) the accounting policy adopted for borrowing costs and (b) the amount of
borrowing costs capitalized during the period.

AS-17 - Segment Reporting

The objective of this standard is to establish principles for reporting financial
information, about the different types of products and services an enterprise produces
and the different geographical areas in which it operates. The standard is applied in
presenting general purpose financial statements. The dominant source and nature of
risks and returns of an enterprise should govern whether its primary segment
reporting format will be business segments or geographical segments. If the risks and
returns of an enterprise are affected predominantly by differences in the products and
services it produces, its primary format for reporting segment information should be
business segments, with secondary information reported geographically. Similarly, if
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the risks and returns of the enterprise are affected predominantly by the fact that it
operates in different countries or other geographical areas; its primary format for
reporting segment information should be geographical segments, with secondary
information reported for groups or related products and services.

Internal organisation and management structure of an enterprise and its system
of internal financial reporting to the board of directors and the chief executive officer
should normally be the basis for identifying the predominant source and nature of
risks and differing rates of return facing the enterprise. Business and geographical
segments of an enterprise for external reporting purposes should be those
organizational units for which information is reported to the board of directors and to
the chief executive officer for the purpose of evaluating the units performance and for
making decisions about future allocation of resources.

A business segment or geographical segment should be identified as a
reportable segment if (a) its revenue from sales to external customers and from
transactions with other segment is 10 per cent or more of the total revenue, external
and internal of all segments; or (b) its segment result, whether profit or loss is 10 per
cent or more of (i) the combined result of all segments in profits or (ii) the combined
results of all segments in loss which is greater in absolute amount; or (c) its segment
assets are 10 per cent or more of the total assets of all segments.

A segment identified as a reportable segment in the immediately preceeding
period because it satisfied the relevant 10 per cent thresholds should continue to be a
reportable segment for the current period notwithstanding that its revenue result and
asset all no longer meet the 10 per cent thresholds. If a segment is identified as a
reportable segment in the current period because it satisfies the relevant 10 per cent
thresholds, preceding period segment data that is presented for comparative
purposes should, unless it is impracticable to do so, be restated to reflect the newly
reportable segment as a separate segment, even if that segment did not satisfy the
10 per cent thresholds in the preceding period.

Segment information should be prepared in conformity with the accounting
policies adopted for preparing and presenting the financial statements of the
enterprise as a whole. Assets and liabilities that relate jointly to two or more
segments if, and only if, their related revenues and expenses also are allocated to
those segments.

AS-18 - Related Party Disclosures

This standard is applied in reporting related party relationships and transactions
between a reporting enterprise and its related parties. Related partly disclosure
requirements do not apply in circumstances where providing such disclosure would
conflict with the reporting enterprise’s duties of confidentiality as specifically required
in terms of a statute or by any regulator. It is stated that no disclosure is required in
consolidated financial statements in respect of intra-group transactions. Also no
disclosure is required in the financial statement of state controlled enterprises as
regards related party relationship with other state controlled enterprises and
transactions with such enterprises.

If there have been transactions between related parties, during the existence of a
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related party relationship the reporting enterprise should disclose:

0)
(i)
(i)
(iv)
)

(Vi)

(Vi)

AS-19 -

the name of the transacting related party;

a description of the relationship between the parties;

description of the nature of the transactions;

volume of transactions either as an amount or as an appropriate proportion;

any other elements of the related party transactions necessary for an
understanding of the financial statements;

the amounts or appropriate propositions of outstanding items pertaining to
related parties at the balance sheet date and provision for doubtful debts due
from such parties at that date; and

the amounts written off or written back in the period in respect of debts due
from or to related parties. Iltems of a similar nature may be disclosed in
aggregate by type of related party.

Leases

The objective of this standard is to prescribe, for lessees and lessors, the
appropriate accounting policies and disclosures in relation to finance leases and
operating leases. A lease is classified as a finance lease if it transfers substantially all
the risks and rewards incident to ownership, titte may or may not eventually be
transferred. A lease is classified as an operating lease if it does not transfer
substantially all the risks and rewards incident to ownership.

Leases in the Financial Statement of Lessees

(@)

(b)

Financial Leases: In this case at the inception of a financial lease, the
leassee should recognise the lease as an asset and a liability. Such
recognition should be at an amount equal to the fair value of the leased asset
at the inception of the lease. However, if the fair value of the leased asset
exceeds the present value of the minimum lease payments from the stand
point of the lessee, the amount recorded as an asset and a liability should be
the present value of the minimum lease payments from the stand point of the
lessee. The lease payments should be apportioned between the finance
charge and the reduction of the outstanding liability. The finance charge
should be allocated to periods during the lease term so as to produce a
constant periodic rate of interest on the remaining balance of the liability of
each period. Also a finance lease gives rise to a depreciation expense for the
asset as well as finance expense for each accounting period. If there is no
reasonable certainty that the lessee will obtain ownership by the end of the
lease term, the asset should be fully depreciated over the lease term or its
useful life whichever is shorter.

Operating Leases: Lease payments under an operating lease should be
recognised as an expense in the statement of profit and loss on a straight
line basis over the lease term unless another systematic basis is more
representative of the time pattern of the user’s benefit.
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Leases in the Financial Statements of Lessors

(a) Finance Leases: The lessor should recognise assets given under a finance
lease in its balance sheet as a receivable at an amount equal to the net
investment in the lease. The recognition of finance income should be based
on a pattern reflecting a constant periodic rate of return on the net investment
of the lessor outstanding in respect of the finance lease.

(b) Operating Leases: The lessor should present an asset given under operating
lease in its balance sheet under fixed assets. The lease income from
operating leases should be recognised in the statement of profit and loss on
a straight line basis over the lease term, unless another systematic basis is
more representative of the time pattern in which benefit derived from the use
of the leased asset is diminished. The depreciation on leased assets should
be on a basis consistent with the normal depreciation policy of the lessor
company.

Sale and lease back transaction

If a sale and lease back transaction results in a finance lease, any excess or
deficiency of sales proceeds over the carrying amount should not be immediately
recognised as income or loss in the financial statements of a seller lessee, instead it
should be deferred and amortised over the lease term in proportion to the
depreciation of the leased asset. If a sale and leaseback transaction results in an
operating lease, and it is clear that the transaction is established at fair value, any
profit or loss should be recognised immediately.

AS-20 - Earnings Per Share

Earning per share (EPS) is a financial ratio that gives the information regarding
earnings available to each equity share. This accounting standard gives
computational methodology for determination and presentation of earnings per share.
An enterprise should present basic and diluted earning per share on the face of the
statement of profit and loss account for each class of equity shares that has a
different right to share in the net profit for the period. An enterprise should present
basic and diluted earning per share with equal prominence for all periods presented.
The standard also requires that an enterprise to present basic and diluted earnings
per share even if the amount disclosed are negative i.e. a loss per share.

Basic earning per share should be calculated by dividing the net profit or loss for
the period attributable to equity shareholders by the weighted average number of
equity shares outstanding during the period. For the purpose of calculating basic
earnings per share, the net profit or loss for the period attributable to equity
shareholders should be the net profit or loss for the period after deducting preference
dividends and any attributable tax thereto. For the purpose of calculating basic
earnings per share, the number of equity shares should be the weighted average
number of equity shares outstanding during the period. The weighted average
number of equity shares outstanding during the period reflects the fact that the
amount of shareholders’ capital may have varied during the period as a result of a
larger or lesser number of shares outstanding at any time. It is the number of equity
shares outstanding at the beginning of the period, adjusted by the number of equity
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shares bought back or issued during the period multiplied by the time-weighting
factor.

Diluted earnings per share is calculated when there are potential equity shares in
the capital structure of the enterprise. Potential equity share are those financial
instruments which entitle the holder to the right of equity shares like convertible
debentures, convertible preference shares, options warrants etc. For the purpose of
calculating diluted earnings per share, the net profit or loss for the period attributable
to equity shareholders and the weighted average number of shares outstanding
during the period should be adjusted for the effects of all dilutive potential equity
shares.

The weighted average number of equity shares outstanding during the period is
increased by the weighted average number of additional equity shares which would
have been outstanding assuming the conversion of all dilutive potential equity shares.

Potential equity shares should be treated as dilutive when, and only when, their
conversion to equity shares would decrease net profit per share from continuing
ordinary operations. Potential equity shares are anti-dilutive when their conversion to
equity shares would increase earnings per share from continuing ordinary activities or
decrease loss per share from continuing ordinary activities. The effects of anti-dilutive
potential equity shares are ignored in calculating diluted earnings per share.

An enterprise should also disclose the following:

() The amounts used as the numerators in calculating basic and diluted
earnings per share, and a reconciliation of those amounts to the net profit or
loss for the period;

(i) The weighted average number of equity shares used as the denominator in
calculating basic and diluted earnings per share, and a reconciliation of these
denominators to each other; and

(i) The nominal value of shares along with the earnings per share figures.
AS-21 - Consolidated Financial Statements

The objective of this standard is to lay down principles and procedures for
preparation and presentation of consolidated financial statements and for accounting
for investments in subsidiaries in separate financial statements. Consolidated
financial statements are presented by a parent (also known as holding enterprise) to
provide financial information about the economic activities of its group. Consolidated
financial statements are the financial statements of a group presented as those of a
single enterprise.

Consolidated financial statements normally include consolidated balance sheet,
consolidated statement of profit and loss, and notes, other statements and
explanatory material that form an integral part thereof. Consolidated cash flow
statement is presented in case a parent presents its own cash flow statement. The
consolidated financial statements are presented, to the extent possible, in the same
format as that adopted by the parent for its separate financial statements. In
preparing consolidated financial statements, the financial statements (balance sheet
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and profit and loss account) of the parent and its subsidiaries should be combined on
a line by line basis by adding together like items of assets, liabilities, income and
expenses.

For the purpose of consolidation the financial statements are required to be
drawn up to the same reporting date. If it is not practicable to draw up the financial
statements of one or more subsidiaries to such date and, accordingly, those financial
statements are drawn up to different reporting dates, adjustments should be made for
the effects of significant transactions or other events that occur between those dates
and the date of the parent’s financial statements. In any case, the difference between
reporting dates should not be more than six months.

Consolidated financial statements should be prepared using uniform accounting
policies for like transactions and other events in similar circumstances. If it is not
practicable to use uniform accounting policies in preparing the consolidated financial
statements, then the items in which different accounting policies have been followed
should be disclosed.

Minority interests should be presented in the consolidated balance sheet
separately from liabilities and the equity of the parent’s shareholders. The following
disclosures should also be made in consolidated financial statements:

() a list of all subsidiaries including the name, country of incorporation or
residence, proportion of ownership interest and, if different, proportion of
voting power held;

(i) where applicable:

— the nature of the relationship between the parent and a subsidiary, if the
parent does not own, directly or indirectly through subsidiaries, more than
one-half of the voting power of the subsidiary;

— the effect of the acquisition and disposal of subsidiaries on the financial
position at the reporting date, the results for the reporting period and on
the corresponding amounts for the preceding period; and

— the names of the subsidiary(ies) of which reporting date(s) is/are different
from that of the parent and the difference in reporting dates.

AS-22 - Accounting for Taxes on Income

This Accounting Standard prescribes the accounting treatment for taxes on
income. Traditionally amount of tax payable is determined on the profit/ loss
computed as per income-tax laws. According to this accounting standard, tax on
income is determined on the principle of accrual concept. According to this concept,
tax should be accounted in the period in which corresponding revenue and expenses
are accounted; in simple words tax shall be accounted on accrual basis; not on
liability to pay basis.

This Standard should be applied in accounting for taxes on income. Accounting
income (loss) is the net profit or loss for a period, as reported in the statement of
profit and loss, before deducting income tax expense or adding income tax saving.
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Accounting income is determined based on generally accepted accounting principles
to reflect a true and fair view of operations of an enterprise.

Taxable income (tax loss) is the amount of the income (loss) for a period,
determined in accordance with the tax laws, based upon which income tax payable
(recoverable) is determined. Tax expense (tax saving) is the aggregate of current tax
and deferred tax charged or credited to the statement of profit and loss for the period.

Current tax is the amount of income tax determined to be payable (recoverable)
in respect of the taxable income (tax loss) for a period and deferred tax is the tax
effect of timing differences.

The differences between taxable income and accounting income can be
classified into permanent differences and timing differences. Permanent differences
are those differences between taxable income and accounting income which
originate in one period and do not reverse subsequently. Timing differences are those
differences between taxable income and accounting income for a period that
originate in one period and are capable of reversal in one or more subsequent
periods. Timing differences arise because the period in which some items of revenue
and expenses are included in taxable income do not coincide with the period in which
such items of revenue and expenses are included or considered in arriving at
accounting income.

Tax expense for the period, comprising current tax and deferred tax, should be
included in the determination of the net profit or loss for the period. Deferred tax
should be recognized for all the timing differences, subject to the consideration of
prudence in respect of deferred tax assets.

The following disclosure procedure should be followed:

() An enterprise should offset assets and liabilities representing current tax if
the enterprise:

(a) has a legally enforceable right to set off the recognized amounts; and
(b) intends to settle the asset and the liability on a net basis.
(i) An enterprise should offset deferred tax assets and deferred tax liabilities if:

(a) the enterprise has a legally enforceable right to set off assets against
liabilities representing current tax; and

(b) the deferred tax assets and the deferred tax liabilities relate to taxes on
income levied by the same governing taxation laws.

(i) Deferred tax assets and liabilities should be distinguished from assets and
liabilities representing current tax for the period. Deferred tax assets and
liabilities should be disclosed under a separate heading in the balance sheet
of the enterprise, separately from current assets and current liabilities.

(iv) The break-up of deferred tax assets and deferred tax liabilities into major
components of the respective balances should be disclosed in the notes to
accounts.
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(v) The nature of the evidence supporting the recognition of deferred tax assets
should be disclosed, if an enterprise has unabsorbed depreciation or carry
forward of losses under tax laws.

AS-23 - Accounting for Investments in Associates in Consolidated Financial
Statements

An associate is an enterprise in which the investor has significant influence and
which is neither a subsidiary nor a joint venture of the investor. Significant influence
may be gained by share ownership, statute or agreement.

The existence of significant influence by an investor is identified in one or more of
the following criteria:

— Representation on the board of directors.

— Participation in policy making processes;

— Material transactions between the investor and the investee.
— Interchange of managerial personnel.

— Provision of essential technical information.

Where an associate presents consolidated financial statements, the results and
net assets to be taken into account are those reported in that associate’s
consolidated financial statements.

The carrying amount of investment in an associate should be reduced to
recognize a decline, other than temporary, in the value of the investment, such
reduction being determined and made for each investment individually.

The investor should also disclose in its financial statements the following:

() An appropriate description of associates including the proportion of
ownership interest.

(i) Investments in associates accounted for using the equity method should be
classified as long-term investments and disclosed separately in the
consolidated balance sheet. The investor's share of the profits or losses of
such investments should be disclosed separately in the consolidated
statement of profit and loss. The investor’s share of any extraordinary or prior
period items should also be separately disclosed.

(i) The name(s) of the associate(s) of which reporting date(s) is/are different
from that of the financial statements of an investor and the differences in
reporting dates.

(iv) In case an associate uses accounting policies other than those adopted for
the consolidated financial statements for like transactions and events in
similar circumstances and it is not practicable to make appropriate
adjustments to the associate’s financial statements, the fact should be
disclosed along with a brief description of the differences in the accounting
policies.
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AS-24 - Discontinuing Operations
As per the standard, discontinuing operation is a component of an enterprise:
(a) that the enterprise, pursuant to a single plan, is:

() disposing of substantially in its entirety, such as by selling the component
in a single transaction or by demerger or spin-off of ownership of the
component to the enterprise’s shareholders; or

(i) disposing of piecemeal, such as by selling off the component’s assets
and settling its liabilities individually; or

(i) terminating through abandonment; and

(b) that represents a separate major line of business or geographical area of
operations; and

(c) that can be distinguished operationally and for financial reporting purposes.

With respect to a discontinuing operation, the initial disclosure event is the
occurrence of one of the following, whichever occurs earlier:

() Entering into an agreement to sell substantially all of the assets of the
discontinuing operation.

(i) Approving and announcing of the discontinuance plan.

An enterprise should include the following information relating to a discontinuing
operation in its financial statements beginning with the financial statements for the
period in which the initial disclosure event occurs:

(

(i) The business or geographical segment(s) :

) A description of the discontinuing operation(s);

(i) The date and nature of the initial disclosure event;

(iv) The date or period in which the discontinuance is expected to be completed if
known or determinable;

(v) The carrying amounts, as of the balance sheet date, of the total assets to be
disposed of and the total liabilities to be settled;

(vi) The amounts of revenue and expenses in respect of the ordinary activities
attributable to the discontinuing operation during the current financial
reporting period;

(vii) The amount of pre-tax profit or loss from ordinary activities attributable to the
discontinuing operation during the current financial reporting period, and the
income tax expense related thereto;

(viii) The amount of net cash flows attributable to the operating, investing, and
financing activities of the discontinuing operation during the current financial
reporting period.
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When an enterprise disposes of assets or settles liabilities attributable to a
discontinuing operation or enters into binding agreements for the sale of such assets
or the settlement of such liabilities, the following informations are to be disclosed:

(i) Amount of gain or loss recognized on the disposal of assets or settlement of
liabilities and related income tax; and

(ii) Net selling price from the sale of those net assets for which the enterprise
has entered into binding sale agreements, the expected timing of receipt of
those cash flows and the carrying amount of those net assets.

AS-25 - Interim Financial Reporting

An interim financial report means a financial report containing either a complete set of
financial statements or a set of condensed financial statements for an interim period.

An interim financial report should include, at a minimum, the following components:
(i) Condensed balance sheet;

(i) Condensed statement of profit and loss;

(i) Condensed cash flow statement; and

(iv) Selected explanatory notes.

An enterprise should apply the same accounting policies in the interim financial
statements as are applied in the annual financial statements. If an enterprise opts to
prepare and present a complete set of financial statements in the interim financial
reporting, it should be prepared in the format and as per the contents and
requirements of annual financial statements.

The following minimum disclosure of notes and explanatory statements should be
made in the interim financial report.

() A statement that the same accounting policies are followed in the interim
financial statements as those followed in the most recent annual financial
statements or, if those policies have been changed, a description of the
nature and effect of the change.

(i) Explanatory comments about the seasonality of interim operations.

(i) Unusual factors that affected assets, liabilities, equity, net income and cash
flows.

(iv) The effects of changes in estimates.
(v) Change in debt and equity through issuance, buy-back and repayments.
(vi) Details of dividend payment.

(vii) Segment revenue, segment capital employed and segment result for
business segments or geographical segments, whichever is the primary
basis of segment reporting.
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(viii) The effect of changes in the composition of the enterprise during the interim
period, such as amalgamations, acquisition or disposal of subsidiaries and
long-term investments, restructurings, and discontinuing operations.

(ix) Material changes in contingent liabilities since the last annual balance sheet
date.

Interim reports should include interim financial statements for the following
periods:

(a) Balance sheet as of the current interim period and a comparative balance
sheet as of the end of the immediately preceding financial year;

(b) Statements of profit and loss for the current interim period and cumulatively
for the current financial year to date, with comparative statements of profit
and loss for the comparable interim periods (current and year-to-date) of the
immediately preceding financial year;

(c) Cash flow statement cumulatively for the current financial year to date, with a
comparative statement for the comparable year-to-date period of the
immediately preceding financial year.

In deciding how to recognize, measure, classify, or disclose an item for interim
financial reporting purposes, materiality should be assessed in relation to the interim
period financial data. In making assessments of materiality, it should be recognized
that interim measurements may rely on estimates to a greater extent than
measurements of annual financial data

An enterprise should apply the same accounting policies in its interim financial
statements as are applied in its annual financial statements, except for accounting
policy changes made after the date of the most recent annual financial statements that
are to be reflected in the next annual financial statements. However, the frequency of
an enterprise’s reporting (annual, half-yearly, or quarterly) should not affect the
measurement of its annual results. To achieve that objective, measurements for interim
reporting purposes should be made on a year-to-date basis.

Revenues that are received seasonally or occasionally within a financial year
should not be anticipated or deferred as of an interim date if anticipation or deferral
would not be appropriate at the end of the enterprise’s financial year. However costs
that are incurred unevenly during an enterprise’s financial year should be anticipated
or deferred for interim reporting purposes if, and only if, it is also appropriate to
anticipate or defer that type of cost at the end of the financial year.

AS-26 - Intangible Assets

The Standard defines an intangible asset as an identifiable “non-monetary asset,
without physical substance, held for use in the production or supply of goods or
services, for rental to others, or for administrative purposes.”

An intangible asset should be recognised if, and only if:

(a) it is probable that the future economic benefits that are attributable to the
asset will flow to the enterprise; and
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(b) the cost of the asset can be measured reliably.

An enterprise should assess the probability of future economic benefits using
reasonable and supportable assumptions that represent best estimate of the set of
economic conditions that will exist over the useful life of the asset. As per the
Standard an intangible asset should initially be measured at cost.

Internally generated goodwill should not be recognized as an asset. Intangible
asset arising from research (or from the research phase of an internal project) should
not be recognized as an asset. Expenditure on research (or on the research phase of
an internal project) should be recognized as an expense when it is incurred.

An intangible asset arising from development (or from the development phase of
an internal project) should be recognized if, and only if, an enterprise can
demonstrate all of the following:

(a) the technical feasibility of completing the intangible asset so that it will be
available for use or sale;

(b) its intention to complete the intangible asset and use or sell it;
(c) its ability to use or sell the intangible asset;

(d) how the intangible asset will generate probable future economic benefits.
Among other things, the enterprise should demonstrate the existence of a
market for the output of the intangible asset or the intangible asset itself or, if
it is to be used internally, the usefulness of the intangible asset;

(e) the availability of adequate technical, financial and other resources to
complete the development and to use or sell the intangible asset; and

(f) its ability to measure the expenditure attributable to the intangible asset
during its development reliably.

This Accounting Standard takes the view that expenditure on internally generated
brands, mastheads, publishing titles, customer lists and items similar in substance
cannot be distinguished from the cost of developing the business as a whole.
Therefore, such items are not recognized as intangible assets.

Expenditure on an intangible item that was initially recognized as an expense by a
reporting enterprise in previous annual financial statements or interim financial reports
should not be recognized as part of the cost of an intangible asset at a later date.

Enterprises may incur expenditure on intangible assets after these intangibles
are recognized/recorded in the book. The standard prescribes the conditions when
such expenses should be capitalized and included in the cost of intangible.

(a) Subsequent expenses increase the future economic benefits of intangible;
(b) Subsequent expenses can be measured and attributed to the asset reliably.

If these conditions are not met, the subsequent expenses after initial recognition
shall be expensed and not be capitalized.
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After initial recognition, an intangible asset should be carried at its cost less any
accumulated amortisation and an accumulated impairment losses.

The Accounting Standard states that the depreciable amount of an intangible
asset should be allocated on a systematic basis over the best estimate of its useful
life. There is a rebuttable presumption that the useful life of an intangible asset will
not exceed ten years from the date when the asset is available for use. Amortisation
should commence when the asset is available for use.

If control over the future economic benefits from an intangible asset is achieved
through legal rights that have been granted for a finite period, the useful life of the
intangible asset should not exceed the period of the legal rights unless:

(a) the legal rights are renewable; and
(b) renewal is virtually certain.

The amortisation method used should reflect the pattern in which the asset’s
economic benefits are consumed by the enterprise. If that pattern cannot be
determined reliably, the straight-line method should be used. The amortistion
charge for each period should be recognized as an expense unless another
Accounting Standard permits or requires it to be included in the carrying amount of
another asset.

The residual value of an intangible asset should be assumed to be zero unless:

(a) there is a commitment by a third party to purchase the asset at the end of its
useful life; or

(b) there is an active market for the asset and,;
(i) residual value can be determined by reference to that market; and

(ii) itis probable that such a market will exist at the end of the asset’s useful
life.

The amortisation period and the amortisation method should be reviewed at least
at each financial year end.

The financial statements should disclose the following for each class of intangible
assets, distinguishing between internally generated intangible assets and other
intangible assets:

(&) The useful lives or the amortisation rates used;
(b) The amoritistion methods used;

(c) The gross carrying amount and the accumulated amortisation (aggregated
with accumulated impairment losses) at the beginning and end of the
period;

(d) A reconciliation of the carrying amount at the beginning and end of the
period.
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AS- 27 - Financial Reporting of Interests in Joint Ventures

A joint venture is a contractual arrangement whereby two or more parties
undertake an economic activity, which is subject to joint control.

In respect of its interests in jointly controlled operations, a venturer should
recognize in its separate financial statements and consequently in its consolidated
financial statements:

(a) the assets that it controls and the liabilities that it incurs; and

(b) the expenses that it incurs and its shares of the income that it earns from the
joint venture.

This Accounting Standard requires that the venturer should recognize the
following in its separate financial statements, and consequently in its consolidated
financial statements:

— lIts share of the jointly controlled assets giving the details of each class of
assets;

— Any liabilities, which it has incurred,;
— lts share of any liabilities incurred jointly with the other venturers;

— Any income from the sale or use of its share of the output of the joint venture,
together with its share of any expenses incurred by the joint venture; and

— Any expenses which it has incurred in respect of its interest in the joint
venture.

If venturer is required to prepare consolidated financial statements, then the
interest in a jointly controlled entity should be reported as per proportionate
consolidation. Method and procedure of consolidation are similar as prescribed by
AS-21 of consolidation of accounts of holding and subsidiary, other requirements of
consolidation as mentioned in AS-21 are to be followed.

When a venturer contributes or sells assets to a joint venture, recognition of any
portion of a gain or loss from the transaction should reflect the substance of the
transaction. While the assets are retained by the joint venture, and provided the
venturer has transferred the significant risks and rewards of ownership, the venturer
should recognize only that portion of the gain or loss, which is attributable to the
interests of the other venturers. The venturer should recognize the full amount of any
loss when the contribution or sale provides evidence of a reduction in the net
realizable value of current assets or an impairment loss.

When a venturer purchases assets from a joint venture, the venturer should not
recognize its share of the profits of the joint venture from the transaction until it resells
the assets to an independent party. A venturer should recognize its share of the
losses resulting from these transactions in the same way as profits except that losses
should be recognized immediately when they represent a reduction in the net
realizable value of current assets or an impairment loss.
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In case of transactions between a venturer and joint venture in the form of a
jointly controlled entity, the above recognition should be applied only in the
preparation and presentation of consolidated financial statements and not in the
preparation and presentation of separate financial statements of the venturer.
Operators or managers of a joint venture should account for any fees in accordance
with Accounting Standard (AS) 9, Revenue Recognition

A venturer should disclose the following information in its separate financial
statements as well as in consolidated financial statements.

() The aggregate amount of the following contingent liabilities, unless the
probability of loss is remote, separately from the amount of other contingent
liabilities:

(a) any contingent liabilities that the venturer has incurred in relation to its
interests in joint ventures and its share in each of the contingent liabilities
which have been incurred jointly with other venturers;

(b) its share of the contingent liabilities of the joint ventures themselves for
which it is contingently liable; and

(c) those contingent liabilities that arise because the venturer is contingently
liable for the liabilities of the other venturers of a joint venture.

(i) The aggregate amount of the following commitments in respect of its
interests in joint ventures separately from other commitments:

(a) any capital commitments of the venturer in relation to its interests in joint
ventures and its share in the capital commitments that have been
incurred jointly with other venturers; and

(b) its share of the capital commitments of the joint ventures themselves.

(i) A list of all joint ventures and description of interests in significant joint
ventures.

(iv) In respect of jointly controlled entities, the proportion of ownership interest,
name and country of incorporation or residence.

(v) The aggregate amounts of each of the assets, liabilities, income and
expenses related to its interests in the jointly controlled entitles.

AS-28 - Impairment of Assets

The objective of this Standard is to prescribe the procedures that an enterprise
applies to ensure that its assets are carried at nho more than their recoverable
amount.

In assessing whether there is any indication that an asset may be impaired, an
enterprise should consider, as a minimum the following indications:

(a) External sources of information:

(i) during the period, an asset’s market value has declined significantly more
than would be expected as a result of the passage of time or normal use;
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(b)

(ii) significant changes with an adverse effect on the enterprise have taken
place during the period, or will take place in the near future, in the
technological, market, economic or legal environment in which the
enterprise operates or in the market to which an asset is dedicated;

(i) market interest rates or other market rates of return on investments have
increased during the period, and those increases are likely to affect the
discount rate used in calculating an asset’s value in use and decrease
the asset’s recoverable amount materially;

(iv) the carrying amount of the net assets of the reporting enterprise is more
than its market capitalisation;

Internal sources of information:
(i) evidence is available of obsolescence or physical damage of an asset;

(i) significant changes with an adverse effect on the enterprise have taken
place during the period, or are expected to take place in the near future,
in the extent to which, or manner in which, an asset is used or is
expected to be used. These changes include plans to discontinue or
restructure the operation to which an asset belongs or to dispose of an
asset before the previously expected date; and

(i) evidence is available from internal reporting that indicates that the
economic performance of an asset is, or will be, worse than expected.

In measuring value in use the following facts should be considered:

(i)

(ii)

(i)

cash flow projections should be based on reasonable and supportable
assumptions that represent management's best estimate of the set of
economic conditions that will exist over the remaining useful life of the asset.
Greater weight should be given to external evidence;

cash flow projections should be based on the most recent financial budgets/
forecasts that have been approved by management. Projections based on
these budgets/forecasts should cover a maximum period of five years, unless
a longer period can be justified; and

cash flow projections beyond the period covered by the most recent budgets/
forecasts should be estimated by extrapolating the projections based on the
budgets/forecasts using a steady or declining growth rate for subsequent
years, unless an increasing rate can be justified. This growth rate should not
exceed the long-term average growth rate for the products, industries, or
country or countries in which the enterprise operates, or for the market in
which the asset is used, unless a higher rate can be justified.

The estimates of future cash flows should include the following:

(i)
(ii)

projections of cash inflows from the continuing use of the asset;

projections of cash outflows that are necessarily incurred to generate the
cash inflows from continuing use of the asset (including cash outflows to
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prepare the asset for use) and that can be directly attributed, or allocated on
a reasonable and consistent basis, to the asset; and

(i) net cash flows, if any, to be received (or paid) for the disposal of the asset at
the end of its useful life.

In testing a cash-generating unit for impairment, an enterprise should identify
whether goodwill that relates to this cash-generating unit is recognised in the financial
statements. If this is the case, an enterprise should:

(a) perform a ‘bottom-up’ test, that is, the enterprise should:

() identify whether the carrying amount of goodwill can be allocated on a
reasonable and consistent basis to the cash-generating unit under
review; and

(i) then, compare the recoverable amount of the cash-generating unit under
review to its carrying amount (including the carrying amount of allocated
goodwill, if any) and recognise any impairment loss.

The enterprise should perform the step at (ii) above even if none of the
carrying amount of goodwill can be allocated on a reasonable and consistent
basis to the cash-generating unit under review; and

(b) if, in performing the ‘bottom-up’ test, the enterprise could not allocate the
carrying amount of goodwill on a reasonable and consistent basis to the
cash-generating unit under review, the enterprise should also perform a ‘top-
down’ test, that is, the enterprise should:

() identify the smallest cash-generating unit that includes the cash-
generating unit under review and to which the carrying amount of
goodwill can be allocated on a reasonable and consistent basis (the
‘larger’ cash-generating unit); and

(i) then, compare the recoverable amount of the larger cash-generating unit
to its carrying amount (including the carrying amount of allocated
goodwill) and recognise any impairment loss.

The increased carrying amount of an asset due to a reversal of an impairment
loss should not exceed the carrying amount that would have been determined (net of
amortisation or depreciation) had no impairment loss been recognised for the asset in
prior accounting periods.

For each class of assets, the financial statements should disclose the following:

(i) the amount of impairment losses recognised in the statement of profit and
loss during the period and the line item(s) of the statement of profit and loss
in which those impairment losses are included;

(i) the amount of reversals of impairment losses recognised in the statement of
profit and loss during the period and the line item(s) of the statement of profit
and loss in which those impairment losses are reversed,;
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(i) the amount of impairment losses recognised directly against revaluation
surplus during the period; and

(iv) the amount of reversals of impairment losses recognised directly in
revaluation surplus during the period.

AS-29 - Provisions, Contingent Liabilities and Contingent Assets

A provision is a liability, which can be measured only by using a substantial
degree of estimation.

A contingent liability is:

(a) a possible obligation that arises from past events and the existence of which
will be confirmed only by the occurrence or non-occurrence of one or more
uncertain future events not wholly within the control of the enterprise; or

(b) a present obligation that arises from past events but is not recognised
because:

(i) it is not probable that an outflow of resources embodying economic
benefits will be required to settle the obligation; or

(ii) areliable estimate of the amount of the obligation cannot be made.

A contingent asset is a possible asset that arises from past events the existence
of which will be confirmed only by the occurrence or non-occurrence of one or more
uncertain future events not wholly within the control of the enterprise.

This Standard specifies that a provision should be recognised when:
(a) an enterprise has a present obligation as a result of a past event;

(b) it is probable that an outflow of resources embodying economic benefits will
be required to settle the obligation; and

(c) areliable estimate can be made of the amount of the obligation.
If these conditions are not met, no provision should be recognised.

An enterprise should not recognise a contingent liability or contingent asset. The
amount recognised as a provision should be the best estimate of the expenditure
required to settle the present obligation at the balance sheet date. The amount of a
provision should not be discounted to its present value. The risks and uncertainties
that inevitably surround many events and circumstances should be taken into
account in reaching the best estimate of a provision. Future events that may affect
the amount required to settle an obligation should be reflected in the amount of a
provision where there is sufficient objective evidence that they will occur.

Where some or all of the expenditure required to settle a provision is expected to
be reimbursed by another party, the reimbursement should be recognised when, and
only when, it is virtually certain that reimbursement will be received if the enterprise
settles the obligation. The reimbursement should be treated as a separate asset. The
amount recognised for the reimbursement should not exceed the amount of the
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provision. In the statement of profit and loss, the expense relating to a provision may
be presented net of the amount recognised for a reimbursement.

Provisions should be reviewed at each balance sheet date and adjusted to reflect
the current best estimate. If it is no longer probable that an outflow of resources
embodying economic benefits will be required to settle the obligation, the provision
should be reversed. A provision should be used only for expenditures for which the
provision was originally recognised.

Provisions should not be recognised for future operating losses.
For each class of provision, an enterprise should disclose the following :
(a) the carrying amount at the beginning and end of the period,;

(b) additional provisions made in the period, including increases to existing
provisions;

(c) amounts used (i.e. incurred and charged against the provision) during the
period; and

(d) unused amounts reversed during the period.

In addition an enterprise should also disclose the following for each class of
provision:

(a) a brief description of the nature of the obligation and the expected timing of
any resulting outflows of economic benefits;

(b) an indication of the uncertainties about those outflows. Where necessary to
provide adequate information, an enterprise should disclose the major
assumptions made concerning future events, and

(c) the amount of any expected reimbursement, stating the amount of any asset
that has been recognised for that expected reimbursement.

9. INTERNATIONAL ACCOUNTING STANDARDS (IAS)/ INTERNATIONAL
FINANCIAL REPORTING STANDARDS (IFRS)

International Accounting Standards (IAS) are formulated by International
Accounting Standard Board (erstwhile International Accounting Standards
Committee-IASC). The IASB has issued International Accounting Standards on
various matters relating to accounting policies, preparation of financial statements
and disclosure in these statements. Out of the International Accounting Standards
issued so far, some have been superseded while some have been revised. Since
2001 the International Accounting Standard Board issues the Accounting Standards
which is designated as International Financial Reporting Standards (IFRSs).

The following International Accounting Standards (IAS)/International Financial
Reporting Standards (IFRS) issued by the IASB which are in force:

IAS-1 Presentation of Financial Statements
IAS-2 Inventories
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IAS-7

IAS-8

IAS-10
IAS-11
IAS-12
IAS-14
IAS-16
IAS-17
IAS-18
IAS-19
IAS-20

IAS-21
IAS-23
IAS-24
IAS-26
IAS-27
IAS-28
IAS-29
IAS-31
IAS-33
IAS-34
IAS-36
IAS-37
IAS-38
IAS-39
IAS-40
IAS-41
IFRS-1
IFRS-2
IFRS-3
IFRS-4
IFRS-5
IFRS-6
IFRS-7
IFRS-8

Cash Flow Statements

Accounting Policies, Changes in Accounting Estimates and Errors
Events After the Balance Sheet Date

Construction Contracts

Income Taxes

Segment Reporting

Property, Plant and Equipment

Leases

Revenue

Employee Benefits

Accounting for Government Grants and Disclosure of Government
Assistance

The Effects of Changes in Foreign Exchange Rates
Borrowing Costs

Related Party Disclosures

Accounting and Reporting by Retirement Benefit Plans
Consolidated and Separate Financial Statements
Investments in Associates

Financial Reporting in Hyperinflationary Economies
Interests in Joint Ventures

Earnings Per Share

Interim Financial Reporting

Impairment of Assets

Provisions, Contingent Liabilities and Contingent Assets
Intangible Assets

Financial Instruments: Recognition and Measurement
Investment Property

Agriculture

First-time Adoption of International Financial Reporting Standards
Share-based Payment

Business Combinations

Insurance Contracts

Non-current Assets Held for Sale and Discounted Operations
Exploration for and Evaluation of Mineral Resources
Financial Instrument: Disclosures

Operating Segments

IFRS- 9 Financial Instruments
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A brief description of the above International Accounting Standards and
International Financial Reporting Standards is given below:

IAS-1 - Presentation of Financial Statements

The standard prescribes the minimum structure and content, including certain
information required on the face of the financial statements. There are four basic
financial statements:

(i) Balance sheet
(ii) Income statement
(iiiy Cash flow statement
(iv) Statement showing changes in equity. Various formats are allowed:

The statement shows (a) each item of income and expense, gain or loss, which,
as required by other IASC Standards, is recognised directly in equity, and the total of
these items, certain foreign currency translation gains and losses and changes in fair
values of financial instruments and (b) net profit or loss for the period. Owners’
investments and withdrawals of capital and other movements in retained earnings
and equity capital are shown in the notes.

IAS-2 - Inventories

Inventories should be valued at the lower of cost and net realisable value. Net
realisable value is selling price less cost to complete the inventory and sell it. Cost
includes all costs to bring the inventories to their present condition and location. If
specific cost is not determinable, the benchmark treatment is to use FIFO or weighted
average. An allowed alternative is LIFO, but then there should be disclosure of the
lower of (i) net realisable value and (ii) FIFO, weighted average or current cost. The
cost of inventory is recognised as an expense in the period in which the related
revenue is recognised. If inventory is written down to net realisable value, the write-
down is charged to expense. Any reversal of such a write-down in a later period is
credited to income by reducing that period’s cost of goods sold.

IAS-7 - Cash Flow Statements

The cash flow statement is a required basic financial statement. It explains
changes in cash and cash equivalents during a period. Cash equivalents are short-
term, highly liquid investments subject to insignificant risk of changes in value. Cash
flow statement should classify changes in cash and cash equivalents into operating,
investing, and financial activities.

IAS-8 - Accounting Policies, Changes in Accounting Estimates and Errors

An entity shall select and apply its accounting policies consistently for similar
transactions, other events and conditions, unless a Standard or an Interpretation
specifically requires or permits categorisation of items for which different policies may
be appropriate. An entity shall change an accounting policy only if the change (a) is
required by a Standard or an Interpretation; or (b) results in the financial statements
providing reliable and more relevant information about the effects of transactions,
other events or conditions on the entity’s financial position, financial performance or
cash flows.
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IAS-10 - Events After the Balance Sheet Date

An entity shall adjust the amounts recognized in its financial statements to reflect
adjusting events after the balance sheet date. Further an entity shall not adjust the
amounts recognized in its financial statements to reflect non-adjusting events after
the balance sheet. If an entity declares dividends to holders of equity instruments
after the balance sheet date, the entity shall not recognize those dividends as a
liability at the balance sheet date. An entity shall not prepare its financial statements
on a going concern basis if management determines after the balance sheet date
either that it intends to liquidate the entity or to cease trading, or it has no realistic
alternative but to do so.

IAS-11 - Construction Contracts

If the total revenue, past and future costs, and the stage of completion of a
contract can be measured or estimated reliably, revenues and costs should be
recognised by stage of completion (the “percentage-of-completion method”). The
expected losses should be recognised immediately. If the outcome cannot be
measured reliably, costs should be expensed, and revenues should be recognised to
the extent that costs are recoverable (“cost recovery method”).

IAS-12 - Income Taxes
It provides, among other things:
0
(i) Accrue deferred tax asset for nearly all deductible temporary differences if it
is probable a tax benefit will be realised.

) Accrue deferred tax liability for nearly all taxable temporary differences.

(iif) Accrue unused tax losses and tax credits if it is probable that they will be
realised.

(iv) Use tax rates expected at settlement.

(v) Current and deferred tax assets and liabilities are measured using the tax
rate applicable to undistributed profits.

(vi) Non-deductible goodwill: no deferred tax.

(vii) Unremitted earnings of subsidiaries, associates, and joint ventures: Do not
accrue tax.

(viii) Capital gains: Accrue tax at expected rate.

(ix) Do not “gross up” government grants or other assets or liabilities whose initial
recognition differs from initial tax base.

IAS-14 - Segment Reporting
Basis of Segment Reporting:

(i) Public companies must report information along product and service lines
and along geographical lines.
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(i) One basis of segmentation is primary, the other is secondary.

(i) Segment accounting policies the same as consolidated.
IAS-16 - Property, Plant and Equipment

The cost of an item of property, plant and equipment should be recognised as an
asset if, and only if, (a) it is probable that future economic benefits associated with the
item will flow to the entity; and (b) the cost of the item can be measured reliably. An
item of property, plant and equipment that qualifies for recognition, as an asset should
shall be measured at its cost. An entity shall choose either the cost model or the
revaluation model as its accounting policy and shall apply that policy to an entire class
of property, plant and equipment. If an item of property, plant and equipment is
revalued, the entire class of property, plant and equipment to which that asset belongs
shall be revalued. If an asset’s carrying amount is increased as a result of revaluation,
the increase shall be credited directly to equity under the heading of revaluation
surplus. If an asset’s carrying amount is decreased as a result of revaluation, the
decrease shall be recognized in profit or loss. However, the decrease shall be debited
directly to equity under the heading revaluation surplus in respect of that asset.

IAS-17 - Leases

A lease is classified as finance lease if it transfers substantially all risks and
rewards incidental to ownership. A lease is classified as an operating lease if it does
not transfer substantially all the risks and rewards incidental to ownership. At the
commencement of the lease term, lessees shall recognize finance leases as assets
and liabilities in their balance sheets at amounts equal to the fair value of the leased
property or, if lower, the present value of the minimum lease payments, each
determined at the inception of the lease. Any initial direct costs of the lessee are
added to the amount recognized as an asset. Finance lease gives rise to depreciation
expense for depreciable assets as well as finance expense for each accounting
period. Lease payments under operating lease shall be recognized as an expense on
a straight-line basis over the lease term unless another systematic basis is more
representative of the time pattern of the user’s benefit.

IAS-18 - Revenue

Revenue should be measured at fair value of consideration received or
receivable. Usually this is the inflow of cash. Discounting is needed if the inflow of
cash is significantly deferred without interest. If dissimilar goods or services are
exchanged (as in barter transactions), revenue is the fair value of the goods or
services received or, if this is not reliably measurable, the fair value of the goods or
services given up.

Revenue should be recognised when:

(i) significant risks and rewards of ownership are transferred to the buyer;

(i) managerial involvement and control have passed,;

(iiiy the amount of revenue can be measured reliably;

(iv) itis probable that economic benefits will flow to the enterprise; and

(v) the costs of the transaction (including future costs) can be measured reliably.
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IAS-19 - Employee Benefits
Post-employment Benefits including Pensions

Defined Contribution Plans: Contribution of a period should be recognised as
expenses.

Defined Benefits Plans: Current service cost should be recognised as an expense.

Other Employee Benefits: Including vacations, holidays, accumulating sick pay,
retiree medical and life insurance, etc.

IAS-20 - Accounting for Government Grants and Disclosure of Government
Assistance

Grants should not be credited directly to equity. They should be recognised as
income in a way matched with the related costs. Grants related to assets should be
deducted from the cost or treated as deferred income.

IAS-21 - The Effects of Changes in Foreign Exchange Rates

A foreign currency transaction shall be recorded, on initial recognition in the
functional currency, by applying to the foreign currency amount the spot exchange
rate between the functional currency and the foreign currency at the date of the
transaction. Reporting at subsequent balance sheet date should be: (a) foreign
currency monetary items shall be translated using the closing rate; (b) hon-monetary
items that are measured in terms of historical cost in a foreign currency shall be
translated using the exchange rate at the date of the transaction; and (c) non
monetary items that are measured at fair value in a foreign currency shall be
translated using the exchange rates at the date when the fair value was determined.
Exchange differences arising on the settlement of monetary items or on translating
monetary items at rates different from those at which they were translated on initial
recognition during the period or in previous financial statements shall be recognized
in profit and loss in the period in which they arise. When a gain or loss on a non-
monetary item is recognized directly in equity, any exchange component of that gain
or loss shall be recognized directly in equity. Conversely, when a gain or loss on a
monetary item is recognized in profit or loss, any exchange component of that gain or
loss shall be recognized in profit or loss.

IAS-23 - Borrowing Costs

The benchmark treatment is to treat borrowing costs as expenses. The allowed
alternative is to capitalise those directly attributable to construction. If capitalised and
funds are specifically borrowed, the borrowing costs should be calculated after any
investment income on temporary investment of the borrowings. If funds are borrowed
generally, then a capitalisation rate should be used based on the weighted average of
borrowing costs for general borrowings outstanding during the period. Borrowing
costs capitalised should not exceed those actually incurred. Capitalisation begins
when expenditures and borrowing costs are being incurred and construction of the
asset is in progress. Capitalisation suspends if construction is suspended for an
extended period, and ends when substantially all activities are complete.
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IAS-24 - Related Party Disclosures

This standard requires disclosure of related party transactions and outstanding
balances in the separate financial statements of a parent, venturer or investor. A
party is related to an entity if: (a) directly or indirectly through one or more
intermediaries, the party: (i) controls, is controlled by, or is under common control
with, the entity which includes parents, subsidiaries and fellow subsidiaries: (ii) has
an interest in the entity that gives it significant influence over the entity; or (iii)) has
joint control over the entity; (b) the party is an associate; (c) the party is a joint
venture in which the entity is a venturer; (d) the party is a member of the key
management personnel; (e) the party is close member of the family; (f) the party is
controlled, jointly controlled or significantly influenced; (g) the party is a post —
employment benefit plan for the benefit of employees of the entity.

IAS-26 - Accounting and Reporting by Retirement Benefit Plans

The standard applies to accounting and reporting by retirement benefit plans. It
establishes separate standards for reporting by defined benefit plans and by defined
contribution plans.

IAS-27 - Consolidated and Separate Financial Statements

Consolidated financial statements are the financial statements of a group
presented as those of a single economic activity. Consolidated financial statements
shall include all subsidiaries of the parent. Intra-group balances, transactions, income
and expenses shall be eliminated in full. The financial statements of the parent and
its subsidiaries used in the preparation of the consolidated financial statements shall
be prepared as on the same reporting date. When the reporting dates are different,
the subsidiary prepares additional financial statements as on the same date.
Consolidated financial statements shall be prepared using uniform accounting
policies for like transactions. Minority interests shall be presented in the consolidated
balance sheet within equity, separately from the parent shareholders’ equity.

IAS-28 - Investments in Associates

An associate is an entity, including an unincorporated entity such as partnership,
over which the investor has significant influence and that is neither a subsidiary nor
an interest in a joint venture. An investment in an associate shall be accounted for
using the equity method with specified exceptions. An investor shall discontinue the
use of equity method from the date that it ceases to have significant influence over an
associate. The investor in applying equity method uses the most recent available
financial statements of the associate. When the reporting dates of the investor and
the associate are different, the associates prepares, for the use of the investor,
financial statements as of the same date as the financial statements of the investor.
The investor’'s financial statements shall be prepared using uniform accounting
policies for like transactions and events in similar circumstances.

IAS-29 - Financial Reporting in Hyperinflationary Economies

Hyperinflation is indicated if cumulative inflation over three years is 100 per cent
or more (among other factors). In such a circumstance, financial statements should
be presented in a measuring unit that is current at the balance sheet date.
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Comparative amounts for prior periods are also restated into the measuring unit at
the current balance sheet date. Any gain or loss on the net monetary position arising
from the restatement of amounts into the measuring unit current at the balance sheet
date should be included in net income and separately disclosed.

IAS-31 - Interests in Joint Ventures

A joint venture is a contractual arrangement whereby two or more parties
undertake an economic activity that is subject to joint control. These are of three
types:

(i) Jointly controlled operations: It should be recognised by the venturer by
including the assets and liabilities that it controls and the expenses that it
incurs and its share of the income that it earns from the sale of goods or
services by the venture.

(i) Jointly controlled assets: It should be recognised as follows:

(a) its share of the jointly controlled assets, classified according to the nature
of the assets;

(b) any liability that it has incurred,;

(c) its share of any liabilities incurred jointly with the other venturers in
relation to the joint venture;

(d) anyincome from the sale or use of its share of output of the joint venture;
(e) any expenses that it incurred in respect of its interest in the joint venture.

(i) Jointly controlled entities: It may maintain its own accounting records and
prepares and presents financial statements in the same way as other entities
in conformity with International Financial Reporting Standard.

IAS-33 - Earnings Per Share

It is applicable only to public companies. An entity shall calculate basic earnings
per share for profit or loss attributable to ordinary equity holders. Basic earning per
share shall be calculated by dividing profit or loss attributable to ordinary equity
holders by the weighted average number of ordinary shares. An entity shall calculate
diluted earnings per share amounts for profit or loss attributable to ordinary equity
holders of the parent entity and, if presented, profit or loss from continuing operations
attributable to those equity holders. For the purpose of calculating diluted earnings
per share, an entity shall adjust profit or loss attributable to ordinary equity holders of
the parent equity, and the weighted average number of shares outstanding, for the
effects of all dilutive potential ordinary shares. Potential ordinary shares shall be
treated as dilutive when, and only when, their conversion to ordinary shares would
decrease earnings per share or increase loss per share from continuing operations.

An entity shall present on the face of the income statement basic and diluted
earnings per share profit or loss from continuing operations attributable to the
ordinary equity holders of the parent entity and for profit or loss attributable to the
ordinary equity holders of the parent entity for the period for each class of ordinary
shares that has a different right to share in profit for the period.
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IAS-34 - Interim Financial Reporting

The standard defines the minimum content of an interim financial report as a
condensed balance sheet, condensed income statement, condensed cash flow
statement, condensed statement showing changes in equity, and selected
explanatory notes.

Interim financial statements, complete or condensed, must cover the following
periods:

(i) a balance sheet at the end of the current interim period, and comparative as
of the end of the most recent full financial year;

(ii) income statements for the current interim period and cumulative for the
current financial year to date, with comparative statements for the
comparable interim periods of the immediately preceding financial year;

(iii) a statement of changes in equity cumulatively for the current financial year to
date and comparative for the same year-to-date period of the prior year; and

(iv) a cash flow statement cumulatively for the current financial year to date and
comparative for the same year-to-date period of the prior financial year.

Enterprises are required to apply the same accounting policies in their interim
financial reports as in their latest annual financial statements

IAS-36 - Impairment of Assets

Impairment of assets, deals mainly with accounting for impairment of goodwill,
intangible assets and property, plant and equipment. The standard includes
requirements for identifying an impaired asset, measuring its recoverable amount,
recognising or reversing any resulting impairment loss, and disclosing information on
impairment losses or reversals of impairment losses. An impairment loss should be
recognised whenever the recoverable amount of an asset is less than its carrying
amount.

IAS-37 - Provisions, Contingent Liabilities and Contingent Assets
The standard set out three specific applications of these general requirements:
(a) a provision should not be recognised for future operating losses;
(b) a provision should be recognised for an onerous

(c) a provision for restructuring costs should be recognised only when an
enterprise has a detailed formal plan for the restructuring and has raised a
valid expectation in those affected that it will carry out the restructuring by
starting to implement that plan or announcing its main features to those
affected by it.

IAS-38 - Intangible Assets
The standard states that:

(i) an intangible asset should be recognised, in the financial statements, if, and
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only if:

(a) it is probable that the expected future economic benefits that are
attributable to the asset will flow to the enterprise; and

(b) the cost of the asset can be measured reliably.

(i) An entity shall assess the probability of expected future economic benefits
using reasonable and supportive assumptions that represent management’s
best estimate of the set of economic conditions that will exist over the useful
life of the asset.

(ii) Internally generated goodwill shall not be recognized as an asset.
(iv) No intangible asset arising from research shall be recognized.

(v) An intangible asset arising from development shall be recognized subject to
specified conditions.

(vi) Expenditure on an intangible item that was initially recognized as an expense
shall not be recognized as part of the cost of an intangible asset at a latter
date.

(vii) The accounting for an intangible asset is based on its useful life.

(viii) An intangible asset shall be derecognised on disposal or when no future
economic benefits are expected from its use or disposal.

IAS-39 - Financial Instruments: Recognition and Measurement

Under this standard an entity shall recognize a financial asset or financial liability
on the balance sheet when and only when, the entity becomes a party to the
contractual provisions of the instrument. An entity shall derecognise a financial asset
when, the contractual rights to the cash flows from the financial asset expire or it
transfers the financial asset. On derecognition of a financial asset in its entirety, the
difference between the carrying amount and the sum of (a) the consideration
received and (b) any cumulative gain or loss that had been recognized directly in
equity shall be recognized in profit or loss.

When a financial asset or liability is recognized initially, an entity shall measure it
at its fair value plus, in the case of a financial asset or financial liability not at fair
value through profit or loss, transaction costs that are directly attributable to the
acquisition or issue of the financial assets or financial liability. After initial recognition,
an entity shall measure all financial liabilities at amortised cost using the effective
interest method.

IAS-40 - Investment Property

Investment property shall be recognized as an asset when it is probable that the
future economic benefits that are associated with the investment property will flow to
the entity, and the cost of investment property can be measured reliably. An
investment property shall be measured initially at its cost. Transaction cost shall also
be included in the initial measurement.
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For accounting purpose an enterprise must choose either:

(i) a fair value model: Investment property should be measured at fair value and
changes in fair value should be recognised in the income statement; or

(i) a cost model: Investment property should be measured at depreciated cost
(less any accumulated impairment losses).

An investment property shall be derecognised on disposal or when the
investment property is permanently withdrawn from use and no future economic
benefits are expected from its disposal.

IAS-41 - Agriculture

This standard prescribes the accounting treatment, financial statement
presentation and disclosures related to agricultural activity. Biological assets should
be measured at their fair value less estimated point-of-sale costs, except where fair
value cannot be measured reliably. Agricultural produce harvested from an
enterprise’s biological assets should be measured at its fair value less estimated
point-of-sale costs at the point of harvest. If an active market exists for a biological
asset or agricultural produce, the quoted price in that market is the appropriate basis
for determining the fair value of that asset. If an active market does not exist, an
enterprise uses market-determined prices or values when available. A gain or loss
arising on initial recognition of biological assets and from the change in fair value less
estimated point-of- sale costs of biological assets should be included in net profit or
loss for the period in which it arises. If a government grant related to a biological
asset measured at its fair value less estimated point-of-sale costs is conditional,
including where a government grant requires an enterprise not to engage in specified
agricultural activity, an enterprise should recognise the government grant as income
when the conditions attaching to the government grant are met.

IFRS-1 - First—time Adoption of International Financial Reporting Standards

The objective of this IFRS is to ensure that an entity’s first IFRS financial
statement and its financial reports for part of the period covered by those financial
statements, contain high quality information that: (a) is transparent for users and
comparable over all periods presented; (b) provides a suitable starting point for
accounting under International Financial Reporting Standards; and (c) can be
generated at a cost that does not exceed the benefits to users.

An entity shall use the accounting policies in its opening IFRS balance sheet and
throughout all periods presented in its first IFRS financial statements. An entity’s
estimates under IFRS at the date of transition to IFRS shall be consistent with
estimates made for the same date under previous GAPP, unless there is objective
evidence that those estimates were in error. An entity shall explain how the transition
from previous GAPP to IFRSs affected its reported financial position, financial
performance and cash flows.

IFRS-2 - Share-based Payment

Entities often grant shares or share option to employees or other parties. An
entity shall recognize the goods or services received or acquired in a share-based
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payment transaction when it obtains the goods or as the services are rendered. The
entity shall recognize a corresponding increase in equity if the goods or services were
received in an equity- settled share-based payment transaction, or a liability if the
goods or services were acquired in cash settled share based payment transaction.
When the goods or services received or acquired in a share-based payment
transaction do not qualify for recognition as assets, they shall be recognized as
expenses. For equity settled share based payment transactions, the entity shall
measure the goods or services received, and the corresponding increase in equity
directly, at the fair value of the goods or services received, unless that fair value
cannot be estimated reliably. For cash-settled share-based payment transactions, the
entity shall measure the goods or services acquired and the liability incurred at the
fair value of the liability. For share-based payment transactions in which the terms of
the arrangement provide either the entity or the counterparty with the choice of
whether the entity settles the transaction in cash (or other assets) or by issuing equity
instruments, the entity shall account for that transaction, or the components of that
transaction, as a cash-settled share-based payment transaction if, and to the extent
that, the entity has incurred a liability to settle in cash or other assets, or as an equity-
settled share-based payment transaction if, and to the extent that, no such liability
has been incurred.

IFRS-3 - Business Combinations

The objective of this IFRS is to specify the financial reporting by an entity when it
undertakes a business combination. The acquirer is the combining entity that obtains
control of the other combining entities or businesses. The acquirer shall measure the
cost of a business combination as the aggregate of:

(a) the fair values, at the date of exchange, of assets given, liabilities incurred or
assumed, and equity instruments issued by the acquirer, in exchange for control of
the acquiree; plus; (b) any costs directly attributable to the business combination.

The acquirer shall at the acquisition date: (a) recognize goodwill acquired in a
business combination as an asset; and (b) initially measure that goodwill at its cost,
being the excess of the cost of the business combination over the acquirer’s interest
in the net fair value of the identifiable assets, liabilities and contingent liabilities.

IFRS-4 — Insurance Contracts

The objective of this IFRS is to specify the financial reporting for insurance
contracts by any entity that issues such contracts until the Board completes the
second phase of its project on insurance contracts.

An insurer shall assess at each reporting date whether it’s recognized insurance
liabilities are adequate, using current, estimates of future cash flows under its
insurance contracts. If that assessment shows that the carrying amount of its
insurance liabilities is inadequate in the light of the estimated future cash flows, the
entire deficiency shall be recognized in profit or loss. An insurer shall disclose
information that identifies and explains the amounts in its financial statements arising
from insurance contracts. An insurer shall disclose information that helps users to
understand the amount, timing and uncertainty of future cash flows from insurance
contracts.
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IFRS-5 — Non-current Assets held for Sale and Discontinued Operations

The objective of this IFRS is to specify the accounting for assets held for sale,
and the presentation and disclosure of discontinued operations. An entity shall
classify a non-current asset (or disposal group) as held for sale if its carrying amount
will be recovered principally through a sale transaction rather than through continuing
use. An entity shall measure a non-current asset (or disposal group) classified as
held for sale at the lower of its carrying amount and fair value less costs to sell. An
entity shall present and disclose information that enables users of the financial
statements to evaluate the financial effects of discontinued operations and disposals
of non-current assets (or disposal groups).

IFRS-6 — Exploration for and Evaluation and Mineral resources

The object of this IFRS is to specify the financial reporting for the exploration for
and evaluation of mineral resources. Exploration and evaluation assets shall be
assessed for impairment when facts and circumstances suggest that the carrying
amount of an exploration and evaluation asset may exceed its recoverable amount.
An entity shall determine an accounting policy for allocating exploration and
evaluation assets to cash-generating units or groups of cash-generating units for the
purpose of assessing such assets for impairment. An entity shall disclose information
that identifies and explains the amounts recognized in its financial statements arising
from the exploration for and evaluation of mineral resources.

IFRS-7 - Financial Instruments: Disclosures

IFRS 7 deals with the disclosure requirements in relation to all risks arising from
financial instruments (with limited exemptions), and applies to any entity that holds
financial instruments. The level of disclosure required depends on the extent of the
entity’s use of financial instruments and its exposure to financial risk.

IFRS-8 - Operating Segments

IFRS 8 applies to the separate or individual financial statements of an entity
whose debt or equity instruments are traded in a public market; or that files, or is in
the process of filing, its (consolidated) financial statements with a securities
commission or other regulatory organisation for the purpose of issuing any class of
instruments in a public market.

IFRS 8 requires an entity to report financial and descriptive information about its
reportable segments. An entity shall disclose information to enable users of its
financial statements to evaluate the nature and financial effects of the business
activities in which it engages and the economic environments in which it operates.

IFRS-9 - Financial Instruments

An entity shall recognize a financial asset in its statement of financial position
when and only when, the entity becomes party to the contractual provisions of the
instrument. A financial asset shall be measured at amortised cost when the asset is
held with in a business model whose objective is to hold assets in order to collect
contractual cash flows and the contractual terms of the financial asset give rise to
specified dates to cash flows that are solely payments of principal and interest on the
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principal amount outstanding. A Financial asset shall be measured at fair value
unless it is measured at amortised cost.

CONVERGENCE OF INDIAN ACCOUNTING STANDARS WITH INTERNATIONAL
FINANCIAL REPORTING STANDARDS (IFRS)

International Financial Reporting Standards are now becoming universal
reporting language. In tune with the global trend the Government of India decided to
facilitate the convergence of the Indian Accounting Standards with IFRS by 1% April
2011. In this direction all the existing Indian Accounting Standards are being revised
and converged with corresponding to International Accounting Standards/
International Financial Reporting Standards. These converged Accounting Standards
shall be known as Ind AS. As a result of this there shall be two separate sets of
Accounting Standards under Section 211(3C) of the Companies Act, 1956. The first
set would comprise the Indian Accounting Standards, which are converged with the
IFRS and shall be applicable to the specified class of companies in a phased
manner. The specified classes of companies would be — Road Map | - Phase | - (i)
NSE-Nifty 50 and BSE-Sensex 30 companies ; (i) Companies listed in overseas
stock exchanges; (iii) Companies with net worth above I 1000 crore: Phase Il
Companies whether listed or not having a net worth exceeding X 500 crore but not
above X 1000 crore; Phase Il :- Listed companies having a net worth of X 500 crore
or less; Road Map ll- Phase I: All insurance companies; Phase Il: (a) NSE-Nifty 50 or
BSE- Sensex 30 NBFCs. and NBFCs, listed or not, having a net worth above Rs
1000 crore; (b)Scheduled commercial banks and urban co-operative banks with net
worth net worth above T 300 crore ; Phase lll: Urban co-operative banks having a
net worth in excess of < 200 crore but not exceeding 300 crore

The second set would comprise the existing Indian Accounting Standards and
would be applicable to other companies, including Small and Medium Companies
(SMC).

The Ministry of Corporate Affairs has notified convergence of 35 Indian
Accounting Standards with International Financial Reporting Standards (henceforth
called IND AS) on February 25, 2011. The following are the IND AS notified
corresponding International Accounting Standards(IAS)/ International Financial
Reporting Standards (IFRS):

IND AS Converged Standards Corresponding
IAS/IFRS

IND AS 1 Presentation of Financial Statements IAS 1

IND AS 2 Inventories IAS 2

IND AS 7 Statement of Cash Flows IAS 7

IND AS 8 Accounting Policies, Changes in Accounting IAS 8

Estimates and Errors

IND AS 10 Events after the Reporting Period IAS 10

IND AS 11 Construction Contracts IAS 11

IND AS 12 Income Taxes IAS 12
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IND AS 16 Property, Plant and Equipment IAS 16
IND AS 17 Leases IAS 17
IND AS 18 Revenue IAS 18
IND AS 19 Employee Benefits IAS 19
IND AS 20 Accounting for Government Grants and IAS 20
Disclosure of Government Assistance
IND AS 21 The Effects of Changes in Foreign Exchange IAS 21
Rates
IND AS 23 Borrowing Costs IAS 23
IND AS 24 Related Party Disclosures IAS 24
IND AS 27 Consolidated and Separate Financial Statements | IAS 27
IND AS 28 Investment in Associates IAS 28
IND AS 29 Financial Reporting in Hyper Inflationary IAS 29
Economics
IND AS 31 Interest in Joint Ventures IAS 31
IND AS 32 Financial Instruments: Presentation IAS 32
IND AS 33 Earnings per Share IAS 33
IND AS 34 Interim Financial Reporting IAS 34
IND AS 36 Impairment of Assets IAS 36
IND AS 37 Provisions and Contingent Liabilities and IAS 37
Contingent Assets
IND AS 38 Intangible Assets IAS 38
IND AS 39 Financial Instruments: Recognition and IAS 39
Measurements
IND AS 40 Investment Property IAS 40
IND AS 101 First Time Adoption of Financial Reporting IFRS 1
Standards
IND AS 102 Share-based Payment IFRS 2
IND AS 103 Business Combinations IFRS 3
IND AS 104 Insurance Contracts IFRS 4
IND AS 105 Non Current Assets Held for Sale and IFRS 5
Discontinued Operations
IND AS 106 Exploration for and Evaluation of Mineral IFRS 6
Resources
IND AS 107 Financial Instruments: Disclosures IFRS 7
IND AS 108 Operating Segments IFRS 8

The date of implementation of these IND AS is yet to be notified.
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LESSON ROUND UP

e Indian Accounting Standards (AS) are prescribed by the Accounting Standard
Board (ASB) of the Institute of Chartered Accountants of India which are notified
by the Central Government in consultation with the National Advisory Committee
on Accounting Standards.

e International Accounting Standards (IAS)/International Financial Reporting
Standards (IFRS) are issued by International Accounting Standard Board (IASB).

e Accounting standards relate to the codification of generally accepted accounting
principles and are stated to be the norms of accounting policies and practices.

e The objective of setting standards is to bring about uniformity in financial
reporting and to ensure consistency and comparability in the data published by
enterprises.

e Accounting standards facilitate uniform preparation and reporting of general
purpose financial statements published annually for the benefit of shareholders,
creditors, employees and the pubic at large.

e The preparation of financial statements with adequate disclosures, as required by
the accounting standards is the responsibility of the management of the
organization.

e  The main function of the ASB is to formulate Accounting Standards so that such
standards may be established by the ICAIl in India.

e The Accounting Standards are formulated under the authority of the Council of
the ICAI.

e The Central Government has issued the Companies (Accounting Standards)
Rules 2006. Under this Rules, Accounting Standards (i.e. 1 to 7 and 9 to 29)
have been notified.

e The Government of India decided to facilitate the convergence of the
Indian Accounting Standards with IFRS by 1% April 2011.

e In this direction all the existing Indian Accounting Standards are being
revised and converged with corresponding to International Accounting
Standards/International Financial Reporting Standards. These converged
Accounting Standards shall be known as Ind AS.

e The Ministry of Corporate Affairs has notified convergence of 35 Indian
Accounting Standards with International Financial Reporting Standards
(henceforth called IND AS) on February 25, 2011. These are - IND ASs 1, 2, 7, 8,
10, 11, 12, 16, 17, 18, 19, 20, 21, 23, 24, 27, 28, 29, 31, 32, 33, 34, 36, 37, 38,
39, 40, 101, 102, 103, 104, 105, 106, 107 and 108. These Accounting Standards
are yet to be in force.
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As a result of this there shall be two separate sets of Accounting
Standards under Section 211(3C) of the Companies Act, 1956. The first
set would comprise the Indian Accounting Standards, which are
converged with the IFRS and shall be applicable to the specified class of
companies in a phased manner.

The second set would comprise the existing Indian Accounting Standards and
would be applicable to other companies, including Small and Medium Companies
(SMC).
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What do you mean by accounting standards?

What is the significance of accounting standards?

“Accounting standards can be seen as providing an important mechanism to
help in the resolution of potential financial conflicts of interest between the
various important groups in society”. Comment.

Briefly explain the functioning of the Accounting Standards Board in India.
Explain the scope of Accounting Standards issued by ICAI.
Mention the procedure for issuing accounting standards by the ICAI.

Mention the various accounting standards issued under the Companies
(Accounting Standards) Rules 2006.

Mention the various International Accounting Standards/International
Financial Reporting Standards formulated by International Accounting
Standard Board.

Discuss the approach for convergence of Indian Accounting Standards with
IFRS.




STUDY I
ACCOUNTING FOR SHARE CAPITAL

LEARNING OBJECTIVES

After studying this Study Lesson you will be able to:
e Understand the share capital structure in the balance sheet of a company.
e Discuss the methods and accounting procedure of issue of shares.

e  Specify the accounting treatment when shares are issued at par, premium and at
discount.

e Explain the meaning and accounting treatment of forfeiture of shares and reissue
thereof.

e Understand the accounting procedure of buy-back of shares.
e  Enumerate the steps for redemption of preference shares.
e Appreciate the purpose of issuing right shares.

1. SHARES AND SHARE CAPITAL

According to Section 2(46) of the Companies Act, ,share’ means share in the share
capital of a company and includes stock except where a distinction between stock and
share is expressed or implied. A share is one unit into which the total share capital is
divided. It is a fractional part of the share and forms the basis of ownership in the
company and the people who contribute the money through shares, which constitute
the share capital of the company. Thus for example, when a company has a share
capital of X 5,00,000 divided into 50,000 shares of X 10 each and a person who has
taken 50 shares of that company is said to have a share in the share capital of the
company to the tune of I 500. In other words, shares are divisions of the share capital
of a company. There are two basic types of share capital based on the types of shares
which can be issued by a company under the Companies Act, 1956 i.e. (a) preference
shares and (b) equity shares.

2. PREFERENCE SHARES
Preference shares are those which carry the following preferential rights as to:
(i) the payment of dividend at a fixed rate; and

(ii) the return of capital on winding up of the company.
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Both the rights must exit to make a share preference, the rights are conferred by
the Articles of Association. Preference shareholders can enforce their rights of getting
dividend in priority over the equity shareholders only if there are profits and the
directors decide to distribute them by way of dividend. Unless the Articles otherwise
provide preference shares will be cumulative, i.e., they will be entitled to receive
arrears of their dividend.

Preference shareholders do not have any voting right except when dividend is
outstanding for more than two years in case of Cumulative Preference Shares, and
for more than three years in the case of Non-cumulative Preference Shares. But they
have the right to vote on any resolution for winding up of the company or for the
reduction or repayment of share capital.

If the Articles of the company so provide, the preference shareholders may also
be given the following rights in addition to the preferential rights mentioned above:

(i) To participate in the surplus profits remaining after the equity shareholders
have received dividend at a fixed rate. (Participating Preference Shares).

(i) To receive arrears of dividend at the time of winding up; if the Articles are
silent, preference shareholders will be entitled to receive the arrears.

(iii) To receive premium on redemption of Preference Shares.

(iv) To participate in the surplus remaining after the equity shares are redeemed
in winding up.

3. EQUITY SHARES

An equity share is one which is not a preference share. These are normally risk
bearing shares. Equity shareholders will get dividend and repayment of capital after
meeting the claims of preference shareholders. In other words, if the shareholder is not
entitled to dividend at a fixed rate in preference to others or if there is no preferential
right for the capital to be repaid, the share capital will be treated as equity share capital.
After payment of dividend at a fixed rate on preference shares, if profit is left, it can be
distributed as dividend among the equity shareholders. During liquidation of the
company, equity shareholders are paid out but are usually entitled to all the surplus
assets after the payment of creditors and preference shareholders. The value of these
shares in the market fluctuates with the fortunes of the company.

Equity shareholders have the right to vote on any resolution placed before the
company. The voting right to every shareholder will be proportionate to his share of
the paid up equity capital. The right to claim dividend will arise only when the dividend
is declared by the company in the general meeting. The usual practice is for the
board of directors to recommend dividend and the annual general meeting to declare
the same.

4. SHARE CAPITAL IN COMPANY’S BALANCE SHEET

The prescribed form of the Balance Sheet of a company given in Schedule VI of
the Companies Act, 1956 requires the description of Share Capital under the
following categories:

1. Nominal or Authorised Capital: It refers to that amount which is stated in the
Memorandum of Association as the share capital of the company. The company is
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registered with this amount of capital. This is the maximum limit of capital which the
company is authorised to issue and beyond which the company cannot issue shares
unless the capital clause in the Memorandum is altered.

2. Issued Capital: It refers to that part of the authorised capital of the company
which has actually been offered to the public for subscription in cash including shares
allotted to vendors/promoters for consideration other than cash. It sets the limit of the
capital available for subscription. The prescribed form of the Balance Sheet requires
that under the head “Issued Capital”, should be stated (i) the different classes of
share capital as also the sub-classes of the preference shares, (ii) the date and terms
of redemption or conversion (if any) of any redeemable preference capital, and (jii)
any option on unissued share capital.

3. Subscribed Capital: It refers to that part of the issued capital which has actually
been subscribed by the public and subsequently allotted to them by the directors of
the company which are fully paid or partially paid.

4. Called up Capital: It is that portion of the subscribed capital which the
shareholders are called upon to pay on the shares applied by them. A company does
not necessarily require the full amount at once, on the shares subscribed and hence
calls up only such portion as it needs. The balance then remaining is known as
uncalled capital.

5. Paid-up Capital: It refers to that part of the called up capital which has actually
been paid by the shareholders. This is the actual capital of the company which is
included in the total of the Balance Sheet. Paid-up capital identifies with the called up
capital if all the shareholders have paid the amount called up by the company.

5. ISSUE OF SHARES FOR CASH
Shares of a company may be issued in any of the following three ways:
(i) Atpar;
(ii) At premium; and
(iii) At discount.
6. ISSUE OF SHARES AT PAR

Shares are said to be issued at par when the issue price is equal to the face
value or nominal value of the shares i.e. issue price is ¥ 10 and face value is also
10. When the shares are issued at par, the company may ask the payment of the
face value of the shares either payable in one lump sum or in instalments.

(a) When shares are issued at par and are payable in full in a lump sum.

(1) On receipt of application money -

Bank Dr. With the amount received
To Share Application and on applications
Allotment A/c

Usually, transactions involving cash are recorded directly in the Cash Book and in
such a case no journal entry is required. The entry in the Cash Book will be as follows:
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Cash Book (Bank Columns)
Dr. Cr.

Particulars % Particulars %

To Share Application and
Allotment A/c

(Application money on.....
shares @ .....ccevveneee
per share)

Note: Unless shares are allotted by the company, the receipt of application is
simply an offer and cannot be credited to Share Capital A/c

(2) On allotment of shares -

Share Application and Allotment A/c Dr. With the money received
To Share Capital A/c on the number of shares
allotted.

Note: If the company fails to raise the minimum subscription then no shares can
be allotted and the application money has to be returned to the applicants. For this
the entry will be as follows:

Share Application and Allotment A/c Dr. With the application money
To Bank received now refunded.

The entry in the cash book will be as follows:
Cash Book (Bank Columns)
Dr. Cr.

Particulars R Particulars %

By Share Application and
Allotment A/c

(Refund of application
money on......... shares
@¥X.... per share)

Illustration 1

A Ltd. issued 10,000 equity shares of X 10 each payable in full on application.
The company received application for 10,000 shares. Applications were accepted in
full. Show the entries in the books of the company.
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Solution:

Cash Book (Bank Columns)
Dr. Cr.
Particulars R Particulars 3

To Equity Share Application

and Allotment A/c 1,00,000 By Balance c/d 1,00,000

(Application money on

10,000 equity shares

@ X 10 per share)

1,00,000 1,00,000
Journal

Particulars Dr. (Rs) Cr.(Rs)
Equity Share Application and Allotment A/c 1,00,000

To Equity Share Capital A/c 1,00,000

(Allotment of 10,000 Equity Shares of X 10
each vide Board’s resolution dated.....)

(b) When shares are issued at par and are payable in instalments:

In such a case, the various instalments are termed as follows: First instalment is
called ,application money’. Second instalment is called ,allotment money’. Third
instalment is called  first call money’ and the last instalment is called  final call
money’.

(i) On receipt of application money

On receipt of application money the following journal entry is passed:

Bank Dr. with the amount received
To Share Application Account on application

(Being the application money received

in respect of...... shares @ < ........

per share)

When the capital of the company consists of shares of different classes, a
separate share application account will be opened for each class of shares, i.e. equity
share application account/preference share application account etc.

(ii) On allotment of shares

When the shares are allotted, the application money on the number of shares
allotted (as distinct from the number applied for) is transferred to share capital
account by passing the following journal entry:
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Share Application Account Dr. with the amount of
To Share Capital Account application money on
(Being the application money on allotted shares

allotted shares now transferred to
share capital account)

Generally additional sum of money is payable by members on allotment. The
entry is:

Share Allotment Account Dr. with the amount due on
To Share Capital Account allotment

(Being the allotment money due in

respect of allotment of........ shares

@X... each)

When the allotment money is received the following journal entry is made:

Bank Dr. with the actual amount
To Share Allotment A/c received as allotment
(Being the amount received on....... money

shares@ ... each)

On refund of application money on rejected applications.

Share Application A/c Dr. with the amount actually
To Bank repaid

(iii) On calls on shareholders:

After allotment, whenever the need arises, the directors may demand further
money from the shareholders towards payment of the value of shares taken up by
them. Such demands are termed as calls. The different calls are distinguished from
each other by their serial numbers, i.e. first call, second call, third call and so on. The
last instalment is also termed the final call along with the number of the last call. The
journal entries are as follows:

When first call is made:

Share First Call Account Dr. with the amount due
To Share Capital Alc on first call

(Being the amount due on first

call @ X..... per share on......

shares)

The amount due on a particular call is to be calculated with reference to the
number of shares on which the call is made and the amount of instalment for that call.
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On receipt of first call money:

Bank

To Share First Call Account
(Being the amount received in respect
of firstcall @ X..... per share on......
shares)

When second call is made:

Share Second Call Account

To Share Capital Account
(Being the amount due on second
call @ X.... per share on.... shares)

On receipt of second call money:

Bank

To Share Second Call Account
(Being the amount received in respect
of secondcall @ X.......... per share
ON.veeeenn shares)

When the final call is made:

Share Final Call Account

To Share Capital Account
(Being the amount due on final call
(@5 ST per share on........
shares)

On receipt of final call money:

Bank

To Share Final Call Account
(Being the amount received in respect
offinalcal @ X ................ per share
(o] s FEUUU shares)

Dr.

Dr.

Dr.

Dr.

Dr.

with the amount received
on first call

with the amount due on
second call

With the amount actually
received on second call

with the amount due on
final call

with the amount actually
received on final call

Note: In actual practice the cash transactions have not been journalised but the

same have to be entered in the cash book.

Illustration 2

P Ltd. was registered with an authorised capital of I 10,00,000 divided into
1,00,000 equity shares of T 10 each out of which 50,000 equity shares were offered
to the public for subscription. The shares were payable as under:

% 3 per share on application

% 2 per share on allotment
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% 2 per share on 1st call
R 3 per share on 2nd and final call
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The shares were fully subscribed for and the money was duly received.

Show the journal and cash book entries.

Solution:
Journal Entries

Particulars Dr. (X) cr(X)
Equity Share Application A/c Dr. 1,50,000

To Share Capital A/c 1,50,000
(Being the application money on 50,000 equity
shares transferred to equity share capital
account as per Boards resolution dated.....)
Equity Share Allotment A/c Dr. 1,00,000

To Equity Share Capital A/c 1,00,000
(Being allotment money due on 50,000 equity
shares @ X 2 per share as per Board's
resolution dated.....)
Equity Share First Call A/c Dr. 1,00,000

To Equity Share Capital A/c 1,00,000
(Being the first call money on 50,000 equity
shares @ X 2 per share due as per Board’s
resolution dated.....)
Equity Share Second & Final Call A/c Dr. 1,50,000

To Equity Share Capital A/c 1,50,000
(Being the second and final call money due on
50,000 Equity Shares @ 3 per share as per
Board’s resolution dated.....)

Cash Book (Bank Column)

Dr. Cr.
Particulars 4 Particulars 4
To Equity Share Application A/lc 1,50,000 By Balance c/d 5,00,000

(Application money on
50,000 equity share
@ X 3 per share)

To Equity Share Allotment A/c 1,00,000
(Allotment money on
50,000 equity shares
@ X 2 per share)



EP-CA&CMA-2 62

To Equity Share First Call A/c 1,00,000
(First Call money on
50,000 equity shares
@ X 2 per share)

To Equity Share Second &
Final Call Alc 1,50,000
(Second and Final Call
money on 50,000 equity
shares @ X 3 per share)
5,00,000 5,00,000

7. APPLICATION SUPPLIMENTED BY BLOCKED ACCOUNT (ASBA)

In order to make the existing public issue process more efficient, Securities and
Exchange Board of India (SEBI) has introduced a supplementary process of applying
in public issues, i.e. the Application Supported by Blocked Amount(ASBA) process.
ASBA is an application for subscribing to an issue, containing an authorization to
block the application money in a bank account. The ASBA process is available in all
public issues made through book building route. It shall co-exist with the current
process when cheque is used as a mode pf payment. A Self Certified Syndicate Bank
(SCSB) which offers the facility of applying through the ASBA process. An ASBA
investor submits an Application Supported by Blocked Amount physically or
electronically through the internet banking facility to the SCSB with whom the bank
account to be blocked, is maintained. The SCSB then blocks the application money in
the bank account specified in the ASBA, on the basis of an authorization to this effect
given by the account holder. The application money remains blocked in the bank
account till finalization on the basis of allotment in the issue or till withdrawal/failure of
the issue or withdrawal/rejection of the application as the case may be. Once the
basis of allotment is finalized, the Registrar to the issue sends an appropriate request
to the SCSB for unblocking the relevant bank accounts and for transferring the
requisite amount to the issuer’s account.

8. UNDER-SUBSCRIPTION OF SHARES

In actual practice, it rarely happens that the number of shares applied for is
exactly equal to the number of shares offered to public for subscription. If the number
of shares applied for is less than the number of shares issued the shares are said to
be undersubscribed. When an issue is under subscribed, entries are made on the
basis of number of shares applied for, provided the minimum subscription is raised
and the company proceeds to allot the shares.

9. OVER-SUBSCRIPTION OF SHARES

When the number of shares applied for exceeds the number of shares issued,
the shares are said to be over-subscribed. In such situation, the directors allot shares
on some reasonable basis because the company can allot only that number which is
actually offered for subscription. Moreover, in view of the guidelines issued by SEBI,
regarding the basis of allotment on oversubscription, it is not possible to reject out
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rightly any application for shares unless it suffers some infirmity such as incomplete
information or absence of signature(s) or insufficient application money and so on. In
short, the following procedure is adopted:

(i) Total rejection of some applications;
(i) Acceptance of some applications in full; and
(iii) Allotment to the remaining applicants on pro-rata basis.

Whatever criterion is adopted for allotment, it must be ensured that shares are
issued in tradeable lot. In case of pro-rata allotment, no application for shares is
refused and no applicant is allotted the shares in full. Each applicant receives the
shares in some proportion.

In the event of refusal or rejection of applications, the application money received
in connection with such applications will be refunded to the applicants with a letter of
regret. The following journal entry is passed:

Share Application A/c Dr. with the amount actually
To Bank refunded

(Being the refund of application money

on........ shares @ X....... per share)

Partial allotment is done by allotting a smaller number of shares than the number
applied for. This may be done on proportionate or pro-rata basis also. In such cases,
the excess amount of application money (i.e. overpaid amount) is not refunded but
retained and treated as a payment towards allotment money. The following journal
entry is made to transfer excess application money to allotment account.

Share Application A/c Dr. with the excess application
To Share Allotment A/c money

(Being the surplus application money
transferred to share allotment account)

Surplus money exceeding that due on allotment should be refunded to the
allottees. However, the company may transfer this to Calls-in-Advance Account if:

(i) Acceptance of calls in advance is permitted by the Company’s Articles.

(i) The consent of the applicant has been taken either by a separate letter or by
inserting a clause in the company’s prospectus.

The journal entry will be as follows:

Share Application A/c Dr. with the excess application
To Calls-in-Advance Alc money left over the amount
due on application and
allotment

(Being the surplus application money
transferred to Calls-in-Advance Account)
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The company can retain the calls in advance at the most so much amount as is
sufficient make the allotted shares fully paid up ultimately.

10. CALLS-IN-ADVANCE

If authorised by the articles, a company may receive from a shareholder the
amount remaining unpaid on shares, even though the amount has not been called
up. This is known as calls-in-advance. It is a debt of a company until the calls are
made and the amount already paid is adjusted. Calls-in-advance may also arise
when the number of shares allotted to a person is much smaller than the number
applied for and the terms of issue permit the company to retain the amount received
in excess of application and allotment money. Of course, the company can retain only
so much as is required to make the allotted shares fully paid ultimately. When calls
are made, the calls-in-advance account is ultimately closed by transfer to the relevant
call accounts. It is noted that the money received on calls-in-advance does not
become part of share capital. It is shown under a separate heading, namely ,calls-in-
advance’ on the liabilities side. No dividend is paid on calls-in-advance. The following
is the accounting treatment:

(i) On receipt of call money in advance:
Bank Dr. with the amount of call
To Call-in-Advance Alc money received in advance

(Being the calls received in advance)

(ii) As and when calls are made:

Calls-in-Advance Alc Dr. with the amount adjusted on

To Relevant Call Alc relevant call becoming due

11. INTEREST ON CALLS-IN-ADVANCE

The amount received as calls-in-advance is a debt of the company, the company
is liable to pay interest on the amount of Calls-in-Advance from the date of receipt of
the amount till the date when the call is due for payment. Generally the Articles of the
company specify the rate at which interest is payable. If the articles do not contain
such rate, Table A will be applicable which leaves the matter to the Board of directors
subject to a maximum rate of 6% p.a.

It is to be noted that the interest payable on Calls-in- Advance is definitely a
charge against the profits of the company. As such, Interest on Calls-in-Advance
must be paid even when no profit is earned by the company. The following is the
accounting treatment:

(i) If Interest on Calls-in-Advance is paid in cash -

Interest on Calls-in-Advance Alc Dr. with the amount of
To Bank interest paid
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This entry will be shown in the Cash Book as follows:
Cash Book (Bank Column)
Dr. Cr.

Particulars R Particulars 4

By Interest on Calls-in-
Advance Alc
(Interest on Calls-in-Advance
paid @ .....% p.a.on Z..........
for.cone. months)

(i) If interest on Calls-in-Advance is not paid in cash -

Interest on Calls-in-Advance A/c Dr. with the amount of
To Sundry Shareholders A/c interest payable

Note: In such a case, the liability to sundry shareholders is to be treated as
outstanding liability and as such, it should be shown under the head “Current
Liabilities” in the balance sheet.

(iii) At the end of the year, when interest on Calls-in-Advance is transferred to Profit
and Loss A/c -

Profit and Loss A/c Dr. with the amount of interest
To Interest on Calls-in-Advance A/c

Illustration 3

Nu Look Ltd. issued, 1,00,000 Equity Shares of X 10 each payable as follows:

On Application (On 1st March, 2011) 3 4
On Allotment (On 1st April, 2011) 3 1
On First Call (On 1st August, 2011) 33
On Final Call (On 1st October, 2011) X2

Application were received for 2,60,000 shares. Of these 10,000 shares were in
disorder; 40,000 shares in lots of 100 shares; 1,20,000 shares in lots of exceeding 100
but less than 500 shares; 60,000 shares in lots of exceeding 500 but less than 1,000
shares and the balance in lots of exceeding 1,000 shares.

Allotment was made as follows:

Application for the 10,000 shares in disorder were rejected.

Application for 100 shares in full, i.e. 100% 40,000
Application over 100 shares but not exceeding 500 shares - 40% 48,000
Application over 500 shares but not exceeding 1,000 shares - 15% 9,000

Applications over 1,000 shares - 10% 3,000
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Money received in excess on shares partially allotted were retained to the extent
possible. Show the cash book and journal entries assuming that all the instalments
were duly received and interest was paid by the directors on calls-in-advance @ 6%
per annum on 1st October, 2011.

Solution:
Cash Book (Bank Column)
Dr. Cr.
Date Particulars R Date Particulars 4
1.3.2011 To Equity Share 1.4.2011 By Equity Share
Application A/c  10,40,000 Application A/c 2,80,000
(application (refund of
money @ < 4 application money)
per share)
1.4.2011 To Equity share 1.10.2011 By Interest on Call
Allotment A/c 40,000 in Advance Alc 7,200
(balance of (interest @ 6% on
allotment money) < 1,80,000 for 4
1.8.2011 To Equity Share months = 3,600 and
1st Call Alc 1,20,000 on < 1,20,000 for 6
(balance of share months - < 3,600)
1st call money) 1.10.2011 By Balance c/d 9,92,800
1.10.2011 To Equity Share
Final A/c 80,000
12,80,000 12,80,000
Journal Entries
Date Particulars Dr. ) cr.(X)
1.4.2011  Equity Share Application A/c Dr. 4,00,000
To Equity Share Capital A/c 4,00,000
(Being the application money on
1,00,000 shares transferred to share
capital account)
1.4.2011 Equity Share Allotment A/c Dr. 1,00,000
To Equity Share Capital A/c 1,00,000
(Being the allotment money due in
respect of 1,00,000 equity shares @
Re. 1 per share)
1.4.2011  Share Application Alc Dr. 3,60,000
To Share Allotment A/c 60,000
To Calls in Advance Alc 3,00,000

(Being the transfer of surplus
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application money received on
60,000 shares)

Equity Share 1st Call Alc Dr.
To Equity Share Capital A/c

(Being the 1st call money due on

1,00,000 equity shares @ I 3 per

share)

Calls in Advance Alc Dr.
To Equity Share 1st Call A/c

(Being the amount transferred from
calls in advance account)

Equity Share Final Call A/c Dr.
To Equity Share Capital A/c

(Being the final call money due on

1,00,000 equity share @ < 2 per

share)

Calls-in-Advance A/c Dr.
To Equity Share Final Call A/c

(Being the amount transferred from
calls-in-advance account)

EP-CA&CMA-2

3,00,000

3,00,000
1,80,000

1,80,000
2,00,000

2,00,000
1,20,000

1,20,000

Working Note

Statement showing the adjustment of Application Money and

Calls in Advance Money

Shares Shares Amount Amount Balance of ~ Amount Amount Surplus to
applied alllotted received due on appli- due on received be trans-
on appli- appli- cation allotment on ferred to
cations cations money allotment calls-in-
advance
1 2 3 4 5 6 7 8
4 4 4 4 4 4
10,000 Nil 40,000 Nil Nil Nil Nil Nil
40,000 40,000 1,60,000 1,60,000 Nil 40,000 40,000 Nil
1,20,000 48,000 4,80,000 1,92,000 2,88,000 48,000 Nil 2,40,000
60,000 9,000 2,40,000 36,000 2,04,000 9,000 Nil 45,000
30,000 3,000 1,20,000 12,000 1,08,000 3,000 Nil 15,000
2,60,000 1,00,000 10,40,000 4,00,000 6,00,000 1,00,000 40,000 3,00,000
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Amount to Amount Calls-in- Amount Surplus Amount Calls-in- Amount
be due to 1% Advance payable remaining due on advance payable
refunded call to be on1"call incallsin final call to be on final
adjusted advance adjusted call
against 1% against
call final call
9 10 11 12 13 14 15 16
4 4 4 4 4 4 4 4
40,000 Nil Nil Nil Nil Nil Nil Nil
Nil 1,20,000 Nil 1,20,000 Nil 80,000 Nil 80,000
Nil 1,44,000 1,44,000 Nil 96,000 96,000 96,000 Nil
1,50,000 27,000 27,000 Nil 18,000 18,000 18,000 Nil
90,000 9,000 9,000 Nil 6,000 6,000 6,000 Nil

2,80,000 3,00,000 1,80,000 1,20,000 1,20,000 2,00,000 1,20,000 80,000

12. CALLS IN ARREAR AND INTEREST ON CALLS IN ARREAR

When calls are made upon shares allotted, the shareholders holding the shares
are bound to pay the call money within the date fixed for such payment. If a
shareholder makes a default in sending the call money within the appointed date, the
amount thus failed is called Calls-in-Arrear.

The interest on Calls-in-Arrear is recoverable according to the provisions in this
regard in Articles of the company. But if the Articles are silent, Table ,A’ shall be
applicable which prescribes that if a sum called in respect of shares is not paid before
or on the day appointed for payment, the person who failed to pay shall pay thereof
from the day appointed for payment to the time of actual payment at a rate not
exceeding 5% per annum. However, the directors have the right to waive the
payment of interest on Calls-in-Arrear. The interest on Calls-on-Arrear Account is
transferred to the Profit and Loss Account at the end of the year.

Accounting Entries

(i) When call money is in arrear:

Calls-in-Arrear A/c Dr. with the amount-failed by

To Relevant Call Alc the shareholders
(ii) On receipt of amount of Calls-in-Arrear with interest, on a subsequent date:
Bank Dr. with the amount received

To Calls-in-Arrears Alc
lllustration 4

On 1st January, 2011, New Ventures Ltd. issued 1,00,000 equity shares of 10
each payable as follows:

On application 33
On allotment 2
On 1st Call % 2 (Payable after 2 months, from the

date of allotment)
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On Final Call X 3 (Payable after 2 months from the
date of 1st call)

Applications were received on 15th January, 2011 for 1,20,000 shares and
allotment was made on 1st February, 2011. Applicants for 50,000 shares were
allotted in full, those for 60,000 shares were allotted 50,000 shares and applications
for 10,000 shares were rejected.

Balance of amount due on allotment was received on 15th February.

The calls were duly made on 1st March, 2011 and 1st April, 2011 respectively.
One shareholder did not pay the 1st Call money on 3,000 shares which he paid with
the final call together with interest at 5% p.a. Another shareholder holding 2,000
share did not pay the final call money till end of the accounting year which ends on
30th June. Show the Cash Book and Journal Entries.

Solution:

Journal Entries

Date Particulars Dr. (X) cr(X)

1.2.2011  Equity Share Application A/c Dr. 3,00,000
To Equity Share Capital A/c 3,00,000

(Being the transfer of application
money on 1,00,000 shares @ X 3
per share transferred to share
capital account)

1.2.2011  Equity Share Allotment A/c Dr. 2,00,000
To Equity Share Capital A/c 2,00,000

(Being the amount due on allotment of
10,00,000 shares @ Re. 1 per share)

1.2.2011  Equity Share Application A/c Dr. 30,000
To Share Allotment A/c 30,000

(Being the ftransfer of excess
application money)

1.3.2011  Equity Share Ist Call A/c Dr. 2,00,000
To Equity Share Capital A/c 2,00,000

(Being the Ist call amount due on
1,00,000 shares @ X 2 per share)

1.4.2011 Calls-in-Arrear Alc Dr. 6,000
To Equity Share Ist Call A/c 6,000

(Being the transfer of Ist call money
on 3,000 equity shares @ X 2 per
share)
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1.4.2011

1.5.2011

30.6.2011

Equity Share Final Call A/c Dr.

To Equity Share Capital A/c

(Being the final call amount due on
1,00,000 shares @ X 3 per share)

Calls-in-Arrear Alc Dr.

To Equity Share Final Call A/c

(Being the transfer of final call
money on 2,000 equity shares @
33 per share)

Sundry Shareholders A/c Dr.

To Interest on Calls-in-Arrears A/c
(Being the interest due on I 6,000
@5% for two months)

3,00,000
3,00,000

6,000
6,000

50
50

Dr.

Cash Book (Bank Column)

Cr.

Date

Pariculars % Date

Particulars 4

15.1.2011

15.2.2011

1.4.2011

1.5.2011

1.5.2011

1.5.2011

To Equity Share 1.2.2011
Application Alc 3,60,000
(application money

@ 3 per share
2,20,000 shares)

To Equity Share
Allotment A/c 1,70,000 1.5.2011
(balance of allot-
ment money on
% 1,00,000 shares)
To Equity Share
1st Call Alc 1,94,000
(1st call money
on 97,000 shares)
To Equity Share
Final Alc 2,94,000
(final call money
on 98,000 shares)
To Calls-in-Arrear Alc 6,000
(arrears of 1st call
money @ 32
per share on
3,000 shares)
To Interest on Calls-
in-Arrear Alc 25
(interest on
% 6,000
for one month
@ 5% p.a.)
10,24,025

By Equity Share
Application Alc 30,000
(refund of application
money @ 33 per
share on 10,000
shares rejected)

By Balance c/d 9,94,025

10,24,025
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Working Note

Shares Shares Money Money due Balance of | Amount due Balance of
applied for allotted received on on application on allotment allotment
application application money money
payable
1 2 3 4 5 6 7
4 4 4 <. 4
50,000 50,000 1,50,000 1,50,000 Nil 1,00,000 1,00,000
60,000 50,000 1,80,000 1,50,000 30,000 1,00,000 70,000
10,000 Nil 30,000 Nil 30,000 Nil Nil
1,20,000 1,00,000 3,60,000 3,00,000 60,000 2,00,000 1,70,000
Application | Amount due | Amount not Amount Amount due | Amount not Amount
money on 1st call paid on 1st | receivedon | on final call | paid on final | received on
refunded call 1st call call final call
8 9 10 11 12 13 14
g g i g g i g
Nil
Nil
30,000
30,000 2,00,000 6,000 1,94,000 3,00,000 6,000 2,94,000 +
6,000
(towards 1%
call)

13. ISSUE OF SHARES AT PREMIUM

When shares are issued at a price higher than the face value, they are said to be
issued at a premium. Thus, the excess of issue price over the face value is the
amount of premium. For example, if a share of X 10 is issued at X 12, ¥ (12 -10) =
< 2 is the premium.

The shares of many successful companies which offer attractive rates of dividend
on their existing capitals, fetch a higher price than their face value in the market. The
magnitude of the premium depends on the intensity of demand for such shares and
the existing money market conditions.

The premium on issue of shares must not be treated as revenue profits. On the
contrary, it must be regarded as capital receipt. The Companies Act requires that
when a company issues shares at a premium whether for cash or otherwise, a sum
equal to the aggregate amount of the premium collected on shares must be credited
to a separate account called “Securities Premium Account”. There are no restrictions
in the Companies Act on the issue of shares at a premium, but there are restrictions
on its disposal. Under Section 78 of the Act, the Securities Premium Account may be
used wholly or in part for:

(i) issuing fully paid bonus shares to the members;
(ii) writing off preliminary expenses of the company;

(iii) writing off the expenses of or the commission paid or discount allowed on
any issue of shares or debentures of the company; or
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(iv) providing for the premium payable on the redemption of any redeemable
preference shares or of any debentures of the company.

In addition, according to Section 77A, a company may purchase (or buy back) its
own shares or other specified securities out of the Securities Premium Account.

It is to be noted here that any utilization of the amount of premium except in any
of the modes specified above, can only be done by way of reduction of capital and
this will require the compliance of the provisions laid down in Section 100 of the Act.

Of course Securities Premium Account must be shown separately in the liabilities
side of the balance sheet under the head “Reserves & Surplus” so long as it is not
used in the above manner.

The premium is usually payable with the instalment due on allotment. In such a
case, the amount of premium included in the allotment money should be segregated
and credited direct to the Securities Premium Account.

Note: Some companies charge premium with share application money but in
some instances, premium is charged partly with share application money and partly
at the time of allotment of shares.

Accounting Entry:

When shares are allotted and allotment money becomes due:

Share Allotment A/c Dr. (with the money due on
allotment including premium)
To Securities Premium Alc (with the premium amount)
To Share Capital A/c (with the share money)
lllustration 5

Wonder Ltd. issued 10,000, 12% Preference Shares of ¥ 100 each at a premium
of X 10 per share payable as follows:

On Application % 30
On Allotment % 30 (including premium)
On First Call 25
On Final Call 3 25

The application were received for 12,000 shares and the directors allotted 10,000
shares and rejected 2,000 shares with the money received thereon refunded.

The allotment money was duly received while the first call money was received
on 9,000 shares and the final call money on 8,000 shares.

Show the cash book and journal entries and prepare the balance sheet of the
company.
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Solution:
Journal Entries

Particulars Dr. ) Cr.(3
12% Preference Share Application
and Allotment A/c Dr. 6,00,000

To 9% Preference Share Capital A/c 5,00,000

To Securities Premium Alc 1,00,000
(Capitalisation of application money @ X 30 per
share and allotment money due @ I 30 per
share on 10,000, 12% preference shares
including ¥ 10 as premium as per Board’s
resolution dated.....)
12% Preference Share First Call A/c Dr. 2,50,000

To 12% Preference Share Capital A/c 2,50,000
(First call money due @ X 25 per share on
10,000, 12% Preference Shares as per Board’s
resolution dated....... )
Calls-in-Arrear Alc Dr. 25,000

To 12% Preference Share First Call A/c 25,000
(First call money due on 1,000, 12% Pref.
Shares @ X 25 per share transferred to Call-in-
Arrear A/c)
12% Preference Share Final Call A/c Dr. 2,50,000

To 12% Preference Share Capital A/c 2,50,000
(Final call money due @ X 25 per share on
10,000, 12% Pref. shares as per Board’s
resolution dated...)
Calls-in-Arrear Alc Dr. 50,000

To 12% Preference Share Final Call A/c 50,000

(Final call money due on 2,000, 12% Pref.
Shares @ X 25 per share transferred to Calls-in-
Arrear A/c)
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Cash Book (Book Column)

Dr.

Cr.

Particulars 3

Particulars

To 12% Preference Share
Application and Allot-
ment A/c
(Application money on
12,000, 12% Pref. Shares
@ X 30 per share)

To 12% Preference Share
Application and Allot-
ment A/c
(Allotment money @ < 30
per share on 10,000, 12%
preferences shares)

3,60,000

3,00,000

To 12% Preference Share
First Call A/c
(First call money @ X 25
per share on 9,000, 12%
Pref. Shares)

To 12% Preference Share
Final Call A/c
(Final call money @ X 25
per share on 8,000, 12%
Pref. Shares)

2,25,000

2,00,000

10,85,000

By 12% Preference Share
Application A/c
(Refund of Application
money of 2,000
applications @ X 30
per share)

By Balance c/d

60,000

10,25,000

10,85,000

Balance Sheet of Wonder Ltd. as at...........

Liabilities 4

Assets

Share Capital
Authorised Capital -
Issued, Subscribed and

Paid-up Capital - 10,000,

12% Preference Shares

of T 100 each fully
called up

Less: Call-in-Arrears

10,00,000
75,000 9,25,000

Reserves & Surplus:
Securities Premium Account _1,00,000

10,25,000

Current Assets
Loans & Advances
A. Current Assets
Cash at Bank

10,25,000

10,25,000
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14. ISSUE OF SHARES AT DISCOUNT

When shares are issued at a price lower than the face value, they are said to be
issued at discount. Thus, the excess of the face value over the issue price is the
amount of discount. For example, if a share of ¥ 10 is issued at ¥ 9then X (10-9) =
Re. 1 is the discount. Section 79 of the Companies Act allows a company to issue
shares at a discount subject to the following conditions:

(i) The shares must belong to a class already issued.

(i) The issue is authorised by a resolution passed in the general meeting of the
company and the sanction of the Central Government is obtained.

(i) The resolution must specify the maximum rate of discount at which the
shares are to be issued. No resolution shall be sanctioned by the Central
Government if the maximum rate of discount specified in the resolution
exceeds ten per cent, unless it is of opinion that a higher percentage of
discount may be allowed in special circumstances of the case.

(iv) Not less than one year has at the date of the issue elapsed since the date on
which the company was entitled to commence business.

(v) The shares must be issued within two months from the date of receiving the
sanctions of the Central Government or within such extended time as the
Central Government may allow.

It follows from the above conditions that shares cannot be issued at a discount if:
(i) itis a new company; or
(i) itis a new class of shares even though of an old company.

If a company has issued shares at a discount, every subsequent prospectus
relating to the issue of shares must contain particulars of a discount allowed on the
issue of the shares or of so much of that discount as has not been written off at the
date of the issue of the prospectus.

The discount on issue of shares must be treated as a loss of capital nature and
as such debited to a separate account called ,Discount on Issue of Shares Account’.
Until it is written off, it must be distinctly shown on the assets side of the Balance
Sheet under the head “Miscellaneous Expenditure”. Though there is no legal
obligation on the part of the company to write off such discount, a sound business
policy demands that since it is not represented by value, it should be written off
gradually out of profits over a reasonable number of years.

In the absence of any instructions to the contrary, discount on the issue of shares
is generally recorded at the time of allotment. Whenever shares are issued at a
discount, Share Allotment Account is debited only with the net amount due and the
discount allowed is debited to ,Discount on Issue of Shares Account”, the total being
credited to Share Capital Account to make up the nominal amount of shares
subscribed. Thus, the accounting entry will be as follows:
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1. Share Allotment A/c Dr. with the amount due
Discount on Issue of Shares A/c Dr. with the discount allowed
To Share Capital Alc with the total amount

2. When some portion of discount is written off

Profit and Loss A/c Dr. with the amount written off
To Discount of Issue of Shares A/c

Illustration 6

Elegant Ltd. issued at 25,000 equity shares of X 10 each at a discount of 10%
payable as follows:

On Application % 3.00 per share
On Allotment % 1.00 per share
On First Call % 2.50 per share
On Final Call % 2.50 per share

Applications were received for 30,000 shares and the directors allotted 25,000
shares and refunded the excess application money for 5,000 shares.

The allotment money was duly received on all the shares. One shareholder
holding 1,000 shares did not pay the first call money while another shareholder
holding 200 shares paid the final call money along with the first call money. The
company did not make the final call.

Show the Cash Book, Journal entries and prepare the Balance Sheet of the
Company.

Solution:

Cash Book (Bank Column)
Dr. Cr.
Particulars X Particulars 4

To Equity Share Application A/c 90,000 By Equity Share Appli-

(Application money on 30,000 cation Alc 15,000
shares @ X 3 per share) (Refund of application
To Equity Share Allotment A/c 25,000 money on 5,000 shares
(Allotment money on 25,000 @ X 3 per share)
shares @ Re. 1 per share) By Balance c/d 1,60,000

To Equity Share First Call A/lc 60,000
(First Call money on 24,000
shares @ < 2.50 per share)

To Calls-in-Advance Alc 500

1,75,500 1,75,500
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Journal Entries
Particulars Dr. R) Cr.(%)
Equity Share Application A/c Dr. 75,000
Equity Share Allotment A/c Dr. 25,000
Discount on Issue of Shares A/c Dr. 25,000
To Equity Share Capital A/c 1,25,000
(Capitalisation of application money @ X 3 per
share and allotment money due @ X 1 per
share excluding discount @ ¥ 1 per share on
allotment of 25,000 equity shares of X 10 each
at a discount of 10% as per Board’s resolution
dated................ )
Equity share First Call A/c Dr. 62,500
To Equity Share Capital A/c 62,500
(First call due on 25,000 shares X 2.50 per
share as per Board’s resolution dated...)
Calls-in-Arrear Alc Dr. 2,500
To Equity Share First Call Alc 2,500
(First call due on 1,000 shares X 2.50 per share
transferred to Calls-in-Arrear A/c)
Balance Sheet of Elegant Ltd. as at...........
Liabilities Amount Assets Amount
4 4
Share Capital Current Assets,
Authorised Capital — Loans and Advances
Issued & Subscribed Capital - A. Current Assets
25,000 Equity Shares of Cash at Bank 1,60,500
% 10 each 2,50,000 Miscellaneous Expenditure
Paid-up Capital - Discount on Issue of Shares 25,000
25,000 Equity Shares of
I 10 each X 7.50
per share calledup 1,87,500
Less: Calls-in-Arrear 2,500 1,85,000
Calls-in-Advance 500
1,85,500 1,85,500
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15. ISSUE OF SHARES FOR CONSIDERATION OTHER THAN CASH

A company may also issue shares for consideration other than cash to vendors
who sell some assets to the company or to the promoters for their services. When
shares are so issued, the Companies Act requires that the same must be clearly
stated in the balance sheet and must be distinguished from the issue made for cash.

16. ISSUE OF SHARES TO VENDORS

A company may purchase assets from the vendors and instead of paying the
vendors cash, may settle the purchase price by issuing fully paid shares of the
company. This type of issue of shares to the vendors is called issue of shares for
consideration other than cash. Such shares may be issued by the vendors either (i) at
par, or (ii) at a premium, or (iii) at a discount. The accounting entries in such a case
will be as follows:

(i) When assets are acquired from the vendors -

Sundry Assets A/c Dr. with the purchase price
(individually) payable for the assets
To Vendors acquired

(i) When fully paid shares are issued to vendors at par -

Vendors Dr. with the nominal value
To Share Capital Alc of the shares allotted

(iii) When fully paid shares are issued to vendors at a premium -

Vendors Dr. with the purchase price
To Share Capital Alc with the nominal value of
the shares allotted
To Securities Premium A/c with the amount of premium

(iv) When fully paid shares are issued to vendors at a discount -

Vendors Dr. with the purchase price
Discount on Issue of Shares A/c Dr. with the discount allowed
To Share Capital Alc with the total
Illustration 7

Rocket Ltd. purchased the business of Comet Ltd. for ¥ 2,70,000 payable in fully
paid shares. Rocket Ltd. allotted equity shares of X 10 each fully paid in satisfaction
of the claim by Comet Ltd. Show the necessary journal entries in the books of Rocket
Ltd. assuming that:

(a) Such shares are issued at par,
(b) Such shares are issued at premium of 20% and

(c) Such shares are issued at a discount of 10%.
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Journal Entries
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Particulars

Dr. R)

cr(3)

(c)

Sundry Assets Dr.
To Comet Ltd.

(Purchase of assets from Comet
Ltd. as per agreement dated.....)

If shares are issued at par
Comet Ltd. Dr.
To Equity Share Capital A/c

(Allotment of 27,000 equity shares
of ¥ 10 each to vendors as fully
paid-up for consideration other than
cash as per Board’s resolution
dated...)

If shares are issued at a premium of 20%
Comet Ltd. Dr.

To Equity Share Capital A/c
To Securities Premium A/c

(Allotment of 22,500 equity shares
of X 10 each at a premium of ¥ 2
per share to vendors as fully paid-up
for consideration other than cash as
per Board’s resolution dated.....)

If shares are issued at a discount of 10%

Comet Ltd. Dr.

Discount on Issue of Shares A/c Dr.
To Equity Share Capital A/c

(Allotment of 30,000 equity shares
of X 10 each at a discount of Re. 1
per share to vendor as fully paid-up
for consideration other than cash as
per Board’s resolution dated.....)

2,70,000

2,70,000

2,70,000

2,70,000
30,000

2,70,000

2,70,000

2,25,000
45,000

3,00,000

Working Notes:

1. When shares are issued at a premium of 20%

Issue price per share =X (10 + o ><10J= 12

.. No. of shares to be allotted =

20
100

%2,70,000

=% 22,500
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2. When shares are issued at a discount of 10%

Issue price per share = X. [10 —%MOJ: 9

=% 30,000

. No. of shares to be allotted = w

17. ISSUE OF SHARES TO PROMOTERS

A company may allot fully paid shares to promoters or any other party for the
services rendered by them by way of furnishing technical information, engineering
services, plant layout, drawing and designing, etc. without payment. This type of
issue of shares to promoters is called issue of shares for consideration other than
cash. As the amount paid to promoters for services rendered by them is supposed to
be utilised by the company over a long period of time, such expenditure should be
treated as capital expenditure and debited to Goodwill Account. The accounting entry
in such a case will be as follows:

Goodwill Alc Dr. with the nominal value of
To Share Capital Alc the shares allotted.
Illustration 8

Bright Ltd. was registered with a share capital of ¥ 10,00,000 in equity shares of
% 10 each. The company acquired factory building worth ¥ 1,00,000 and plant and
machinery worth I 80,000 from Delite Ltd. and issued 18,000 equity shares of I 10
each to the vendors as fully paid-up. The directors also decided to allot 2,000 equity
shares credited as full paid to the promoters for their services. Further capital was
issued to the public for cash to the extent of ¥ 3,00,000 payable in full with the
application. All the shares were taken up by the public and fully paid for. Show the
necessary journal entries and the balance sheet.

Solution:
Journal Entries
Particulars Dr. R) Cr.(%)
Factory Building A/c Dr. 1,00,000
Plant and Machinery A/c Dr. 80,000
To Delite Ltd. 1,80,000

(Purchase of assets from Delite Ltd. as per
agreement dated.....)

Delite Ltd. Dr. 1,80,000
To Equity Share Capital A/c 1,80,000

(Allotment of 18,000 equity shares of X 10 each
to vendors as fully paid-up for consideration
other than cash as per Board’s resolutions
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Goodwill Alc Dr. 20,000
To Equity Share Capital A/c 20,000

(Allotment of 2,000 equity shares of I 10 each
to promoters as fully paid-up for consideration
other than cash as per Board’s Resolution

Bank Dr. 3,00,000
To Equity Share Application and
Allotment A/c 3,00,000

(Application money on 30,000 equity shares <
10 each per share)

Equity Share Application and Allotment A/c Dr. 3,00,000
To Equity Share Capital A/c 3,00,000

(Allotment of 30,000 equity shares of X 10 each
as fully paid as per Board’s resolution dated.....)

Balance Sheet of Bright Ltd., as at.....

Liabilities X Assets 4
Share Capital: Fixed Assets:
Authorised Capital - 1,00,000 Goodwill 20,000
equity shares of ¥ 10 each  10,00,000 Factory Building 1,00,000
Issued, Subscribed and Paid-up Plant and Machinery 80,000
Capital - 50,000 equity shares Current Assets,
of T 10 each, fully paid-up 5,00,000 Loans & Advances
(Of the above shares, 20,000 A. Current Assets
shares have been issued to Cash at Bank 3,00,000
vendors and promoters for B. Loans and Advances Nil
consideration other than cash)

5,00,000 5,00,000

18. FORFEITURE OF SHARES

If a shareholder fails to pay the allotment money and/or calls made on him his
shares are liable to be forfeited. Forfeiture of shares may be said to be the
compulsory termination of membership by way of penalty for non-payment of
allotment and/or any call money.

The Companies Act does not contain any specific provisions regarding forfeiture.
In fact, the power to forfeit shares must be contained in the Articles of the Company
and the directors can forfeit the shares of a member only in pursuance of the
authority given by the Articles. Table A permits the directors to forfeit shares for non-
payment of calls. But the directors must follow certain procedures for forfeiting the
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shares. They have to give notice to the defaulting shareholder calling upon him to pay
the amount due from him together with interest before a specified date (not being
earlier than the expiry of fourteen days from the date of service of the notice). This
notice must state that if the shareholder fails to pay the amount along with interest
that may be due within the specified date, the shares will be forfeited. If the payment
is not received by the time, the directors meet to consider the forfeiture and they can
proceed to forfeit the shares. The directors must pass a resolution for forfeiting the
shares at a duly constituted meeting of the Board of directors and the defaulting
shareholder should be informed about the forfeiture of his shares.

The effect of forfeiture of shares is that the defaulting shareholder loses all his rights
in the shares and ceases to be a member. The name of the shareholder is removed from
the Register of Members and the amount already paid by him is forfeited.

He is not entitled in future to dividends and the rights of membership. However,
the directors have the right to cancel such forfeiture before the forfeited shares are
re-issued. It is interesting to note here that although a person ceases to be a member
on the forfeiture of his shares, he still continues to be liable for the unpaid calls due
on the date of forfeiture until the nominal value of the shares is fully paid-up (u/s 426
dealing with the liability of present and past members as contributories in the event of
winding up).

Forfeited shares account is to be shown in the balance sheet by way of addition to
the paid-up share capital on the Jiabilities’ side, until the concerned shares are reissued.

Accounting Entries on Forfeitures of Shares

Since a company can issue shares either (a) at par or (b) at a premium, or (c) at
a discount, accounting treatment on forfeiture will, also differ in the above cases. As
such, accounting entries are shown below under each of the above cases.

(a) Forfeiture of Shares Issued at Par

(i) Where the unpaid calls have already been transferred to Calls-in-Arrear A/c
and the respective call accounts have been closed:

Share Capital Alc Dr. with the amount of called up value of
shares forfeited i.e. [no. of shares
forfeited x the called up value per

share.]

To Shares Forfeited A/c with the amount already paid-up by
the shareholders on the shares
forfeited.

To Calls-in-Arrear Alc with the amount of unpaid calls.

Alternatively:

(i) Where the unpaid calls have not been transferred to Calls-in-Arrear A/c and
the respective call accounts are showing balances representing unpaid amounts:

Share Capital Alc Dr. with the amount of called up value of
shares forfeited i.e., no. of shares
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forfeited x the called up value per

share.

To Shares Forfeited A/c with the amount already paid up by
the shareholders on the shares
forfeited.

To Share Allotment A/c with the amount failed on allotment,
if any.

To Share First Call A/c with the amount failed on first call, if
any.

To Share Final Call A/c with the amount failed on final call, if
any.

Illustration 9

X Ltd. forfeited 1,000 equity shares of X 10 each issued at par for non-payment
of the first call of ¥ 2 per share and the final call of X 3 per share. Give journal entry
for the forfeiture.

Solution:
Journal Entry
Particulars Dr. (Rs) Cr.(Rs)

Equity Share Capital A/c Dr. 10,000

(1,000 x X 10)*
To Shares Forfeited A/c 5,000
(1,000 x X 5)*
To Calls-in-Arrear Alc 5,000
(1,000 x X 5)*

(Forfeiture for 1000 equity shares for non-
payment of the first call of X 2 per share and the
final call of ¥ 3 per share as per Board’s
resolution dated...)

Alternatively:

Equity Share Capital A/c Dr. 10,000
To Shares Forfeited A/c 5,000
To Equity Share First Call A/c 2,000
To Equity Share Final Call A/c 3,000

(Forfeiture of 1000 equity shares for non-
payment of the first call of ¥ 2 per share and the
final call of ¥ 3 per share as per Board’s
Resolution dated...)

*  Shown by way of explanation.
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(b) Forfeiture of Shares Issued at Premium

84

(i) Where shares to be forfeited were issued at a premium and the premium
money remained unpaid, the credit already given to the ,Securities Premium
A/c’ will be cancelled at the time of forfeiture of the shares by debiting
“Securities Premium A/c”. The accounting entry will be as follows:

Share Capital A/c

Securities Premium A/c

To Shares Forfeited Alc

To Calls-in-Arrear Alc

Alternatively:
Share Capital A/c

Securities Premium A/c

To Shares Forfeited A/c

To Share Allotment A/c

To Share First Call Alc

To Share Final Call Alc

Dr.

Dr.

Dr.

Dr.

with the amount of called up value of
shares forfeited, i.e., no. of shares
forfeited x called up value per share.
(excluding premium).

with the amount of premium money
remaining unpaid on shares
forfeited.

with the amount already paid by the
shareholders on the shares
forfeited.

with the amount unpaid on calls.

with the amount of called up value of
shares forfeited, i.e., no. of shares
forfeited x called up value per share.
(excluding premium).

with the amount of premium money
remaining unpaid on shares
forfeited.

with the amount already paid by the
shareholders on the shares
forfeited.

with the amount failed on allotment,
if any.

with the amount failed on first call, if
any.

with the amount failed on final call, if
any.

(i) Where shares to be forfeited were issued at a premium and the premium
money was duly received on the shares to be forfeited, Securities Premium
Account already credited at the time of making call will not be cancelled at
the time of forfeiture of the shares.

Section 78(2) of the Companies Act imposes restrictions on the application of
“Securities Premium Account”. It is important to note here that the balance standing
at the credit in the Securities Premium Account may not be proportionate to the

shares issued in such a case.
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In such a case, the accounting entry on forfeiture will be the same as the one
passed in case of shares issued at par.

Illustration 10

X Ltd. forfeited 1,500 Equity Shares of I 10 each, issued at a premium of X 5
per share for non-payment of allotment money of X 8 per share (including share
premium X 5 per share) the first call of ¥ 2 per share and the final call of ¥ 3 per
share. Give the journal entry for the forfeiture.

Solution:
Journal Entry

Particulars Dr. X) Cr.(X)
Equity Share Capital A/c Dr. 15,000
(1500 x X 10)*
Securities Premium A/c Dr. 7,500
(1500 x X 5)*

To Shares Forfeited A/c 3,000

(1,500 x X 2)*
To Calls-in-Arrear Alc 19,500

(1,500 x T 13)%

(Forfeiture of 1,500 equity shares of ¥ 10 each
for non-payment of allotment money of X 8 per
share, including a premium of I 5 per share,
first call money of X 2 per share and the final
call money @ X 3 per share as per Board’s
resolution dated...)

Alternatively:

Equity Share Capital A/c Dr. 15,000

Securities Premium A/c Dr. 7,500
To Shares Forfeited A/c 3,000
To Equity Share Allotment A/c 12,000
To Equity Share First Call A/c 3,000
To Equity Share Final Call A/c 4,500

(Forfeiture of 1,500 equity shares of ¥ 10 each
for non-payment of allotment money of X 8 per
share, including a premium of X 5 per share,
first call money of X 2 per share and the final
call money @ X 3 per share as per Board's
resolution dated...)

* Given by way of explanation.
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Illustration 11

X Ltd. forfeited 1,500 equity shares of X 10 each issued at a premium of X 5 per
share payable with the allotment money, for non-payment of the first call money of I
2 per share and the final call money of X 3 per share. Give journal entries.

Solution:
Journal Entry
Particulars Dr. R) Cr.(3)

Equity Share Capital A/c Dr. 15,000

(1,500 x X 10)
To Shares Forfeited A/c 7,500
(1,500 x X 5)
To Calls-in-Arrear Alc 7,500
(1,500 x X 5)

(Forfeiture of 1,500 equity shares of ¥ 10 each
for non-payment of the first call money of I 2
per share and the final call money of X 3 per
share as per Board’s resolution dated...)

Alternatively:

Equity Share Capital A/c Dr. 15,000
To Shares Forfeited A/c 7,500
To Equity Share First Call A/c 3,000
To Equity Share Final Call A/c 4,500

(Forfeiture of 1,500 equity shares of X 10 each
for non-payment of the first call money of I 2
per share and the final call money of X 3 per
share as per Board’s resolution dated...)

Note: As the premium has already been received on these shares, Securities
Premium Account will not be debited.

( c) Forfeiture of Shares Issued at Discount

If shares to be forfeited were issued at discount, a proportionate amount of
discount allowed on such shares should be written off. Since discount on issue of
shares, being a loss, is debited to “Discount on Issue of Shares Account” at the time
of issue of shares, it should be credited at the time of forfeiture of the shares. On re-
issue of such forfeited shares again, Discount on Issue of Shares Account is debited
making the discount on issue of shares proportionate to the shares actually issued.
Thus, the position in respect of discount is quite distinct from the position in respect of
premium on issue of shares. The accounting entry on forfeiture will be as follows:

Share Capital Alc Dr. with the amount of called up value of
shares forfeited, i.e., No. of shares
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To Shares Forfeited A/c

To Discount on Issue of Shares A/c

To Calls-in-Arrear Alc

Alternatively:

Share Capital A/c Dr.

To Shares Forfeited Alc

To Discount on Issue of Shares A/c

To Respective Calls

Illustration 12

EP-CA&CMA-2

forfeited x called up value per share
(including discount).

with the amount already paid by the
shareholders on the shares forfeited
i.e., No. of shares forfeited x amount
paid per share.

with the amount of discount allowed
previously on shares forfeited, i.e.,
No. of shares forfeited x discount
allowed per share.

with the amount of unpaid calls i.e.,
No. of shares forfeited x unpaid
amount per share.

with the amount of called up value of
shares forfeited, i.e., No. of shares
forfeited x called up value per share
(including discount).

with the amount already paid by
the shareholders on the shares
forfeited.

with the amount of discount allowed
previously on shares forfeited.

with  the amount unpaid on
respective calls, [i.e., No. of shares
forfeited x amount due on respective
call per share.]

X Ltd., forfeited 1,000 equity shares of ¥ 10 each, issued at a discount of 10% for
non-payment of the first call of ¥ 2 and the final call of ¥ 3 per share. Show the

necessary journal entry.

Solution:

Journal Entry

Particulars

Dr. %) cr(%)

Equity Share Capital A/c
(1,000 x X 10)
To Shares Forfeited A/c
(1,000 x X 4)
To Discount on Issue of Shares A/c
(1,000 x X 1)

Dr. 10,000
4,000

1,000
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To Calls-in-Arrear Alc 5,000
(1,000 x X 5)

(Forfeiture of 1,000 equity shares issued at a
discount of 10% for non-payment of first call
money of X 2 per share and final call money of
X 3 per share as per Board’s resolution

dated...)

Alternatively:

Equity Share Capital A/c Dr. 10,000
To Shares Forfeited Alc 4,000
To Discount on Issue of Shares Alc 1,000
To Equity Share First Call A/c 2,000
To Equity Share Final Call Alc 3,000

(Forfeiture of 100 equity shares issued at a
discount of 10% for non-payment of first call
money of X 2 per share and final call money of
X 3 per share as per Board’s resolution
dated...)

19. RE-ISSUE OF FORFEITED SHARES

Table-A empowers the Board of directors to sell or otherwise dispose of forfeited
shares on such terms as it thinks fit. However, the amount receivable on re-issue of
such shares together with the amount already received from the defaulting member,
shall not, in any case, be less than the face value of the shares. Thus, forfeited
shares may be re-issued at par, at a premium or even at a discount.

If forfeited shares are re-issued at a discount, the amount of discount can, in no
case, exceed the amount credited to Shares Forfeited Account. Discount thus
allowed on re-issue has to be debited to Shares Forfeited Account. If the discount
allowed on re-issue is less than the forfeited amount, there will be a surplus left in the
Shares Forfeited Account which will be treated as net gain on forfeiture. As this gain
is in the nature of capital profits (i.e., profits earned not in the normal course of
business), it should be transferred to Capital Reserve Account. Capital Reserve
Account will appear on the Liabilities side of the Balance Sheet under the head
“‘Reserves and Surplus”.

If forfeited shares are re-issued at par, the entire amount standing to the credit of
Shares Forfeited Account would be treated as net gain and transferred to Capital
Reserve Account.

If forfeited shares are re-issued at a premium, the amount of such premium
should be credited to Securities Premium Account. In such a case also, the entire
amount standing to the credit of Shares Forfeited Account would be treated as net
gain and transferred to Capital Reserve Account.

On re-issue of forfeited shares which were originally issued at a discount,
Discount on Issue of Share Account should be reinstated with the proportionate



89 EP-CA&CMA-2

amount to the shares re-issued so that the discount on issue of shares may be
proportionate to the shares issued. In such a case, net gain on re-issue should be
calculated after taking into account such discount.

In case only a part of the forfeited shares are re-issued, only the proportionate
amount representing the net gain on the shares re-issued should be transferred to
Capital Reserve Account and the balance representing the amount received on
forfeited shares not yet re-issued should be left in the Shares Forfeited Account itself.
This amount should be shown as addition to the paid up capital on the liabilities side
of the balance sheet.

Accounting Entries
(i) If forfeited shares are re-issued at par

1. On re-issue of shares:

Bank Dr. with the amount received on reissue
To Share Capital A/c i.e. no. of shares re-issued x amount
received per share.
2. On transfer of Shares Forfeited Account to Capital Reserve Account:

Shares Forfeited A/c Dr. with the forfeited amount on shares
To Capital Reserve A/c re-issued.

(ii) If forfeited shares are re-issued at a premium

1. On re-issue of shares:

Bank Alc Dr. with the total amount received on re-
issue.
To Share Capital Alc with nominal value or paid-up value
of shares.
To Securities Premium A/c with the premium money.

2. On transfer of Shares Forfeited A/c to Capital Reserve A/c:

Shares Forfeited A/c Dr. with the forfeited amount on shares
To Capital Reserve Alc re-issued

(iii) If forfeited shares are re-issued at a discount

1. On re-issue of shares:

Bank Dr. with the amount received on re-
issue.

Shares Forfeited A/c Dr. with the discount allowed on re-
issue.

To Share Capital A/c with the total.
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2. On transfer of balance in Shares Forfeited Account, if any, to Capital Reserve Account;

Shares Forfeited A/c Dr. with the net gain, if any, on shares
To Capital Reserve A/c re-issued.

(iv) Re-issue of forfeited shares which were originally issued at a discount

1. On re-issue of shares:

Bank Alc Dr. with the amount received on re-
issue.
Discount on Issue of Shares A/c Dr. with the amount of discount
originally allowed.
Shares Forfeited A/c Dr. with the amount of short fall if any.
To Share Capital A/c with the total.
2. On transfer of balance in Share Forfeited A/c, if any, to Capital Reserve A/c:
Shares Forfeited A/c Dr. with the net gain, if any on shares
To Capital Reserve Alc re-issued.

Illustration 13

Give journal entries for the forfeiture and re-issue of shares in the following cases:

(@) P Ltd. forfeited 300 shares of ¥ 10 each, fully called up for non-payment of
final call money of X 4 per share. These shares were subsequently re-issued
by the company for X 10 per share as fully paid-up.

(b) Q Ltd. forfeited 300 shares of X 10 each, fully called up for non-payment of
final call money of X 4 per share. These shares were subsequently re-issued
by the company for X 12 per share as fully paid-up.

(c) R Ltd. forfeited 200 shares of X 10 each, X 8 per share being called up on
which a shareholder paid application and allotment money of X 5 per share
but did not pay the first call money of ¥ 3 per share. Of these forfeited
shares, 150 shares were subsequently re-issued by the company as fully
paid-up for X 8 per share.

(d) S Ltd. forfeited 100 shares of ¥ 10 each, I 8 per share being called up,
which were issued at a discount of 10% for non-payment of first call money of
% 3 per share. Of these forfeited shares, 80 shares were subsequently re-
issued by the company at X 5 as < 8 paid-up.

Solution:
Journal Entries
Particulars Dr. X) cr(X)
(a) 1. Share Capital A/c Dr. 3,000
(300 x T 10)
To Shares Forfeited A/c 1,800

(300 x X 6)
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To Shares Final Call Alc
(300 x X 4)

(Forfeiture of 300 shares of X 10 each for non-
payment of final call money of X 4 per share as
per Board’s resolution dated...)

2. Bank Dr.

To Share Capital Alc
(300 x X 10)

(Re-issue of 300 forfeited shares of ¥ 10 each
fully paid-up as per Board’s resolution dated...)

3. Shares Forfeited A/c Dr.

To Capital Reserve Alc

(Transfer of profit on re-issue of forfeited shares
to Capital Reserve Alc)

(b) 1. Share Capital Alc Dr.

(300 x X 10)
To Shares Forfeited A/c
(300 x X 6)
To Share Final Call A/c
(300 x X 4)

(Forfeiture of 300 shares of X 10 each for non-
payment of final call money of X 5 per share as
per Board’s resolution dated...)

2. Bank Dr.

(300 x T 12)
To Share Capital Alc
(300 x X 10)
To Securities Premium A/c
(300 x X 2)

(Re-issue of forfeited shares of ¥ 10 each at a
premium of ¥ 2. per share as per Board’s
resolution dated...)

3. Shares Forfeited A/c Dr.

To Capital Reserve Alc

(Transfer of profit on re-issue of forfeited shares
to Capital Reserve A/c)

(c) 1. Share Capital Alc Dr.

(200 x X 8)
To Shares Forfeited A/c
(200 x X 5)

3,000

1,800

3,000

3,600

1,800

1,600

EP-CA&CMA-2

1,200

3,000

1,800

1,800

1,200

3,000

600

1,800

1,000
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To Share First Call Alc
(200 x X 3)

(Forfeiture of 200 shares of ¥ 10 each X 8
being called up for non-payment of first call
money of X 3 per share as per Board’s
resolution dated...)

2. Bank Alc Dr.
(150 x X 8)
Share Forfeited Alc Dr.
(150 x X 2)

To Share Capital A/c

(Re-issue of 150 forfeited shares of X 10 each as
fully paid-up for X 8 per share, i.e., at a discount of
% 2 per share as per Board’s resolution dated...)

3. Share Forfeited Alc Dr.

To Capital Reserve Alc

(Transfer of capital profit proportionate to
forfeited shares re-issued, i.e., on 150 shares to
Capital Reserve Alc)

(d) 1. Share Capital A/c Dr.

(100 x X 8)
To Share Forfeited A/c
(100 x X 4)
To Discount on Issue of Shares A/c
(100x X 1)
To Share First Call A/c
(100 x X 3)

(Forfeiture of 100 shares of ¥ 10 each, I 8
being called up, issued at a discount of X 1 per
share for non-payment of first call @ X 8 per
share as per Board’s resolution dated...)

2. Bank Alc Dr.

(80 x X 5)

Discount on Issue of Shares A/c Dr.

(80x X 1)

Share Forfeited A/c Dr.

(80x X 2)
To Share Capital A/c
(80 x X 8)

(Re-issue of 80 forfeited shares of ¥ 10 each,
% 8 being called up originally issued at dis-

1,200

300

450

800

400
80

160

600

1,500

450

400
100

300

640
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count of 10% for ¥ 5 per share credited as
X8 per share as per Board’s resolutions
dated...)

3. Shares Forfeited Alc Dr. 160
To Capital Reserve A/c 160

(Transfer of Capital Profit proportionate to
forfeited shares re-issued, i.e., on 80 shares to
Capital Reserve Alc)

20. FORFEITURE AND RE-ISSUE OF SHARES ALLOTTED ON PRO-RATA
BASIS IN CASE OF OVER-SUBSCRIPTION

In case, the shares of a Company are over-subscribed, it is not possible for the
company to satisfy the demand of all the applicants. In such a case allotment may be
made on pro-rata basis, i.e., proportionately. For example, 10,000 shares are allotted
pro-rata among the applicants for 12,000 shares. In this case, the ratio between
allotment of shares and application for shares will be 10,000 : 12,000 or 5 : 6, i.e.,
those applying for every 6 shares will be allotted 5 shares.

If shares are allotted pro-rata, the excess application money received on shares
allotted will be retained by the company and adjusted subsequently against allotment
money and/or call money.

If such shares are subsequently forfeited for non-payment of allotment money
and/or call money, the entries will be the same, but it may involve some difficulty in
calculation. In such a case, it is to be noted carefully that if there is any excess
amount received along with the application and it is adjusted against the allotment
money which is failed by the shareholder, such amount should be deducted from the
amount due on allotment to arrive at the net amount failed by the shareholder.

Illustration 14

A limited company issued a prospectus inviting applications for 2,000 shares of
%10 each at a premium of X 2 per share payable as follows:

On Application - 2
On Allotment -- X 5 (including premium)
On First Call - %3
On Second and Final Call -- 2

Applications were received for 3,000 shares and allotment was made pro-rata to
the applicants of 2,400 shares. Money overpaid on applications was employed on
account of sum due on allotment.

Ramesh, to whom 40 shares were allotted, failed to pay the allotment money and
on his subsequent failure to pay the first call, his shares were forfeited. Mohan, the
holder of 60 shares failed to pay the two calls and his shares were forfeited after the
second and final call.
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Of the shares forfeited, 80 shares were sold to Krishna credited as fully paid for
% 9 per share, the whole of Ramesh’s share being included.

Show journal and cash book entries and the Balance Sheet.

Solution:

Working Notes:

1.

Ratio between allotment of shares and application for shares = 2,000 : 2,400
=5:6, i.e., those applying for every 6 shares will be getting 5 shares.

2. Ramesh was allotted 40 shares.

Therefore, Ramesh must have applied for 40 x 6/5 = 48 shares.

3. Ramesh must have paid excess application money on (48 - 40) = 8 excess
applications @ X 2 per share, i.e., 8 x ¥ 2 = ¥ 16 which was retained by the
company for adjustment against allotment money.

4. Allotment money due from Ramesh on 40 shares @ < 5 per share =40 x X5
=< 200.

5. As the allotment money was failed by Ramesh against which excess money
paid on application was adjusted, the net amount failed by Ramesh on
Allotment = X (200 - 16) = X 184.

6. As Mohan paid the allotment money and the excess amount paid by him
along with the application had already been adjusted, pro rata allotment in
this case has no significance.

7. Amount to be transferred to Capital Reserve A/c from Shares Forfeited Alc
has to be determined as follows:

3

Amount forfeited on 40 shares held by Ramesh (48 x X 2) 96

Amount forfeited on 60 shares held by Mohan (60 x X 5) 300

Total amount credited to Shares Forfeited A/c 396
Less: Amount on 20 forfeited shares held by Mohan

which are not yet re-issued (20 x X 5) 100

296

Less: Discount allowed @ < 1 on 80 shares (80 x X 1) 80

Net gain on 80 forfeited shares which are reissued to _

be transferred to Capital Reserve 216

Cash Book (Bank Column)

Dr. Cr.

Particulars X Particulars 4

To Share application A/c 6,000 By Share Application A/c 1,200

(Application money on 3000 (Refund of application

shares @ X 2 per share) money on 600 shares
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To Shares Allotment A/c 9,016 rejected @ X 2 per

(Balance of allotment money share)
on 2,000 shares less amount By Balance c/d

failed by Ramesh)

To Share First Call A/c 5,700
(First call money on 1900
shares, i.e., 2000 shares -
(40 + 60) shares @ X 3
per share)

To Shares Final call Alc 3,700
(Final call money on 1900
shares, i.e., 1960 shares less
60 shares held by Mohan who
failed @ ¥ 2 per share)

To Share Capital Alc 720
(Amount received on re-issue
of 80 forfeited shares
@ X 9 per share)

25,236
To Balance b/d 24,026

EP-CA&CMA-2

24,036

Journal Entries

Particulars

Dr. R)

cr.(%)

Share Application A/c Dr.

To Share Capital Alc

(Transfer of application money to share capital
account as per Board’s resolution dated...)

Share Allotment A/c Dr.

To Share Capital A/c
To Securities Premium A/c

(Allotment of 2000 shares to the applicants for
2400 shares pro-rata and allotment money due
@ X 5 per share including premium of I 2 per
share as per Board’s resolution dated...)

Share Application A/c Dr.

To Share Allotment A/c

(Surplus application money adjusted towards
share allotment account)

4,000

10,000

800

4,000

6,000
4,000

800
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Share First Call Alc Dr.

To Share Capital A/c

(First call money due on 2000 shares @ X 3 per
share as per Board’s resolution dated...)

Share Capital Alc Dr.

Securities Premium A/c Dr.

To Shares Forfeited A/c
To Share Allotment A/c
To Share First Call A/c

(Forfeiture of 40 shares held by Ramesh for non-
payment of allotment of money @ X 5 per share
including premium @ < 2 per share and first call
money @ X 3 per share as per Board’s
resolution dated...)

Share Final Call A/c Dr.

To Share Capital A/c

(Share final call due on 1960 shares (i.e., 2000
shares-Ramesh’s 40 shares forfeited) @ < 2 per
share as per Board’s resolution dated...)

Share Capital A/c Dr.

To Shares Forfeited A/c
To Share First Call Alc
To Share Final Call Alc

(Forfeited of 60 shares held by Mohan for non-
payment of first call money @ X 3 per share and
final call money @ X 2 per share as per Board’s
resolution dated...)

Shares Forfeited A/c Dr.

To Share Capital A/c

(Discount allowed on re-issue of 80 forfeited
share @ X 1 per Board’s resolution dated...)

Shares Forfeited A/c Dr.

To Capital Reserve Alc

(Transfer of net gain on re-issue of 80 forfeited
shares to capital Reserve A/c)

6,000
6,000
320
80
96
184
120
3,920
3,920
600
300
180
120
80
80
216
216
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Balance Sheet of.....Ltd. as at.....

Liabilities X Assets 3
Share Capital: Current Assets, Loans and

Authorised Capital ? Advances

Issued, Subscribed and A. Current Assets

Paid-up Capital Cash at Bank 24,036
1980 shares of T 10

each fully paid-up 19,800

Shares Forfeited A/c 100

Reserves and Surplus:

Securities Premium Account 3,920
Capital Reserve Account 216
24,036 24,036

Illustration 15

Varun Ltd. was registered with a nominal capital of ¥20,00,000 in equity shares
of 100 each. 10,000 of these shares were issued to the public at a premium of 20
per share, payable as to 20 on application, 45 on allotment including premium,
%25 on first call and the balance on final call. Applications were received for 13,000
shares and allotment was made pro-rata to the applicants of 12,000 shares. Money
over-paid on application was employed on account of sums due on allotment. Sudhir
holding 200 shares paid the whole of the amount due on first call along with the
allotment but failed to pay final call. Pradeep holding 300 shares failed to pay the two
calls and Joshi holding 400 shares failed to pay the final call.

All these shares were forfeited after the final call. Of the shares forfeited, 200
shares belonging to Pradeep and 200 shares belonging to Joshi were sold to Rajesh
as fully paid for 90 per share.

Show the journal entries and cash book in the books Varun Ltd.

Solution:
Varun Ltd.
Journal Entries
Particulars Dr. X) cr. R)
Share Application Account Dr. 2,40,000
To Equity Share Capital Account 2,00,000
To Share Allotment Account 40,000

(Transfer of application money to share capital,
and allotment accounts)

Share Allotment Account Dr. 4,50,000
To Equity Share Capital Account 2,50,000
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To Securities Premium Account 2,00,000

(Money due on allotment of 10,000 shares @
%45 per share including premium of X20)

Share First Call Account Dr. 2,50,000
To Equity Share Capital Account 2,50,000
(Amount due on first call)
Calls-in-Advance Account Dr. 5,000
Calls-in-Arrears Account Dr. 7,500
To Share First Call Account 12,500

(Calls in advance received and calls on arrears
transferred to share first call account)

Share Second and Final Call Account Dr. 3,00,000
To Equity Share Capital Account 3,00,000

(Amount due on second and final call)

Call-in-Arrears Account Dr. 27,000
To Equity Share Final Call Account 27,000

(Call in arrears on 900 shares @ < 30 each)

Equity Share Capital Account Dr. 90,000
To Forfeited Shares Account 55,500
To Calls-in-Arrears Account 34,500

(Being the forfeiture of 900 shares on account of
call-in-arrears)

Forfeited Shares Account Dr. 4,000
To Equity Share Capital Account 4,000
(Discount allowed on re-issue of 400 shares
@%10)
Forfeited Shares Account Dr. 19,000
To Capital Reserve Account 19,000

(Gain on reissue of forfeited shares transferred
to capital reserve)

Dr. Cash Book Cr.
Particulars T Particulars d
To Equity Share Application By Share Application
Account 2,60,000 Account 20,000
To Equity Share Allotment By Balance C/d 12,01,500
Account 4,10,000
To Calls in Advance
Account 5,000

To Equity Share First Call
Account 2,37,500
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To Equity Share Second

and Final Call Account 2,73,000
To Equity Capital Account 36,000
12,21,500 12,21,500
Working Notes
4
(i) Calculation of amount to be forfeited
Sudhir : On 200 shares @ I70(20 + 25 + 25) 14,000
Pradeep: On 300 shares @ I45(20 + 25) 13,500
Joshi : On 400 shares @ I70(20 + 25 + 25) 28,000
Total 55,000
(i) Balance retained in Forfeited Shares Account
Sudhir : On 200 shares @ Z70 14,000
Pradeep: On 100 shares @ I45 4,500
Joshi : On 200 shares @ %70 14,000
Total 32,500
(iii) Amount transferred to capital reserve
Total amount forfeited 55,500
Less: Allowed as discount on reissue 4,000
Less: Retained in Forfeited Shares Account 32,500 36,500
19,000

21. BUY-BACK OF SHARES

When a company has substantial cash resources, it may like to buy its own
shares from the market particularly when the prevailing rate of its shares in the
market is much lower than the book value or what the company perceives to be its
true value. Buy back of shares enables the company to go back to its shareholders
and offers to purchase from them the shares they hold. Through the introduction of
Section 77A in the Companies Act, 1956 by the Companies (Amendment) Act, 1999,
the Central Government has allowed Indian companies to buy-back their shares from
the open market.

Section 77A of the Companies (Amendment) Act, 1999 states that a company
may purchase its own shares or other specified securities (e.g. employees’ stock
option or other securities as may be notified by the Central Government from time to
time) out of:

(i) its free reserves (i.e. reserves which are free for distribution as dividend) and
includes balance of securities premium account; or/and

(i) the proceeds of any shares or other specified securities.

However, no buy-back of any kind of shares or other specified securities shall be
made out of the proceeds of the earlier issue of the same kind of shares or same kind
of other securities. Thus for example, if equity shares are to be bought back,
preference shares or debentures may be issued for the purpose.
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According to Section 77A(2) the following conditions must be satisfied in order to
buy-back the shares:

(@)
(b)

(c)

(f)

The buy-back is authorised by its articles of association of the company.

A special resolution has been passed in general meeting of the company
authorising the buy-back.

Companies are allowed to buy back their own shares to the extent of twenty
five per cent of the paid up capital and free reserves. Buy-back of equity
shares cannot exceed twenty-five per cent of the total paid-up equity capital
of the company in any financial year. Since shares can be bought back at a
premium, the stipulation of twenty-five per cent of the paid-up capital and free
reserves (inclusive of securities premium) is the maximum amount that can
be utilised for buy-back purpose.

The ratio of debt (secured and unsecured) owned by the company is not
more than twice the capital and free reserves of the company after such buy-
back. Debts for this purpose would also include trade creditors and other
current liabilities.

The existing shares or other securities for buy-back should be fully paid-up.

The buy back of 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.

Section 77A(3) states that the notice of meeting at which special resolution on
buy back is proposed to be passed has to be accompanied by an explanatory
statement providing for:

(@)
(b)
(c)
(d)
(e)

e

full and complete disclosure of all material facts.

the necessity for the buy back.

the class of security intended to be purchased under the buy- back.
the amount to be invested under the buy-back.

the time limit for completion of buy-back.

Every buy-back shall be completed within 12 months from the date of passing the
special resolution. The buy-back may be made:

(@)
(b)
(c)

(d)

from the existing security holders on a proportionate basis; or
from the open market; or

from odd lots, i.e. where the lot of securities in a listed company is smaller
than such marketable lot as may be specified by the stock exchange; or

by purchasing the securities issued to employees of the company pursuant to
a scheme of stock option or sweat equity.
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Where a company completes buy-back of its shares or securities, it cannot make
further issue of the same kind of shares or specified securities within a period of six
months except by way of bonus issue or in the discharge of subsisting obligations
such as conversion of warrants, stock option schemes, conversion of preference
shares or debentures into equity shares.

Where a company buys-back its own securities, it has to extinguish and
physically destroy the securities so bought back within seven days of the last date of
completion of buy-back.

Section 77B of the Act states that no company shall purchase its shares or other
specified securities:

(a) through any subsidiary company including its own subsidiary companies; or
(b) through any investment company or group of investment companies; or

(c) if a default in redemption of deposit or any interest thereon, redemption of
debentures or preference shares or payment of dividend to any shareholder
or repayment of any term loan or interest payable thereon to any financial
institution or bank is subsisting.

There is no cap on the price payable for buy-back of shares or specified
securities. After the completion of buy-back, a return containing such particulars
relating to the buy-back as may be prescribed has to be filed with the Registrar of
Companies and Securities and Exchange Board of India within thirty days of such
completion.

Section 77AA of the Act states that where a company purchases its own shares
out of free reserves, then a sum equal to the nominal value of the shares so
purchased shall be transferred to the Capital Redemption Reserve Account. This is
suggested following the accounting treatment mentioned in case of redemption of
preference shares out of distributable profit under Section 80(1)(d) of the Companies
Act, 1956. Premium paid on buy-back should be adjusted against free reserves. This
is possible to adjust against balance of general reserve or profit and loss account or
any other free reserve or against securities premium account. Nominal amount
redeemed out of free reserves or securities premium account should be earmarked
as capital redemption reserve by making transfer from the respective sources.

FREE RESERVES

The term “free reserves” means those reserves which as per the last audited
balance sheet of the company are free for distribution as dividend and shall include
balance to the credit of securities premium account. For computing free reserves it
becomes necessary to look into the provisions of Section 205 of the Companies Act,
1956. Dividend can be distributed out of profit of the current year or any previous year
after providing for depreciation in accordance with the rates specified in Schedule XIV
to the Companies Act, 1956. Realised capital profits arising out of sale of fixed
assets/investments, are generally accounted through profit and loss account. Hence
free reserves include such profits also. The balance in general reserve and profit and
loss account is automatically treated as free reserves. Dividend equalisation reserve
or dividend fluctuation reserve is also treated as free reserve. However, revaluation
reserve, represents unrealised profit and hence cannot be treated as distributable
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profit. Capital Redemption Reserve created under Section 80(1)(d) of the Companies
Act, 1956 is a free reserve. It can be applied by the company in paying up unissued
shares of the company as fully paid up bonus shares. But it cannot be utilised for
payment of dividend. Therefor this is not a free reserve for buy-back of shares.

Difference Between Securities Premium and Share Premium: Securities
premium account is a broader term than share premium. Share premium account
balance represents only premium on issue of equity and preference shares whereas
securities premium account balance represents premium on issue of shares,
debentures, bonds and other financial instruments. It is possible that loss on
redemption of debentures/bonds and related issue expenses may be adjusted
against securities premium account. Similarly, premium on redemption of preference
shares is adjusted against securities premium account.

As a prudence, it would be better to make prospective adjustments for premium
payable on redemption of preference shares before utilising the balance of securities
premium account for buy-back purpose. Securities premium account net of
adjustment forms part of free reserve.

As matter of prudence the entire free reserve should not be utilised for the purpose
of buy-back. The following items should be adjusted against free reserves to arrive at
the net amount of free reserves that can be utilised for the purpose of buy-back:

(i) Unamortised miscellaneous expenditure.

(i) Unamortised deferred revenue expenditure.

(iii) Contingent liabilities likely to mature and not provided for.

(iv) Purchased goodwill.

(v) Any diminution of long-term investments not provided for.

(vi) Any impairment in the value of tangible assets not provided for.
Accounting Entries

The following journal entries may be passed to record buy back of shares:
(i) In case investments are sold for buying back own shares:

Bank Dr.
To Investment Account

(The difference if any, will be credited to Profit
on Sale of Investment Account or debited to
Loss on Sale of Investment Account, which in
turn will be transferred profit and loss account).

Note: Generally free reserves are already invested in the assets/investment of
the company, thus to utilise free reserves, assets/investments are sold.

(ii) In case the proceeds of fresh issues are used for buy-back purpose, then on fresh issue:

Bank Dr.
To Debentures/Other Investments Account
To Securities Premium Account (if any)
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(iii) For buying back of shares:

Equity Shareholders Dr. (with the amount paid)
To Bank

(iv) For cancellation of shares bought back:

Equity Share Capital Account Dr. (with the nominal value of shares
bought back)
Free Reserves/Securities Premium
Account Dr. (with the excess amount/premium
paid over nominal value)
To Equity Shareholders (with the amount paid)
(v) In case the shares are bought back at a discount:
Equity Share Capital Account Dr. (with the nominal value)
To Equity Shareholders (with the amount paid)
To Capital Reserve Account (with the amount of discount on buy-
back)

(vi) For transfer of nominal value of shares purchased out of free reserves/securities
premium to Capital Redemption Reserve Account:

Free Reserves Dr. (with the amount transferred)
Securities Premium Account Dr. (with the amount transferred)
To Capital Redemption Reserve
Account (with the nominal value of shares
bought back)
(vii) For expenses incurred in buy-back of shares:
Buy-back Expenses Dr. (with the amount)
To Bank

(viii) For transfer of buy-back expenses:

Profit and Loss Account Dr.
To Buy-back Expenses

Illustration 16

The following is the balance sheet of Divya Paints Ltd. as on 31st March, 2011

(X in 000’s)
Liabilities X Assets %
Issued and paid-up Capital: Land and building 630
3,00,000 equity shares of Plant and machinery 2,350
% 10 each 3,000 Furniture and fitting 350
General reserve 700 Investments 370

Securities premium 505 Stock 1,200
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14% Debentures 1,400 Sundry debtors
Sundry creditors 460 Cash and bank balance
6,065

590
575
6,065

On 1st April, 2011 the shareholders of the company have approved the scheme

of buy-back of equity shares as under:

(i) 15% of the equity shares would be bought back at I 18.
(i) General reserve balance may be utilised for this purpose.
(i) Premium paid on buy back of shares should be met from securities premium

account.
(iv) Investments would be sold for X 4,00,000.

Pass journal entries to record the above transactions and prepare the balance
sheet of the company immediately after the buy-back of shares.

Solution:
Divya Paints Ltd.
Journal Entries
(X in ‘000’s)

Particulars Dr.(X) cr(X)
Bank Dr. 400

To Investments 370

To Profit and Loss A/c 30
(Sale of investments, the profit being transferred
to profit and loss account as per shareholder’s
special resolution)
Shareholders Dr. 810

To Bank 810
(Purchase of 45,000 of own shares @ I 18
each)
Equity Share Capital A/c Dr. 450
Securities Premium A/c Dr. 360

To Shareholders 810
(Cancellation of 45,000 equity shares bought
back, and securities premium utilised as per
shareholders’ special resolution)
General Reserve Dr. 450

To Capital Redemption Reserve A/c 450

(Transfer of general reserve utilised to the extent
of nominal value of shares bought back)
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Balance Sheet of Divya Paints Ltd.
(after the buy-back)
(X in ‘000’s)

Liabilities X Assets 4
Share capital: Fixed Assets:
Issued and Paid-up Capital Land and Building 630
2,55,000 equity shares of Plant and Machinery 2,350
% 10 each, fully paid 2,550 Furniture and Fitting 350
Reserve and Surplus: Current Assets, Loans
General Reserve 250 and Advances:
Securities Premium 145 (A) Current Assets:
Capital Redemption Reserve 450 Stock 1,200
Profit and Loss Account 30 Sundry Debtors 590
Secured Loans: Cash and bank balance
14% Debentures 1,400 (575 + 400 - 810) 165
Current Liabilities (B) Loans and advances Nil
and Provisions:
(A) Current Liabilities:

Sundry Creditors 460
(B) Provisions Nil

5,285 5,285

Note: The debt-equity ratio of the company after buy-back of shares:

Debt equity ratio = . . Debt

Equity (Capital and free reserves)
_ 1,400 +460 _ 31860 0625 -1
I2550+250 +145+30 %2975

The debt equity ratio is within the limit.
lllustration 17

The balance sheet of Powerlink Ltd. as on 31st March, 2011 is as follows:
Liabilities X Assets 4
Share capital: Fixed Assets 66,00,000
5,00,000 equity shares of Investments 18,00,000
% 10 each, fully paid 50,00,000 Stock 11,87,000
General Reserve 6,50,000 Sundry debtors 9,60,000
Securities Premium 5,40,000 Cash and bank balance 7,10,000
Profit and Loss Account 3,75,000

12% Debentures

25,00,000
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Term Loans 13,25,000
Sundry Creditors 7,42,000
Provision for tax 1,25,000
1,12,57,000 1,12,57,000

The shareholders adopted the resolution on the date of the abovementioned
balance sheet to:

(i) buy back 20% of the paid-up capital @ I 15 each.

(ii) issue 13% debentures of ¥ 5,00,000 at a premium of 10% to finance the buy
back of shares.

(i) maintain a balance of I 3,00,000 in general reserve account, and
(iv) sell investments worth X 8,00,000 for X 6,50,000.

Pass necessary journal entries to record the above transactions and prepare the
balance sheet immediately after the buy back.

Solution:
Powerlink Limited
Journal Entries
Particulars Dr.(X) cr(X)
Bank Dr. 6,50,000
Profit and Loss Account Dr. 1,50,000
To Investments A/c 8,00,000

(Sale of investments worth < 8,00,000 the loss
is transferred to profit and loss account)

Bank Dr. 5,50,000
To 13% Debentures Alc 5,00,000
To Securities Premium Alc 50,000

(Issue of debentures at a premium of 10% to
finance the buy-back of shares)

Shareholders A/c Dr. 15,00,000
To Bank 15,00,000
(Buy-back of 1,00,00 equity shares @ X 15
each)
Equity Share Capital Dr. 10,00,000
Securities Premium A/c Dr. 5,00,000

To Shareholders Alc 15,00,000
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(Cancellation of re-purchased shares and
utilisation of securities premium for the payment
of premium amount on buy-back of shares)
General Reserve Alc Dr. 3,50,000
Profit and Loss A/c Dr. 1,50,000
To Capital Redemption Reserve A/c 5,00,000
(Utilisation of general reserve and profit and loss
account to meet buy-back requirements)
Balance sheet of Powerlink Ltd.
(After buy-back)
Liabilities X Assets 4
Share capital: Fixed Assets:
4,00,000 equity shares Fixed Assets 66,00,000
of ¥ 10 each, Investments 10,00,000
fully paid 40,00,000 Current Assets, Loans
Reserves and Surplus: and Advances:
Capital Redemption Reserve  5,00,000 A. Current, Assets:
Securities Premium 90,000 Stock 11,87,000
General Reserve 3,00,000 Sundry Debtors 9,60,000
Profit and Loss Account 75,000 Cash and Bank Balance
Secured Loans: (7,10,000 + 6,50,000 + 12%
Debentures 25,00,000 5,50,000 - 15,00,000) 4,10,000
13% Debentures 5,00,000 B. Loans and Advances Nil
Unsecured Loans
Term Loans 13,25,000
Current Liabilities
and Provisions:
A. Current Liabilities
Sundry Creditors 7,42,000
B. Provisions
Provision for Tax 1,25,000
1,01,57,000 1,01,57,000

Note: It is assumed that securities premium has been utilised exclusively for the
payment of premium on buy-back of shares. Hence, as a matter of prudence, for the
transfer of nominal value of shares bought back to Capital Redemption Reserve,
the available balance in general reserve and profit and loss account is taken into

account.
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22. REDEMPTION OF PREFERENCE SHARES

Section 80 of the Companies Act provides for the issue and redemption of
preference shares.

According to Section 80, a company limited by shares may, if authorised by its
articles, issue preference shares, which are, or at the option of the company are
liable to be redeemed. This section prescribes the following conditions with regard to
the redemption of preference shares:

(i)

(i)
(iif)

(iv)

(vii)

(viii)

Such shares can be redeemed either out of the profits of the company which
would otherwise available for dividend or out of the proceeds of a fresh issue
of shares made for the purpose of redemption.

Unless the shares are fully paid they cannot be redeemed.

If any premium is to be payable on redemption, such premium has to be
provided out of the profits of the company or out of the securities premium
account.

Where any such shares are redeemed out of profits, a sum equal to the
nominal amount of the shares so redeemed must be transferred out of the
profits of the company which would otherwise to be available for dividend to a
reserve fund called ,Capital Redemption Reserve Account’. Otherwise, the
provisions relating to the reduction of share capital of a company will apply,
as if the Capital Redemption Reserve Account were paid-up share capital of
the company.

The capital redemption reserve account may be applied by the company in
paying up unissued shares of the company to be issued to the members of
the company as fully paid bonus shares. Otherwise Capital Redemption
Account must be maintained intact unless otherwise sanctioned by the Court.

No company limited by shares, shall after the commencement of the
Companies (Amendment) Act, 1996 issue any preference shares which is
irredeemable or is redeemable after the expiry of a period of twenty years
from the date of issue [80(5A)].

The redemption of preference shares by a company shall not be taken as
reducing the amount of its authorised share capital.

Where in pursuance of this section, a company has redeemed or is about to
redeem any preference shares, it shall have power to issue upto the nominal
amount of the shares redeemed or to be redeemed as if those shares had
never been issued.

If new shares are issued for the purpose of redemption of preference shares,
it will not be treated as increase of capital.

If a company fails to comply with the legal provisions of this section, the
company and every officer of the company who is in default shall be
punishable with fine which may extend to ten thousand rupees.
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The main object of Section 80 of the Companies Act, 1956 is to protect the
interests of the creditors of the company. As such the capital structure of the
company will remain unaffected even after the redemption of the redeemable
preference shares.

If the redeemable preference shares are redeemed out of the profits of the
company which would otherwise be available for dividend, the Capital Redemption
Reserve Account will take the place of the Redeemable Preference Share Capital
Account after the redemption. Thus, in such a case, Capital Redemption Reserve
Account must be equal to the Redeemable Preference Shares redeemed. Similarly, if
the redeemable preference shares are redeemed out of the proceeds of fresh issue
of shares, the new Share Capital Account raised by fresh issue will take the place of
the Redeemable Preference Share Capital Account after the redemption. Thus, in
such a case, new Share Capital Account (Equity or Preference) must be equal to the
Redeemable Preference Shares redeemed.

If the Redeemable Preference Shares are redeemed partly out of the profits of
the company which would otherwise be available for dividend and partly out of the
proceeds of fresh issue of shares, the Capital Redemption Reserve Account and the
new Share Capital Account (Equity or Preference) taken together will replace the
Redeemable Preference Share Capital redeemed. Thus in such a case, Redeemable
Preference Share Capital redeemed = Capital Redemption Reserve Account + New
Share Capital Account (Equity or Preference).

Nowhere in the above section, the terms “Proceeds of Fresh Issue” has precisely
been defined. As such, there is much scope for confusion as to what should
constitute the proceeds of fresh issue in various circumstances like issue of shares -
(i) at par, or (ii) at a premium, or (iii) at a discount. This point is particularly important
where preference shares are redeemed partly out of the profits of the company and
partly out of the proceeds of fresh issue of shares to determine the amount not
covered by fresh issue for transfer to Capital Redemption Reserve Account.

For this, the following principles should be followed:

(i) When fresh issue of shares is made at par: In such a case, there should not
be any confusion. The nominal value of the shares issued will constitute the
proceeds and the same should be considered for determining the amount to
be credited to Capital Redemption Reserve Account.

(i) When fresh issue of shares is made at a premium: In such a case, the
confusion may arise as to whether the nominal value of the shares issued
should constitute the “proceeds” or both the nominal value of the shares
issued and the premium money received on those shares should constitute
the “proceeds”.

Apparently, the question may pose a problem, but a critical analysis of the
provisions of the Companies Act, will reveal that the Act, is very much clear
on the point. Section 78 of the Companies Act, 1956 clearly states that where
a company issues shares at a premium, a sum equal to the aggregate
amount of the premium received on those shares be credited to a separate
account called “Securities Premium Account” and the provisions relating to
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the reduction of capital shall apply if the Securities Premium Account is
utilised otherwise than for the purposes specified therein. But Section 78
does not specify redemption of preference for which the Securities Premium
Account can be utilised.

It is clear from the above that in such a case, the premium received on issue
of shares should be disregarded and only the nominal value of the shares
issued should be considered for determining the amount to be credited to
Capital Redemption Reserve Account.

(i) When fresh issue of shares is made at a discount: In such a case, the
confusion may arise as to whether the net amount received after deduction of
discount from the nominal value of shares issued constitute the proceeds.

Although the Companies Act is not very much clear on this point, for all
practical purposes, the net amount received on issue of shares should
constitute the proceeds and the same should be considered for determining
the amount to be credited to Capital Redemption Reserve Account. Keeping
in view the main purpose of Section 80, it can be argued that the nominal
value of the shares issued is not represented wholly by tangible assets. The
net amount received on such shares actually represents tangible assets
while the amount of discount being a capital loss does not represent tangible
assets.

Premium on Redemption: When preference shares are to be redeemed at a
premium, the amount of premium payable on redemption can be provided either out
of securities premium account, or from the profit of the company. It means that capital
profit could be utilised for premium, if any, payable on redemption of preference
shares.

Accounting Entries on redemption of Preference Shares

(i) If the redeemable preference shares are redeemed out of the profits of the
company which would otherwise be available for dividend -

1. When profits available for dividend are transferred to Capital Redemption Reserve
Account:

General Reserve Account Dr. as the case may be
Profit and Loss Appropriation A/c  Dr.
Dividend Equalisation Account Dr.
To Capital Redemption Reserve Alc with the nominal value of the shares

to be redeemed

2. If Current Assets are realised to provide cash for redemption of preference
shares:

Bank Dr.
To Respective Assets Account with the realised value of assets
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3. On transfer of redeemable preference share capital to be redeemed to Preference
Shareholders Account:

Redeemable Preference Share
Capital Alc Dr. with the nominal value of the shares
To Preference Shareholders A/c to be redeemed

4. If preference shares are redeemed at premium:

Premium on Redemption of
Preference Shares A/c Dr.
To Preference Shareholders A/c with the amount of premium payable

Note: Entries Nos. 3 and 4 can be combined.

5. On writing off premium on redemption of preference shares:

Securities Premium Account Dr. with the amount of premium paid on
or Profit and Loss Appropriation A/c  Dr. redemption of preference shares
To Premium on Redemption of
Preference Shares Account

6. On redemption of preference shares:

Preference Shareholders Account Dr. with the amount paid
To Bank

(i) If the Redeemable Preference Shares are redeemed out of the proceeds of a
fresh issue of shares made for the purpose of redemption:

First of all, entries for fresh issue of shares will be passed. The entries 3, 4, 5 and
6 will be passed as given above.

Note: In such a case, new Share Capital Account (Preference or Equity) replaces
the Redeemable Preference Share Capital Account redeemed.

(iii) If the redeemable preference shares are redeemed partly out of the profits of the
company which would otherwise be available for dividend and partly out of the
proceeds of a fresh issue of shares made for the purpose of redemption:

Here, all the entries shown under (i) and (ii) have to be passed. But there are
certain common entries which can be combined together.

Note: In this case, Capital Redemption Account and the new capital account will
jointly replace the Redeemable Preference Share Capital Account redeemed.

lllustration 18
(When preference shares are redeemed out of the profits of the company).

Vanities Ltd. had an issue 1,000, 12% Redeemable Preference Shares of ¥ 100
each, repayable at a premium of 10%. These shares are to be redeemed now out of
the accumulated reserves, which are more than the necessary sum required for
redemption. Show the necessary entries in the books of the company, assuming that



EP-CA&CMA-2 112

the premium on redemption of shares has to be written off against the company’s
Securities Premium Account.

Solution:
Journal Entries
Particulars Dr.(X) cr.(X)
General Reserve Account Dr. 1,00,000
To Capital Redemption Reserve A/c 1,00,000

(Transfer of reserves to Capital Redemption
Reserve Account on Redemption of
Redeemable Preference Shares)

12% Redeemable Preference

Share Capital Alc Dr. 1,00,000
Premium on Redemption of Preference
Shares Alc Dr. 10,000
To 12% Preference Shareholders A/c 1,10,000

(Amount payable to 12% preference
shareholders on redemption of 12%
preference shares at a premium of 10%)

Securities Premium A/c Dr. 10,000
To Premium on Redemption of
Preference Share A/c 10,000

(Application of Securities Premium Account
to write off premium on Redemption of
Preference Shares)

12% Preference Shareholders A/c Dr. 1,10,000
To Bank 1,10,000

(Amount due to 12%  preference
shareholders on redemption paid)

Note: Capital Redemption Reserve Account replaces the 12% Redeemable
Preference Shares Capital Account and the capital structure of the company remains
unchanged.

lllustration 19

(When redeemable preference shares are redeemed out of the proceeds of fresh
issue made for the purpose).

Sure and Fast Ltd. has part of its share capital consists of, 12% Redeemable
Preference Shares of I 100 each, repayable at a premium of 5%. The shares have
now become ready for redemption. It is decided that the whole amount will be
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redeemed out of a fresh issue of 20,000 equity shares of ¥ 10 each at ¥ 11 each.
The whole amount is received in cash and the 12% preference shares are redeemed.

Show the necessary journal entries in the books of the company.

Solution:
Journal Entries
Particulars Dr.(X) cr.(X)
Bank Dr. 2,20,000
To Equity Share Application

and Allotment A/c 2,20,000

(Application money on 20,000 equity shares
@ X 11 per share including a premium of
Re. 1 per share)

Equity Share Application and

Allotment A/c Dr. 2,20,000
To Equity Share Capital A/c 2,00,000
To Securities Premium A/c 20,000

(Allotment of 20,000 equity shares I 10
each issued at a premium of X 1 per share
as per Board’s Resolution dated....)

12% Redeemable Preference Share

Capital Alc Dr. 2,00,000
Premium on Redemption of
Preference Share Alc Dr. 10,000
To 12% Preference Shareholders A/c 2,10,000

(Amount due to 12%  preference
shareholders on redemption of 8%
preference shares at a premium of 5%)

Securities Premium A/c Dr. 10,000
To Premium on Redemption of
Preference Shares A/c 10,000

(Application of Securities Premium Account
to write off Premium on Redemption of
Preference Shares)

12% Preference Shareholders A/c Dr. 2,10,000
To Bank 2,10,000

(Amount due to 12%  preference
shareholders on redemption paid)

Note: Equity Share Capital Account replaces the 12% Redeemable Preference
Share Capital Account and the capital structure of the company remains unchanged).
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Illustration 20

The following is the balance sheet of Oscar India Ltd. as on 31st March 2011:

Liabilities I . Assets 4
Preference share capital: Fixed assets 6,00,000
2,500 shares of ¥ 100 Investment 50,000
each fully called-up 2,50,000 Bank 90,000
Less: Final call @ X 20
per share unpaid 2,000
2,48,000
Equity share capital:
30,000 shares of X 10
each fully paid-up 3,00,000
Profit and loss Alc 1,50,000
Securities premium 15,000
Creditors 27,000
7,40,000 7,40,000

On 30th June, 2011, the Board of directors decided to redeem the preference
shares at a premium of 10% and to sell the investments at its market price of
<40,000. They also decided to issue sufficient number of equity shares of X 10 each
at a premium of Re. 1 per share, required after utilising the profit and loss account
leaving a balance of ¥50,000. Premium on redemption is required to be set off

against securities premium account.

Repayments on redemption were made in full except to one shareholder holding

50 shares only due to his leaving India for good.

You are required to show the journal entries and the balance sheet of the
company after redemption. Assumption made should be shown in the working.

Solution:
Journal entries in the books of Oscar Ltd.

Particulars Dr.(X) cr(X)
Bank Dr. 40,000
Profit and Loss A/c Dr. 10,000

To Investments 50,000
(Being the sale of investments at a loss of
% 10,000)
Bank Dr. 1,65,000

To Share Capital Alc 1,50,000

To Securities Premium A/c 15,000

(Being the issue of required number of equity
shares at a premium of 10%)
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Preference Share Capital A/c Dr.
Premium on Redemption A/c Dr.
To Preference Shareholders A/c

(Being the transfer of the amount due to
preference shareholders on redemption)

Securities Premium Alc Dr.
To Premium on Redemption A/c

(Being the transfer of securities premium

account to write off premium on redemption

account)

Profit and Loss A/c Dr.
To Capital Redemption Reserve A/c

(Being the transfer of profit used for redemption

of preference shares transferred to capital

redemption reserve account)

Preference Shareholders A/c Dr.
To Bank

(Being the payment to preference shareholders
except for 50 shares)

2,40,000

24,000

24,000

90,000

2,58,500
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2,64,000

24,000

90,000

2,568,500

Balance Sheet of Oscar India Ltd. as on 1st July, 2011

(After redemption)

Liabilities g Assets %
Pref. Share Capital Fixed Assets 6,00,000
100 shares of Bank 36,500
% 100 each 10,000
Less: Calls in arrears 2,000 8,000
Equity Share Capital
45,000 shares of ¥ 10 each 4,50,000
Capital Red. Reserve 90,000
Profit and Loss A/c 50,000
Securities Premium 6,000
Current Liabilities:
Creditors 27,000
Pref. Shareholders 5,500

6,36,500 6,36,500
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Working Notes:

1. Calculation of required number of fresh issue of equity shares.

4 4
Profit and Loss A/c Balance 1,50,000
Less: Loss on Sale of Investment 10,000
Balance required 50,000 60,000
Profit available for redemption 90,000
Amount required for redemption 2,40,000
Amount available from Profit and Loss A/c 90,000
New issue required 15,000 shares 1,50,000
2. Bank Account
Dr. Cr.
Particulars X. Particulars 4
To Balance b/d 90,000 By Preference Share-
To Investment 40,000 holders A/c 2,58,500
To Share Capital Alc 1,50,000 By Balance b/d 36,500
To Securities
Premium A/c 15,000
2,95,000 2,95,000

3. Premium on redemption of preference shares has been met out of securities
premium account.

lllustration 21

(When Redeemable Preference Shares are redeemed partly out of the profits of the
company and partly out of the proceeds of fresh issue of shares made for the purpose).

The Balance Sheet of Producers Ltd. as at 31st March, 2011 is as follows:

Liabilities X Assets 3
Share Capital: Fixed Assets:
Authorised Capital Plant and Machinery 1,90,000
40,000 Equity Shares Furniture and Fixtures 20,000
of ¥ 10 each 4,00,000 Investments 60,000
1,000 8% Preference Current Assets, Loans and
Shares of X 100 each 1,00,000 Advances:

5,00,000 A. Current Assets:
Issued and Subscribed Capital: Stock 1,30,500
25,000 Equity Shares of Debtors 49,550
% 10 each fully paid-up 2,50,000 Cash at Bank 4,950
1,000, 8% Preference Shares B. Loans and Advances:

of 100 each fully paid-up 1,00,000 Prepaid expenses 1,000
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Reserves and Surplus:

Securities Premium Account 9,000
Profit and Loss Account 55,000

Current Liabilities and Provisions
A. Current Llabilities:

Sundry Creditors 22,500
B. Provisions:
Provisions for taxation 19,500
4,56,000 4,56,000

In order to redeem its preference shares, the company issued 5,000 equity
shares of ¥ 10 each at a Premium of 10% and sold its investment of ¥ 70,800.
Preference shares were redeemed at a premium of 10%.

Show the necessary journal entries in the books of the company and prepare the
balance sheet of the company immediately after redemption of preference shares.

Solution:
Journal Entries
Particulars Dr.(X) Cr.(X)
Bank Dr. 55,000
To Equity Share Application
and Allotment Account 55,000

(Application money received on 5,000 equity
shares of ¥ 10 at a premium of 10%).

Equity Share Application and Allotment A/c Dr. 55,000
To Equity Share Capital A/c 50,000
To Securities Premium Alc 5,000

(Allotment of 5000 equity shares of X 10 each
issued at a premium of 10% as per Board’'s
resolution dated....)

Profit and Loss A/c Dr. 50,000
To Capital Redemption Reserve Alc 50,000

(Transfer of the balance amount of the nominal
value preference shares to be redeemed not
covered by fresh issue, i.e., I 1,00,000 -
350,000 on redemption to Capital Redemption
Reserve A/c)
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Bank Dr. 70,800

To Investments Alc 60,000

To Profit and Loss A/c 10,800
(Sale on Investments at a profit and transfer of
profit on sale to Profit and Loss A/c)
8% Redeemable Preference Share Capital A/c  Dr. 1,00,000
Premium on Redemption of Preference
Shares A/c Dr. 10,000

To 8% Preference Shareholders A/c 1,10,000
(Amount due to 8% preference shareholders on
redemption)
Securities Premium A/c Dr. 10,000

To Premium on Redemption of

Preference Shares A/c 10,000
(Application of securities premium to write off
premium on redemption of preference shares)
8% Preference Shareholders A/c Dr. 1,10,000

To Bank 1,10,000
(Amount due to 8% Preference Shareholders on
redemption paid)

Balance Sheet of Producers Ltd. as at 31st March, 2011
(After Redemption Preference Shares)
Liabilities X Assets 4
Share Capital: Fixed Assets:
Authorised Capital- Plant and Machinery 1,90,000
40,000 Equity Shares of Furniture and Fixtures 20,000
% 10 each 4,00,000 Investments Nil
1,000, 8% Preference Current Assets, Loans and
Shares of X 100 each 1,00,000 Advances:
5,00,000 A. Current Assets:

Issued and Subscribed Capital: Stock 1,30,500
30,000 Equity Shares of Debtors 49,550
% 10 each fully paid-up 3,00,000 Cash at Bank 20,750
Reserves and Surplus: B. Loans and Advances
Capital Redemption Prepaid Expenses 1,000
Reserve Account 50,000
Securities Premium Account 4,000

Profit and Loss Account 15,800
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Current Liabilities and Provisions:

A. Current Liabilities:

Sundry Creditors 22,500
B. Provisions:
Provisions for Taxation 19,500
4,11,800 4,11,800

Working Notes:

(i) Dr. Bank Alc Cr.
Particulars X Particulars 4
To Balance b/d 4,950 By 8% Preference
To Equity Share Application Shareholders A/c 1,10,000
and Allotment A/c 55,000 By Balance c/d 20,750
To Investment Alc 60,000
To Profit and Loss Alc 10,800
1,30,750 1,30,750
(i) Securities Premium Alc
Particulars X Particulars 4
To Premium on Redemption of By Balance b/d 9,000
Preference Shares Account 10,000 By Equity Share Application
To Balance c/d 4,000 and Allotment A/c 5,000
14,000 14,000
(iii) Profit and Loss Al/c
Particulars X Particulars 4
To Capital Redemption By Balance b/d 55,000
Reserve Alc 50,000 By Bank (Profit on sale
To Balance c/d 15,800 of investments) 10,800
65,800 65,800

Note: Equity Share Capital issued at ¥ 50,000 and Capital Redemption Reserve
Account % 50,000 jointly replace 8% Redeemable Preference Share Capital
<1,00,000. Hence the capital structure of the company remains unchanged.
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Illustration 22

(When fresh issue of shares is made at a discount)

The Balance Sheet of Ultra-Modern Ltd. as at 31st March, 2011 is as follows:

Liabilities X Assets 3
Share Capital Fixed Assets:
Issued and Subscribed Capital: Land and Building 2,00,000
1,000, 9% Redeemable Plant and Machinery 60,000
Preference Shares of Furniture and Fixtures 9,000
% 100 each 1,00,000 Current Assets:
< 18,000 Equity Shares of Stock 60,000
% 10 each 1,80,000 Debtors 25,000
Reserves and Surplus: Investments 54,000
Securities Premium Account 20,000 Bank 42,000
General Reserve Account 60,000
Profit and Loss Account 40,000
Current Liabilities:
Sundry Creditors 50,000

4,50,000 4,50,000

The Company decided to redeem its preference shares at a premium of 5% on
1st April, 2011.

A fresh

issue of 3,000 equity shares of ¥ 10 each was made at X 9 per share,

payable in full on 1st April, 2011. These were fully subscribed and all moneys were
duly collected. All the investments were sold for 50,000 to provide cash for
redemption of preference shares. The directors wish that only a minimum reduction
should be made in the revenue reserves.

You are required to give the journal entries, including those relating to cash to
record the above transactions and to draw up the balance sheet as it would appear
after redemption of preference shares.

Solution:
Journal Entries
Date Particulars Dr.R) Cr.R)
2011
April 1 Bank Dr. 27,000
To Equity Share Application and
Allotment A/c 27,000

(Receipt of application money on 3,000
equity shares at X 9 per share)
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Equity Share Application and Dr.

Allotment A/c

Discount on Issue of Shares A/c Dr.
To Equity Share Capital A/c

(Allotment of 3,000 Equity Shares of

% 10 each issued at a discount of

Re. 1 per share as per Board’s

resolution dated....)

Bank Dr.

Profit and Loss A/c Dr.
To Investment A/c

(Sale of investment at a loss and

transfer of loss on sale to profit and

loss account)

Profit and Loss Appropriation A/c  Dr.
General Reserve Alc Dr.
To Capital Redemption Reserve A/c

(Transfer of the balance amount of
the nominal value of preference
shares to be redeemed not covered
by fresh issue, i.e., ¥ 1,00,000 -
27,000 on redemption to Capital
Redemption Reserve Account)

9% Redeemable of Preference Share

Capital Alc Dr.
Premium on Redemption of
Preference Shares A/c Dr.

To 9% Preference Shareholders A/c

(Amount due to 9% preference
shareholders on redemption)

Securities Premium A/c Dr.
To Premium on Redemption of
Preference Shares A/c
(Application of Securities Premium
Account to write off Premium on
Redemption Preference  Shares
Account)

9% Preference Shareholders A/c Dr.
To Bank

(Amount due to 9% preference
shareholders on redemption paid)

27,000

3,000

50,000
4,000

36,000
37,000

1,00,000

5,000

5,000

1,05,000

EP-CA&CMA-2

30,000

54,000

73,000

1,05,000

5,000

1,05,000
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“ General Reserve A/c Dr. 3,000

122

To Discount on Issue of Shares 3,000
(Discount on issue of shares being

written off)

Balance Sheet of Ultra-Modern Ltd. as at 1st April, 2011
(After Redemption of Preference Shares)

Liabilities 3 Assets 4
Share Capital: Fixed Assets:
Authorised Capital _? Land and Building 2,00,000
Issued, Subscribed and Plant and Machinery 60,000
Paid-up capital Furniture and Fixtures 9,000
21,000 Equity Shares of Current Assets, Loans and
% 10 each fully paid-up 2,10,000 Advances
Reserves and Surplus: A. Current Assets:
Capital Redemption Stock 60,000
Reserve Account 73,000 Debtors 25,000
Securities Premium Account 15,000 Bank 14,000
General Reserve 23,000 B. Loans and Advances Nil
Current Liabilities: Miscellaneous Expenditure
Sundry Creditors 50,000 Discount on Issue of Shares 3,000
3,71,000 3,71,000
Working Notes:
(i) Dr. Bank Account Cr.
Particulars R Particulars 4
To Balance b/d 42,000 By 9% Preference Share-
To Equity Share Application holders A/c 1,05,000
and Allotment A/c 27,000 By Balance c/d 14,000
To Investment A/c 50,000
1,19,000 1,19,000
(i) Profit and Loss Account
Particulars X Particulars 3
To Investment Alc 4,000 By Balance b/d 40,000
To Capital Redemption
Reserve Alc 36,000
40,000 40,000
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(iii) General Reserve Account
Particulars R Particulars %
To Capital Redemption By Balance b/d 60,000
Reserve Account 37,000
To Balance c/d 23,000
60,000 60,000
(iv) Securities Premium Alc
Particulars % Particulars %
To Premium on Redemption By Balance b/d 20,000
of Preference Shares A/c 5,000
To Balance c/d 15,000
20,000 20,000

Note: (1) Proceeds of fresh issue of equity shares I 27,000 and Capital
Redemption Reserve Account 73,000 jointly replace 9% Redeemable Preference
Share Capital Account Z1,00,000. Hence Capital Structure of the company remains
unchanged.

(2) Discount on issue of shares amounting to ¥ 3,000 has been written off
against Securities Premium Account.

Illustration 23

Following is the balance sheet of Kalpataru Construction Ltd. as on 31st
March, 2011.

Liabilities 4 4

20,000 12% preference shares of X 50 each

fully called-up 10,00,000

Less: Calls unpaid (X 10 per share) 20,000 9,80,000

1,00,000 equity shares of X 10 each;

% 7.50 per share called-up 7,50,000

Less: Calls unpaid 7,500 7,42,500

Securities premium 50,000

General Reserve 6,00,000

Calls in advance (final call on equity shares) 2,500
23,75,000

Assets:

Fixed assets 12,25,000

Investment 2,00,000

Cash and bank balance 9,50,000

23,75,000
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On 1st April, 2011 the Board of directors decide that:

(a) The fully paid preference shares are to be redeemed at a premium of 5% in
May, 2011 and for that purpose 50,000 equity shares of ¥ 10 each are to be
issued at par in the month of April, 2011.

(b) The 1,000 equity shares owned by A an existing shareholder, who has failed
to pay the allotment money and the 1st call money @ 2.50 each share are to
be forfeited in the month of June, 2011.

(c) The final call of X 2.50 per share is to be made in the month of July, 2011.

All the above are duly complied with according to the time schedule. The amount
due on the issue of fresh equity shares and on final call are also duly received except
from B who had failed to pay the 1st call money for his 1,000 shares holding, has
again failed to pay the final call also. These shares of B have been forfeited, in the
month of August, 2011. On the total shares forfeited, 1,500 shares are sold to X in
September, 2011 credited as fully paid for X 9 per share, the whole of A’s shares
being included.

Show the necessary journal entries and prepare the balance sheet of the
company as on 30th September, 2011.

Solution:

Journal Entries in the books of Kalpataru Construction Ltd.

Date Particulars Dr.(X) cr(X)
2011
April 1 Bank Dr. 5,00,000
To Equity Share Capital A/c 5,00,000
(Issue of equity shares)
May Securities Premium A/c Dr. 45,000
To Premium on Redemption of
Preference Shares 45,000
(Premium on redemption shares
transferred)
May General Reserve Alc Dr. 4,00,000
To Capital Redemption Reserve Alc 4,00,000

(Transfer of the required amount
from general reserve account)

May Preference Share Capital A/c Dr. 9,00,000
Premium on Redemption of
Preference Share Alc Dr. 45,000
To Preference Shareholders A/c 9,45,000

(The amount payable)
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4 4
May Preference Shareholders A/c Dr. 9,45,000
To Bank 9,45,000
(Amount paid)
June Equity Share Capital A/c Dr. 7,500
To Shares Forfeited A/c 2,500
To Calls in Arrear Alc 5,000
(A’s Shares forfeited)
July Equity Share Final Calls A/c Dr. 2,47,500
To Equity Share Capital A/c 2,47,500
(Amount due on final call i.e. 99,000
shares x X 2.50)
July Bank Dr. 2,42,500
Calls in Arrear Alc Dr. 2,500
Calls in Advance Alc Dr. 2,500
To Equity Share Final Call A/c 2,47,500
(Amount received)
Aug. Equity Share Capital A/c Dr. 10,000
To Shares Forfeited A/c 5,000
To Calls in Arrear Alc 5,000
(B’s shares forfeited)
Sept. Bank Dr. 13,500
Share Forfeited A/c Dr. 1,500
To Equity Share Capital A/c 15,000
(1,500 shares re-issued @ X 9)
Sept. Share Forfeited A/c Dr. 3,500
To Capital Reserve A/c 3,500
(Profit on reissue of forfeited shares)
Dr. Shares Forfeited Account Cr.
Particulars % Particulars 4
To Equity Share Capital A/c 1,500 By Equity Share Capital A/c
To Capital Reserve Alc (A’s shares) 2,500
(Balancing figure) 3,500 By Equity Share Capital A/c
To Balance c/d (B’s shares) 5,000
(500 Shares @X 5) 2,500

7,500
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Bank Account

Particulars X Particulars 4
To Balance b/d 9,50,000 By Pref. Shareholders 9,45,000
To Equity Share Capital A/c  5,00,000 By Balance c/d 7,61,000

To Equity Share Final Call A/c 2,42,500
To Equity Share Capital A/c 13,500
17,06,000 17,06,000

Balance Sheet of Kalpataru Construction Ltd.
as on 30th September, 2011

Liabilities: 4
4
2,000 Preference Shares @ X 50 fully called up 1,00,000
Less: Calls unpaid 20,000 80,000
1,49,500 Equity Shares @ < 10 14,95,000
Add: Shares Forfeited Account 2,500 14,97,500
Capital Reserve 3,500
Capital Redemption Reserve 4,00,000
Securities Premium Account 5,000
General Reserve 2,00,000
21,86,000
Assets:
Fixed Assets 12,25,000
Investment 2,00,000
Cash and Bank Balance 7,61,000
21,86,000

23. RIGHTS ISSUE

Section 81 of the Companies Act, 1956, provides that where a public company
proposes to increase its subscribed capital at any time after the expiry of two years of
its formation or at any time after the expiry of one year from the first allotment of
shares whichever is earlier, by allotment of further shares, then:

(a) such further shares must be offered to the holders of the equity shares of the
company in proportion to the capital paid-up on those shares at the date of
offer;

(b) the offer aforesaid must be made by notice specifying the number of shares
offered and limiting a time not being less than 15 days from the date of the
offer within which the offer, if not accepted, will be deemed to have been
declined;

(c) unless the Articles of the company otherwise provide, the offer aforesaid
shall be deemed to include a right exercisable by the person concerned to
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renounce the shares offered to him or any of them in favour of another
person; and the notice shall contain a statement of this right; and

(d) after the expiry of the time specified in the notice aforesaid or on receipt of
earlier intimation from the person to whom such notice is given that he
declines to accept the shares offered, the Board of directors may dispose
them of in such a manner as they are most beneficial to the company.

Thus, a company is under legal obligation to offer first the further issue of shares
to its existing equity shareholders unless the company has resolved otherwise by a
special resolution. But the holders are not liable to necessarily accept the offer so
made. They have the option of rejection or renunciation. This right is called rights
issue; the right itself generally carries a market value in the case of prosperous
companies.

There is specific advantage of this legal right to the existing shareholders
specially when the market price of the share is more than the issue price. If the
company is prosperous and the market value of its shares is high, the right to buy
more shares is really valuable. The demand for the shares of such a company will be
considerable and as a consequence the market price of the existing shares will be
above their issue price. The moment a fight issue’ is made, the quotation of the
existing shares tend to go up. The right itself can also be disposed of and the person
who buys the right will be entitled to purchase the fresh shares offered by the
company.

If the Directors wish not to make a rights issue, that is they wish that the fresh
issue of shares should be offered to the public at large or to some special set of
people or institutions, the company must pass a special resolution to this effect at a
general meeting. If the resolution fails to obtain three-fourths majority but obtains
simple majority, the Central Government may be approached to sanction the issue as
other than a right issue. The Central Government has power to give such a sanction.

The value of the right is calculated with reference to the market value of the
shares and following steps may be taken:

1. The market value of the shares held by a shareholder has to be ascertained.

2. The price of the new share which is required to be paid to the company has
to be added with the market value of the shares held to ascertain the total
price of all the shares.

3. The average price of one share has to ascertained by dividing the total price
of all the shares by the number of shares.

4. The value of the right will be the difference between the market value and the
average price of the share.

lllustration 24

A company has decided to increase its existing share capital by making rights
issue to the existing shareholders in the proportion of one new share for every two
old shares held. You are required to calculate the value of the right if the market
value of share at the time of announcement of right issue is I 240. The company has
decided to give one share of X 100 each at a premium of ¥ 20 each.
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Solution:

Market value of 2 shares already held by a shareholder - 2 x T 240
Add: The price required to be paid for acquiring one more share
Total price of 3 shares

Average price of one share = 600/3 = ¥ 200

Value of right = Market Value — Average Price
= (% 240-3 200)=% 40

An alternative formula is:

New Shares

—— =~ == « Cum rights price — New issue price
Total Shares
Accordingly:

%x (240 — 120) = T 40

- A
N 0o
|oo/\H
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Proof: Suppose a person wants to hold three shares in the company. He can buy
two existing shares @ < 240 each and then he can get one additional share from the
company for T 120 he will spend X 600 in all for the three shares, i.e., I 200 per
share. Alternatively, the rights attached to each existing shares enables one to buy
1/2 new share; for buying one new share, two rights are required and for buying three
shares one needs six rights which will cost T 240 in all, one must pay I 360 to the
company for the three additional shares making a total of ¥ 600 in all or 200 per

share.

LESSON ROUND UP

incurred and the losses incurred during the year.

risk bearing shares.

e Accounting records should be prepared to enable the company to ascertain and
know : the liabilities and assets of the company, the cost of goods sold or
purchased and value of stock, the sales made and profit earned, the expenditure

e There are two basic types of share capital which can be issued by a company
under the Companies Act, 1956 i.e. (a) preference shares and (b) equity shares.

e Preference shares are those which carry preferential rights as to the payment of
dividend at a fixed rate; and the return of capital on winding up of the company.

e An equity share is one which is not a preference share. Equity shares are normally
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Balance sheet of a company can be categorized as: Nominal or Authorised
Capital; Issued Capital; Subscribed Capital; Called up Capital and Paid-up
Capital.

Shares of a company may be issued at par; at premium and at discount.

When the number of shares applied for exceeds the number of shares issued,
the shares are said to be over-subscribed, in which case some applications may
be rejected; of some applications are accepted in full; and allotment is made to
the remaining applicants on pro-rata basis.

When shares are issued at a price higher than the face value, they are said to be
issued at a premium.

When shares are issued at a price lower than the face value, they are said to be
issued at discount.

A company may allot fully paid shares to promoters or any other party for the
services rendered by them without payment which is known as issue of shares
for consideration other than cash.

Forfeiture of shares may be said to be the compulsory termination of membership
by way of penalty for non-payment of allotment and/or any call money.

The forfeited shares may be re-issued at par, at a premium or even at a discount.
If forfeited shares are re-issued at a discount, the amount of discount can, in no
case, exceed the amount credited to Shares Forfeited Account.

As per Section 77A of the Companies Act,1956 states that a company may
purchase its own shares or other specified securities out of its free reserves,
and the proceeds of any shares or other specified securities.

According to Section 80 of the Companies Act, a company limited by shares may,
if authorised by its articles, issue preference shares, which are, or at the option of
the company are liable to be redeemed.

A company is under legal obligation to offer first the further issue of shares to its
existing equity shareholders but the holders are not liable to necessarily accept
the offer so made. This right is called rights issue.

SELF TEST QUESTIONS

(C N
= /

A company issued 10,000 shares of ¥ 10 each. Total applications were for
12,000 shares; allotment was made pro-rata. Application money was X 2 per
share and allotment money < 3 per share. Rao failed to pay the allotment money
on his 300 shares. How much is due from Rao for allotment?

[Ans.: X 780]

A company issues 10,000 shares of X 10 each @ a premium of < 2 per share,
payable as: on application X 4 (including premium), on allotment X 3 and the
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balance on calls. 8,000 shares were applied for. Which of the following entries
is correct for application money:

(a) Bank Dr. 32,000
To Share Application A/c 16,000
To Securities Premium A/c 16,000
(b) Bank Dr. 32,000
To Share Application A/c 32,000

[Ans.: (b)]

3. A company offers two shares for every five held to its shareholders. The
issue price is X 14 and the rights price in the market is ¥ 19. What is the
market value of a right? [Ans.: % 1.43]

4. The authorised capital of a company is 1,00,000 shares of ¥ 10 each. On
April 10, 2011, 50,000 shares are issued for subscription at a premium of < 2
per share. The share money is payable as follows : ¥ 5 (including the
premium of X 2) with application, ¥3 on allotment; X 2 on first call and X 2
on second call. The subscription list closes on May 11, 2011 and directors
proceed to allotment on May 18, 2011. The shares are fully subscribed and
the application money (including the premium) is received in full. The
allotment money is received by June 30, 2011, except as regards 500
shares. It is expected that the allotment money on these 500 shares will not
be received. The first call and second call money is received by September
30, 2011 and December 31, 2011 respectively, barring the second call
money on 200 shares which is not received and which is not likely to be
received.

Show the Cash Book and the structure of the share capital in the Balance
Sheet.

5. X Ltd. forfeited 100 shares of X 10 each for non-payment of the final call of X
2; the shares were re-issued @ < 9 per share. How much was credited to
shares forfeited account and what amount was transferred to capital reserve?

[Ans.: X 800; X 700]

6. Y Ltd. forfeited 100 shares of X 10 each for non-payment of the fist call of X2
and final call of ¥ 3. Of these 60 shares were re-issued @ < 8 per share.
Arising from this, which new accounts remain and what balances do they
show?

[Ans.: Shares Forfeited A/c: X 200 (Cr.); and
Capital Reserve A/c: X 180 (Cr.)]

7. Z Ltd. forfeited 150 shares of X 10, issued at a premium of X 2, for non-
payment of the final call of X 3. Of these 100 shares were re-issued @ <11
per share. How much is transferred to capital reserve?

[Ans.: X 700]

8. S Ltd. had issued equity shares of X 10 each at a discount of 6%. 200 of
these shares had been forfeited for non-payment of the first and final call of
% 2 each; 150 of these shares were later re-issued @ X 9 per share. Indicate
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the balance in the Share Forfeited Account and the Capital Reserve Account,
resulting from the above.

[Ans.: Shares Forfeited A/c: X 370 (Cr.);

Capital Reserve: X 1,050 (Cr.)]

E Ltd. had allotted 10,000 shares to applicants for 14,000 shares on a pro
rata basis. The amount payable was T 2 on application, I 5 on allotment
(including premium of X 2 each), X 3 on first call and X 2 on final call. Vazir
failed to pay the first call and final call on his 300 shares. All the shares were
forfeited and out of these 200 shares were re-issued @ < 9 per share. What
is the amount credited to capital reserve? [Ans.: ¥ 1,200]

(a) Redemption of 10,000 preference shares of ¥ 100 each was carried out
by utilisation of reserves and by issue of 4,000 equity shares of
% 100 each at ¥ 125. How much should be credited to capital
redemption reserve account? [Ans.: % 6,00,000]

(b) In the above case, the redemption was carried out of reserves and out of
the issue of 4,000 shares of ¥ 100 each @ < 95. What is the amount of
capital redemption reserve account that is required?

[Ans.: X 6,20,000]

A company having free reserves of X 30,000 wants to redeem rupees one
lakh preference shares. Calculate the face value of fresh issue of shares of
<10 each to be made at a premium of 10%. [Ans.: X 70,000]

Bhalla and Co. Ltd. has an authorised equity capital of ¥ 20 lakhs divided
into shares of X 100 each. The paid-up capital was ¥ 12,50,000. Besides
this, the company had 9% Preference Shares of I 10 each for
% 2,50,000. Balance on other accounts were - Securities Premium
< 18,000; Profit and Loss Account ¥ 72,000 and General Reserve
< 3,40,000. Included in Sundry Assets were investments of the face value of
< 30,000 carried in the books at a cost of X 34,000.

The company decided to redeem the Preference Shares at 10% premium,
partly by the issue of equity shares of the face value of ¥ 1,20,000 at a
premium of 10%. Investments were sold at 105% of their face value. All
preference shareholders were paid off except 3 holding 250 shares.

Give the necessary journal entries bearing in mind that the Directors wanted
a minimum reduction in free reserves, while effecting the above transactions.
Working should form part of your answer.

[Ans.: Amount paid to preference shareholders: X 2,72,250]




STUDY Il
ISSUE AND REDEMPTION OF DEBENTURES

LEARNING OBJECTIVES

After studying this Study Lesson you will be able to:

e |dentify the ways of issuing debentures.

e Understand the terms of issue of debentures.

e  Explain the treatment of interest of debenture.

e State the different modes of writing of discount/loss on issue of debentures.

e  Explain the different methods of redemption of debentures.

e Understand the treatment of purchase of debentures in the open market.

e Treatment of interest on own debentures.

e Explain the concept of cum-interest and ex-interest quotations.

e Understand the accounting treatment of conversion of debentures into shares.

1. LOAN CAPITAL

Besides raising capital by the issue of shares, a company may supplement its
capital by borrowings. Such borrowings may take the form of both short-term and
long-term borrowings. Short-term borrowings by way of promissory notes, bills of
exchange, bank overdrafts, cash credits, public deposits, etc., are needed by a
company to provide for its working capital while long-term borrowings by way of loan
on mortgage of property, term loans from financial institutions, public deposits for a
long period, issue of debentures, etc., are needed by a company for financing
expenditure of a capital nature. Loan Capital of a company refers to the long-term
borrowings of which issue of debentures is the most important and common method
adopted by companies. Debentures are part of loan capital and the company is liable
to pay interest thereon whether it earns profit or not.

2. ISSUE OF DEBENTURES

Subject to the restrictions imposed by Section 293 of the Companies Act, 1956, a
company can issue debentures. The procedure for issuing debentures by a company
is very much similar to that of an issue of shares. Applications for debentures are
invited from the public through the prospectus and the applicants are asked to pay
the application money along with the applications. The company may ask for
payment of the whole of the amount along with the application or by instalments.

132
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Like shares, debentures may also be issued either, (i) at par, or (ii) at a premium,
or (i) at a discount without any legal restriction.

Again debentures may be issued by a company in the following ways:

(1) for cash,
(2) for consideration other than cash, and
(3) as collateral security.

3. DEBENTURES ISSUED FOR CASH

When debentures are issued for cash the amount to be collected on them may
be payable in lump sum or in instalments. Where payable in instalments, debenture
application account is opened on receipt of applications. Debenture allotment account
and debenture calls account are credited as against debenture account.

4. |SSUE OF DEBENTURES AT PAR

Debentures are said to be issued at par when the debentureholder is required to
pay an amount equal to the nominal or face value of the debentures e.g. the issue of
% 1,000 debenture for ¥ 1,000.

(a) If the full amount is payable along with the application

(1) On receipt of application money:

Bank Dr. with the money received on
To Debentures Application application
and Allotment A/c

(2) On allotment:

Debenture Application and with the money received on
Allotment A/c Dr. debentures allotted
To Debentures Alc

(b) If the amount is payable in instalments

1. On receipt of application money:
Bank Dr. with the money received on
To Debentures Application A/c application

”2. On Allotment:

Debenture Application A/c Dr. with the application money and
Debenture Allotment A/c Dr. allotment money due on debentures
To Debentures Alc allotted
3. On receipt of allotment money:
Bank Dr. with the money received on
To Debenture Allotment A/c allotment

* It is customary to perfix the rate of interest payable on debentures with the debenture account.
** Shown by way of combined journal entry.
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4. On making calls:

Debenture Calls Alc Dr. with the money due on respective
To Debenture A/c calls

5. On receipt of call money:

Bank Dr. with the money received on
To Debenture Calls Alc respective calls

Note: All cash transactions are generally passed through the Cash Book.

Case of Over-subscription: Like shares, the company cannot allot more
debentures than issued. The excess application money may be retained by the
company against the allotment money due. But the excess application money
received on debentures rejected has to be refunded to the applicants. For, this, the
accounting entry will be as follows:

Debenture Application A/c Dr. with the excess application money
To Bank refunded
lllustration 1

X Ltd. made an issue of 10,000 12% Debentures of 100 each, payable as
follows:

%25 on Application
%25 on Allotment
%50 on First and Final Call.

Applications were received for 12,000 debentures and the directors allotted
10,000 debentures rejecting an application for 2,000 debentures. The money
received on application for 2,000 debentures rejected was duly refunded. All the calls
were made and the moneys duly received.

Show the necessary Cash Book and Journal Entries to record the above
transactions and prepare the Balance Sheet of the company.

Solution:
Cash Book (Bank Column)

Dr. Cr.
Particulars % Particulars 3
To 12% Debenture By 12% Debenture

Application Alc 3,00,000 Application Alc 50,000

(Receipt of application (Refund of application

money for 12,000 money on an application

debentures @ I25 for 2,000 debentures

per debenture) @ %25)
To 12% Debenture By Balance c/d 10,00,000

Allotment A/c 2,50,000
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(Receipt of allotment
money on 10,000
debentures @ X 25
per debenture)
To 12% Debenture First
and Final Call A/c 5,00,000
(Receipt of first and
final call money on
10,000 debentures

@ X 50 per
debenture)
10,50,000 10,50,000
Journal Entries
Particulars Dr.(X) Cr.(%)
12% Debenture Application A/c Dr. 2,50,000
12% Debenture Allotment A/c Dr. 2,50,000
To 12% Debentures A/c 5,00,000

(Allotment of 10,000, 12% Debentures of 3100
each and the allotment money due @ <25 per
debenture as per Board’s resolution dated...)

12% Debenture First and Final Call A/c Dr. 5,00,000
To 12% Debentures Alc 5,00,000
(First and Final Call money due on 10,000, 12%

Debentures @ <50 per debenture as per
Board’s resolution dated...)

Balance Sheet of X Ltd. as at...

Liabilities X Assets 3
Secured Loan: Current Assets, Loans
6% Debentures 10,00,000 and Advances
A. Current Assets
Cash at Bank 10,00,000
10,00,000 10,00,000

5. ISSUE OF DEBENTURES AT PREMIUM

If the debentures are issued at a price higher than the nominal value of the
debentures, the debentures are said to be issued at a premium. The excess of issue
price over the nominal value is regarded as the premium amount.

In such a case, the Debentures Account should be credited only with the nominal
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value of the debentures and the premium should be credited to “Securities Premium
Account”. The accounting entry will be as follows:

Debenture Application A/c Dr. with the money due on application
Debenture Allotment A/c Dr. and allotment including premium
To Debentures Alc with the nominal value of the
debentures
To Securities Premium A/c with the premium money received

on debentures
llustration 2

B Ltd. issued 2,000, 13% Debentures of 100 each at 110 payable as follows:

On Application 325
On Allotment %35 (including premium)
On First and Final Call %50

The debentures were fully subscribed and the moneys were duly received.

Show the necessary Cash Book and the Journal entries and prepare the Balance
Sheet of the company.

Solution:
Cash Book (Bank Column)
Dr. Cr.
Particulars X Particulars %
To 13% Debenture By Balance c/d 2,20,000
Application A/c 50,000

(Application money on
2,000 debentures
@ 25 each)

To 13% Debenture
Allotment A/c 70,000
(Allotment money on
2,000 debentures
@ %35 each
including premium
of 10 each)

To 13% Debenture First
and Final Call Alc 1,00,000

(First and final call money
on 2,000 debentures
@ 50 each)
2,20,000 2,20,000
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Journal Entries

Particulars Dr.(R) cr.X)
13% Debenture Application Alc Dr. 50,000
13% Debenture Allotment A/c Dr. 70,000

To 13% Debentures Alc 1,00,000

To Securities Premium Alc 20,000
(Allotment of 2,000, 13% Debentures of 3100
each issued at a premium of 10 each and the
allotment money due @ 35 per debenture on
2,000 debentures including the premium of 10
per debenture as per Board’s resolution dated...)
13% Debenture First and Final Call A/c Dr. 1,00,000

To 13% Debentures Alc 1,00,000
(First and final call money due on 2,000
debentures @ <50 per debenture as per
Board’s resolution dated...)

Balance Sheet of B Ltd. as at...
Liabilities I Assets 4
Reserve and Surplus: Current Assets, Loans
Securities premium 20,000 and Advances
Secured Loans: Current Assets
6% Debentures 2,00,000 Cash at Bank 2,20,000
2,20,000 2,20,000

6. ISSUE OF DEBENTURES AT DISCOUNT

If the debentures are issued at a price lower than the nominal value of the
debentures, the debentures are said to be issued at a discount. The difference
between the nominal value and the issue price is regarded as the discount.

The Companies Act, 1956, does not prescribe any restriction on issue of
debentures at a discount. Such discount on issue of debentures may either be written

off against revenue profit or capital profits of the company.

When debentures are issued at a discount the Debentures Account should be
credited with the nominal value of the debentures and the discount allowed on issue
of debentures, being a capital loss, should be debited to “Discount on Issue of
Debentures Account”. Thus, the accounting entry will be as follows:

Debenture Application A/c Dr. with the money due on application
Debenture Allotment A/c Dr. with the money due on allotment
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Discount on Issue of Debentures A/c Dr. with the amount of discount
To Debentures A/c with the total
Illustration 3

W Ltd. issued 2,000, 14% Debentures of 100 each at discount of 5% the
discount being adjustable on allotment. The debentures were payable as follows:

On Application - 25
On Allotment - 20
On First and Final Call - %50

The debentures were fully subscribed and the moneys were duly received.

Show the cash book and journal entries and prepare the balance sheet of the
company.

Solution:
Cash Book (Bank Column)
Dr. Cr.
Particulars % Particulars 4
To 14% Debenture Appli- By Balance c/d 1,90,000
cation Alc 50,000

(Application money on
2,000 debentures
@ 25 per debenture)

To 14% Debenture
Allotment A/c 40,000
(Allotment money on
2,000 debentures
@ 20 per debenture)

To 14% Debenture First and
Final Call A/c 1,00,000
(First and final call money
on 2,000 debentures
@ 350 per debenture)
1,90,000 1,90,000

Journal Entries

Particulars Dr.(X) cr.X)

14% Debenture Application A/c Dr. 50,000
14% Debenture Allotment A/c Dr. 40,000
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Discount on Issue of Debentures Alc Dr. 10,000
To 14% Debentures Alc 1,00,000
(Allotment of 2,000 14% debentures of 3100
each issued at a discount of 5% and allotment
money due on 2,000 debentures @ 20 per
debenture as per Board’s resolution dated.....)

14% Debenture First and Final Call A/c Dr. 1,00,000
To 14% Debentures A/c 1,00,000
(First and final call money due on 2,000
debentures @ 50 per debentures as per
Board’s resolution dated.....)

Profit and Loss A/c Dr. 10,000
To Discount on Issue of Debentures A/c 10,000

(Discount of issue of debentures being written
off against the profit and loss account)

Balance Sheet of W Ltd. as at.....

Liabilities ¥ Assets 4
Secured Loans: Current Assets, Loans
14% Debentures 2,00,000 and Advances

Current Assets

Cash at Bank 1,90,000

Miscellaneous Expenditure

Discount on issue of

Debentures 10,000
2,00,000 2,00,000

7. DEBENTURES ISSUED FOR CONSIDERATION OTHER THAN CASH

It may so happen that the company acquires some assets from the vendor and
instead of paying the vendor in cash, the company may allot debentures in payment
of purchase consideration. The issue of debentures to vendors is known as issue of
debentures for consideration other than cash. In such a case, the accounting entries
will be as follows:

(1) For acquisition of assets:

Sundry Assets (Individually) A/c Dr. (with the value of assets)
To Vendors (with the purchase price)

Notes: (i) If the value of debentures allotted is more than the agreed purchase price,
the difference is debited to Goodwill Account.

(ii) Similarly, if the value of debentures allotted is less than the agreed purchase
price, credited to Capital Reserve Account.
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(2) (a) On allotment of debentures (at par)

Vendors Dr. (with the value of debentures)
To Debentures Alc

(b) On allotment of debentures (at premium)

Vendors A/c Dr. (with the purchase price)
To Debentures Alc (with the nominal value)
To Securities Premium Alc (with the amount of premium)

(c ) On allotment of debentures (at discount)

Vendors Alc Dr. (with the amount of purchase)
Discount on Issue of Debentures A/c Dr. (with the amount of discount)
To Debentures Alc (with the nominal value)
lllustration 4

Optimist Ltd. purchased building worth ¥1,20,000 and plant and machinery worth
<1,00,000 from Depressed Ltd. for an agreed purchase consideration of ¥2,00,000
to be satisfied by the issue of 2,000, 12% Debentures of ¥ 100 each.

Show the necessary journal entries in the books of Optimist Ltd.

Solution:
Journal
Particulars Dr.(X) cr.(X)
Building A/c Dr. 1,20,000
Plant and Machinery A/c Dr. 1,00,000
To Depressed Ltd. 2,00,000
To Capital Reserve A/c 20,000

(Purchase of sundry assets and transfer of
capital profits as per agreement with the vendor
dated...)

Depressed Ltd. Dr. 2,00,000
To 12% Debentures Alc 2,00,000
(Being 2,000, 12% Debentures of 100 each
allotted to vendors for consideration other than
cash as per Board'’s resolution dated...)

8. DEBENTURES ISSUED AS COLLATERAL SECURITY

The term ,Collateral Security’ implies additional security given for a loan. Where a
company obtains a loan from a bank or insurance company, it may issue its own
debentures to the lender as collateral security against the loan in addition to any
other security that may be offered. In such a case, the lender has the absolute right
over the debentures until and unless the loan is repaid. On repayment of the loan,
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however, the lender is legally bound to release the debentures forthwith. But in case
the loan is not repaid by the company on the due date or in the event of any other
breach of agreement, the lender has the right to retain these debentures and to
realise them. The holder of such debentures is entitled to interest only on the amount
of loan, but not on the debentures. Such an issue of debentures is known as
“Debentures issued as Collateral Security”.

Section 121 of the Companies Act, 1956 allows such an issue of debentures and
provides that where a company has deposited any of its debentures to secure
advances from time to time on current account or otherwise, the debentures shall not
be deemed to have been redeemed by reason only on the account of the company
having ceased to be in debt whilst the debentures remained so deposited. As such, a
reference has to be made in such a case, on the Balance Sheet although no liability
exists against the company.

Accounting Entries: The following are the two alternative ways by which
debentures issued as collateral security can be dealt with:

(1) No accounting entry is required to be shown in the books of account at the time
of issue of such debentures for the simple reason that the loan against which the
debentures are issued as collateral security has already been credited, the debit being
given to Bank. But the existence of such debentures issued as collateral security has to
be mentioned by way of a note on the Balance Sheet under the specific loan account.

(2) If it is desired that such an issue of debentures as collateral security is to be
recorded in the books of account, the accounting entries will be as follows:

() On issue of debentures as collateral security

Debentures Suspense Alc Dr. with the nominal value of the
To Debentures Alc debentures issued

In this case, Debentures Suspense Account will appear on the asset side of the
balance sheet under the heading Miscellaneous Expenditure. Debentures Account
will appear as a liability on the liabilities side of the Balance Sheet.

(if) On repayment of the loan and release of debentures

Debentures A/c Dr. with the nominal value of the
To Debentures Suspense A/c debentures released

Note: The net effect of the above two entries is nil. Both the Debentures
Suspense Account and the Debentures Account are cancelled on repayment of the
loan. As such, this method is rarely followed in practice.

[llustration 5
Z Ltd. secured an overdraft of 350,000 from the bank by issuing 600, 12%

Debentures of X100 each as collateral security. Prepare the Balance Sheet of the
Company.
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Solution (First Method):

Balance Sheet of Z Ltd. as at...

Liabilities ¥  Assets 4
Secured Loan:
Bank Overdraft 50,000

(Secured by the issue of 600,
12% Debentures of X100
each as collateral security)

Solution (Secon Method):

Journal Entries

Dr. Cr.
g g
Debentures Suspense Alc Dr. 60,000
To Debentures Alc 60,000
(Issue of 600, 12% Debentures of X100 each as
collateral security for a bank overdraft of
350,000 as per Board’s resolution dated.....)
Balance Sheet of Z Ltd. as at.....
Liabilities 4 Assets 4

Secured Loans:
600, 12% Debentures

of 100 each 60,000
(issued as collateral

security as per contra)

Bank Overdraft 50,000

(Secured by the issue of
600, 12% Debentures of
3100 each as

collateral security)

Miscellaneous Expenditure
Debentures Suspense
Account

(issued as collateral
security as per contra)

60,000

9. TERMS OF ISSUE OF DEBENTURES

A company may issue debentures on any specific condition as to its redemption. The
following possibilities are underway. The accounting treatments are also given below:

(i) Issued at par and redeemable at par:

Bank Dr.
To Debentures Account

(with the nominal value of debentures)



143

(ii) Issued at discount redeemable at par:

Bank Dr.
Discount on Issue of
Debentures Account Dr.

To Debentures Account

(iii) Issued at premium redeemable at par:
Bank Account Dr.

To Debentures Account
To Securities Premium Account

(iv) Issued at par redeemable at premium:
Bank Account Dr.

Loss on issue of Debentures Account  Dr.

To Debentures Account
To Premium on Redemption
of Debentures Account

EP-CA&CMA-3

(with the amount received)

(with the amount of discount)
(with the nominal value)

(with the amount received)

(with the nominal value)
(with the amount of premium)

(with the amount received)

(with the amount of premium on
redemption)

(with the nominal value)

(with the premium on redemption)

(v) Issued at discount, but redeemable at premium

Bank Account Dr.

Discount on Issue of Debentures Account Dr.
Loss on Issue of Debentures Account  Dr.

To Debentures Account
To Premium on Redemption
of Debentures Account

Alternatively
Bank Account Dr.
Loss on Issue of Debentures Account  Dr.
To Debenture Account

To Premium on Redemption
of Debentures Account

(with the amount received)

(with the discount allowed on issue)
(with the premium payable on
redemption)

(with the nominal value)

(with the premium on redemption)

(with the amount received)

(with the discount on issue and
premium on redemption)

(with the nominal value)

(with the premium payable at the
time of redemption)

Note : (i) Premium on Redemption of Debentures Account is shown as liabilities

side of the balance sheet.

(i) Loss on Issue of Debentures Account is written off gradually every year
during the life of the debentures. The unwritten off amount is shown in the
balance sheet under Miscellaneous Expenditure’.

(iii) Premium on Redemption of Debentures Account is transferred to
debentureholders account at the time of redemption.
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Illustration 6

ABC Company Ltd., proposes to issue 10,000, 14% debentures of 100 each to
its shareholders on right basis. They give you the following terms of issue and ask
you to pass the journal entries in every case separately:

(i) The debentures were issued at premium of 10% and redeemable at par.

(i) The debentures were issued at discount of 5% and redeemable at premium
of 10%.

(i) The debentures were issued at par but redeemable at premium of 10%.

(iv) The debentures were issued at premium of 5% but repayable at premium of
10%.

(v) The debentures were issued at discount of 5% but redeemable at par.

Solution:
Journal Entries

Particulars Dr.(X) cr.X)

(i) Bank Account Dr. 11,00,000
To 14% Debentures 10,00,000
To Securities Premium Account 1,00,000
(Being the issue of debentures at
premium of 10% but repayable at
par)

(ii) Bank Account Dr. 9,50,000

Loss on Issue of Debentures Dr. 1,50,000
To 14% Debentures 10,00,000
To Premium on Redemption of
Debentures Alc 1,00,000

(Being the issue of debentures of

discount of 5% but repayable at

premium of 10%)

(iii) Bank Account Dr. 10,00,000
Loss on Issue of Debentures Dr. 1,00,000
To 14% Debentures 10,00,000
To Premium on Redemption of
Debentures Alc 1,00,000
(Being the issue of debentures at

par but redeemable at premium of
10%)

(iv) Bank Account Dr. 10,50,000

Loss on Issue of Debentures
Account Dr. 50,000
To 14% Debentures 10,00,000




145 EP-CA&CMA-3

To Premium on Redemption of

Debentures Alc 1,00,000
(Being the issue of debentures at
premium of 5% but repayable at
premium of 10%)

(v) Bank Account Dr. 9,50,000
Discount on Issue of Debentures
Account Dr. 50,000
To 14% Debentures 10,00,000

(Being the issue of debentures at
discount of 5% but repayable at par)

10. INTEREST ON DEBENTURES

Wherever a company issues debentures it undertakes to pay interest thereon at
a fixed percentage. As the debentures acknowledge a debt, the payment of interest
on the debt is obligatory on the part of the company issuing them irrespective of the
fact whether the company earns profit or not. Thus, interest payable on debentures is
a charge against the profits of the company. Interest on debentures is normally
payable half-yearly and it is calculated at the fixed percentage on the nominal value
of debentures issued and not on the issue price. Thus, the issue of debentures at par
or at a premium or at a discount would not make any difference for the purpose of
calculating interest on debentures. But, the effective rate of interest on the amount
paid by the debentureholders would invariably differ in each of the above cases.

According to Income-tax Act, 1961 a company is liable to deduct income-tax at
the prescribed rate from the gross amount of interest payable on debentures before
the actual payment is made to the debentureholders and to deposit it with the
Government. The balance amount after deduction of income-tax is actually payable
to the debentureholders. This is known as deduction of tax at source.

It is important to note in this connection that if the debentures are tax-free, the
income-tax on such interest will be paid by the company itself on behalf of the
debentureholders. However, the interest paid by the company has to be grossed up
for calculating the interest expense of the company.

Accounting Entries: The following entries are required to be shown in the books
of the company to deal with interest on debentures:

1. On interest becoming due

Debenture Interest A/c Dr. with the gross interest due
To Income-tax Payable A/c with the amount of Income-tax to be
deducted at source
To Debentureholders’ A/c with the net amount payable after

deduction of income-tax

* Students are advised to refer the relevant Finance Act for the rate of tax deducted at source applicable
to different classes of assessees.
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2. On payment of interest to the debentureholders

Debentureholders’ A/c Dr. with the net amount of paid interest
To Bank Alc

3. On payment of income-tax to the Government

Income-tax Payable A/c Dr. with the amount of income-tax

To Bank Alc deducted at source and deposited
with the Government

4. On transfer of Debenture Interest to Profit and Loss Account at the end of the year

Profit and Loss A/c Dr. with the gross amount of interest on
To Debenture Interest A/c debentures

Notes: (1) Until and unless Income-tax payable is deposited by the company with

the Government it will be treated as a liability and shown as a current
liability in the of the Balance Sheet.

(2) While transferring Debenture Interest to Profit and Loss Account at the
end of the period, it should be carefully noted whether interest for the full
period for which the accounts are being prepared has been provided for
or not. If not, the same has to be adjusted first before transferring it to the
Profit and Loss Account.

(3) If the debentures are tax-free, the interest payable on debentures has to
be grossed up*. Since no company can really issue debentures on which
no tax is payable. In this case, tax-free means that the relevant tax will be
paid by the company.

lllustration 7
(Payment of Debenture Interest)

Zed Ltd. had issued T2, 00,000, 10% debentures on which interest was payable
half-yearly on 30th September and 31st March. Show the necessary journal entries
relating to debenture interest for the year ended 31st March, 2011 assuming that all
moneys were duly paid by the company. Tax deducted at source is 10%.

Solution:

Journal Entries
Date Particulars Dr.(X) cr.X)
2010 4 4
Sept. 30 Debenture Interest A/c Dr. 10,000

To Income-tax Payable A/c 1,000

* A company has issued 500, 13% tax free debentures of ¥ 1,000 each. The gross interest on

debentures, if the rate of income-tax to be deducted at source from such interest is 10%, will be:

_ 65,000x100

% =R%72,222 (approximately).
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To Debentureholders Alc
(Interest due on <2,00,000, 10%
debentures for 6 months and
income-tax deducted at source
thereon @ 10%)

Debentureholders’ A/c Dr.

To Bank

(Payment of interest to debenture-
holders)

Income-tax Payable A/c Dr.

To Bank

(Deposit of income-tax deducted at
source from Debenture Interest with
the Government)

Debenture Interest A/c Dr.

To Income-tax Payable A/c

To Debentureholders Alc
(Interest due on <2,00,000, 10%
debentures for 6 months and

income-tax deducted at source
thereon @ 10%)

Debentureholders’ A/c Dr.

To Bank

(Payment of interest to debenture-
holders)

Income-tax Payable A/c Dr.

To Bank

(Deposit of Income-tax deducted at
source from Debenture Interest with
the Government)

Profit and Loss A/c Dr.

To Debenture Interest A/c

(Transfer of Debenture Interest to
Profit and Loss A/c)

9,000

1,000

10,000

9,000

1,000

20,000
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9,000

9,000

1,000

1,000
9,000

9,000

1,000

20,000

Interest Accrued and Due (Outstanding): As stated above, interest on debentures
is usually paid every six months; interest really becomes due when the six months
are over and not earlier; in other words no one can demand that the company pay
interest before the due date. Suppose a company has issued 13.5% Debentures for
310,00,000 interest is payable on 30th September and 31st March. The company will
pay ¥67,500 in every six months. Suppose, the company closes its books on 31st
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March, the interest due on that date may be unpaid. In that case, there will be a
liability which will be recorded by the entry:

Debenture Interest A/c Dr. 367,500
To Debenture Interest Outstanding 67,500

The liability will be shown in the Balance Sheet along with debentures.

Interest Accrued but not Due: On the closing date interest for the full period must
be brought into books but, it is possible, that due date for payment of interest has not
yet come. Suppose, in the example given above, the company closes its books on 31st
December. Interest upto 30th September must have been paid but that upto 31st
March is not yet due. For proper accounting, however, interest from 1st October to 31st
December (3 months) must be taken into account. Interest for such a period is termed
as ,Interest accrued but not due’. The entry for recording this interest is:

Debenture Interest A/c Dr. 333,750
To Debenture Interest Accrued
but not Due 33,750

Debenture Interest Accrued but not Due is shown in the balance sheet under
Other Current Liabilities.

11. WRITING OFF THE DISCOUNT ON ISSUE OF DEBENTURES

Discount on issue of debentures is a capital loss of the company and it is
required to be shown on the assets side of the Balance Sheet under the heading
“Miscellaneous Expenditure” until written off. Although, there is no legal obligation on
the part of the company to write off such a loss, sound business policy demands that
it should be written off as quickly as possible.

Discount on issue of debentures can be treated in any of the following two ways:

1. Discount on issue of debentures being a capital loss, can be written off
against capital profits. Section 78 also permits Securities Premium Account
to be utilised in writing off discount on issue of debentures.

2. Discount on issue of debentures can be treated as deferred revenue
expenditure and written off against revenue over the period of life of the
debentures.

In case there is no capital profit and it is decided to treat discount on issue of
debentures as deferred revenue expenditure, it is desirable to write it off against
revenue over the period of life of the debentures on an equitable basis. The following
are the two methods which are generally adopted for this purpose.

1. Fixed Instalment Method: Under this method, the total amount of discount
allowed on issue of debentures is spread over the life of the debentures equally and
every year a fixed amount is written off against revenue. For example, if the total
discount allowed on issue of debentures is ¥ 10,000 and the debentures are issued
for 10 years, the amount of discount to be written off every year will be 1/10th of the
total discount, i.e., every year an amount equal to (1/10 x 10,000) = 1,000 will be
written off over a period of 10 years. At the end of the 10th year Discount on Issue of
Debentures Account would be completely written off. This method is simple and can
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be applied only if the debentures are redeemed at the expiry of the period. This
method has the advantage of spreading the burden of discount equally over the
period of the debentures.

2. Fluctuating Instalment Method: Where debentures are redeemed by annual
drawings, the first method is not suitable for the simple reason that the burden of
discount is equally spread over the period of life of the debentures. Under this
method, the amount of discount to be written off every year should bear a proportion
to the debentures outstanding at the beginning of each year. Thus, the amount of
discount to be written off every year under this method cannot be fixed and will go on
diminishing every year, i.e., the burden of discount will be in proportion to the benefits
derived out of the debentures. The initial year should bear a greater burden of
discount than the subsequent years as each subsequent year has the use of a lesser
amount of debentures. Let us take an example as follows:

Nu Look Ltd. issued 1,000, 12% Debentures of 100 each at a discount of 10%.
The terms of issue provided the repayment of the debentures at par by annual
drawing of 320,000 over a period of 5 years. How should the amount of discount to
be written off be determined?

The total discount on issue of debentures is ¥10,000. This total discount of
10,000 has to be written off in proportion to the debentures outstanding at the
beginning of each year. Thus, outstanding balance ratio will be as follows:

1st year = % 1,00,000
2nd Year 3(1,00,000 - 20,000) %I 80,000
3rd Year % (80,000 - 20,000) = % 60,000
4th Year %(60,000 - 20,000) = 3 40,000
5th Year % (40,000 - 20,000) = % 20,000

Outstanding balance ratio = 1,00,000 : 80,000 : 60,000 : 40,000 : 20,000
=5:4:3:2:1

Therefore, amount of discount to be written off every year will be as follows:

1st Year = %10,000 x 5/15 = i 3,333
2nd Year = 310,000 x 4/15 = 3 2,667
3rd Year = %10,000 x 3/15 = i 2,000
4th Year = <10,000 x 2/15 = i 1,333
5th Year = %10,000 x 1/15 = 4 667

Total X 10,000

Accounting Entries: Every year, when the discount on issue of debentures is
written off against revenue, the following entry is required to be shown in the books of
the company:

Profit and Loss A/c Dr. with the amount written off
To Discount on Issue of
Debentures A/c
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Illustration 8

Indra Ltd. issued 10,000 debentures of I100 each at a discount of 6%. The
expenses on issue amounted to ¥35,000. The debentures have to be redeemed at
the rate of ¥1,00,000 each year commencing with end of fifth year. How much
discount and expenses should be written off each year?

Solution:
Total amount of discount and expenses is X95,000.

It should be written off each year according to the ratios of the amounts
outstanding.

Years Ratio

1 10

2 10

3 10

4 10

5 10

6 9

7 8

8 7

9 6
10 5
11 4
12 3
13 2
14 1
Total of ratios = 95

In each of the first five years, discount to be written off will be
395,000 x10

= 10,000
95
In 6th year = @LEOXQ: 29,000
In 7th year = %?XS= 38,000
In 8th year = wg}ox?: 27,000
In 9th year = ~22090%6 _ 24 600
95
In 10th year = @L(F= 5,000
In 11th year = w = 34,000
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In 12th year = @LZOX:S 3,000
In 13th year = 395000x2 _ 2,000
In 14th year = %= <1,000

12. LOSS ON ISSUE OF DEBENTURES

If a company issues debentures at par or at a discount which are redeemable at
a premium, the premium payable on redemption of the debentures should also be
treated as capital loss and as such it should be dealt within the same manner as
Discount on Issue of Debentures.

Redemption of debentures at a premium is a known loss at the time of issue of
debentures as the terms of issue generally contain such provisions for redemption.
As such, it would be prudent on the part of the company to write off such loss during
the life time of the debentures. The loss to be incurred by a company for a particular
issue of debentures is ascertained in the following manner:

(i) If the debentures are issued at par and redeemable at a premium, the loss
will be equal to the amount of premium payable on redemption.

(ii) if the debentures are issued at a discount and redeemable at a premium, the
loss will be equal to the total of the amount of discount on issue and the
amount of premium on redemption. Thus, total loss = Discount on issue of
Debentures + Premium Payable on redemption of debentures. In such a
case, there is no need to debit Discount on Issue of Debenture Account.
Instead, “Loss on Issue of Debentures Account” should be debited with total
loss.

When debentures are redeemable at a premium the liability for premium payable
on redemption is recorded in the books at the time of issue of the debentures
although the actual liability will arise only at the time of redemption. The main
advantage derived by the company is that the loss on issue of debentures is
completely written off before the debentures are due for redemption.

Accounting Entries: The following accounting entries are required to be shown in
the books of the company:

1. On issue of debentures:

Bank A/c Dr. with the amount received on issue of
debentures
Loss on Issue of Debentures A/c Dr. with the amount of total loss to be
incurred
To Debentures Alc with the nominal value of the

debentures issued

To Premium on Redemption of with the amount of Premium payable
Debentures A/c on redemption
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Note: “Premium on Redemption of Debentures Account” will appear as a liability
in the Balance Sheet until it is paid at the expiry on the life-time of the debentures.

2. On writing off loss on issue of debentures every year against revenue:

Profit and Loss A/c Dr. with the amount written off
To Loss on Issue of Debentures A/c

3. On redemption of debentures:

(a) Debentures Alc Dr. with  the nominal value of
debentures
Premium on Redemption on
Debentures Alc Dr. with the Premium payable
To Debentureholders Alc with the total
(b) Debentureholders’ A/c Dr. with the amount paid
To Bank Alc

Note: On redemption of the debentures the liability for the premium on
redemption of debentures is wiped out.

Illustration 9

(Writing off the discount on issue of debentures where debentures are
redeemable at the expiry of their life-time)

Sona Ltd. issued 1,000, 12% Debentures of 100 each at a discount of 10%
redeemable at par after 5 years. Show the Discount on Issue of Debentures Account
for these years if an equal amount of discount is to be written off every year.

Solution:

Total discount allowed on issue of debentures
=%1,00,000 x 10/100 = 10,000

As the debentures are redeemable after 5 years, the amount of discount to be
charged to revenue every year will be ¥2,000.

Discount on Issue of Debentures Alc

Dr. Cr.

Date Particulars 3 Date Particulars 4

1st yr. To 12% Deben- 1st yr. By Profit and

(at the tures A/c 10,000 (atthe Loss Alc 2,000

beginning) end) “  Balance c/d 8,000
10,000 10,000

2nd yr. To Balance b/d 8,000 2nd yr. By Profit and Loss A/c 2,000

(at the (at the

beginning) end) “  Balance c/d 6,000
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3rd yr. To Balance b/d 6,000 3rd yr. By Profit and Loss A/c 2,000
(at the (at the
beginning) end) “  Balance c/d 4,000
6,000 6,000
4th yr. To Balance b/d 4,000 4thyr. By Profit and Loss A/c 2,000
(at the (at the
beginning) end) “  Balance c/d 2,000
4,000 4,000
5th yr. To Balance b/d 2,000 5thyr. By Profit and Loss A/c 2,000
(at the (at the
beginning) end)
2,000 2,000

Illustration 10

(Writing off the discount on issue of debentures when debentures are
redeemable by annual drawings).

Bee Ltd. issued 2,000, 12% Debentures of ¥ 100 each at a discount of 6% on
1.4.2008 repayable by equal annual drawings in four years.

You are required to show the Discount on Issue of Debentures Account over the
period.

Solution:
Total amount of discount on issue of debentures:
=% 2,00,000 x 6/100 = ¥ 12,000

This total discount of ¥ 12,000 has to be written off in proportion to the
debentures outstanding at the beginning of each year. Thus, outstanding balance
ratio will be as follows:

1.4.2008 =X 2,00,000
1.4.2009 = < (2,00,000 - 50,000) =X 1,50,000
1.4.2010 = < (1,50,000 - 50,000) =X 1,00,000
1.4.2011 = < (1,00,000 - 50,000) =X 50,000

Outstanding balance ratio =2,00,000 : 1,50,000 : 1,00,000 : 50,000
=4:3:2:1

Therefore, amount of discount to be written off every year will be as follows:

31.3.2009 = < 12,000 x 4/10 = X 4,800
31.3.2010 = < 12,000 x 3/10 = X 3,600
31.3.2011 = 12,000 x 2/10 = X 2,400
31.3.2012 = < 12,000 x 1/10 = X 1,200
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Discount on Issue of Debentures Alc

Dr. Cr.
Date Particulars . Date Particulars <
1.4.2008 To 6% Deben- 31.3.2009 By Profit and Loss A/c 4,800
tures Alc 12,000 * " Balance c/d 7,200

12,000 12,000

1.4.2009 To Balance b/d 7,200 31.3.2010 By Profit and Loss A/c 3,600
“ ” Balance c/d 3,600

7.200 7.200

1.4.2010 To Balance b/d 3,600 31.3.2011 By Profitand Loss A/c 2,400
“ " Balance c/d 1,200

3,600 3,600

1.4.2011 To Balance b/d 1,200 31.3.2012 By Profit and Loss A/c 1,200
1,200 1,200

lllustration 11

(Writing off the Loss on Issue of Debentures where the debentures are issued at
a discount and redeemable at a premium).

Venus Ltd. issued 1,000, 12% Debentures of X100 each at a discount of 5%.
These debentures are redeemable at a premium of 10% after 5 years.

You are required to show:
(i) the journal entry on Issue of the Debentures; and
(i) the Loss on Issue of Debentures Account over the period.

Solution:

Journal

Particulars Dr.(X) cr.(X)

Bank A/c Dr. 95,000
Loss on Issue of Debentures A/c Dr. 15,000
To 12% Debentures Alc 1,00,000

To Premium on Redemption of

Debentures Alc 10,000
(Allotment of 1,000, 12% debentures of 3100
each issued at a discount of 5% and redeemable
at a premium of 10% after 5 years as per
Board’s resolution dated...)
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Note: Total loss on issue of debentures has been arrived at as follows:

Loss on issue of debentures= Discount on issue + Premium on redemption
=3(5,000 + 10,000) = ¥ 15,000

This total loss of 15,000 has to be written off over a period of 5 years.
Therefore, every year 1/5 of 15,000 = ¥ 3,000 have to be written off.

Loss on Issue of Debentures Alc

Dr. Cr.
Date Particulars X Date Particulars 4
1styr. To 12% Deben- 1styr. By Profit and
(at the tures Alc 5,000 (atthe Loss Alc 3,000
begin- To Premium on end) “  Balance c/d 12,000
ning) Redemption A/c 10,000
15,000 15,000
2nd yr. To Balance b/d 12,000 2ndyr. By Profit and Loss Alc 3,000
(at the (at the
beginning) __ end) “  Balance c/d 9,000
12,000 12,000
4 4
3rd yr. To Balance b/d 9,000 3rd yr. By Profit and Loss A/c 3,000
(at the (at the
beginning) __ end) “  Balance c/d 6,000
9,000 9,000
4th yr. To Balance b/d 6,000 4th yr. By Profit and Loss A/c 3,000
(at the (at the
beginning) __ end) “  Balance c/d 3,000
6.000 6.000
5th yr. To Balance b/d 3,000 5thyr. By Profit and Loss Alc 3,000
(at the (at the
beginning) end)
3,000 3,000

13. REDEMPTION OF DEBENTURES

Redemption of debentures refers to the discharge of the liability in respect of the
debentures issued by a company. Debentures can be redeemed at any time either at
par or at a premium or at a discount without any legal formalities to be complied with.
The prospectus inviting applications for the debentures generally contains terms of
redemption of the debentures. But irredeemable debentures are perpetual in nature
and cannot be redeemed except on the happening of a contingency.

Section 121 of the Companies Act, 1956 provides that where a company has
redeemed any debentures previously issued, it has the right to re-issue them either
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by issuing the same debentures or by issuing other debentures, unless the articles
contain any provision to the contrary or the intentions is shown by passing a
resolution or by some other act that the debentures shall be cancelled. Upon such re-
issue the debentureholders will enjoy the same rights and priorities as if the
debentures had never been redeemed.

14. MOBILISATION OF FUNDS FOR REDEMPTION OF DEBENTURES

If no provision is made for mobilising additional funds required for the redemption
of the debentures, the company may find great difficulty in discharging the liability
when the debentures become due for payment. When the debentures become due
for payment, the company may not have sufficient cash to discharge the liability.
Even if it is assumed the liquid position of the company would permit such
redemption, the working capital and consequently the profits of the company would
be adversely affected if a large sum of money is withdrawn from the business at a
time.

In order to overcome the above difficulties the following courses of actions are
open to the company for mobilising the additional funds required at the time of
redemption:

1. Utilising a part of the profits of the company: A part of the profits may be
withheld and utilised by the company for the purpose of redemption of the
debentures. Here again, the company is having the following options:

(a) The amount of profits withheld by the company may be retained in the
business itself as owned capital in the form of General Reserve.

(b) The amount of profits withheld by the company may be withdrawn from the
business and the same may be invested either (i) in readily convertible
securities or (ii) in taking out an insurance policy to provide funds when
needed.

2. Raising the capital: In order to provide for additional funds required for the
redemption of the debentures, the company may issue new shares or debentures for
the purpose. Old debentures will be redeemed out of the proceeds of fresh issue and
the new share capital or debentures will take the place of the old debentures.

3. Disposing of the assets of the company: Additional funds required for the
redemption of debentures may also be provided by the company by disposing of
some of its fixed assets.

15. METHODS OF REDEMPTION OF DEBENTURES
Following are the methods of redeeming the debentures:
(a) By annual drawings

Under this method, a certain portion of the total debentures is redeemed every
year over the life-time of the debentures and thus at the end of the life time of the
debentures, the debentures are fully redeemed. Which debenture should be paid in
which year usually depends on the drawings. What is actually done is that slips
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bearing the number of debentures are mixed up and put into a drum and then as
many slips as the debentures to be redeemed are taken out of the drum at random.
This procedure is known as “Drawing by lot”. The amount of debentures to be
redeemed every year is generally calculated by dividing the total amount of the
debentures by the number of years for which they have been issued. In such a case,
the amount of annual drawings will be equal. But the amount of annual drawings may
also be unequal in some cases.

When debentures are redeemed by annual drawings, the amount of annual
drawings should be transferred to General Reserve Account out of the profits of the
company and the same need not be invested in any other way.

(b) By paymentin onelump sum at the expiry of a specified period

Under this method the entire amount of the debenture debt is paid to the
debentureholders in one lump sum at the expiry of a specified period, i.e., at maturity
or at the option of the company at a date within such specified period according to the
terms of issue.

As the amount involved is large and the date of which debentures have to be
redeemed is known to the company well in advance, it is possible for the company to
make necessary arrangement to provide for the additional funds required for the
debentures from the very beginning. In such a case, the best method is to set aside
every year throughout the life of the debentures a part of the profits of the company
which would otherwise be available for dividend and to invest the same in readily
convertible securities together with compound interests at a fixed rate will amount to
the sum required to pay off the debentures at the specified date.

The investments, thus made, are sold when the debentures become due for
payment. This method ensures the availability of sufficient cash for the redemption of
debentures when they become due and is known as “Sinking Fund method”.

(c ) By purchase of debentures in the open market

Under this method, a company may purchase its own debentures in the open
market if it seems to be convenient and profitable to the company. When the market
price of the debentures goes down below par or debentures are quoted at a discount
on the stock exchange, the company usually takes the opportunity to buy the
debentures in the open market and to cancel them. Own debentures may, also, be
purchased by the company for its own investment when it is desired to keep the
debentures alive with a view to issuing them in future. The law does not prohibit a
company from purchasing its own debentures unless the terms of issue specify
otherwise.

In such a case, the purchase of debentures can be made out of the amount
realised on sale of investments where sinking funds exists. Where there is no sinking
fund, the debentures can be purchased out of the company’s cash balance.

(d) By conversion into shares

A company may issue convertible debentures giving option to the
debentureholders to exchange their debentures for equity shares or preference
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shares in the company. The debentureholders are given the right on certain dates or
before a specified date to exchange the debentures for the shares. A certain number
of shares are offered for each debenture. When the debenture-holders exercise this
option and the company issues the shares, it is referred as redemption by
conversion.

16. PROTECTION OF THE INTEREST OF THE DEBENTUREHOLDERS

According to Section 117C of the Companies Act, where a company issues
debentures, it should create a debenture redemption reserve account for the
redemption of such debentures to which adequate amount shall be credited out of its
profits every year, until such debentures are redeemed. The amount credited to the
debenture redemption reserve account cannot be utilised by the company for any
other purpose.

The Securities and Exchange Board of India has also issued comprehensive
guidelines to protect the interest of the debentureholders in the context of redemption
of debentures. SEBI has made it obligatory for all companies raising resources
through debentures to create a Debenture Redemption Reserve equivalent to 50% of
the amount of debenture issued before the company intends to redeem the
debentures.

When a company has created a sinking fund of the equivalent amount of
debenture issue, it means that there is no need to create Debenture Redemption
Reserve. However no redemption can begin unless Sinking Fund accumulates a sum
of 50% of the amount of debenture issue. When the debentures are redeemed, a
sum equivalent to the amount of debentures redeemed shall be transferred to
General Reserve Account for disclosure to investors because sinking fund itself will
substitute for DRR. Debenture Redemption Reserve is not required in case of
convertible debentures i.e., conversion of debentures into either shares or new
debentures.

17. REDEMPTION OF DEBENTURES OUT OF PROFIT

The company withholds a part of divisible profits for redeeming the debentures.
The amount of profit is reduced to the extent of the debentures to be redeemed and
hence not available for distribution by way of dividends among the shareholders. The
payment to debentureholders in such a case is out of profit earned in the course of
the business and therefore it is termed as redemption out of profits. Thus the existing
liquid resources are not affected by redemption in this method.

There are two options available to the company in regard:

(A) The amount of divisible profits withheld by the company may be retained in
the business itself as a source of internal financing i.e. in the form of general reserve
and no investment is made outside to provide cash for redemption. In such a case
the following journal entries are passed.

(1) On debentures becoming due for payment

Debentures A/c Dr. (with the nominal value)
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Premium on Redemption of
Debentures Alc Dr. (with the amount of premium, if any)
To Debentureholders Alc (with the amount paid)

(2) On redemption

Debentureholders Alc Dr. (with the amount paid)
To Bank

(3) On transfer of Profit to General Reserve

Debenture Redemption Reserve Dr.
Profit and Loss Appropriation A/c  Dr. (with the nominal value of
To General Reserve debentures redeemed)

Note: According to the SEBI Guidelines, there must be a Debenture Redemption
Reserve Account with a credit balance of 50% of the nominal value of the debenture
issue before the commencement of redemption. Hence only 50% of the debentures
can be redeemed out of profits if the redemption is done in one lump sum on the
maturity date. It is suggested that the companies intending to redeem debentures out
of profits must appropriate, the profits for Debenture Redemption Reserve Account
before redemption. However, drawal from Debenture Redemption Reserve is
permissible after 10% of the debenture liability has been actually redeemed by the
company. The balance in Debenture Redemption Reserve Account must be
transferred to General Reserve on redemption of all the debentures.

(B) The amount of divisible profits withheld from distribution as dividend may be
invested either in (i) readily marketable securities or (ii) taking out insurance policy to
provide funds when required. In either case, the profit set aside will be accumulated
in an account styled as Debenture Redemption Fund or Sinking Fund.

(a) Debenture Redemption Fund/Sinking Fund Method

The Accounting entries in such a case will be as follows:

First Year (At the end)

(1) On transfer of profits to Debenture Redemption Fund Account -
Profit and Loss Appropriation  Dr. with the annual amount set
Alc aside out of profit
To Debenture Redemption

Fund Alc

(2) On investment of the amount of the profit set aside in readily marketable
securities -

Debenture Redemption Fund
Investments A/c Dr. with the amount invested
To Bank

* This amount will be ascertained with the help of Sinking Fund Tables.
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Debenture Redemption Fund Investment Account will appear on the Assets side
of the Balance Sheet while Debenture Redemption Fund Account will appear on the
Liabilities side of the Balance Sheet, substituting Profit and Loss Appropriation
Account partly, under the head “Reserves and Surplus”.

Second and subsequent years over the life of the Debentures excepting the last
year (At the end) -

(1) On receipt of interest on Debenture Redemption Fund Investment -

Bank Dr. with the amount of interest received
To Interest on Debenture on investment
Redemption Fund Investments A/c

(2) On Transfer of the interest to Debenture Redemption Fund -

Interest on Debenture Redemption
Fund Investments Alc Dr. with the amount of interest received
To Debenture Redemption Fund A/c on investments

(3) On Transfer of Profits to Debenture Redemption Fund Account -

Profit and Loss Appropriation A/c  Dr. with the annual amount of profit set
To Debenture Redemption Fund A/c aside

(4) On investment of annual profit and interest received on investment -

Debenture Redemption Fund with the total amount of profit set
Investments Alc Dr. aside plus interest received on
To Bank investments

In the last year when the debentures become due for redemption (at the end)-

(1) On receipt of interest on Debenture Redemption Fund Investment -

Bank Dr. with the amount of interest received
To Interest on Debenture Redemption on investment
Fund Investments A/c

(2) On transfer of the interest -

Interest on Debenture Redemption
Fund Investments A/c Dr. with the amount of interest received
To Debenture Redemption Fund A/c on investments

(3) On transfer of profits to Debenture Redemption Fund A/c -

Profits and Loss Appropriation A/c  Dr. with the amount of annual profit set
To Debenture Redemption Fund A/c aside

(4) On realisation of Investments made so as to provide cash for the redemption -

Bank Dr. with the realised value of
To Debenture Redemption Fund investments
Investments A/c
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(5) If there is any profit or loss on sale of investments, the same has also to be
transferred to Debenture Redemption Fund Account -

(a) In case of profit -

Debenture Redemption Fund
Investments Alc Dr. with the amount of profit
To Debenture Redemption Fund A/c

(b) In case of loss -

Debenture Redemption Fund A/c  Dr. with the amount of loss
To Debenture Redemption Fund
Investments A/c

(6) On transfer of Debentures to Debentureholders Account for payment to be
made -

Debentures A/c Dr. with the nominal value of the
To Debentureholders Alc debentures

(7) If debentures are redeemable at premium -

Premium on Redemption of
Debentures Alc Dr. with the amount of premium on
To Debentureholders A/c redemption

(8) On Payment -

Debentureholders A/c Dr. with the amount paid
To Bank

(9) On ftransfer of Premium on Redemption of Debentures to Debenture
Redemption Fund Account (In case Premium on Redemption of Debentures Account
is not opened at the time of issue of debentures) -

Debenture Redemption Fund A/c  Dr. with the amount of premium
To Premium on Redemption of
Debentures A/c

(10) On transfer of Loss of Issue of Debentures Account to Debenture
Redemption Fund Account (In case the loss on Issue of Debentures Account is not
yet written off) -

Debenture Redemption Fund A/c  Dr.
To Loss of Issue of Debentures A/c

N.B.: Either entry (9) or entry (10) may be passed depending upon the
circumstances.

(11) On transfer of Debenture Redemption Fund Account balance to General
Reserve -

Debenture Redemption Fund A/c  Dr. with the balance left
To General Reserve Alc
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Notes:

(1)

(7)

(8)

No investment should be made in the last year for the simple reason that
payment have to be made to the Debentureholders in the last year by
realising the investments. Therefore, there is no logic behind making
investment in the last year and then immediately realising the same.

If the Debentures are redeemable at a premium, the total amount to be
accumulated in Debenture Redemption Fund Account must include the
amount of premium.

This method assumes the availability of profits and sufficient cash
investments.

Sometimes, it may so happen that Sinking Fund may be non-cumulative. In
such a case, the interest received on investments should not be credited to
the Sinking Fund nor should it be invested. Instead, interest should be
treated as interest earned as on general investment and credited to Profit
and Loss Account.

The balance in the Debenture Redemption Fund is transferred to General
Reserve Account after the redemption of debentures.

While transferring the balance of debenture redemption fund to general
reserve, the profit on cancellation of debentures and profit on sale of
investments transferred to debenture redemption fund account should be
eliminated and the same should be transferred to capital reserve.

Where only a part of the debentures are redeemed, it must be ensured that
the balance in sinking fund is equal to 50% of the amount of debenture issue
on the date of redemption.

According to SEBI guidelines, creation of debenture redemption reserve
equivalent to 50% of the debenture issue is obligatory. However, a company
may create more reserve if it so desires, this being justified by the creation of
sinking fund.

Sinking Fund to Replace an Asset and to Repay a Liability - The sinking fund is
created to provide the cash on the known date for two specific purposes (a) to
replace an asset and (b) to redeem debentures (liability).

Though in practice the sinking funds for redemption of a liability and that for
replacement of an asset operate in a similar manner yet there are some differences
as stated below:

(i)

(ii)

The annual instalment set aside for sinking fund for the replacement of an
asset is really depreciation and is a charge against profit and therefore it is
debited to profit and loss account. On the other hand, in case of sinking fund
created for redemption of a liability, the annual instalment is an appropriation
of profit and debited to profit and loss appropriation account since the
purpose is to accumulate profits and not to distribute dividends until the
liability is repaid.

At the end of the estimated useful life of the assets, the sinking fund
investments are sold to replace the old asset. The ultimate balance in sinking
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fund account then is utilised to write off the book value of the old asset
requiring replacement. The sinking fund is therefore extinguished. In the
other case, the sale proceeds of the investments would be utilised to
discharge the liability involving the closure of liability account and sinking
fund investment account. The balance in the sinking fund account is
transferred to general reserve. It is in the nature of free reserves and which
can be used to pay dividends at the discretion of the company.

(b) Insurance Policy Method

Under this method also, profits are set aside and credited to Debenture Redemption
Fund Account in the same manner as it is done in case of Sinking Fund Method. But
instead of investing the amount of profit set aside in readily convertible securities an
Insurance Policy is taken out for the required sum and an amount equal to the profit set
aside is paid as premium. Thus, at the maturity of the policy, the required cash would be
available for carrying out redemption of debentures. This method differs from the Sinking
Fund Method in respect of interest on investment. Unlike Sinking Fund Method, interest
will not be received every year but will accrue at a fixed rate. The total amount of
premium will always be less than the amount of policy. Thus, the difference between the
policy amount and the total amount of premium paid on the policy is the total amount of
interest that accrues on the premiums paid. The main advantage of this method is that
the policy is not subscribed to any fluctuation in prices unlike securities in the Sinking
Fund Method and as such the exact sum insured will be available at maturity. However,
the following disadvantages may be accounted for:

(i) the annual rate of interest is lower than that obtainable from investments; and

(i) if the policy is cancelled on account of non-payment of premium, the
surrender value will be very much less than the amount which has been paid
by way of annual premiums.

The accounting entries will be as follows:

All the years till the maturity of the policy (including the last year) -
(1) On payment of premium at the beginning of the year -
Debenture Redemption Fund

Policy Alc Dr. with the amount of annual

To Bank premium

(2) On transfer of profit to Debenture Redemption Fund Account at the end of the
year -

Profit and Loss Appropriation A/c Dr. with the amount of profit set
To Debenture Redemption Fund A/c aside

In the last year on maturity of the policy.

In addition to the above two entries, the following entries are also required on
maturity of the policy at the end of the last year.
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(3) On realisation of the policy amount from the Insurance Company -

Bank Dr. with the amount of the
To Debenture Redemption policy
Fund Policy Alc

(4) On transfer of accrued interest (i.e. the difference between the policy amount
and the total premium paid) to Debenture Redemption Fund Account -

Debenture Redemption Fund Policy A/lc Dr. with the difference between
To Debenture Redemption Fund A/c the policy amount and the
total premium paid

(5) On transfer of Debentures Account to Debentureholders’ Account for payment
to be made —

Debentures Alc Dr. with the nominal value of
To Debentureholders the debentures

(6) If debentures are redeemable at a premium -

Premium on Redemption of
Debentures Alc Dr. with the amount of premium
To Debentureholders Alc of redemption

(7) On payment -

Debentureholders Dr. with the amount paid
To Bank

(8) On transfer of Premium on Redemption of Debentures to Debenture
Redemption Fund A/c (In case Premium on Redemption of Debenture Account is not
opened at the time of issue of debentures) -

Debenture Redemption Fund A/c Dr. with the amount of premium
To Premium on Redemption of on redemption
Debentures Alc

(9) On transfer of Loss of Issue of Debentures Account to Debenture Redemption
Fund Account (In case Loss on Issue of Debentures Account is not yet written off) -

Debenture Redemption Fund A/c Dr. with the amount
To Loss of Issue of Debentures Alc

N.B. : Either entry (8) or entry (9) may be passed depending upon the circumstances.

(10) On transfer of Debenture Redemption Fund Account balance on General
Reserve -

Debenture Redemption Fund A/c Dr. with the balance left
To General Reserve Alc
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Note: In some cases, the company may decide to take credit every year. In such
a case, the entry for interest will be —

Debenture Redemption Fund Policy Alc Dr. with the interest
To Debenture Redemption Fund A/c

lllustration 12 (When debentures are redeemed out of profits)

Strong Ltd. issued 10,000, 14% debentures of 100 each on 1st April, 2006 at a
discount of 5% repayable at a premium of 10% after 5 years out of the profits of the
company. On 1st April, 2011, balance in the Debenture Redemption Reserve
Account stood at < 3,40,000.

You are required to give journal entries in the books of the company both at the
time of issue and redemption of debentures.

Solution:
Journal Entries

Date Particulars Dr.(X) cr.R)

2006
April 1 Bank Dr. 9,50,000

Loss on Issue of Debentures A/c Dr. 1,50,000
To 14% Debentures Alc 10,00,000
To Premium on Redemption of
Debentures Alc 1,00,000

(Allotment of 10,000, 14%
debentures of 100 each issued at
a discount of 5% and redeemable at
a premium of 10% as per the Board
resolution dated......)

2011

April 1 14% Debentures Alc Dr. 10,00,000
Premium on Redemption of
Debentures A/c Dr. 1,00,000

To Debentureholders Alc 11,00,000

(Being the amount due on
redemption)

Profit and Loss Appropriation A/c  Dr. 1,60,000

To Debenture Redemption
Reserve Alc 1,60,000

(Being the transfer of profit to
debenture  redemption reserve
account as required under SEBI
guidelines)
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Debentureholders Dr. 11,00,000
To Bank 11,00,000

(Being the amount paid to
debentureholders)

“ Profit and Loss Appropriation A/c  Dr. 5,00,000
To General Reserve 5,00,000
(Being the transfer of profit to the
extent of 50% of the face value of
debentures redeemed)

“ Debenture Redemption Reserve A/c Dr. 5,00,000
To General Reserve Alc 5,00,000
(Being the transfer of balance in
debenture  redemption  reserve
account to General reserves on
redemption of debentures).

Note: Loss on Issue of Debentures Account has to be written off by the company
over the period of 5 years preferably at the rate of (31,50,000 x 1/5) = 330,000 per
year.

lllustration 13 (When Sinking Fund is created to redeem debentures at the end of
the specified period).

Steady Ltd. issued 2,000, 9% Debentures of T 100 each at par on 1st April 2006
repayable at the end of 5 years at a premium of 6%. It was decided to institute a
Sinking Fund for the purpose, the investments being expected to yield 8% p.a.
Sinking Fund tables show that Re. 1 per annum at 8% compound interest amounts to
%5.867 in 5 years. Investments were made in multiples of rupees ten only.

On 31st March, 2011 the investments realised ¥1,75,000 and the debentures
were redeemed. The bank balance as on that date was ¥54,800.

You are required to show the journal entries relating to the creation of Sinking
Fund and to prepare the relevant ledger accounts in the books of the company.
Ignore debenture interest.

Solution:
Journal Entries
Date Particulars Dr.(X) cr.(X)
2006
April 1 Bank Dr. 2,00,000
Loss on Issue of Debentures Dr. 12,000

To 9% Debentures Alc 2,00,000

To Premium on Redemption of

Debentures Alc 12,000

(Allotment of 2,000 9% Debentures
of 100 each issued at par
redeemable at a premium of 6%)
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Mar. 31
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Profit and Loss Appropriation A/c Dr.
To Debenture Redemption
Fund A/c

(Transfer of the amount out of Profit
to Debenture Redemption Fund
Account to provide for the
redemption of debentures)

Debenture Redemption Fund
Investment A/c Dr.
To Bank

(Amount of profit set aside invested
in outside securities in multiples of
310)

Bank Dr.
To Interest on Debenture Redemption
Fund Investment A/c

(Receipt of interest on investments
@ 8% p.a.)

Interest on Debenture Redemption
Fund Investment A/c Dr.

To Debenture Redemption Fund A/c

(Transfer of Interest to Debenture
Redemption Fund Account)

Profit and Loss Appropriation A/c  Dr.
To Debenture Redemption Fund A/c

(Transfer of the amount out of the
profit to Debenture Redemption
Fund Account to provide for the
redemption of debentures)

Debenture Redemption Fund
Investment A/c Dr.

To Bank

(Amount of profit set aside together
with the interest received on
investments invested in outside
securities in multiplies of I 10)

36,134

36,130

2,890

2,890

36,134

39,020
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36,134

36,130

2,890

2,890

36,134

39,020
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2009
Mar. 31

2010
Mar. 31

Bank Dr.
To Interest on Debenture Redemption
Fund Investment A/c

(Receipt of Interest on Investment
@ 8% p.a.)

Interest on Debenture Redemption
Fund Investment A/c Dr.
To Debenture Redemption
Fund Alc

(Transfer of Interest to Debenture
Redemption Fund Account)

Profit and Loss Appropriation A/c ~ Dr.
To Debenture Redemption Fund A/c

(Transfer of the amount out of profit
to Debenture Redemption Fund
Account to provide for the
redemption of debentures)

Debenture Redemption Fund
Investment A/c Dr.

To Bank

(Amount of profit set aside together
with the interest received on
investments invested in outside
securities in multiples of ¥10)

Bank Dr.

To Interest on Debenture Redemption
Fund Investment A/c

(Receipt of interest on investments
@ 8% p.a.)

Interest on Debenture Redemption
Fund Investment A/c Dr.

To Debenture Redemption
Fund Alc

(Transfer of interest to Debenture
Redemption Fund Account)

6,012

6,012

36,134

42,150

9,384

9,384

6,012

6,012

36,134

42,150

9,384

9,384



2011
Mar. 31

169

Profit and Loss Appropriation A/c Dr.

To Debenture Redemption
Fund A/c

(Transfer of the amount out of profit
to Debenture Redemption Fund
Account to provide for the
redemption of debentures)

Debenture Redemption Fund

Investment A/c Dr.

To Bank

(Amount of profit set aside together
with the interest received on
investments invested in outside
securities in multiples of 10)

Bank Dr.

To Interest on Debenture
Redemption Fund Investment A/c

(Receipt of interest on Investment
@8% p.a.)

Interest on Debenture Redemption

Fund Investment A/c Dr.

To Debenture Redemption
Fund A/c

(Transfer of interest to Debenture
Redemption Fund Account)

Profit and Loss Appropriation A/c  Dr.

To Debenture Redemption
Fund A/c

(Transfer of the amount out of profit
to Debenture Redemption Fund
Account to provide for the
redemption of debentures)

Bank Dr.

To Debenture Redemption Fund
Investment A/c

(Realisation of investments to pay
off the debentures)

Debenture Redemption Fund

Investment A/c Dr.

To Debenture Redemption
Fund A/c

36,134

45,520

13,025

13,025

13,025

36,153

1,75,000

12,180
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36,134

45,520

13,025

36,153

1,75,000

12,180



EP-CA&CMA-3 170

(Transfer of profit on sale of
investment to Debenture
Redemption Fund A/c)

“ 9% Debentures Alc Dr. 2,00,000
Premium on Redemption of
Debentures Alc Dr. 12,000
To Debentureholders Alc 2,12,000
(Amount due on redemption at a
premium of 6%)
“ Debentureholders Alc Dr. 2,12,000
To Bank 2,12,000
(Payment made for amount due)
“ Debenture Redemption Fund A/c  Dr. 12,000
To Loss on Issue of
Debentures A/c 12,000
(Transfer of loss on issue of
debentures account to Debenture
Redemption Fund A/c)
“ Debenture Redemption Fund A/c  Dr. 2,12,180
To General Reserve Alc 2,00,000
To Capital Reserve A/c 12,180
(Transfer of balance standing at
Debenture Redemption Fund
Account to General Reserve
Account and Capital Reserve A/c)
Ledger Accounts
9% Debentures Account
Dr. Cr.
Date Particulars X Date Particulars 4
31.3.2007 To Balance c/d 2,00,000 1.4.2006 By Bank 2,00,000
31.3.2008 To Balance c/d 2,00,000 1.4.2007 By Balance b/d 2,00,000
31.3.2009 To Balance c/d 2,00,000 1.4.2008 By Balance b/d 2,00,000
31.3.2010 To Balance c/d 2,00,000 1.4.2009 By Balance b/d 2,00,000
31.3.2011  To Debenture-
holder's Alc 2,00,000 1.4.2010 By Balance b/d 2,00,000
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Debentureholders Account
Date Particulars % Date Particulars %
31.3.2011 To Bank 2,12,000 31.3.2011 By 9% Debentures A/c 2,00,000

Premium on
Redemption of

Debentures Alc 12,000
2,12,000 2,12,000
Debenture Redemption Fund Account
Date Particulars X Date Particulars 3
31.3.2007 To Balance c/d 36,134 31.3.2007 By Profit and Loss
Appropriation A/c 36,134
1.4.2007 “  Balance b/d 36,134
31.3.2008 Balance c/d 75,158 31.3.2008 By Interest on Deb.
Redemption Fund
Investment A/c 2,890
31.3.2008 By Profit and Loss
Appropriation Alc 36,134
75,158 75,158
1.4.2005 By Balance b/d 75,158
31.3.2009 To Balance c/d 1,17,304 31.3.2009 By Interest on Deb.
Redemption Fund
Investment A/c 6,012
Profit and Loss
Appropriation A/c 36,134
1,17,304 1,17,304
1.4.2009 By Balance b/d 1,17,304
31.3.2010 Interest on Deb.
31.3.2010 To Balance c/d 1,62,822 Redemption Fund
Investment A/c 9,384
“ " Profit and Loss
Appropriation A/c 36,134
1,62,822 1,62,822
31.3.2011  To Losson 1.4.2010 By Balance b/d 1,62,822
Issue of 31.3.2011 “ Interest on
Debentures Debenture
Alc 12,000 Redemption
“ To General Fund Invest-
Reserve Alc 2,00,000 ment A/c 13,025
To Capital Profit and Loss
Reserve Alc 12,180 Appropriation
(Profit on sale Alc 36,153
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of Investment “  Debenture
treated as Redemption
capital profit) Fund Invest-
ment Alc
(Profit on
sales of
investments) 12,180
2,24,180 2,24.180

Debenture Redemption Fund Investment Alc

Date Particulars X Date Particulars 3
31.3.2007 To Bank 36,130 31.3.2007 By Balance c/d 36,130
1.4.2007 To Balance b/d 36,130 31.3.2008 By Balance c/d 75,150
31.3.2008 “ Bank 39,020
75,150 75,150
1.4.2008 To Balance b/d 75,150 31.3.2009 By Balance c/d 1,17,300
31.3.2009 “ Bank 42,150
1,17,300 1,17,300
1.4.2009 To Balance b/d 1,17,300 31.3.2010 By Balance c/d 1,62,820
31.3.2010 “ Bank 45,520
1,62,820 1,62,820
1.4.2010 To Balance b/d 1,62,820 31.3.2011 By Bank 1,75,000
31.3.2011 “  Debenture
Redemption
Fund A/c
(Profit on sale) 12,180
1,75,000 1,75,000

Interest on Debenture Redemption Fund Investment Account

Date Particulars % Date Particulars %

31.3.2008 To Debenture

Redemption

Fund A/c 2,890 31.3.2008 By Bank Alc 2,890
31.3.2009 To Debenture

Redemption

Fund Alc 6,012 31.3.2009 By BankAlc 6,012
31.3.2010 To Debenture

Redemption

Fund A/c 9,384 31.3.2010 By Bank Alc 9,384
31.3.2011  To Debenture

Redemption

Fund Alc 13,025 31.3.2011 By Bank Alc 13,025
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Working Notes:

(1)

3)
(4)

Sum required for the redemption of debentures has been arrived at as
follows:

g
Nominal value of 2,000 9% debentures @ <100 2,00,000
Add: Premium payable on redemption @ 6% 12,000
Sum required after 5 years 2,12,000

Amount of profit set aside every year has been arrived at as follows:
Sinking fund tables show that Re. 1 per annum at 8% compound interest
amounts to ¥5.867 in 5 years. Since ¥2,12,000 is required, the amount
appropriated per annum will be:

2,12,000 + 5.867 = 36,134 (approx.).

Profit on sale of investment is a capital profit and hence transferred to Capital
Reserve Account.

The payment of debenture interest is ignored.

lllustration 14 (When sinking Fund is created and debentures are redeemed partly at
any time within the specified period).

S.S. Ltd., had ¥1,50,000, 12% debentures outstanding on 1st April, 2011. The
Debenture Redemption Fund Account of the Company stood at ¥78,000 on the same
date represented by investment in securities of 100 each. The directors of the
company decided to sell 50,000 worth of securities at ¥ 102 and to redeem 50,000
debentures at a premium of 5%.

You are required to show the journal entries in the books of the company relating
to the sale of securities and the redemption of debentures.

Solution:
Journal Entries
Date Particulars Dr.(X) Cr.(X)
2011
April 1 Bank Dr. 51,000
To Debenture Redemption Fund
Investment A/c 51,000

(Realisation of investments in
securities of ¥ 100 each at 3102
each to pay off the debentures)

Debenture Redemption Fund
Investment A/c Dr. 1,000
To Debenture Redemption Fund A/c 1,000
(Transfer of profit on sale of
investments to Debenture
Redemption Fund Account)
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“ 12% Debentures A/c Dr. 50,000
Premium on Redemption of
Debentures A/c Dr. 2,500
To Debentureholders A/c 52,500

(Amount due on redemption at a
premium of 5%)

“ Debentureholders A/c Dr. 52,500
To Bank 52,500

(Payment made of amount due)

Debenture Redemption Fund A/c  Dr. 2,500
To Premium on Redemption of
Debentures Alc 2,500
(Transfer of Premium on
Redemption of Debentures to
Debenture Redemption Fund A/c)

Debenture Redemption Fund A/c  Dr. 50,000
To General Reserve Alc 50,000
(Transfer of the nominal value of
debentures redeemed to General
Reserve A/lc)

Debenture Redemption Fund A/c Dr. 1,000

To Capital Reserve A/c 1,000

(Profit on sale of investment
transferred to Capital Reserve)

Notes:

(1) It has been assumed that the provision has been made for the premium on
redemption. Hence, it has been debited to Debenture Redemption Fund
Account.

(2) After debentures are redeemed, an amount equal to the nominal value of the
debentures redeemed has been transferred to General Reserve from the
Debenture Redemption Fund Account.

Illustration 15 (When Insurance Policy is taken out to provide cash for redemption of
debentures).

Go Go Ltd. issued 500, 12% Debentures of X 100 each at par on 1st April, 2008,
repayable at par after 3 years on 31st March, 2011. The directors decided to take out
an insurance policy to provide necessary cash for the redemption of the debentures.
The annual premium for the policy, payable on 1st April every year was I 15,705.

You are required to show the journal entries and to prepare the relevant ledger
accounts in the books of the company relating to the issue and redemption of debentures.
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Date

Particulars

Dr.(X)

Cr.(X)

2008
April 1

2009
Mar. 31

April 1

2010
Mar. 31

April 1

Bank Dr.

To 12% Debentures Alc

(Allotment of 500 12% Debenture of
<100 each as per Board’s resolution
dated....)

Debenture Redemption Fund

Policy Alc Dr.

To Bank

(Payment of annual premium for the
policy taken out to provide cash for
redemption of debentures)

Profit and Loss Appropriation A/c  Dr.

To Debenture Redemption
Fund Alc

(Transfer of profit to Debenture
Redemption Fund Account)

Debenture Redemption Fund

Policy Alc Dr.

To Bank

(Payment of annual premium for the
policy taken out to provide cash for
redemption of debentures)

Profit and Loss Appropriation A/c  Dr.

To Debenture Redemption
Fund A/c

(Transfer of profit to Debenture
Redemption Fund Account)

Debenture Redemption Fund

Policy Alc Dr.

To Bank

(Payment of annual premium for the
policy taken out to provide cash for
redemption of debentures)

50,000

15,705

15,705

15,705

15,705

15,705

50,000

15,705

15,705

15,705

15,705

15,705
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2011
Mar. 31 Profit and Loss Appropriation A/c ~ Dr. 15,705
To Debenture Redemption
Fund Alc 15,705
(Transfer of profit to Debenture
Redemption Fund Account)
“ Bank Dr. 50,000
To Debenture Redemption
Fund Policy Alc 50,000
(Receipt of policy amount on
maturity)
“ Debenture Redemption Fund
Policy Alc Dr. 2,885
To Debenture Redemption
Fund Alc 2,885
(Transfer of accumulated interest on
the policy to Debenture Redemption
Fund A/c)
“ 12% Debentures Alc Dr. 50,000
To Debentureholders Alc 50,000
(Amount due on redemption)
“ Debentureholders A/c Dr. 50,000
To Bank 50,000
(Payment made for the amount due)
“ Debenture Redemption Fund A/c Dr. 50,000
To General Reserve Alc 50,000
(Transfer of the balance of
Debenture Redemption Fund A/c to
General Reserve)
Ledger Accounts
12% Debentures Account
Dr. Cr.
Date Particulars 3 Date Particulars 4
31.3.2009 To Balance c/d 50,000 1.4.2008 By Bank 50,000
31.3.2010 To Balance c/d 50,000 1.4.2009 By Balance b/d 50,000
31.3.2011  To Debentureholders Alc 50,000 1.4.2010 By Balance b/d 50,000
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Debenture Redemption Fund Policy Account

Date Particulars X Date Particulars %

1.4.2008 To Bank 15,705 31.3.2009 By Balance c/d 15,705

1.4.2009 To Balance b/d 15,705 31.3.2010 By Balance c/d 31,410
“  Bank 15,705

31,410 31,410

1.4.2010 To Balance b/d 31,410 31.3.2011 By Bank 50,000
“ " Bank 15,705

31.3.2011  “  Debenture Redemption

Fund A/c 2,885

50,000 50,000

Debenture Redemption Fund Account

Date Particulars X Date Particulars 4
31.3.2009 To Balance c/d 15,705 31.3.2009 By Profit and Loss

Appropriation A/c 15,705

31.3.2010 To Balance c/d 31,410 1.4.2009 By Balance b/d 15,705
31.3.2010 “  Profit and Loss

Appropriation A/c 15,705

31,410 31,410

31.3.2011  To General 1.4.2010 By Balance b/d 31,410
Reserve Alc 50,000 31.3.2011 “  Profitand Loss

Appropriation A/c 15,705

31.3.2011 “  Debenture Redemption
Fund Policy Alc 2,885
50,000 50,000

18. REDEMPTION OUT OF THE PROCEEDS OF FRESH ISSUE OF SHARES
OR DEBENTURES

Debentures may be redeemed from the funds raised by the issue of fresh shares or
debentures. Accounting entries are to be passed for fresh issue of shares/ debentures

apart from the entries for redemption. The following entries will be passed:

1. On issue of fresh shares or debentures —

Bank Dr.
To Share Capital Alc
To Debentures Alc

2. On Redemption of old debentures -

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

To Bank

with the amount raised by fresh

issue

with the nominal value of the

debentures

with the amount paid
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Notes:

(1) Working capital remains intact as the new share capital or debenture takes
the place of old debentures.

(2) If the fresh issue is made at a premium or at a discount the entry should be
passed accordingly.

(3) If the debentures are redeemable at a premium, Premium on Redemption of
Debentures A/c should be credited at the time of issue by debiting Loss on
Issue of Debentures A/c and before the payment is made, the same should
be transferred to Debentureholders A/c.

(4) The creation of Debenture Redemption Reserve may not be necessary in this
case since the additional capital or debentures raised for the purpose of
redemption of debentures replaces the existing debentures.

19. REDEMPTION OUT OF SALE PROCEEDS OF ASSETS OF THE COMPANY

When debentures are redeemed out of the sale proceeds of assets of the
company, the accounting treatment is as follows:

(i) On sale of assets

Bank Dr. (with sale proceeds)
To Respective Assets Alc

The profit or loss on sale of the asset will be transferred to profit and loss
account.

The entries for redemption of debenture will be the same as discussed before.

Note: Debenture redemption reserve account to the extent of 50% of the face
value of the debentures issued may be maintained as per the SEBI Guidelines.

lllustration 16 (When Debentures are redeemed out of the proceeds of fresh issue of
shares or debentures).

The following is the Balance Sheet of Good Luck Ltd. as on 1st April, 2011

Liabilities T Assets 4
Share Capital: Fixed Assets:

Authorised Capital: Land and Building 2,00,000
1,00,000 Equity Shares Plant and Machinery 2,00,000
of ¥ 10 each 10,00,000 Furniture and Fixtures 10,000
50,000 Equity shares of Current Assets, Loans

% 10 each fully paid-up 5,00,000 and Advances:

Reserves and Surplus: A. Current Assets

Profit & Loss Alc 50,000 Stock in Trade 1,70,000
Secured Loans: Sundry Debtors 2,00,000
1,000 12% Debentures of Cash at Bank 20,000

< 100 each fully paid-up 1,00,000 B. Loans and Advances Nil
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Current Liabilities
and Provisions:
A. Current Liabilities

Creditors 1,50,000
B. Provisions Nil
8,00,000 8,00,000

The Debenture Trust Deed provides that the company may redeem the debentures
at a premium of 5% at any time before the maturity. In order to exercise this option, the
directors decided to issue 10,000 equity shares of 10 each at 11 on this day and to
redeem the debentures. All the shares were duly subscribed and the debentures were
redeemed.

Show the journal entries in the books of the company. Also prepare the Balance
Sheet after the redemption of debentures.

Solution:
Journal Entries
Date Particulars Dr.(R) cr.(X)
2011
April 1 Bank Dr. 1,10,000
To Equity Share Capital A/c 1,00,000
To Securities Premium A/c 10,000

(Allotment of 10,000 equity shares
of 10 each issued at a premium of
1/- per share as per Board’s
resolution dated....)

“ 12% Debentures A/c Dr. 1,00,000
Premium on Redemption of Deben-
ture Alc Dr. 5,000
To Debentureholders 1,05,000

(Amount due on redemption of
debentures at premium of 5%)

Debentureholders Dr. 1,05,000
To Bank 1,05,000

(Payment made for the amount due)

“ Securities Premium A/c Dr. 5,000
To Premium on Redemption of
Debentures Al/c 5,000

(Writing off premium on Redemption
of Debentures against the Securities
Premium A/c)
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Balance Sheet of Good Luck Ltd. as at 1st April, 2011
(After Redemption of Debentures)

Liabilities Amount Assets Amount
4 4

Share Capital: Fixed Assets:

Authorised Capital Land and Building 2,00,000

1,00,000 Equity shares Plant and Machinery 2,00,000

of 10 each 10,00,000 Furniture and Fixture 10,000

Issued, Subscribed and Paid-up Current Assets:

Capital - 60,000 Equity Stock-in-trade 1,70,000

Shares of 10 each Sundry Debtors 2,00,000

fully paid-up 6,00,000 Cash at Bank 25,000

Reserves and Surplus
Securities Premium Account 5,000
Profit and Loss A/c 50,000

Current Liabilities

Creditors 1,50,000
8,05,000 8,05,000

Notes: (1) In this case, additional equity share capital raised for the purpose of
redemption of debentures replaces the debentures. As such transfer to General
Reserve out of profits of the company is not required.

(2) As Section 78 permits the writing off of premium on redemption of debentures
against Securities Premium Account, the same has been written off against the
Securities Premium Account.

20. PURCHASE OF DEBENTURES IN THE OPEN MARKET

A company if authorised by its articles of association, can buy its own debentures
in the open market. The debentures so purchased can be used either for immediate
cancellation or redemption of debentures or for investment. The debentures so
purchased for investment can subsequently either be reissued when the company
requires additional cash or be cancelled if the company so desires. Debentures when
purchased for investment are popularly known as “Own Debentures”. This can be
categorised as follows:
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Purchase of Debentures in the open market

(1) (2)

Purchase of debentures for Purchase of debentures as
immediate cancellation investment
(i) (ii)
The debentures purchased The debentures purchased
may be kept as investment may subsequently be can-
and can again be reissued celled if the company so
if the company so wishes. desires.

21. PURCHASE OF DEBENTURES FOR IMMEDIATE CANCELLATION
The accounting entries in such a case will be as follows:
(a) Where no Sinking Fund exists
(1) On purchase and cancellation of debentures -
Debentures A/c Dr. with the amount paid
To Bank

Notes: 1. If there is any difference between the nominal value of the debentures
cancelled and the price paid for them, the same has to be treated as profit or loss on
cancellation and should be credited or debited to Profit on Redemption of Debentures
Account or Loss on Redemption of Debentures Account. Thus, the entry for this will
be as follows:

In case of profit -

Debentures A/c Dr. with the nominal value of debentures
cancelled
To Bank with the price paid for them
To Profit on Redemption of with the profit, if any.

Debentures Al/c
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In case of loss -

Debentures A/c Dr. with  the nominal value of
debentures cancelled
Loss on Redemption of Debentures A/c Dr. with the loss, if any
To Bank Alc with the total

Such profit or loss, being of capital nature, should be transferred to Capital
Reserve Account (if profit) or written off against the Profit and Loss Account or
Capital Profit including Securities Premium Account (if loss). The entry for this will be
as follows:

In case of profit -

Profit on Redemption of Deben-
tures Alc Dr. with the profit on redemption
To Capital Reserve Alc

In case of loss -

Profit and Loss A/c Dr. with the loss on redemption
Or, Capital Reserve A/c (if any) Dr.
Or, Securities Premium A/c (if any) Dr.

To Loss on Redemption of
Debenture A/c

2. On transfer of profits which would otherwise be available for dividend to
Debenture Redemption Reserve -

Profit and Loss Appropriation A/c  Dr. with the nominal value of
To Debenture Redemption Reserve Alc debentures cancelled

Note: As in this case, working capital of the company is adversely affected, it is
desirable that an amount equal to the nominal value of the debenture cancelled
should be transferred to the Debenture Redemption Reserve Account out of the
profits of the company. This will help in maintaining the working capital of the
company by not paying as dividend a part of the profit set aside.

(b) Where Sinking Fund Exists -

1. On Sale of Sinking Fund Investments -

Bank Dr. with the realisation value
To Debenture Redemption Fund
Investment A/c

Note: If there is any profit or loss on sale of investments, the same has to be
transferred to Debenture Redemption Fund Account.

2. On purchase and cancellation of debentures -

Debentures A/c Dr. with the amount paid
To Bank
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3. Profit or loss on cancellation or redemption of debentures shall be transferred
to Sinking Fund or Debenture Redemption Fund Account. The accounting entries:

In case of profit:

Debentures Alc Dr. with the nominal value
To Bank with the price paid
To Profit on Redemption with the amount of profit

Debentures A/c

Profit on Redemption of Debentures A/c Dr. with the profit
To Sinking Fund A/c

In case of loss:

Debentures Alc Dr. with the nominal value
Loss on Cancellation or Redemption
of Debentures A/c Dr. with the loss on cancellation/
redemption
To Bank with the amount paid
Sinking Fund A/c Dr. with the amount of loss

To Loss on Cancellation or
Redemption of Debentures A/c

4. On transfer of the nominal value of the debentures cancelled to General
Reserve Account from the Debenture Redemption Fund Account -

Debenture Redemption Fund A/c  Dr. with the nominal value of the
To General Reserve Alc debentures cancelled

22. PURCHASE OF DEBENTURES AS INVESTMENT (OWN DEBENTURES)
The accounting entries in such a case will be as follows:
(a) Where no Sinking Fund Exists:

On purchase of debentures as investment —

Own Debentures A/c Dr.
Or Investment in Own Debentures A/c Dr. with the amount paid for the
To Bank debentures

(b) Where Sinking Fund Exists:

On sale of investments -
Bank Dr. with the realised amount

To Debenture Redemption Fund
Investment Alc

Note: If there is any profit or loss on sale of investments the same has to be
transferred to Debenture Redemption Fund Account.
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On purchase of debentures as investment -

Own Debentures A/c Dr.
Or Investment in Own Debentures A/c Dr. with the amount paid for the
To Bank debentures

Notes: (1) Own Debentures Account signifies investment and will be shown as
an asset in the Balance Sheet unless such debentures are re-issued or cancelled in
future.

(2) Until and unless, these debentures are re-issued or cancelled in future, the
question of profit or loss on redemption of debentures will not arise.

Cancellation of Own Debentures

When own debentures are subsequently cancelled -

Debentures Alc Dr. with the nominal value of the
To Own Debentures A/c debentures cancelled
Or To Investment in Own Debentures A/c

Note: (1) If there is any difference between the nominal value of the debentures
cancelled and the amount standing to the debit of Own Debentures Account, the
same has to be treated as profit or loss on redemption of debentures and should be
credited or debited to Profit on Redemption of Debentures Account or Loss on
Redemption of Debentures Account. The entry for this will be as follows:

In case of profit -

Debentures A/c Dr. nominal value of the debentures
cancelled

To Own Debentures Alc book value of the own debentures
cancelled

To Profit on Redemption of
Debentures A/c with the difference, if any

In case of loss -

Debentures Alc Dr. nominal value of the debentures
cancelled
Loss on Redemption of
Debentures Alc Dr. with the difference, if any
To Own Debenture Al/c book value of the own debentures

(2) If Sinking Fund exists, the accounts of profit on redemption of debentures or
loss on redemption of debentures should be transferred to debenture redemption
fund account.

(3) If no Sinking Fund exists it is desirable that an amount equal to the nominal
value of the debentures cancelled should be transferred to Debenture Redemption
Reserve Account out of the profit of the company on cancellation.
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(4) If Sinking Fund exists, on cancellation, an amount equal to the nominal value
of the debentures cancelled should be transferred to General Reserve from the
Debenture Redemption Fund Account.

23. INTEREST ON OWN DEBENTURES

The purchase of its own debentures by a company involves the question of
adjustment of interest payable on these debentures. As soon as the company
purchases its own debentures, it saves the interest which would have been payable
on them. When the company purchases its own debentures for immediate
cancellation, outstanding debentures are reduced by the amount cancelled and
hence Debenture Interest Account is debited in future only with the net amount of
interest payable on the outstanding debentures. But where debentures are purchased
as investment, the total debentures are deemed to be outstanding. Some debentures
are held by the company itself as its own investment, the interest on these own
debentures will be retained by the company and the amount of interest on debentures
held by the outsiders will be actually paid by the company. The accounting entries in
such a case will be as follows:

(a) Where no Sinking Fund exists:
(1) On interest becoming due on debentures -

Debenture Interest A/c Dr. with the total amount of interest on
all the debentures
To Debentureholders Alc with the amount of interest payable
on debentures held by outsiders
To Interest on Own Debentures A/c with the amount of interest on

debentures held by the company

(2) On payment of interest on debentures -
Debentureholders A/c Dr. with the amount of interest paid to
To Bank outsiders

(3) On transfer of Debenture Interest to Profit and Loss A/c

Profit and Loss A/c Dr. with the total interest on all the
To Debenture Interest A/c debentures

(4) On transfer of Interest on Own Debentures to Profit and Loss A/c

Interest on Own Debentures Alc Dr. with the amount of interest on
To Profit and Loss A/c debentures held by the company

Note: As the adjustment of interest on debentures head as investments by the
company involves debiting and crediting the Profit and Loss Account with the same
amount, interest on such debentures can be omitted altogether. Thus, alternatively,
the following entries can be passed:

(1) On interest becoming due on debentures held by outsiders -
Debenture Interest A/c Dr. with the net amount of interest

To Debentureholders A/c payable on debentures held by
outsiders
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(2) On payment of interest to debentureholders -

Debentureholders A/c Dr. with the net amount of interest
To Bank payable on debentures held by
outsiders

(3) On transfer of Debenture Interest to Profit and Loss A/c

Profit and Loss A/c Dr. with the net amount of interest
To Debenture Interest Alc payable on debentures held by
outsiders

(b) Where Sinking Fund exists: Where the debentures are purchased as an
investment against the Sinking Fund, the interest on such debentures is credited to
the Sinking Fund Account as if the debentures are outside securities. The accounting
entries will be as follows:

(1) On interest becoming due on debentures

Debenture Interest A/c Dr. with the total amount of interest
payable on all the debentures

To Debenture Redemption Fund A/c with the amount of interest payable
on debentures held by the company

To Debentureholders Alc with the amount of interest payable
on debentures held by outsiders

(2) On payment of interest to debentureholders -

Debentureholders A/c Dr. with the amount paid
To Bank

(3) On transfer of interest to Profit and Loss A/c -
Profit and Loss A/c Dr. with the total interest payable

To Debenture Interest A/c

Note: While making payment of interest to debentureholders income-tax has to
be deducted at source and deposited with the Government.

24. PURCHASE OF DEBENTURES BEFORE THE SPECIFIED DATE OF
PAYMENT OF INTEREST [CUM-INTEREST AND EX-INTEREST
QUOTATIONS]

Interest on debentures is generally paid half-yearly to the holders on certain
specified dates, e.g., 30th September and 31st Mach every year. If debentures are
purchased exactly on these specified dates, it involves no problem. In such a case,
interest is payable to the holders of debentures. But, where debentures are
purchased at a date before the specified date of payment of interest the question
which naturally arises is whether the price paid for such debentures includes the
interest for the expired period (i.e. from the previous date of payment of interest up to
the date of purchase) or not.
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For this purpose it is important to note whether the price paid for the debentures
is quoted as “Cum-interest” or “Ex-interest”. If the purchase price for the debentures
includes interest for the expired period, the quotation is said to be “Cume-interest”. If,
on the other hand, the purchase price for the debentures excludes the interest for the
expired period, the quotation is said to be “Ex-interest”. In case of Ex-interest
quotation, interest has to be paid to the holders for the expired period in addition to
the price paid for the debentures. In any case, the company must pay interest for the
expired period and while making entry in its books at the time of purchase of the
debentures, the amount paid by way of interest should be treated separately from the
price actually paid for the debentures. For example, if a company purchases 10 of its
9% Debentures of X100 each at 95 each on 1st August, 2011 the dates of payment
of Interest being 30th September and 31st March, the treatment of the same for
“Cum-interest” and “Ex-interest” quotations will be as follows:

N.B. If nothing is stated, purchase and sale of debentures and government
securities should be taken to be on ex-interest basis. That of shares should be
presumed to be on cum-dividend basis.

(1) In case of cum-interest quotation: If the purchase price of ¥95 is taken to be
the cum-interest price, it implies that this includes the interest for the expired period of
4 months (i.e. from 1st April, 2011 to 31st July, 2011 which amounts

?’IOOxixi =33
100 12

Therefore, the price actually paid for the debenture should be taken at (395 - X 3)
= %92. The accounting entry in such a case should be as follows:

(i) If debentures are purchased for immediate cancellation

9% Debentures Alc Dr. 1,000 with the nominal value of 10
debentures
Debenture Interest A/c Dr. 30 with the interest for expired
period on 10 debentures
To Bank 950 with the price paid
To Profit on Redemption
of Debentures A/c 80 with the difference

(ii) If debentures are purchased as investment

Own Debentures A/c  Dr. 920 with the actual price paid
Debenture Interest A/c Dr. 30 with the interest for expired
period on 10 debentures
To Bank 950 with the total

Note: The question of profit or loss on redemption of debentures does not arise
here as the debentures are purchased as investment. In such a case, Own
Debentures A/c should always be debited with the actual price paid for them.
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However, when these debentures are cancelled in future, the entry would be:

9% Debentures Alc Dr. 1,000
To Own Debentures 920
To Profit on Redemption of Debentures 80

Profit on cancellation of debentures must be transferred to capital reserve
account.

(2) In case of ex-interest quotation: If the purchase price of ¥95 is taken to be the
ex-interest price it implies that this does not include the interest for the expired period
of 4 months (i.e. from 1st April, 2011 to 31st July, 2011 which amounts to

?'IOOXixi =33
100 12

In this case, the price of Y95 represents the price actually paid for the debentures
and the company is required to pay I3 for every debenture as interest in addition to
the purchase price of ¥95. Therefore, the company is required to pay (395 + I3) = 398
for every debenture in total. The accounting entry in such a case should be as
follows:

(i) If debentures are purchased for immediate cancellation

9% Debentures Alc Dr. 1,000 with the nominal value of 10
debentures
Debenture Interest A/c Dr. 30 with the interest for expired period
on 10 debentures
To Bank 980 with the total amount paid on 10
debentures

To Profit on Redemption
of Debentures Alc 50 with the difference

(ii) If debentures are purchased as investment

Own Debentures A/c  Dr. 950 with the actual price paid for 10
debentures
Debenture Interest A/c Dr. 30 with the interest for expired period
on 10 debentures
To Bank 980 with the total

When these debentures are cancelled:

9% Debentures Alc Dr. 1,000
To Own Debentures 950
To Profit on Redemption of Debentures A/c 50

The Profit on redemption of debenture must be transferred to capital reserve
account.
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lllustration 17 (When debentures are purchased for immediate cancellation and
there is no Sinking Fund)

Favourite Ltd. had 2,000, 12% Debentures of X100 each as on 1st April, 2010.
As per the terms of issue, the company purchased the following debentures in the
open market for immediate cancellation:

1st May - 400 Debentures at Y98 cum-interest
1st January - 800 Debentures at ¥ 100.25 cum-interest
1st March - 200 Debentures at ¥98.50 ex-interest

Assuming that debenture interest was payable half-yearly on 30th September
and 31st March and the Income-tax was deductible at the rate of 10% at source.
Show the journal entries in the books of the company and prepare the necessary
ledger accounts. The company closes its books on 31st March.

Solution:
Journal Entries
Date Particulars Dr.(X) Cr.(X)
2010 4 4
May 1 12% Debentures A/c Dr. 40,000
Debenture Interest A/c Dr. 400
To Bank 39,200
To Profit on Redemption of
Debentures Alc 1,200
(Cancellation of 400 Debentures of
<100 each by purchase in the open
market at 98 cum-interest)
The above entry is the combined entry
of the following two entries:
(1) 12% Debentures A/c Dr. 40,000
To Bank 38,800
To Profit on Redemption of
Debentures Alc 1,200
(2) Debenture Interest A/c Dr. 400
To Bank 400
Sep.30 Debenture Interest A/c Dr. 9,600
To Debentureholders A/c 8,640
To Income-tax Payable A/c 960

(Interest due on the outstanding
debentures of ¥ 1,60,000 at 12% p.a. for
6 months less Income-tax @ 10%)

“ Debentureholders A/c Dr. 8,640
To Bank 8,640

(Payment made for interest)
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2011
Jan. 1

2011
Mar. 1

2011
Mar. 31

Income-tax Payable A/c Dr.

To Bank

(Deposit of Income-tax with the
Government)

12% Debentures Alc Dr.
Debenture Interest A/c Dr.
To Bank

To Profit on Redemption of
Debentures A/c

(Cancellation of 800 Debentures of
% 100 each by purchase in the open
market at ¥ 100.25-cum-interest)

12% Debentures Alc Dr.
Debenture Interest A/c Dr.
To Bank

To Profit on Redemption of
Debentures A/c

(Cancellation of 200 Debentures of
<100 each by purchase at I 98.50 ex-
interest, X 1,000 paid for interest debited
to Debenture Interest A/c)

Debenture Interest A/c Dr.

To Debentureholders Al/c
To Income-tax Payable A/c

(Interest due on the outstanding
debentures of T 60,000 at 12% p.a. for 6
months less Income-tax @ 10%)

Debentureholders A/c Dr.

To Bank

(Payment made for interest)

Income-tax Payable A/c Dr.

To Bank

(Deposit of Income-tax with the
Government)

Profit and Loss A/c Dr.

To Debenture Interest A/c

(Transfer of Debenture Interest to
Profit and Loss A/c)

960

80,000
2,400

20,000
1,000

3,600

3,240

360

17,000

960

80,200

2,200

20,700

300

3,240
360

3,240

360

17,000
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Profit and Loss Appropriation A/c  Dr. 1,40,000
To Debenture Redemption

Reserve Alc 1,40,000

(Transfer of nominal value of the
debentures cancelled during the year to
Debenture Redemption Reserve Alc out
of the profits of the company)

Profit on Redemption of Debentures A/c Dr. 4,200
To Capital Reserve Alc 4,200

(Transfer of capital profit to Capital
Reserve Alc)

Note: Income-tax authorities do not recognise interest for the broken period, for
them the actual amount paid is the purchase/sale price of the debentures. Hence no
income-tax is to be deducted in cases of interest to be recorded on purchase/sale of
debentures in the middle of the interest period.

Ledger Accounts
12% Debentures Alc

Dr. Cr.
Date Particulars X Date Particulars 4
1.5.2010 To Bank 38,800 1.4.2010 By Balance b/d 2,00,000

(excluding interest)
Profit on Redemption
of Debentures A/lc 1,200
4 4
1.1.2011 To Bank 77,800
“ ”  Profit on Redemption
of Debentures Alc 2,200
1.3.2011 “  Bank 19,700
“  Profit on Redemption
of Debentures Alc 300

31.3.2011 Balance c/d 60,000
2,00,000 2,00,000

Debenture Interest Alc

Date Particulars % Date Particulars 4
1.5.2010 To Bank 400 31.3.2010 By Profit and Loss A/lc 17,000
30.9.2010 * Debentureholders Alc 8,640
“ ”  Income-tax Payable 960
1.1.2011 “  Bank 2,400
1.3.2011 “ Debentureholders A/c 1,000
31.3.2011  “  Debentureholders Alc 3,240

Income-tax Payable 360
17,000 17,000
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Profit on Redemption of Debentures A/c

Date Particulars ¥ Date Particulars 4
31.3.2011  To Capital Reserve 1.5.2010 By 12% Debentures A/lc 1,200
Account 3,700 1.1.2011 By 12% Debentures A/c 2,200

1.3.2011 By 12% Debentures Alc 300

3,700 3,700

Notes: (1) 398 cum-interest price includes interest I1 for the expired period of one
month (i.e., April 2010).

(2) *100.25 cum-interest price includes interest of I3 for the expired period of 3
months (i.e. October, November and December, 2010).

(3) %98.50 ex-interest price excludes interest of ¥5 for the expired period of 5
months (i.e., October 2010 to February, 2011).

lllustration 18 (When debentures are purchased for immediate cancellation and
Sinking Fund exists).

The following balances appeared in the books of Cheerful Ltd. as on 1st April,
2010:

9% Debentures (face value ¥100) - g 1,50,000
Debenture Redemption Fund - g 75,000
Debenture Redemption Fund Investment - 54 75,000

(in 8% Government Bonds of the face value of ¥90,000)

Interest on the debentures was payable on 30th September and 31st March and
interest on Government Bonds was receivable on the same dates.

On 31st May, 2010 the company purchased for immediate cancellation 250
debentures in the market at ¥95 each cum-interest. The amount required for this was
raised by selling 8% Government Bonds of the face value of ¥27,000.

On 31st March, 2011 ¥20,800 was appropriated for the Sinking Fund and on the
same date 8% Government Bonds were acquired for the amount plus the interest on
investments. The face value of the Government Bonds acquired was 328,000.

You are required to show the journal entries and ledger accounts in the books of
the company. Ignore Income-tax.

Solution:

Journal Entries
Date Particulars Dr. ®) Cr.(d
2010 T . 4
May 31 Bank Dr. 23,750

To Debenture Redemption Fund
Investment A/c 23,390
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2011
Mar. 31
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To Interest on Debenture Redemption

Fund Investment A/c

(Sale of Debenture Redemption
Fund Investments of the face value
of 327,000 at 23,750 including
interest for 2 months upto
31.5.2010)

Debenture Redemption Fund
Investment A/c Dr.
To Debenture Redemption Fund A/c

(Transfer of profit on sale of

Investments to Debenture

Redemption Fund Account)

9% Debentures Alc Dr.

Debenture Interest A/c Dr.
To Bank

To Profit on Redemption of
Debentures Alc
(Cancellation of 250 Debentures of
100 each by purchase at 95
cum-interest)

Debenture Interest A/c Dr.
To Debentureholders (Interest) A/c

(Interest due on the outstanding
debentures of ¥1,25,000 at 9% p.a.
for 6 months)

Debentureholders (Interest) A/c Dr.
To Bank

(Payment made for interest)

Bank Dr.

To Interest on Debenture Redemption

Fund Investment A/c

(Receipt of interest on the balance
of investments of ¥63,000 at 8%
p.a. for 6 months)

Debenture Interest A/c Dr.
To Debentureholders (Interest) Alc

(Interest due on the outstanding
debentures of ¥1,25,000 at 9% p.a.
for 6 months)

890

25,000
375

5,625

5,625

2,520

5,625

EP-CA&CMA-3

360

890

23,750

1,625

5,625

5,625

2,520

5,625
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Debentureholders (Interest) A/c Dr.
To Bank

(Payment made for interest)

Bank Dr.

To Interest on Debenture Redemption
Fund Investment A/c

(Receipt of interest on the balance
of investments of I 63,000 at 8%
p.a. for 6 months)

Profit and Loss A/c Dr.
To Debenture Interest Alc

(Transfer of Debenture Interest to
Profit and Loss A/c)

Interest on Debenture Redemption
Fund Investment A/c Dr.
To Debenture Redemption
Fund A/c

(Transfer of interest received on
investment to Debenture
Redemption Fund A/c)

Profit and Loss Appropriation A/c  Dr.
To Debenture Redemption
Fund A/c

(Transfer of annual profit to
Debenture Redemption Fund A/c)

Debenture Redemption Fund
Investment A/c Dr.
To Bank

(Investment of annual profit and
interest received on investment)

Debenture Redemption Fund A/c  Dr.
To General Reserve Alc

(Transfer of nominal value of 250
debentures cancelled during the year)

Profit on Redemption of
Debentures Alc Dr.
To Debenture Redemption Fund A/c

(Transfer of capital profit on
redemption of debentures)

5,625

2,520

11,625

5,400

20,800

26,200

25,000

1,625

5,625

2,520

11,625

5,400

20,800

26,200

25,000

1,625
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“ Debenture Redemption Fund A/c  Dr. 2,515
To Capital Reserve A/c 2,515
(Transfer of profit of capital profit)
Ledger Accounts
9% Debentures Account
Dr. Cr.
Date Particulars % Date Particulars 4
31.5.2010 To Bank 23,375 1.4.2010 By Balance b/d 1,50,000
¢ ” Profit on Redemption
of Debenture A/c 1,625
31.3.2011 To Balance c/d 1,25,000
1,50,000 1,50,000
1.4.2011 By Balance b/d 1,25,000
Debenture Redemption Fund Account
Date Particulars % Date Particulars %
31.3.2011 To General 1.4.2010 By Balance b/d 75,000
Reserve Alc 25,000 31.5.2010 * Profit on Redemption
¢ *  Capital “  of Debenture Alc 1,625
Reserve Alc 2,515 Deb. Red. Fund
(% 1,625 + 890) “  Investment Alc 890
Balance c/d 76,200 (Profit on Sale)
31.3.2011 “ Interest on Deb.
Red. Fund
Investment A/c 5,400
“ " Profit and Loss
Appropriation A/c 20,800
1,03,715 1,03,715
1.4.2011 By Balance b/d 76,200
Debenture Redemption Fund Investment Alc
Date Particulars % Date Particulars 4
1.4.2010 To Balance b/d 75,000 31.5.2010 By Bank 23,390
(%90,000)
31.5.2010 “ Debenture Red. 31.3.2011 7 Balance c/d 78,700
Fund Alc 890 (391,000)
31.3.2011 “ Bank 26,200
(% 28,000)
1,02,290 1,02,290
1.4.2011 To Balance b/d 78,700

(% 91,000)
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Profit on Redemption of Debentures Account

Date Particulars % Date Particulars %
31.3.2011 To Debenture 31.5.2010 By 9% Debentures Alc 1,625
Redemption
Fund A/c 1,625
1,625 1,625

Debenture Interest Account

Date Particulars % Date Particulars %
31.5.2010 To Bank 375 31.3.2011 By Profitand Loss Alc 11,625
30.9.2010 Debenture-
holders Alc 5,625
31.3.2011 Debenture-
holders Alc 5,625
11,625 11,625

Interest on Debenture Redemption Fund Investment A/c

Date Particulars % Date Particulars 3
31.3.2011  To Debenture 31.5.2010 By Bank 360
Redemption 30.9.2010 “ Bank 2,520
Fund A/c 5,400 31.3.2011 “ Bank 2,520

(transfer)
5,400 5,400

Working Notes:

1. Purchase price of 250 Debentures of ¥95 each cum-interest = 250 x 395 =
23,750 which includes interest on 25,000 (face value of 250 debentures) at 9%
p.a. for the expired period of 2 months (i.e., April and May 2010 amounting to ¥375
i.e., 25,000 x 9/100 x 2/12.

Therefore, price actually paid for 250 debentures
=3(23,750 — 375) = 323,375.

2. Profit on Redemption of Debentures

Face value of 250 debentures cancelled =< 25,000
Less: Price actually paid for 250 debentures =< 23,375
Profit on redemption of 250 debentures =3 1,625

3. Sale proceeds of investments: According to the problem, realised value of
investments must be equal to the total amount payable for 250 debentures.

Realised value of investments = ¥23,750.

This value includes interest on investments for the expired period of 2 months
(April and May) on the face value of investments 27,000 at 8% p.a. which amounts
to X360, i.e., 27,000 x 8/100 x 2/12.
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Therefore, net realised value of investments
= 323,750 - 360) = ¥23,390.

4. Profit on sale of investments: Book value of the investments sold:

Rs. 75,000
PR = F
[Rs.Z?,OOO x Rs.90000 ] 22,500
But net realised value of the investments =3%23,390
Profit on sale of investments = %(23,390 — 22,500)

= X890.

lllustration 19 (Where debentures are purchased as investments and no Sinking
Fund exists. This also includes treatment of interest on own debentures).

In the books of Joy Ltd., the 12% Debentures Account showed a credit balance
of ¥2,00,000 consisting of 2,000 debentures of X100 each as on 1st April, 2010.

During the year debentures were purchased in the open market as follows:

1st August, 300 Debentures at 95 ex-interest.
1st November, 200 Debentures at 98 cum-interest.

The Debentures, thus, purchased were retained as investments of the company.
Interest on debentures was payable half-yearly on 30th September and 31st March
every year.

You are required to show the journal entries and the ledger accounts in the books
of the company. Ignore Income-tax. Also show how the items would appear in the
Balance Sheet.

Solution:
Journal Entries
Date  Particulars Dr. ) cr.X)
2010
Aug. 1 Own Debentures Alc Dr. 28,500
Debenture Interest A/c Dr. 1,200
To Bank 29,700
[Purchase of 300 Debentures of
100 each at ¥95 ex-interest as
investments and payment of interest
for the expired period of 4 months
(i.e., April to July) at 12% p.a.]
Sep.30 Debenture Interest A/c Dr. 10,800
To Debentureholders A/c 10,200
To Interest on Own Debentures A/c 600

(Interest due @ 12% on 1,70,000
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Nov. 1

2011
Mar. 31

held by outsiders for 6 months and
on ¥30,000 held by the company for
2 months)

Debentureholders A/c Dr.

To Bank

(Payment made for interest due to
outsiders)

Own Debentures Alc Dr.
Debenture Interest A/c Dr.
To Bank

[Purchase of 200 Debentures of
%100 each at 98 cum-interest as
investments including payment of
interest for the expired period of one
month (i.e., October) at 12% p.a.]

Debenture Interest A/c Dr.

To Debentureholders A/c
To Interest on Own Debentures A/c

(Interest due @ 12% p.a. on
<1,50,000 held by outsiders and out
of 350,000 held by the company on
30,000 for 6 months and on
320,000 for 5 months)

Debentureholders A/c Dr.

To Bank

(Payment made for Interest due to
outsiders)

Profit and Loss A/c Dr.

To Debenture Interest A/c

(Transfer of Debenture Interest to
Profit and Loss Account)

Interest on Own Debentures A/c Dr.

To Profit and Loss Alc

(Transfer of Interest saved on Own
Debentures to Profit and Loss Account)

10,200
10,200

19,400

200
19,600

11,800
9,000
2,800

9,000
9,000

24,000
24,000

3,400
3,400
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Ledger Accounts
12% Debentures Account

Dr. Cr.
Date Particulars % Date Particulars 4
31.3.2011 To Balance c/d 2,00,000 1.4.2010 By Balance c/d 2,00,000
2,00,000 2,00,000

1.4.2011 By Balance b/d 2,00,000

Own Debentures Account

Date Particulars % Date Particulars %
1.8.2010 To Bank 28,500 31.3.2011 By Balance c/d 47,900
1.11.2010 To Bank 19,400

47,900 47,900
1.4.2011 To Balance b/d 47,900

Interest on Own Debenture Account

Date Particulars % Date Particulars %

31.3.2011  To Profitand Loss A/c 3,400 30.9.2010 By Debenture Interest Alc 600

31.3.2011 Debenture Interest A/c 2,800
3,400 3,400

Debenture Interest Account

4 4
1.8.2010 To Bank Alc 1,200 31.3.2011 By Profit and Loss A/lc 24,000
30.9.2010 To Debentureholders A/lc 10,200
“ " Interest on Own

Debentures Alc 600
1.11.2010 “ Bank 200
31.3.2011 Debentureholders A/lc 9,000

Interest on Own
Debentures Alc 2,800

Balance Sheet of Joy Ltd. as at 31st March, 2011

Liabilities ¥ Assets %
Secured Loans: Investments:

12% Debentures Own Debentures

2,000 Debentures of 100 (face value ¥50,000) 47,900

each fully paid-up 2,00,000
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lllustration 20 (Cancellation of Own Debentures on a subsequent date where
Sinking Fund does not exist)

Continuing lllustration No. 19, if the Debentures held by the company are
cancelled on 31st March, 2011, show the necessary journal entries on cancellation
and the effect of the same in the Balance Sheet of the company.

Solution:

In addition to the entries made in lllustration No. 19 above, the following entries
are required to be passed in the books of the company on cancellation of its Own
Debentures:

Journal Entries

Date Particulars Dr. (Rs) Cr.(Rs)
2011
Mar. 31 12% Debentures Alc Dr. 50,000
To Own Debentures Alc 47,900
To Profit on Redemption of
Debentures Alc 2,100

(Cancellation of 500 debentures
purchased by the company as its
investments at a cost of 347,900
resulting into a gain of ¥2,100)

Profit on Redemption of
Debentures A/c Dr. 2,100
To Capital Reserve A/c 2,100
(Transfer of capital profit resulting
from cancellation of own debentures
to Capital Reserve Account)

“ Profit & Loss Appropriation A/c Dr. 50,000
To Debenture Redemption
Reserve Alc 50,000

(Amount equal to the nominal value
of debentures redeemed transferred

to DRR)
Ledger Accounts
12% Debentures Account
Dr. Cr.
Date Particulars % Date Particulars %
31.3.2011  To Own Debentures Alc 47,900 1.4.2010 By Balance c/d 2,00,000

Profit on Redemption
of Debentures A/c 2,100
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“ " Balance c/d 1,50,000
2,00,000 2,00,000
1.4.2011 By Balance b/d 1,50,000

Own Debentures Account

Date Particulars % Date Particulars 4
1.8.2010 To Bank 28,500 31.3.2011 By 12% Debentures A/c 47,900
1.11.2010 * Bank 19,400

47,900 47,900

Balance Sheet of Joy Ltd. as at 31st March, 2011

Liabilities ¥ Assets 4

Reserve and Surplus:
Capital Reserve 2,000
Debenture Redemption Reserve 50,000

Secured Loan:

12% Debentures

1,500 Debentures of X 100

each fully paid up 1,50,000

lllustration 21 (When Debentures are purchased as investments of Sinking Fund).

Confident Ltd. had 2,000 12% Debentures of 100 each outstanding as on 1st
April 2010. The following other balances also appeared in the books of the company
on this date:

4
Debentures Redemption Fund Account 1,00,000
Debentures Redemption Fund Investments:
12% Port Trust Bonds (face value 360,000) 55,000
Own Debentures (face value ¥50,000) 45,000

Interest on the debentures was payable on 30th September and 31st March and
interest on Port Trust Bonds was received on the same dates.

On 1st August, 2010, 20,000, 12% Port Trust Bonds were sold at 95 ex-
interest and the amount realised was invested in Own Debentures at 97 cum-
interest. During the year a sum of 35,800 was appropriated for the Sinking Fund
which together with the interest received on Sinking Fund during the year was
invested in Own Debentures at Y95 each.

You are required to show the journal entries and ledger accounts in the books of
the company. Also show how the items will appear in the Balance Sheet of the
company. Ignore Income-tax.
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Solution:
Journal Entries

Date Particulars

Dr. @) cr(3)

2010

Aug. 1 Bank Dr.
To Debenture Redemption Fund
Investment (Bonds) Alc
To Interest on Debenture
Redemption Fund Investment A/c

[Sale of 20,000 12% Port Trust
Bonds at ¥95 Ex-interest and receipt
of accrued interest for the expired
period of 4 months, (April to July) at
12%]

Debenture Redemption Fund Investment
(Bonds) Alc Dr.
To Debenture Redemption Fund A/c

(Transfer of profit on sale of
investments to Debenture
Redemption Fund A/c)

Debenture Redemption Fund Investment

(Own Debenture) Alc Dr.

Debenture Interest A/c Dr.
To Bank

(Purchase of 200 debentures of
100 each at ¥ 97 cum- interest as
investment of Sinking Fund)

Sep.30 Debenture Interest A/c Dr.

To Debenture Redemption Fund A/c
To Debentureholders A/c

(Interest due on  1,30,000
debentures held by outsiders for 6
months at 12% and on 70,000
debentures held by the company on
50,000 for 6 months at 12% and on
20,000 for 2 months at 12%)

Debentureholders A/c Dr.

To Bank

(Payment made for interest due to
outsiders)

19,800
19,000

800

667
667

18,600
800
19,400

11,200

3,400
7,800

7,800
7,800
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Bank Dr.
To Interest on Debenture Redemption
Fund Investment A/c

(Receipt of interest on balance

340,000 Port Trust Bonds for 6

months at 12% p.a.)

Debentures Interest A/c Dr.
To Debenture Redemption Fund A/c
To Debentureholders (Interest) Alc
(Interest due on  <1,30,000
debentures held by outsiders and
70,000 debentures held by the
company for 6 months at 12% p.a.)

Debentureholders A/c Dr.
To Bank

(Payment made for interest due to
outsiders)

Bank Dr.
To Interest on Debenture Redemption
Fund Investment A/c

(Receipt of interest on balance
40,000 Port Trust Bonds for 6
months at 12% p.a.)

Interest on Debenture Redemption Fund
Investment A/c Dr.
To Debenture Redemption Fund A/c

(Transfer of interest received on
investment to Debenture
Redemption Fund Account)

Profit and Loss Appropriation A/c  Dr.
To Debenture Redemption Fund A/c

(Transfer of annual profits to
Debenture Redemption Fund A/c)

Debenture Redemption Fund Investment
(Own Debentures) Alc Dr.
To Bank

(Investment of current year’s
instalment plus interest received on
investment by purchase of 200 own
debentures @ 395)

2,400

12,000

7,800

2,400

5,600

5,800

19,000

EP-CA&CMA-3

2,400

4,200
7,800

7,800

2,400

5,600

5,800

19,000
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“ Profit and Loss A/c Dr. 24,000
To Debenture Interest A/c 24,000
(Transfer of Debenture Interest to
Profit and Loss A/c)
“ Debenture Redemption Fund A/c  Dr. 667
To Capital Reserve 667
(Transfer of profit on sale of
investments)
Ledger Accounts
Debenture Redemption Fund Account
Dr. Cr.
Date Particulars % Date Particulars 3
31.3.2011 To Capital Reserve 667 1.4.2010 By Balance b/d 1,00,000
(Profit on sale) 1.8.2010 * Debenture Redemption
“ To Balance c/d 1,19,000 Fund Investment
(Bond) Alc 667
30.9.2010 Debenture Interest Alc 3,400
(Interest on Own
Debentures)
31.3.2011 *© Debenture Interest Alc 4,200
(Interest on Own
Debentures)
Interest on Debenture
Redemption Fund
Investment Alc 5,600
“ " Profit and Loss
Appropriation Alc 5,800
1,19,667 1,19,667
1.4.2011 Balance b/d 1,19,667
6% Debentures Account
Date Particulars % Date Particulars %
31.3.2011  To Balance c/d 2,00,000 1.4.2010 By Balance b/d 2,00,000
2,00,000 2,00,000
1.4.2011 By Balance b/d 2,00,000
Debenture Redemption Fund Investment
(Port Trust Bonds) Account
Dr. Cr.
Date Particulars R .Date Particulars 3
1.4.2010 To Balance b/d 55,000 1.8.2010 By Bank 19,000
(face value 60,000) (face value 20,000)
1.8.2010 To Debenture Redemp- 31.3.2011 By Balance c/d 36,667

tion Fund A/c (face value 40,000)
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(Profit on sale) 667
55,667 55,667
1.4.2011 To Balance b/d 36,667
Debenture Redemption Fund Investment
(Own Debentures) Account)
Date Particulars % Date Particulars 4
1.4.2010 To Balance b/d 45,000 31.3.2008 By Balance c/d 83,000
(face value 50,000) (face value 90,000)
1.8.2010 To Bank 19,000
(face value 20,000)
31.3.2011 To Bank 19,000
(face value 20,000)
83,000 83,000
1.4.2011 To Balance b/d 83,000
Interest on Debenture Redemption Fund Investment Account
Date Particulars % Date Particulars %
31.3.2011 To Debenture Re- 1.8.2010 By Bank 800
demption (on 20,000
Fund Alc 5,600 for 4 months)
30.9.2010 “ Bank 2,400
(on 340,000
for 6 months)
31.3.2011 “ Bank 2,400
(on %40,000
for 6 months)
5,600 5,600
Debenture Interest Account
Date Particulars % Date Particulars 3
1.8.2010 To Bank 800 31.3.2011 By Profit and Loss A/c 24,000
30.9.2010 “ Deb. Red. Fund A/c 3,400
30.9.2010 “ Debentureholders
(Interest) Alc 7,800
31.3.2011 “ Deb. Red. Fund A/c 4,200
“ " Debentureholders
(Interest) Alc 7,800
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Balance Sheet of Confident Ltd. as at 31st March, 2011

Liabilities 4

Assets 4

Reserves and Surplus:

Investments:

Capital Reserve 667 Debenture Redemption

Debenture Redemption Fund Investment A/c:

Fund Account 1,19,000 Port Trust Bonds

Secured Loan: (Face Value %40,000) 36,667
12% Debentures - Own Debentures

2,000 Debentures of 100 (Face value ¥90,000) 83,000
each fully paid-up 2,00,000

Working Notes:

1.

6.

Sale proceeds of 320,000 Port Trust Bonds:
220,000 x 2> =%19,000
100

Interest accrued on 20,000 Port Trust Bonds sold for the expired period of 4
months (i.e., April to July) at 12%
4

= | ¥ 20,000 x £X— =%800
100 12

Profit on sale of 200 Port Trust Bonds: Purchase price of 20,000 Port Trust
Bonds

55,000
60,000
Sale proceeds of Port Trust Bonds =319,000

. Profit on sale of Port Trust Bonds =% (19,000 - 18,333) =667

Cost of 200 Own Debentures purchased on 1st August = 200 x %97 =
19,400 which includes interest for expired period of 4 months (i.e., April to
July) amount to

x 20,000 =%18,333

12

Actual cost price of 200 debentures =3 (19,400 - 400) =319,000

Sinking Fund invested on 31.3.2008 = Annual appropriation of Profit +
Interest on Investments of ¥1,10,000 (face value) at 12% p.a. i.e. ¥ (5,800 +
13,200) = ¥19,000.

= | 20,000x £x i =3800
100

Face value of Debentures purchased =319,000 x % =320,000

lllustration 22 (Cancellation of Own Debentures on a subsequent date where
Sinking Fund exists).

Continuing lllustration No. 21 if Own Debentures held by the company are
cancelled on 31st March, 2011, show the necessary journal entries on cancellation
and the effect of the same in the Balance Sheet of the Company.
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Solution:

In addition to the entries made in lllustration No. 21 above, the following entries are
required to be passed in the books of the company on cancellation of its own debentures:

Journal Entries

Date Particulars Dr. ®) Cr.(%)
2011
Mar. 31 12% Debentures A/c Dr. 90,000

To Debenture Redemption Fund

Investment (Own Debentures) Alc 83,000

To Profit on Redemption of

Debentures Alc 7,000

(Cancellation of 900 12% Debentures of
%100 each purchased by the company
at a cost of ¥ 83,000 resulting into a gain
of X7,000)

“ Profit on Redemption of Debentures A/c Dr. 7,000
To Debenture Redemption Fund A/c 7,000
(Transfer of capital profit resulting
from cancellation of own debentures
to Debenture Redemption Fund

Account)
“ Debentures Redemption Fund Account Dr. 97,667
To General Reserve Alc 90,000
To Capital Reserve 7,667

(Transfer of nominal value of
debentures, cancelled during the
year to General Reserve A/c and
capital profit to Capital Reserve out of
Debenture Redemption Fund Account)

Ledger Accounts
12% Debentures Account

Dr. Cr.
Date Particulars ¥ Date Particulars 54
31.3.2011 To Debenture Redemption 1.4.2010 By Balance b/d 2,00,000

Fund Investment (Own

Debentures) Alc 83,000
¢ > Profit on Redemption

of Debentures A/c 7,000
“ " Balance c/d 1,10,000

2,00,000 2,00,000

1.4.2011 By Balance b/d 1,10,000
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Debenture Redemption Fund Investment (Own Debentures) Account

Date Particulars

3

Date

Particulars

3

1.4.2010 To Balance b/d

45,000 31.3.2011

(face value X 50,000)

By 12% Debentures A/c 83,000

1.8.2010 To Bank 19,000
(face value <20,000)
31.3.2011 To Bank 19,000
(face value %20,000)
83,000 83,000
Debenture Redemption Fund Account
Dr. Cr.
Date Particulars % Date Particulars 3
31.3.2011 To GeneralReserve Ac 90,000 1.4.2010 By Balance b/d 1,00,000
Capital Reserve Alc 7,667 1.8.2010 ” Debenture Redemption
Balance c/d 29,000 Fund Investment
(Bond) Alc 667
30.9.2010 Debenture Interest A/c
(Interest on Own
Debentures) 3,400
31.3.2011 Debenture Interest A/c
(Interest on Own
Debentures) 4,200
Interest on Debenture
Redemption Invest-
ment A/c 5,600
Profit on Redemption
of Debentures A/c 7,000
Profit and Loss
Appropriation A/c 5,800
1,26,667 1,26,667
1.4.2011 By Balance b/d 29,000
Balance Sheet of Confident Ltd. as at 31st March, 2011
Liabilities ¥ Assets 4
Reserve and Surplus: Investments
Capital Reserve 7,667 Debenture Redemption
General Reserve 90,000 Fund Investment A/c:
Debenture Redemption Post Trust Bonds
Fund Account 29,000 (Face value ¥40,000) 36,667
Secured Loan:
12% 1,100 Debentures
of 100 each fully paid-up 1,10,000
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25. CONVERSION OF DEBENTURES INTO SHARES

According to the terms of issue of the debentures, the debentureholders may be
given the right to exercise the option to convert their debentures into equity shares or
preference shares at a stipulated rate within a specified period. If the
debentureholders find the offer is beneficial to them, they will exercise their right and
opt for shares, otherwise they may not exercise their right.

Although the Companies Act, 1956, does not prohibit such conversion of
debentures into shares, it has to be carefully noted that the provisions of Section 79
are not violated in process of conversion. In such a case, the actual proceeds of the
issue of debentures should be considered in determining the number of shares to be
issued in exchange of the debentures to be converted. That is to say, even the
debentures originally issued at a discount can be converted in determining the
number of shares to be issued. Thus, the issue price of the shares must be equal to
the amount actually received from the debentureholders at the time of issue of those
debentures. Otherwise the provisions of Section 79 would be violated, because
shares cannot be issued at a discount except as provided in Section 79.

For example, X Ltd. issued 12% Debentures at a discount of 10% and the
debentureholders were given the right to exercise the option of converting the
debentures into 14% Preference Shares of I 100 each to be issued at a premium of
10%. The holders of 33,000 debentures expressed their willingness to exercise the
option. In such a case, the number of preference shares to be issued in exchange of
333,000 debentures will be calculated in the following way:

4
Face value of debentures to be converted = 33,000
Less: Discount allowed @ 10% on issue = 3,300
Actual amount received on issue of the debentures = 29,700
Now, the issue price of preference shares will be as follows:
Face value of preference shares 100
Add: Premium @ 10% 10
110

Therefore, number of preference shares to be issued in exchange of ¥ 33,000
debentures = ¥ 29,700/110 = 270

Thus, face value of 270 preference shares 27,000
Add: premium @ 10% 2,700
29,700

In case, the debentures are due for redemption, conversion of debentures into
shares, may be made on the basis of terms and conditions mutually agreed upon at
the time of redemption. In such a case, even debentures originally issued at a
discount can be converted into shares on the basis of the nominal value of the
debentures, and provisions of Section 79 should not be regarded as violated.
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Accounting Entry for Conversion

At the time of conversion, new shares can be issued at par or at a premium or at
a discount. The accounting entry for all these cases will be as follows:

1. If shares are issued at par

Debentures Alc Dr. with the nominal value of the
debentures converted
To Share Capital Account with the nominal amount of shares
issued

2. If shares are issued at a premium

Debentures A/c Dr. with the nominal value of the
debentures converted
To Share Capital Account with the nominal amount of shares
issued
To Securities Premium Account with the difference

If shares are issued at a discount -

Debentures Alc Dr. with the nominal value of the
debentures to be converted
Discount on Issue of Shares A/c Dr. with the discount on issue of shares
To Share Capital Account with the total

Note: If the debentures to be converted were issued at a discount, Share Capital
A/c should be credited with the amount of cash originally realised on the debentures
and Discount on Issue of Debentures A/c should be credited with the amount of
discount allowed on those debentures.

Illustration 23

On 1st April, 2010, Green Ltd. issued 2500 12% Debentures of I 100 each at X
95. Holders of these debentures have an option to convert their holdings into 14%
Preference Shares of ¥ 100 each at a Premium of X 25 per share at any time within
three years.

On 31st March, 2011, holders of 500 Debentures notified their intention to
exercise the option.

Show the journal entries relating to the issue and conversion of debentures in the
books of the company. Also show how the items affected would appear in the
company’s balance sheet.
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Solution:

Journal Entries

Date Particulars Dr. ®) Cr(3

2010
April 1 Bank Dr. 2,37,500

To 12% Debentures Application
and Allotment A/c 2,37,500

(Receipt of application money on
2,500 debentures @ 95 each)

12% Debentures Application and
Allotment A/c Dr. 2,37,500
Discount on Issue of Debentures A/cDr. 12,500
To 12% Debentures Alc 2,50,000
(Allotment of 2,500 debentures of
100 each issued at a discount of I5

each as per Board's resolution
dated....)

2011
Mar. 31 12% Debentures Alc Dr. 50,000

To Discount on Issue of Debentures A/c 2,500
To 14% Preference Share Capital A/c 38,000
To Securities Premium A/c 9,500

(Conversion of 500 Debentures of
%100 each issued at a discount of
5 each for 380 14% Preference
Shares of I100 each at a premium
of ¥25 each as per Board’s
resolution dated....)

Balance Sheet of Green Ltd. as at 31st March, 2011

Liabilities T Assets 54

Share Capital:
Authorised Capital - ..
Issued Subscribed Miscellaneous

and Paid-up Capital: Expenditure:

14% Preference Shares Discount on issue

Capital - 380 shares of Debentures

of %100 each 38,000 Account 10,000

Reserve and Surplus:
Securities Premium Account 9,500
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Secured loan:
2,000 12% Debentures of
%100 each fully paid-up 2,00,000

Working Notes:

Number of 14% Preference Shares has been arrived at as follows:

4
Amount received on issue of 500 debentures (500 x X 100) 50,000
Less: Discount allowed on 500 debentures (500 x X 5) 2,500
Amount actually received 47,500
Issue Price of 14% Preference Shares:
Face value per share 100
Add: Premium per share 25
Issue price 125

Therefore the number of preference shares issued in exchange of I 50,000
debentures

=47,500/125 = 380
Preference Share Capital = I 380 x 100 = % 38,000
Securities Premium = 380 x I 25 =% 9,500.

Note: Whether debentures were issued at discount or at premium becomes
irrelevant if conversion into shares takes place at the time of redemption of debenture
is due. Suppose in 2006 < 10,00,000 debentures were issued at a discount of 5%
with a term of 6 years. If in 2011, when the redemption is due, debentureholders are
allowed to convert the debentures into shares, the relevant amount will be the face
value of the debentures (or rather the figure at which they are to be redeemed). If
shares are to be issued at par, debentureholders will get shares equal to par value
with the amount of the debentures to be converted.

Illustration 24

The summarised balance sheet of Swathi Ltd. as on 31st March, 2011 stood as
follows:

Liabilities: 4
Share Capital
50,000 shares of 10 each 5,00,000
General reserve 7,50,000
Debenture Redemption Fund 5,00,000
12% Convertible debentures
10,000 debentures of 100 each 10,00,000
Unsecured Loan 5,00,000
Current liabilities 12,50,000

45,00,000
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Assets:

Net fixed assets
Debenture Redemption fund investment

Cash at bank
Other current assets

EP-CA&CMA-3

18,00,000
4,00,000
5,00,000

18,00,000

45,00,000

a predetermined price of X 15.75 per share and the payment in cash.

The debentures are due for redemption on 1st April, 2011. According to the terms
of issue of debentures, they were redeemable at a premium of 5% and also conferred
option to the debentureholders to convert 20% of their holdings into equity shares at

Assuming that:

(i) Except for 100 debentureholders holding 2,500 debentures, the rest of them

exercised the option for maximum conversion.

(i) The investments realise < 4,40,000 on sale and

(iii) All transactions are put through, on 1st April, 2011.

You are required to redraft the balance sheet of the company as on 1st April,
2011 after giving effect to the redemption. Also show the number of equity shares to
be allotted and the cash payment necessary.

Solution:

Working notes:

(i)

Calculation of number of shares to be allotted:

Total number of debentures
Less: Numbers not opting for conversion

20% thereof
Amount paid for 1,500 debentures i.e. 1500 x @ 105

Number of equity shares to be allotted:
1,57,500/15.75 = 10,000 shares of X 10 each.

Calculation of cash to be paid:

Number of debentures
Less: Number of debentures to be
converted into equity shares

Number of debentures to be redeemed
Redemption value = 8,500 x 105 = ¥8,92,500.

10,000
2,500
7,500
1,500

1,57.500
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(iii) Cash at Bank:

Cash balance 5,00,000
Add: Sale of investment 4,40,000
9,40,000
Less: Cash paid to debenture holders 8,92,500
47,500
(iv) Calculation of General Reserve:
Opening of balance 7,50,000
Debenture Redemption Fund (transfer) 5,00,000
12,50,000
(v) Securities Premium:
Issue of shares on conversion 57,500
Less: Premium on Redemption of Debentures 50,000
7,500
Swathi Ltd.
Balance Sheet as on 1st April, 2011
Liabilities ¥ Assets 3
Share Capital: Fixed Assets (net) 18,00,000
60,000 shares of 10 Current Assets,
each 6,00,000 Loans and Advances:
Reserve and Surplus: Other current assets 18,00,000
Capital reserve 40,000 Cash at bank 47,500
General reserve 12,50,000
Securities premium 7,500
Unsecured loans 5,00,000
Current liabilities 12,50,000
36,47,500 36,47,500

LESSON ROUND UP

e Debentures may be issued at par, or at a premium, or at a discount.

e Debentures may be issued by a company for cash, for consideration other than
cash, and as collateral security.

e The issue of debentures to vendors is known as issue of debentures for
consideration other than cash.
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The term ,Collateral Security’ implies additional security given for a loan. When a
company takes a loan from bank or insurance company, it may issue its own
debentures to the lender as collateral security against the loan in addition to any
other security that may be offered, such an issue of debentures is known as
“Debentures Issued as Collateral Security.

A company may issue debentures on any specific condition as to its redemption
such as: issued at par and redeemable at par, issued at discount redeemable at
par, issued at premium redeemable at par, issued at par redeemable at premium,
issued at discount, but redeemable at premium.

When a company issues debentures it undertakes to pay interest thereon at a
fixed percentage. The payment of interest on the debt is obligatory on the part of
the company issuing them irrespective of the fact whether the company earns
profit or not and the interest payable on debentures is a charge against the profits
of the company.

Discount on issue of debentures is a capital loss of the company and it is
required to be shown on the assets side of the Balance Sheet under the heading
“Miscellaneous Expenditure” until it is written off.

When a company issues debentures at par or at a discount which are
redeemable at a premium, the premium payable on redemption of the debentures
is be treated as capital loss.

Redemption of debentures refers to the discharge of the liability in respect of the
debentures issued by a company. Debentures can be redeemed at any time
either at par or at a premium or at a discount.

Debentures may be redeemed by way of : annual drawings, payment in one lump
sum at the expiry of a specified period or at the option of the company at a date
within such specified period, purchase of debentures in the open market and
conversion into shares.

Interest on debentures is generally paid half-yearly to the holders on certain
specified dates. If the purchase price for the debentures includes interest for the
expired period, the quotation is said to be “Cum-interest”, on the other hand, the
purchase price for the debentures excludes the interest for the expired period, the
quotation is said to be “Ex-interest”.

SELF TEST QUESTIONS

(C N
=z /

In April 2006, a company issues 13% <20, 00,000 debentures at ¥96 but
redeemable at I 103. Redemption will be carried out by annual drawings of
%4 lacs (face value) commencing at the end of March 2011. What do you
recommend as the amount to be charged to the profit and loss account, apart
from that of interest?

[Ans.: 20,000 p.a. from March 2007 to March 2011, 316,000 in
March 2012, 312,000 in March 2013, 38,000 in
March 2014, 34,000 March in 2015].
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2. %40 lakhs 10% debentures are outstanding in the balance sheet of a
company on 31st March, 2010. The company had not paid the six months
interest after 30th June, 2010. State the amount of interest on debentures
accrued and due as well as interest accrued but not due on 31st March,
2011.

[Ans.: Interest accrued and due ¥2,00,000;
Interest accrued but not due ¥1,00,000].

3. Calculate the amount of discount to be written off each year on the
debentures of 360,00,000 issued on 1.1.2011 at a discount of 5% repayable
in annual drawings of ¥10,00,000 each year. Accounting period ends on 31st
December.

[Ans.: Ratio-6:5:4:3:2:1; Discount Amount : | - ¥85,714;
Il-371,429; Il - ¥57,143; IV - T42,857,
V - X28,571 and VI - ¥14,286].

4. (a) A company issues 11% %10,00,000 Debentures, repayable at the end of
10 years at a premium of 5%. It decides to establish a sinking fund to
take care of the redemption. Investments in readily marketable securities
yield 6% per annum. Sinking Fund Table shows that Y0.075868 annually
is required to produce T 1 at the end of 10 years @ 6%. What is the
annual amount that has to be set aside and what account will be debited
for credit to the Sinking Fund (Debenture Redemption Fund) A/c?

(b) If investments are made to the nearest X100, how much will be invested
at the end of the 3rd year in the above case?

[Ans.: (a) 79,661.40, debit Profit & Loss
Appropriation A/c; (b) 89,500].

5. (a) Wye Ltd. has 12% 10,00,000 Debentures at issue. For the purpose of
redemption it maintains a Debenture Redemption Fund with an annual
contribution of 90,000. On 1st April, 2010 the Fund stood at
34,50,000 represented by 6% <5,00,000 Government Loan. At what
figure would the Debenture Redemption Fund stand at the end of March
20117

(b) In the above case, on 1st April, 2011, ¥1,00,000 Government Loans was
sold @ 93.50 and the proceeds were, utilised to purchase debentures for
cancellation @ 85. What is the amount of debentures, face value, that
has been cancelled.

[Ans.: (a) ¥5,40,000; (b) ¥1,10,000].

6. (a) Zed Ltd. shows in its balance sheet 9% <30,00,000 Debentures; interest
on these is payable on 31st March and 30th September. On 1st June,
2010 the company purchased as investment 50,000 of the debentures
@ 89. What is the profit accruing to the company as a result?

(b) Continuing the above, at what figure will the debentures appear in the
balance sheet?

[Ans.: (a) Nil; (b) Liabilities side: ¥30,00,000; Assets Side; 344,500

(Own Deb. Ex-interest) Cum-interest < 43,750 (344,500 - 750)].
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7. (a) Exe Ltd. purchased its own 12% Debentures (interest payable on 30"

10.

September and 31st March) as Sinking Fund Investment as shown
below:

(1) 1st August, 2010 60,000 @ 94.
(2) 31st December, 2010 40,000 @ 95 cum-interest.

The total amount of debentures outstanding on 1st April, 2010 was
%10,00,000. How much will be credited to the Sinking Fund in 2010-01
by way of interest resulting from the above two transactions?

(b) On 31st March, 2011 at what figure the investment in Own Debentures
stand in the above case? [Ans.: (a) 36,000 (b) 93,200].

Ess Ltd. pays interest on its 12% Debentures on 30th September and 31st
March. To redeem the debentures it has maintained a sinking fund which
stood on 31st December, 2010 at ¥2,70,000 represented by 6% Government
Loan of the nominal value of ¥3,00,000 (interest payable on the same dates
as for debentures).

On 1st January, 2011, the company purchased <1,00,000 of its debentures
@ 96, raising the necessary funds by selling Government Loan @ 92.5 (to
the nearest ¥100). What is the nominal value of the Govt. Loan sold and
what is the profit/loss on the sale?

(Hint: Every 100 of Debentures requires 99 i.e. 96 plus < 3 for interest.
Every 100 of Government Loan will yield 94 i.e. the price stated plus
<1.50 interest for 3 months).

[Ans.: ¥1,05,300; Profit ¥2,632.5].

P. Ltd. issued ¥ 10,00,000 13.5% Debentures at a discount of 5%; the
debentureholders have an option of converting the amount into 10 equity
shares at a premium of 10%. A debentureholder holding ¥40,000 debentures
wishes to exercise the option. How many shares will he get?

[Ans.: 3,454].

In 2001 Gee Ltd. issued 10% <20,00,000 debentures at a discount of 10%;
the debentures were redeemable in 2011. In 2011 the company gave the
debentureholders the option of converting the debentures into equity shares
at a premium of 25%. One debentureholder holding ¥1,00,000 Debentures
wants to exercise the option. What is the face value of the shares that he will
get? [Ans.: 80,000].




STUDY IV
UNDERWRITING OF ISSUES AND ACQUISITION OF BUSINESS

LEARNING OBJECTIVES

After studying this Study Lesson you will be able to:

e Understand the meaning of underwriting.

e  Familiarize with various types of underwriting.

e Distinguish between marked application and unmarked applications.
e Determine the liability of underwriters.

e Explain the accounting procedure on acquisition of business.

e Understand profit or loss prior to incorporation.

e  Ascertain profit or loss prior to incorporation.

e Understand the accounting treatment of preliminary expenses.

1. UNDERWRITING AGREEMENT

Underwriting may be defined as a contract entered into by the company with
persons or institutions, called underwriters, who undertake to take up the whole or a
portion of such of the offered shares or debentures as may not be subscribed for by
the public, in consideration of remuneration called underwriting commission. Thus,
underwriting is an undertaking or guarantee given by the underwriters to the company
that the shares or debentures offered to the public will be subscribed for in full. In
case, the public response is poor, the underwriters will have to take up the balance
of the shares or debentures not subscribed for by the public and to pay for them.
Thus, the underwriters take over the risk of uncertainty of a public issue of shares or
debentures of a company and the company is assured of the success of the issue.

2. UNDERWRITERS AND BROKERS

The persons or institutions underwriting a public issue of shares or debentures
are called Underwriters’. The underwriters may be individuals, partnership firms or
joint stock companies. But, an issue of shares or debentures is hardly underwritten
by a single individual as it involves more risk and attaches greater responsibility.
Generally, an issue of shares or debentures of a company is underwritten by two or
more firms jointly. Some specialised financial institutions set up by the Government

218
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in the public sector are also playing an active role these days in underwriting shares
or debentures of a company.

Brokers merely promise or try to procure subscriptions to the shares or
debentures issued; they do not take any responsibility of subscribing to the shares or
debentures of the company. They simply procure subscriptions for shares or
debentures from the public on behalf of the company and in exchange of their service
rendered to the company, they get remuneration called brokerage.

3. TYPES OF UNDERWRITING
An underwriting agreement may be of any one of the following types:
3.1 Complete Underwriting

If the whole of the issue of shares or debentures of a company is underwritten, it
is said to be complete underwriting. In such a case, the whole of the issue of shares
or debentures may be underwritten by -

(a) one firm or institution, agreeing to take the entire risk;

(b) a number of firms or institutions, each agreeing to take risk only to a limited
extent.

3.2 Partial Underwriting

If only a part of the issue of shares or debentures of a company is underwritten, it
is said to be partial underwriting. The part of the issue of shares or debentures may
be underwritten by -

(a) one person or institution;

(b) a number of firms or institutions each agreeing to take risk only to a limited
extent.

In case of partial underwriting, the company is treated as -Underwriter” for the
remaining part of the issue.

3.3 Firm Underwriting

It refers to a definite commitment by the underwriter or underwriters to take up a
specified number of shares or debentures of a company irrespective of the number of
shares or debentures subscribed for by the public. In such a case, the underwriters
are committed to take up the agreed number of shares or debentures in addition to
unsubscribed shares or debentures, if any. Even if the issue is over-subscribed, the
underwriters are liable to take up the agreed number of shares of debentures.

4. UNDERWRITING COMMISSION

The consideration payable to the underwriters for underwriting the issue of
shares or debentures of a company is called underwriting commission. Such a
commission is paid at a specified rate on the issue price of the whole of the shares or
debentures underwritten whether or not the underwriters are called upon to take up
any shares or debentures. Thus, the underwriters are paid for the risk they bear in
the placing of shares before the public. Underwriting commission may be in addition
to brokerage.
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5. PAYMENT OF UNDERWRITING COMMISSION

Section 76 of the Companies Act lays down certain conditions relating to the
payment of underwriting commission which must be complied with. Section 76(1)
states that a company may pay a commission to any person in consideration of:

(a) his subscribing or agreeing to subscribe, whether absolutely or conditionally,
for any shares in or debentures of the company, or

(b) his procuring or agreeing to procure subscription whether absolute or
conditional for any shares in or debentures of the company, if the following
conditions are fulfilled:

(i) the payment of the commission is authorised by the articles;

(i) the commission paid or agreed to be paid does not exceed in the case of
shares, 5% of the price at which the shares are issued or the amount or
rate authorised by the Articles, whichever is less and in the case of
debentures, 2-1/2% of the price at which the debentures are issued or
the amount or rate authorised by the Articles, whichever is less;

(iii) the amount or rate of commission should be disclosed in the prospectus
or statement in lieu of prospectus as the case may be or in a statement
filed with the Registrar before the payment of the commission;

(iv) the number of shares or debentures which persons have agreed to
subscribe absolutely or conditionally should be disclosed in the
prospectus;

(v) a copy of the contract relating to the payment of the commission should
be delivered to the Registrar;

(vi) no underwriting commission can be paid if the issue is privately placed, in
other words, underwriting commission is payable only on such shares or
debentures as are offered to the general public [Section 76(4A)].

The law limits the commission in case of issue of shares to 5% (or a lower rate if
the Articles so state) of the issue price of shares and in case of debentures to 2.5%
or such lower rate as is provided in the Articles.

6. MARKED AND UNMARKED APPLICATIONS

When the issue of shares or debentures of a company is underwritten by two or
more persons, it is usual that the applications for shares or debentures sent through
the underwriters should bear a stamp of the respective underwriters. Otherwise, it
would be very difficult for the company to determine how many applications have
been received through a particular underwriter and, unless this is determined
properly, the company would face a problem in determining the liability of the
individual underwriters. Thus, the applications bearing the stamp of the respective
underwriters are called -Marked Applications” while the applications received directly
by the company which do not bear any stamp of the underwriters are called
-Ynmarked Applications”.

If the entire issue of shares or debentures is underwritten by only one
underwriter, the marking of applications is immaterial since he is to get credit of all
the applications whether sent through him or received directly in determining his
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liability. But, the issue of shares or debentures is, generally, underwritten by more
than one underwriter as the risk is distributed among the underwriters in an agreed

ratio.

In such a case, it is essential that the applications sent through the

underwriters should be marked properly so as to determine their respective liability
correctly.

7. DETERMINING THE LIABILITY OF UNDERWRITERS

The liability of the underwriter or underwriters would be determined in the
following ways:

7.1 Complete Underwriting

(@)

If the whole of the issue of shares or debentures is underwritten only by one
underwriter: In such a case, the underwriter will be liable to take up all the
shares or debentures that have not been subscribed for by the public. For
determining his liability, it is not material to know how many applications are
sent through him and how many applications are received directly by the
company. Thus, the liability of the underwriter in such a case will be as
follows:

Liability = Shares or debentures offered — Total applications received.

It is to be noted here that if the shares or debentures are over subscribed or
fully subscribed by the public, the underwriter is free from his liability and
cannot be called upon to take up any shares or debentures of the company.
But he will be entitled to get his commission on the total issue price of the
shares or debentures. He must of course take up the shares or debentures
as per -Firm Underwriting”. Automatically, this will reduce his liability in case
there is under subscription.

If the whole of the issue of shares or debentures is underwritten by a number
of underwriters in an agreed ratio: In such a case, the liability of the
respective underwriters can be determined as follows:

The gross liability of each underwriter according to the agreed ratio should be
reduced first by the marked applications and then credit may be given in
respect of unmarked applications sent directly to the company by way of
deduction from the balance left in the ratio of their gross liability. Thus, the
liability of each underwriter in such a case will be as follows:

Gross liability according to the agreed rato ...
Less: Marked applicatons ...

Balanceleft .
Less: Unmarked applications in the

ratio of gross liability ..
Net liability

Sometimes credit to unmarked application is given in the ratio of gross liability as
reduced by the marked applications. The individual liability calculated in this way will
differ from the liability calculated as per the earlier procedure.
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N.B.: In case some figure is in minus then transfer that figure to other
underwriters® account in the ratio of gross liability inter se. This gives the liability of
underwriters on account of short fall in the public subscription.

Illustration 1

Sunflow Ltd. issued 50,000 equity shares. The whole of the issue was
underwritten as follows:

Red 40%; White 30%; Blue 30%

Applications for 40,000 shares were received in all, out of which applications for
10,000 shares had the stamp of Red; those for 5,000 shares that of White and those
for 10,000 shares that of Blue. The remaining applications for 15,000 shares did not
bear any stamp.

Determine the liability of the underwriters.
Solution:

Net Liability of Underwriters

Red White Blue
(40%) (30%) (30%)
Shares Shares Shares
Gross liability in the agreed
ratio of 40 : 30 : 30 20,000 15,000 15,000
Less: Marked applications 10,000 5,000 10,000
Balance left 10,000 10,000 5,000
Less: Unmarked applications
in the ratio of gross liability,
i.e.,40:30:30 6,000 4,500 4,500
Net liability 4,000 5,500 _500

7.2 Partial Underwriting

(a) If a part of the issue of shares or debentures is underwritten only by one
underwriter: In such a case, only a part of the whole issue, say 60% or 70% is
underwritten only by one underwriter and so far as the balance 40% or 30% of the
issue is concerned, the company itself is said to have underwritten the same. As
such, the unmarked applications are treated as marked as far as the company is
concerned.

In such a case, the gross liability of the underwriter will be that part of the issue of
shares or debentures which is underwritten, say 60% or 70% and the net liability will
be determined by deducting the marked applications (the applications sent through
him) from the gross liability. Thus, the net liability will be determined as follows:

Net liability = Gross liability (say 60% or 70% of the issue) — Marked applications.

It is to be noted here that if the marked applications exceed or equal the number
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of shares or debentures underwritten the underwriter is free from his liability and
cannot be called upon to take up any shares or debentures of the company. Similarly,
if all the shares or debentures are subscribed the underwriter is free from his liability
in spite of the fact the marked applications are less than the number of shares or
debentures underwritten.

Illustration 2

Monlit Ltd., issued 50,000 equity, shares of which only 60% was underwritten by
Green. Applications for 45,000 shares were received in all out of which application for
26,000 were marked.

Determine the liability of Green.
Solution:

Gross liability of Green being 60% of 50,000 shares,
i.e., 60/100 x 50,000

Less: Marked applications

Net liability of Green

30,000 shares
26,000 shares
4,000 shares

Notes: (1) If the marked applications were for 30,000 shares or more, Green
would have had no liability at all.

(2) If the applications received by the company were for all the 50,000 shares,
Green would have no liability at all even though the marked applications were for
26,000 shares.

(3) If the applications received by the company were for 48,000 shares, Green‘s
liability would have been restricted to (50,000 - 48,000) = 2,000 shares, even though
the marked applications were for 26,000 shares.

Sometimes, it may so happen that the information as to the marked applications
and unmarked applications may not be given in the problem. In such a case, it has to
be assumed that out of the total applications received by the company, the number of
applications proportionate to that part of the issue underwritten have been received
through the underwriters.

lllustration 3

Goods Earths Ltd., issued 30,000 6% Debentures of 100 each. 60% of the issue
was underwritten by Black. Applications for 28,000 debentures were by the company.

Debentures the liability of Black.

Solution:
Gross liability of Black being 60% of 30,000
debentures i.e., 60/100 x 30,000 = 18,000 debentures
Less: Marked applications assumed 60% of
28,000 i.e., 60/100 x 28,000 = 16,800 debentures

Net liability of Black = _1,200 debentures
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Alternatively, Black's liability can be determined in the following way:

Number of debentures not subscribed for by the public = (30,000 — 28,000)
= 2,000 debentures
Black'’s liability = 60% of 2,000 debentures
=60/100 x 2,000 = 1,200 debentures

(b) If the part of the issue of shares or debentures is underwritten by a number of
underwriters: In such a case only a part of the whole issue, say 60% or 70% or 80%
is underwritten by a number of underwriters and so far as the balance 40% or 30% or
20% is concerned, the company itself is said to have underwritten the same. As such,
the unmarked applications are treated as marked so far as the company is
concerned.

In such a case, the method of determining the net liability of the respective
underwriters is similar to the method discussed (a) above.

Illustration 4

Satellite Ltd., issued 12% 10,000 Preference Shares of ¥ 10 each. The issue
was underwritten as follows:

Apple 30%, Mango 30%, Orange 20%.

Application for 8,000 shares were received by the company in all. Determine the
liability of the respective underwriters.

Solution:
Apple Mango Orange
(30%) (30%) (20%)
Shares Shares Shares

Gross liability in the agreed ratio
or30:30:20 3,000 3,000 2,000
Less: Marked application, i.e.,

8,000 application in the

ratio of 3/10 : 3/20 : 2/10 2,400 2,400 1.600
Net liability 600 00 00

Alternatively, the liability of the respective underwriters can also be determined in
the following manner:

Shares issued 10,000

Less: Applications received 8,000

Unsubscribed shares 2,000
Apple's liability = 30% of 2,000 =600 shares

Mango‘s liability = 30% of 2,000 =600 shares
Orange’s liability ~ =20% of 2,000 = 400 shares
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Total liability of Apple, Mango and Orange
=600 + 600 + 400 = 1,600 shares.

which represent 80% of the total issue underwritten. The balance (2,000 - 1,600) =
400 shares representing 20% of the issue not underwritten will remain as unissued.

7.3 Firm Underwriting

In the case of firm underwriting’, the underwriters take up the agreed number of
shares or debentures firm underwritten’ in addition to unsubscribed shares or
debentures, if any. In such an instance, an underwriter is not allowed to set off his
firm underwriting against his liability otherwise determined, that he will have to
subscribe both for shares/debentures underwritten firm‘ and for shares which he has
to take under the underwriting contract, ignoring firm underwriting.

While computing the individual liability of the underwriters, the firm underwriting’ can
be dealt with in any of the following manner in the absence of any specific instructions:

(a) The firm underwriting’ may be adjusted against the individual liability of each
underwriter separately or may be treated at par with marked applications.

When firm underwriting is treated at par with marked applications

In such a case, the statement of liability of underwriters will be as under:

Gross Liability (agreed ratio-total shares underwritten) ..

Less: Marked applications including firm underwritng
Balance left

Less: Unmarked application (ratio of gross liability)

Net liability

Add: Firm underwritng
Total Liability

(b) The benefit of firm underwriting’ may be shared by all underwriters or firm
underwriting may be treated at par with unmarked applications. In such case, the
shares/debentures underwritten firm will be included in the unmarked forms. In such
case, the state of liability of underwriters will appear as shown above except that
shares/debentures underwritten firm by each underwriter will not be specifically
adjusted against his individual liability but will be included in the total unmarked forms
to be distributed amongst all underwriters in the ratio of their gross liability.

N.B.: If the question is not specific regarding the treatment of firm underwriting’
students may follow any one of the treatments discussed above and a foot note to
this effect may be given.

lllustration 5

Emess Ltd. issued 40,000 shares which were underwritten as:

P: 24,000 shares Q: 10,000 shares and R: 6,000 shares. The underwriters
made applications for firm underwriting as under:

P: 3,200 shares; Q: 1,200 shares; and R: 4,000 shares. The total
subscriptions excluding firm underwriting (including marked applications) were
20,000 shares.




EP-CA&CMA-4 226
The marked applications were - P: 4,000 shares; Q: 8,000 shares; and R:
2,000 shares.

Prepare a statement showing the net liability of underwriters.

Solution:
Statement of Underwriters’ Liability
(Firm underwriting shares are treated as unmarked applications)

(Shares)

P Q R Total
Gross Liability 24,000 10,000 6,000 40,000
Less: Marked applications 4,000 8,000 2,000 14,000
Balance 20,000 2,000 4,000 26,000
Less: Unmarked applications in the
ratio of gross liability (12:5:3) 8,640 3,600 2,160 14,400
Balance 11,360  (-1,600) 1,840 11,600
Credit of Qs over subscription to
P & R in the ratio of 12:3 1,280 +1,600 320 —
Net Liability 10,080 — 1,520 11,600
Add: Firm underwriting 3,200 1,200 4,000 8,400
Total Liability 13,280 1,200 5,620 20,000

Alternate Answer
Statement of Underwriters’ Liability
(Firm underwriting shares are treated as marked applications)

(Shares)

P Q R Total
Gross Liability 24,000 10,000 6,000 40,000
Less: Unmarked applications 6,000
in ratio of gross liability (12:5:3) 3,600 1,500 900 6,000
Balance 20,400 8,500 5,100 34,000
Less: Marked application plus shares
underwritten firm 7,200 9,200 6,000 22,400
Balance 13,200 - 700 —-900 11,600
Credit for Q's and R's
oversubscription -1,600 +700 +900 —
Net Liability 11,600 — — 11,600
Add: Firm Underwriting 3,200 1,200 4,000 8.400
Total Liability 14,800 1,200 4,000 20,000
lllustration 6

Sam Limited invited applications from public for 1,00,000 equity shares of 310
each at a premium of I5 per share. The entire issue was underwritten by the
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underwriters A, B, C and D to the extent of 30%, 30%, 20% and 20% respectively
with the provision of firm underwriting of 3,000, 2,000, 1,000 and 1,000 shares
respectively. The underwriters were entitled to the maximum commission permitted
by law.

The company received applications for 70,000 shares from public out of which
applications for 19,000, 10,000, 21,000 and 8,000 shares were marked in favour of A,
B, C and D respectively.

Calculate the liability of each one of the underwriters. Also ascertain the
underwriting commission @2.5% payable to the different underwriters.

Solution:
Liability of Underwriters (No. of shares)

Total A B C D
Gross Liability 1,00,000 30,000 30,000 20,000 20,000
Less: Unmarked
Applications 12,000 3,600 3,600 2,400 2,400
Balance 88,000 26,400 26,400 17,600 17,600
Less: Marked Applications 58,000 19,000 10,000 21,000 8,000
Balance 30,000 7,400 16,400 - 3,400 9,600
Less: Firm Underwriting 7,000 3,000 2,000 1,000 1,000
Balance 23,000 4,400 14,400 - 4,400 8,600
Adjustment - — 1,650 — 1,650 +4,400 -1,100
Net Liability 23,000 2,750 12,750 - 7,500
Total Liability including
firm underwriting 30,000 5,750 14,750 1,000 8,500

Note: The above answer is arrived at by treating firm underwriting shares’ on par
with marked applications. Alternatively, the firm underwriting shares® may be
treated on par with un-marked applications. Then, the answer will be as

follows:

Shares

Applications received including firm underwriting 77,000 (70,000 + 7,000)
Less: Marked Applications 58,000
Un-marked Applications 19,000

Liabilities of Underwriters (No. of shares)
Total A B C D
Gross Liability 1,00,000 30,000 30,000 20,000 20,000
Less: Unmarked
Applications 19,000 5,700 5,700 3,800 3,800

Balance 81,000 24,300 24,300 16,200 16,200
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Less: Marked

Applications 58,000 19,000 10,000 21,000 8,000
Balance 23,000 5,300 14,300 - 4,800 8,200
Adjustment — — 1,800 — 1,800 +4,800 1,200
Net Liability 23,000 3,500 12,500 — 7,000
Add: Firm

Underwriting 7,000 3,000 2,000 1,000 1,000
Total Liability 30,000 6,500 14,500 1,000 8,000

Underwriting Commission

The underwriting commission is payable at the rate of 2.5% of the issue price of
shares.

Thus, commission payable to A = 30,000 x 15 x % =311,250

B =311,250

C =20,000x 15 x 25 37,500
100

D =37,500

8. ACCOUNTING TREATMENT RELATING TO UNDERWRITING OF SHARES
OR DEBENTURES

(a) When the shares or debentures are allotted to the underwriters in respect of
their liability:

Underwriters A/c Dr. with the value of the shares
To Share Capital A/c or debentures taken up by
Or To Debentures Alc the underwriters

(b) When commission becomes payable to the underwriters:

Underwriters Commission A/c Dr. with the amount of commis-
To Underwriters Alc sion due on the total issue
price of the shares under-
written

(c) When the net amount due from the underwriters on the shares or debentures
taken up by them is received:

Bank Dr. with the net amount due
To Underwriters Alc

Note: Underwriting commission is not generally paid in cash. Instead the same is
adjusted against the money due on shares or debentures taken up by the
underwriters and only the net amount (i.e., total amount due on shares or debentures
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taken up by the underwriters minus the underwriting commission) is received from the
underwriters.

lllustration 7

Wye Co. Ltd., invited the public to subscribe to the following:
(i) 10,000 equity shares of X100 each at a premium of 5% and
(i) ¥2,50,000 in 14% Debentures of 100 @ I 96.

60% of the shares and the whole of the issue of debentures were underwritten by
M/s Sure and Fast for the commission allowable by the Government. The
applications from the public totalled 6,000 shares and 2,000 debentures. The
underwriters fulfilled their obligations. Show the journal entries that would appear in
the books of the company.

Solution:
Journal Entries
Particulars Dr.(X) cr.X)
Bank Dr. 8,22,000
To Equity Share Application and
Allotment A/c 6,30,000
To 14% Debenture Application and
Allotment A/c 1,92,000

(Receipt of application money on 6,000 Equity
Shares @ Y105 each including premium of 5
each and on 2,000 debentures @ 396 each at a
discount of ¥4 each)

Equity Share Application and Allotment A/c Dr. 6,30,000
To Equity Share Capital A/c 6,00,000
To Securities Premium Alc 30,000

(Allotment of 6,000 equity shares of 100 each
at a premium of I5 each to public as per
Board's resolution dated.....)

14% Debenture Application and Allotment A/c  Dr. 1,92,000
Discount on Issue of Debentures A/c Dr. 8,000
To 14% Debenture Al/c 2,00,000

(Allotment of 2,000 14% Debentures of ¥100
each at a discount of 4 each to public as per
Board's resolution dated.....)

M/s Sure and Fast Dr. 2,52,000
To Equity Share Capital A/c 2,40,000
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To Securities Premium A/c

(Allotment of 2,400 Equity Shares being 60% of
4,000 shares remaining unsubscribed to
M/s Sure and Fast being their liability as per
Board's resolution dated.....)

M/s Sure and Fast Dr.
Discount on Issue of Debentures A/c Dr.

To 14% Debentures Alc

(Allotment of 500 debentures allotted to M/s
Sure and Fast being their liability as per Board's
resolution dated.....)

Underwriting Commission A/c Dr.

To M/s Sure and Fast

(Underwriting Commission due on issue price of
Shares @ 2.5% on <6,30,000 and on
debentures @ 1.5% and 2.5% on % 1,92,000 and
348,000 respectively)

Bank Dr.

To M/s Sure and Fast

[Receipt of the net amount due from M/s Sure
and Fast, i.e., ¥(2,52,000 + 48,000 — 19,830)]

Working Notes:
(i) Liability of M/s Sure and Fast

Gross liability

Less: Marked applications:
Shares Debentures

60% of 6,000 100% of 2,000

Net liability

(ii) Underwriting Commission

Underwriting Commission has been calculated
force:
Equity Shares

2.5% on issue price of 6,000 shares
underwritten = 6,30,000 x 2.5%

48,000
2,000

19,830

2,80,170

Shares
(60%)

6,000

12,000

50,000

19,830

2,80,170

Debentures
(100%)

2,500

n
o
o

as per the rates applicable in

15,750
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Debentures
On amounts subscribed by the public:

1.5% on issue price of 2,000 debentures 3
=2,000 x 96 x 1.5% = 2,880

On amounts devolved on underwriters:

2.5% on issue price of 500 debentures

=500x96 x 2.5% = 1,200 4,080
19,830

9. ACQUISITION OF BUSINESS

Acquisition of business by a limited company, generally, refers to the purchase of
a non-corporate business like sole- proprietorship or partnership form of business by
a company. This does not necessarily mean that a limited company cannot acquire
the business of a corporate body, i.e., another limited company. But strictly speaking,
the acquisition of business of a limited company by another limited company comes
under the purview of -Amalgamation, Absorption and Reconstruction of Companies”.

Such an acquisition of business by a limited company may take any of the
following two forms:

(i) An existing company may purchase an existing business of a sole-proprietor
or a partnership firm, or

(i) A new company may be formed to take over an existing business of a sole
proprietor or a partnership firm, i.e., the existing business unit may be
converted into a limited company. If the object is to retain the control of the
sole-proprietor or the partners in the company, a private limited company
may be formed. On the other hand, if the object of conversion is to
supplement the resources for carrying out various expansion programmes, a
public limited company may be formed for the purpose.

10. IMPORTANT POINTS TO BE NOTED IN CONNECTION WITH ACQUISITION
OF A BUSINESS

1. Consideration: Consideration refers to the price payable by the company for
the business acquired. Generally, an agreement is made between the company and
the vendor containing the terms and conditions of the acquisition of business, the
basis for determining the consideration and the mode of payment of the
consideration.

Consideration is usually, determined by taking into consideration the following
facts:

(i) the present value of the net tangible assets acquired, i.e., the present value
of gross tangible assets acquired less liabilities, if any, acquired by the
company;

(i) the amount payable, if any, for goodwill of the business acquired; and
(iii) the liability to be taken over by the purchasing company.
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In case, for determining the present value of the assets, revaluation is made and
the re-valued figures should be taken as their present values; otherwise, book-values
should be taken. In case the business is purchased for a lump sum, the difference
between the consideration to be paid and the value of net tangible assets will be the
goodwill. On the other hand, if the value of net tangible assets exceeds the
consideration the difference will be treated as Capital Reserve'.

As the terms and conditions of acquisition of business may vary in difference
circumstances, the basis for determining the consideration also varies from case to
case. As for example, it may so happen that only the fixed assets of an existing
business may be taken over by a company or only the tangible assets may be taken
over by the company or both the assets and the liabilities may be taken over by the
company. However, in most of the cases, the consideration is given in the problem
itself.

2. Mode of payment of the consideration by the company: After the consideration
is determined, the next question that arises is how to satisfy the consideration. The
consideration may be satisfied by the company in any of the following ways:

(i) the entire consideration may be paid in cash;

(ii) the entire consideration may be paid by the issue of shares of the
company;

(iii) the entire consideration may be paid by the issue of debentures of the
company; or

(iv) the consideration may be paid partly in cash and partly by the issue of shares
and/or debentures of the company.

Generally the last method is adopted by a company to satisfy the consideration.

It is important to note here that the shares or debentures may be issued to the
vendors either at par or at a premium or at a discount.

3. Interest payable to vendors on the purchase consideration: If the payment of
consideration to the vendors is unnecessarily delayed, the question of payment of
interest to vendors for the period of the delay, naturally, arises. In such a case, the
vendors can legitimately claim interest on the amount due to them for the period of
delay, i.e., from the date of purchase to the date of payment. Hence, the agreement
must mention about the payment of interest to vendors specifying the rate of interest.

4. Realisation expenses of the vendor borne by the purchasing company:
Sometimes, the purchasing company may agree to bear the cost of realisation of the
vendor and the fact must be contained in the agreement. Such expenses are to be
treated as capital expenditure of the company and should be debited to Goodwill
Account.

5. Whether to open a new set of books by the company on acquisition of
business or to continue the books of the vendor. On acquisition of business, the
company may either open a new set of books for recording its transactions or
continue the same set of books of the vendor. A decision has to be taken by the
company in this respect.

6. Collection of debtors and payment to creditors of the vendor on behalf of the
vendor: Sometimes, the debtors and the creditors of the vendor are not taken over by
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the purchasing company. In such a case, the purchasing company may agree to
collect the debtors of the vendor and to pay the creditors of the vendor as agent of
the vendor in exchange of certain commission at fixed rate.

11. ACCOUNTING ENTRIES IN THE BOOKS OF THE PURCHASING COMPANY
ON ACQUISITION

A. When new set of books are opened:

1. When the business is acquired—

Business Purchase A/c Dr. with the amount of consideration
To Vendors

2. When the assets and liabilities taken over by the company are recorded—

Sundry Assets A/c (Individually) Dr. with the re-valued figure if any;
otherwise, at book value
To Sundry Liabilities A/c (Individually)  with the values at which they are
taken over
To Business Purchase A/c with the consideration

Alternatively, instead of passing the above two entries the following entry may
also serve the purpose:

When the business is acquired -
Sundry Assets A/c (Individually) Dr. with the revalued figures, if any,
otherwise, at book figures

To Sundry Liabilities (Individually) with the values at which they are
taken over
To Vendors with the consideration

Notes: (i) If the credit total is greater than the debit total, the difference should be
debited to Goodwill Account.

(ii) If the debit total is greater than the credit total, the difference has to be treated
as capital gain and as such, Capital Reserve Account should be credited.

Goodwill or Capital Reserve should be ascertained only as indicated above - the
amount appearing in the vendors, balance sheet is not relevant.

3. When the payment is made to vendors:

Vendors Dr. with the amount due
To Share Capital Alc with the value of shares allotted, if
any
To Debentures Alc with the value of debentures
allotted, if any
To Cash or Bank A/c with the amount of cash, if any

Notes: (i) Shares capital or Debentures should be credited only with their
nominal value.
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(ii) If the shares or debentures are issued at a premium, Securities Premium
Account should be credited with the amount of the premium.

(iii) Similarly, if the shares or debentures are issued at a discount, Discount on
Issue of Shares Account or Discount on Issue of Debentures Account should be
debited with the discount.

4. If interest is payable to vendors on the purchase consideration for delayed
payment:

Interest to Vendors Dr. with the amount of interest payable
To Vendors

Note: This entry would be made before the payment is made to vendors and the
amount of interest would be included in the payment.

5. If the realisation expenses of the vendor are borne by the company and
acquisition expenses are incurred by the company, the same has to be treated as
capital loss and the entry for this will be as follows:

Goodwill Alc Dr. with the amount of expenditure
To Cash/Bank Alc

6. If any item of expenses or losses can be adjusted against Securities Premium
Account u/s 78 of the Companies Act, 1956 the same should be adjusted to the
extent possible and for this the entry will be as follows:

Securities Premium A/c Dr. with the amount of adjustment
To Preliminary Expenses Alc

Or To Discount on Issue of Shares A/c

Or To Discount on Issue of Debentures A/c

lllustration 8 (Where consideration is given in the problem).

Snow View Ltd., was registered with an authorised capital of 1,00,000 Equity
Shares of 10 each and it acquired the business of Mr. Bansal of Mr. Bansal at an
agreed price of X2,50,000.

The Balance Sheet of Mr. Bansal at the date of acquisition was as follows:

Liabilities . Assets 4
Capital 2,00,000 Freehold Premises 1,00,000
Reserve 20,000 Plant and Machinery 80,000
Sundry Creditors 50,000 Stock 20,000
Bills Payable 30,000 Debtors 27,500
Less: Provisions 2,500 25,000
Cash at Bank 75,000

3.00,000 3.00,000
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The consideration was to be discharged by the issue of 20,000 equity shares of

%10 each as fully paid-up and the balance in cash.

You are asked to journalise the transactions in the books of Snow View Ltd. Also

prepare the opening balance sheet of the company.

Solution:
Journal Entries
Particulars Dr.(X) cr.X)
Business Purchase A/c Dr. 2,50,000
To Bansal 2,50,000
(Consideration due to vendor on purchase of the
business as per agreement dated...)
Freehold Premises Alc Dr. 1,00,000
Plant and Machinery A/c Dr. 80,000
Stock Alc Dr. 20,000
Debtors A/c Dr. 27,500
Bank Dr. 75,000
Goodwill Alc Dr. 30,000
To Provision for Bad Debts A/c 2,500
To Sundry Creditors Alc 50,000
To Bills Payable A/c 30,000
To Business Purchase A/c 2,50,000
(Taking over the assets and the liabilities of the
vendor debiting the difference to Goodwill
Account)
Bansal Dr. 2,50,000
To Equity Shares Capital Alc 2,00,000
To Bank 50,000
(Allotment of 20,000 Equity Shares of 10 each
to vendor as fully paid-up for consideration other
than cash and payment of the balance 50,000
in cash as per Board‘s resolution)
Balance Sheet of Snow View Ltd. as at.....
Liabilities I Assets <.
Share Capital Fixed Assets
Authorised Capital Goodwill 30,000
1,00,000 Equity Freehold Premises 1,00,000
Shares of 10 each 10,00,000 Plant and Machinery 80,000
Investment Nil
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Issued, Subscribed Current Assets,

and Paid-up Capital: Loans and Advances

20,000 Equity Shares A. Current Assets

of 10 each 2,00,000 Stock 20,000
Issued to vendors as fully Debtors 27,500

paid-up for consideration Less: Provision 2,500 25,000
other than cash

Reserves and Surplus Nil Cash at Bank 25,000
Secured Loan Nil

Unsecured Loan Nil

Current Liabilities
and Provisions
A. Current Liabilities

Bill Payable 30,000
Sundry Creditors 50,000
2,80,000 2,80,000

lllustration 9 (Where consideration is not given in the problem).

Woodlands Ltd., registered with a capital of ¥10,00,000 in equity shares of 10
each acquired the bus