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CORPORATE ACCOUNTING
SYLLABUS

Unit 1 Underwriting of share

Meaning - underwriting Commission- underwriter - functions - advantages of
underwriting, types of underwriting - marked and unmarked applications
problems.

Unit 2 issue of shares

Meaning of shares, types of shares -preference shares and equity shares -
debentures - issue of shares at par, at premium, at discount, pro-rate allotment-
journal entries and bank account - preparation of balance sheet in the vertical form

Unit 3 profit prior to Incorporation

Meaning - calculation of sales ratio - time ratio - weighted ratio- treatment of
capital and revenue expenditure - ascertainment of Pre-incorporation and post-
incorporation profits by preparing profit and loss account and balance sheet in the
vertical form.

Unit 4 valuation of goodwill and shares

Meaning- circumstances of valuation of goodwill - factors influencing the value of
goodwill - methods of value of goodwill: average profit method, super profit
method, capitalisation of average profit method, capitalisation of super profit
method and annuity method -problems.

Meaning of valuation of shares- need for valuation - factors affecting valuation -
methods of valuation: intrinsic value method, yield method, earning capacity
method, fair value of shares.

Unit 5 company final accounts

Statutory provisions regarding preparation of company final accounts -treatment of
special items - tax deduction at source - advance payment of tax - provision for tax
- depreciation - interest on debentures - dividends - rules regarding payment of
dividends - transfer to reserve - preparation of profit and loss account and balance
sheet in vertical form (as per 2011 revised format).
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UNIT -1
UNDERWRITING OF SHARES

1. INTRODUCTION UNDERWRITING OF SHARES:

Underwriting an issue of shares or debentures involves entering into a contract with a person
known as underwriter, who may be an individual, partnership or company, undertaking that in
the event of the shares or debentures not being subscribed by the public or only a part of them
being subscribed, he shall take up the balance. In view of the magnitude of such an obligation,
Issues of shares or debentures are rarely underwritten by one person. They are either
underwritten by two or more persons jointly or only a part of the issue is underwritten and, in
respect of rest, the company takes the risk of the capital being not subscribed by the public.

2. UNDERWRITING COMMISSION

The function of an underwriter has great economic significance. It provides an assurance to
the company that it would be able to raise the stipulated amount of capital by the issue of
shares or debentures and, on the basis of such an assurance; company can proceed to draw
up its investment programme. The Central Government has recently set up a number of
financial institutions for helping companies to raise capital. One of the forms in which such a
help is rendered is by underwriting the issues of shares and debentures, made by the
companies. The prominent institutions that render this service are: Industrial Finance
Corporation, Industrial Credit and Investment Corporation of India and Life Insurance
Corporation of India.

In consideration of such a service, the underwriter is paid a commission. The Companies Act,
2013 places certain restrictions on the rate of commission and the conditions under which it
can be paid. It provides that commission only at a rate authorized by the Articles, not
exceeding 2'2% of the issue price of debentures and 5% of issue price of shares, can be paid.
No commission can be paid in respect of shares or debentures which have not been offered to
the general public for subscription.




3. PROVISIONS IN THE COMPANIES ACT AFFECTING THE UNDERWRITING:

Disclosure in the Prospectus - According the Companies Act, it is necessary that when anyl|
issue of shares or debentures is underwritten, the names of the underwriters and the opinion
of the directors that the resources of the underwriters are sufficient to discharge their
obligations should be stated.

Disclosure in the Statutory Report - According to clause (6) of the Form prescribed for such
a report, a brief description of each underwritten contract should be given and, if any contract
has not been carried out fully, the extent to which it has not been carried out and reasons
therefore should be stated. In addition, particulars of any commission paid or payable to any
Director, Manager, or their associates should be disclosed.

TWO TYPES OF UNDERWRITING CONTRACT:
Normal Underwriting

Firm Underwriting

2.41.3 Determination of liability where the whole or part of the issue has been™

underwritten by two or more underwriters: In the case in which whole or only part of an

issue has been underwritten by a number of underwriters, a difficulty may arise in determining
the liability of each of the underwriters; such a difficulty may arise in deciding the basis on
which the unmarked applications, i.e. the applications which have directly flowed to the
company should be allocated among the different underwriters. Marked applications are those

applications which are received through an underwriter and such applications are to his credit
against his overall obligations.

The allocation of unmarked applications to the underwriters can be done in any one of the two
ways: according to one method, the unmarked applications are allotted in the proportion of gross
amount of capital underwritten; alternatively these are allocated in proportion to the gross amount
of capital underwritten as reduced by the marked applications. How the liability of underwriters is
determined by following one or the other method, is explained below :

Elahi Buksh & Co. Ltd. issued 10,000 equity shares. These were underwritten as follows:
A 40% B 35% C 25%

In all, applications for 8,000 shares were received; applications for 2,000 shares have the
stamp of A; those for 1,000 shares that of B, and tbose for 2,000 shares that of C. There were
thus applications for 3,000 shares which did not bear any stamp or which were unmarked. If
credit for unmarked applications is given to A, B and C in proportion to their gross liability, the
liability of each of the underwriters will be as shown below:




A

B

C

Gross liability as underwritten
Less: Unmarked applications
3,000 shares in the ratio of 40:35:25
Gross Liability of underwriters
Marked applications
Balance
Credit to A and B for C's surplus (ratio 40:3)
Actual liability

4,000

1,200
2,800
2,000

(133
_667

3,900

(1,030)

2,500

(730)

2,430
1.000

1,730
2,000

1,430
(117)

(250)
250

1,333

If however, the other view is taken that unmarked applications should be credited to different
underwriters in the ratio of liability after credit for marked applications has been given - the

position will be as follows :

f however, the other view is taken that unmarked applications should be credited to different
underwriters in the ratio of liability after credit for marked applications has been given - the

position will be as follows :

A

B

C

Gross liability

Less: marked applications

Liability net of marked applications

Less: Unmarked applications
(Shares in ratio of 20:20:9)

Net liability

4,000
2000
2,000

(1.200

400

3,000
(1,000)

2,900
(2,000

2500
(1,500)

1000

500
1300

200

The liability in this case could also be determined by simply apportioning the total number of
shares yet to be subscribed (2,000 in the above case) in the proportion of the balance of the
liability after credit for marked forms has been given. Since the liability of each underwriter




If credit of marked application is ] E
|

Given to individual underwriter J [ Not given to individual underwriter ]

Then unmarked application will be
distributed in Gross Liability Less
marked application ratio

Then unmarked application will be
distributed in Gross Liability ratio

.

In case the information as regards the number of applications that are marked and those that are
unmarked is not available in the given question, it should be assumed that out of the total number
of applications received, a number proportionate to the value of the issue underwritten has been
received through the underwriters.

The surplus shown by the particular underwriters is to be credited to the other underwriters in
same proportion as for unmarked applications.

lllustration 1

Newton Limited incorporated on 1st January, 2013 issued a prospectus inviting applications
for 20,000 equity shares of ¥ 10 each. The whole issue was fully underwritten by Adams,

Benzamin and Clayton as follows:
Adams 10,000 shares
Benzamin 6,000 shares
Clayton 4,000 shares
Applications were received for 16,000 shares, of which marked applications were as follows:
Adams 8,000 shares
Benzamin 2,850 shares
Clayton 4,150 shares

You are required to find out the liabilities of individual underwriters.
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Note: The: applications are for 16,000 shares out of which 19,000 are marked. Hence
unmarked applications are for 1,000 shares.




2.4.2 Firm Underwriting

t signifies a definite commitment to take up a specified number of shares imespective of the
number of shares subscribed for by the public. In such a case, unless 1t has been ofherwise
agreed, the underwnter's iabiity 15 defermined without taking into account the number of
shares taken up firm’ by him that 1s to say, the underwnter is obliged to take up ;

(I} The number of shares he has applied for firm’; and
(i) The number of shares he is obliged to take up on the basis of the underwriting agreement.

In other wards, In such cases the obligation or liabilty of the underwriter Is the aggregate of
shares to be taken up under firm commitment and the shares as per underwriting commitment.

Let us say, A underwrites 60% of an issue of 10,000 shares and besides applies for 1,000
shares, firm’. In case there are marked applications for 4,800 shares he will have to take
2,200 shares, 1.¢. 1,000 shares for which he applied fim™ and 1,200 shares to mest his
liability of underwriting contract. If, on the other hand, the underwrting contract has provided
that abatement would be allowed in respect of shares taken up firm' the liability of A n the
above-mentioned case would only be for 1,200 shares in tofal,

2.4.2.1 When the Issue is Fully Underwritten [with Firm Underwriting]
There are two altemative ways:
(I} The benefit of firm underwriting is not given to indvidual underwriter, or

(1) The benefit of firm underwriting is given to individual underwriter




(i) The benefit of firm underwriting is not given to individual Underwriter:

For determining the liability of individual underwriter, the following steps are followed:
Step 1 Compute gross liability in the usual manner (if it has not been given).

Step 2 Subtract marked applications (excluding firm underwriting) from gross liability of
respective underwriters. If some of the resultant figures are found negative, then add
all negative figures and divide the resultant in the ratio of gross liability.

Step 3 Determine the number of unmarked applications as follows:

Total subscriptions (excluding firm underwriting) Hkkk ok

Less: Marked applications (excluding firm underwriting) R

RkkhRE

Unmarked applications by public

FREREE

Add: Applications under firm underwriting

FREREE

Total unmarked applications

Divide the above calculated unmarked applications in the ratio of gross liability.

If the resultant figures of Step 3 are all positive or zero, then it represents net liability
as per agreement. After this step, go to Step 5 (skip Step 4).

If some of the resultant figures are negative, then continue to Step 4.

Step 4 Add all the negative figures and divide the resultant between the underwriters having
positive figures in the ratio of gross liability. Repeat Step 4 unless all figures are non-
negative. Now these figures represent the net liability as per agreement. After this
step, to Step 5.

Step 5 Add firm underwriting with the net liability as per agreement. The resultant figures
represent total liability.

Here,

(1) Firm underwriting is treated as unmarked applications and divided in the
ratio of gross liability.

(2) The liability of underwriter consists of:
(a) Net liability as per agreement; and

(b) Firm underwriting.




(i) The benefit of firm underwriting is given to individual underwriter
For determining the liability of individual underwriter, the following steps are followed:
Step 1 Compute gross liability in the usual manner (if it has not been given).

Step 2 Subtract marked applications (excluding firm underwriting) from gross liability of
respective underwriters. If some of the resultant figures are found negative, then add
all negative figures and divide their sum in the ratio of gross liability.

Step 3 Determine the number of unmarked applications as follows:

Total subscriptions (excluding firm underwriting) bkl

Less: Marked applications (excluding firm underwriting) bkl

LR e

Unmarked applications by public

Divide the above calculated unmarked application in the ratio of gross liability.
Step 4 Subtract “firm underwriting” of individual underwriter from the respective figures of Step 3.

If the resultant figures of Step 4 are all positive or zero, then that represents net
liability as per agreement. After this step, go to Step 6 (skip Step 5).

If some of the resultant figures are negative, then continue to Step 3.

Step 5 Add all negative figures and divide it between the underwriters having positive figures
in the ratio of gross liability. Repeat Step 5 unless all figures are non-negative. Now
these figures represent the net liability as per agreement. After this step, go to Step 6.

Step 6 Add firm underwriting with the net liability as per agreement. The resultant figures
represent total liability.

Here,
(1) Firm underwriting is not treated as unmarked applications.

(2) Firm underwriting is credited to individual underwriters separately.
(3) The liability of Underwriter consists of:

(a) Net liability as per agreement; and

(b) Firm underwriting.
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Illustration 2

Rosy Ltd. made a public issue of 4,00,000 equity shares of ¢ 10 each, ¥ 2 payable on
application. The entire issue was underwritten by five underwriters as follows: A: 25%, B: 25%,
C: 25%, D: 10% and E: 15%. Under the underwriting terms, a commission of 2% was payable
on the amount underwritten. Further, the underwriter was at liberty to apply, during the tenure
of public issue, for any number of shares in which case he was entitled to a brokerage equal
to 1/2% of the par value of shares so applied for.

Applications received were to be analyzed on the basis of rubber stamp of the underwriter,
who was to be given credit for the number of applications received bearing his rubber stamp.
Applications received which did not bear any rubber stamp were considered as ‘direct
applications” to be credited to all the underwriters in the ratio of their respective underwriting
commitment. If. any such credit being given a “surplus™ was to result in respect of any
underwriter, as compared to his commitment, such surplus was to be distributed amongst the
remaining underwriters in the ratio of their respective underwriting commitments.

As a result of the issue the following applications were received:

As a result of the issue the following applications were received:
Bearing rubber stamp of A 102,000 shares
-Do- B 95,000 shares
-Do- C 60,000 shares
-Do- D 32,000 shares
-Do- E 51,000 shares
Not bearing any stamp 10.000 shares
3.50.000 shares

Included in the number of applications mentioned against D in the above table was an
application made by D himself for 10,000 shares. The underwriters were informed of the
amounts due to or from them, the amounts were duly received or paid.

Show, with the aid of necessary workings, the entries to record the amount so received or paid.




Journal Entry

Bank Alc
Underwriting commission Alc
Brokerage on shares Alc

To Equity Shares applications Alc
To Bank Ale

Working Notes: (for description of the columns see below)

Name | 1

100000
100,000
100,000

40,000

60,000

400000




Column No.
Commitment—No. of Shares
Marked Applications
Additional proportionate no. of direct applications or unmarked applicaitons
Total (2) + (3)
Allocation of surplus — done in the ratio of underwriting i.e 25:25:10:15 (B, C, D & E)
Total (4)+(5) - this will be the total credited applications
Final Deficit (1)—(6): Commitment — Total Credited Applicaitons
Amount Receivable from underwriters due @ I 2 per share.

Underwriting Commission due @ 2 % nominal value.

Brokerage due @ 1/2%: Only payable to D for 10,000/- shares applied by him on par

value of the shares i.e on Rs 100,000
(11) Due from underwriters.

(12) Due to underwriters.

lllustration 3

Libra Ltd. came up with an issue of 20,00,000 equity shares of ¥ 10 each at par. 5,00,000
shares were issued to the promoters and the balance offered to the public was underwritten by
three underwriters Anand, Vijay and Ashok - equally with firm underwriting of 50,000 shares
each. Subscriptions totalled 12,97,000 shares including the marked forms which were :

Anand 425,000 shares
Vijay 450,000 shares
Ashok 3,50,000 shares

The underwriters had applied for the number of shares covered by firm underwriting. The
amounts payable on application and allotment were ¥ 2.50 and & 2.00 respectively. The
agreed commission was 5%.

Pass summary journal entries for —

(a) The allotment of shares to the underwriters;
(b) The commission due to each of them; and
(c) The net cash paid and or received.

Note: Unmarked applications are to be credited to underwriters equally. Benefit of firm
underwriting is given to individual underwriter.

17




Libra Ltd.
Journal

Dr.
4

Bank Alc

To Share Application Alc
(Application money received on firm applications for 50,000
each @ T 2.50 per share from Anand, Vijay & Ashok)

Anand Dr.
Vijay Dr.
Ashok Dr.
Share Application Alc Dr.
To Share Capital Alc

(Allotment of shares to underwriters 50,000 to Anand; 50,000 to
Vijay and 1,03,000 to Ashok; application and allotment money
credited to share capital)

Underwriting Commission Alc Dr.
To Anand

To Vijay

3,75,000

1,00,000
1,00,000
3,38,500
3,75,000

7,50,000

3,735,000

9,13,500

2,950,000
2,50,000




To Ashok

(Amount of underwriting commission payable to Anand, Vijay and
Ashok @ 5% on the amount of shares underwritten.)

Bank Alc Dr.

To Ashok
(Amount received from Ashok on shares allotted less underwriting
commission)

Anand Dr.
Vijay Dr.
To Bank Alc

(Amount paid to Anand & Vijay in final seftlement of underwriting
commission due less amount payable on shares allotted payable to
him )

1,90,000
1,90,000

2,50,000

3,00,000




Working Notes :
(1)  Calculation of Liability of Underwriters

Anand

Vijay

Ashok

Gross Liability (No. of shares)
Less : Marked Applications(excluding firm underwriting)

Less : Unmarked Applications (equally)

Less : Firm Underwriting

Surplus of Vijay distributed between Anand & Ashok equally
Surplus of Anand allocated to Ashok totally

Less : Adjustment of Anand's surplus

Net liability, excluding firm underwriting

Add. Firm underwriting
Total liability of underwriters

5,00,000
(4,25,000)

5,00,000
(4,50,000)

5,00,000
(3,90,000)

75,000
(24.000)

50,000
(24.000)

1,50,000
(24.000)

51,000
(50.000)

26,000
(50.000)

1,26,000
(50.000)

1,000
(12,000)

(24,000)
24,000

76,000
(12,000)

(11,000)
11,000

64,000-
(11,000)

11,000
(11,000)

64,000
(11,000)

50,000

53,000
50,000

20,000

1.03.000

(2) Calculation of Amounts Payable by Underwriters

Anand

Vijay

Ashok

Liability (No. of shares)
Amount payable @ ¥ 4.50 per share
Less Amount paid on Firm

50,000
2,235,000
(1.25,000)

50,000
2,25,000
(1,25,000)

Applications of 50,000 each @ ¥ 2.50

1,03,000
4,63,500
1,25,000




Balance payable 100000 | 1,00,000 3,38,500
Underwriting Commission Receivable 250000 | 250,000 250,000
Amount Paid 150,000 | 1,50,000
Amount received by the Co. — —

lllustration 4

A company made a public issue of 1,25,000 equity shares of ¥ 100 each, ¢ 50 payable
application. The entire issue was underwritten by four parties: A, B, C, and D in the proportion
of 30% and 25%, 25% and 20% respectively. Under the terms agreed upon, a commission of
2% was payable on the amounts underwritten.

A, B, C, and D also agreed on ‘firm’; underwriting of 4,000, 6,000, Nil and 15,000 shares
respectively.

The total subscriptions, excluding firm underwriting, including marked applications were for
90,000 shares. Marked applications received were as under :

A 24000 C 12,000 B 20,000 D 24,000

Ascertain the liability of the individual underwriters and also show the journal entries that you
would make in the books of the company. All workings should form part of your answer.

Solution: w

When the benefit of firm underwriting is given to individual underwriters.
(i) Total marked applications:

A B C D
24,000 +20,000 +12,000 +24.000 =80,000
(ii)  Shares subscribed excluding firm underwriting

Total applications 90,000 shares
Less : Marked applications (80,000) shares
Unmarked 10,000

Statement showing Liability of underwriters

A B C D Total
Gross liability (30:25:25:20) 37,500 | 31,250 | 31,250 | 25,000 | 1,25,000
Less : Marked applications (24.000) | (20.000) | (12.000) | (24.000) | (80.000)
13,500 | 11,250 | 19,250 1,000 45,000
Less : Unmarked (in Gross Ratio) | (3.000) | (2.500) | (2.500) | (2.000) | (10.000)




Less : Firm underwriting

Less : Surplus of ‘D'allotted to
A, B&C(30:25:25)

Surplus of ‘B allotted
Net liability

(4.000)

(6.000)

(15,000)

(25,000}

6,900

(6,000)

2,150

(5,000)

16,750

15,000)

-16,000

10,000

300
500

12.250)

11,730
1,750

10,000

10.000

10.000

/) Statement of underwriters’ liability

Firm
Others

) Amounts due from underwriters

4,000

6,000

10,000

15,000 25,000

10,000

4,000

6,000

10,000

15,000 35,000

Total

Shares to be subscribed
as per (iv) above
Amount due @ < 90 per share

Less : Commission due of shares
underwritten

4,000

6,000

10,000

15,000

35,000

2,00,000

(79.000)

3,00,000

(62.500)

9,00,000

(62.500)

7,90,000

(50.000)

17,90,000

2.50,000)

129,000

2,371,500

4,371,500

7.00,000

15,00,000




When the benefit of firm underwriting is not given to individual underwriter:
()  Total marked applications = 24,000+20,000+12,000+24,000 = 80,000
(i)  Shares subscribed excluding
‘Firm” underwriting but including
Marked applications 90,000 shares
Add: ‘Firm" underwriting 25.000 shares
Total subscription 1,15,000 shares
Less: Marked Applications (80.000) shares
Balance being unmarked 35,000 shares
) Check:
(a) Taken by public - unmarked applications 10,000 shares
(b) Public through underwriters - marked 80,000 shares
(c) By underwriters - under agreement 35,000 shares
1,25.000 shares

Journal Entry

{
Bank Ale 60,00,000

Underwriting Commission Alc 2,90,000

Equity share Application Alc 62,50,000




UNIT -2
ISSUE OF SHARES

Shares refer to the units into which the total share capital of a company is divided. Thus, a share is a
fractional part of the share capital and forms the basis of ownership interest in a company. The persons
who contribute money through shares are called shareholders.

TYPES OF SHARES

Preference shares

According to Section 43 of The Companies Act, 2013, a preference share is one, which fulfils the
following conditions :

That it carries a preferential right to dividend to be paid either as a fixed amount payable to preference
shareholders or an amount calculated by a fixed rate of the nominal value of each share before any
dividend is paid to the equity shareholders.

That with respect to capital it carries or will carry, on the winding up of the company, the preferential
right to the repayment of capital before anything is paid to equity shareholders.

Equity Shares:

According to Section 43 of The Companies Act, 2013, an equity share is a share which is not a preference
share. In other words, shares which do not enjoy any preferential right in the payment of dividend or
repayment of capital, are termed as equity/ordinary shares. The equity shareholders are entitled to share
the distributable profits of the company after satisfying the dividend rights of the preference share
holders. The dividend on equity shares is not fixed and it may vary from year to year depending upon the
amount of profits available for distribution. The equity share capital may be (i) with voting rights; or (ii)

with differential rights as to voting, dividend or otherwise in accordance with such rules and subject to
such conditions as may be prescribed.

SHARE CAPITAL OF A COMPANY:

A company, being an artificial person, cannot generate its own capital which has necessarily to be
collected from several persons. These persons are known as shareholders and the amount contributed by
them is called share capital. Since the number of shareholders is very large, a separate capital account
cannot be opened for each one of them. Hence, innumerable streams of capital contribution merge their
identities in a common capital account called as ‘Share Capital Account’.




CATEGORIES OF SHARE CAPITAL:

From accounting point of view the share capital of the company can be classified as follows:

* Authorised Capital: Authorised capital is the amount of share capital which a company is authorised to
issue by its Memorandum of Association. The company cannot raise more than the amount of capital as
specified in the Memorandum of Association. It is also called Nominal or Registered capital. The
authorised capital can be increased or decreased as per the procedure laid down in the Companies Act. It
should be noted that the company need not issue the entire authorised capital for public subscription at a
time. Depending upon its requirement, it may issue share capital but in any case, it should not be more
than the amount of authorized capital.

* Issued Capital: It is that part of the authorised capital which is actually issued to the public for
subscription including the shares allotted to vendors and the signatories to the company’s memorandum.
The authorised capital which is not offered for public subscription is known as ‘unissued capital’.
Unissued capital may be offered for public subscription at a later date.

* Subscribed Capital: It is that part of the issued capital which has been actually subscribed by the public.
When the shares offered for public subscription are subscribed fully by the public the issued capital and
subscribed capital would be the same. It may be noted that ultimately, the subscribed capital and issued
capital are the same because if the number of share, subscribed is less than what is offered, the company
allot only the number of shares for which subscription has been received. In case it is higher than what is
offered, the allotment will be equal to the offer. In other words, the fact of over subscription is not
reflected in the books.

* Called up Capital: It is that part of the subscribed capital which has been called up on the shares. The
company may decide to call the entire amount or part of the face value of the shares. For example, if the
face value (also called nominal value) of a share allotted is Rs. 10 and the company has called up only Rs.
7 per share, in that scenario, the called up capital is Rs. 7 per share. The remaining Rs. 3 may be collected
from its shareholders as and when needed.

» Paid up Capital: It is that portion of the called up capital which has been actually received from the
shareholders. When the shareholders have paid all the call amount, the called up capital is the same to the
paid up capital. If any of the shareholders has not paid amount on calls, such an amount may be called as
‘calls in arrears’. Therefore, paid up capital is equal to the called-up capital minus call in arrears.

» Uncalled Capital: That portion of the subscribed capital which has not yet been called up. As stated

carlier, the company may collect this amount any time when it needs further funds.




Reserve Capital: A company may reserve a portion of its uncalled capital to be called only in the event of
winding up of the company. Such uncalled amount is called ‘Reserve Capital’ of the company. It is
available only for the creditors on winding up of the company.

Issue of Shares

A salient characteristic of the capital of a company is that the amount on its shares can be gradually
collected in easy instalments spread over a period of time depending upon its growing financial
requirement. The first instalment is collected along with application and is thus, known as application
money, the second on allotment (termed as allotment money), and the remaining instalment are termed as
first call, second call and so on.

The important steps in the procedure of share issue are :

* Issue of Prospectus: The company first issues the prospectus to the public. Prospectus is an invitation to
the public that a new company has come into existence and it needs funds for doing business. It contains
complete information about the company and the manner in which the money is to be collected from the
prospective investors.

Receipt of Applications: When prospectus is issued to the public, prospective investors intending to
subscribe the share capital of the company would make an application along with the application money
and deposit the same with a scheduled bank as specified in the prospectus. The company has to get
minimum subscription within 120 days from the date of the issue of the prospectus. If the company fails
to receive the same within the said period, the company cannot proceed for the allotment of shares and
application money should be returned within 130 days of the date of issue of prospectus.

Allotment of Shares: If minimum subscription has been received the company may proceed for the
allotment of shares after fulfilling certain other legal formalities. Letters of allotment are sent to those
whom the shares have been alloted, and letters of regret to those to whom no allotment has been made.
When allotment is made, it results in a valid contract between the company and the applicants who now
became the shareholders of the company

Accounting Treatment

On application :

The amount of money paid with various instalment represents the contribution to share capital and should
ultimately be credited to share capital. However, for the sake of convenience, initially individual accounts
are opened for each instalment. All money received along with application is deposited with a scheduled
bank in a separate account opened for the purpose. The journal entry is as follows:

Bank A/c Dr.

To Share Application A/c




(Amount received on application for — shares @ Rs. per share)

On allotment :

When minimum subscription has been received and certain legal formalities on the allotment of shares
have been duly compiled with, the directors of the company proceed to make the allotment of shares.The
allotment of shares implies a contract between the company and the applicants who now become the
allottees and assume the status of shareholders or members.

The journal entries with regard to allotment of shares are as follows:

1.For Transfer of Application Money

Share Application A/c Dr.
To Share Capital A/c
(Application money on Shares allotted/

transferred to Share Capital)

2. For Money Refunded on Rejected Application

Share Application A/c Dr.

To Bank A/c

(Application money returned on rejected application for __ shares)

For Amount Due on Allotment

Share Allotment A/c Dr.

To Share Capital A/c




For Adjustment of Excess Application Money

Share Application A/c Dr.

To Share Allotment A/c

(Application Money on __Shares @ Rs__per shares

adjusted to the amount due on allotment).

For Receipt of Allotment Money

Bank A/c Dr.
To Share Allotment A/c
(Allotment money received on _ Shares @

Rs. — per share Combined Account)

For Receipt of Application and Allotment

Bank A/c Dr.
To Share Application and Allotment A/c
(Money received on applications for shares

@ Rs. per share).

For Transfer of Application Money and Allotment Amount Due

Share Application and Allotment A/c Dr.

To Share Capital A/c

(Transfer of application money to Share Capital Account




for amount due or allotment of — Share @ Rs. per share)

For Money Refunded on Rejected Applications
Share Application and Allotment A/c Dr.

To Bank A/c

(Application money returned on rejected application

for __ shares)

On Receipt of Allotment Amount

Bank A/c Dr.

To Share Application and Allotment A/c
(Balance of Allotment Money Received)
Problem 1

Mona Earth Mover Limited decided to issue 12,000 shares of Rs.100 each payable at Rs.30 on

application, Rs.40 on allotment, Rs.20 on first call and balance on second and final call. Applications

were received for 13,000 shares.The directors decided to reject application of 1,000 shares and their
application oney being refunded in full. The allotment money was duly received on all the shares, and all
sums due on calls are received except on 100 shares. Record the transactions in the books of Mona Earth
Movers Limited.

Solution :

Books of Mona Earth Mover Limited
Journal
Particulars L.F. Debit Credit

Amount | Amount
(Rs.) (Rs.)

Bank A/c x 3.,90,000
To Share Application A/c 3.90,000

(Application money on 13,000 shares @ Rs.30

per share received)

Share Application A/c Dr.
To Share Capital A/c 3,60,000

(Application money transferred to share capital)
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Share Application A/c
To Bank A/c

(Application money on 1,000 shares returned]

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

(Money due on allotment of 12,000

shares @ Rs. 40 per share)

Bank A/c Dr.
To Share Allotment A/c 4,80,000

(Money received on 12,000 shares @ Rs. 40 per

share on allotment)
Share First Call A/c Dr.
To Share Capital A/c 2,40,000

(Money due on 12,000 shares @ Rs. 20 per
share on first Call)

Bank A/c Dr.
To Share First Call A/c
(First Call money received except for 100 shares)

Share Second and Final Call A/c Dr.
To Share Capital A/c

(Money due on 12,000 shares @ Rs. 10 per

share on Second and final Call )

Bank A/c
To Share Second and Final Call A/c

(Second and final call money received
except for 100 shares)

Calls in Arrears

It may happen that shareholders do not pay the call amount on due date. When any shareholder fails to
pay the amount due on allotment or on any of the calls, such amount is known as ‘Calls in
Arrears’/‘Unpaid Calls’. Calls in Arrears represent the debit balance of all the calls account. Such amount
shall appear as ‘Note to Accounts (Refer Chapter 3). However, where a company maintains

‘Calls in Arrears’ Account, it needs to pass the following additional journal entry:

Calls in Arrears A/c Dr.
To Share First Call Account A/c
To Share Second and Final Call Account A/c

(Calls in arrears brought into account)




On receipt of the call amount together with interest, the amount of interest shall be credited to interest
account while call money shall be credited to the respective call account or to calls in arrears account.
When the shareholder makes the payment of calls in arrears together with interest, the entry will be as
follows:

Bank A/c Dr.

To Calls in Arrears A/c

To Interest A/c

(Calls in arrears received with interest)

Calls in Advance

Sometimes shareholders pay a part or the whole of the amount of the calls not yet made. The amount so
received from the shareholders is known as “Calls in Advance”. The amount received in advance is a
liability of the company and should be credited to ‘Call in Advance Account.” The amount received will
be adjusted towards the payment of calls as and when they becomes due. Table F of the Companies Act
provides for the payment of interest on calls in advance at

a rate not exceeding 12% per annum. The following journal entry is recorded for the amount of calls
received in advance.

Bank A/c Dr.

To Calls in Advance A/c

(Amount received on call in advance)

On the due date of the calls, the amount of ‘Calls in Advance’ is adjusted by the

following entry :

Calls in Advance A/c Dr.
To Particular Call A/c

(Calls in advance adjusted with the call money due)




The balance in ‘Calls in Advance’ account is shown as a separate item under the

title Equity and Liabilities in the company’s balance sheet under the head ‘current
liabilities’, as sub-head ‘others current liabilities’. It is not added to the amount of

paid-up capital.

The accounting treatment of interest on Calls in Advance is as follows:
1. For Payment of Interest

Interest on Calls in Advance A/c Dr.

To Bank A/c

(Interest paid on Calls in Advance)

Or

2.(a) For Interest due

Interest on Calls in Advance A/c Dr.
To Sundry Shareholder’s A/c

(Interest paid on Calls in Advance)

2.(b) For Interest Paid
Sundry Shareholder’s A/c Dr.

To Bank A/c




Illustration 5 ——
Unique Pictures Limited was registered with an authorised capital of Rs. 5,00,000
divided into 20,000, 5% preference shares of Rs. 10 each and 30,000 equity
shares of Rs. 10 each. The company issued 10,000 preference and 15,000 equity
shares for public subscription. Calls on shares were made as under

Equity Shares Preference Shares
[Rs.) (Rs.)
Application 2 2
Allotment 3 3
First Call 2.50 2.50
Second and Final Call ~ 2.50 2.50
All these shares were fully subscribed. All the dues were received except the
second and final call on 100 equity shares and on 200 preference shares. Record
these transactions in the journal. You are also required to prepare the cash
book and balance sheet.

Solution ﬂ
Books of Unique Pictures Limited
Journal

Particulars L.F.

Equity Share Application A/c

5% Preference Share Application A/c
To Equity Share Capital A/c
To 5% Preference Share Capital A/c

(Transfer of application money)

Equity Share Allotment A/c
5% Preference Share Allotment A/c
To Equity Share Capital A/c
To 5% Preference Share Capital A/c
(Amount due on allotment)

Equity Share First Call A/c
5% Preference Share First Call A/c
To Equity Share Capital A/c
To 5% Preference Share Capital A/c
(First call money due)




Equity Share Second and Final Call A/c Dr.
5% Preference Share Second and final Call A/cDr.
To Equity Share Capital A/c 37,500
To 5% Preference Share Capital A/c 25,000
(First call money due)

Call in Arrears A/c Dr.
To Equity Share Second and Final Call A/c
To 5% Preference Share Final Call A/c

(For Calls in Arrears)

Cash Book (Bank Column)

Receipts L.F. Amount |Date | Payments
(Rs.)

Equity Share 30,000 Balance c¢/d
Application
5% Preference Share 20,000
Application
Equity Share 45,000
Allotment
5% Preference 30,000
Share Allotment
Equity Share First 37,500
Call
5% Preference Share 25,000
First Call
Equity Share Second 37,250
and Final Call
5% Preference Share 24,500
Second and Final Call

2,49,250 2,49,250

Balance Sheet of unique pictures asat . .. ..
Particulars Note|] Amount

No. (Rs.)

I. Equity and Liabilities
1. Shareholders' Funds

a) Share capital 2,49,250
2,49,250

II. Assets

1. Current assets
a) Cash and Cash Equivalents 2.49,250

2,49,250




Notes to Accounts
1.Share Capital
Authorised Capital
30,000 Equity Shares of Rs. 10 each 3.00,000
20,000 5% Preference Shares of Rs. 10 each 2,00,000
5,00,000

Issued Capital
15,000 Equity Shares of Rs. 10 each 1,50,000
10,000 5% Preference Shares of Rs. 10 each 1.00,000 |

2,50,000

Subscribed Capital

Subscribed and fully paid-up
14,900 Equity Shares of Rs. 10 each
9,800, 5% Preference Shares of Rs. 10 each

2,47,000
Subscribed but not fully paid-up
100 Equity Shares of Rs. 10 each
Less: Calls in Arreras 750

200, 5% Preference Shares of Rs. 10 each
Less : Calls in Arrers 1.500

2,49,250

Forfeiture of Shares:

It may happen that some shareholders fail to pay one or more instalments, viz. allotment money and/or
call money. In such circumstances, the company can forfeit their shares, i.e. cancel their allotment and
treat the amount already received thereon as forfeited to the company within the framework of the
provisions in its articles. These provisions are usually based on Table F which authorise the directors to
forefeit the shares for non-payment of calls made. For this purpose, they have to strictly follow the
procedure laid down in this regard. Following is the accounting treatment of shares issued at par,
premium or at a discount. When shares are forefeited all entries relating to the shares forfeited except
those relating to premium, already recorded in the accounting records must be reversed. Accordingly,
share capital account is debited with the amount called-up in respect of shares are forfeited and crediting
the respective unpaid calls accounts’s or calls in arrears account with the amount already received.

Forfeiture of Shares issued at Par:




Share Capital A/c (Called up amount) Dr.
To Share Forfeiture A/c (Paid up amount)
To Share Allotment A/c

To Share Calls A/c (individually)

shares forfeited for non-payment of allotment money and calls made)

It may be noted here that when the shares are forfeited, all entries relating to the forfeited shares must be
reversed except the entry relating to share premium received, if any. Accordingly, the share capital is
debited to the extent to called-up capital and credited to (i) respective unpaid calls account i.e., calls in
arrears and (ii) share forfeiture account with the amount already received on shares.

The balance of shares forfeited account is shown as an addition to the total paid-up capital of the company
under the head ‘Share Capital’ under title ‘Equity and Liabilities’ of the Balance Sheet till the forfeited
shares are reissued.

Illustration 10

Honda Limited issued 10,000 equity shares of 100 each payable as follows:

Rs. 20 on application, Rs. 30 on allotment, Rs. 20 on first call and Rs. 30 on
second and final calls 10,000 shares were applied for and allotted. All money
due was received with the exception of both calls on 300 shares held by Supriya.
These shares were forfeited. Give necessary Journal entries.




Bank A/c
To Share Application A/c

(Application money on 10,000 shares
@Rs.20 per share received)

Share Application A/c
To Share Capital A/c

(Application money transferred to
share capital)

Share Allotment A/c
To Share Capital A/c

(Money due on allotment of 10,000 shares
@Rs. 30 per share)

Bank A/c
To Share Allotment A/c

(Allotment Money received on 10,000 shares
@ Rs. 30 per share on)

Bank A/c
To Share Allotment A/c

(Allotment Money received on 10,000 shares
@ Rs. 30 per share on )

Share First Call A/c
To Share Capital A/e

(Money due on 10,000 shares
@ Rs. 20 per share on Ist Call)

Bank A/c Dr.

To Share First Call A/c
(First call money received except for 300 shares)

Share Second and Final Call A/c Dr.

To Share Capital A/c

(Money due on 10,000 shares @ Rs. 30 per
share on Second and Final Call)

Bank A/c Dr.

To Share Second and Final Call A/c

(Second and Final Call money received except
for 300 shares)

Share Capital A/c
To Share First Call A/c
To Share Second and Final Call A/c
To Share Forfeiture A/c

(300 shares Forfeited)

2,91,000




ILLUSTRATION:

Ashok Limited issued 3,00,000 equity shares of Rs. 10 each at a premium of Rs. 2 per share, payable as
Rs. 3 on application, Rs. 5 on allotment (including premium) and the balance in two calls of equal
amount. Applications were received for 4,00,000 shares and pro-rata allotment was

made to all the applicants. The excess application money was adjusted towards allotment. Mukesh who
was allotted 800 shares failed to pay both the calls and his shares were forfeited after the second call.
Record necessary journal entries in the books of Ashok Limited and also show the balance sheet:




Solution:
Books of Ashok Limited
Journal

Earticulars .F. Debit Credit
Amount| Amount
(Rs.) (Rs.)
Bank A/c . 12,00,000
To Equity Share Application A/c 12,00,000

(Application money received on
4,00,000 shares)

Equity Share Application A/c
To Equity Share Capital A/c
To Equity Share Allotment A/c

(Application money on 3,00,000 shares transferred
to share capital account and the excess amount
adjusted to share allotment account)

Equity Share Allotment A/c Dr. 15,00,000
To Equity Share Capital A/c 9,00,000
To Securities Premium Reserve A/c 6,00,000

(Allotment money due on 3,00,000 shares)

Bank A/c : 12,00,000

To Equity Share Allotment Reserve A/c

(Allotment amount received after adjusting
excess money received with application)

Equity Share First Call A/c
To Equity Share Capital A/c 6,00,000
(First Call amount due on 3,00,000 shares)

Bank A/c Dr. 5,98,400

Calls in Arrears A/c Dr. 1,600
To Equity Share First Call A/c 6,00,000
(First Call amount received on 2,99,200 shares)




Bank A/c Dr,
Calls in Arrears A/c Dr,

To Equity Share Second and Final Call A/c 6,00,000
(Amount on 2,99,200 shares received)

Equity Share Capital A/c Dr.
To Share Forfeiture A/c
To Call in Arrears A/c

(Forfeiture of 800 shares)

Balance Sheet of Ashok Limited as on

Particulars Note No, | Amount (Rs.)

I EQUITY AND LIABILITIES

. Shareholders' Funds
(a) Share Capital 29,96,800
(b) Reserves and Surplus 6,00,000

35,96,300

I ASSETS
1.Current Assets
Cash and Cash Equivalents 35,96,800
35,96,800




Notes to Accounts

1. Share Capital
Authorised Capital
.. Equity shares of Rs. 10 each

Issued Capital
3,00,000 Equity shares of Rs. 10 each 30,00,000

Subscribed Capital
Subscribed and Fully Paid-up
2,99,200 Equity shares of Rs. 10 each 29,92,000

Add: Share forfeiture accounts 4,800
29,96,800

2. Reserves and Surplus
Securities Premium Reserve 6,00,000

3. Cash and Cash Equivalents
Cash at bank 35,96,800

Problem

Janta Papers Limited invited applications for 1,00,000 equity shares of Rs. 25 each payable as under:
On Application Rs. 5.00 per share

On Allotment Rs. 7.50 per share

On First Call Rs. 7.50 per share

(due two months after allotment)

On Second and Final Call Rs. 5.00 per share (due two months after First Call)




Applications were received for 4,00,000 shares on January 01, 2017 and allotment was made on February
01, 2017.

Record journal entries in the books of the company to record these share capital transactions under each
of the following circumstances:

1 The directors decide to allot 1,00,000 shares in full to selected applicants and the applications for the
remaining 3,00,000 shares were rejected outright.

2 The directors decide to make a pro-rata allotment of 25 per cent of the shares applied for to every

applicant; to apply the balance of application money towards amount due on allotment; and to refund the
amount remaining thereafter.

3 The directors totally reject applications for 2,00,000 shares, accept full applications for 80,000 shares
and make a pro-rata allotment of the 20,000 shares to remaining applicants and the excess application
money is to be adjusted towards allotment and calls to be made.




Books of Janta Papers Limited
Journal

First Alternative

Date

2017
January 01 |Bank A/c Dr.

To Equity Share Application A/c 20,00,000

(Money received on applications for 4,00,000
shares @ Rs. 5 per share)

February 01| Equity Share Application A/c Dr.
To Equity Share Capital A/c 5,00,000
To Bank A/c 15.00,000

(Transfer of application money on 1,00,000
shares to share capital and money refunded
on rejected applications)

February 01| Equity Share Allotment A/c Dr. 7.50,000
To Equity Share Capital A/c

(Amount due on the allotment of 1,00,000

shares @ Rs 7.50 per share)

Bank A/c Dr. 7.50,000
To Equity Share Allotment A/c 7.50,000

(Allotment money recelved)

April 01 Equity Share First Call A/c Dr. 7.50.000
To Equity Share Capital A/c

(First call money due on 1,00,000 shares @
Rs. 7.50 per share)

April 01 Bank A/c Dr.
To Equity Share First Call A/c
(First call money received)

June 01 Equity Share Second and Final Call A/c Dr.
To Equity Share Capital A/c

(Final Call money due on 1,00,000 shares
@ Rs. b per share)

June 01 Bank A/c Dr.
To Equity Share Second and Final Call A/c
(Final call money received)




Second Alternative

Date Particulars .F. Credit
Amount
(Rs.)

2017
January O1 | Bank A/c Dr.
To Equity Share Application A/c 20,00,000
(Money received on applications for 4,00,000
shares @ Rs. 5 per share)

February 01| Equity Share Application A/c

To Equity Share Capital A/c

To Equity Share Allotment A/c

To Bank A/c
(Transfer of application money on Shares
allotted to share capital, excess application
amount credited to allotment account and
money refunded on rejected applications)

February 01| Equity Share Allotment A/c Dr. 7.50,000

To Equity Share Capital A/c 7.50,000
(Amount due on the allotment of Rs. 1,00,000
shares @ Rs 7.50 per share)

Third Alternative

Date

2017
January 01| Bank A/c Dr.

To Equity Share Application A/c 20,00,000

(Money received on applications for 4,00,000
shares @ Rs. 5 per share)




February 01

February 01

April 01

Equity Share Application A/c
To Equity Share Capital A/c
To Equity Share Allotment A/c
To Calls-in-Advance A/c
To Bank A/c

(Amount on share application adjusted to
share capital, share allotment and calls in
advance and the balance refunded including
the money on rejected applications)

Equity Share Allotment A/c Dr.,

To Equity Share Capital A/c

(Transfer of application money on shares
allotted to share capital and amount due
on the allotment of 1.00,000 shares @

Rs. 7.50 per share)

Bank A/c
To Equity Share Allotment A/c
(Allotment money received)

Equity Share First Call A/c
To Equity Share Capital A/c

(First Call money due on 1,00.000
shares @ Rs. 7.50 per share)

7.50,000

5,00,000
1,50,000
2,50,000
11.00,000




Bank A/c Dr. 6,00,000
Calls In Advance A/c Dr. 1.50,000
To Equity Share First Call A/c

(Calls-in-advance adjusted against first call
and the balance money on call recelved)

June 01 Equity Share Second and Final Call A/c Dr.
To Equity Share Capital A/c

(Final Call money due on 1,00,000
shares @ Rs. 5 per share)

June 01 Bank A/c Dr.
Calls in Advance A/c Dr.

To Equity Share Second and Final CallA/c
(Calls-in-advance adjusted against final call
and the balance money on call received)

Worlking Notes:

(Rs.)
Excess Application Money 15,00,000

LessTransfers :
Share Allotment —
20,000 shares @ Rs. 7.50 1,650,000
Share Calls —
20,000 shares @ Rs, 12.50 2.50.000 4.00.000!

Amount to be refunded (including that on 11,00,000
the rejected applications)




Problem

Mona Earth Mover Limited decided fo issue 12,000 shares of Rs.100 each
pavable at Rs.30 on application, Rs.40 on allotment, Rs.20 on first call and
balance on second and final call. Applications were received for 13,000 shares.
The directors decided to reject application of 1,000 shares and their application
money being refunded in full. The allotment money was duly received on all the
shares, and all sums due on calls are received except on 100 shares.

Record the transactions in the books of Mona Earth Movers Limited

Solution
Books of Mona Earth Mover Limited

Journal
FParticulars LF.

Bank A/c
To Share Application Afc

(Application money on 13,000 shares @ Rs.30
per share received)

Share Application A/c Dr.

To Share Capital A/c
(Application money transferred to share capital

Share Application A/c Dr.
To Bank A/c
|Application money on 1,000 shares returned)

Share Allotment A/c Dr.
To Share Capital A/e

(Money due on allotment of 12,000

shares @ Rs. 40 per share)

Bank A/c Dr.
To Share Allotment A/c

(Money received on 12,000 shares @ Rs. 40 per

share on allotment)




Share First Call A/fc
To Share Capital Afc

(Money due on 12,000 shares @ Rs. 20 per
share on first Call)

Bank Ajc Dir.
To Share First Call Afc
[First Call money received except for 100 shares|

Share Second and Final Call Afc Dr.
To Share Capital A/c

(Money due on 12,000 shares @ Rs. 10 per
share on Second and final Call )

Bank Ajc
To Share Second and Final Call Afc

[Second and final call money received
except for 100 shares]




UNIT -3
PROFIT PRIOR TO INCORPORATION

INTRODUCTION AND MEANING:

When a running business is taken over by the promoters of a company, as at a date prior to the
date of incorporation of company, the amount of profit or loss of such a business for the period
prior to the date the company came into existence is referred to as pre-incorporation profits or
losses. Such profits or losses, though belonging to the company or payable by it, are of capital nature; it
is necessary to disclose them separately from trading profits or losses. The general practice in this regard
is that:

1. If there is a loss,

(a)it is either written off by debit to the Profit and Loss Account or to a special account
described as “Loss Prior to Incorporation” and show as an “asset” in the Balance Sheet,

(b)Alternatively, it may be debited to the Goodwill Account.

ii. On the other hand, if a profit has been earned by business prior to the same being taken over and the
same is not fully absorbed by any interest payable for the period, it is credited to Capital Reserve
Account or to the Goodwill Account, if any goodwill has been adjusted as an asset. The profit will not
be available for distribution as a dividend among the members of the company.

APPORTIONMENT BETWEEN PRE AND POST INCORPORATION PERIOD

Item Basis of Apportionment between pre
and Post incorporation period

Gross Profit or Gross Loss Sales Ratio-On the basis of turnowver in
the respective periods (first preference)
Or
On the basis of cost of goods sold in
the respective periods in the absence
of any information regarding turnowver

(second preference)

Or
Time Ratio-On the basis of time in the
respective periods in the absence of
any information regarding turnover
and cost of goods sold (third
preference)

| Variable expenses linked with | Sales Ratio
| Turnover [e.qg. Carriage/Cartage




outward, Selling and distribution
expenses, Commission to selling
agents/travelling agents,
advertisement expenses, Bad debts,
Brokerage, Sales Promotion]

Fixed Common charges [e.g., Salaries,
Office and Administration Expenses,
Rent, Rates and Taxes, Printing and
Stationery, Telephone, Telegram and
Postage, Depreciation, Miscellaneous
Expenses]

Time Ratio

Expenses exclusively relating to pre-
Incorporation period [e.g. Interest on
Vendor's Capital]

Charge to pre-incorporation period
(but if the purchase consideration is
not paid on taking over of business,
interest for the subsequent period is
charged to post incorporation period)

Expenses exclusively relating to post-
incorporation period [e.g. Formation
expenses, interest debentures,
director’s fees, Directors’
remuneration, Preliminary Expenses,
Share issue Expenses, Underwriting
commission, Discount on issue of
securities.

on

Charge to Post-incorporation period

Audit Fees

(i)  For Company's Audit under the
Companies Act.

For Tax Audit under section
44AB of the Income tax Act,
1961

(ii)

Charge to Post-incorporation period

On the basis of turnover in the

respective periods

Interest on purchase consideration to
vendor:

(i)  For the period from the date of
acquisition of business to date
of incorporation.,

(i)

From the date of incorporation
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Calculation of time ratio and sales ratio

Example

Lion Ltd. was incorporated on 1.8.20X1 to take over the running business of M/s
Happy with assets from 1.4.20X1. The accounts of the company were closed on
31.3.20X2.

The average monthly sales during the first four months of the year (20X1-X2) was
twice the average monthly sales during each of the remaining eight months.

Calculate time ratio and sales ratio for pre and post incorporation periods.
Solution

Time ratio:

Pre-incorporation period (1.4.20X1 to 1.8.20X1) 4 months
Post incorporation period (1.8.20X1 to 31.3.20X2) = 8 months
Time ratio 4:8 or1:2
Sales ratio:

Average monthly sale before incorporation was twice the average sale per month
of the post incorporation period. If weightage for each post-incorporation month
is x, then

Weighted sales ratio =4 % 2x:8 * 1x=8x:8xor1:1

ILLUSTRATION - 1:

Rama Udyog Limited was incorporated on August 1, 20X1. It had acquired a
running business of Rama & Co. with effect from April 1, 20X1. During the year
20X1-X2, the total sales were 36,00,000. The sales per month in the first half year
were half of what they were in the later half year. The net profit of the company,
7 2,00,000 was worked out after charging the following expenses:

(i) Depreciation ¢ 1,23,000, (ii) Directors’ fees & 50,000, (iii) Preliminary expenses
¢ 12,000, (iv) Office expenses ¢ 78,000, (v) Selling expenses ¢ 72,000 and
(vi) Interest to vendors upto August 37, 20 X1 ¢5,000.

Please ascertain pre-incorporation and post-incorporation profit for the year ended
31 March, 20X2.




Statement showing pre and post incorporation profit
for the year ended 31 March, 20X2

Particulars

Total
Amount

4

Basis of
Allocation

Pre-
incorporation
&

Post-
Incorporation
4

Gross Profit (W.N.3)
Less: Depreciation
Director’s Fees
Preliminary
Expenses
Office Expenses
Selling Expenses

Interest to
vendors

Net Profit (¥ 33,000
being pre-
incorporation profit is
transferred to capital
reserve Account)

5,40,000
1,23,000
50,000
12,000

78,000
72,000
5,000

2:7
1:2
Post
Post

1:2
27
Actual

1,20,000
41,000

4,20,000
62,000
50,000
12,000

52,000
56,000
1,000




Working Notes:
1. Sales ratio

The sales per month in the first half year were half of what they were in the
later half year. If in the later half year, sales per month is x then it should be
.5 x per month in the first half year. So sales for the first four months (i.e.
from 1% April, 20X1 to 31 July, 20X1) will be 4 »x .50 = ¥ 2 and for the last
eight months (i.e. from 1°* August, 20 X1 to 31" March, 20X2) will be (2 x .50
+ 6 x 1) =¥ 7. Thus sales ratio is 2:7.

Time ratio

1% April, 20X1 to 31% July, 20X1 : 1% August, 20X1 to 31% March, 20X2
= 4 months: 8 months = 1:2

Thus, time ratio is 1:2.

Gross profit

Gross profit = Net profit + All expenses

=3 2,00,000 + % (1,23,000+50,000+12,000+78,000+72,000+5,000)
=¥ 2,00,000 +% 3,40,000 = ¥ 5,40,000.

lllustration 2

The promoters of Glorious Ltd. took over on behalf of the company a running
business with effect from 1st April, 20X1. The company got incorporated on 1%
August, 20X1. The annual accounts were made up to 31% March, 20X2 which
revealed that the sales for the whole year totalled ¥ 1,600 lakhs out of which sales
till 31° July, 20X1 were for €400 lakhs. Gross profit ratio was 25%.

The expenses from 1st April 20X17, till 37st March, 20X2 were as follows:

(¥ in lakhs)

Salaries 69
Rent, Rates and Insurance 24
Sundry Office Expenses 66

Travellers' Commission 16

Discount Allowed 12




Bad Debts 4
Directors' Fee 25
Tax Audit Fee 9
Depreciation on Tangible Assets 12

Debenture Interest 11

Prepare a statement showing the calculation of Profits for the pre-incorporation
and post-incorporation periods.

Solution

Statement showing the calculation of Profits for the pre-incorporation and
post-incorporation periods

Particulars Total Basis of Pre- Post-
Amount | Allocation | incorporation incorporation

(¥ in lakhs) (¥ in lakhs) | (T in lakhs)

Gross Profit (25% of 400 Sales 100 300
% 1,600)

Less: Salaries 69 Time 23 46

Rent, rates and 24 Time g 16
Insurance

Sundry office 66 Time 44
expenses

Travellers' 16 Sales
commission

Discount allowed Sales
Bad debts Sales
Directors’ fee Post

Tax Audit Fees Sales

Depreciation Time
tangible assets

Debenture interest Post

Net profit




Working Notes:

1. Sales ratio

(Z in lakh)

Sales for the whole year 1,600
Sales up to 31st July, 20X1 400

Therefore, sales for the period from 1% August, 20X1 to 31% 1,200
March, 20X2

Thus, sale ratio = 400:1200 = 1:3

Time ratio

15 April, 20X1 to 31% July, 20X1 : 1* August, 20X1 to 31** March, 20X2
= 4 months: 8 months = 1:2

Thus, time ratio is 1:2.

lllustration 3

Inder and Vishnu, working in partnership registered a joint stock company under
the name of Fellow Travellers Ltd. on May 31, 20X1 to take over their existing
business. It was agreed that they would take over the assets of the partnership from
January 1st, 20X1 for a sum of ¥ 3,00,000 and that until the amount was discharged
they would pay interest on the amount at the rate of 6% per annum. The amount
was paid on June 30, 20X1. To discharge the purchase consideration, the company
issued 20,000 equity shares of ¥ 10 each at a premium of ¥ 1 each and allotted 7%
Debentures of the face value of ¥ 1,50,000 to the vendors at par.

The summarised Profit and Loss Account of the “Fellow Travellers Ltd.” for the year
ended 31st December, 20X1 was as follows:

: 7] 4
To Purchase, including | 1,40,000| By Sales:

Inventory

To Freight and carriage 5,000 1st January to 31st May| 60,000
201

To Gross Profit c/d 60,000 1st June to 31st Dec,| 1,20,000
20X17

By Inventory in hand 25,000
2,05,000 2,05,000




Salaries and Wages By Gross profit b/d
Debenture Interest
Depreciation
Interest on purchase

Consideration (up to 30-6-
20X1)

Selling commission
Directors’ Fee

Preliminary expenses
Provision for taxes
(entirely  related  with
company)

Dividend paid on equity 5,000
shares @ 5%
Balance c/d 13,250
60,000 60,000

Prepare statement apportioning the expenses and calculate profits/losses for the
‘post” and ‘pre-incorporation’ periods and also show how these figures would
appear in the Balance Sheet of the company.

Solution

Fellow Travellers Ltd.
Statement showing calculation of profit /losses for pre and post
incorporation periods

Pre- Post-
Ratio incorporation | incorporation

Gross profit allocated on the basis of | 1:2 20,000 40,000
sale

less:  Administrative  Expenses
allocated

On time basis:

(i) Salaries and wages 10,000

(if) Depreciation 1,000
11,000




Selling Commission on the basis
of sales

Interest on Purchase
Consideration (Time basis)
Expenses applicable wholly to the
Post-incorporation period:
Debenture Interest 5,250
(1,50,000 x 7% x 6/12)
Director's Fee 600
Preliminary expenses
Provision for taxes
Balance c/d to Balance Sheet 4917

Time Ratio
Pre incorporation period = 1 January 20X1 to 31 May 20X1 = 5 months

Post incorporation period = 1 June 20X1 to 31 December 20X1 = 7 months

Time ratio = 5: 7




Sales Ratio

Sales in pre incorporation period (1 January 20X1 to 31 May 20X1) = T 60,000
Sales in post incorporation period (1 June 20X1 to 31 December 20X1) = T 1,20,000
Sales ratio = 1:2

Fellow Travellers Ltd.
Extract from the Balance Sheet as on 31st Dec., 20X1

Particulars Notes

Equity and Liabilities

Shareholders’ funds

Share capital 2,00,000

Reserves and Surplus 33,250
Non-current liabilities

Long-term borrowings 1,50,000




Current liabilities

Short term provisions 6,000

3.89,250

Motes to accounts

Share Capital
20,000 equity shares of ¥ 10 each fully paid _ 2,00,000
Reserves and Surplus
Profit Prior to Incorporation _ 4917
Securities Premium Account 20,000
Profit and loss Account
Less: Dividend on equity share _ 8,333
Total _ 33,250
Long term borrowings
Secured _
7% Debentures _ 1,50,000
Other Current liabilities

Provision for Taxes _ 6,000

T

| lustration 12 (Problem with Fluctuatnons in Sales and RLn

X.Ltd., which was incorporated on May 1, 2012, acquired a business on January 1, 2012, The first accounts were

| cosed on September 30, 2012,

The Gross Profit for the period was ?‘42 000.5 R Poph- Pt

Details of other expenses : general expu\ses % 7,200; directors’ lununcu\lmn? 12,000; and piehmm.u) expenses

"

Rent up 10 June 30 was 2 6,000 per annum after which it was increased by 40%.

Saary of the manager, who on formation of the Company had become a wholetime director and whose remuneration
N given above, was agreed at T 5,100 per annum.

The Lompany earned a uniform Gross Profit, The sales up to September 2012 were T98,000. The monthly average

s
Sales for e first four months of the year was one-half of the remaining period.

Show the Prom and Loss Account and indicate how you would deal with the pre-incarporation results.
(CA)




“usLos sales for the year
Administrative expenses T
- Selling commission RN
Goodwill written off Ry

k 2) N
Interest to: vendors (foan repaid on Feb. 1, -20;1.-) &+

1,54,000
17,680
8,750
2,000
3,730

2‘50.000




	[FP] Corporate accounting study material.pdf (p.1)

