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Preface

Accounting is a language of business in modern age in which the focus of

accounting has changed in respect of disclosure of financial statements in true

and fair view especially in the interest of various stakeholders of the business and

other organizations. Managerial perspective of accounting is emerging for efficient

and effective utilization of resources through performance measurement and

management where accounting works as information system and controlling

system.

We hope that this book will prove to be useful to students at M. Com. Part-

I. The text of this book has been divided into eight chapters as four chapters for

Semester-I and another four chapters for Semester-III.

The first part of this book is divided into four units. The accounting standards

are playing very important role in harmonization of accounting practices at national

and similarly IFRSs at international level. The first unit introduced the concept of

Accounting Standards, its objectives and need. It has also covered Introduction

to IFRS and Distinction between Indian GAAP and IFRSs. The second  unit has

been divided into two sections to describe various selected accounting standards

such as AS-1-Disclosure of Accounting policies, AS-2-Valuation of Inventories,

AS-6-Depreciation, AS-7- Construction Contracts, AS-9- Revenue Recognition,

AS-10-Fixed Assets, As-13-Investment Accounting. The third chapter focuses on

preparation and presentation of consolidated financial statements of holding

company and its subsidiary companies with considering Accounting Standard

21. The forth unit describe the process of preparing financial statements of Co-

operative Societies as per Maharashtra Co-operative Act.

The second part of this book is divided into four units. The first unit

emphasis on Accounting for Amalgamation, Absorption (AS-14) and

Reconstruction of Companies whereas the second unit focuses on lease, types

of lease, Accounting for operating and financial lease (AS-19). The third unit

describes the process of presentation of final accounts of Insurance Companies-

(Life and General Insurance). The fourth unit explains the concepts of Social

Responsibility Accounting, Environmental Accounting and HR Accounting.



We express our deep sense of gratitude to Prof. (Dr.) N. J. Pawar, Hon.

Vice-Chancellor and Dr. Arun Bhosale, Director, the Centre for Distance Education

for giving us opportunity to contribute this book. Suggestions for improvement in

the book are welcome from stakeholders of all corners.

n   Editors  n

Prof. (Dr.) Shrikrishna S. Mahajan Dr. Pratapsingh V. Mohite

Department of Commerce & Management Arts & Commerce College, Ashta

Shivaji University, Kolhapur Tal. Walva Dist. Sangli.
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Each Unit begins with the section objectives -

Objectives are directive and indicative of :

1. what has been presented in the unit and

2. what is expected from you

3. what you are expected to know pertaining to the specific unit,

once you have completed working on the unit.

The self check exercises with possible answers will help you

understand the unit in the right perspective. Go through the possible

answers only after you write your answers. These exercises are not to

be submitted to us for evaluation. They have been provided to you as

study tools to keep you in the right track as you study the unit.

Dear Students

The SIM is simply a supporting material for the study of this paper.

It is also advised to see the new syllabus 2013-14 and study the

reference books & other related material for the detailed study of the

paper.
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Unit I  

Introduction to Accounting Standards 

Meaning, objectives and need of Accounting Standards, Introduction to IFRS, 

Distinction between Indian GAAPs and IFRS. 

 

Objectives : 

After studying this unit you should be able – 

1. To understand the meaning, objectives and need of the Accounting 

Standards. 

2. To understand the concept and meaning of IFRS and various IFRS 

3. To understand the difference between Indian GAAPs and IFRS 

Structure : 

1.1 Introduction to Accounting Standards. 

1.2 Meaning of Accounting Standards 

1.3 Objective and Need of Accounting Standards 

1.4 Advantages of Accounting Standards 

1.5 Limitations of Accounting Standards 

1.6 Steps involved in setting of Accounting Standards 

1.7 List of Accounting Standards 

1.8 Applicability of Accounting Standards 

1.9 Accounting Standards Board (ASB) 

1.10 National Advisory Committee on Accounting Standards (NACS) 

1.11 International Financial Reporting Standards (IFRS) 

1.12 Generally Accepted Accounting Principles (GAAPs) 

1.13 Distinction between Indian GAAPs and IFRs 

1.14 Summary 

1.15 Key Terms 

1.16 Self Assessment Questions 

1.17 Further Readings 
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1.1 INTRODUCTION TO ACCOUNTING STANDARDS  

The Accounting Standards Board (ASB) of the Institute of Chartered 

Accountants of India ('ICAI') was constituted on 21 April, 1977, to formulate 

Accounting Standards applicable to Indian enterprises. Initially, the Accounting 

Standards   were recommendatory in nature and gradually the Accounting 

Standards were made mandatory. [The legal recognition to the Accounting 

Standards was accorded for the companies in the Companies Act, 1956, by 

introduction of Section 211(3C) through the Companies (Amendment) Act, 1999, 

The Government of India, Ministry of Company Affairs (now Ministry of Corporate 

Affairs) notified Accounting Standards in Companies (Accounting Standards) Rules, 

2006 by Notification No. G.S.R. 739(E), dated 7 December, 2006, prescribing 

Accounting Standards 1 to 7 and 9 to 29 as issued by ICAI. It also issued 

Companies (Accounting Standards) Amendment Rules, 2008 by notification no. 

G.S.R. No. 212 (E), dated 27 March, 2008 making some modifications in existing 

rules so as to harmonize them with accounting standards issued by ICAI]. These 

standards are applicable to preparation of general purpose financial statements for 

accounting periods commencing on or after 7th December, 2006. It may be 

mentioned that the Accounting Standards notified by the Government are virtually 

identical with the Accounting Standards, read with the Accounting Standards 

Interpretations, issued by ICAI.  

 

1.2 MEANING OF ACCOUNTING STANDARDS - 

 Accounting Standards are written policy documents issued by expert 

accounting body or Government or other regulatory body. Accounting Standards in 

India are issued by the ICAI and prescribed by Central Government in consultation 

with the National Advisory Committee on Accounting Standards (NACASs). The 

NACAS is constituted under section 210 A (1) of the Companies Act, 1956. 

Accounting Standards are the written policy documents covering the aspects of 

recognition, measurement, treatment, preparation and disclosure of accounting 
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transactions in the financial statements. The Accounting Standards are devised to 

furnish useful information of financial statements to its users. 

 

1.3 OBJECTIVE AND NEED OF ACCOUNTING STANDARDS 

1. To standardize different accounting policies and practices in order to 

eliminate, to the possible extent the non-comparability of financial statements 

and to improve the reliability of the financial statements. 

2. To provide standard accounting policies, valuation norms and disclosure 

requirements. 

3. To bring uniformity in recording the transactions and preparation of financial 

statements. 

4. To eliminate confusion about information presented through the financial 

statements. 

5. To bring constancy in accounting and presentation of financial results. 

The Institute of Chartered Accountants of India, recognizing the need to 

harmonise the diverse accounting policies and practices, constituted an ASB on 1st 

April, 1977. This board has been formulating the Accounting Standards applicable to 

Indian enterprises. Initially, the Accounting Standards were recommendatory in 

nature and gradually the Accounting Standards were made mandatory. These 

standards are applicable to preparation of general purpose financial statements. 

 

1.4 ADVANTAGES OF ACCOUNTING STANDARDS - the setting of accounting 

standards have following advantages. 

1. The standard reduces or eliminates confusing variation in the accounting 

treatment used to prepare financial statements. 

2. Accounting standards may even call for disclosure of certain information 

which, may not be required by law. Such information might be useful for the 

general public, investors and creditors. 

3. It enables comparison of financial statements of different companies– 

national and/or multi-national. 
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1.5 LIMITATIONS OF ACCOUNTING STANDARDS-  

1. There may be trend towards rigidity and away from flexibility in applying 

accounting standards. 

2. Difference in accounting standards across the countries makes it difficult to 

compare accounting statements of companies situated in different countries.  

3. The accounting standards may not override the law. Therefore, the 

accounting standards are to set as permitted by law. 

 

1.6 STEPS INVOLVED IN SETTING OF ACCOUNTING STANDARDS 

Broadly, the following steps are adopted in formulating Accounting 

Standards- 

1. To Determine the Area- In the first instance the ASB determines the 

area in which the accounting standard needs to be formulated. 

2. Formation of Study Group- A study group is constituted to assist ASB 

in formulation of Accounting Standard. The group consists of members of 

ICAI and other experts. The group prepare primary draft of the 

accounting standards. 

3. Hold dialogue and Consider Views- The ASB holds dialogue with the 

representatives of Government, public sector undertakings, industries 

and other organizations to consider their views in regards to formation of 

accounting standards. 

4. Preparation of Draft- On the basis of the work of the study group and 

views of various experts referred to above, a draft of proposed 

accounting standard is prepared. The draft includes the following basic 

points. 

a. A statement of concepts and fundamental accounting principles 

relating to the standard. 

b.  Definitions of the terms used in the standard. 
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c. The manner in which the accounting principles have been applied 

for formulating the standard. 

d. The preparation and disclosure requirements in complying with 

the standard. 

e. The class of enterprises to which the standard will apply. 

f. Date from which the standard will be effective. 

5. Issue of Draft for Comments- The draft of proposed accounting 

standard is issued for comments by the members of the ICAI and the 

public at large. Generally, the draft is issued to the bodies like FICCI, 

CLB, C & AG, ICWAI, ICSI, CBDT etc. 

6. Finalisation of the Draft- After considering the comments received from 

the members of the institute, different bodies and the public, the draft of 

the proposed accounting standard is finalized by ASB. This final draft is 

sent to the Council of the ICAI. 

7. Issue of Accounting Standard- The Council of the institute considers 

the final draft of the proposed standard. If need be, the draft is modified 

in consultation with ASB. Then the standard is issued under the authority 

of the Council. 

At present the ICAI has issued 32 Accounting Standards (ASs). However, 

AS-8 on “Research and Development” is withdrawn to include in AS-26 on 

“Intangible Assets”. Thus, effectively there are 31  Accounting Standards at present, 

out of which, AS-30, 31 and 32 are recommendatory. Following is the list of 

Accounting Standards. 
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Table 1: LIST OF ACCOUNTING STANDARDS AND DATE OF APPLICATION 

AS. 
No. 

Accounting Standard 
Date from which 
made mandatory  

1 Disclosure of Accounting Policies 1.4.1983 

2 Valuation of Inventories (Revised) 1.4.1999 

3 Cash Flow Statement (Revised) 1.4.2001 

4 Contingencies and Events Occurring after the 
Balance Sheet Date 

1.4.1998 

5 Net Profit or Loss for the Period, Prior Period Items 
and Changes in Accounting Policies (Revised) 

1.4.1996 

6 Depreciation Accounting (Revised) 1.4.1995 

7 Construction Contract (Revised) 1.4.2002 

8 Research & Development Included in AS 26 

9 Revenue Recognition 1.4.1993 

10 Accounting for Fixed Assets 1.4.1993 

11 The Effects of Changes in Foreign Exchange Rates 
(Revised) 

1.4.2004 

12 Accounting for Government Grants 1.4.1994 

13 Accounting for Investments 1.4.1995 

14 Accounting for Amalgamations 1.4.1995 

15 Employees Benefits 1.4.2006 

16 Borrowing Costs 1.4.2000 

17 Segment Reporting 1.4.2001 

18 Related Party Disclosures 1.4.2001 

19 Leases 1.4.2001 

20 Earnings Per Share 1.4.2001 

21 Consolidated Financial Statements 1.4.2001 

22 Accounting for Taxes on Income 1.4.2006 

23 Accounting for investments in Associates in 
Consolidated Financial Statements 

1.4.2002 

24 Discontinuing Operations 1.4.2004 

25 Interim Financial Statements 1.4.2002 

26 Intangible Assets 1.4.2003 

27 Financial Reporting of Interests in Joint Ventures 1.4.2002 

28 Impairment of Assets  1.4.2008 

29 Provision, Contingent liabilities and Contingent 
Assets 

1.4.2004 

30 Financial Instruments: Recognition and Measurement 
(Recommendatory) 

1.4.2009 

31 Financial Instruments: Presentation 
(Recommendatory) 

1.4.2009 

32 Financial Instruments : Disclosure 
(Recommendatory) 

1.4.2009 
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1.8 Applicability of Accounting Standards 

For the purpose of applicability of accounting standards, enterprises are 

classified into three categories. 

- Level –I enterprises 

- Level-II enterprises 

- Level –III enterprises 

1.8.1 Level- I Enterprises:  The enterprises which fall in any one or more of the 

following categories are classified as level-I enterprises. 

a. Enterprises whose equity or debt securities are listed or in the process of listing 

either in India or outside India. 

b. Banks including co-operative banks, financial institutions or entities carrying an 

insurance business. 

c. All commercial, industrial and business reporting enterprises, whose turnover 

(excluding other income) exceeds Rs.50 crore in immediately preceding 

accounting year. 

d. All commercial, industrial and business reporting enterprises having borrowings, 

including public deposit, in excess of Rs. 10 crore at any time during the 

accounting year. 

e. Holding subsidiary enterprises of any one of the above at any time during the 

accounting period. 

All AS from 1-29 are applicable in full to these enterprises. 

 

1.8.2 Level –II Enterprises :  The enterprises which are not level-I enterprises but 

fall in any one or more of the following categories are classified as level-II 

enterprises. 

a. All commercial industrial and business reporting enterprises whose turnover 

for immediately preceding accounting period on the basis of audited financial 

statements exceeds Rs. 40 lakhs but does not exceed Rs. 50 crores 

(excluding other incomes). 
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b. All commercial, industrial and business reporting enterprises having 

borrowings, including public deposits, in excess of Rs 1crore but does not 

exceed Rs 10 Crore at any time during the accounting period. 

c. Holding and subsidiary enterprises of any one of the above at any time 

during the accounting period. 

AS 3 and 17 are fully exempted  

AS 15,19, 20, 28, 29 are partly exempted,  

AS 21,23, 25, 27 are not applicable due to legal reason.  

All other are fully applicable  

 

1.8.3 Level –III Enterprises:  the enterprises which are not covered under level-I  

and Level-II are considered as level-III enterprises. 

� Applicability of accounting standards to these enterprises is as under- 

AS 03, 17, 18, 24 are fully exempted  

AS 15, 19, 20, 28, 29 are partly exempted  

 AS 21, 23, 25 & 27 are not applicable due to legal reasons  

All other are applicable in full. 

1.9 Accounting Standards Board (ASB) 

 The Accounting Standards Board of ICAI was established on 21st April, 

1977.This Board has lodged with the responsibility to establish Accounting 

Standards applicable to Indian enterprises. The ASB gave adequate representation 

to all the interested parties. At present there are 48 member on the Accounting 

Standard Board, representing different parties. Following is the composition of ASB. 

1.9.1 Composition of ASB : 

a) Members of the council of Institute of Chartered Accountants of India. 

b) Representatives of – 

 a. Industry 

 b Company law board 

 c CBDT 

 d CAG 
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 e Central Board of Excise and Customs 

 f FICCI 

 g ASSOCHAM 

 h CII 

 i ICWAI (Presently named as the Institute of Cost Accountants ICAI) 

 j RBI 

 k IDBI 

 l SEBI 

 m IIM 

 n UGS and 

 o ICSI 

 

1.10 National Advisory Committee on Accounting Standards (NACAS)  

In addition to ICAI, NACAS also issues the accounting standards in India. 

The interpretations given by NACAS are as explanation. NACAS is a committee 

constituted by Central Government (under section 210 A(1) of Companies Act, 

1956) on formulation of Accounting Standards and Policies for adoption of 

companies or class of  companies specified. 

1.10.1 CONSTITUTION OF NACAS  

a) A Chairperson who shall be person of well versed in accountancy, 

finance, business administration, business law, ethics and governance. 

b) One member from ICAI, from ICWA, from ICSI 

c) One representative of Central Government, RBI < Comptroller and 

Auditor General. 

d) A person who hold or has held the office of professor in accountancy, 

finance or business management in any university or deemed university. 

e) Chairperson of CBDT. 

f) Two members to represent chamber of commerce and industry to be 

nominated by the Central Government. 

g) One representative from SEBI. 
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1.11 INTERNATIONAL FINANCIAL REPORTING STANDARDS (IFRS)-  

With adoption of LPG the Indian business organizations have to adopt new 

changes in the field of accounting also. As a result, they are to adopt International 

Financial Reporting Standards (IFRSs). Consequently, the Council of ICAI at its 269 

meeting has decided that public interest entities such as listed companies, banks, 

insurance companies and large-sized organizations to converge with IFRS for 

accounting period commencing on or after 1 April, 2011. However, there found 

many obstacles in adoption of IFRSs in India and the date of application is extended 

in order to converge Indian organisations with the IFRSs.  

 

1.11.1 MEANING OF IFRSs 

 IFRSs are a set of high quality understandable and enforceable global 

accounting standards.  It includes- 

a. International Accounting Standards (IASs) 

b. International Financial Reporting Standards (IFRSs) 

c. International Financial Reporting Interpretation (IFRI) 

d. Standing Interpretation (SI) 

 

LIST OF IND AS AND EXISTING STANDARDS FOR COMPARATIVE ANALYSIS 

The IFRSs adopted in India are pronounced as Ind  AS. 

 
Indian Accounting Standards [Ind AS] 

Existing Accounting 
Standards 

1 Ind AS 101 First Time Adoption of 
International Financial Reporting 
Standards  

……. 

2 Ind AS 102 Share-based Payment …… 

3 Ind AS 103 Business Combinations AS 14 Amalgamation 

4 Ind AS 104 Insurance Contract …… 

5 Ind AS 105 Non Current Assets Held for Sale 
and Discounted Operations 

AS 24 Discounting 
Operations 

6 Ind AS 106 Exploration for and Evaluation of 
Mineral Resources 

…… 
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7 Ind AS 107 Financial Instruments; 
Disclosures  

AS 32 Financial 
Instruments- Disclosures 

8 Ind AS 108 Operation Segments AS 17: Segment Reporting 

9 Ind AS 1 Presentation of Financial 
Statements 

AS 1: Disclosure of 
Accounting Policies 

10 Ind AS 2 Inventories AS 2: Inventory 

11 Ind AS 7 Cash Flow Statements  AS 3: Cash Flow 
Statements 

12 Ind AS 8  Accounting Policies, Changes in 
Accounting Estimates and Errors 

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

13 Ind AS 10 Events after the Reporting Date AS 4 Contingencies and 
Events Occurring after the 

Balance Sheet Date 

14 Ind AS 11 Construction Contracts AS 7 Construction 
Contracts 

15 Ind AS 12 Income Taxes  AS 22 Accounting for Taxes 
on Income 

16 Ind AS 16 Property, Plant and Equipment AS 10 Accounting for Fixed 
Assets and AS 6 

Depreciation Accounting 

17 Ind AS 17 Leases AS 19: Leases 

18 Ind AS 18 Revenue  AS 9: Revenue Recognition 

19 Ind AS 19 Employee Benefits AS 15 (R): Employee 
Benefits 

20 Ind AS 20 Accounting for Government 
Grants and Disclosure of 
Government Assistance 

AS 12: Accounting for 
Government Grants 

21 Ind AS 21 The Effects of Changes in 
Foreign Exchange Rates 

AS 11 The Effects of 
Changes in Foreign 

Exchange Rates 

22 Ind AS 23 Borrowing Costs AS 16: Borrowing Costs 

23 Ind AS 24 Related Party Disclosures  AS 18: Related Party 
Disclosures 

24 Ind AS 27 Consolidated and Separate 
Financial Statements 

AS 21 Consolidated 
Financial Statements 

25 Ind AS 28 Investments in Associates AS 23 Accounting for 
Investments in Associates 

in the Consolidated 
Financial Statements 

26 Ind AS 29 Financial Reporting in 
Hyperinflationary Economics 

……. 

27 Ind AS 31 Interests in Joint Venture AS 27 Financial Reporting 
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of Interests in Joint 
Ventures 

28 Ind AS 32 Financial Instruments: 
Presentation   

AS 31 Financial 
Instruments: Presentation 

29 Ind AS 33 Earnings Per Share  AS 20: Earnings Per Share 

30 Ind AS 34 Interim Financial Reporting  AS 25 Interim Financial 
Reporting 

31 Ind AS 36 Impairment of Assets AS 28 Impairment of Assets 

32 Ind AS 37 Provisions, Contingent liabilities 
and Contingent Assets 

AS 29: Provisions, 
Contingent liabilities and 

Contingent Assets 

33 Ind AS 38 Intangible Assets AS 26 Intangible Assets 

34 Ind AS 39 Financial Instruments: 
Recognition and Measurement 

AS 30 Financial 
Instruments: Recognition 

and Measurement 

35 Ind AS 40 Investment Property  ….. 

 

1.12 GENERALLY ACCEPTED ACCOUNTING PRINCIPLES (GAAPs) 

GAAP is a term used to the standard framework of guidelines for financial 

accounting used in any given jurisdiction; generally known as Accounting Standards. 

GAAP includes the Standards, Conventions and Rules the accountants follow in 

recording and summarising transactions and in the preparation of financial 

statements. 

 

1.13  DISTINCTION BETWEEN INDIAN GAAPs and IFRS 

 Basically there are two types of accounting standards. Accounting Standards 

that are specific to the country and its procedure are country based GAAP and 

Globalised Accounting Standards are International GAAP. Eg. UK GAAP, Indian 

Accounting Standards, Australian Accounting Standards are the country based 

Accounting Standards. Whereas, International Financial Reporting Standards 

(IFRSs) are the International Accounting Standards.  

The GAAPs can be Commercial and non-commercial GAAPs. IFRSs, Cost  

Accounting Standards, Accounting Standards issued by ICAI are commercial 

GAAPs. Whereas, Accounting Standards for Local Bodies (ASLB) are not 

commercial GAAPs. Indian  
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GAAPs and IFRSs can be further distinguished as under. 

INDIAN GAAPs IFRS 

Country Based GAAP International GAAP 

National Accounting Standards International Accounting Standards 

Indian Accounting Standards is the 
example 

Ind  AS is the example 

Useful in India only  Useful worldwide 

Enable Access to Indian Stock Market Enable Access to Global Capital 
Markets 

Open opportunities to Indian investors Open opportunities to investors globally 

GAAPs are based on conceptual 
framework, which is a set of guiding 
principles. 

IFRSs are based on less precise 
guidance. 

Financial Statements are prepared on 
the basis of historical cost  

Financial Statements are prepared on 
the basis of fair value 

Accounting professionals get 
opportunities in India only  

Accounting professionals get 
opportunities worldwide 

Industry cannot raise capital only from 
Indian Stock Market 

Industry can raise capital from any 
Stock Market worldwide. 

1.14 SUMMARY  

 Accounting Standards are the written policy documents covering the aspects 

of recognition, measurement, treatment, preparation and disclosure of accounting 

transactions in the financial statements. The Accounting Standards are devised to 

furnish useful information of financial statements to its users.  

 The Institute of Chartered Accountants of India established the Accounting 

Standard Board to formulate the Accounting Standards applicable to Indian 

enterprises. Initially the Accounting Standards were recommendatory. Gradually 

they made mandatory.  

 These standards are formulated to eliminate non-comparability and to 

improve the reliability of the financial statements. Further, they provide standard 

accounting policies, valuation norms and disclosure requirements in preparation of 

financial statements so as to eliminate confusion about information presented 

through the financial statements and to bring constancy in accounting and 

presentation of financial results.  

 At present, there are 28 accounting standards in use and additional three are 

recommendatory. All the standards are not applicable to each enterprise. The 

enterprises are divided into three categories viz. Level- I, Level- II and Level- III 
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enterprises and accordingly the accounting standards are applied to those 

enterprises.  

In order to bring consistency in recording, reporting and to convey the same 

meaning of financial results of an enterprise r worldwide, Indian Govt. had decided 

to adopt the IFRS from 1st April, 2011. However, there found many obstacles in 

adoption of IFRSs in India and the date of application is extended in order to 

converge Indian organisations with the IFRSs. The IFRSs adopted in India are 

pronounced as Ind AS. There are 35 Ind AS at present 

1.15 : KEY TERMS : 

Accounting Standards, Indian Accounting Standards, Accounting Standards 

Interpretations, financial statements, disclosure, Indian enterprises, International 

Financial Reporting Standards (IFRSs), Generally Accepted Accounting Principles 

(GAAPs)  

1.16  Self Assessment Questions : 

 Q I. A) Choose the correct alternative  

 I. The Accounting Standards Board (ASB) of the Institute of Chartered Accountants 

of India (‘ICAI’) was constituted on ....................... 

 A) 21st April, 1977   B) 21st April, 1877 , C) 21st Aigist. 1077   D) 21st August 2007 

2. Initially Accounting Standards were  

A) mandatory   B) applicable to Multi-National Companies  

C) recommendatory D) not applicable to Multi-National Companies  

3. Accounting Standards are policy documents ‘  

A) written  B) unwritten  C) verbal  D) audio  

4. Accounting Standards in India are issued by the... i  

A) lCA WI  B) ICAI  C) ICICI  D) IDBI  

5. .Accounting Standards are issued to different accounting policies.  

A) standardize  B) devise    C) identify   D) none of these  

 

B) State whether the following statements are true or false. 

 I.   Initially, the Accounting Standards were recommendatory in nature 

2.   Accounting Standards are unwritten policy documents 
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3.   Accounting Standards are issued to standardize different accounting policies 

and practices in order to eliminate the non-comparability and to improve the 

reliability of the financial statements.  

4.   All Accounting Standards are applicable to all types of organisations.  

5.   There are forty-three Indian Accounting Standards.  

6.   IFRS are applicable to Indian enterprises only.  

Ans. True -1,,3;   False -2, 4, 5, 6.  

C) Fill in the blanks . 

1. The enterprises are classified into............................. in order to determine 

applicability of Accounting Standards  

2. Accounting Standard Board has......................members representing form 

different fields.  

3. The lFRS are applicable to the enterprises............................... 

4. GAAP includes the Standards, Conventions and .......................the accountants to 

follow in recording and summarising transactions and in the preparation of financial 

statements.  

5. Financial Statements are prepared on the basis of historical cost in case of 

..................... 

6. Financial Statements are prepared on the basis of.......................... in case of 

IFRS.  

Ans. 1. three levels, 2. Forty-eight, 3. Worldwide, 4. Rules, 5. Indian GAAPs, 6. fair 

value  

Q 2.   Answer the following questions  

1.   Why the Accounting Standards are formulated?  

2.   How the Accounting Standards are framed?  

3.   How are the Accounting Standards applicable to the enterprises?  

4.   Write the composition of Accounting Standard Board .  

5.   Write the meaning of IFRS and any ten Ind AS.  

6.   Write first ten Indian Accounting Standards.  

7.   Write the differences between Indian GAAPs and IFRS  
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Q.3   Write Short Note.  

I.   Objectives of Accounting Standards  

2.   Write Advantages of Accounting Standards  

3.   Level-I enterprises  

4.   Level-II enterprises  

5.   NACAS  

6.   IFRS  

7.   ADVANTAGES OF IFRS.   
 

 

1.17  Further Reading & Reference : 

Jadhav, A. D. (2012) “Difference Between IFRS and GAAP Could Creat Challenges 

for Educators” Research paper presented at National Seminar on IFRSs organized 

by  the Dept. of Commerce and Management, Shivaji University, Kolhapur (2nd and 

3rd March, 2012) 

 

Ranjay (2014), Accounting Standards, Tax man Publications, New Delhi 

Rajkumar Adukia (2012), “Basics of Accounting and How to Study and Master 

IFRS” Research paper presented at National Seminar on IFRSs organized by  the 

Dept. of Commerce and Management, Shivaji University, Kolhapur (2nd and 3rd 

March, 2012). 

Rawat, D. S. (2006), Students’ Guide to Accounting Standards, Taxmann Allied  

Services (P.) Ltd., New Delhi. 7th Edn. 

http://ifrs.icai.org     www.icai.org 
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Unit No. 2

Selected Accounting Standards with

 Practical  Problems

AS - 1 - Disclosure of Accounting policies.

AS - 2 - Valuation of Inventories.

AS - 6 - Depreciation Accounting.

AS - 7 - Construction Contracts

AS - 9 - Revenue Recognition

AS - 10 - Accounting for Fixed Assets

AS - 13 - Accounting for Investments

SECTION - I

Objectives of the Unit :

After studying this unit, you will be able to understand the -

l Need for Disclosure of Accounting policies.

l Meaning of Accounting policies and objectives of (Accounting standard)

AS - 1.

l Three fundamental accounting assumptions recognised by AS - 1.

l Areas in which different accounting policies are adopted by different enterprises.

l The Major considerations or factors in the selection and application of accounting

policies.

l Disclosure Requirements as per AS - 1.

l Practical Problems on AS - 1.

l Objectives of AS - 2 - Valuation of inventories.

l Definitions and meanings of terms used in AS -2 - inventories, Net realisable value.

l Scope of AS-2 and Non applicability of AS-2.

l Measurement of Inventories - Measurement principle, cost of inventories, cost
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of conversion, exclusions from cost of inventories.

l Methods of valuation of inventories or cost formula.

l Disclosure requirements as per As - 2.

l Practical Problems on AS - 2.

l Objectives of AS - 6 - Depreciation  Accounting.

l Scope of AS - 6 and Non - applicability of AS - 6.

l Definitions  - depreciation, depreciable  assets, useful life, depreciable amount.

l Methods of depreciation - Straight Line Method (SLM) and Written Down Value

Method (WDVM), change in method of depreciation, change in estimated useful

life, depreciation on addition, change in historical cost.

l Disclosure requirements as per AS - 6.

l Practical problems on AS - 6.

Structure :

2.1 Introduction

2.2 AS - 1 : Disclosure of Accounting Policies

2.2.1 Need for Disclosure of Accounting policies.

2.2.2 Meaning of Accounting policies and objectives of

(Accounting Standard) AS -1

2.2.3 Three Fundamental accounting assumptions recognised by AS - 1.

2.2.4 Areas in which different accounting policies are adopted.

2.2.5 Considerations in selection and application of accounting policies.

2.2.6 Disclosure of  Requirements as per AS - 1.

2.2.7 Practical Problems on AS - 1.

2.3 AS - 2 : Valuation of Inventories

2.3.1 Objctives of AS - 2 : Valuation of Inventories

2.3.2 Definition of inventories and scope  of AS - 2.

2.3.3 Measurement of Inventories and Methods of Valuation of Inventories.

2.3.4 Disclosure Requirements as per AS - 2.

2.3.5 Practical problems on AS - 2

2.4 AS - 6 : Depreciation Accounting

2.4.1 Objectives and Scope of AS - 6

2.4.2 Definitions

Unit No. 2 : (53)
ADVANCED ACCOUNTACY - I
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2.4.3 Methods of depreciation and change in method of depreciation,

useful life etc.

2.4.4 Disclosure Requirements as per AS - 6.

2.4.5 Practical Problems on AS - 6.

2.5 Self Assessment Questions

2.6 Further Readings

2.1 Introduction -

Accounting standards are written policy documents issued by expert accounting

body or by government or other regulatory body covering the aspects of recognition,

measurement, treatment, presentation and disclosure of accounting transaction in the

financial statements. Objectives of Accounting Standards is to standardize the diverse

accounting policies and  practices with a view to eliminate the non-comparability of

financial statements and improve reliability of them. Accounting Standards (AS) provide

a set of standard accounting policies, valuation norms and disclosure requirements.

In India, The Institute of Chartered Accountants of India (ICAI), New Delhi constituted

the Accounting standard Board (ASB) on 21 st April, 1977 to formulate AS. ICAI has

so far, issued thirty two AS. In this unit AS - 1, AS - 2, and AS - 6  have been studied

with practical problems.

2.2 AS - 1 : Disclosure of Accounting Policies :

2.2.1 Need for Disclosure of Accounting Policies : -

Every enterprise recognises transactions and events differently and treats the

valuation of assets and liabilities in different way. This affects the financial results and

true and fair view of state of affairs of an enterprise.

For example - If ‘A’ Ltd., valued it’s inventory by FIFO method and ‘B’ Ltd., valued it’s

inventory by Weighted Average Method. (WA Method)

Then, because of different method of valuation of Inventory, gross profit of these

companies will differ. Hence, there is an urgent need for developing uniform accounting

policies. In order to understand the view presented in the financial statements,

disclosure of all significant accounting policies followed is necessary.

2.2.2 Meaning of Accounting Policies and Objectives of Accounting Standard

(AS) - 1.

Accounting policies means specific accounting principles and the methods of

applying those principles adopted by the  enterprise in the preparation and presentation

of financial statements.
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e.g.Inventory is valued at cost or net realisable value whichever is less, this is a

principal and cost can be determined by FIFO method or WA method or other suitable

method. While providing depreciation on assets, SLM or WDV or any other applicable

methods are followed. Further, for valuation of goodwill, different methods are followed.

Objectives of AS - 1 - Accounting policies should be disclosed in the financial

statements for the following purposes.

(a) To promote better understanding of financial statements.

(b) To facilitate a more meaningful comparison between financial statements

of different enterprises.

(c) To bring uniformity in disclosure of accounting policies by different enterprises.

(d) To ensure standards in the nature and degree of disclosure as per the

requirements of Company Law and ICAI requirements.

2.2.3 Three Fundamental accounting assumptions recognised by AS - 1.

The following three fundamental accounting assumptions have been generally

accepted and applicable to all enterprises and to all items of assets, liabilities, incomes

and expenses.

(a) Going Concern - The enterprise will continue it’s operations in the foreseeable

future (at least 12 months from the date of the financial statements). It is assumed

that the enterprise has neither the intention, nor the necessity of liquidation or there is

no need of curtailing materially the scale of operations.

(b) Consistency - It refers to the practice of  using same accounting policies

consistently from one period to another for similar transactions. An enterprise can

change the accounting policies if the change is required by a statute, by an accounting

standard and for more appropriate presentation of financial statements.

(c) Accrual - Revenues and costs are accrued, that is recognised as they are earned

or incurred (and not as money is received or paid) and are recorded in the financial

statements of the periods to which they relate.

If above assumptions are followed, then, there is no need to disclose them. But if

any of these fundamental assumption has not been followed, then this fact must be

disclosed in financial statements.

2.2.4   Areas in which different accounting policies are adopted -

At the time of preparation of financial statements ( profit and Loss Account,

Balance Sheet), there are many areas, where more than one method can be followed

by different enterprises. There is no single list of accounting policies applicable to all

enterprises. The following list of areas is illustrative -
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1) Methods of depreciation, depletion and amortisation.

2) Treatment of Inventories.

3) Treatment of Goodwill.

4) Treatment of investments.

5) Treatment of retirement benefits.

6) Valuation of fixed assets.

7) Treatment of expenditure during construction.

8) Conversion of foreign currency.

9) Recognition of profit of long-term contracts.

10)Treatment of contingent liabilities.

2.2.5 Considerations in selection and application of accounting policies -

The primary consideration in selecting accounting policies is that the financial

statements should provide a true and fair view of the  state of affairs of the enterprise

as on the date of financial statements. While selecting the accounting policies, the

following factors should be considered -

(a) Prudence - Enterprises face uncertainly attached to future events at the time

of preparation of financial statements, regarding recognition of income, expenses,

profits, losses, provisions etc. According to the principle of prudence, profits are not

anticipated but they are recognised only when realised, though not necessarily in cash.

However, provision is made for all known liabilities and losses even if the amount is

not certain and such provision is to be made on the  basis of best estimate in the

light of available information. It means accountant does not anticipate future gains but

provides for all known liabilities and losses. Incomes and assets should not be

overstated and liabilities and expenses should not be understated.

(b) Substance over form - The accounting treatment and presentation in financial

statements of transactions and events should be governed by their substance and

not merely by the legal form. e.g. In the case of hire purchase, ownership is not

transferred till last installment is paid. However, the asset is shown in the books of

the hire purchaser, though, he is not legal owner. Another example  - if a car is

purchased but not registered, the depreciation should be charged by the purchaser.

In this way, substance refers to the economic reality of the transaction.

(c) Materiality - Financial statements should disclose all ‘material’ items i.e. the

knowledge of which might influence the decisions of the users of the financial

statements. Any item which may influence the decision of user is treated as  material

item and fact.
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2.2.6 Disclosure Requirements as per AS - 1 -

All significant accounting policies adopted in the preparation and presentation of

financial statements should be disclosed at one place as a part of the financial

statements  and should not be scattered over several statements, schedules and

notes. Disclosure has been made mandatory by AS-1.

If the fundamental accounting assumptions are followed, then the disclosure is

not needed. But if it is not followed, then that fact should be disclosed.

Any change in accounting policies which has a material effect should be disclosed.

It is necessary to quantify the effect of change on financial items. The amount by which

any item is affected in current period or which may reasonably expected to have a

material effect in later periods should be  disclosed to the extent ascertainable and if

not ascertainable, the fact of such change should be disclosed, in the period in which

the change is adopted.

Disclosure of accounting policies or of change in accounting policies cannot

remedy a wrong or inappropriate treatment of the  item in the accounts.

2.2.7 Practical problems on AS - 1

Illustration No. 1

Vinay Ltd., has changed the method of inventory valuation in the current   year

from FIFO to Weighted Average. The change, however, has no material effect on the

current period’s financial statements, but it is likely to have a material effect in the

next financial year. Is it necessary to disclose the change in the current year?

Solution : Any change in accounting policies which has a material effect in the current

period or later period, should be disclosed. Change in method of inventory valuation

in this case  needs disclosure in the current year itself.

Illustration No. 2

Mahesh Finance Co.Ltd., accepted Inter-Corporate Deposits (ICDs). There were

claims at varied rates of interest from lenders from the due date of ICDs to the date

of  repayment. The company has provided interest, as per the terms of the contract

till the due date and a note for non-provision of interest from the due date to the date

of repayment was effected in the financial statements. On account of uncertainties

existing regarding the determination of the amount and in the absence of any specific

legal obligation at present as per the  terms of contracts, the company considered

these claims under ‘Claims against the company not acknowledged as debt’, and

disclosed it by way of a note instead of making a provision in the profit and Loss

Account, Comment.
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Solution -

As per AS - 1, ‘Prudence’ is the major consideration, in which the provision is made

for the known liabilities and losses, even though the amount cannot be determined

due to uncertainty. Secondly, ‘Accrual’ is one of the fundamental accounting assumption

as per AS - 1. Irrespective of the terms of the contract, so long as the principal amount

of a loan is not repaid, the lender cannot be replaced in a disadvantageous position

by non-payment of interest in respect of overdue amount.

From the above discussion, it is apparent that the company has an obligation

to pay overdue interest. Thus, the company should provide for the liability (Since

it is not waived by the lenders) at an amount estimated or on reasonable basis or

as per settlement with lenders. Non-provision of the overdue interest liability means

violation of ‘accrual’ basis of accounting. The company should make a provision

for the overdue interest.

Illustration No. 3

Nileshwar Ltd., as consistently followed in the past the LIFO method of inventory

valuation, so it continues to follow the same. Is that correct ?

Solution -

Consistency does not remedy an inappropriate accounting policy. Appropriate

policies should be followed consistently. The company’s policy violates AS - 2. Hence,

it should change it as it is not appropriate.

Illustration No. 4 -

Deepak Ltd., disclosed accounting policies related to fixed assets in schedule E,

accounting policies relating to investments in Schedule F and regarding inventories

in Schedule G. Comment on this practice.

Solution :

Practice is not correct. As per AS - 1, all accounting policies should be disclosed

at one place rather that scattered over various schedules and notes.

2.3 AS - 2 : Valuation of Inventories

2.3.1 Objectives of AS - 2 - Valuation of Inventories -

Inventories are the main component of current assets and the working capital

cycle of manufacturing and trading enterprises. Inventories generate operating profit.

Incorrect figures for inventories can lead to reporting of incorrect profits or losses which

may mislead users of financial statements. Therefore, ASB of ICAI has issued AS-2.

It determines the value of inventory to be shown in the balance sheet till it is not sold
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and  recognised as a revenue. This standard deals with the ascertainment of cost of

inventories and any write-down thereof to net realisable value.

2.3.2 Definition of inventories and scope of AS-2

2.3.2 (a)  Definition -

(1) Inventories - Consist of the following -

(a) held for sale in the ordinary course of business. (finished goods).

(b) in the process of production such a sale. (work - in - progress).

(c) in the form of material or supplies to be consumed in production process or in

the rendering of service. (raw material, stores, spares, consumables, loose-tools).

Inventories incompass goods purchased and held for resale, (for example,

merchandise purchased by a retailer and held for resale), computer software held for

resale, Land and other property held for resale, Finished goods produced, Work - in

- progress being produced by the enterprise, Materials, maintenance supplies,

consumables, Loose-tools awaiting use in the production process.

Inventories does not include machinery spares which can be used only in

connection with an item of fixed asset and whose use is expected to be irregular, such

machinery spares are accounted with AS-10, i.e. Accounting for fixed assets.

2.3.2 (b) Non-Applicability of AS-2 / Scope of AS-2 :

 This standard should be applied in accounting for inventories other than -

(i) Work-in -progress arising under construction contracts including directly

related service contracts.

(ii) Work-in-Progress of service providers ( e.g. Chartered Accountants,

Advertising Agencies etc.)

(iii) Shares, debentures and other financial instruments held as stock in trade.

(iv) Producers’ inventories of live stock, agricultural and forest products and

mineral oils, ores and gases. ( The exclusion is of producers’s inventories

and not of traders inventories of these items).

(v) Machinery spares accounted with AS-10.

The above items are excluded from AS-2.

2.3.3 Measurement of Inventories and Methods of Valuation of Inventories -

Measurement principle  of inventories is - Inventories should be valued at cost or

Net Realisable value (NRV), whichever is lower. Inventory valuation is done in three steps

- (1) Determination of the cost of inventories. (2) Determination of the NRV of  inventories

and (3) Comparing cost and NRV, lower of the two values is the value of inventories.
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2.3.3 (a) - Cost of Inventories - comprises of -

(A) Cost of purchase (B) Cost of Conversion and (C) Other costs incurred to bring

the inventories to their present location and condition, explained as  under -

(A) Cost of purchase consists of (i) The purchase price (ii) Duties and Taxes

(iii) Freight/carriage Inwards and (iv) other expenditure directly attributable to the

acquisition. Less : The items that are deducted from cost of purchase include -

(i) duties and taxes that are subsequently recoverable by the enterprise from tax

authorities (ii) trade discount (iii) rebate, duty drawbacks and other similar items.

(B) Cost of Conversion of inventories includes cost directly related to the units i.e.

Direct material, Direct Labour, Direct Expenses, Direct Costs plus (+) systematic

allocation of fixed and variable production overheads that are incurred in converting

material into finished goods. Fixed production overheads are those indirect cost of

production that remain relatively constant regardless of volume of production e.g.

depreciation and maintenance of factory building, cost of factory management. Variable

production overheads are indirect cost of production that varies directly with the volume

of production e.g. indirect materials, indirect labour.

For including the fixed production overheads in the cost of conversion, they should

be allocated on the basis of normal capacity of the production facilities. (Normal

capacity is the production expected to be achieved on an average over a number of

periods or seasons under normal circumstances, taking into account the loss of

capacity resulting from planned maintenance.)

The amount of fixed production overheads allocated to each unit of production is

not increased as a consequence of low production or idle plant. Since, the actual

production is not necessarily equal to normal production level. In the case of actual

production is less than normal level, or if the production is abnormally high, the question

of under or over absorption of overheads has to be solved. AS-2 provides that in case

of actual production is less than the normal capacity, the unabsorbed fixed production

overheads will be treated as an expense of that period.

However, in case of actual production exceeds normal level of production, fixed

production overheads will not be over absorbed. In such a case, the amount of such

overheads allocated to each unit of production (the recovery rate) will be suitably

decreased so that inventories are not measured above cost.

Variable production overheads are assigned of each unit of production on the basis

of the actual use of the production facilities/on the basis of number of unit actually

produced.
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In case of joint products, when the costs of conversion of each product are not

separately identifiable, they are to be allocated between the products on a rational and

cosistent basis, e.g. on the basis of relative sales value at split-off point, or at the

completion of production. Most by-products as well as scrap or waste materials, by

their nature are immaterial. Hence, they are measured at NRV and this NRV is

deducted from the main product.

(C)Other costs are included in the cost of inventories which are incurred to bring

the inventories to their present location and condition, e.g., cost of designing products

as per order.

2.3.3 (b) - Exclusions from the cost of inventories -

Following costs are excluded from the cost of inventories -

(a) abnormal amounts of wasted materials, labour or other production costs, (b)

storage costs. (other than in-process storage cost, (c) administrative overheads that

do not contribute to bringing the inventories to their present  location and condition,

and (d) selling and distribution costs.

2.3.3 (c) Methods of valuation of inventories -

AS-2 allows cost of inventories to be valued  or determined on the basis of following

cost formulas - (1) specific identification method - It means directly linking the  cost

with specific item of inventories. This method is used when inventory is not ordinarily

interchangable like gold, silver etc. and goods or services produced and segregated

for specific projects.

(2) Where specific identification of cost is not possible, FIFO/Weighted Average

method is to be used.

(3) When the cost of inventories cannot be calculated by applying FIFO/Weighted

Average method and specific costs, then the following two methods are used.

(a) Standard cost method - It takes into account normal level of consumption of material

and supplies, labour, efficiency and capacity utilisation. These parameters should be

regularly reviewed and revised, taking into consideration the current conditions.

(b) Retail method - It is often used in the retail trade for measuring inventories of large

numbers of rapidly changing items that have similar margins and it is impracticable

to use other costing methods. In this method, the cost of inventory is determined as

under -

Sales value of the inventory - appropriate percentage of gross margin.

2.3.3 (d) - Net Realisable Value (NRV) :  It is calculated as under -

Estimated selling price in the ordinary course of business Less (-) (a) Estimated
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cost of completion and (b) Estimated Cost necessary to make the sale. For the

purpose of NRV, estimated selling price of balance sheet date is taken. Valuation of

inventories are made at cost or NRV whichever is lower. An assessment of NRV is

made at each balance sheet date. NRV is based on the most reliable evidence

available at the time of estimate. It also considers the purpose for which the inventory

is held. If finished product in which raw material and supplies used is sold at cost or

above cost, then the estimated realisale value of raw material and supplies is not

written down below cost. However, if such finished product sold below cost, then the

estimated realisable value of raw material and supplies is equal to replacement cost

of raw material and supplies.

Inventories are usually written down to NRV on an item-by-item basis or by group

of items.

2.3.4 Disclosure Requirements as per AS-2

The financial statements should disclose :

(a) the accounting policies adopted in measuring inventories including the cost formula

(method of valuation of inventories) used, and

(b) the total carrying amount of inventories and its classification appropriate to the

enterprise.

Common classification of Inventories are -  raw materials and components, work-

in-progress, finished goods, stores and spares and loose-tools.

2.3.5 Practical problems on AS-2

Illustration No.1 -

The company deals in three products, A, B and c, which are neither

similar nor interchangeable. At the closing of it’s accounts on 31/3/2013, the Historical

cost and net realisable value of the items of closing stock are determined

as follows :

Items Historical cost NRV

(Rs.in lakhs) (Rs.in lakhs)

A 40 28

B 32 32

C 16 24

what will be the value of closing stock?

Solution :

As per AS-2, inventories should be valued at cost or NRV whichever is less. On



28-------------------------------------------------------------------------------------------28

this basis valuation of closing stock as on 31-3-2013 is as under -

   Item Historical cost    NRV   Valuation of stock

(Rs.in lakhs) (Rs.in lakhs)   (Rs.in lakhs)

A 40 28 28

B 32 32 32

C 16 24 16

    Total 88 84 76

Therefore, the valuation of closing stock is made at Rs.76 lakhs.

Illustration - 2

State how will you value the inventories in the following cases :

(i) Raw material was purchased at Rs.100 per kg. Direct Variable Production

overhead Rs. 10 per kg. Price of raw material is on decline. The finished goods in

which the raw material is incorporated is expected to be sold at below cost. 10,000

kg. of raw material is on stock at the year end. Replacement cost is Rs.80 per kg.

(ii) in a production process, normal waste is 5% of input. 5000 MT of input were

put in process resulting in a wastage of 300 MT. Cost per MT of input is Rs.1000/-.

The entire quantity of waste is on stock at the year end.

(iii)  Per kg. of finished goods consisted of :

Material cost Rs. 100 per kg., Direct labour cost Rs.20 per kg. Fixed production

charges for the year on normal capacity of 1,00,000 kg. is Rs.10 lakhs. 2000 kg. of

finished goods are in stock at the year end.

Solution -

(i) As per para 24 of AS-2 refer (2.11.d of this unit), on valuation of inventories,

materials and other supplies when there has been a decline in the price of materials

and other supplies, when there has been a decline in the price of materials and it is

estimated that the cost of finished products will exceed NRV, the materials are written

down to NRV. In such circumstances, the replacement cost should be considered.

Thus, in this case, the stock of 10,000 kg. of raw material will be valued at Rs.80 per

kg (replacement cost)

(ii) As per para 13 of AS-2 refer (2.11.b.), abnormal amounts of wasted materials,

labour or other production costs should be excluded from cost of inventories. Such

costs are charged to P/L Account. In this case, normal wastage is 250 MT ( 5% of

total input, 5000 MT) and abnormal wastage is 50 MT (Total wastage is 300 MT, Less

normal wastage 250 MT). Thus, the cost of 250 MT should be included in determining
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the cost of inventories (finished goods) at the year-end. The cost of abnormal waste

amounting to Rs.50,000 (50 MT x Rs.1000) will be charged to P/L Account. (as an

expense). Thus, the cost of inventory will be Rs.49,50,000 (for 5000 MT - 300 MT

wastage = 4700 MT).

Alternative calculations -

(a) Cost per unit will include the cost of normal wastage of 250 MT i.e.

Rs.50,00,000/-

     4750 MT = Rs. 1052.63

Thus, the cost of abnormal wastage will be -

50 MT x Rs.1052.63 per unit = Rs.52,631.50

and the cost of 4750 MT will be =

4750 MT x Rs.1052.63 per unit = Rs. 49,47,368.50

OR

Cost of inventory of 4750 MT

= Rs. 50,00,000 / 4750 x 4700  = Rs.49,47,368

and cost of Abnormal wastage will be

= Rs. 50,00,000 /  4750 x 50 = Rs. 52,632

(iii) According to AS-2 paras 8 and 9, Here, refer (2.11.9.) the cost of conversion

should include a systematic allocation of fixed and variable production overheads and

allocation of fixed production overheads for inclusion in the cost of conversion is based

on the normal capacity of the production facilities. Thus, in this problem, cost per kg.

of finished good will be as under -

Particulars   Rs.

Material Cost 100

Direct Labour cost 20

Direct variable production overheads  10

Fixed production overhead 10

(Rs.10,00,000  / 1,00,000 kg)

Total cost per kg. 140

Thus, the value of 2000 kgs. of finished goods on stock at the year end will be =

Rs. 2,80,000 (2,000 kgs x Rs. 140)
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Illustration - 3 -

Subhash Co.Ltd., purchased goods at the cost of Rs.40 lakhs in october,2013,

Till March, 2014, 75% of the stocks were sold. The company wants to disclose stock

at Rs.10 lakhs. The expected sales value is Rs.11 lakhs and a commission at 10%

on sales is payable to the agent. Calculate the correct closing stock to be disclosed

as at 31 st March, 2014.

Solution -

As per AS-2, inventories are valued at cost or net realisable value whichever is

lower. Cost of inventories includes cost of purchase, cost of conversion and other

costs incurred in bringing the inventories to their present position and location. NRV

is the estimated selling price in ordinary course of business less estimated cost of

completion and cost of sale.

In this problem, cost of closing stock is = 25% of Rs.40 lakhs = Rs.10 lakhs and

NRV is = Rs.11 lakhs - 10% of sales commission i.e.Rs.11 lakhs - Rs. 1.10 lakhs =

Rs.9.90 lakhs.

Subhash Co.Ltd., should disclose closing stock at Rs.9.90 lakhs which is lower

of cost.

2.4 AS - 6 : Depreciation Accounting :

2.4.1 Objectives of AS-6 and scope of AS-6 -

This standard deals with depreciation accounting and applies to all depreciable

assets. It prescribes the basis for selection of method of depreciation, accounting

treatment and disclosure requirements of depreciation.

AS-6 is applicable to all depreciable assets, but this standard is not

applicable to -

(i) forests, plantations and similar regenerative natural resources,

(ii) wasting assets including expenditure on the exploration for and extraction

of minerals, oils, natural gas and similar non-regerative resources,

(iii) expenditure on research and development

(iv) goodwill and other intangible assets,

(v)  live stock.

(vi)  land unless it has a limited useful life for the enterprise.

2.4.2 Definitions -

(i) Depreciation - is a measure of the wearing out, consumption or other loss

of value of a depreciable asset arising from (a) use, (b) effluxion (c) obsolescence
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through technology and market changes. Depreciation is  nothing but distribution of

total cost of asset over its useful life.

(ii) Depreciable assets - are assets which -

(a) are expected to be used during more than one accounting period, and

(b) have a limited useful life, and

(c) are held by an enterprise for use in the production of goods and services (i.e.

not for sales purpose).

(iii) Useful life - is either (i) the period over which a depreciable asset is expected

to be used by the enterprise, or (ii) the number of production or similar units expected

to be obtained from the use of the asset. The useful life of a depreciable asset is

shorter than its physical life. Further the useful life depends on many factors, as -

pre-determined by legal or contractual limits such as expiry of period of lease, the

number of shifts for which as asset is to be used, repair and maintenance policy,

technological changes, improvements in production methods, innovation, change in

demand of output, legal or other restrictions.

(iv) Depreciable amount - Depreciable amount of a depreciable asset is its

historical cost or other amount substituted for historical cost in the financial statements

less (-) amount of the estimated residual value. Estimated residual or scrap value of

depreciable assets means estimated value of depreciable assets at the end of it’s

useful life. If residual value (RV) is insignificant, it is normally regarded as NIL. But, if

RV is significant, it is estimated at the time of acquisition, installation or at the time of

revaluation of the asset. The depreciable amount of a depreciable asset should be

allocated on a systematic basis to each accounting period during the useful life of the

asset. One of the bases for determining RV would be the realisable value of similar

assets which have reached the end of their useful lives and have operated under

conditions similar to those in which the asset will be used.

2.4.3 Methods of depreciation and change in method of depreciation,

useful life etc.

The amount of depreciation is calculated as under -

Historical cost or other amount substituted for historical cost less the estimated

residual value. value. Here, the historical cost refers to the acquisition cost, cost of

installation, freight etc. including the incidental expenses necessary to bring the asset

to its present condition/location. The historical cost may change on account of change

in long-term liability due to exchange fluctuations, change in duties or similar  factors.

There are several methods of allocating depreciation over the useful life of assets.

Those mostly employed are the straight line method and the reducing balance method.

The depreciation method selected should be applied consistently from period to period.
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A change from one method to another should be made only if -

(a) the adoption of the new method is required by statute or (b) for compliance with

an accounting standard or (c) if the change would result in more appropriate

preparation and presentation of the financial statements.

2.4.3 (a) : Change in Method of Depreciation :

If the method of depreciation has been changed, then the change should be applied

with restrospective effect, i.e. the date when the asset was put to use. Depreciation

should be recalculated in accordance with the new method from the date of asset

coming into use. There will be generally a difference in depreciation charged till date

with the old method and new method. In such a case, the deficiency or surplus should

be debited or credited in profit and loss account of the year in which the change is

adopted. such change should be treated as a change in accounting policy and its effect

should be quantified and disclosed.

2.4.3 (b) Change in Historical Cost -

If the historical cost has changed the depreciation on the revised unamortised

depreciable amount should be provided prospectively over the residual useful life of

the asset. where the depreciable assets are revalued, revalued amount should be

considered to calculate depreciation on the estimated remaining useful life.

2.4.3 (c) Change in useful life -

Where there is a revision of the estimated useful life of an asset, the unamortised

depreciable amount should be charged over the revised remaining useful life.

2.4.3 (d) - Any addition or extention to an existing asset -

It should be depreciated over the remaining useful life of that asset. The rate of

depreciation is applied which is applied to an existing asset. If any addition or extension

has separate identity and is capable of being used after the existing asset is disposed

of, it is depreciated independently on the basis of an estimate of its own life.

2.4.4  Disclosure Requirements as per AS-6 -

The following information should be disclosed in the financial statements -

(i) the historical cost or other amount  substituted for historical cost of each class

of depreciable assets.

(ii) total depreciation for the period for each class of asset.

(iii) the related accumulated depreciation.

(iv) depreciation method any change thereof and material efect of the change.

(v) depreciation rates or the useful lives of assets, if they are different from the statute.
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2.4.5 Practical problems on AS-6 -

Illustration - 1

A  machinery costing Rs.10 lakhs has useful life of 5 years. After the  end of

5 years its scrap value would be Rs.1 lakh. How much depreciation is to be charged

as per AS-6 ?

Solution -

Cost of machinery Rs.10,00,000

Less : scrap value -      1,00,000

Value to be written off        9,00,000

Depreciation per year = Amount to be written off divided by useful life of the

asset i.e. 9,00,000  / 5 years = Rs. 1,80,000

Illustration - 2 -

Bhagyashri Ltd., acquired a machine on 1-4-2006 for Rs. 5,00,000. The

Co.charged depreciation upto 2008-09 on straight line method (SLM) with estimated

working life of 10 years and scrap value of Rs. 50,000. From 2009-10 the Co.decided

to change method of depreciation at 20% on reducing balance method (RBM)

Compute the amount of depreciation to be debited to profit and loss Account for the

year 2009-10.

Solution : (a) Annual depreciation  upto 2008-09

= Cost price of the machine - Scrap value

Useful life of the machine

= 5,00,000 - 50,000 = 4,50,000 / 10 = 45,000

WDV of machine at the end of 2008-09 by SLM

Rs 5,0,000 - (Rs. 45000 x 3 years) = 3,65,000/-

(b) Depreciation by RBM :

Year Cost/WDV at Depreciation WDV at the

the beginning (Rs.) @ 20% (Rs.) end (Rs.)

2006-07 5,00,000 1,00,000 4,00,000

2007-08 4,00,000   80,000 3,20,000

2008-09 3,20,000   64,000 2,56,000

Total dep.upto 2,44,000

2008-09

2009-10 2,56,000 51,200 2,04,800
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(c)  Depreciation to be charged in 2009-10

Particulars Rs.

Deficiency due to change in method of depreciation from SLM to RBM :-

Depreciation to be charged under RBM

upto 2008-09 (New method) 2,44,000

Less : Depreciation as per old method

(SLM) (Rs.45,000 x 3)     - 1,35,000

Deficiency to be debited to P/L A/c. 1,09,000

Add - Depreciation for the year 2009-10  +    51,200

Total depreciation debited to P/L A/c. for

the year 2009-10. 1,60,200

Note - Alternatively Book values of the machine can be compared under two methods

and deficiency can be  calculated i.e. Rs. 3,65,000 (under SLM) - Rs. 2,56,000

(under RBM) = Rs. 1,09,000 deficiency.

Illustration - 3

A computer costing Rs. 60,000 is depreciated on SLM, assuming 10 years working

life and residual value as NIL, for 3 years. The estimate of remaining useful life after

third year was reassessed at 5 years. Calculate the depreciation as per AS-6.

Solution -

(a) Depreciation for first 3 years =

Rs. 60,000  10  = Rs. 6000 per year x 3 = Rs. 18,000

(b) Depreciation from 4 the year onwards per year will be =

= The unamortized depreciable amount

Less - scrap value  / revised estimated life

= Rs. 60,000 - Rs. 18,000 - NIL /  05 years

= Rs. 42,000 / 5  = Rs. 8,400 per year.

2.5 Self Assessed Questions -

(A) Choose the correct alternative -

(1) How many Accounting standards have been issued by ICAI?

(a) 30 (b) 29 (c) 31 (d) 32

(2) AS-2 is on -

(a) depreciation accounting (b) revenue recognition.
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(c) disclosure of accounting policies (d) valuation of inventories.

(3) While selecting the accounting policies, which of the following factor should

not be considered?

(a) Prudence (b) Substance over form

(c) Materiality (d) Net Realisable value (NRV).

Answers : 1 - d     2  -  d        3  - d

(B)Fill in the Blanks -

(i) ..............method is best suited to retail business for valuation of inventories.

(ii) Depreciable amount of depreciable asset is it’s historical cost less .

Ans : - (i) Retail (ii) Estimated residual value

(c) State whether ‘True’ or ‘False’ -

(i) Selling and distribution costs are included in the cost of inventories.

(ii) A change in method of depreciation is not allowed.

Ans : i)   False ii)   False .

(B) Short Answer Questions -

(1) Mention six areas in which different accounting policies are followed

by companies.

(2) What are the three fundamental accounting assumptions recognised by AS-1 ?

(3) Mention assets where AS-6-depreciation Accounting is not applicable.

(4) What are the items that are to be excluded in determination of cost

of inventories as per AS-2?

(C) Essay Type Questions -

(1) Mention areas in which different accounting policies may be adopted by

different enterprises and describe them.

(2) Summarise the requirements of disclosure under AS-1.

(3) State briefly the disclosure requirements under AS-2.

(4) Explain measurement of inventories and methods of valuation of inventories.

(5) Explain methods of depreciation and effect of change in method

of depreciation.

(6) State the disclosure requirements under AS-6.

(7) Define the terms - Depreciation, Depreciable amount, useful life.

(D) Practical problems -

(1) ABC Ltd., has prepared accounts on cash basis. This fact has not been

disclosed in the notes on accounts Comment.
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Ans :

( Adopting Cash system is not proper. Accounting Standards are based on accrual

principle, disclose the fact in the notes on accounts).

(2) Kalptaru Builder Ltd., sold it’s building to ‘T’ Ltd., for Rs.60 lakhs on 18th January

2013 and gave possession of the property to ‘T’ Ltd. However, documentation and

legal formalities are pending. Due to this Kalptaru Builders Ltd. has not recorded sale

and shown the amount received as an Advance. The book value of the building as on

31/3/2013 is Rs. 25 lakhs. Do you agree with this accounting treatment? If not, explain

reasons as per AS-1.

(Ans : Concept of substance over form is applicable.

The Kalptaru Builders Co.Ltd. should record the sale and recognise profit

of Rs.35 lakhs as on 31/3/2013).

(3) Draft the Notes on Accounts for inclusion in the Annual Report of the company,

the following transaction -

‘Provision made for permanent fall in the value of Investments - which fall had

taken place over the last 5 years - the amount of provision is Rs.10 lakhs.’

(Ans : Give in the notes on accounts  & mention as fall in investment and give effect

on the profit of company.)

(4) Sunil Ltd. purchased raw material @ Rs.400 kg. The finished goods in which raw

material is used are expected to be sold below cost. At the year-end the company

has 10,000 kg. of raw material in stock. The company does not know the selling price

of raw material and cannot calculate realizable value of raw material. However

replacement cost of raw material is Rs.300 per kg. How will you value the inventory

of raw material?

(Ans : closing value of raw material inventory As per AS-2, para 24 (refer, point

no. 2.11 d of theory) will be equal to replacement cost i.e. 10,000 kg x Rs. 300 per kg

= Rs. 30 lakhs.)

(5) Santosh Ltd. wants to include interest on Bank overdraft as an element of cost

while valuing its finished stock, because the overdraft has been taken to finance current

assets like inventory and for meeting day-today working expenses. Comment.

(Ans : As per AS-2, interest on bank overdraft as an element of cost is not

acceptable (see - 2.11. (a))

(6) In the production process, four products, A, B, C and D are simultaneously (jointly)

produced. The joint costs incurred are Rs. 50 lakhs.
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The following additional information is also given -

Product Qty kgs. Unit sales price at

split off point Rs.

A 10 130

B 12 170

C 14 190

D 16 220

How will you allocate joint costs.?

(Ans - Joint costs to be allocated on the basis of relative sales value at split off point

Ratio i.e. calculated as = A - Qty 10 kg x Rs.130 = Rs.1300

B-  Qty 12 kg x 170 = Rs.2040

C-  Qty 14 kg x 190 = Rs.2660

D - Qty 16 kg x 220 = Rs.3520

The ratio of allocation of Rs.50 lakh (Joint cost) is 1300 : 2040 : 2660: 3520 (i.e.

65 : 102 : 133 : 176) among A, B, C and D products.)

(7) A plant was depreciated under two different methods as under -

Year SLM W.D.V.

Rs.in lakhs Rs.in lakhs

1 7.80 21.38

2 7.80 15.80

3 7.80 11.68

4 7.80   8.64

31.20 57.50

5  7.80   6.38

What should be the amount of resultant surplus or deficiency, if the company

decides to with over from W.D.V. method to SLM method for first four years?

(Ans : Surplus of Rs. 26,30,000 (Rs.57.50 lakhs - Rs. 31.20 lakhs)

(8) Nileshwar co.Ltd. has not provided depreciation on machinery costing Rs. 50

lakhs. imported three years back, since it is yet to be put into use. Comment.

(Ans : As per AS-6, Depreciation should be charged on machinery, whether put to

use or not due to effuxion of time (see point no.2.15, definition of depreciation)
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Unit No. 2

Selected Accounting Stadards with

 Pratical  Problems

SECTION - II

Objectives :

Origin Definition Objectives & Disclosures

Practical Problems

Structure :

2.7 Accounting Std. (AS) 7 (revised 2002) Construction Contracts.

2.7.1 Origin of AS - 7

2.7.2 Objective

2.7.3 Scope

2.7.4 Contract Revenue

2.7.5 Contract Costs

2.7.6 Reimbursement

2.7.7 Recognition of Contract Revenue and Expenses

2.7.8 Recognition of Revenue and Expenses

2.7.9 Contract Work in Progress

2.7.10 Completion of Work

2.7.11 Recognition of Expected Losses

2.7.12 Disclosure

2.7.13 Contingencies

2.7.14 Practical Problems

2.8 Accounting Standard (AS) 9 (issued in 1985) Revenue Recognition

2.8.1 Introduction

2.8.2 Definitions

2.8.3 Sale of Goods

2.8.4 Rendering of Services
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2.8.5 Effect of Uncertainties on Revene Recognition

2.8.6 Disclosure

2.8.7 Practical Problems

2.9 Accounting Standard (AS) 10 (issued 1985) Accounting for Fixed Assets.

2.9.1 Introduction

2.9.2 Definitions

2.9.3 Components of Cost

2.9.4 Non Monetary Consideration

2.9.5 Improvements and Repairs

2.9.6 Amount Substituted for Historical Cost.

2.9.7 Retirements and Disposals

2.9.8 Valuation of Fixed Assets in Special Cases

2.9.9 Fixed Assets of Special Types

‘ 2.9.10 Disclosure

2.9.11 Practical Problems

2.10 Accounting Standard (AS) 13 (issued 1993) - Accounting For Investments.

2.10.1 Introduction

2.10.2 Definitions

2.10.3 Forms of Investments

2.10.4 Cost of Investments

2.10.5 Carrying Amount of Investments

2.10.6 Investment Properties

2.10.7 Disclosure

2.10.8 Practical Problems

2.11 Self Assessment Questions

2.12 Further Reading
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2.7 Accounting Standard (AS) 7 (revised 2002)

Construction Contracts

2.7.1 Origin of AS-7

Originally issued in December 1983 and titled as 'Accounting for Construction

Contracts'. The Standard was revised in 2002 and came into effect in respect of all

contracts entered into during accounting periods commencing on or after 1-4-2003

and is mandatory in nature from that date. Accordingly, AS-7, 'Accounting for

Construction Contracts', issued by the Institute in December 1983, is not applicable

in respect of such contracts.

Definitions

The definition and meaning of this Standard consists of:

a) 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.

b) A fixed price contract is a construction contract in which the contractor agrees

to a fixed contract price, or a fixed rate per unit of output, which in some cases is

subject to cost escalation clauses.

c)  A cost plus contract is a construction contract in which the contractor is

reimbursed for allowable or otherwise defined costs, plus percentage of these costs

or a fixed fee.

2.7.2   Objective

The main objective of this Accounting Standard is to set the accounting treatment

of revenue and costs associated with construction contracts. As the nature of

construction contracts, the date, time of contract is to be considered.

As a result, the prime issue in accounting for construction contracts is the

allocation of contract revenue and contract costs to the accounting periods in which

construction work is performed. It helps in Preparation and Presentation of Financial

Statements to determine when contract revenue and contract costs as well it is

possible to recognize as revenue and expenses in the statement of profit and loss. It

also provides practical guidance on how to apply.

2.7.3   Scope

1. This Standard should be applied in accounting for construction contracts in

the financial statements of contractors.

Combining and Segmenting:

 When a contract covers a number of assets, the construction of each asset is
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to be considered 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.

Combining :

 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.

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

or assets covered by the original contract; or

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

2.7.4   Contract Revenue

Contract revenue should comprise:

(a) the initial amount of revenue agreed in the contract; and

(b) variations in contract work, claims and incentive payments:

(i) to the extent that it is probable that they will result in revenue; and

(ii) they are capable of being reliably measured.

2.7.5   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.

Costs that relate directly to a specific contract include:

(a) site labour costs, including site supervision;
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(b) costs of materials used in construction;

(c) depreciation of plant and equipment used on the contract;

(d) costs of moving plant, equipment and materials to and from the contract site;

(e) costs of hiring plant and equipment;

(f) costs of design and technical assistance that is directly related to the contract;

(g) the estimated costs of rectification and guarantee work, including expected

warranty costs; and

(h) claims from third parties.

These costs may be reduced by any incidental income that is not included in

contract revenue.

Costs that may be attributable to contract activity in general and can be allocated

to specific contracts include:

(a) insurance;

(b) costs of design and technical assistance that is not directly related to a specific

contract; and

(c) construction overheads.

Costs that may be attributable to contract activity in general and can be allocated

to specific contracts also include borrowing costs as per Accounting Standard (AS)

16, Borrowing Costs.

2.7.6   Reimbursement :

Costs that are specifically chargeable to the customer under the terms of the

contract may include some general administration costs and development costs for

which reimbursement is specified in the terms of the contract.

Costs that cannot be attributed to contract activity or cannot be allocated to a

contract are excluded from the costs of a construction contract. Such costs

include:

(a) general administration costs for which reimbursement is not specified in the

contract;

(b) selling costs;

(c) research and development costs for which reimbursement is not specified

in the contract; and

(d) depreciation of idle plant and equipment that is not used on a particular

contract.

2.7.7   Recognition of Contract Revenue and Expenses

1. When the outcome of a construction contract can be estimated reliably,
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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.

2. In the case of a fixed price contract, the outcome of a construction contract

can be estimated reliably when all the following conditions are satisfied:

(a) total contract revenue can be measured reliably;

(b) it is probable that the economic benefits associated with the contract will flow

to the enterprise;

(c) both the contract costs to complete the contract and the stage of contract

completion at the reporting date can be measured reliably; and

(d) the contract costs attributable to the contract can be clearly identified and

measured reliably so that actual contract costs incurred can be compared with prior

estimates.

3. In the case of a cost plus contract, the outcome of a construction contract

can be estimated reliably when all the following conditions are satisfied:

(a) it is probable that the economic benefits associated with the contract will flow

to the enterprise; and

(b) the contract costs attributable to the contract, whether or not specifically

reimbursable, can be clearly identified and measured reliably.

2.7.8   Recognition of revenue and expenses:

The recognition of revenue and expenses by reference to the stage of completion

of a contract is often referred to as the percentage of completion 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.  Under the percentage of completion

method, contract revenue is recognised as revenue in the statement of profit and loss

in the accounting periods in which the work is performed. Contract costs are usually

recognized as an expense in the statement of profit and loss in the accounting periods

in which the work to which they relate is performed. However, any expected excess of

total contract costs over total contract revenue for the contract is recognised as an

expense immediately in accordance with paragraph 35.

Percentage of Completion method = Costs incurred till date/cost incurred till

date+ Estimated costs to complete x 100

2.7.9   Contract Work in Progress :

A contractor may have incurred contract costs that relate to future activity on

the contract that are recognised as an asset provided it is probable that they will be
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recovered. Such costs represent an amount due from the customer and are often

classified as contract work in progress.

Uncertainty :

When an uncertainty arises about the collectability of an amount already included

in contract revenue, and already recognised in the statement of profit and loss, the

uncollectable amount or the amount in respect of which recovery has ceased to be

probable is recognised as an expense rather than as an adjustment of the amount of

contract revenue.

Estimates :

An enterprise is generally able to make reliable estimates after it has agreed to

a contract which establishes:

(a) each party's enforceable rights regarding the asset to be constructed;

(b) the consideration to be exchanged; and

(c) the manner and terms of settlement

2.7.10  Completion of Work :

The stage of completion of a contract may be determined in a variety of ways.

The enterprise uses the method that measures reliably the work performed. Depending

on the nature of the contract, the methods may include:

(a) the proportion that contract costs incurred for work performed upto the

reporting date bear to the estimated total contract costs; or

(b) surveys of work performed; or

(c) completion of a physical proportion of the contract work.

Progress payments and advances received from customers may not necessarily

reflect the work performed.

When the outcome of a construction contract cannot be estimated reliably:

(a) revenue should be recognised only to the extent of contract costs

incurred of which recovery is probable; and

(b) contract costs should be recognised as an expense in the period in which

they are incurred.

An expected loss on the construction contract should be recognised as an

expense immediately.

Contract costs recovery of which is not probable are recognised as an expense

immediately. Examples of circumstances in which the recoverability of contract costs

incurred may not be probable and in which contract costs may, therefore, need to be

recognised as an expense immediately include contracts:
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(a) which are not fully enforceable, that is, their validity is seriously in question;

(b) the completion of which is subject to the outcome of pending litigation or

legislation;

(c) relating to properties that are likely to be condemned or expropriated;

(d) where the customer is unable to meet its obligations; or

(e) where the contractor is unable to complete the contract or otherwise meet

its obligations under the contract.

Uncertainties :

When the uncertainties that prevented the outcome of the contract being

estimated reliably no longer exist, revenue and expenses associated with the

construction contract should be recognised in accordance with AS paragraphs.

2.7.11  Recognition of Expected Losses

When it is probable that total contract costs will exceed total contract revenue,

the expected loss should be recognised as an expense immediately.

The amount of such a loss is determined irrespective of:

(a) whether or not work has commenced on the contract;

(b) the stage of completion of contract activity; or

(c) the amount of profits expected to arise on other contracts which are not

treated as a single construction contract in accordance with paragraph 8.

Changes in Estimates

The percentage of completion method is applied on a cumulative basis in each

accounting period to the current estimates of contract revenue and contract costs.

Therefore, the effect of a change in the estimate of contract revenue or contract costs,

or the effect of a change in the estimate of the outcome of a contract, is accounted

for as a change in accounting estimate (see Accounting Standard (AS) 5, Net Profit

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

2.7.12   Disclosure

 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 recognized in the period;

and

(c) the methods used to determine the stage of completion of contracts in

progress.

An enterprise should disclose the following for contracts in progress at the

reporting date:
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(a) the aggregate amount of costs incurred and recognised profits (less

recognised losses) upto the reporting date;

(b) the amount of advances received; and

(c) the amount of retentions.

An enterprise should present :

The gross amount due from customers for contract work is the net amount of:

(a) costs incurred plus recognised profits; less

(b) the sum of recognised losses and progress billings for all contracts in

progress for which costs incurred plus recognised profits (less recognised losses)

exceeds progress billings.

The gross amount due to customers for contract work is the net amount of:

(a) the sum of recognised losses and progress billings; less

(b) costs incurred plus recognised profits for all contracts in progress for which

progress billings exceed costs incurred plus recognised profits (less recognised

losses).

2.7.13   Contingencies :

An enterprise discloses any contingencies in accordance with Accounting

Standard (AS) 4, Contingencies and Events Occurring After the Balance Sheet Date.

Contingencies may arise from such items as warranty costs, penalties or possible

losses. 2 Pursuant to AS 29, Provisions, Contingent Liabilities and Contingent Assets,

becoming mandatory, all paragraphs of AS 4 that deal with contingencies stand

withdrawn except to the extent they deal with impairment of assets not covered by

other Accounting Standards.

2.7.14  Practical Problems :

Illustration 1 :

Maharashtra construction co.undertook a construction of group housing complex

at a total price of 300 lacs. The total cost of the project was estimated at Rs.240 lacs.

During the year, it has incurred a cost of Rs.80 lacs. It has received an amount of

Rs.70 lacs from the complex.

Find out the contract revenue and contract prifit to be recognised for the year.

What would be the position if the company estimates that an additional cost of Rs.250

lacs would be required to complete the project.

  (modified  problem)

Solution :

l Calculation of contract Revenue and contract profit to be recognised.
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33
1

3
%

A

B
x 100 =

80

240
x 100 33

1

3
%

Rs. (lacs)

Contract cost incurred till now (A) 80

Estimate total contract cost (B) 240

% completion

Total Contract Revenue 300

Contract revenue to be recognised

300  X 100

Contract Profit to be recognised

     (100 - 80) Rs. 20 lacs.

l Calculation of P/L to be recognised if additional cost of Rs. 250 lacs

is expected. Rs. (lacs)

i)  Total contract cost incurrea till date 80

ii)  Expected cost to be uncurred in future 250

iii) Estimated total contract cost (i + ii) 330

iv) % Completion A/c 24.24%

v)  Revenue to be recognised

       (300 x 24.24%) 72.72

vi)   Estimated total loss (330 - 300) 30

vii)  Loss to be recognised in the C.Y. (80-72.72) 7.28

 viii)  Provision for loss to made (30-7.28) 22.72

Illustration 2 :

On 1st December 2012 RK Co.Ltd. undertook to construct a building for

Rs.42.lacs. On 31st March, 2013 the company found that it had already spent Rs.

32,49,500 on the construction.

Prudent estimate of additional cost for completion was Rs. 16,00,500 what is

the additional provision for foreseable loss, which must be made in the final accounts

for the year ended 31st March, 2013 as per provisions of Accounting standard 7 on

“Accounting for Construction Contract” ? - (CA Final 2003 modified)

Solution :

Cost incurred till 31 st March 2013 32,49,500

Prodent estimate of additional cost for completion 16,00,500
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Total cost of construction 48,50,000

Less : contract price 42,50,000

Total foreseecable loss 6,00,000

Contract work in progress = 
3245900

 x 100 = 67% (Approx)
                                      4850000

As per para 7.02 of AS 7 on construction contracts, the proportion of total contract

value recognised as turnover.

Therefore, 42,50,000 x 67% = 28,42,500

Loss to be reconised in one year ended 31st March, 2013

= Rs. 3249500 - 2842500 = 4,02,000

Since the total forescable loss is Rs. 600000, an additional provision of

Rs.1,98,000 ( 600000-4020000) is required to be made in accordance with the

provisions of para 19 of Accounting standard 7 on accounting for construction

contracts.

(Note : In Case the Revised Accounting standard is effected Rs.1,98,000 will also be

recognised as an expenses in the year ended 31st March, 2013)

Illustration 3 :  Atharva Ltd maintains the ‘Percentage of Completion’ method for

recognising revenue on construction contracts. From the following particulars,

determine the result of contract ‘P’ to be included in the Profit & Loss A/c of the

company for the year ended 31st March, 2013.

(in Crores)

      Contract P

Date of Begining 5/8/2010

Expected date of completion 30/4/2012

Contract amount 160

Advance received and outstanding (dues) 6.00

Value of work certified 150.00

Value of work done but not certified 2.00

Progres of  payments received (Net of advance recovery) 104.00

Cost incurred till 31.3.2013 144.00

Estimate of costs to complete   18.00

Profits recognised till 31.3.2012     3.00

Solution :

P/L to be Recognised (Rs.in crores)
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1. Total contract Revenue 160

2. Cost incurred till 31.3.2013 144

3. Estimate cost to complete  18

4. Estimate total contract cost (2+3) 162

5. Estimated loss   02

6. Profit recognised in the last year 31.3.2012 3.00

7. Total loss to be recognised in the year

    ending 31.3.2013 (02+3.00) 5.00

2.8 Accounting Standard (AS) 9 (issued 1985)

Revenue Recognition

2.8.1  Introduction

This Standard deals with the bases for recognition of revenue in the statement

of profit and loss of an enterprise. The Standard is concerned with the recognition of

revenue arising in the course of the ordinary activities of the enterprise from

l  the sale of goods,

l  the rendering of services, and

l  the use by others of enterprise resources yielding interest, royalties and

dividends.

2. This Standard does not deal with :

(i) Revenue arising from construction contracts;

(ii) Revenue arising from hire-purchase, lease agreements;

2.8.2  Definitions

The following  terms are used in this Standard with the meanings

specified:

1 Revenue is the gross inflow of cash, receivables or other consideration arising

in the course of the ordinary activities of an enterprises from the sale of goods, from

the rendering of services, and from the use by others of enterprise resources yielding

interest, royalties and dividends. Revenue is measured by the charges made to

customers or clients for goods supplied and services rendered to them and by the

charges and rewards arising from the use of resources by them. In an agency

relationship, the revenue is the amount of commission and not the gross inflow of

cash, receivables or other consideration.

2 Completed service contract method is a method of accounting which recognises

revenue in the statement of profit and loss only when the rendering of services under
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a contract is completed or substantially completed.

3 Proportionate completion method is a method of accounting which recognises

revenue in the statement of profit and loss proportionately with the degree of completion

of services under a contract.

2.8.3  Sale of Goods

A key criterion for determining when to recognise revenue from a transaction

involving the sale of goods is that the seller has transferred the property in the goods

to the buyer for a consideration.

At certain stages in specific industries, such as when agricultural crops have

been harvested or mineral ores have been extracted, performance may be substantially

complete prior to the execution of the transaction generating revenue.

2.8.4   Rendering of Services

Revenue from service transactions is usually recognised as the service is

performed by:

(i) Proportionate completion method : Performance consists of the execution

of more than one act. Revenue is recognized proportionately by reference to the

performance of each act. The revenue recognised under this method would be

determined on the basis of contract value, associated costs, number of acts or other

suitable basis.

(ii) Completed service contract method : Performance consists of the execution

of a single act. The completed service contract method is relevant to these patterns

of performance and accordingly revenue is recognised when the sole or final act takes

place and the service becomes chargeable.

The Use by Others of Enterprise Resources Yielding Interest, Royalties

and Dividends

The use by others of such enterprise resources gives rise to:

(i)  interest : charges for the use of cash resources or amounts due to the

enterprise;

(ii) royalties : charges for the use of such assets as know-how, patents, trade marks

and copyrights;

(iii) dividends : rewards from the holding of investments in shares.

2.8.5  Effect of Uncertainties on Revenue Recognition

1 Recognition of revenue requires that revenue is measurable and that at the time

of sale or the rendering of the service it would not be unreasonable to expect ultimate

collection.

2 Where the ability to assess the ultimate collection with reasonable certainty is
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lacking at the time of raising any claim, e.g., for escalation of price, export incentives,

interest etc., revenue recognition is postponed to the extent of uncertainty involved. In

such cases, it may be appropriate to recognise revenue only when it is reasonably

certain that the ultimate collection will be made. Where there is no uncertainty as to

ultimate collection, revenue is recognised at the time of sale or rendering of service

even though payments are made by instalments.

2.8.6  Disclosure

14. In addition to the disclosures required by Accounting Standard 1 on 'Disclosure

of Accounting Policies' (AS 1), an enterprise should also disclose the circumstances

in which revenue recognition has been postponed pending the resolution of significant

uncertainties.

2.8.7   Practical Problems :

Illustration 1 :

1. Raj Ltd. entered into agreement with Viraj ltd for sale of goods of Rs. 4 lacs at

a profit of 20% on cost the sale transaction took place on 1st February, 2013 on the

same day Viraj ltd entered into another agreement with Raj ltd to resell the same goods

at Rs. 40 lacs on 1st August, 2013.

State the  treatment of this transaction in the financial statements of Raj Ltd. as

on 31.3.2013. The pre-determined re-selling price covers the holding cost of Viraj Ltd.

Give the Journal Entries as on 31.3.2013 on the books of Viraj Ltd.

Raj Ltd. agree to repurchase the same goods from Viraj Ltd. on 1st Feb, 2013

& the re-selling price is predetermined & covers purchasing & holding costs of  Viraj

Ltd.

The transaction between Raj Ltd. & Viraj Ltd. on 1st Feb., 2013 should be

accounted for as financing rather than sale.

As a result, Cash Rs. 1000 of Rs. 4.80 lacs. received by Raj Ltd., cannot be

considered as revenue as per As-9-Revenue Recognsition.

( 4 lacs x 20% = 80000 400000 + 80000 = 4.80 lac)

Journal Entries in the books of Raj Ltd.

Date        Particular Dr. (Rs.) Cr.(Rs.)

in lacs in lacs

1.2.2013   Bank A/c....... Dr. 4.80

              To Advance from Vraj Ltd. 4.80

               (Being advance received

                against sale & repurchase)
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31.3.2013   Financing charges A/c... Dr. 0.20

                To Viraj Ltd. 0.20

                (Being charges for 2 months

                 at 5.40 lacs - 4.80

                 i.e. 0.60 x 2/6 = 0.20)

31.3.2013     P/L A/c...... Dr. 0.20

                 To Financing charges A/c 0.20

                 (Being amount of finance charges

                 trfd. to P & L A/c)

Disclosure in balance-sheet of Raj ltd as on 31.3.2013 (An Extract)

Rs. in lacs

Current Assets, Loan & Advances :

Good lying with Viraj Ltd. (under sale & repurchase) 4.00

Liabilities

Secured loan

Advances from Viraj Ltd. 4.80

Add : Accrued Finance charges 0.20

9.00

Illustration 2 : The Board of Directors of Y ltd decided on 31.3.2013 to increase sale

price of certain items of goods sold retrospectively from 1st Janury, 2013. As a result

of this decision the company has to receive Rs. 2.50 lacs from its customers in

respect of  Sales made from 1.1.2013 to 31.3.2013. The company’s Accountant failed

to make up his mind. You are asked to give your suggestion.

     (RTP Finanl (old) Nov.modified)

Solution :

As per para 10 (Ten) of AS-9 ‘Revenue Recognition’ the additional revenue on

account of increase in sales price with retrospective effect, as decided by Board of

Directors of ‘Y’ ltd, of Rs. 2.50 lacs to be recognised as income for financial year 2012-

13, only if the company is able to assess the ultimate collecting with resonable certainly.

If at the time of raising of any claim it is unreasonable to expect ultimate collection,

Revenue Recognition should be postponed.

Ilustration 3 : A company advertises for tournament to be held in April 2013 on 25th

January, 2013, Rs. 520 lacs.

Other information :

i) 70% advertisement for available time for Rs. 700 lacs by 31st January, 2013.
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ii) For balance time - booking in February, 2013 for Rs. 240 lacs.

iii) Paid the full amount at the time of booking the advertisement.

iv) 40% advertisement appears before the public in March, 2013 & balance 60%

appears in the month of April, 2013.

You are required to calculate the amount of Profit & Loss to be recognised in

the Financial years 2013-14 as per As-9.

Solution :

Computation of Total Profit Rs. in lac’s

Advertisement 70% of available time 700

by 31.1.2013.

Advertisement for 30% of available time 240

Feb, 2013

                                        Total 940

Less: Cost of advertisement rights. 520

                                        Profit 420

Apportionment of profit 40:60

40% of 420 = 168 lacs - in March 2013

60% of 420 = 252 lacs - in April 2013.

2.9 Accounting Standard (AS) 10 (issued 1985)

Accounting for Fixed Assets

2.9.1  Introduction :

In many enterprises these assets are grouped into various categories, such as

land, buildings, plant and machinery, vehicles, furniture and fittings, goodwill, patents,

trade marks and designs. This standard deals with accounting for such fixed assets

except as described in paragraphs 2 to 5 below.

2. This standard does not deal with the specialized aspects of accounting for fixed

assets that arise under a comprehensive system reflecting the effects of changing

prices but applies to financial statements prepared on historical cost basis.

3. This standard does not deal with accounting for the following items to which

special considerations apply:

(i) forests, plantations and similar regenerative natural resources;

(ii) wasting assets including mineral rights, expenditure on the exploration for and

extraction of minerals, oil, natural gas and similar non-regenerative resources;

(iii) expenditure on real estate development; and
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 Attention is specifically drawn to paragraph 4.3 of the Preface, according to which

Accounting Standards are intended to apply only to items which are material.

(iv) livestock.

Expenditure on individual items of fixed assets used to develop or maintain the

activities covered in (i) to (iv) above, but separable from those activities, are to be

accounted for in accordance with this Standard.

4. This standard does not cover the allocation of the depreciable amount of fixed

assets to future periods since this subject is dealt with in Accounting Standard 6 on

'Depreciation Accounting'.

5. This standard does not deal with the treatment of government grants and

subsidies, and assets under leasing rights. It makes only a brief reference to the

capitalization of borrowing costs and to assets acquired in an amalgamation or merger.

These subjects require more extensive consideration than can be given within this

Standard.

2.9.2  Definitions

The following terms are used in this Standard with the meanings specified:

1. Fixed asset is an asset held with the intention of being used for the purpose of

producing or providing goods or services and is not held for sale in the normal course

of business.

2 Fair market value is the price that would be agreed to in an open and unrestricted

market between knowledgeable and willing parties dealing at arm's length who are

fully informed and are not under any compulsion to transact.

3 Gross book value of a fixed asset is its historical cost or other amount substituted

for historical cost in the books of account or financial statements. When this amount

is shown net of accumulated depreciation, it is termed as net book value.

Identification of Fixed Assets :

The definition in paragraph 6.1 gives criteria for determining whether items are

to be classified as fixed assets.

2.9.3  Components of Cost

The cost of an item of fixed asset comprises its purchase price, including import

duties and other non-refundable taxes or levies and any directly attributable cost .

Examples of directly attributable costs are:

(i) site preparation;

(ii) initial delivery and handling costs;

2 It may be noted that this paragraph relates to “all expenses” incurred during the

period. Since Accounting Standard (AS) 16, Borrowing Costs, specifically deals with
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the treatment of borrowing costs, the treatment provided by AS 16 would prevail over

the provisions in this respect contained in this paragraph as these provisions are

general in nature and apply to “all expenses”.

(iii) installation cost, such as special foundations for plant; and

(iv) professional fees, for example fees of architects and engineers. The cost of a

fixed asset may undergo changes subsequent to its acquisition or construction on

account of exchange fluctuations, price adjustments, changes in duties or similar

factors.

2 Administration and other general overhead expenses.

3 The expenditure incurred on start-up and commissioning of the project, including

the expenditure incurred on test runs and experimental production, is usually

capitalised as an indirect element of the construction cost.

4 If the interval between the date a project is ready to commence commercial

production and the date at which commercial production actually begins is prolonged,

all expenses incurred during this period are charged to the profit and loss statement.

2.9.4  Non-monetary Consideration

1 When a fixed asset is acquired in exchange for another asset, its cost is usually

determined by reference to the fair market value of the consideration given.

2 When a fixed asset is acquired in exchange for shares or other securities in the

enterprise, it is usually recorded at its fair market value, or the fair market value of the

securities issued, whichever is more clearly evident.

2.9.5  Improvements and Repairs

1 Frequently, it is difficult to determine whether subsequent expenditure related to

fixed asset represents improvements that ought to be added to the gross book value

or repairs that ought to be charged to the profit and loss statement. Only expenditure

that increases the future benefits from the existing asset beyond its previously

assessed standard of performance is included in the gross book value, e.g., an

increase in capacity.

2 The cost of an addition or extension to an existing asset which is of a capital

nature and which becomes an integral part of the existing asset is usually added to

its gross book value. Any addition or extension, which has a separate identity and is

capable of being used after the existing asset is disposed of, is accounted for

separately.

2.9.6  Amount Substituted for Historical Cost

Sometimes financial statements that are otherwise prepared on a historical cost

basis include part or all of fixed assets at a valuation in substitution for historical costs
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and depreciation is calculated accordingly.

Such financial statements are to be distinguished from financial statements

prepared on a basis intended to reflect comprehensively the effects of changing prices.

2.9.7  Retirements and Disposals

1 An item of fixed asset is eliminated from the financial statements on disposal.

2 Items of fixed assets that have been retired from active use and are held for

disposal are stated at the lower of their net book value and net realisable value and

are shown separately in the financial statements. Any expected loss is recognised

immediately in the profit and loss statement.

3 In historical cost financial statements, gains or losses arising on disposal are

generally recognised in the profit and loss statement.

4 On disposal of a previously revalued item of fixed asset, the difference between

net disposal proceeds and the net book value is normally charged or credited to the

profit and loss statement except that, to the extent such a loss is related to an increase

which was previously recorded as a credit to revaluation reserve and which has not

been subsequently reversed or utilised,it is charged directly to that account. The

amount standing in revaluation reserve following the retirement or disposal of an asset

which relates to that asset may be transferred to general reserve.

2.9.8  Valuation of Fixed Assets in Special Cases

1 In the case of fixed assets acquired on hire purchase terms, although legal

ownership does not vest in the enterprise, such assets are recorded at their cash

value, which, if not readily available, is calculated by assuming an appropriate rate of

interest. They are shown in the balance sheet with an appropriate narration to indicate

that the enterprise does not have full ownership thereof.

2 Where an enterprise owns fixed assets jointly with others (otherwise than as a

partner in a firm), the extent of its share in such assets, and the proportion in the

original cost, accumulated depreciation and written down value are stated in the balance

sheet. Alternatively, the pro rata cost of such jointly owned assets is grouped together

with similar fully owned assets. Details of such jointly owned assets are indicated

separately in the fixed assets register.

3 Where several assets are purchased for a consolidated price, the consideration

is apportioned to the various assets on a fair basis as determined by competent

valuers.

2.9.9  Fixed Assets of Special Types

1. Goodwill, in general, is recorded in the books only when some consideration in

money or money's worth has been paid for it. Whenever a business is acquired for a

price (payable either in cash or in shares or otherwise) which is in excess of the value
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of the net assets of the business taken over, the excess is termed as 'goodwill'.

Goodwill arises from business connections, trade name or reputation of an enterprise

or from other intangible benefits enjoyed by an enterprise.

2. As a matter of financial prudence, goodwill is written off over a period. However,

many enterprises do not write off goodwill and retain it as an asset.

2.9.10   Disclosure

The following information should be disclosed in the financial statements :

(i) gross and net book values of fixed assets at the beginning and end of an

accounting period showing additions, disposals, acquisitions and other movements;

(ii) (ii) expenditure incurred on account of fixed assets in the course of construction

or acquisition; and (iii) revalued amounts substituted for historical costs 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, in case

where fixed assets are stated at revalued amounts.

2.9.11  Practical Problems :

Ilustration 1 : Shambhavi Ltd. Constructed a fixed Asset and incurred the following

expenses on its construction.

Material 8,00,000

Direct Expenses 1,50,000

Direct labour 3,00,000

(1/15 th of the total labour time

was chargeable to the construction)

Total office & Administrative

Expenses 4,50,000

(4% is specifically attributable to

the construction of a fixed Assets)

Depreciation on assets used for the

construction of this asset

cost of fixed assets constructed 7,500

Determine the cost of the fixed Asset

(RTY May 2013 - Figures)

                                                      Halfly taken)

Solution :

Calculation of cost of Fixed Assets :



59-------------------------------------------------------------------------------------------59

Material 8,00,000

Direct Expenses 1,50,000

Direct labour (1/15th of Rs.3,00,000)    20,000

Office & administrative expenses

(4% of Rs. 4,50,000)    18,000

Depreciation on assets used for the

construction of this asset      7,500

Cost of fixed Assets constructed  9,95,500

Illustration 2 :    Sunil Ltd purchased & a factory (including the land) building at a

cost of Rs.4,30,000. The separate valuation of Land & Building was made at Rs.

1,25,000 and Rs. 2,65,000 respectively.

Show the assets of Land & Building in the balancesheet of the & company.

Solution :

Fair value of land & Building Rs. 1,25,000 & Rs.2,65,000 respective

Total cost paid = Rs. 4,30,000

It should be apportioned between land & Building in the ratio 125000 : 265000

i.e. 125 : 265

Capitalised value of land = 
125

 x 430000  = Rs.137820.5

                                    
390

                           = 
265

 x 43000          = 292179.48

                             
 390

Illustration 3 :  The carrying amount of an asset is Rs. 11,20,000 & its net realizable

value is Rs. 8,40,000. It has been replaced by a new machine for which an amount

of Rs. 4,60,000 has been paid besides handing over the old asset in an exchange

offer. The market price of the new asset is Rs. 14,30,000.

Find out the amount at which the new asset be shown in the balance sheet,

and the amount to be charged to the P/L A/c.

Solution :

The new asset Fair value (F.V.) should be taken at it’s market price i.e.

Rs. 14,30,000.

Out of Rs. 14,30,000, Rs. 4,60,000 has been paid in cash.

Old Asset has been exchanged for = Rs.1430000 - 460000

                                               = Rs. 970000
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The book value of old Asset           = Rs. 11,20,000

Loss (Recognised in P/L A/c)         = Rs. 1120000 - 970000

                                               = Rs.  1,50,000

2.10  Accounting Standard (AS) 13 (issued 1993)

Accounting for Investments

(A limited revision to this Standard was made in 2003, pursuant to which paragraph 2)

2.10.1  Introduction

1. This Standard refers to the accounting for investments in the financial statements

of enterprises and related disclosure requirements.

2. This Standard does not refer:

(a) the bases for recognition of interest, dividends and rentals earned on investments

which are covered by Accounting Standard 9 on Revenue Recognition;

(b) operating or finance leases;

(c) investments of retirement benefit plans and life insurance enterprises; and

(d) of this Standard has been revised to include 'and venture capital funds'.

(e) apply only to items which are material.

(f) Shares, debentures and other securities held as stock-in-trade (i.e., for sale in

the ordinary course of business) are not 'investments' as defined in this Standard.

However, the manner in which they are accounted for and disclosed in the financial

statements is quite similar to that applicable in respect of current investments.

Accordingly, the provisions of this Standard, to the extent that they relate to current

investments, are also applicable to shares, debentures and other securities held as

stock-in-trade, with suitable modifications as specified in this Standard.

g) mutual funds and venture capital funds and/or the related asset management

companies, banks and public financial institutions formed under a Central or State

Government Act or so declared under the Companies Act, 1956.

2.10.2  Definitions

The following terms are used in this Standard with the meanings assigned:

1 I nvestments 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'.

2 A current investment is an investment that is by its nature readily realisable and

is intended to be held for not more than one year from the date on which such

investment is made.



61-------------------------------------------------------------------------------------------61

3 A long term investment is an investment other than a current investment.

4 An investment property is an investment in land or buildings that are not intended

to be occupied substantially for use by, or in the operations of, the investing enterprise.

5 Fair value is the amount for which an asset could be exchanged between a

knowledgeable, willing buyer and a knowledgeable, willing seller in an arm's length

transaction. Under appropriate circumstances, market value or net realisable value

provides an evidence of fair value.

6 Market value is the amount obtainable from the sale of an investment in an open

market, net of expenses necessarily to be incurred on or before disposal.

2.10.3  Forms of Investments

a) Enterprises hold investments for diverse reasons..

b) Some investments have no physical existence and are represented merely by

certificates or similar documents (e.g., shares) while others exist in a physical form

(e.g., buildings).

c) For some investments, an active market exists from which a market value can

be established.

Classification of Investments

Enterprises present financial statements that classify fixed assets, investments

and current assets into separate categories. Investments are classified as long term

investments and current investments. Current investments are in the nature of current

assets, although the common practice may be to include them in investments.3

 Investments other than current investments are classified as long term investments,

even though they may be readily marketable.

2.10.4  Cost of Investments

a) The cost of an investment includes acquisition charges such as brokerage, fees

and duties.  b)  Shares, debentures and other securities held for sale in the ordinary

course of business are disclosed as 'stock-in-trade' under the head 'current assets'.

c)   If an investment is acquired, or partly acquired, by the issue of shares or other

securities, the acquisition cost is the fair value of the securities. The fair value should

not be needed equal to the nominal or par value of the securities issued. d) If an

investment is acquired in exchange, or part exchange, for another asset, the acquisition

cost of the investment is determined by reference to the fair value of the asset given

up. Interest, dividends and rentals receivables in connection with an investment are

generally regarded as income, being the return on the investment.

2.10.5   Carrying Amount of Investments

Current Investments
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a) The carrying amount for current investments is the lower of cost and fair value.

In respect of investments for which an active market exists, market value generally

provides the best evidence of fair value. The valuation of current investments at lower

of cost and fair value provides a prudent method of determining the carrying amount

to be stated in the balance sheet.

b) Valuation of current investments on overall (or global) basis is not considered

appropriate.

c) For current investments, any reduction to fair value and any reversals of such

reductions are included in the profit and loss statement.

Long-term Investments

a) Long-term investments are usually carried at cost.

b) Long-term investments are usually of individual importance to the investing

enterprise.

c) Where there is a decline, other than temporary, in the carrying amounts of long

term investments, the resultant reduction in the carrying amount is charged to the

profit and loss statement.

2.10.6  Investment Properties

a) The cost of any shares in a co-operative society or a company, the holding of

which is directly related to the right to hold the investment property, is added to the

carrying amount of the investment property.

Disposal of Investments

1. On disposal of an investment, the difference between the carrying amount and

the disposal proceeds, net of expenses, is recognised in the profit and loss statement.

2. When disposing of a part of the holding of an individual investment, the carrying

amount to be allocated to that part is to be determined on the basis of the average

carrying amount of the total holding of the investment

Reclassification of Investments

1. Where long-term investments are reclassified as current investments, transfers

are made at the lower of cost and carrying amount at the date of transfer.

2. Where investments are reclassified from current to long-term, transfers are made

at the lower of cost and fair value at the date of transfer.

2.10.7   Disclosure

The following disclosures in financial statements in relation to investments are

appropriate :-

(a) the accounting policies for the determination of carrying amount of investments;

(b) the amounts included in profit and loss statement for: (i) interest, dividends
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(showing separately dividends from subsidiary companies),

(ii) profits and losses on disposal of current investments and changes in carrying

amount of such investments;

(iii) profits and losses on disposal of long term investments and changes in the

carrying amount of such investments;

(c) significant restrictions on the right of ownership, realisability of investments or

the remittance of income and proceeds of disposal;

(d) the aggregate amount of quoted and unquoted investments, giving the aggregate

market value of quoted investments;

(e) other disclosures as specifically required by the relevant statute governing the

enterprise.

Classification of Investments

An enterprise should disclose current investments and long term investments

distinctly in its financial statements.

The classification of current and long-term investments should be as specified in the

statute governing the enterprise. In the absence of a statutory requirement, such further

classification should disclose, where applicable, investments in:

(a) Government or Trust securities

(b) Shares, debentures or bonds

(c) Investment properties

(d) Others specifying nature.

Cost of Investments

The cost of an investment should include acquisition charges such as brokerage,

fees and duties.

Investment Properties

1. as long term investments.

2. as current investments

3. Investments classified as long term investments should be carried inthe financial

statements at cost.

Changes in Carrying Amounts of Investments

Any reduction in the carrying amount and any reversals of such reductions should

be charged or credited to the profit and loss statement.

Disposal of Investments

On disposal of an investment, the difference between the carrying amount and

net disposal proceeds should be charged or credited to the profit and loss statement
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regarding Disposal of Investment.

2.10.8  Practical Problems :

Illustration 1 :

100 shares of Telco co.ltd purchased cum right @ Rs.300 each, Brokerage etc.

paid Rs.  400.

20 Rights shares were offered which were sold at Rs.2000. The market price of

shares after rights issue was Rs. 292 each.

Suggest the treatment of the amount received on sale of rights.

Solution :

Cost of Investment Rs.

Purchase (100 x 300) shares 30,000

Add : Brokerage       400

30,400

Less - Market value after the right

          issue is over- 100 shares  x 292 (29200)

The amount realised by felling of right 1200

to be adjusted against cost of investment

Amount realised to be credited to P/L A/c     = 2000 - 1200

                                                                       = 800

Illustration 2 :

Shri Ltd. purchased -

(i) 5000 shares of Investors ltd at a cost of Rs.160 per share. Brokerage & other

expenses were 3%.

(ii) 3000 shares of Investors ltd at a cost of Rs.180 per share brokerage & other

expenses remaining same.

After some time, Investors ltd. issued Bonus shares in the ratio of 1:4. During the

same year shri ltd sold 7000 shares @ Rs.140 per share. Brokerage & other expenses

were 3%.

Find out the carrying amount of the investment in books of Shri Ltd.

If - a)   7000 shares were sold before issue of Bonus shares.

b)   7000 shares were sold after issue of Bonus shares.

Also find out the profit or loss on sale of share, to be shown in the P/L  A/c.

Solution :

a) When shares were sold before issue of Bonus shares.

Cost of acquisition Rs.



65-------------------------------------------------------------------------------------------65

      5000 x 160 8,00,000

      3000 x 180 5,40,000

          13,40,000

Add : 3 % brokerage & expenses  40,200

Cost of 8000 shares 13,80,200

Weighted Average cost per share 172.525

Sale price per share 140.00

Less - Brokerage 3%     4.20

Net selling price per share 135.80

Loss per share (172.525 - 135.80) 36.72

Total loss on 7000 shares 2,57,040

Carrying amount in books

                                1000 x 172.525 = Rs. 1,72,525

b) Share were issued after the bonus issue

Total cost of 8000 shares (as calculated) 13,80,200

Add : 2000 bonus share -

Cost of 10,000 shares 138.02

Selling price per share 135.80

Loss per share 2.22

Total loss on 7000 shares 1,55,40

Carrying amount of 3000 shares (3000 x 138.02) 4,14,060.00

2.11 Self Assessment Questions : (On As-7, 9, 10 & 13)

1. On 1st December, 2009 Mahalaxmi construction co.ltd undertook a contract to

contruct a building for Rs. 108 lacs, on 31st March, 2010 the company found that it

had already spent Rs. 83.99 lacs on the contruction. A prudent estiment of additional

cost for completion was Rs. 36.01 lacs.

What is the provision for foresecable loss, which must be made in the  Final

Accounts for the year ended 31st March, 2010 based on As-7.

(Final (old) May, 2010)

(Ans. - Rs. 12 lacs)

2. An amount of Rs. 9,90,000 was incurred on a contract work upto 31.3.2010.

Certificates have been received to date to the value of Rs. 1,20,000 against which is

Rs. 10,80,000 has been received in cash. The cost of work done but not certified

amounted to Rs. 22500. It is estimated that by spending an additional amount of Rs.
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60,000 (including provision for contingencies) the work can be completed in all

respects in another two months. The agreed contract price of work is Rs. 1,25,000.

Compute an estimate of the profit to be taken to the profit & loss A/c as per As-7.

(RTP May 2011, Ans. Total estimate)

Profit, Rs. 2,00,000, % of completion 94.29%

3. A company Board decided on 31.3.2014 to increase the sales price of certain

items of goods sold respectively from 1st January, 2014. As the result of this decision

the company has to receive Rs. 5 lacs from it’s customers in respect of sales made

from 1.1.2014 to 31.3.2014. The company’s Accountant failed to make up his mind.

You are asked to give suggestion.

4. Sachin ltd purchased a factory mill (including the land) building at a lost of Rs.

8,60,000. The sepratate valuation of land& Building was made at Rs. 2,50,000 & Rs.

5,30,000 respectively.

Show the assets of land & Building in the Balance sheet of the company.

5. 100 shares of Tata co.ltd purchased can right @ Rs. 150 each. Brokerage etc.

paid Rs.200. 20 Rights shares were offered which were sold at Rs. 1000.

The market price of shares after rights issue was Rs. 146 each.

What will be the treatment of the amount received of on sale of rights.

6. Find out the amount at which the new asset be shown in the balance sheet,

and the amount to be charges to the profit & loss A/c.

Carrying amount of an asset = Rs. 22,40,000.

Net realisable value 1 = Rs. 16,80,000

Replaced by new machine for which an amount of Rs. 9,20,000 has been paid

(exchange offer)

The market price of the new asset =  Rs. 28,60,000

2.12 : Further Reading - as per previous section.

lll
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Unit 3  

 Accounts of Holding Company 

(Group Accounts up to two subsidiaries – AS – 21) 

 

Objectives : 

After studying this unit, you should be able to learn: 

• The meaning of the concepts Holding/Parent Company, Subsidiary Company, 

Consolidation of Group Accounts. 

• The legal framework of Holding and Subsidiary Company. 

• The requirements of AS 21 and its effect on Consolidated Financial 

Statements. 

• Accounting of Holding Company/Consolidation Procedure. 

• Solve the problems on this unit. 

Structure: 

3.1   Introduction 

3.2   Holding/Parent Company 

3.3   Subsidiary Company, 

3.4   Accounting Standard 21 (AS 21) 

3.5   Accounting of Holding Company  

3.6   Consolidation Procedure 

3.7   Important Points 

3.8   Illustrations 

3.9   Summary 

3.10   Key Terms 

3.11  Self Assessment Questions 

3.12  Further Readings 
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3.1   Introduction : 

In the age of Liberalization, Privatization and Globalization, holding company 

acquires more importance as a form of combination to expand the business. Holding 

company and its subsidiaries represents a group. The holding company and each 

one of the subsidiaries are legally separate entities. There are certain advantages 

for a business firm to operate as a group of legally separate companies instead of 

having only one legal entity in the form of holding company. They are minimizing 

competition, combine technical know-how, decentralize financial risk, secure 

economy in production and cost, and control prices etc. 

 

3.2  Holding/Parent Company  : 

A holding/parent company is one which has one or more subsidiaries. No 

company can be called a holding company by its constitution. Section 4(4) of the 

Companies Act defines a holding company as, “for the purpose of this Act, a 

company shall be deemed to be holding company of another if, but only if, that other 

is its subsidiary.” A holding company may be defined as, “a company which holds or 

controls another company.” 

A holding company may acquire control over the subsidiary company in any 

one of the following three ways. 

i.by holding  in the subsidiary more than half of the shares having voting power; 

ii.by controlling the composition of the board of directors of the subsidiary; and 

iii.by controlling the holding company which controls the subsidiary. 

A holding company may acquire the whole of the shares of a subsidiary 

company. In this case the subsidiary is called a wholly-owned subsidiary. In case of 

partial holding the subsidiary is called a partly-owned subsidiary. The other 

shareholders of such a subsidiary are called minority shareholders. A holding 

company may have a number of subsidiaries. The control can be made by the 

holding company directly or indirectly. When a company acquires majority of the 

equity shares of another company it is called as direct holding and when a holding 
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company acquires control over another company through its subsidiary company 

then it is called an indirect holding. For example, if C Ltd is the subsidiary of B Ltd 

and B Ltd is the subsidiary of A Ltd then C Ltd is also deemed to be the subsidiary 

of A Ltd. 

 

3.3  Subsidiary Company : 

Section 4(1) of the Companies Act, 1956 defines a subsidiary company as, “A 

company shall subject to the provisions of subsection 3, be deemed to be a 

subsidiary of another company if, but only if, 

a) That other company controls the composition of its Board of Directors, or 

b) That other, 

i) Where the first mentioned company is an existing company in respect 

of which the holders of preference shares issued before the 

commencement of this Act have the same voting rights in all respects 

as the holders of equity shares, exercise or controls more than half of 

the total power of such company, 

ii) Where the first mentioned company is any other company, holds 

more than half in nominal value of its equity share capital, or 

c) The first mentioned company is a subsidiary of any company, which is that 

other’s subsidiary. 

In short we can say that, the company controlled by another company that 

means by holding company is called as a subsidiary company. 

It should be noted that holding company and subsidiary companies are 

separately incorporated companies and they have separate legal entity. 
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3.4  Accounting Standard 21 (AS-21) : 

ICAI has issued AS-21 on Consolidated Financial Statements. The standard 

comes in to effect in respect of accounting periods commencing on or after 1st April 

2001. It states that an enterprise that presents Consolidated Financial Statements 

should prepare and present these statements in accordance with this standard. The 

objective of this Consolidated Financial Statements is to present financial 

statements of a holding company and its subsidiaries as a group. As per AS-21, the 

holding company and its subsidiaries are treated as one economic entity for the 

presentation or preparation of these Consolidated Financial Statements. 

Consolidated Profit and Loss A/c and Consolidated Balance Sheet are prepared for 

disclosing the total profit or loss of the group and total assets and liabilities of the 

group. These statements are prepared in the same manner as that followed by the 

holding company for preparation of its separate financial statements. 

Consolidated Financial Statements are not substitute for separate financial 

statements of a holding company and its subsidiaries. The holding company and its 

subsidiaries must prepare separate financial statements as per governing law and 

the Consolidated Financial Statements made by the holding company are in addition 

to the separate financial statements. The holding company which is required to 

prepare the Consolidated Financial Statements should consolidate the financial 

statements of all its subsidiaries, whether domestic or foreign. 

3.5  Accounting of Holding Company : 

Holding company accounts includes preparation of Consolidated Financial 

Statements. Consolidated financial statements normally include Consolidated 

Balance Sheet, Consolidated Profit and Loss A/c, and notes, other statements and 

explanatory material that form an integral part thereof. While solving the problems 

on holding company generally a Consolidated Balance Sheet is to be prepared. A 

Consolidated Balance Sheet is a combined balance sheet of a holding company and 

its subsidiary. Preparation of a Consolidated Balance Sheet involves aggregation or 

combination of assets and liabilities of holding company and subsidiary company 
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with certain adjustments. All assets and liabilities of holding company and subsidiary 

company are to be aggregated except the asset ‘Investment in Shares of Subsidiary 

Co.’ in the balance sheet of holding company and liabilities namely Equity Share 

Capital, Capital Reserve, General Reserve, Profit and Loss A/c (Cr. Balance) etc in 

the balance sheet of a subsidiary company and Profit and Loss A/c (Dr. balance) on 

the asset side of a subsidiary company. 

3.6  Consolidation Procedure  : 

The consolidation procedure includes aggregation or combination of financial 

items of holding company and subsidiary company with certain adjustments. The 

consolidation procedure includes the following steps. 

1. The financial items like assets, liabilities, expenses and incomes of the holding 

company and subsidiary company are added line by line in the Consolidated 

Financial Statements with certain adjustments. 

2. In the Consolidated Financial Statements the holding company’s portion of 

equity in each subsidiary company and the cost of investment in each 

subsidiary company is eliminated. 

3. A comparison is made between the cost of investment and the equity obtained 

in the subsidiary company. If cost is more than equity obtained the difference 

is treated as goodwill and if cost is less than equity obtained the difference is 

treated as capital reserve. 

4. The share of minority in the equity of the subsidiary is shown as ‘minority 

interest’ in the Consolidated Balance Sheet separately on the liability side. 

5. In consolidating income of the subsidiaries, minorities share is identified and 

adjusted against the income of the group in order to arrive at the net income 

attributable to the owners of the holding company. 

6. Intergroup balances and intergroup transactions and resulting unrealized 

profits should be eliminated in full. 
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7. The financial statements used in the consolidation should be drawn up to the 

same reporting date. If it is not practicably possible, in any case the reporting 

dates should not be more than six months. 

8.. Consolidated Financial Statements should be prepared using uniform 

accounting policies as far as possible. 

3.7  Important Points : 

 The basic principle of preparing a Consolidated Balance Sheet is to aggregation 

or combination of assets and liabilities of holding company and subsidiary company. 

But there are some important adjustments related to this combination. Therefore the 

following important points should be considered while preparing a Consolidated 

Balance Sheet. 

 

1.  Majority Ratio and Minority Ratio :  

There is a need to calculate Majority Ratio and Minority Ratio. The 

majority ratio shows the share of holding company in the subsidiary company 

and the minority ratio shows the share of other shareholders (minority 

shareholders) in the subsidiary company. These ratios are calculated with 

the help of following formulas: 

                                              No. of Eq. Shares purchased by Holding Co. 
Majority / Holding Co. Ratio =---------------------------------------------------------- 

                                                      Total No. of Eq. Shares of subsidiary company 
                                     

                                                        No. of minority shares 
            Minority Ratio   =         ------------------------------------------------------------- 
                                                  Total No. of Eq. Shares of subsidiary company   

 
               Where, No. of minority shares = Total No. of Eq. Shares of 

subsidiary company - No. of Eq. Shares purchased by Holding Co.  
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            When the percentage of shares purchased by holding company is 

given, then there is no need to calculate the above ratios because the given 

percentage is used as ratio. 

 

2. Pre-acquisition and Post-acquisition Profit/Loss  :  

This is the most important point in the preparation of a Consolidated Balance 

Sheet. The total profit /loss that is current profit /loss and accumulated profit/loss of 

a subsidiary company is to be divided into two parts – i) Pre-acquisition profit/loss 

(Capital Profit) and ii) Post-acquisition profit/loss (Revenue Profit) on the basis of the 

date of acquisition of shares of the subsidiary company. For this purpose a time ratio 

is to be calculated. 

The profit/loss before the date of acquisition of shares is treated as Pre-

acquisition profit/loss and the profit/loss after the date of acquisition of shares is 

treated as Post-acquisition profit/loss. All items such as capital reserve, general 

reserve, share premium, profit/loss a/c, revaluation profit/loss etc. are taken into 

consideration for calculating Pre-acquisition profit/loss and Post-acquisition 

profit/loss. 

Pre-acquisition profit/loss is to be further divided as per Majority Ratio and 

Minority Ratio. Majority’s share in pre-acquisition profit/loss is considered for 

calculating Cost of Control. Minority’s share in pre-acquisition profit/loss is taken into 

account in calculating Minority Interest. 

Post-acquisition profit/loss is to be also divided as per Majority Ratio and 

Minority Ratio. Majority’s share in post-acquisition profit/loss is transferred to Profit 

and Loss A/c of Holding Company in the Consolidated Balance Sheet, and 

Minority’s share in post-acquisition profit/loss is taken into account in calculating 

Minority Interest. 
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3. Inter Company or Intergroup Transaction : 

All types of inter-company/intergroup or mutual transactions such as 

Debtors/Creditors, Bills Receivables/Bills Payables, inter-company loans, inter-

company advances, inter-company debentures etc. are to be eliminated from the 

Consolidated Balance Sheet, when balances are same.  

Sometimes the balances of inter-company debtors and creditors are not the 

same. This is due to cash-in-transit. Cash-in-transit should be shown separately on 

the asset side of the Consolidated Balance Sheet. If inter-company bills are 

discounted then such bills are not eliminated. If the inter-company transaction of 

debentures takes place at a different price than the paid-up value, the difference is 

adjusted to Goodwill. Excess of purchase price over the paid-up value of debentures 

be added to Goodwill and vice-versa. 

 

4. Revaluation of Assets : 

Sometimes the assets of subsidiary company are revalued for fixing 

purchase price at the time of acquisition of shares. Profit/loss on revaluation of asset 

is to be treated as Pre-acquisition profit/loss. Revised values of assets are shown in 

the Consolidated Balance Sheet. 

Depreciation on the difference due to revaluation is to be adjusted to Post-

acquisition profit/loss. If there is a revaluation profit, additional depreciation is to be 

deducted and if there is a revaluation loss the excess depreciation is to be added to 

Post-acquisition profit. 

 

5. Unrealized Profit :   

If any company, holding or subsidiary holds some stock of goods purchased 

from another company which made a profit thereon, adjustment for unrealized profit 

on closing stock should be made. Such unrealized profit is deducted from Profit and 
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Loss A/c in the Consolidated Balance Sheet and also from stock in the Consolidated 

Balance Sheet. 

There are two different opinions about the treatment of unrealized profit. 

Some people take into consideration only the holding company’s share in the 

unrealized profit as adjustment and some people take into consideration the full 

amount of unrealized profit as adjustment. The students are advised to follow the 

second method because AS 21 adopted the same view. 

      6. Issue of Bonus Shares by Subsidiary Company : 

Bonus shares are issued out of the profit or reserves. Issue of bonus shares 

by subsidiary company will reduce its profit or reserves and increase its share 

capital. 

 

7. Dividend paid by Subsidiary Company out of Pre-acquisition Profit :  

There are two effects of this transaction: 

i) Receiving Effect: Such dividend received by holding company 

should be used to reduce the cost of investment in subsidiary 

company. It should not be credited to Profit and Loss A/c. If it is 

already credited to Profit and Loss A/c, it should be corrected as, 

“Deducted from Profit and Loss A/c of Holding company and added to 

the Cost of Control.” 

ii) Paying Effect: It will reduce the pre-acquisition profit of the 

subsidiary company. 

 

 

8. Minority Interest : 

The share of minority shareholders in the subsidiary company is called as 

Minority Interest. It is calculated as the total of minority’s share in Equity 

Share Capital, Bonus Share Capital, Pre-acquisition Profit and Post 
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acquisition Profit of subsidiary company. It is shown on the liability side of the 

Consolidated Balance Sheet.  

 

9. Cost of Control  : 

The cost of control means the holding company’s share in the 

subsidiary company. It is calculated as the total of majority’s share in Equity 

Share Capital, Bonus Share Capital, Pre-acquisition Profit of subsidiary 

company and Dividend paid by subsidiary company.  

 

10. Goodwill or Capital Reserve  : 

Goodwill or capital reserve is calculated by deducting the cost of 

control and the cost of investment that is purchase price of shares in the 

subsidiary company. If the Purchase Price of Shares (Cost of Investment) is 

more than the Cost of Control, the difference is treated as Goodwill and if the 

Purchase Price of Shares (Cost of Investment) is less than the Cost of 

Control, the difference is treated as Capital Reserve. 

 

11. Preference Shares : 

If the subsidiary company has issued preference shares the 

accounting treatment is as follows: 

i) If the holding company holds preference shares in the subsidiary 

company, the paid-up value will be deducted from the cost thereof  to 

the holding company in the same way as in case of equity shares. 

The difference is adjusted to goodwill or capital reserve. 

ii) If the preference shares held by outsiders, the minority interest will 

also include the paid up amount of shares held and the amount in 

respect of dividend accrued to the date of consolidation. 
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12. Unclaimed Dividend : 

If there is unclaimed dividend in the balance sheet of subsidiary 

company it should be divided into two parts: 

i) Dividend not claimed by holding company will be cancelled by the 

corresponding unclaimed dividend appearing as an asset in the 

books of holding company. 

ii) Dividend not claimed by other shareholders will be appeared in the 

consolidated balance sheet. 

 

13. Proposed Dividend : 

If there is a proposed dividend in the balance sheet of subsidiary 

company, it should be also divided into two parts – i) the share of holding 

company, and ii) the share of minority. The share of holding company in the 

proposed dividend will be shown in the consolidated balance sheet 

separately and the share of minority will be also shown separately in the 

consolidated balance sheet and not as part of minority interest. 

 

14. Subsequent Purchases of Shares in Subsidiary Company: 

If a company makes two or more investments in another company at 

different dates and eventually obtains control over the other company, the 

consolidated financial statements are presented only from the date on which 

holding – subsidiary relationship comes into existence. 

 

15. Consolidation of More Than One Subsidiary : 

There are two methods of acquiring control over more than one 

subsidiary – i) Direct Holding, and ii) Indirect Holding. In direct holding the 

parent company acquire control over each subsidiary separately by 

purchasing the majority of shares in each company. In this case 

consolidation is made by opening a separate cost of control account and 
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minority interest account for each of the subsidiaries on the lines of 

consolidation of one subsidiary. 

In indirect holding the parent company acquire control on any 

company through its subsidiary. In this case the calculations regarding sub-

subsidiary are made first. The capital profit of the sub-subsidiary is divided 

between the minority and the immediate holding company in proportion to 

the equity shares held respectively. The share of the holding company is 

then considered directly for calculation of goodwill or capital reserve. 

 

3.8   Illustrations: 

Problem 1: The following are the Balance Sheets of H Ltd. and S Ltd. as on        

31st March, 2014. 

Liabilities 
H Ltd. 

Rs. 

S Ltd. 

Rs. 
Assets 

H Ltd. 

Rs. 

S Ltd. 

Rs. 

Share Capital 120000 30000 Machinery 50000 10000 

Reserves 6000 4000 Furniture 5000 2000 

P & L A/c 54000 24000 Shares in S Ltd 25000 -- 

Creditors 20000 10000 Stock 80000 40000 

Bills Payables 30000 12000 Debtors 40000 20000 

   Cash 25000 6000 

   Bills Receivables 5000 2000 

 230000 80000  230000 80000 

    The following information is given :- 

1. Reserves and P & L A/c (Cr.) of S Ltd. stood at Rs. 1000 and Rs. 6000 

respectively on the date of acquisition of its 80% shares by H Ltd. 

2. Bills Payables of S Ltd. include Rs. 3000 in favour of H Ltd but Bills 

Receivables of H Ltd include Rs. 2000 acceptances of S Ltd 
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3. Machinery of S Ltd is undervalued by Rs. 900 whereas furniture is 

overvalued by Rs. 400. Ignore depreciation on difference in values of these 

assets. 

4. Stock held by H Ltd includes Rs. 5000 for goods supplied by S Ltd at a profit 

of 20% on selling price.   

Prepare a Consolidated Balance Sheet. 

 

Solution : 

Consolidated Balance Sheet of H Ltd and its subsidiary S Ltd as on           

31st March, 2014 

Liabilities Rs Assets Rs 

Share Capital 120000 Machinery – H Ltd    50000 
S Ltd – (10000+900)10900 

 
60900 

Reserves 6000 Furniture – H Ltd      5000 
S Ltd – (2000 – 400) 1600 

 
6600 

Capital Reserve on 
acquisition 

5000 Debtors 60000 

P & L A/c               54000 
Add: Share in Pre-acq.  
Profit                      16800 
                              70800 
Less: Unrealized  
Profit                        1000 

 
 
 
 

69800 

Stock                      120000 
Less: Unrealized  
Profit                          1000 

 
119000 

Creditors 30000 Cash 31000 

BillsPayables         42000 
Less: Inter Co.  
Bills                         2000 

 
40000 

Bills Receivables       7000 
Less: Inter Co. Bills    2000 

 
5000 

Minority Interest 11700   

 282500  282500 
 

 

Working Notes: 

1. Majority Ratio and Minority Ratio:  

Majority Ratio:   80%         Minority Ratio:  20% 

2. Pre-acquisition and Post-acquisition Profit/Loss : 
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Particulars 
Pre-acquisition  
Profit/Loss Rs. 

Post-
acquisition 

Profit/Loss Rs. 

Reserves 1000 3000 

Profit and Loss A/c 6000 18000 

Revaluation Profit on Machinery 900 -- 

Revaluation Loss on Furniture (-)400 -- 

 7500 21000 

Majority’s (H Ltd) Share – 80% 6000 16800 

Minority’s Share – 20% 1500 4200 

 

3. Minority Interest : 

Particulars Rs. 

Minority’s Share in Share Capital of S Ltd (20% of 30000) 6000 

Minority’s Share in Pre-acquisition Profit 1500 

Minority’s Share in Post-acquisition Profit 4200 

 11700 

 

4. Cost of Control : 

Particulars Rs. 

Majority’s Share in Share Capital of S Ltd (80% of 30000) 24000 

Majority’s Share in Pre-acquisition Profit 6000 

 30000 

 

5. Capital Reserve : 

Particulars Rs. 

Cost of Control 30000 

Less: Cost of Investment/Purchase Price of Shares in S Ltd 25000 

 5000 
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6     Unrealized Profit : 

Goods in Stock out of Intercompany Purchases Rs.5000 

20% Profit on Selling Price 

So, Unrealized Profit is Rs. 1000 (20% of Rs. 5000) 

 

Problem 2: The following are the Balance Sheets of H Ltd. and S Ltd. as on 31st 

March, 2014. 

Liabilities 
H Ltd. 

Rs. 
S Ltd. 

Rs. 
Assets 

H Ltd. 
Rs. 

S Ltd. 
Rs. 

Share Capital 
(Share of Rs.10 
each) 

40000 10000 Machinery 10000 6000 

General Reserve 10000 3000 Investment 
in S Ltd 

8000 -- 

P & L A/c 3000 2000 Stock 20000 9000 

Creditors 4000 3500 Debtors 17000 3500 

Bills Payables 2000 1500 Cash 5000 500 

Current A/c –  

S Ltd 

1000 -- Current A/c 
– H Ltd 

-- 1000 

 60000 20000  60000 20000 
 

The following information is given: 

1. At the date of acquisition of 75% of its shares, S Ltd had a loss of Rs. 1200 
and there was no general reserve. 
 

2. Bills of S Ltd are all accepted in favour of H Ltd 
 

3. During the year H Ltd supplied to S Ltd goods costing Rs.1200 at a selling 
price of Rs 1600. Half of these goods are in stock of S Ltd. 
Prepare a Consolidated Balance Sheet. 
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Solution: 

Consolidated Balance Sheet of H Ltd and its subsidiary S Ltd as on 31st March,2014  

Liabilities Rs Assets Rs 

Share Capital 
(Share of Rs. 10 each) 

40000 Machinery  
 

16000 

General Reserve 10000 Debtors 20500 

P & L A/c                   3000 
Add: Share in  
Pre-acq. Profit           4650 
                                  7650 
Less: Unrealized  
Profit                           200 

 
 
 
 

7450 

Stock                          29000 
Less: Unrealized  
Profit                             200 

28800 

Creditors 7500 Cash 5500 

Bills Payables                    3500 Current A/c                   1000 
Less: Inter Co.  
Transaction                  1000 
 

 
Nil 

Current A/c               1000 
Less: Inter Co.  
Transaction               1000 

Nil Goodwill 1400 

Minority Interest 3750   

 72200  72200 

 

Working Notes: 

1. Majority Ratio and Minority Ratio :  

Majority Ratio:   75%         Minority Ratio:  25% 
 

2. Pre-acquisition and Post-acquisition Profit/Loss : 

Particulars 
Pre-acquisition  
Profit/Loss Rs. 

Post-
acquisition 

Profit/Loss Rs. 

General Reserve -- 3000 

Profit and Loss A/c (-)1200 3200 

 (-)1200 6200 

Majority’s (H Ltd) Share – 
75% 

(-)900 4650 

Minority’s Share – 25% (-)300 1550 
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3. Minority Interest : 

Particulars Rs. 

Minority’s Share in Share Capital of S Ltd (25% of 
10000) 

2500 

Minority’s Share in Pre-acquisition Loss (-)300 

Minority’s Share in Post-acquisition Profit 1550 

 3750 

 

 4.Cost of Control : 

Particulars Rs. 

Majority’s Share in Share Capital of S Ltd (75% of 
10000) 

7500 

Majority’s Share in Pre-acquisition Loss (-)900 

 6600 
 

 

 

4. Goodwill : 

Particulars Rs. 

Cost of Investment/Purchase Price of Shares in S Ltd 8000 

Less: Cost of Control 6600 

 1400 
 

5. Unrealized Profit: 

Goods in Stock out of Intercompany Purchases Rs.800 

Selling Price Rs.1600 – Rs.1200 Cost Price = Rs.400 Profit 

So, Unrealized Profit is Rs. 200 (400*800/1600) 

6. Only non discounted bills are eliminated, so the transaction of bills is not 

considered. 
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Problem 3: The following are the Balance Sheets of H Ltd. and S Ltd. as on 31st 

March, 2014. 

Liabilities 
H Ltd. 

Rs. 
S Ltd. 

Rs. 
Assets 

H Ltd. 
Rs. 

S Ltd. 
Rs. 

Share 
Capital 
(Share of Rs. 
100 each) 

60000 40000 Goodwill 5000 5000 

General 
Reserve 

3000 -- Investment in  
S Ltd 
320 shares 
15% Debentures 
(Face Value 
Rs.2000) 

 
 

35000 
2500 

 
      

     -- 
     -- 

15% 
Debentures 

10000 5000 Stock 17500 7000 

P & L A/c 10000 -- Debtors 12000 5000 

Creditors 12000 4000 Cash 5000 2000 

Amount due 
to  – S Ltd 

2000 -- Amount due 
from H Ltd 

 
-- 

 
3000 

   P & L A/c -- 12000 

 97000 49000  97000 49000 

 

 

The following information is given : 

1. When H Ltd acquired control on S Ltd, the S Ltd had a loss Rs. 10000. 

2. Stock of S Ltd includes Rs. 2000 for goods at invoice price supplied by H Ltd 

at a profit of cost plus 25%. 

3. Fixed assets of S Ltd are undervalued by Rs.3000 for which adjustment is 

yet to be made. Provision for depreciation at 10%. 

Prepare a Consolidated Balance Sheet. 
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Solution: 
Consolidated Balance Sheet of H Ltd and its subsidiary S Ltd as on 31st March,2014 

Liabilities Rs Assets Rs 

Share Capital 

(Share of Rs. 100 each) 

60000 Good will                       10000 

Add: Goodwill on  

acquisition                       9100 

19100 

P & L A/c             10000 

Less: Share in  

Pre-acq.  Loss       1840 

                              8160 

Less: Unrealized  

Profit                        400 

 

 

 

 

7760 

Fixed Assets H Ltd        20000 

 S Ltd (15000+3000)     18000   

                                      38000   

Less: Additional Dep.        300                  

 

 

 

37700 

General Reserve 3000 Debtors 17000 

15% Debentures              

                      15000 

Less: Inter Co. 2000 

 

13000 

Stock                             24500 

Less: Unrealized  

Profit                                  400 

 

24100 

Creditors 16000   

Amount Due   2000 

Less: Inter Co.  

Transaction      2000 

 

-- 

Amount Due                    3000 

Less: Inter Co.  

Transaction                     2000 

Cash in Transit               

 

 

 

1000 

Minority Interest 6140 Cash 7000 

 105900  105900 
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Working Notes: 

1. Majority Ratio and Minority Ratio:  

                                           No. of Eq. Shares purchased by Holding Co. 
Majority / Holding Co. Ratio =---------------------------------------------------------- 
                                          Total No. of Eq. Shares of subsidiary company 
 

                                                =     320       

                                                       400 

                                                 =     4 

                                                        5 

                                          No. of minority shares 
            Minority Ratio = --------------------------------------------------------------- 
                                         Total No. of Eq. Shares of subsidiary company   
 
                                      =     80 (400 – 320) 
                                                             400 
                                       =      1 

                                                        5 

2. Pre-acquisition and Post-acquisition Profit / Loss  : 

Particulars 
Pre-acquisition  
Profit/Loss Rs. 

Post-acquisition 
Profit/Loss Rs. 

Profit and Loss A/c (-)10000 (-)2000 

Revaluation Profit on Fixed 
Assets 

3000 -- 

Provision for additional 
Depreciation 

-- (-)300 

 (-)7000 (-)2300 

Majority’s (H Ltd) Share – 4/5 (-)5600 (-)1840 

Minority’s Share – 1/5 (-)1400 (-)460 

 

3. Minority Interest  : 

Particulars Rs. 

Minority’s Share in Share Capital of S Ltd (40000*1/5) 8000 

Minority’s Share in Pre-acquisition Loss     (-)1400 

Minority’s Share in Post-acquisition Profit (-)460 

 6140 
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      4.  Cost of Control : 

Particulars Rs. 

Majority’s Share in Share Capital of S Ltd (40000*4/5) 32000 

Majority’s Share in Pre-acquisition Loss (-)5600 

 26400 

 

4. Good will : 

Particulars Rs. 

Cost of Investment/Purchase Price of Shares in S Ltd 35000 

Less: Cost of Control 26400 

 
Add: Goodwill in Debentures (2500 – 2000) 

8600 
500 

9100 

5. Unrealized Profit : 

Goods in Stock out of Intercompany Purchases Rs.2000 

 Cost Rs 100 + Rs 25 Profit = Rs 125 Invoice Price 

So, Unrealized Profit is Rs. 400 (2000*25/125) 

6. The transaction of Inter Co. Debentures is eliminated only up to face value; 

the difference is adjusted to goodwill. 

7. The Inter Co. transaction of Amount Due is eliminated for Rs 2000 and the 

difference Rs. 1000 is treated as Cash-in-Transit. 

 

Problem 4: Balance Sheets of A Co. Ltd., B Co. Ltd. and C Co. Ltd. as on 31st 

March, 2014 were as follows:   (Direct Acquisition) 

Liabilities A Ltd.   Rs. B Ltd.  Rs. C Ltd.  Rs. 

Share Capital (Share of 
Rs. 10 each) 

400000 200000 100000 

P & L A/c 1-4-2013 15000 20000 8000 

Profit during the year 70000 38000 18000 

Loan from A Ltd. - 50000 - 

Creditors 25000 10000 14000 

Total 510000 318000 140000 
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Assets    

Investments (acquired on 
1-4-2013) 

   

16000 Shares in B Ltd. 180000 - - 

7500 Shares in C Ltd. 80000 - - 

Loan to B Ltd. 50000 - - 

Sundry Assets 200000 318000 140000 

Total 510000 318000 140000 

Additional Information: 

1. Proposed dividend by each company 10%. 

2. Stock of B Ltd includes goods purchased from C Ltd for Rs.8000. C Ltd’s 

cost was Rs.5000 only. 

3. Loan by B Ltd. Carries 8% interest which has not been considered any of the 

two companies. 

Prepare a Consolidated Balance Sheet. 

Solution : 

Consolidated Balance Sheet of A Ltd and its subsidiaries B Ltd and C Ltd as 

on 31st March, 2014 

Liabilities  Rs Assets  Rs 

Share Capital 
(Share of Rs. 10 each) 

 
 

400000 Goodwill 
 

 
 

3000 

P & L A/c 
Profit                70000 
Less: Dividend 40000 
Add: Share in Pre-acq.  
Profit – B Ltd 
             C Ltd 
Interest on Loan 
 
Less: Unrealized  
Profit 

15000 
 

30000 
 

27200    
13500    
4000 

89700 
 

3000 

 
 
 
 
 
 
 
 

86700 

Sundry  Assets  A Ltd  
                          B Ltd   
                          C Ltd   
                                     
Less: Unrealized 
Profit     
               

200000 
318000 
140000  
658000 

3000 

 
 
 
 

655000 
 
 

 

Creditors 49000   

Proposed Dividend – A Ltd 40000   

Minority Interest  –  B Ltd 50800 
                               C Ltd 31500 

 
82300 

  

 658000  658000 
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Working Notes: B Ltd. 

1. Majority Ratio and Minority Ratio:  

                                              No. of Eq. Shares purchased by Holding Co. 
Majority / Holding Co. Ratio =---------------------------------------------------------- 
                                          Total No. of Eq. Shares of subsidiary company                                             \ 

 

 

 =     16000       
                                                        20000 
                                                 =     4 

                                                        5 

                                          No. of minority shares 
            Minority Ratio  = --------------------------------------------------------------- 
                                         Total No. of Eq. Shares of subsidiary company   
 

                                      =      4000 (20000 – 16000) 

                                              20000 

                                       =      1 

                                               5 

2. Pre-acquisition and Post-acquisition Profit/Loss: 

Particulars 
Pre-acquisition  
Profit/Loss Rs. 

Post-acquisition 
Profit/Loss Rs. 

Profit and Loss A/c Opening 
Balance 

20000 -- 

Profit during the year -- 38000 

Less: Interest on Loan due -- 4000 

 20000 34000 

Majority’s (H Ltd) Share – 4/5 16000 27200 

Minority’s Share – 1/5 4000 6800 

 

3. Minority Interest: 

Particulars Rs. 

Minority’s Share in Share Capital of B Ltd (200000*1/5) 40000 

Minority’s Share in Pre-acquisition Profit                4000 

Minority’s Share in Post-acquisition Profit 6800 

 50800 
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Working Notes: C Ltd. 

1. Majority Ratio and Minority Ratio:  

                                              No. of Eq. Shares purchased by Holding Co. 
Majority / Holding Co. Ratio =---------------------------------------------------------- 
                                          Total No. of Eq. Shares of subsidiary company 
 
                                               =   7500       
                                                   10000 

                                               =      3 

                                                        4 

                                             No. of minority shares 
            Minority Ratio =  --------------------------------------------------------------- 
                                       Total No. of Eq. Shares of subsidiary company   
 

                                     =       2500 (10000 – 7500) 

                                                         10000 

                                     =        1 

                                               4 

 

2. Pre-acquisition and Post-acquisition Profit/Loss: 

Particulars 
Pre-acquisition  
Profit/Loss Rs. 

Post-acquisition 
Profit/Loss Rs. 

Profit and Loss A/c Opening 
Balance 

8000 -- 

Profit during the year -- 18000 

 8000 18000 

Majority’s (H Ltd) Share – ¾ 6000 13500 

Minority’s Share – ¼ 2000 4500 

 

3. Minority Interest: 

Particulars Rs. 

Minority’s Share in Share Capital of C Ltd (100000*1/4) 25000 

Minority’s Share in Pre-acquisition Profit               
2000 

Minority’s Share in Post-acquisition Profit 4500 

 31500 
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 Consolidated Goodwill : 

Particulars Rs. 

Cost of Investment/Purchase Price of Shares in B Ltd  180000 

Cost of Investment/Purchase Price of Shares in C Ltd 80000 

                                                                                        Total 260000 

Less: Cost of Control  

Majority’s Share in Share Capital of B Ltd (200000*4/5) 160000  

Majority’s Share in Pre-acquisition Profit   16000  

Majority’s Share in Share Capital of C Ltd (100000*3/4) 75000  

Majority’s Share in Pre-acquisition Profit                          6000 257000 

 3000 

 

Unrealized Profit: 

Goods in Stock out of Intercompany Purchases Rs.8,000 

Cost Rs 5000 So, Unrealized Profit is Rs. 3000 (8000 - 5000) 

            The transaction of Inter Co. Loan is eliminated. 

Problem 5: Balance Sheets of A Co. Ltd., B Co. Ltd., and C Co. Ltd. as on 31st 

March, 2014 were as follows – (Indirect Acquisition) 

Liabilities A Ltd.   Rs. B Ltd.  Rs. C Ltd.  Rs. 

Share Capital 
(Rs. 10 each) 

1000000 200000 100000 

Reserve 100000 60000 60000 

Profit & Loss A/c 400000 120000 60000 

Creditors 200000 120000 60000 

Bills Payable - 30000 - 

Total 1700000 530000 280000 

Assets    

Sundry Assets 800000 120000 100000 

Stock 610000 180000 100000 

Debtors 130000 170000 80000 

Bills Receivable 
from A Ltd 

10000 - - 

Shares in B Ltd 150000 - - 

Shares in C Ltd - 60000 - 

Total 1700000 530000 280000 
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 A Ltd. Purchased 80% of shares in B Ltd. when latter’s Profit and Loss 

Account was Rs. 80000 & Reserve was Rs. 40,000. 

 B Ltd purchased 75% of shares in C Ltd when latter’s P & L A/c was Rs. 40000 

and Reserves was Rs. 20000. 

 Prepare Consolidated Balance Sheet of A Ltd and its subsidiaries B Ltd and C 

Ltd as on 31st March 2014 

Solution: 

Consolidated Balance Sheet of A Ltd and its subsidiaries B Ltd and C Ltd as on  

31st March, 2014 

Liabilities Rs Assets Rs 

Share Capital 
(Share of Rs. 10 each) 

1000000 Sundry Assets                      
 

1020000 

Reserves 100000  Stock 890000 

Capital Reserve 157000 Debtors 380000 

P & L A/c                  400000 
Add: Share in Pre-acq.  
Profit – B Ltd              84000          

 
 

484000 

Bills Receivables    10000 
Less: Inter Co. Bills 10000 

 
-- 

Creditors 380000   

Bills Payables             30000 
Less: Inter Co. Bills    10000 

 
20000 

  

Minority Interest- Ltd  94000 
                        C Ltd  55000 

 
149000 

  

 2290000  2290000 
 

Working Notes: C Ltd. 

1. Majority Ratio and Minority Ratio:  

 Majority Ratio = 75%                  Minority Ratio = 25%                                                 
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2. Pre-acquisition and Post-acquisition Profit/Loss: 

Particulars 
Pre-acquisition 
Profit/Loss Rs.  

Post-acquisition 
Profit/Loss Rs. 

Reserve 20000 40000 

Profit and Loss A/c 40000 20000 

 60000 60000 

Majority’s (B Ltd) Share – 75% 45000 45000 

Minority’s Share – 25% 15000 15000 

 

3. Minority Interest: 

Particulars Rs. 

Minority’s Share in Share Capital of C Ltd (100000*25%) 25000 

Minority’s Share in Pre-acquisition Profit     15000 

Minority’s Share in Post-acquisition Profit 15000 

 55000 

 

Working Notes: B Ltd. 

1. Majority Ratio and Minority Ratio:  

Majority / Holding Co. Ratio = 80%          Minority Ratio = 20% 

 

2.  Pre-acquisition and Post-acquisition Profit/Loss: 

Particulars 
Pre-acquisition 
Profit/Loss Rs. 

Post-acquisition 
Profit/Loss Rs. 

Reserves 40000 20000 

Profit and Loss A/c 80000 40000 

Share in Profit of B Ltd 45000 45000 

 165000 105000 

Majority’s (A Ltd) Share – 80% 132000 84000 

Minority’s Share – 20% 33000 21000 

 

3. Minority Interest: 

Particulars Rs. 

Minority’s Share in Share Capital of B Ltd (200000*20%) 40000 

Minority’s Share in Pre-acquisition Profit 33000 

Minority’s Share in Post-acquisition Profit 21000 

 94000 
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Consolidated Capital Reserve : 

Particulars Rs. 

Cost of Control  

Majority’s Share in Share Capital of B Ltd (200000*80%)  160000  

Majority’s Share in Share Capital of C Ltd (100000*75%)   75000  

Majority’s Share in Pre-acquisition Profit of B Ltd              132000           367000 

Less: Cost of Investment/Purchase Price of Shares   

Cost of Investment/Purchase Price of Shares in B Ltd      150000  

Cost of Investment/Purchase Price of Shares in C Ltd       60000 210000 

 157000 

 

3.9   Summary : 

A holding/parent company is one which has one or more subsidiaries. No 

company can be called a holding company by its constitution. Section 4(4) of the 

Companies Act defines a holding company as, “for the purpose of this Act, a 

company shall be deemed to be holding company of another if, but only if, that other 

is its subsidiary.” A holding company may be defined as, “a company which holds or 

controls another company.” A holding company may acquire the whole of the shares 

of a subsidiary company. In this case the subsidiary is called a wholly-owned 

subsidiary. In case of partial holding the subsidiary is called a partly-owned 

subsidiary. The other shareholders of such a subsidiary are called minority 

shareholders. A holding company may have a number of subsidiaries. The control 

can be made by the holding company directly or indirectly. When a company 

acquires majority of the equity shares of another company it is called as direct 

holding and when a holding company acquires control over another company 

through its subsidiary company then it is called an indirect holding. For example, if C 

Ltd is the subsidiary of B Ltd and B Ltd is the subsidiary of A Ltd then C Ltd is also 

deemed to be the subsidiary of A Ltd. The company controlled by another company 
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that means by holding company is called as a subsidiary company. It should be 

noted that holding company and subsidiary companies are separately incorporated 

companies and they have separate legal entity. 

ICAI has issued AS-21 on Consolidated Financial Statements. The standard 

comes in to effect in respect of accounting periods commencing on or after 1st April 

2001. It states that an enterprise that presents Consolidated Financial Statements 

should prepare and present these statements in accordance with this standard. The 

objective of this Consolidated Financial Statements is to present financial 

statements of a holding company and its subsidiaries as a group. As per AS-21, the 

holding company and its subsidiaries are treated as one economic entity for the 

presentation or preparation of these Consolidated Financial Statements. 

Consolidated Profit and Loss A/c and Consolidated Balance Sheet are prepared for 

disclosing the total profit or loss of the group and total assets and liabilities of the 

group. These statements are prepared in the same manner as that followed by the 

holding company for preparation of its separate financial statements. 

Holding company accounts includes preparation of Consolidated Financial 

Statements. Consolidated financial statements normally include Consolidated 

Balance Sheet, Consolidated Profit and Loss A/c, and notes, other statements and 

explanatory material that form an integral part thereof. While solving the problems 

on holding company generally a Consolidated Balance Sheet is to be prepared. A 

Consolidated Balance Sheet is a combined balance sheet of a holding company and 

its subsidiary. Preparation of a Consolidated Balance Sheet involves aggregation or 

combination of assets and liabilities of holding company and subsidiary company 

with certain adjustments. All assets and liabilities of holding company and subsidiary 

company are to be aggregated except the asset ‘Investment in Shares of Subsidiary 

Co.’ in the balance sheet of holding company and liabilities namely Equity Share 

Capital, Capital Reserve, General Reserve, Profit and Loss A/c (Cr. Balance) etc in 

the balance sheet of a subsidiary company and Profit and Loss A/c (Dr. balance) on 

the asset side of a subsidiary company. In the Consolidated Financial Statements 
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the holding company’s portion of equity in each subsidiary company and the cost of 

investment in each subsidiary company is eliminated. A comparison is made 

between the cost of investment and the equity obtained in the subsidiary company. 

If cost is more than equity obtained the difference is treated as goodwill and if cost is 

less than equity obtained the difference is treated as capital reserve. The share of 

minority in the equity of the subsidiary is shown as ‘minority interest’ in the 

Consolidated Balance Sheet separately on the liability side. 

 

3.10  Key Terms :  

1. Holding Company: A company which holds or controls another company by 

purchasing majority equity shares of another company or by having power to 

appoint directly or indirectly the whole or a majority of the board of directors 

of another company. 

2. Subsidiary Company: A company controlled by another company that is 

holding company is called as subsidiary company. 

3. Consolidated Balance Sheet: A combined balance sheet of a holding 

company and its subsidiary or subsidiaries companies.  

 

3.11   Self Assessment Questions : 

Objective Type : 

1. Choose the correct alternative : 

i. The controlling company is called as ------------------------------------------------------- 

a) Holding company                       b) Subsidiary company 

c) Minority company                        d) None of above 

ii. Revaluation profit or loss is treated as ---------------------------------- profit or loss. 

a) Pre-acquisition     b)  Post-acquisition 

c) Revenue        d)  None of above 
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iii. Minority Interest means the share of minority shareholders in ------------ of 

subsidiary company. 

a) Shareholders Fund                         b)  Net Assets 

c) Capital Employed                           d)  All of above 

iv. The controlled company is called as -------------------- 

a) Holding company                       b) Subsidiary company 

c) Majority company                      d) None of above 

v. If the cost of control is more than the cost of investment, the difference is treated 

as ------- 

a) Goodwill                                    b) Capital Reserve 

c) Revenue Reserve                     d) None of above 

( Ans. : i – a,  ii – a,  iii  - d,  iv  - b,   v   - a ) 

 

2. State ‘True’ or ‘False’ : 

i. No company can be called a holding company by its constitution. 

ii. A holding company always has only one subsidiary. 

iii. The share of majority shareholders in a subsidiary company is called as cost of 

control. 

iv. Preference capital not held by holding company is shown along with minority 

interest. 

v. Consolidated financial statements are substitute to separate financial statements 

of a holding  company.  

( Ans. : I,  iii,   iv -  True,     ii,  v  - False ) 

 

3. Short Answer Questions : 

i. Define a holding company. 

ii. Define a subsidiary company. 

iii. Explain the procedure of consolidation of financial statements. 

iv. What is the impact of AS 21 on holding company accounting? 
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v. What are the important points taken into consideration while preparing a 

consolidated balance sheet? 
 

 

4. Practical Problems : 

Exercise 1 :  The following are the Balance Sheets of H Ltd. and S Ltd. as               

on 31st March, 2014. 

Liabilities H Ltd. Rs. S Ltd. Rs. Assets H Ltd. Rs. S Ltd. Rs. 

Share Capital 
(Share of  
Rs 10 each) 

1000000 400000 Goodwill 60000 20000 

Reserves 150000 -- Machinery 700000 270000 

P & L A/c 142000 60000 24000  
Shares in S Ltd 

192000 -- 

Creditors 120000 80000 Stock 180000 90000 

Bills Payables 2000 -- Debtors 260000 120000 

   Cash and Bank 40000 20000 

   Bills 
Receivables 

-- 15000 

 1432000 540000  1432000 540000 

    The following information is given: 

1. P & L A/c of S Ltd. showed a debit balance of Rs. 20000 on 1st April, 2013. H 

Ltd acquired the shares in S Ltd on 1st October, 2013. 

2. Bills Payables of H Ltd. represented bills issued in favour of S Ltd, which 

company got bills of Rs 5000 discounted. 

3. Machinery of S Ltd is undervalued by Rs. 900 whereas furniture is 

overvalued by Rs. 400. Ignore depreciation on difference in values of these 

assets. 

4. Stock held by S Ltd includes Rs. 20000 for goods supplied by H Ltd at a 

profit of 25% on cost price.  Prepare a Consolidated Balance Sheet. 

(Answer: Pre-acquisition profit Rs 20000, Post-acquisition profit Rs 40000, 

Minority Interest Rs 184000, Capital Profit Rs 60000, B/S Total Rs 1761000, 

Unrealized Profit Rs 4000) 
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Exercise 2: The following are the Balance Sheets of H Ltd. and S Ltd. as on 31st 

December, 2013. 

Liabilities 
H Ltd. 

Rs. 
S Ltd. 

Rs. 
Assets 

H Ltd. 
Rs. 

S Ltd. 
Rs. 

Share Capital 
(Share of Rs 100 
each) 

200000 50000 Machinery 240000 50000 

Reserves 30000 10000 300 Shares in S Ltd 66000 -- 

P & L A/c 1-1-2013 40000 25000 Stock 40000 30000 

Profit for 2013 50000 20000 Debtors 20000 42000 

Creditors 50000 35000 Cash and Bank 14000 10000 

Bills Payables 10000 -- Bills Receivables -- 8000 

      

 380000 140000  380000 140000 
 

The following information is given: 

1) Shares were acquired by H Ltd on 1st July, 2013. 

2) Bills Receivables held by H Ltd include bills of Rs 5000 accepted by S Ltd. 

3) Debtors of S Ltd include Rs 7000 due from H Ltd in respect of goods 

supplied. 

Prepare a Consolidated Balance Sheet. 

(Answer: Pre-acquisition profit Rs 45000, Post-acquisition profit Rs 10000, 

Minority Interest Rs 42000, Goodwill Rs 9000, B/S Total Rs 451000) 

 

Exercise 3: Balance Sheets of A Co. Ltd., B Co. Ltd. and C Co. Ltd. as on 31st 

March, 2014 were as follows:   (Indirect Acquisition) 

Liabilities A Ltd.   
Rs. 

B Ltd.  
Rs. 

C Ltd.  
Rs. 

Share Capital  
(Share of Rs. 10 each) 

100000 50000 40000 

P & L A/c  40000 30000 20000 

Creditors 30000 20000 15000 

Total 170000 100000 75000 
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Assets    

Investments     

4000 Shares in B Ltd. 50000 -- -- 

3000 Shares in C Ltd. -- 35000 -- 

Sundry Assets 120000 65000 75000 

Total 170000 100000 75000 

 

Additional Information : 

A Ltd. Purchased shares in B Ltd. when latter’s Profit and Loss Account was 

Rs. 20000. B Ltd purchased shares in C Ltd when latter’s P & L A/c was Debit 

balance Rs. 8000. 

 

Prepare Consolidated Balance Sheet of the group as on 31st March 2014. 

(Answer: B Ltd - Pre-acquisition Profit Rs 20000, Post-acquisition Profit 

10000, Minority Interest Rs 20200, Capital Reserve Rs 6000, C Ltd - Pre-acquisition 

Loss Rs 8000, Post-acquisition Profit Rs 28000, Minority Interest Rs 15000, 

Goodwill Rs 11000, B/S Total Rs 265000) 

Exercise 4: Balance Sheets of A Co. Ltd., B Co. Ltd. and C Co. Ltd. as on 31st 

March, 2014 were as follows:   (Direct Acquisition) 

Liabilities 
A Ltd.   

Rs. 
B Ltd.  

Rs. 
C Ltd.  

Rs. 

Share Capital (Share of 
Rs. 10 each) 

400000 300000 160000 

Reserves 150000 70000 20000 

P & L A/c Balance 90000 20000 14000 

Profit during the year 120000 35000 26000 

Debentures 200000 -- 50000 

Inter-company Advances 30000 -- 10000 

Creditors 80000 30000 20000 

Total 1070000 455000 300000 

Assets    

Plant and Machinery 280000 260000 220000 

Investments     
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 Shares in B Ltd. 400000 -- -- 

 Shares in C Ltd. 140000 -- -- 

Debentures in C Ltd at 
par 

20000 -- -- 

Stock  -  in - trade  120000 95000 30000 

Sundry Debtors 100000 70000 50000 

Inter-company Advances    

A Ltd -- 30000 -- 

C Ltd 10000 -- -- 

Total 1070000 455000 300000 

Additional Information  :  

1. A Ltd holds 80% of the share capital of B Ltd and 70% of the share capital of 

C Ltd. At the date of acquisition of the shares, the shareholders funds of 

each of the two companies were as follows:  

Particulars B Ltd Rs C Ltd Rs 

Share Capital 300000 160000 

Reserves 70000 20000 

P & L A/c 50000 30000 

2. Included in stock-in-trade at 31st March, 2014 were goods acquired from 

associated companies on which profits have been made by the respective 

companies as – A Ltd – Goods from B Ltd at Rs 6000 above cost, B Ltd – 

Goods from C Ltd at Rs 4000 above cost, C Ltd – Goods from A Ltd at Rs 

2000 above cost.  

3. A Ltd purchased an item of Plant from B Ltd on 1st July, 2013 for Rs 24000 

on which latter company had made profit of Rs 2400. Depreciation has been 

charged in the accounts of the purchaser at 10% p.a. 

4. Dividends were paid during the year – A Ltd at the rate of 10% p.a., B Ltd at 

the rate of 10% p.a. out of pre-acquisition profit, C Ltd at the rate of 10% p.a. 

out of pre-acquisition profit. 

5. A Ltd has included all dividend received during the year in its Profit and Loss 

A/c. 
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 Prepare Consolidated Balance Sheet of the group as on 31st March 2014. 

(Answer: B Ltd - Pre-acquisition Profit Rs 90000, Post-acquisition Profit 

35000, Minority Interest Rs 8500, C Ltd - Pre-acquisition Profit Rs 34000, Post-

acquisition Profit Rs 26000, Minority Interest Rs 66000,  Consolidated Goodwill Rs 

57000, B/S Total Rs 1267780)  

3.12  Further Readings : 

1. Maheshwari S. N., Maheshwari S. K., Advanced Accountancy, Volume – II, Vikas 

Publishing House Pvt. Ltd., New Delhi. 

2. Mukherjee A., Hanif M., Modern Accountancy, Volume –II, Tata Mac Graw-Hill 

Publishing Co. Ltd. New Delhi. 

3. Rawat D.D., Students Guide To Accounting Standards, Taxman Allied Services 

(P) Ltd., New Delhi. 

4. R. S. N. Pillai, Bagavathi, S. Uma, Fundamentals of Advanced Accounting, 

Volume – II, S. Chand & Co. Ltd., New Delhi. 

5. R. L. Gupta, M. Radhaswamy, Advanced Accountancy, Volume – II, Sultan 

Chand & Sons, New Delhi. 

6. Shukla M. C., Grewal T. S., Gupta S. C., Advanced Accounts, S. Chand & Co., 

New Delhi. 
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Unit No. 4

Accounts  of  Co-operative  Societies

4.0 OBJECTIVES :

After studying this unit you will be able to:

1. Understand the accounting process of cooperative societies

2. Know the list of books of accounts maintained by cooperative societies

3. Understand the components of financial statements of cooperative societies

4. Prepare financial statements of cooperative societies

5. Understand the difference between accounting of credit cooperatives, processing

cooperatives and consumer cooperatives etc.

STRUCTURE :

4.1 Introduction

4.2 Presentation of Subject Matter:

4.2.1 Cooperative Principles

4.2.2 Types of Cooperative Societies

4.2.3 Preparation of financial statements

4.2.4 Trading Account

4.2.5 Profit and Loss Account

4.2.6 Balance Sheet

4.2.7 Adjustments for Preparation of Final Accounts

4.3 Practical Problems

4.4 Exercises

4.1 INTRODUCTION :

The cooperative movement has played catalytic role in the economic

development of the country. The financial performance of cooperatives is critical issue

when the growth and sustainability of business organization in the form of cooperatives



104-------------------------------------------------------------------------------------------104

are concerned. A society which has proclaimed as its objective the promotions of

economic interests of its members in accordance with cooperative principles or a

society formed with the object of facilitating the functioning of such a society may be

registered under the appropriate Act. The Cooperative Credit Societies Act 1904 was

the first act regarding cooperative societies enacted such act in India. Now cooperative

movement is not only confined to supply of credit but extended to all sorts of economic

activities. To promote the economic interests of the members of the societies or of

public in general, each ol'the states has enacted its own cooperative societies Act.

Accounting for cooperative societies includes the recording the transactions

and presenting the financial performance in the form of financial statements at the

end of accounting year. This chapter intends  inculcate familiarity with knowledge and

skill of preparing main financial statements of cooperative organizations i.e. -

(i) Trading Account

(ii) Profit and Loss Account

(iii) Profit and Loss Appropriation Account

(iv) Balance Sheet.

4.2 PRESENTATION OF SUBJECT MATTER:

4.2.1 Cooperative Principles:

The cooperative organizations are based on the cooperative principles.

Cooperatives around the world generally operate according to the same core principles

and values, adopted by the International Co-operative Alliance in 1995. Cooperatives trace

the roots of these principles to the first modern cooperative founded in Rochdale,

England in 1844.

1. Voluntary and Open Membership

Co-operatives are voluntary organizations, open to all people able to use its

services and willing to accept the responsibilities of membership, without gender, social,

racial, political or religious discrimination.

2. Democratic Member Control

Co-operatives are democratic organizations controlled by their members—those

who buy the goods or use the services of the cooperative—who actively participate in

setting policies and making decisions.

3. Members' Economic Participation

Members contribute equally to, and democratically control, the capital of the

cooperative. This benefits members in proportion to the business they conduct with

the cooperative rather than on the capital invested.

4. Autonomy and Independence
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Co-operatives are autonomous, self-help organizations controlled by their

members. If the co-operative enters into agreements with other organizations or raises

capital from external sources, it is done so based on terms that ensure democratic

control by the members and maintains the cooperative's autonomy.

5. Education, Training and Information

Co-operatives provide education and training for members, elected

representatives, managers and employees so they can contribute effectively to the

development of their cooperative. Members also inform the general public about the

nature and benefits of cooperatives.

6. Co-operation among Cooperatives

Co-operatives serve their members most effectively and strengthen the

cooperative movement by working together through local, national, regional and

international structures.

7. Concern for Community

While focusing on member needs, cooperatives work for the sustainable

development of communities through policies and programs accepted by the members.

4.2.2 Types of Cooperative Societies :

The co-operative societies have different nomenclatures which are defined in

The Maharashtra Co-Operative Societies Act I960 as mentioned below:

1. Agricultural Marketing Society : It means a society— (a) the object of which is

the marketing of agricultural produce and the supply of implements and other requisites

for agricultural production, and (b) not less than three-fourths of the members of which

are agriculturists, or societies formed by agriculturists.

2. Consumer's Society : It means a society the object of which is— (a) the

procurement, production or processing, and distribution of goods to, or the performance

of other services for, its members as also other customers and (b) the distribution

among its members and customers, in the proportion prescribed by rules or by the

bylaws of the society, of the profits accruing from such procurement, production or

processing, and distribution.

3. Co-operative Bank : It means a society, which is doing the business of banking

as defined in clause (b) of sub-section (1) of section 5 of the Banking Companies

Act, 1949 and includes any society which is functioning or is to function as [an

Agriculture and Rural Development Bank] under Chapter XI of the Act.

4. Housing Society : It means a society, the object, of which is, to provide its members

with open plots for housing, dwelling houses or fiats; or if open plots, the dwelling houses
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or flats are already acquired, to provide its members common amenities and services.

5. Lift Irrigation Society : It means a society the object of which is to provide water

supply;, by motive power or otherwise to its members, for irrigation and otherwise.

6. Processing Society : It means a society the object of which is the processing of

goods.

7. Producers' Society : It means a society the object of which is, the production and

disposal of goods or the collective disposal of the labour of the members thereof.

8. Resource Society : It means a society the object of which is the obtaining for its

members of credit, goods or services required by them.

4.2.3 Preparation of Financial Statements :

At the end of the year, as any business unit want to know its financial

performance in the form of financial result for the year (profit or loss) and financial

position on the date (assets and liabilities), they have to prepare financial statements

for this purpose. On the last date of the year i. e. 31st March, a cooperative society

has to prepare Profit and Loss Account in prescribed forms. However, the Registrar

of Cooperative Societies may allow a certain society or a class of societies to adopt

such other form as he may deem fit. The financial statements are to be placed before

the members in their Annual General Meeting for their approval.

4.2.4 Trading Account : In case of marketing societies, consumers' societies and

other societies undertaking activities, a separate Trading Account is prepared and the

gross profit shown by this account is transferred to Profit and Loss Account as usual.

Trading Account

Last

Year’s

Figures

Particulars Current

Year’s

Figures

Last

Year’s

Figures

Particulars Current

Year’s

Figures

To Opening Stock

To Purchase

To Cost of

Purchases

To Other trading

expenses

To Gross Profit

Total

By Sales

By Other incomes

relating to goods

By Closing Stock

By Gross Loss

(if any)

Total

Dr. Cr.
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1)

2)

3)

4)

5)

6)

7)
8)
9)

10)
11)
12)
13)

14)
15)
16)
17)

4.2.5 Profit and Loss Account :

Profit and Loss Account and Balance Sheet are prepared in the prescribed

forms as given below :
Profit and Loss Account

Last

Year’s

Figures

Particulars Current

Year’s

Figures

Last

Year’s

Figures

Particulars Current

Year’s

Figures

Interest
(a) Paid
(b) Payable

Bank Charges

Salaries &
Allowances of staff

Contribution to Staff
Provident Fund

Salary and
Allowances of
Managing Director

Attendance Fees and
Travelling expenses
of Directors and
Committee Members
Travelling Expenses
Rent, Rates & Taxes
Postage, Telegram
and Telephone
charges
Printing & Stationary
Audit Fees
General Expenses
Bad debts written off
or provision made for
bad debts
Depreciation
Land Income Account
Other item
Net Profit

Total

Intereset received

a) On loans &

advances

(b) On investments

Dividend received

on shares

Commission

Miscellaneous Income

(a) Share Transfer

Fees

(b) Rent

(c) Rebate in Interest

(d) Sale of forms

(e) Other items

Land  Income &

Expenditure Account

Gross Profit from

Trading Account (if

there is Trading

Account)

1)

2)

3)

4)

5)

6)

Total
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4.2.6 Balance Sheet :

Balance Sheet of co-operative societies is being prepared in the following

format :
Balance Sehet

1. Share Capital

Less : Calls in arrears

Add : Calls in advances

(1-(A) Subscriptions

towards shares)

2. Reserve Fund and

Other Funds

(a) Statutory Reserve

Fund

(b) Building Fund

(c) Special

Development Fund

(d) Bad & Doubtful

Debts Reserve

(e) Investment

Fluctuation Fund

(f) Dividend

Equalization Fund

(g) Bonus Equalization

Fund

(h) Reserve for

Overdue

Interest

(i) Other Funds

3. Staff Provident

Funds

4. Secured Loans

(a) Debentures

(b) Loans Overdrafts

and cash credit from

banks

(c) Loans from

Government

Last

Year’s

Figures

Particulars Current

Year’s

Figures

Last

Year’s

Figures

Particulars Current

Year’s

Figures

1. Cash & Bank

Balance

(a) Cash on hand

(b) Cash in hand

    (i) Current Account

    (ii) Saving Account

   (iii) Call Deposits

        on Banks

2. Investments

(a) Govt. Securities

(b) Other Trustee

Securities

(c) Non-trustee

Securities

(d) Shares of other

Coop. Societies

(e) Shares,

Debentures or Bonds

of Companies

(f) Fixed deposits with

Central Banks and

other approved

bankers

3. Investment of

Staff Provident Fund

Advances against staff

provident fund

4. Loans & Advances

(a) Loans

(b) Overdrafts

(c) Cash Credits

(i) against Pledge of

goods
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Last

Year’s

Figures

Particulars Current

Year’s

Figures

Last

Year’s

Figures

Particulars Current

Year’s

Figures

(d) Other secured

Loans

5. Unsecured Loans

(a) Loans, Cash credit

& overdrafts from

Central Banks

(b) From Government

(c) From others

(d) Bills Payable

6. Deposits

(a) Fixed Deposits

(b) Recurring Deposits

(c) Thrift or Savings

Deposits

(d) Current Deposits

(e) Deposits at Call

(f) Other Deposits

(g) Credit balance in

cash credit and

overdraft accounts

7. Current Liabilities

and Provisions

(a) Sundry Creditors

(b) Outstanding

creditors

(i) for purchases

(ii) for expanses

(c) Advances,

recovered for the

portion for which value

has still to be given,

viz. Unexpired,

Subscription

premiums,

Commission etc.

(ii) against

hypothecation of

goods

(iii) clean (of which

overdraft Rs.)

(iv) Loan Due by

managing Committ

member Rs... Loans

due by Secretary

and other employees

Rs.)

5. Sundry Debtors

(i) Credit Sales

(ii) Advances

(iii) Others

6. Current Assets

(i) Stores & Spares

(ii) Loose Tools

(iii) Stock in trade

(iv) Work in

Progress

7. Fixed Assets

(a) Land &BuiIding

(b) Leaseholds

(c) Plant and

Machinery

(d) Dead Stock

(e) Furniture &

Fittings

(f) Live Stock

(g) Vehicles etc.

8. Miscellaneous

Exps. & Loans

1. Goodwill

2. Preliminary Exps.

3. Shares /

Debentures issue

expenses, including
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Last

Year’s

Figures

Particulars Current

Year’s

Figures

Last

Year’s

Figures

Particulars Current

Year’s

Figures

8. Unpaid Dividends

9. Interest accrued

due but not paid

10. Other Liabilities

11. Profit and Loss

A/C

Profit for last year

Less: Appropriation

Add: Current profit

(Contingent Liabilities)

TOTAL

brokerage,

Underwriting

Commission etc.

4. Deferred Revenue

Expenditure

9. Other Items

(a) Prepaid expenses

(b) Interest accrued

(c) other items

10. Profit and Loss

A/C

Accumulated Losses

not written off

11. Current Losses

TOTAL

(i) Asset Side -

1. Investments : Nature and mode of valuation should be stated. If book value of any

security is less than its market value, a remark to that effect be made

2. Investment of Staff P.F.: Quoted and Unquoted securities should be shown

separately.

3. Loan & Advances : In case of central Bank and other federal societies loan due

by societies and individual members be shown separately.

4. Current Assets : Mode of valuation of stock should be stated.

5. Fixed Assets : Original cost plus addition during the year less deduction - less

total depreciation upto the date of B/S. (ii) Liabilities Side

1. Share Capital : Authorized capital, issued capital, Subscribed and paid up capital

to be shown separately.

2. Reserve fund & Other funds : Last year's balance plus addition during the year

shown separately.

3. Secured Loan : Nature of security given to be stated mention of guarantee given,

if any, by Central and State government to be made.

4. Deposits : From societies and from individuals to be shown separately.

5. Contingent Liabilities : not provided for to be shown by way of foot note.
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4.2.7 Adjustments for Preparation of Final Accounts:

As usual the adjustments are made for the preparation of final accounts but

some specific adjustments are required to make as per the provisions in the Act.

4.2.7.1 Writing off of bad debts and losses (Section 49) :  All loans including

interest thereon and recovery charges in respect thereof which are found irrecoverable

(and are certified as bad debts by the auditor appointed under Section 81) shall first

be written off against the Bad Debt Fund and the balance, if any, may be written off

against the Reserve Fund and the share capital of the society.

All other dues and accumulated losses or any other loss sustained by the society

which cannot be recovered and have been certified as irrecoverable by the auditor

may be written off against the Reserve Fund or share capital of the society :

Provided that—

(1) no bad debts or losses shall be written off without the sanction of the general body;

(2) before any such bad debts or losses are so written off, the society, if it is affiliated

and indebted to a Central Bank, shall first obtain the approval of that bank in writing

and also the approval of the Registrar. If the society is affiliated but not indebted to

the Central Bank and in all other cases it shall obtain the approval of the Registrar in

writing. If the society itself is a Central Bank, approval of the State Co-operative Bank

and the approval of the Registrar shall first be obtained:

Provided that in case of societies classified as A or B at the time of last audit, no

such permission need be taken if the bad debts are to be written off against the Bad

Debt Fund specially created for the purpose :

Provided further that the Registrar may, while giving the approval, impose such

conditions as to the recoupment of the Bad Debt Fund and restoration of part or whole

of the amount written off against the Reserve Fund, from out -of future profits as he

deems fit.

4.2.7.2 Calculation of net profits (Section 49A) :

(1) A society shall calculate the net profits by deducting the following from the gross

profits for the year -

(i) all interest accrued and accruing on amounts of overdue loans (excepting overdue

amounts of loans against fixed deposit, gold, etc.);

(ii) interest payable on loans and deposits;

(iii) establishment charges;

(iv) audit fees or supervision fees;
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(v) working expenses including repairs, rent and taxes;

(vi) depreciation;

(vii) bonus payable to employees under the Payment of Bonus Act, 1965;

(viii) provision for payment of Income-tax;

(ix) amount to be paid as contribution to the Education Fund at the State Federal

Society which may be notified by the State Government in this behalf;

(x) amount to be paid for contribution to the Co-operative Cadre Employment Fund;

(xi) provision for bad and doubtful debts;

(xii) provision for share capital Redemption Fund;

(xiii) provision for Investment Fluctuations Fund;

(xiv) provision for retirement benefits to the employees;

(xv) provision for any other claims admissible under any other law;

(xvi) provision for bad debts and revenue losses not adjusted against any fund created

out of profits.

(2) In addition to the sums referred to in sub-rule (1) of this rule, the following sums

shall be deducted by a society from its profits :-

(i)  contribution, if any. to be made to any sinking fund or guarantee fund, constituted

under the provisions of the Act, these rules or by-laws of the society for ensuring due

fulfillment of guarantee given by Government in respect of loans raised by the society;

Footnotes:

1. Ins. by G.N. of 16-10-1987.

(ii) provision considered necessary for depreciation in the value of any Security Bonds

or Shares held by the society as part of its investments.

(3) The net profit thus arrived at together with the amount of profits brought forward

from the previous year shall be available for appropriation.]

4.2.7.3 Appropriation of profits(Section-50) : (1) The other purposes for

which a society may appropriate its profits shall be education and enlightenment of

the members of the society as also any co-operative or charitable purpose including

relief to the poor, education, medical relief and advancement of any other general public

utility, provided that the expenditure on such items does not exceed 10 per cent of

the net profits.

1 [(2) The net profits calculated in accordance with the provisions of rule shall be

appropriated for the creation of—

(a) Development Fund.
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(b) Dividend Equalisation Fund, or

(c) any other fund created under by-laws.]

4.2.7.4  Amounts to be deducted by a Society from its profits before arriving

at its net profits (Section 51) : In addition to the sums referred to in sub-section (i) of

Section 65, the following sums shall be deducted by a society from its profits before

arriving at its profit for the purposes of sub-section (2) of Section 65 ;

(i) Contribution, if any. to be made to any sinking fund or guarantee fund constituted

under the provision of the Act. these rules or bye-laws of the society for ensuring due

fulfillment of guarantee given by Government in respect of loans raised by the society.

(ii) Provision considered necessary for depreciation in the value of any security, bonds

or shares held by the society as part of its investment,

(iii) Any provision required to be made for the redemption and share capital contributed

by Government or by a Federal Society.

4.2.7.5  Bonus and Dividend Equalization Fund(Section 52) :

(1) A society may create out of its net profits a fund to be called the Bonus Equalization

Fund 2] for payment of bonus to persons other than its paid employees 3] who are

not its members].

(2) Except otherwise specifically authorised by the Registrar, 2[the fund] so created

shall be utilised in accordance with the provisions of the bye-laws of the society only 4

[for payment of such bonus].

Footnotes:

1. Subs by G.N. of 16-10-1987

2. Subs by G.N. of 8-11-1972

3. Added by G.N. of 21-9-1972

4. Subs. By G.N. of 7-11-1990

1 [(3) A society may create the Dividend Equalization Fund and credit to it a sum need

exceeding 2 percent of the paid-up share capital in any year, until the total amount in

such Fund amounts to 9 percent of the paid-up share capital. The society may draw

upon this fund in any year only when it is unable to maintain a uniform rate of dividend

it has been paying during the last preceding five years or more.] (4) No society shall

declare a dividend at a rate exceeding that recommended by its committee.

4.2.7.6 Utilization and investment of reserve fund(Section 54) : (1) A society

shall, in addition to the modes specified in clauses (a) to (d) of Section 70, invest or

deposit its reserve fund in any one or more of the following permitted modes namely-

(i) In the case of Primary Societies in the Central Financing Agencies,

(ii) In the case of Central Co-operative Banks and Urban Banks in the State Cooperative

Bank.
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 (iii) In debentures issued by the Apex Land Development Bank or in Government

loans, or

(iv) In any immovable property specified by the Registrar by a general or special order:

Provided that, in the case of a society whose reserve fund is equal to or more than its

paid-up share capital, the Registrar may, by general or special order, permit that society

to invest that portion of the reserve fund which is in excess of its paid- up share capital,

or a portion thereof, in its business:

Provided further that, in the case of Central Co-operative Banks and the State

Co-operative Bank, the Registrar may, by general or special order, authorise such

Banks to invest fifty per cent of their reserve fund in their business.

(2) No society whose, reserve fund has been separately invested or deposited shall

draw upon, pledge or otherwise employ such fund except with the sanction of the

Registrar previously obtained in writing.

(3) In the case of a society constituted with the object of co-operative housing on a

copartnership basis, the reserve fund may be utilised for expenditure on the

maintenance, repair, and renewal of buildings of society.

(4) In the case of a processing society the reserve fund may be utilised in the

acquisition, purchase or construction of lands, buildings and machinery.

4.2.7.7 Investment of other funds(Section 55) : (1)  A society may invest

any of its funds (other than the reserve fund) in any of the modes specified in Section

70 when such funds are not utilised for the business of the society.

Explanation :

For the purpose of this sub-rule, "business of society" shall include any

investment made by the society in immovable property with the prior sanction of the

Registrar in the process of recovery of the society's normal dues or for the purpose

of construction of building or buildings for its own use.

(2)  The Registrar may, in the case of any society or class of societies, specify by a

special or general order the maximum amounts to be invested in any class or classes

of securities.

(3)  Every society which has invested an amount not less than 10 per cent of its working

capital in securities shall be required to constitute an investment fluctuation fund. The

Registrar may direct that a specified per cent of the net profits every year shall be

credited to the investment fluctuation fund until, in his opinion, the amount of the funds

is adequate to cover anticipated losses arising out of the disposal of securities.

11(4) Proportion of paid-up share capital of the investing society or a class of society,
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shall be determined by the Registrar by special or general order, from time to time,

for investment in the shares or security bonds or debentures issued by any other

society. While determining such proportion, the Registrar may impose such conditions

as he may deem fit.

(5) When any society or societies have been permitted to enter into collaboration as

provided under sub-section (I) of Section 20A, if it is necessary to invest the funds of

the society or societies in such collaboration, the Registrar may, in addition to any

general or special order of the State Government as specified in clause (e) of Section

70, impose such additional conditions as may be necessary in the interest of the

society :

Provided that, the Registrar may for ensuring the safety of the funds of the

society or societies invested in such collaboration for beneficial utilisation of the funds

in furtherance of the objects may be regulated to the extent and manner of such

investment from time to time.

4.2.7.8 Maintenance and administration of provident fund(Section 56) :

A society which has established a provident fund for its employees under Section 71

shall, with the previous approval of the Registrar, frame regulations for the maintenance

and utilisation of the provident fund for its employees. Among other matters, such

regulations shall provide for the following -

(i) amount (not exceeding ten per cent of the employees salary) of contribution to be

deducted from the employees* salary;

(ii) the rate of contribution (not exceeding the annual contribution made by the employee)

to be made by the society;

(iii) advances which may be made against the security of the provident fund;

(iv) refund of employees' contribution and contribution made by the society;

(v) mode of investment of the provident fund and payment of interest thereon.

Now we will see the process of preparing the financial statements of

cooperative societies through Practical examples.

4.3 Practical Problems :

Illustration 1: The Trial Balance of Peoples Consumer's Co-operative Society Ltd.

for the year ended 31st March 2005 is given below. Prepare Trading Account, Profit &

Loss Account for the year ended 31st March 2005  and Balance Sheet as on that

date.
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Trial Balance

Particulars Debit Balance

Rs.

Credit Balance

Rs.

Purchase and Sales 12,00,000 16,00,000

Share Capital -- 8.00.000

Calls in arrears 10,000 ---

Reserve Fund --- 2,40,000

Stock on 1st April 2004 2,00,000 ---

Carriage 10,000 --

Salaries & Allowances of Manager 48,000 ---

Salaries & Allowancs of Staff 90,000 ---

Building Fund --- 1,31,000

Share Capital Redemption Fund --- 24,000

Contribution Provident Fund 10,000 ---

Staff Provident Fund --- 34,000

Bad Debts 8,000 ---

Bad Debts Fund --- 20,000

Postage & Telegram 6,000 ---

Machinery at Cost 28,000 ---

Travelling Expenses 9,000 ---

Bonus to Employees 12,000 ---

Printing & Stationery 4,600 ---

Insurance 12,000 ---

Buildings at Cost 6,00,000 ---

Furniture at Cost 1,00,000 --

Depreciation on Fund --- 87,600

Sundry Debtors and Sundry Creditors 2,00,000 24,000

Investment in Shares of Co-operative Societies 1,20,000 ---

Fixed Deposit with K.D.C.C. Bank 1,60,000 ---

Staff Provision Fund Investment 20,000 ---

Sundry Expenses 12,000 ---

Repairs 32,000 --
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Interest on Fixed Deposits --- 16,000

Dividend on Shares --- 12,000

Transfer Fees --- 2,000

Profit & Loss Appropriation A/c --- 9,000

(Balance of last year after all appropriations)

Cash at Bank 96,000 ---

Cash in Hand 11,400 ---

Bank Charges 600 ---

Adjustments:

1.   Outstanding Salaries on 31st March 2005 was Rs. 7,000.

2.   Outstanding Audit Fees Rs. 1,200.

3.   Insurance paid in Advance was Rs. 1,800.

4.   Provide 5 % on Debtors for Bad Debts Fund.

5.   Provide Depreciation for the year as under

Building-30,000;   Furniture- 10,000; Machinery-2,800

6.   Transfer to Education Fund Rs. 200.

7.   Provide for Share Capital Redemption fund Rs. 2,000.

8.   Stock on 31st March 2005 was valued at Rs. 3,00,000.

Solution:

Peoples Consumer's Co-operative Society Ltd.,

Trading Account for the year ended 31st March, 2005.

Dr. Cr.

Particulars Rs. Particulars Rs.

To Opening Stock 2,00,000

To Purchases 12,00,000

To Carriage 10,000

To Gross Profit 4,90,000

19,00,000

By Sales 16,00,000

By Closing Stock 3,00,000

19,00,000
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Dr. Cr.

Profit & Loss Account

for the year ended 31st March, 2005.

Particulars Rs. Particulars Rs.

To Bank Charges 600

To Salaries & 90000

Allowances of 7000

Staff Outstanding 97,000

To Contribution to Staff

Provision Fund 10,000

To Salaries & Allowances

of Manager 48,000

To Traveling Expenses 9,000

To Postage & Telegram 6,000

To Printing & Stationery 4,600

To Insurance 12000

Less:Prepaid 1800 10,200

To Audit Fees 1,200

To Sundry Expenses 12,000

To Provision for Bad Debts 10,000

To Depreciation

Building 30000

Furniture 10000

Machinery 2800 42,800

To Repairs

Building 24,000

Furniture 4,000

Machinery 4,000 32,000

To Education Fund 200

To Capital Redemption Fund 2,000

To Bonus to Employees 12,000

To Net Profit 2,22,400

5,20,000

By Interest 16,000

By Dividend 12,000

By Gross Profit 4,90,000

By Transfer Fees 2,000

5,20,000
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Balance Sheet as on  31st March, 2005.

Liabilities Rs. Assets Rs.

1. Share Capital

Subscribed Called up

& Paid-up Capital8,00,,000

Less: Calls in

       arrears 10,000 7,90,000

2. Reserve Fund

Other Funds

(a) Reserve Fund 2,40,000

(b) Building Fund 1,31,000

(c) Share Capital

     Red.Fund 24,000

      Addition 2,000 26,000

(d) Education Fund 200

(e) Depreciation

     Fund 87,600

      Addition 42,800 1,30,400

(f)  Bad Debts Fund 22,000

     Balance 20,000

      Addition 10,000

 Less: Bad Debts 8,000 34,000

3. Staff Provident Fund 24,000

4. Current Liabilities &

Provisions

(a) Sundry Creditos

(b) Outstanding 8,200

Creditors for

Salaries 7,000

Audit Fees 1,200

5. Profit & Loss A/c

Balance of 2,31,400

1988-89 9,000

Net Profit

for 1989-90 2,22,400

16,37,200

1. Cash & Bank Balances

(a) Cash on Hand 11,400

(b) Cash at Bank 96,000

2. Investments

Shares in Co-operative

Societies 1,20,000

Fixed Deposit in

K.D.C.C. Bank 1,60,000

3. Staff Providend Fund

Investments 20,000

4. Sundry Debtors 2,00,000

5. Current Assets

Closing Stock 3,00,000

6. Advances

Prepaid Insurance 1,800

7. Fixed Assets

(at cost)

Building 6,00,000

Furniture 28,000

Machinery 1,00,000

16,37,200
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Illustration 2 : Kolhapur Co-operative Society Ltd. has prepared Trial Balance as on

31st March 2005. PrepareTrading and Profit & Loss account for the year ended 31st

March, 2005 and Balance Sheet as on that date after considering the adjustments

given thereafter.

Trial Balance as on 31st March 2005

Particulars Debit Balance

Rs.

Credit Balance

Rs.

Share Capital -- 3,36,000

Reserve Fund --- 60,000

Creditors --- 40,000

Profit and Loss A/c 1-7-1994 --- 1,76,000

Opening Stock 3,92,000 ---

Furniture & Equipments 1,24,000 ---

Container Deposit 32,000 ---

Salaries 3,00,000 ---

Sundry Debtors 60,000 ---

Commission 88,000 ---

Rent and Taxes 60,000 ---

Postages 8,000 ---

Travelling & Conveyance 18,000 ---

Printing & Statinery 14,000 ---

Admission Fee --- 2,000

Purchases 63,40,000 ---

Coolie Charges, Freight and Cartage 1,60,000 ---

Invesments 2,40,000 ---

Sales --- 76,20,000

Cash in hand 6,000 ---

Bank Balance 4,00,000 ---

Development Fund --- 8,000

TOTAL 82,42,000 82.42.000

Adjustments :

1. Outstanding Rent Rs. 4,000 and Commission Payable Rs. 20,000.

2. Closing Stock was valued at Rs. 4,40,000.

3. Rs. 8,000 Salary was paid in advance as on 31-4-2005.
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4. Accrued Income on Investment Rs. 20,000.

5. Provide 10% depreciation on furniture & equipments.

Solution :

Dr. Cr.

Particulars Rs. Particulars Rs.

To Opening Stock 3,92,000

To Purchases 63,40,000

To Coolie Charges,

Freight & Carriage 1,60,000

To Gross Profit transf.

to Profit & Loss A/c 11,68,000

Total 80,60,000

By Sales 76,20,000

By Closing Stock 4,40,000

Total 80,60,000

Kolhapur Co-operative Society Ltd.,

Trading Account for the year ended 31st March, 2005.

Dr. Cr.

Profit & Loss Account

for the year ended 31st March, 2005.

Particulars Rs. Particulars Rs.

To Salaries 3,00,000

Less:Adv. 8,000 2,92,000

To Travelling & Conveyance 18,000

To Rent & Taxes 60,000

Add: O/s Rent 4,000 64,000

To Postage 8,000

To Printing & Stationery 14,000

To Provision for Audit fee 600

To Depreciation on

Furniture & Equipments 12,400

To Commission 88,000

Add:Outstanding 20,000 1,08,000

To Net Profit 6,73,000

Total 11,90,000

By Accrued Income on 20,000

Investment

By Admission Fees 2,000

By Gross Profit 11,68,000

Total 11,90,000
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Balance Sheet as on  31st March, 2005.

Liabilities Rs. Assets Rs.

1. Share Capital

Called up

& Paid-up Capital 3,36,000

2. Reserve Fund

Other Funds

(a) Reserve Fund 60,000

(b) Development Fund 8,000

3. Current Liabilities &

Provisions

(a) Sundry Creditos 40,000

(b) Outstanding Rent 4,000

(c) Commission Payable 20,000

(d) Provision for Audit Fees 600

4. Profit & Loss A/c. Balance of

1-7-1994 1,76,000

Net Profit 6,73,000 8,49,000

Total 13,17,600

1. Cash & Bank Balances

(a) Cash on Hand 6,000

(b) Cash at Bank 4,00,000

2. Investments

Investments 2,40,000

Container Deposits 32,000

3. Sundry Debtors 60,000

Salary Advance 8,000

Interest Accrued on

Investment 20,000

4. Current Assets

Closing Stock 4,40,000

5. Fixed Assets

Furniture &

Equipments 1,24,000

Less:Deprecition 12,400 1,11,600

Total 13,17,600

Illustration 3 : From the following Trial Balance of Prudence Co-operative Credit

Society as on 31st March, 2009 and other information, prepare profit and loss account

for the year ended 31st March, 2009 and Balance Sheet as on that date.

Trial Balance

Debit Balance Credit Balance

Cash in hand 700

Cash with Banks 14,000

Fixed Deposit with M.S.

Co-operative Bank 1,55,000

Office Furniture 7,000

Interest on Deposits 80,000

Rs. Rs.

Share Capital 7,50,000

Reserve Fund 50,000

Members Deposits 22,47,750

Unpaid Dividend 2,100

Dividend Equalization Reserve 18,000

Staff Provident Fund 20,000
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Debit Balance Credit BalanceRs. Rs.

Interest due on loans 8,000

Salary & Allowances 30,000

Establishment for Executive

Officer 5,000

Printing & Stationery 400

Travelling & Conveyance 600

Insurance Pemium 1,000

Contribution to Provident Fund 2,000

Loans due from Members 30,00,000

Total 33,03,700

Profit & Loss Appropriation

A/c Balance 31,000

Interest 1,78,000

Renewal Fees 4,000

Sundry Income 300

Co-op. Development Fund 2,050

Education Fund 500

Total 33,03,700

Adjustments :

1. Interest due on members deposits Rs. 5,000.

2. Interest accrued due but not received Rs. 2,000.

3. Addition to furniture during the year Rs. 1,000.

Charge depreciation at 10% on closing balance.

4. Salary due but not paid Rs. 300, whereas one employee is given salary in

advance on 30-6-99 Rs. 500.

5. Audit Fee unpaid for the yer Rs. 3,000.

6. Authorized Capital was 1,00,000 shares of Rs. 10 each.

7. Directors propose the following appropriations for the current year.

(i) Dividend to shareholders at 5%.

(ii) Necessary amount to Reserve Fund.

(iii) 5% Net Profit (after contribution to Reserve Fund) to Co-operative

     Development Fund.

(iv) Contribution to Dividend Equalization Reserve Rs. 2,000.

(v) Transfer to Building Fund Rs. 10,000.
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Prudence Co-operative Credit Society Ltd.,

Balance Sheet as on 31st March, 2005.

Liabilities Rs. Assets Rs.

1. Share Capital

a) Authorized 1,00,000

Shares of Rs.10 each 1,00,000

b) Issued, Subscribed

Called & Paid up Capital

75000 Shares of Rs.10

each fully called and paid 7,50.000

1. Cash & Bank Balances

(a) Cash on Hand 700

(b) Cash at Bank 14,000

2. Investments

Fixed Deposit 1,55,000

32,000

Dr. Cr.

Particulars Rs. Particulars Rs.

Solution :
Prudence Co-operative Credit Society Ltd.,

Profit & Loss Account for the year ended 31st March, 2005.

To Interest

on Deposits 80000

Due but not paid 5000 85,000

To Salaries &

Allowances 30000

Less:Advances 500

29500

Add : Outstanding 300 29,800

To Audit Fees 3,000

To Establishment for

Executive Officer 5,000

To Printing & Stationery 400

To Travelling & Conveyance 600

To Insurance Premium 1,000

To Contribution to

Provident Fund 2,000

To Depreciation on Furniture 700

To Net Profit

(Carried to Balance Sheet) 56.800

Total 1,84,300

By Interest

Received 178000

Receivable 2000 1,80,000

By Renewal Fees 4,000

By Sundry Income 300

Total 1,84,300
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2. Reserve Fund & Other Funds

a) Reserve Fund 50,000

b) Dividend Equalization 18,000

Reserve

c) Co-operative Development Fund 2,050

3. Deposit

a) Member Deposits 22,47,750

b) Staff Provident Fund 20,000

c) Interest Due on Deposit 5,000

4. Other Liabilities

a) Outstanding Expenses

Audit Fees 3,000

Salaries 300 3,300

b) Unpaid Dividend 2,100

c) Education 500

5. Profit & Los A/c

Balance from

a) Last Year 31,000

b) Net profit for

year 56800 87,800

Total 31,86,500

3. Loan

Due from Members 30,00,000

4. Interest Receivable

On Investments 2,000

On Loans 8,000

5. Other Assets

Furniture

Balance 6,000

Addition 1,000

7,000

Less : Depreciation 700 6,300

Salary Advance 500

Total 31,86,500

Dr. Cr.

Particulars Rs. Particulars Rs.

Profit & Loss Appropriation (Memorandum) Account

for the year ended 31st March, 2005.

Reserve Fund 14,200

(25% of 56,800)

Dividend at 5%

on Paid up Capital 37,500

Co-operative Development

Fund 5% (56,800-14,200) 2,130

Dividend Equilization Fund 2,000

Building Fund 10,000

Balance c/f 21,970

Total 87,800

Balance from 97-98 31,000

Net Profit for 98-99 56,800

Total 87,800
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Illustration 4 :  Ajinkyatara Co-operative Society rendering Loans and Rationing

Facilities on it’s members. The Trial Balance of the society as on 31st March,2006 is

as follows :

Trial Balance

Particulars Debit Balance
Rs.

Credit Balance
Rs.

Member Share Capital --- 14,100

Member’s Deposit --- 30,000

Dead Stock 7,000 ---

Stationery and Printing 750 ---

Bank Share Purchased 5,000 ---

Sahakari Sangh Share Purchased 2,000 ---

Bank Loan (Simple) --- 31,000

Members Loans 83,250 ---

Interest on Members Loans --- 53,150

Purchase of Rationing Grains 1,20,000 ---

Sale of Rationing Grains --- 1,27,500

Office Rent 9,000 ---

Salaries 10,550 ---

Travelling Expenses 1,250 ---

Freight 1,300 ---

Coolie Charges 900 ---

Bank Current A/c 33,500 ---

Bank Interest 26,250 ---

Reserve and Other Fund --- 45,100

Cash Balance 100 ---

Total 3,00,850 3,00,850

Adjustments :

1) Closing Stock of Rationing Grains on 31-3-2006 was Rs. 35,000/-

2) Outstanding office Rent is Rs. 1,000/-

3) Provide for Audit Fees due Rs. 600/-

4) Provide Depreciation on Dead Stock at 5%.

5) Provide Bad debts Reserve Rs. 1,500/-
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You are required to prepare, Trading, Profit & Loss Account for the year ending

on 31-3-2006 and Balance Sheet as on date.

Dr. Cr.

Particulars Rs. Particulars Rs.

Solution :
Ajnkyatara Co-operative Society Ltd.

Trading Account for the year ended 31st March, 2006.

To Purchases of Rationing

Grains 1,20,000

To Freight 1,300

To Coolie Charges 900

To Gross Profit transferred

to Profit & Loss A/c 40,300

Total 1,62,500

By Sales of Rationing Grains 1,27,500

By Closing Stock of

Rationing Grains 35,000

Total 1,62,500

Dr. Cr.

Particulars Rs. Particulars Rs.

Profit & Loss Account for the year ended 31st March, 2006.

To Bank Interest 26,250

To Salaries 10,550

To Travelling Expenses 1,250

To Office Rent 9,000

Add : Outstanding 1,000 10,000

To Stationery & Pritning 750

To Provision for Audit Fees 600

To Provision for Bad Debts 1,500

To Depreciation on Dead Stock 350

To Net Profit 42,200

Total 93,450

By Interest on Members 53,150

Loans

By Gross Profit transferred

from Trading A/c 40,300

Total 93,450
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Balance Sheet as on  31st March, 2005.

Liabilities Rs. Assets Rs.

1. Share Capital 14,100

2. Reserve Fund & 45,100

Other Funds

Provision for Bad Debts 1,500

3. Deposits

Member Deposits 30,000

4. Current Liabilities

Outstanding Office Rent 1,000

Provisiion for Audit Fees 600

5. Bank Loan 31,000

6. Profit  & Loss A/c

Net Profit 42,200

Total 1,65,500

1. Cash & Bank Balances

(a) Cash on Hand 100

(b) Cash at Bank 33,500

2. Investments

Bank Shares 5,000

Sahakari Sangh Shares 2,000

3. Loans

Member Loans 83,250

4. Current Assets

Stock of

Rationing Grains 35,000

5. Fixed Assets

Dead Stock 7000

Less : Dep. 350 6,650

Total 1,65,500

4.4 Exercises :

1) What are the basic principles of co-operative ?

2) Explain various types of co-operative societies.

3) Describe the process of preparing financial statements of co-operative societies.

4) Prepare final accounts for the year ended 31-3-2007 in respect of Shrikrishna

Co-operative Credit Society Ltd., Sangli from the following trial balance and additional

information. Trial Balance

Particulars Cr. Rs. Dr. Rs.

Cash in hand 239.11 ---

Cash at Banks

S.D.C.C. Bank Current A/c 51.07

                     Saving A/c 164.25

Shares in S.D.C.C. Bank 1,40,000.00

Fixed Deposits with S.D.C.C. Bank 73,800.00
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Interest Received --- 2,57,989.60

Hire purchase Interest --- 62,204.00

Bank Interest --- 6,516.45

Dividend --- 9,615.00

Salaries 18,290.00 ---

Meeting Expenses 587.50 ---

Printing & Stationery 1,016.00 ---

Annual General Meeting Expenses 633.40 ---

Sundry Expenses 47.00 ---

Share Capital 5,72,130.00

Reserve Fund --- 73,735.25

Education & Medical Help Fund --- 4,877.00

Building Fund --- 56,300.00

Share in Shetkari Sahakari Sangh 100.00 ---

Loans to Members 17,71,558.50 ---

Hire Purchase Loans 4,37,124.00 ---

Deposits - Savings --- 44,960.00

          Fixed -- 1,09,506.00

         Recurring --- 1,900.30

Cash Credits --- 14,31,609.93

Unpaid Dividend --- 5,399.90

Interest on Deposits 5,617.00 ---

Diwali presents to Members 13,507.80 ---

Bonus to Employees 713.00 ---

Bank Cash Credit Interest 1,65,194.70 ---

Function Expenses 265.00 ---

Education Fund Contribution 500.00 ---

Fixed Deposits Interest 11,233.00 ---

Interest Payable on Deposits --- 3,397.90

Education Fund Payable --- 500.00

               Total 26,40,641.33 26,40,641.33

Adjustments : The Directors propose the following appropriations :

1) Reserve Fund 25% of Net Profit

2) Dividend to shareholders 12% of paid up Capital.

3) 10% of remaining balances of net profit to Education and Medical Help.

4) Balance to Building Fund.
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5) The following is the Trial Balance of Prayatna Credit Co-operative Society Ltd.

for the year ended 31st March, 2005.

Trial Balance

Debit Balance Credit Balance

Loans Due from Members 7,20,000

Contribution to Staff

Provident Fund 480

Insurance Premium 240

Travelling  & Conveyance 144

Printing & Stationery 96

Establishment of Executive

Officer 1,200

Salary & Allowance 7,200

Interest Due on Loans 1,920

Interest on Deposits 19,200

Office Furniture 1,680

Fixed Deposit with

Co-operative Bank 3,72,000

Cash with Banks 3,360

Cash in hand 168

Total 7,92,888

Rs. Rs.

Share Capital 1,80,000

Reserve Fund 12,000

Members Deposits 5,39,460

Unpaid Dividend 504

Dividend Equalization Fund 4,320

Staff Provident Fund 4,800

Profit & Loss App.A/c 7,440

Interest 42,720

Renewal Fees 960

Sundry Income 72

Co-op. Development Fund 492

Education Fund 120

Total 7,92,888

Adjustments :

1) Interest due on members deposits Rs. 1,000.

2) Interest accrued due but not received Rs. 480.

3) Salary outstanding on 31-3-2005 Rs. 120.

4) Outstanding Audit Fees Rs. 720.

5) Authorized Capital : 20,000 shares of Rs. 10 each.

Directors propose to pay dividend at 2%.

Prepare Profit and Loss Account and Balance Sheet for the year ended 31st March,

2005.

6) Following are the final balances of Maharashtra Co-operative Credit Society Ltd.,

for the year ended 31st March, 2009. Prepare Profit & Loss  A/c and a Balance Sheet

in the prescribed forms.
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Trial Balance

Last Year Particulars Current Year

4,62,740 Share Paid-up Capital 6,30,770

12,336 Reserve Fund 39,413

1,45,819 Building Fund 3,28,755

3,689 Depreciation Fund 6,906

Relief Fund 33,552

7,842 Cash in hand 21,349

676 K.D.C.C. Bank : Current (O/d) 8,820

345 K.D.C.C. Bank : Savings 345

9,700 Reserve Fund Deposit 35,600

1,70,050 Bank Share 2,80,050

15,000 Fixed Deposit in Janata Co-op.Bank

Fixed Deposit in K.D.C.C. Bank 40,000

Call Deposits 60,000

3,15,240 Damduppat Deposits 5,83,804

3,11,846 Time Deposits 6,82,214

9,19,909 Pigmi Deposits 20,18,349

4,116 Recurring Deposits 6,837

1,81,166 Savings Deposits 4,61,957

6,197 Non-operating Savings 17,392

76,000 Dhanvridhi Deposits 94,185

29,95,764 Loans against securities 64,17,854

2,59,710 Unsecured Loans 4,41,208

34,296 Loans against Gold Securities 1,35,307

13,94,930 Loans against Deposits 3,98,747

1,45,175 Loans taken K.D.C.C. Bank 28,62,005
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Cash Credit

Interest Received 8,83,654

3,87,953 On Loans 4,119

2,199 On Investments 6,642

979 Dividend

229 Court Expenses

3,828 Gifts 95

500 Education Fund 500

287 Recovery Charges 1,013

Govt. Audit Fee 3,090

Board Subscription 10

Peon Dress 950

Profit & Loss (Loss) 1,163

Election Expenses 1,000

News Papers 246

Insurance 833

Interest 16,959

State Co-operative Conference 150

7,378 Printing & Stationery 12,411

16,576 Pigmi Commission 24,706

1,130 Advertiement 7,296

935 Profit & Loss (Profit) 4,626

45 Sundry Expenses

60 Notice Fee 22

Share Transfer Fee 5

692 Recovery Expenses 5,347

Postage & Telephone 104

Insurance Commission 3,132
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131 Notice Fees 2,502

3,000 Local Audit Fee --

100 Office Rent 100

1,850 Share Suspense 2,622

Dividend 12,892

6,220 Pigmi Commission 11,969

Interest on Deposits 34,581

3 Admission Fee Suspense 13

732 Advertisement

230 Professional Tax 201

Salary 481

179 Library 80

30,246 Dead Stock & Furniture 54,563

446 Equipments 446

27,030 Salary Advance 1,280

95,500 Building Advance 1,25,000

1,839 Interest Due

1,54,169 Deposits from Members 1,41,947

800 Telephone Deposits 800

1,000 Sine Board Advance 1,000

10,260 Loan to Staff Members 13,330

Interest Paid

81,240 (a) On Deposits 1,58,945

91,914 (b) On Bank Loans 2,98,957

24,358 Advertisement 25,560

15,886 Printing & Stationery 22,755
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1,200 Office Rent 1,200

35 Locker Rent 35

1,335 Insurance 795

972 Lodging Charges

34,811 Salary to Staff 66,751

67,629 Pigmi Commission 1,22,521

338 Travelling 5,424

2,614 Office Expenses 5,262

66 Sundry Expenses 1,626

495 Postage & Telephone 1,929

900 Annual General Meeting Expenses 2,493

21 Depreciation

Library, Dead Stock & Furniture 3,216

lll
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Unit No. 1 

Accounting for Amalgamation, Absorption  

(AS-14) and Reconstruction of Companies 

 

Objectives: 

After studying this unit you will be able to understand: 

� Meaning of amalgamation, absorption, external reconstruction and internal 

reconstruction. 

� Types of amalgamation viz. amalgamation in the nature of merger and 

amalgamation in the nature of purchase. 

� Different methods for computation of purchase consideration/ price. 

� Make appropriate accounting entries in the books of the purchased company 

and the purchasing company. 

� Accounting to be made in the books of purchasing transferee Company as per 

AS-14. 

� Different accounting adjustments required in connection with external 

reconstruction, amalgamation and absorption of companies. 

� Differentiate between internal reconstruction and external reconstruction. 

� Different modes of internal reconstruction. 

� Make appropriate accounting entries and different adjustments required in 

connection with internal reconstruction. 

� Appreciate the need of reconstruction of a company. 

� Meaning of certain key terms. 
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1.7 Accounting Entries in the books of Transferor/Purchased Company 

1.8 Accounting Entries in the books of Transferee/Purchasing Company 
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1.12 Key Terms 
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1.14 Further Readings 

 

1.1 Introduction: 

Combination movement is a part of business history throughout the world and 

there are several reasons for such combinations. Business firms grow and expand 

through business combinations. So combinations help firms to secure operating 

efficiencies and economies of scale. Combination movement takes several forms 

and these forms also depend on the economic environment of each country as well 

as laws of those countries. The most common forms are vertical integration and 

horizontal integration. Horizontal combination helps to eliminate competition, 

elimination of duplicate facilities, operations, distribution, outlets etc. 

There are three forms of company business combinations viz.: amalgamation, 

absorption and reconstruction. The objectives of various forms of these 

combinations are- 

• To obtain the advantages of large scale production. 

• To avoid the effects of cut-throat competition. 

• To secure economics of scale and operating efficiencies. 

• To raise huge amount of capital. 

• To earn benefits of monopoly. 
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1.2 Meaning of Amalgamation, Absorption and Reconstruction: 

(1) Amalgamation: 

The term amalgamation means taking over of the business of two or more 

companies by a company newly formed for this purpose. The companies, whose 

businesses are taken over, are wound up and their separate legal existence comes 

to end. The new company is formed to take over the assets and liabilities of 

amalgamating companies. In other words, the term amalgamation is used when two 

or more companies carrying on similar business go into liquidation and a new 

company is formed to take over their business. 

For example:-‘S’ Ltd. and ‘T’ Ltd .are carrying on similar type of business, 

taken over by a newly formed company ‘ST’ Ltd.; it is a case of amalgamation. Here 

‘S’ Ltd. and ‘T’ Ltd. will be liquidated. The companies going into liquidation are called 

transferor /purchased/Vendor/liquidated/old or amalgamating companies. Whereas, 

newly formed company i.e. ‘ST’ Ltd.; which takes over the business of 

amalgamating companies is known as transferee/purchasing/Vendee or new 

company. In short, amalgamation means two or more liquidations and one 

formation. 

 

(2) Absorption: 

The term absorption means taking over of the business of one or more 

companies by a company already in existence. In case of absorption, no new 

company is formed. For example: ‘X’ Ltd. an existing company, takes over the 

business of ‘Y’ Ltd. this is the case of absorption. In this case, no new company is 

formed. ‘X’ Ltd. is already in existence and has taken over the business of ‘Y’ Ltd. In 

short, absorption means one or more liquidations and no formation. 

(3) Reconstruction: 

The term reconstruction mainly refers to reorganization of a company which 

has suffered heavy losses or is over capitalised. It may be both internal as well as 

external. But, firstly we concerned with external reconstruction and internal 

reconstruction will be discussed latter on in the current unit. 
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The term external reconstruction is used when an existing company goes 

into liquidation and a new company is formed to take over the business of liquidated 

company. The idea behind such a reconstruction is that substantially the same 

business shall be carried on by the same persons. For example: ‘A’ Ltd. is liquidated 

because of heavy losses and a new company ’B’ Ltd. is formed to take over the 

entire business of ‘A’ Ltd.the shareholders of the ‘A’ Ltd. become the shareholders 

of ‘B’ Ltd. and ‘B’ Ltd. will continue the business of the ‘A’ Ltd. In short, external 

reconstruction means one liquidation and one formation. 

 

1.3 Amalgamation and Absorption: 

The institute of Chartered Accountants of India has issued Accounting 

Standard (AS) -14 for accounting of amalgamation. According to AS-14 

amalgamation means an amalgamation pursuant to the provisions of the Companies 

Act, 1956, or any other statue, which may be applicable to Companies. Sections 391 

to 394 and 494 of companies Act, 1956 govern the provisions of amalgamation. The 

Accounting Standard does not recognise distinction between amalgamation and 

absorption. The standard is applicable where acquired company is dissolved and 

purchasing company continues with the business of acquired company. The 

company acquired (selling company) is called Transferor Company and purchasing 

company is known as Transferee Company. According to As-14 there are two types 

of amalgamation such as i) amalgamation in the nature of merger and ii) 

amalgamation in the nature of purchase. Therefore, amalgamation includes 

absorption. 

1.4 Distinction between Amalgamation and External Reconstruction: 

Amalgamation is different from external reconstruction in the following 

respects: 

•••• Objective: The objective of amalgamation is to cut competition and to reap 

economies of large scale. While the objective of external reconstruction is to 

reorganise the financial structure of the company. 
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•••• Number of Companies: In case of amalgamation, two or more companies 

are amalgamated to form one new company or where one or more companies 

are merged in another or taken over by an existing company. On the other 

hand, in case of external reconstruction only one company is involved in 

reorganisation of the company’s financial structure. 

•••• Vesting of Rights and Liabilities: Amalgamation involves the amalgamation 

of the rights and liabilities and the transferee company becomes vested with 

all such rights and liabilities. While in case of external reconstruction the 

undertaking is carried on by the company is not in substance transferred to an 

outsider but to another company consisting substantially of the same 

shareholders with a view to its becoming continued by the transferee 

company. 

1.5 Types of Amalgamation: 

The Accounting Standard(AS)-14-“Accounting for Amalgamation” issued by 

the Institute of Chartered Accountants of India. This standard is applicable in respect 

of accounting periods commencing on or after 1stApril, 1995 and is mandatory in 

nature. This standard specifies the procedure of accounting for amalgamations.In 

view of AS-14, there are two types of amalgamation: 

(1) Amalgamation in the Nature of Merger or Pooling Interests Method of 

Amalgamation: An amalgamation should be considered to be amalgamation 

in the nature of merger when all the following conditions are satisfied: 

•••• All assets and liabilities of the transferor company become, after 

amalgamation, the assets and liabilities of the transferee company. 

•••• Shareholders holding not less than 90% of the face value of the equity shares 

of the transferor company become the shareholders of the transferee 

company (equity shares already held by transferee company and its 

subsidiaries are not to be considered for the purpose of 90% or more limit.) 

•••• The consideration for the amalgamation is paid wholly in equity shares by the 

transferee company to the equity shareholders of the transferor company who 
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agree to become equity shareholders of the transferee company. (except 

fractional shares can be paid in cash.) 

•••• The business of the transferor company is intended to be carried on, by the 

transferee company. 

•••• No adjustment is intended to be made to the book values of the assets and 

liabilities of the transferor company when they are incorporated in the financial 

statements of the transferee company except to uniformity of accounting 

policies. 

(2) Amalgamation in the Nature of Purchase: 

An amalgamation should be considered to be an amalgamation in the nature 

of purchase, when any one or more of the conditions specified for amalgamation in 

the nature of merger is not satisfied. 

From an account point of view, AS-14 deals with accounting to be made in 

the books of Transferee Company in the case of amalgamation. It does not mention 

how accounting is to be done in transferor (Vendor) company’s books of accounts. 

Therefore, types of amalgamation do not have any effect in the books of the 

transferor company. However, the transferee company has to follow two methods of 

accounting as under: 

•••• In case of Merger------- Pooling of Interests Method. 

•••• In case of Purchase----- Purchase Method. 

(3) Distinguish between Amalgamation in the Nature of Merger and Purchase: 

Factor Amalgamation in the 
Nature of Merger 

Amalgamation in the  
Nature of Purchase 
 

Meaning There is a pooling of 
assets and liabilities of 
both companies as also 
the interests of the 
shareholders and the 
businesses of the 
amalgamating 
companies. 

One company acquires 
another company but the 
shareholders of the 
amalgamating company 
do not continue to have a 
proportionate interest in 
the equity or the 
business of the combined 
company. 
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Continuation of 
Business 

The business of the 
transferor company is 
intended to be continued 
by the transferee 
company. 

The business of the 
company may not be 
intended to be continued 
by the transferee 
company. 

Carrying Amounts All assets, liabilities, 
capital and reserves 
represent the sum of the 
relevant figures of the 
amalgamating 
companies. 

Assets and liabilities may 
not be taken up in full by 
the transferee company 
in total. In effect there is 
no pooling of assets and 
liabilities 

Participation in 
Management 

There is a continuing 
participation by the 
management of the 
transferor company in the 
management of the 
transferee company after 
the amalgamation. 

The transferee company 
takes the role of 
dominant party after the 
amalgamation. 

Method of Accounting The Pooling of Interests 
Method is generally used 
for accounting. 

The Purchase Method is 
normally used for 
accounting. 

 

1.6 Purchase Consideration: 

(1) Meaning of Purchase Consideration: 

The concept Purchase consideration or Purchase price refers to the amount 

payable by the transferee/purchasing company to transferor/purchased Company 

for taking over the business of transferor/purchased Company. It may, however, be 

noted that it is not necessary for the transferee company to take over all assets and 

liabilities of the transferor company. It may take over all or some of the assets at 

such values as may be mutually agreed. Similarly, it may take over all or none of the 

liabilities of the transferor company. 

As per AS-14 purchase consideration for amalgamation means the 

aggregate of the shares and other securities issued and payment in cash or other 

assets by the transferee company to the shareholders of the transferor company. It 

should not include the amount of liabilities taken over by the transferee company, 

which will paid directly by this company. Payments made to debenture-holders 

should not be considered as part of purchase consideration. 
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In order to have a clear understanding about the concept of purchase consideration, 

it is advised to note the following points: 

•••• Taking over of the business:  The term ‘taking over business’ indicates 

taking over of all assets and all third party liabilities of the transferor/purchased 

company. Sometimes it may be mentioned as “agreed to take over all 

liabilities”. It means that along with liabilities the transferee/purchasing 

company is ready to accept all assets of the transferor/purchased company. 

•••• Trade liabilities and liabilities: The term ‘trade liabilities’ means liabilities 

which are incurred on account of purchasing of goods. They include trade 

creditors and bills payable. The term ’liabilities’ is wider than the term trade 

liabilities. It includes all outsiders’ or third party liabilities. Such as sundry 

creditors, bills payable, bank overdraft, debentures, loan taken, outstanding 

salaries, outstanding expenses etc. 

It should be noted that the shareholders’ claims against company, such as, 

share capital, general reserve, dividend equalisation reserve etc. are not 

included in the term liabilities of the company. Similarly, funds created out of 

accumulated profits to meet certain contingencies are not liabilities of the 

business. 

•••• Taking over liabilities and paying off liabilities: There is a difference 

between ‘taking over’ of a liability and ‘paying off’ of a liability.  In case the 

transferee/purchasing company take over a liability, it means such liability will 

be now that of transferee/purchasing company and it will appear in its balance 

sheet. It will be paid at such time and on such terms as may be mutually 

agreed later by the parties concerned. In any case, the liability is not 

immediately payable. 

In case the transferee/purchasing company has agreed to pay liability it 

means (i) the liability is immediately payable, and (ii) it is payable through 

transferor/purchased company. In other words, the transferee/purchasing 

company will pay sufficient money to transferor company for paying such a 

liability which the transferee/purchasing company has agreed to pay. The 
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amount so paid will become a part of the purchase consideration. Such liability 

will not appear in the balance sheet of the transferee/purchasing company, 

prepared after acquiring the business on the transferor/purchased company. 

The following is an exhaustive list of items which may constitute liabilities, 

provisions, accumulated profits and losses. 

• Liabilities: Debentures, Workmen’s Saving Bank A/c, Workmen’s Profit 

Sharing Fund, Employees’ Provident Fund, Tax payable, Unclaimed Dividend, 

Loans, Outstanding Expenses, Trade Creditors, Bills Payable, Bank Overdraft. 

• Provisions: Provision for Depreciation, Provision for Doubtful Debts, 

Provision for Repairs and Renewals, Provision for Investment Fluctuation 

Fund, Provision for Taxation. 

• Accumulated Profits: Workmen’s Compensation Fund (in excess of any 

existing liability), Workmen’s Accident Fund (in excess of any existing liability), 

Insurance Fund (in excess of any existing liability), Debentures Sinking Fund, 

Dividend Equalisation Fund, Development Rebate Reserve, Investment 

Allowance Reserve, Capital Redemption Reserve, Share Forfeited A/c, Profit 

and Loss A/c (Credit Balance). 

• Accumulated Losses: Preliminary Expenses, Discount of issue of Shares, 

Discount on issue of Debentures, Underwriting Commission, Profit and Loss 

A/c (Debit Balance). 

(2) Methods of Purchase Consideration: 

Purchase consideration or Purchase price can be calculated by different 

methods. The following are the different methods for calculating/computing/ 

ascertaining the amount of purchase consideration/price: 

(i) Lump Sum or Direct Ascertainment Method:  

When the transferee/purchasing company agrees to pay a fixed sum to the 

transferor/purchased company, it is called a lump sum payment of purchase 

consideration. Under this method the amount of purchase consideration is given in 

the problem, so no separate calculation is required. For example, if‘Anil’ Ltd. 
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purchases the business of ‘Sunil’ Ltd.  and agrees to pay Rs. 50,00,000 in all, it is an 

example of lump sum payment. 

(ii) Net Payment Method: 

Under this method, as per AS-14, purchase consideration is calculated by 

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

transferee/purchasing company. No amount of liabilities is deducted even if these 

are assumed by the transferee/purchasing company. Thus purchase consideration 

is the total of all the payments whether in shares, securities or cash. The following 

points should be taken into account while calculating purchase consideration under 

this method: 

• The assets and liabilities taken over by the transferee/purchasing company 

are not to be considered. 

• The payments made by the transferee/purchasing company for shareholders, 

whether in cash or shares must be taken into account. 

• If creditors and debentures are taken over by the transferee company and 

subsequently discharged then such amount should not be added to the 

purchase consideration. 

• When liabilities are not taken over by the transferee/purchasing company, they 

are neither added nor deducted to the amount of purchase consideration. 

• Any payments made by the transferee/purchasing company to some other 

party on behalf of the transferor/purchased company are to be ignored. 

• If realisation expenses are paid by the transferee/purchasing company it 

should not be included in the purchase consideration. 

(iii) Net Assets or Net worth Method: 

In case of this method, purchase consideration is calculated by finding out 

net assets or net worth of the company. The term net assets refers 

transferor/purchased company’s assets, less liabilities taken over by the 

transferee/purchasing company. For this purpose assets and liabilities are to be 

taken at the values mutually agreed. In the absence of any information the book 

values of asset or liability taken over is to be considered as an agreed value. Hence, 
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under this method purchase consideration is calculated with the help of following 

formula: 

Net Assets/ Purchase Consideration =  

Agreed Value of Assets taken over Less Agreed Value of Liabilities 

taken over. 

While calculating purchase consideration under this method the following 

points should be noted: 

• The term ‘business’ will always mean both the assets and the liabilities. 

• The term ‘Assets’ will always include cash in hand and cash at bank unless 

otherwise specified but shall not include fictitious assets as preliminary 

expenses, discount on issue of shares or debentures,  expenses on issue of 

shares or debentures, underwriting commission, debit balance of Profit & Loss 

Account and such other items usually found under the heading ‘Miscellaneous 

Expenditure & Losses’. 

• Only agreed value of those assets are added, which have been taken over by 

the transferee/purchasing company. 

• Only agreed values of those liabilities are deducted, which have been taken 

over by the transferee/purchasing company. 

• If a particular asset is not taken over by the transferee/purchasing company, it 

should not be included in the purchase consideration. 

• Goodwill (being an intangible asset) value agreed to be paid by the 

transferee/purchasing company is added in purchase consideration. 

• If any liability is not taken over by the transferee/purchasing company, the 

same should not be included in the purchase consideration. 

• The term ‘liabilities’ will mean all liabilities to third parties ((i.e. excluding 

company and shareholders.) 

• The term ‘trade liabilities’ will include trade creditors and bills payable. 

• If a fund or portion of a fund denotes liability to third parties, the same must be 

included in the liability as staff provident fund, workmen’s savings bank 
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account, workmen’s profit sharing fund, workmen’s compensation fund ( up to 

the amount of claim, if any). 

• The ‘ term liabilities’ will not include past accumulates profits such as general 

reserve, dividend equalisation fund, reserve fund, sinking fund, capital, 

securities premium account, capital redemption reserve account, profit and 

loss account ( profit/ credit balance) etc. as these are payable to shareholders 

and not to the third parties. 

• Treatment of Reserves Specified in a scheme of amalgamation, where the 

scheme of amalgamation sanctioned under a statue prescribes the treatment 

to be given to the reserves of the transferor/purchased company after 

amalgamation, the same should be followed. 

(iv) Shares Exchange Method or Intrinsic Value Method: 

Under this method purchase consideration is required to be calculated on the 

basis of intrinsic value of shares. The intrinsic value of a share is required to be 

calculated by dividing the net assets available for equity shareholders by the number 

of equity shares. This value determines the ratio of exchange of the shares between 

the transferee/purchasing and transferor/purchased companies. In some cases the 

agreed values of the shares of both companies are given. In that case the purchase 

consideration is calculated with reference to the value of shares of two companies 

involved. 

For example, ‘Sunita’ Ltd. has share capital of Rs. 2,00,000 divided of shares 

of Rs. 10 each. Its business has been taken over by ‘Madhuri’ Ltd. The purchase 

consideration is to be satisfied by exchanging shares on the basis that each share of 

‘Sunita’ Ltd. has a market value of Rs. 15 while that of ‘Madhuri’ Ltd. has a market 

value of Rs. 30. In this comparison of the market values of the shares of two 

companies show that two shares of ‘Sunita’ Ltd. are equal to one share of ‘Madhuri’ 

Ltd. This means ’Madhuri’ Ltd. will issue will issue 10,000 shares ( 20,000 / 2) at Rs. 

30 each to ‘Sunita” Ltd. as purchase consideration. Therefore amount of purchase 

consideration is Rs. 3,00,000 ( i.e. 10,000 x 30). In case ‘Madhuri’ Ltd. decides to 



---------------------------------------------------147-------------------------------------------------- 
 

issue shares at par, the amount of purchase consideration would be Rs. 1,00,000 

(i.e. 10,000 shares x Rs. 10). 

 

1.7 Accounting Entries in the books of Transferor/ Purchased Company: 

There is no difference regarding recording of transactions in the books of 

account whether, it is a case of Amalgamation, Absorption or External 

Reconstruction. In each case there are two parties involved i.e. the 

transferor/purchased company or companies and the transferee/purchasing 

company. Since the transferor/purchased company have to wind up its 

business, it will dispose of all its assets, make payment of all its liabilities and 

distribute the surplus if any among its shareholders. The accounting entries to 

be passed in its books are as follows: 

(i) For transfer of assets: 

Realisation A/c…Dr.        

 To Sundry Assets A/c       

 (Being various assets transferred to realisation account at their book values.)

   

Notes: 

(a) Cash/ Bank balance will not be transferred, if it has not been taken over by the 

transferee/purchasing company. 

(b) Assets on which some provision has been made are to be transferred to 

realisation account at their gross figures and provisions made should be 

transferred along with liabilities. 

(c) Fictitious assets like preliminary expenses, discount or commission or 

expenses on issue of shares or debentures, debit balance of profit and loss 

account will not be transferred to realisation account, such assets will be 

directly transferred to the equity shareholders account. 

(ii) For transfer of  liabilities: 

Sundry Liabilities A/c     --- Dr.       

 To Realisation A/c        
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 (Being liabilities taken over by transferee/purchasing company are 

transferred to realisation account at their book values.) 

Notes: 

(a) Accumulated profits like credit balance of profit & loss account, general 

reserve, dividend equalisation reserve, sinking fund, capital reserve are not 

transferred to realisation account. Hence, items representing shareholders’ 

funds do not constitute liabilities for this purpose. 

(b) If there is any fund which partially represents liability and partially undistributed 

profit, then that portion which represents liability should be transferred to 

realisation account. 

(iii) For purchase consideration due: 

Transferee/Purchasing Company’s A/c     ---Dr. 

To Realisation A/c 

(Being amount of purchase consideration is due from transferee/purchasing 

company.) 

(iv) For receipt of purchase consideration: 

Shares in Transferee/Purchasing Company’s A/c     ---Dr. 

Cash/ Bank A/c                                      ---Dr. 

To Transferee/Purchasing Company’s A//c 

(Being Purchase consideration received in the form of shares and cash.) 

(v)  For sale or realisation of assets not taken over by transferee/purchasing 

company: 

Cash/ Bank  A/c     ---Dr. 

To Realisation A/c 

(Being assets not taken over by transferee/purchasing company are sold) 

(vi) For assets sold by the transferor/purchased company not taken over 

by transferee/purchasing company at loss: 

Cash/Bank A/c     ---Dr. 

Realisation A/c     ---Dr. (With amount of loss) 

To Assets A/c 
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(Being assets sold which are not taken over by transferee/purchasing company and 

loss adjusted towards realisation account.) 

(vii) For assets sold by the transferor/purchased company not taken over 

by transferee/purchasing company at profit: 

Cash/Bank A/c     ---Dr. 

To Assets A/c 

To Realisation A/c (With amount of profit) 

(Being assets sold which are not taken over by transferee/purchasing company and 

profit adjusted towards realisation account.) 

(viii) For payment of liabilities not taken over by transferee/purchasing 

company  

Sundry Liabilities A/c (not taken over)    ---Dr. 

Realisation A/c( if excess payment is made)   ---Dr. 

To Cash/Bank or Shares in Transferee/Purchasing Company’s A/C 

To Realisation A/C (if less payment is made) 

(Being payment made  of liabilities which are not taken over by 

transferee/purchasing company.) 

(ix) For payment of liquidation/realisation expenses: 

(a) When liquidation/realisation expenses paid by transferor/purchased company. 

Realisation A/c     ---Dr. 

To Cash/ Bank A/c 

(Being liquidation/realisation expenses paid.) 

(b) When liquidation/ realisation expenses paid by transferee/purchasing 

company: No entry is required in the books of transferor/purchased company. 

(x) For  profit on realisation: 

Realisation A/c     ---Dr. 

To Equity Shareholders A/c 

(Being profit on realisation account is transferred to equity shareholders account.) 
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(xi) For loss on realisation: 

Equity Shareholders A/c     ---Dr. 

To Realisation A/c 

(Being loss on realisation account is transferred to equity shareholders account.) 

(xii) For transferring preference share capital: 

Preference Share Capital A/c     ---Dr. 

To Preference Shareholders A/c 

(Being amount of capital is payable to preference shareholders.) 

 

Note: 

If arrears of dividend are to be paid to preference shareholders, then such 

excess amount should be debited to realisation account and credited to preference 

shareholders account. If the preference shareholders have agreed to get less than 

the amount of capital, then reverse entry is to be passed. 

(xiii) For payment to preference shareholders: 

Preference Shareholders A/c     ---Dr. 

To Shares in Transferee/Purchasing Company’s A/c 

To Cash/ Bank A/c 

( Being preference shareholders account is settled by giving them shares and cash.) 

(xiv) For transferring equity share capital and accumulated profit: 

Equity Share Capital A/c   ---Dr. 

General Reserve A/c    ---Dr. 

Debenture Redemption Fund A/c   ---Dr. 

Dividend Equalisation Reserve A/c               ---Dr. 

Securities Premium A/c            ---Dr. 

Profit & Loss A/c (Credit balance)   ---Dr. 

Accident Compensation Fund A/c   ---Dr. 

(to the extent it does not denote liability) 

Share Forfeited A/c     - --Dr. 

Profit Prior to Incorporation A/c                     ---Dr. 
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Any Other Reserve or Fund A/c                  ---Dr. 

To Equity Shareholders A/c 

(Being amount of share capital and accumulated profits is payable to equity share 

holders.) 

 

(xv) For transferring accumulated loss and expenses not written off: 

Equity Shareholders A/c                       ---Dr. 

To Profit & Loss A/c (Debit balance) 

To Discount or Expenses on Issue of Shares or Debentures A/c 

To Preliminary/Formation Expenses A/c 

To Underwriting Commission A/c 

(Being amount of accumulated loss and expenses not written off is transferred to 

equity shareholders account.) 

(xvi) For payment to equity shareholders: 

Equity Shareholders A/c              ---Dr. 

To Shares in Transferee/Purchasing Company’s A/c 

To Cash/ Bank A/c 

(Being equity shareholders account is settled by giving them shares and cash.) 

 

1.8 Accounting Entries in the books of Transferee /Purchasing Company: 

Accounting in the books of transferee/purchasing company is to be done with 

reference to Accounting Standard (AS)-14. It may be noted that the Accounting 

Standard deals with mechanism only in the books of the transferee/purchasing 

company. So far as the books of the transferor/purchased company are concerned, 

the normal procedure of accounting through the realisation account, as stated in the 

preceding pages, will be followed in the both the methods of amalgamation. In case 

of Transferee /Purchasing Company, the accounting procedure will differ depending 

upon the type of amalgamation. There are two methods of accounting in the books 

of transferee/purchasing company: 
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(1) Pooling of Interests Method: 

This method is applicable for amalgamation in the nature of merger. In this 

case, the amalgamation is accounted for as if separate businesses of amalgamating 

companies were intended to be carried on by the transferee/purchasing (i.e. 

amalgamated)  company. Accordingly, only minimum changes are made in 

aggregating the individual financial statements of the amalgamating companies. The 

following factors should be taken into consideration while making accounting entries 

in this method. 

(A) In preparing the transferee/purchasing company’s financial statements, the 

assets, liabilities and reserves (whether capital or revenue or arising on 

revaluation) of the transferor/purchased company should be recorded at their 

existing carrying amounts and in the same form as at the date of 

amalgamation. 

The balance of the Profit and Loss Account of the transferor/purchased 

company should be aggregated with the corresponding balance of 

transferee/purchasing company or transferred to General Reserve, if any. This 

reflects the fact that the entries are simply merged together.  No Goodwill 

account should be accounted for. 

(B) The difference between the amount recorded as share capital issued ( plus 

any additional consideration in the form of cash or other assets) and the 

amount of share capital(equity plus preference) of transferor/purchased 

company should be adjusted against the reserve of transferee/purchasing 

company. 

(C) If, at the time of amalgamation, the transferor and transferee companies have 

conflicting accounting policies, a uniform set of accounting policies should be 

adopted following the amalgamation. The effects on financial statements of 

any changes in accounting policies should be reported in accordance with 



---------------------------------------------------153-------------------------------------------------- 
 

Accounting Standard (AS)-5, ‘Prior Period and Extraordinary Items and 

Changes in Accounting Policies’. 

(D) Reserve means the portion of earnings, for examples: Profit and Loss Account 

(Credit Balance), General Reserve, Capital Reserve etc. 

(E) If purchase consideration is more than the share capital (equity plus 

preference) of the transferor/purchased company then amount should be 

debited to reserve, if reverse is the case, the difference is credited to reserve 

of transferee/purchasing company. 

The following journal entries are to be passed for incorporating the financial 

statements of transferor/purchased company in the books of 

transferee/purchasing company. 

(i) On amalgamation of business: 

Business Purchase A/c     ---Dr. (With the Amount of Purchase Price) 

To Liquidator of Transferor/Purchased Co. A/c 

(Being amount of purchase consideration is payable on amalgamation of business.) 

 

(ii) For assets, liabilities and reserves are taken over from the 

transferor/purchased co. 

Sundry Assets (Individually) A/c          ---Dr. (Book Value) 

To Sundry Liabilities (Individually) A/c (Book Value) 

To Different Reserves A/c  (Book Balance) 

To Business Purchase A/c  (Amount of Purchase Price) 

(Being assets, liabilities and reserves taken over from transferor/purchased co.) 

Instead of passing two entries one combined entry can be passed:  

Sundry Assets (Individually) A/c          ---Dr. (Book Value) 

To Sundry Liabilities (Individually) A/c (Book Value) 

To Different Reserves A/c     (Book Balance) 

To Liquidator of Transferor/Purchased Co.(Amount of Purchase Price) 

(Being assets, liabilities and reserves taken over.) 
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Notes: 

(a) The difference between the above mentioned debits and credits is adjusted 

against the reserve in the books of transferee/purchasing company. 

(b) As per AS-14, the balance of the Profit and Loss A/c of the 

transferor/purchased co. is transferred to General Reserve, if any. 

(iii)   For making payment to the liquidator of transferor/purchased co. : 

Liquidator of Transferor/Purchased Co.A/c     ---Dr. 

Discount on issue of Shares A/c (if any)          ---Dr. 

To Share Capital A/c 

To Shares Premium A/c (if any) 

To Cash/Bank A/c 

(Being purchase consideration paid in the form of shares and cash.) 

(iv) If liquidation/ realisation expenses are paid by the transferee/ purchasing 

company: 

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

To Cash/ Bank A/c 

(Being liquidation/realisation expenses of transferor/purchased company are paid 

and adjusted towards general reserve/ profit & loss account.) 

(v) For Debentures discharged by the transferee/purchasing company: 

Debentures in Transferor/PurchasedCo.A/c     ---Dr. 

To Debentures in Transferee/Purchasing Company A/c 

(Being the transferee/purchasing company allotted its own debentures      directly to 

the debenture holders of transferor/purchased co.) 

 

(vi) For the Formation/ Preliminary expenses of the transferee/ purchasing 

company: 

Formation/Preliminary Expenses A/c         ---Dr. 

To Cash/Bank A/c 

(Being formation/ preliminary expenses paid.) 
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(2) Purchase Method: 

This method of accounting is applicable for amalgamation in the nature of 

purchase. The following factors should be considered while making accounting 

entries in the books of transferee/purchasing company under this method: 

(A) In the books of transferee/purchasing company, the assets and liabilities 

which are taken over from the transferor/purchased co. should be incorporated 

on the basis of agreed/fair values. 

(B) The assets do not include fictitious assets. 

(C) The reserves (whether capital or revenue arising on revaluation) of the 

transferor/purchased co; other than statutory reserves, should not be included 

in the financial statements of the transferee/purchasing company. 

(D) An excess of the purchase consideration over the value of net assets of the 

transferor/purchased co. should be treated as goodwill and debited to goodwill 

account. On the other hand, if the purchase consideration is lower than the 

value of net assets acquired, the difference should be credited to capital 

reserve account. 

(E) If it becomes necessary to carry forward any statutory reserve of the 

transferor/purchased co. in the books of transferee/purchasing company for 

legal compliance, it is accounted by debiting ‘Amalgamation Adjustment 

Account’ and crediting ‘Statutory Reserve Account’. 

(F) The ‘Amalgamation Adjustment Account’ should be disclosed as a part of 

“Miscellaneous Expenditure” in the balance sheet. With the identity of the 

statutory reserve is no longer to be maintained, both ‘Statutory Reserve 

Account’ and ‘Amalgamation Adjustment Account’ should be reversed. 

The following journal entries are to be passed for incorporating the financial 

statements of transferor/purchased co. in the books of transferee/purchasing 

company. 

(i) For purchase of business from the transferor/purchased co. : 

Business Purchase A/c     --Dr. (With the Amount of Purchase Price)  

To Liquidator of Transferor/Purchased Co. A/c 



---------------------------------------------------156-------------------------------------------------- 
 

(Being amount of purchase consideration is payable on amalgamation of business.) 

 

(ii) For assets and liabilities taken over: 

Sundry Assets A/c  --Dr. (At Revised Values /Book Values) 

To Sundry Liabilities A/c (At Revised Values/Book Values) 

To Business Purchase A/c (With the Amount of Purchase Price) 

(Being assets and liabilities taken over from transferor/purchased co.) 

 If (i) and (ii) are combined, then following one entry can be passed 

Sundry Assets A/c  --Dr. (At Revised Values /Book Values) 

To Sundry Liabilities A/c (At Revised Values/Book Values) 

To Liquidator of Transferor/Purchased Co. A/c 

(Being assets and liabilities taken over from transferor/purchased co.) 

Notes: 

(a) Goodwill if any, appearing in the transferor/purchased co. books, should not 

be recorded here. 

(b) If credit is more than debit, the difference is debited to Goodwill Account. 

If debit is more than credit, the difference is credited to Capital Reserve 

Account. There will be either Goodwill or Capital Reserve and not both at a time. 

(iii) For making payment to the liquidator of transferor/purchased co. : 

Liquidator of Transferor/PurchasedCo.A/c    ---Dr. 

Discount on issue of Shares A/c (if any)    ---Dr. 

To Share Capital A/c 

To Shares Premium A/c (if any) 

To Cash/Bank A/c 

 (Being purchase consideration paid in the form of shares and cash.) 

 

(iv) When statutory reserve is maintained: 

Amalgamation Adjustment A/c       ---Dr. 

To Statutory Reserve .A/c 

(Being statutory reserves taken over and recorded as per AS-14.) 
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Note: Statutory Reserves include Development Allowance Reserve, Investment 

Allowance Reserve and Foreign Project Reserve etc. which are appearing in the 

books of transferor/purchased co. For this purpose, Amalgamation Adjustment A/c is 

debited and shown in the Balance Sheet on assets side under the heading 

“Miscellaneous Expenditure and Losses” and the Statutory Reserves are to be 

shown in the Balance Sheet on liabilities side under the heading “Reserve and 

Surplus.” 

(v) When Statutory reserve is to be cancelled: 

Statutory Reserve A/c    ---Dr. 

To Amalgamation Adjustment A/c 

(Being statutory reserve is no longer required.) 

(vi) For liquidation/realisation expenses borne by the transferee/ purchasing 

company: 

Goodwill/ Capital Reserve A/c     ---Dr. 

To Cash/ Bank A/c 

(Being liquidation expenses paid.) 

Note: The amount of liquidation/realisation expenses will be debited to goodwill or 

capital reserve account, as traced out under entry (ii) discussed above 

 

1.9  Illustrations on Amalgamation, Absorption and External      

Reconstruction: 

Illustration 1: (Amalgamation in the Nature of Merger.) 

On 31st March 2014, Merry Ltd. was absorbed by John Ltd; the later taking over all 

the assets and liabilities of the former at book values. The consideration was fixed at 

Rs. 40,00,000 to be discharged by transferee company in the form of its fully paid 

equity shares of Rs. 10 each, to be distributed among the shareholders of the 

transferor company, each shareholder getting two shares for every share held in the 

transferor company. The balance sheets of the two companies as on 31st March, 

2014 stood as under: 
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Liabilities John Ltd. Merry Ltd. Assets John Ltd. Merry Ltd. 

Rs. Rs. Rs. Rs. 

 
Share Capital-
Authorised: 1,50,00,000 50,00,000 Goodwill    20,00,000   6,00,000 

Issued & Subscribed: Plant & Machinery 41,20,000 10,00,000 

Equity shares of Rs. 10 Furniture 

        
8,00,000    3,00,000 

each fully paid 90,00,000  20,00,000 Stock in Trade    26,55,000     6,00,000 

General Reserve  18,00,000    5,00,000 Sundry Debtors    22,12,000     4,60,000 

Profit & Loss A/c 

        
2,05,020    1,29,000 Prepaid Insurance              --- 7,000 

Workmen's 
Compensation Fund 

         
1,20,000 

        
90,000  

Income Tax 
Refund 

Claim              --- 60,000 

Sundry Creditors 

        
5,85,670     3,04,560 Cash in Hand 8,690 3,560 

Staff Provident Fund 

        
1,02,000 40,000 Cash at Bank 

        
1,40,000 83,000 

Provision for Taxation 

        
1,23,000 50,000 

1,19,35,690 
 

31,13,560 
 

1,19,35,690 
 

31,13,560 
 

 

Amalgamation expenses amounting Rs.10, 000 were paid by John Ltd. You are 

required to: 

1. Prepare realisation account and equity shareholders account in the books of 

Merry Ltd. 

2. Pass the necessary journal entries in the books of John Ltd. and 

3. Prepare the balance sheet of John Ltd. after the amalgamation in the nature of 

merger. 
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Solution: 

In the Books of Merry Ltd. (Transferor / Purchased Company) 

Realisation Account 

Particulars Rs. Particulars Rs. 

To Goodwill A/c 

         
6,00,000 By Sundry Creditors A/c 

         
3,04,560 

To Plant & Machinery A/c 

       
10,00,000 

By Staff Provident Fund 
A/c     40,000 

To Furniture A/c 

         
3,00,000 

By Provision for Taxation 
A/c      50,000 

To Stock in Trade A/c 

         
6,00,000 

By John Ltd. A/c 
(P.C. Due) 

      
40,00,000 

To Sundry Debtors A/c 

         
4,60,000 

To Prepaid Insurance A/c 7,000 

To Income tax Refund 
Claim A/c 60,000 

To Cash in Hand A/c 3,560 

To Cash at Bank A/c 83,000 

To Equity Shareholders 
A/c 

       
12,81,000 

(Profit on Realisation) 

43,94,560 43,94,560 

 

Equity Shareholders Account 

Particulars Rs. Particulars Rs. 

To Equity Shares in John 
Ltd. A/c 

       
40,00,000 

By Equity Share Capital 
A/c 

       
20,00,000 

  By General Reserve A/c 

         
5,00,000 

  By Profit & Loss A/c 

         
1,29,000 

  
By Workmen's 
Compensation Fund A/c 90,000 

  By Realisation A/c  12,81,000 

 40,00,000  40,00,000 
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In the Books of John Ltd. (Transferee/Purchasing Company) 

Journal Entries 

Date Particulars L.F. 
Dr. 
Rs. 

Cr. 
Rs. 

31.3.2014 Business Purchase A/c                                               Dr. 
      

40,00,000 

To Liquidator of Merry Ltd. A/c 

      
40,00,000 

(Being P.C. agreed to be paid for 
taking over the 

business of Merry Ltd.) 

31.3.2014 Goodwill A/c                                                                Dr. 
        

6,00,000 

Plant & Machinery A/c                                                     Dr. 
      

10,00,000 

Furniture A/c                                                                       Dr. 3,00,000 

Stock in Trade A/c                                                             Dr. 6,00,000 

Sundry Debtors A/c                                                          Dr. 
        

4,60,000 

Prepaid Insurance A/c                                                     Dr. 7,000 

Income Tax Refund A/c                                                   Dr. 60,000 

Cash in Hand A/c                                                              Dr. 3,560 

Cash at Bank A/c                                                                Dr. 83,000 

* General Reserve A/c (Bal. Fig.) Dr. 
      

13,71,000 

To Workmen Compensation Fund 
A/c 90,000 

To Sundry Creditors A/C 3,04,560 

 To Staff Provident Fund A/c 40,000 

 To Provision for Taxation A/c 50,000 

          To Business Purchase A/c 

      
40,00,000 

(Being recorded assets,  liabilities 
and reserves of  
 Merry Ltd. at book values on 
amalgamation and 

 excess of P.C. over the share 
capital of the 

 transferor company adjusted in 
General   

  Reserve A/c.) 
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31.3.2014 Liquidator of Merry Ltd. A/c                                         Dr. 40,00,000 

          To Equity Share Capital A/c 

      
40,00,000 

(Being P.C. Paid in the form of 
Equity Shares.) 

31.3.2014 General Reserve A/C                                                     Dr. 10,000 

            To Bank A/c 10,000 
(Being payment of amalgamation 
expenses.) 

 

 

Balance Sheet of John Ltd. 

As on 31st March, 2014 

Liabilities Rs. Assets Rs. 

Share Capital: Fixed Assets: 
Authorised: 15,00,000 Equity 
Shares of 1,50,00,000 Goodwill 

      
26,00,000 

Rs.10 each. Plant and Machinery 

      
51,20,000 

Issued and Subscribed: 
13,00,000 equity 

   
1,30,00,000 Furniture 

      
11,00,000 

Shares of Rs. 10 ecch as fully 
paid. (of which 4,00,000 
shares issued as part of  P.C.)  

Current Assets, 
Loans & Advances: 

(i) Current Assets: 

Stock in Trade         
      

32,55,000 

Reserve & Surplus: Sundry Debtors 

      
26,72,000 

*    General Reserve 

         
4,19,000             Cash in Hand 12,250 

       Profit & Loss Account 
         

3,34,020             Cash at Bank 

         
2,13,000 

Workmen's Compensation 
Fund 

         
2,10,000 

(ii) Loans and 
Advances: 

Current Liabilities & 
Provisions:     Prepaid Insurance 7,000 

(i) Current Liabilities: 
   Income Tax Refund   
    Claim 60,000 

        Sundry Creditors 8,90,230 
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(ii) Provisions: 

         Provision for Taxation 1,73,000 

         Staff Provident Fund 1,42,000 

 

   
1,50,39,250 

   
1,50,39,250 

 

 

 

Working Note No.  1 : Amount Debited to John Ltd.’s  General Reserve  

 

 Rs. Rs. 

Purchase Consideration for Merry Ltd.  40,00,000 

Less: Equity Share capital of Merry Ltd. 20,00,000  

Merry Ltd.'s General Reserve 5,00,000  

Merry Ltd.'s Profit &Loss A/c 1,29,000 26,29,000 

  13,71,000 

 

Working Note No.2 : Balance of General Reserve of John Ltd after amalgamation. 

 

 Rs. 

John Ltd.'s General Reserve before takeover of Merry Ltd. 18,00,000 

Less: Debit given to General  

Reserve as per WNN.1 13,71,000 

 4,29,000 

Less: Amalgamation expenses debited to General Reserve 10,000 

  

 4,19,000 
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Working Note No. 3 : Cash at Bank Balance of John Ltd. after Amalgamation. 

 

  

Illustration 2 : 

 

(Amalgamation-Preparation of Balance Sheet of New Company as per Pooling 

of Interests and Purchase Method.)  

Bappi Ltd. and Lal Ltd. were in competing business. They decided to form a new 

company named Bappilal Ltd. The balance sheets of both the companies on 31st 

March 2014 were as under- 

Liabilities 
Bappi Ltd. Lal Ltd. 

Assets 

Bappi 
Ltd 

Lal Ltd 

Rs. Rs. Rs. Rs. 

Equity shares of 
Rs.100 each 

20,00,000 10,00,000 
      

Reserve Account - 1,00,000 Building  10,00,000 7,00,000 

Surplus - 1,00,000 Machinery  4,00,000 5,00,000 

Employees Profit 
sharing A/c 

- 60,000 Stock 3,00,000 40,000 

Provident Fund 1,00,000 - 
Sundry 
Debtors 

2,40,000 40,000 

Sundry Creditors 60,000 40,000 
Cash at 
Bank  

2,20,000 10,000 

Insurance Reserve 1,00,000 - 
Cash in 
Hand 

1,00,000 10,000 

  22,60,000 13,00,000   22,60,000 13,00,000 

 

 Rs. 

Cash at Bank of John Ltd. before Amalgamation. 1,40,000 

Add: Cash at Bank taken from Merry Ltd. 83,000 

 2,23,000 

Less: Amalgamation expenses 10,000 

  

 2,13,000 
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The Assets and Liabilities of both the companies were taken over by the New 

Company at their book values. The companies were allotted Equity Shares of Rs. 

100 each in lieu of purchase consideration. Prepare the opening Balance Sheet of 

the New Company as per Pooling of Interests Method and under Purchase Method. 

Solution: 

Opening Balance Sheet of Bappilal Ltd. (Transferee Company) 

As at 1st April 2014 (Pooling of Interests Method) 

Liabilities Rs. Assets Rs. 

Share Capital: 30,000 Shares of 
RS100 each  

30,00,000 Building  17,00,000 

Reserve Account 1,00,000 Machinery  9,00,000 

Surplus 1,00,000 Stock 3,40,000 

Insurance Reserve 1,00,000 Sundry Debtors 2,80,000 

Employees Profit sharing Account 60,000 Cash at Bank  2,30,000 

Provident Fund 1,00,000 Cash in Hand 1,10,000 

Sundry Creditors 1,00,000     

  35,60,000   35,60,000 

 

Opening Balance Sheet of Bappilal Ltd. (Transferee Company) 

As at 1st April 2014 (Purchase  Method) 

Liabilities Rs. Assets Rs. 

Share Capital: 33,000 Shares of 
RS100 each  

33,00,000 Building  17,00,000 

Employees Profit sharing A/c 60,000 Machinery  9,00,000 

Provident Fund 1,00,000 Stock 3,40,000 

Sundry Creditors 1,00,000 Sundry Debtors 2,80,000 

    Cash at Bank  2,30,000 

    Cash in Hand 1,10,000 

        

  35,60,000   35,60,000 
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Working Note 1 :  Working of Purchase Consideration. 

Purchase Consideration (As per Net Assets Method.) 

Particulars 
Bappi Ltd Lal Ltd. 

Rs. Rs. 

Agreed Values of Assets Taken Over     

Buildings  10,00,000 7,00,000 

Machinery 4,00,000 5,00,000 

Stock 3,00,000 40,000 

Sundry Debtors 2,40,000 40,000 

Cash at Bank 2,20,000 10,000 

Cash in Hand 1,00,000 10,000 

  Total (A) 22,60,000 13,00,000 

Less: Agreed Values of Liabilities Taken Over :     

Employees Profit Sharing A/c - 60,000 

Provident Fund 1,00,000 - 

Sundry Creditors 60,000 40,000 

  Total (B) 1,60,000 1,00,000 

Net Assets / P.C. = (A-B) : 21,00,000 12,00,000 

 

Working Note 2 : Settlement of Purchase Consideration. 

I. Total Purchase Consideration = Rs. 21,00,000 + 12,00,000= Rs.33,00,000 in  

Shares of Rs.100 each. 

II. Total Number of Equity shares allotted by BappiLal Ltd = 21,00,000 / 100 = 

21,000 (For Bappi Ltd.) 

III. Total Number of Equity Shares allotted by BappiLal Ltd= 12,00,000 / 100= 

12,000 (For Lal Ltd.) 

IV. Total Number of Equity Shares issued as  part of Purchase Consideration by 

Bappilal Ltd. 

= 21,000 + 12,000 = 33,000  
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Working Note 3 : Amount Debited to Bappilal’s General Reserve. 

Particulars 
Bappi Ltd Lal Ltd. 

Rs. Rs. 

Purchase Consideration 21,00,000 21,00,000 

Less: Share Capital 20,00,000 20,00,000 

Reserve A/c - - 

Surplus - - 

Insurance Reserve  1,00,000 1,00,000 

  Nil Nil 

 

Illustration 3: ( Amalgamation) 

The following are the Balance Sheets of Riya Ltd. and Priya Ltd. as on 31st March, 

2014: 

Riya Ltd. 

Liabilities Rs. Assets Rs. 

Share Capital Buildings  1,50,000 
50,000 Equity share of Rs. 10 each, 
Fully paid-up 5,00,000 Machinery 5,50,000 

General Reserve 1,00,000 Stock 80,000 

Insurance Fund 70,000 Debtors 70,000 

Profit and Loss A/c 30,000 Cash 15,000 

10% Debentures of Rs. 100 each 1,00,000 

Trade creditors 50,000 

Employees provident Fund 15,000 

8,65,000 8,65,000 

 

Priya Ltd. 

Liabilities Rs. Assets Rs. 

Share Capital: Machinery  2,50,000 
30,000 Equity shares of 
Rs. 10 each 3,00,000 Stocks 40,000 

Trade creditors 30,000 Debtors                      50,000     

Workmen's profit sharing fund 10,000 

Less: Provision for          
    doubtful debts            5,000  45,000 
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Cash 5,000 

3,400,00 3,40,000 

 

The two companies agree to amalgamate and form new company called Jiya Ltd. 

With an authorised capital of Rs 20,00,000 in Rs 10 shares which take over the 

assets and liabilities of both the companies on 1st April, 2014.  

     The assets of Riya Ltd. are taken over at a reduced valuation of 10% with 

exception of buildings which are accepted at Book value 

     Both companies are to receive 5% of the net valuation of their respective 

business as Goodwill. The entire purchase price is to be paid by Jiya Ltd. in fully 

paid equity shares of Rs. 10 each. 

     Give journal entries to close the books of Riya Ltd. and Priya Ltd. Make opening 

entries in the books of Jiya Ltd. Also prepare the opening Balance Sheet of Jiya Ltd. 

as on 1st April, 2014. 

Solution:  

In the Books of Riya Ltd. (Transferor / Purchased Company) 

Journal Entries 

Date Particulars 

L.F. Dr. 
Rs. 

Cr. 
Rs 

1.4.2014 Realisation A/c                                       Dr.  8,65,000 

To Building A/c  1,50,000 

To Machinery A/c   5,50,000 

To Stock A/c  80,000 

To Debtors  70,000 

To Cash a/c  15,000 
(Being transfer of sundry assets at their 
book values.) 

 

1.4.2014 10% Debentures A/c                              Dr.  1,00,000 

Trade creditors A/c             Dr.  50,000 

Employee's provident fund A/c             Dr.  15,000 

              To Realisation A/c  1,65,000 
(Being transfer of sundry liabilities at their 
book values.) 
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1.4.2014 Jiya Ltd.                   Dr.  6,61,500 

To Realisation A/c  6,61,500 

(Being purchase consideration due. )  

1.4.2014 Equity shareholders A/c                       Dr.  38,500 

              To Realisation A/c  38,500 

( Being transfer of loss on realisation. )  

1.4.2014 Equity shares in Jiya Ltd.    Dr.  6,61,500 

               To Jiya Ltd  6,61,500 

(Being receipt of purchase consideration. )  

1.4.2014 Equity Share capital A/c     Dr.  5,00,000 

General reserve A/c     Dr.  1,00,000 

Insurance Fund          Dr.  70,000 

Profit & loss A/c                 Dr.  30,000 

     To Equity shareholders A/c  7,00,000 
( Being transfer of share capital and 
accumulated profits &  

reserves to equity shareholders. )  

1.4.2014 Equity shareholders A/c                      Dr.  6,61,500 

      To Equity shares in Jiya Ltd.   6,61,500 
( Being final payment to equity 
shareholders. ) 

 

 

In the Books of Priya Ltd. (Transferor / Purchased Company) 

Journal Entries 

Date Particulars 

Dr. 

Rs. 

Cr. 

Rs. 

1.4.2014 Realisation A/c                                                                          Dr. 3,45,000 

     To Machinery A/c 2,50,000 

     To Stock A/c 40,000 

     To Debtors A/c 50,000 

     To Cash A/c 5,000 

(Being transfer of sundry assets at 

book-values.) 

1.4.2014 Provision for doubtful debt A/c  Dr. 5,000 

Trade creditors A/c Dr. 30,000 
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Workmen's Profit Sharing fund Dr. 10,000 

     To Realisation A/c 45,000 

(Being transfer of sundry liabilities at 

their book values.) 

1.4.2014 Jiya Ltd. A/c Dr. 3,15,000 

     To Realisation A/c 3,15,000 

(Being purchase consideration due.) 

1.4.2014 Realisation A/c                                                                          Dr. 15,000 

     To Equity shareholders A/c 15,000 

(Being transfer of profit on realisation.) 

1.4.2014 Equity shares in Jiya Ltd. Dr. 3,15,000 

     To Jiya Ltd. 3,15,000 

(Being receipt of purchase 

consideration.) 

1.4.2014 Equity share capital A/c Dr. 3,00,000 

    To Equity Shareholders A/c 3,00,000 

(Being transfer of share capital.) 

1.4.2014 Equity Shareholders A/c Dr. 3,15,000 

     To Equity shares in Jiya Ltd. 3,15,000 

(Being final payment to equity 

shareholders 

 

 

In the Books of Jiya Ltd. (Transferee / Purchasing Company) 

Journal Entries 

Date Particulars 

Dr. 
Rs. 

Cr. 
Rs. 

1.4.2014 Business purchase A/c Dr. 9,76,500 

     To Liquidator of Riya Ltd. A/c 6,61,500 

     To Liquidator of Priya Ltd. A/c 3,15,000 
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(Being acquisition of business of 
Riya Ltd. and Priya Ltd. as per 
agreement .) 

1.4.2014 Goodwill A/c Dr. 31,500 

Buildings A/c Dr. 1,50,000 

Machinery A/c Dr. 4,95,000 

Stock A/c Dr. 72,000 

Debtors A/c Dr. 63,000 

Cash A/c Dr. 15,000 

To 10% Debentures A/c 1,00,000 

  To Trade creditors A/c 50,000 

  To  Employees provident fundA/c 15,000 

  To Business purchase A/c 6,,61500 
(Being taking over of assets and 
liabilities of Riya Ltd.) 

1.4.2014 Goodwill A/c Dr. 15,000 

Machinery A/c Dr. 2,50,000 

Stock A/c Dr. 40,000 

Debtors A/c Dr. 50,000 

Cash A/c Dr. 5,000 

  To Trade creditors  30,000 

  To Workmen's profit sharing fund 10,000 

  To Provision for doubtful debts 5,000 

  To Business purchase A/c 3,15,000 
(Being taking over of assets and 
liabilities of Priya Ltd.) 

1.4.2014 Liquidator of Riya Ltd. A/c Dr. 6,61,500 

Liquidator of Priya Ltd. A/c Dr. 3,15,000 

     To Equity share capital A/c 9,76,500 
(Being issue of fully paid equity 
shares in payment  of   purchase  
consideration.) 
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Jiya Ltd. 

Balance Sheet As at 1st April, 2014 

Liabilities Rs. Assets Rs. 

Share Capital: Fixed Assets: 

Authorised: 2,00,000 Eq. 
Shares 
of Rs. 10 each 20,00,000 

   Goodwill 
   Buildings 
   Machinery 

46,500 
1,5,0000 
7,45,000 

Issued and subscribed: 
  97,650 Equity shares of 
Rs. 10 each (issued to 
vendors as fully paid up for 
consideration other than 
cash.) 9,76,500 

Current Assets, Loans 
and Advances: 
(i)Current assets 
      Stock 1,12,000 

Reserves and Surplus: Nil       Debtors        1,13,000 

Secured Loan:       Less: Provision5,000 1,08,000 
   10% Debentures of Rs. 
100 each 1,00,000      Cash in Hand 20,000 

Unsecured loan: Nil (ii) Loans & advances: Nil 
Current Liabilities & 
Provisions: 

(i) Current Liabilities: 

     Trade creditors 80,000 

(ii) Provisions: 
     Employees' provident      
     fund 15,000 

     Workmen’s profit sharing  
    fund 10,000 

11,81,500 11,81,500 

 

 

Working Note 1 : Computation of Purchase Consideration 

(As per Net Assets Method.) 

Particulars 

Riya Ltd. 
Rs 

Priya Ltd 
Rs 

Agreed Values of Assets Taken Over: 

     Buildings 1,50,000       --- 

     Machinery *4,95,000 2,50,000 

    Stock *72,000 40,000 
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     Debtors *63,000 50,000 

     Cash 15,000 5,000 

Total (A) 7,95,000 3,45,000 

Less Agreed Values of  Liabilities Taken Over: 

     10% Debentures 1,00,000 --- 

     Trade Creditors 50,000 40,000 

     Employee's provident fund 15,000                --- 

     Provision for doubtful debts             --- 5,000 

Total (B) 1,65,000 45,000 

Net Assets= (A-B) 6,30,000 3,00,000 

   Add: Goodwill @ 5% on net assets 31,500 15,000 

   Purchase consideration 6,61,500 3,15,000 

   
*As per terms machinery, stock and debtors of Riya ltd. have been reduced by 10%. 

 

 

Working Note 2 : Settlement of Purchase Consideration: 

I. Total Purchase Consideration = Rs. 6,61,500 + 3,15,000= Rs. 9,76,500 in  

Shares of Rs.10 each. 

Total Number of Equity shares allotted by Jiya Ltd  for Riya Ltd.  = 6,61,500 / 10  

        = 66,150 

 Total Number of Equity shares allotted by Jiya Ltd for Riya Ltd  = 3,15,000 / 10     = 

31,500  

Total Number  of Equity Shares issued as  part of Purchase Consideration by Jiya 

Ltd.= 66,150 + 31,500 = 97,650. 

 

Illustration 4 : (Amalgamation)  

Following are the Balance Sheets of Harsha Ltd. &Varsha Ltd. as on 31st March, 

2014. 
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Balance Sheet of Harsha Ltd. 

Liabilities Rs. Assets Rs. 

Share Capital : Land & Building 10,00,000 

  30,000 Equity shares Plant & Machinery 15,00,000 

  of Rs. 100 each 30,00,000 Furniture 1,00,000 

5,000 6% preference Stock  3,50,000 

  shares of Rs. 100 each 5,00,000 Debtors 4,50,000 

Contingency Reserve 1,00,000 Cash at Bank 75,000 

Creditors 3,50,000 Preliminary Expenses 1,00,000 

Unclaimed Dividend 25,000 Discount on issue of shares 25,000 

Contingent Liability for  Profit & Loss A/c 3,75,000 
Bills Discounted ] 
Rs. 20,000 

39,75,000 39,75,000 

 

 

Balance Sheet of Varsha Ltd. 

 

Harsha Ltd. &Varsha Ltd. amalgamated as on 31st March, 2014 and a new company 

HV Ltd. was formed with an authorised capital of 1,00,000 equity shares of Rs. 100 

each. The amalgamation was agreed on the following conditions : 

Liabilities Rs. Assets Rs. 

Share capital : Freehold Premises 20,00,000 

   35,000 Equity shares Plant & Machinery 10,50,000 

   of Rs. 100 each 35,00,000 Stock  1,45,000 

General Reserve 90,000 Debtors 9,50,000 

Profit & Loss A/c 2,00,000 Cash at Bank 55,000 

Workmen's Compensation 

Fund 50,000 

Creditors 3,60,000 

42,00,000 42,00,000 
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1. HV Ltd. took all assets of Harsha Ltd. at book values and creditors .The 

purchase consideration discharged by issuing 15,000 equity shares of Rs.100 

each Rs.120 per share and the balance in cash. 

2. HV Ltd. took all assets of Varsha Ltd. at book values except cash and also 

took the creditors. The purchase consideration was discharged by issuing 

30,000 equity shares of Rs.100 each Rs.120 per share and the balance in 

cash. 

3. Harsha Ltd. paid its preference capital back with arrears of preference 

dividend for the last two years. 

4. Liability for bills discounted was settled Rs. 12,500. 

5. Out of the unclaimed dividend Rs.10,000 was paid to the rightful shareholders. 

The remaining unclaimed dividend was time barred and thus transferred to 

shareholders account. 

6. Liability for workmen’s compensation of Varsha Ltd. amounted to Rs.37,500. 

7. The cost of liquidation of Harsha Ltd. was Rs.25,000 and that of Varsha Ltd. 

was Rs. 30,000, which was paid by the respective companies. 

You are required to prepare: 

a) Realisation Account, HV Ltd. Account, Bank Account & Shareholders A/c in 

the books of Harsha Ltd. and Varsha  Ltd. 

b) Opening journal entries in the books of HV Ltd. 

Solution: 

In the Books of Harsha Ltd. (Transferor/ Purchased Company)

 Realisation Account 

Particulars Rs. Particulars Rs. 

To Land & Building A/c 10,00,000 By Creditors A/c 3,50,000 

To Plant & Machinery A/c 15,00,000 By HV Ltd. A/c 31,20,000 

To Furniture A/c 1,00,000  (Purchase price Due) 

To Stock A/c 3,50,000 By Equity shareholders A/c 97,500 

To Debtors A/c 4,50,000 (Loss on Realisation) 

To Bank A/c  75,000 

To Bank A/c (Payments) : 
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Pref. Dividend           60,000 

Liability for bills  

    Discounted           12,500 

Cost of liquidation     25,000 97,500 

35,72,500 35,72,500 

 

HV Ltd. Account 

Particulars Rs. Particulars Rs. 

To Realisation A/c 31,25,000 

By Equity shares of HV Ltd. 
A/c 18,00,000 

By Bank A/c 13,25,000 

31,25,000 31,25,000  

 

 

Bank Account 

Particulars Rs. Particulars Rs. 

To Balance b/d 75,000 By Realisation (Transfer)A/c 75,000 

To HV Ltd. A/c 13,25,000 By Unclaimed Dividend A/c 10,000 
By Realisation A/c 
(payments) 97,500 
By Preference shareholders 
A/c 5,00,000 

By Equity shareholders A/c 7,17,500 

14,00,000 14,00,000 

 

 

6% Preference Shareholders Account 

Particulars Rs. Particulars Rs. 

To Bank A/c 5,00,000 By 6% Pref. share capital A/c 5,00,000 

5,00,000 5,00,000 
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Equity Shareholders Account 

Particulars Rs. Particulars Rs. 

To Preliminary Expenses A/c 1,00,000 By Equity shares capita A/c 30,00,000 
To Discount on Issue of 
shares A/c 25,000 By Contingency Reserve A/c  1,00,000 

To Profit & Loss A/c 3,75,000 

By Unclaimed Dividend A/c 
(Rs.25,000-10,000) 15,000 

To Realisation A/c  97,500 

To Equity Shares of HV Ltd. 
A/c  18,00,000 

To Bank A/c 7,17,500 

31,15,000 31,15,000 

 

 

 

In the Books of Varsha Ltd. (Transferor/ Purchased Company) 

Realisation Account 

Particulars Rs. Particulars Rs. 

To Freehold Premises A/c 20,00,000 By Creditors A/c 3,60,000 

To Plant & Machinery A/c 10,50,000 By HV Ltd. A/c 37,85,000 

To Stock A/c 1,45,000 (Purchase Price Due) 
 
 
To Debtors A/c 9,50,000 

By Equity shareholders 
A/c (Loss on 
Realisation) 30,000 

To Bank A/c (Cost of 
Liquidation)  30,000 

41,75,000 41,75,000 

 

 

HV Ltd. Account 

Particulars Rs. Particulars Rs. 

To Realisation A/c 37,85,000 
By Equity shares of HV 
Ltd. A/c 

36,00,000 

By Bank A/c 1,85,000 

37,85,000 37,85,000 
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Bank Account 

Particulars Rs. Particulars Rs. 

To Balance b/d 55,000 By Realisation A/c 30,000 

To HV Ltd. A/c 1,85,000 

By Workmen's compensation 
A/c 37,500 

By Equity shareholders A/c 1,72,500 

2,40,000 2,40,000 

 

Equity Shareholders Account 

Particulars Rs. Particulars Rs. 

To Realisation A/c 30,000 By Equity shares capital A/c 35,00,000 
To Equity shares of HV 
Ltd. A/c 36,00,000 By General Reserve A/c 90,000 

To Bank A/c 1,72,500 

By Workmen's compensation 
Fund  A/c (Rs.50,000-
37,500) 12,500 

By Profit & Loss A/c 2,00,000 

38,02,500 38,02,500 

 

In the Books of HV Ltd. (Transferee/ Purchasing Company) 

Opening Journal Entries  

S. 
No. 

Particulars  L.F. Dr.Rs. Cr.Rs. 

1 Business purchase A/c  Dr.  69,10,000  

   To Liquidator of Harsha Ltd. A/c 31,25,000 

   To Liquidator of Varsha Ltd. A/c 37,85,000 
(Being acquisition of the business of the 
two Companies as per the agreement.) 

2 Land & Building A/c Dr. 10,00,000 

Plant & Machinery A/c Dr. 15,00,000 

Furniture A/c Dr. 1,00,000 

Debtors A/c Dr. 4,50,000 

Bank A/c Dr. 75,000 

Stock A/c Dr. 3,5,0000 

     To Creditors A/c 3,50,000 

     To Business Purchase A/c 31,25,000 
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( Being assets & liabilities taken over 
from  

Harsha Ltd. at the values stated above.) 

3 Freehold Premises A/c Dr. 20,00,000 

Plant & Machinery A/c Dr. 10,50,000 

Stock A/c Dr. 1,45,000 

Debtors A/c Dr. 9,50,000 

     To Creditors A/c 3,60,000 

     To Business Purchase A/c 37,85,000 
(Being assets & liabilities taken over 
from  

Varsha Ltd. at the values stated above.) 

4 Liquidator of Harsha Ltd. A/c Dr. 31,25,000 

Liquidator of Varsha Ltd. A/c Dr. 37,85,000 

     To Equity share capital A/c 45,00,000 

     To Equity share premium  A/c 9,00,000 

     To Bank A/c 15,10,000 
( Being Issued 15,000 shares to Harsha 
Ltd. and 30,000 shares to Varsha Ltd. of 
Rs.100 each at Rs.120 per share & 
balance is paid in cash) 

 

Working Note 1  : Calculation of Purchase Consideration: 

(As Per Net Assets Method.) 

Particulars 
Harsha Ltd. Varsha Ltd. 

Rs. Rs. 

Agreed Values of Assets Taken Over :     

Land & Building  10,00,000 ------ 

Freehold Premises ------ 20,00,000 

Plant & Machinery  15,00,000 10,50,000 

Furniture  1,00,000 ------ 

Stock 3,50,000 1,45,000 

Debtors 4,50,000 9,50,000 

Cash at Bank 75,000 ------ 

  34,75,000 41,45,000 

Less: Creditors 3,50,000 3,60,000 

Net Assets/Purchase  Consideration:    31,25,000 37,85,000 
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Working Note 2  : Settlement of Purchase Consideration for Harsha Ltd.: 

Particulars Rs. Form 

For Equity shareholders: 

i) 15,000 Eq. shares X  Rs.100   =   15,00,000 

(Eq. share capital) 

15,000 Eq. Shares X Rs.20          =    3,00,000 18,00,000 Eq. Shares 

(Share Premium) 

ii) In Cash 13,25,000 Cash 

31,25,000 

 

Working Note 3 : Settlement of Purchase Consideration for Varsha Ltd. 

Particulars Rs. Form 

For Equity shareholders: 

i) 30,000 Eq. shares X  Rs.100   =   30,00,000 

(Eq. share capital) 

30,000 Eq. Shares X Rs.20          =    6,00,000 36,00,000 Eq. Shares 

(Share Premium) 

ii) In Cash 1,85,000 Cash 

37,85,000 

 

Illustration 5 : (Absorption) 

The financial position of two companies Dharma Ltd. and Karma Ltd. as on 31st 

March, 2014 was as under: 

Assets 

Dharma Ltd.  
Rs. 

Karma Ltd. 
 Rs. 

Goodwill 50,000 25000 

Building 3,00,000 1,00,000 

Machinery  5,00,000 1,50,000 

Stock 2,50,000 1,75,000 

Debtors 2,00,000 1,00,000 

cash at bank 50,000 20,000 

Preliminary expenses 30,000 10,000 

13,80,000 5,80,000 
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Liabilities 

Share capital: 

Equity shares of Rs10  each  10,00,000 3,00,000 

9% Preference shares of Rs. 100 each 1,00,000 --- 

10% Preference shares of Rs .100 each --- 1,00,000 

General Reserve  1,00,000 80,000 

Retirement gratuity fund 50,000 20,000 

sundry creditors 1,30,000 80,000 

13,80,000 5,80,000 

 

Dharma Ltd. absorbs Karma Ltd. on the following terms: 

a) 10% preference shareholders are to be paid at 10% premium by issue of 9% 

preference share of Dharma Ltd. 

b) Goodwill of Karma Ltd. is valued at Rs.50,000;  Buildings are valued at 

Rs.1,50,000 and the machinery at Rs.1,60,000. 

c) Stock to be taken over at 10% less value and reserve for bad and doubtful 

debts to be created at @ 7.5%. 

d) Equality shareholders of Karma Ltd. will be issued  equity shares @5% 

premium. 

Prepare necessary ledger accounts to close the books of Karma Ltd. and show the 

acquisition entries in the books of Dharma Ltd. also draft the balance sheet after 

absorption as at 31st March, 2014. 

Solution: 

In the  Books of Karma Ltd. (Transferor / Purchased Company) 

Realisation Account 

Particulars Rs. Particulars Rs. 

To Goodwill A/c 25,000 
By Retirement gratuity fund 
A/c 

20,000 

To Building A/c 1,00,000 By Sundry creditors A/c 80,000 

To Machinery A/c 1,50,000 By Dharma Ltd. A/c 

To Stock A/c 1,75,000       (P.C. Due) 5,30,000 

To Debtors A/c 1,00,000   

To Cash at Bank A/c 20,000    
To 10% Preference 10,000 
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shareholders A/c 
(Premium on Redemption) 

To Equity Shareholders A/c   

      (Profit on Realisation) 50,000 

  6,30,000   6,30,000 

 

Dharma Ltd. Account 

Particulars Rs. Particulars Rs. 

To Realisation A/c 5,30,000 

By 9% Preference Shares 
of Dharma Ltd. A/c 1,10,000 
By Equity Shares of 
Dharma Ltd. A/c 4,20,000 

5,30,000 5,30,000 

 

10% Preference Shareholders Account 

Particulars Rs Particulars Rs 

To 9% Preference Shares of 
Dharma Ltd. A/c 1,10,000 

By 10%  Preference 
Share Capital A/c 1,00,000 
By Realisation A/c 
(Premium on 
Redemption) 10,000 

  

1,10,000 1,10,000 

 

Equity Shareholders Account 

Particulars Rs. Particulars Rs. 

To Preliminary Expenses A/c 10,000 By Eq. Share Capital A/c 3,00,000 

To Equity Shares of Dharma 
Ltd. A/c 

4,20,000 By General  Reserve A/c 80,000 

  
By Realisation A/c 50,000 

  
(Profit on Realisation) 

 
4,30,000 4,30,000 
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9% Preference Shares of Dharma Ltd. Account 

 

Particulars Rs. Particulars Rs. 

To Dharma Ltd. A/c 1,10,000 
By 10% Preference 
Shareholders A/c 

1,10,000 

      
 

  1,10,000   1,10,000 

 

Equity Shares of Dharma Ltd. Account 

 

Particulars Rs. Particulars Rs. 

To Dharma Ltd. A/c 4,20,000 By Equity Shareholders A/c 4,20,000 

      
 

  4,20,000   4,20,000 

 

Cash at Bank Account 

Particulars Rs. Particulars Rs. 

To Bal. b / d  20,000 By Realisation A/c 20,000 

           (Transfer) 

20,000 20,000 

 

In the Books of Dharma Ltd. (Transferee / Purchasing Company) 

Journal  Entries 

Sr. 
No. 

Particulars L.F 
Dr. Cr. 

Rs. Rs. 

1. Business Purchase A/c  Dr.   5,30,000 
 

     To Liquidator of Karma Ltd. A/c       5,30,000 

  

(Being business of Karma Ltd. 
absorbed.) 
 
 

      
 

 Goodwill  A/c Dr.   50,000 
   2. 

  Building A/c Dr.   1,50,000 

  Machinery  A/c Dr.   1,60,000 
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  Stock A/c Dr.   1,57,500 

  Debtors A/c  Dr.   1,00,000 

  Bank A/c Dr.   20,000 

     To Retirement  Gratuity Fund A/c       20,000 

     To Sundry Creditors A/c       80,000 

     To Provision for Doubtful Debts A/c       7,500 

     To Business Purchase  A/c       5,30,000 

  

(Being  assets and liabilities taken 
over as per agreed valuation.) 

  

  

    
 
 

  
Liquidator of Karma Ltd. A/c Dr.   5,30,000 

  3. 

     To 9% Preference Share Capital A/c       1,10,000 

     To Equity Shares Capital A/c       4,00,000 

     To Share Premium A/c       20,000 

  

(Being purchase consideration 
satisfied as above) 

  

  

   
 

 

Dharma Ltd. (After Absorption) 

BALANCE SHEET  

As at 31ST MARCH, 2014 

Liabilities Rs. Assets Rs. 

 
Share Capital:   

 
Fixed Assets:   

2,100 9% Preference 
Share of Rs.100  

 

Goodwill 1,00,000 

each. (of which 1,100 Pref. 
Shares issued  

 

Building 4,50,000 

to vendor as part of P.c. 

other than cash.) 2,10,000 
Machinery 6,60,000 

1,40,000 Equity Shares of 
Rs. 10 

 

Current Assets: 

 each fully paid. (of which 
40,000 

 

Stock 4,07,500 
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Eq. Shares issued to 
vendor as part of P.c. other 
than cash.) 14,00,000 

Debtors              3,00,000 
 

 
Less: Provision  
for bad debts          7,500 2,92,500 

Reserve and Surplus: 

 
 

 Share Premium 20,000 Cash and Bank 70,000 

General Reserve 1,00,000 
Miscellaneous 
Expenditure & Losses : 

 Current Liabilities: 

 

Preliminary expenses 

 
Retirement Gratuity Fund 70,000 

(to the extent not written 
off) 

30,000 

    Sundry Creditors 2,10,000 

  

 

20,10,000 

 

20,10,000 

 
 
Working Note 1  : Computation of Purchase Consideration: 

(As per Net Assets Method.) 

 

Particulars   
Rs. Rs. 

Agreed Values of Assets Taken Over:     

Goodwill 50,000   

Building 1,50,000   

Machinery 1,60,000   

Stock (1,75,000-17,500 ) 1,57,500   

Debtors (1,00,000- 7,500) 92,500   

Cash at Bank 20,000   

  
6,30,000 

Less: Agreed Values of Liabilities Taken Over:   

Retirement Gratuity Fund                               20,000   

         Sundry Creditors                                      80,000 1,00,000 

Net Assets / Purchase consideration 
 

5,30,000 
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Working Note 2 : Settlement of Purchase Consideration: 

Particulars Rs Form 

1 For 10% Pref. Shareholder  

: 10% Pref. capital            1,00,000 

Add:  10% Premium            10,000 1,10,000 9% Pref. Shares 

2 Bal. to Equity Shareholder: 

40,000 Eq. Shares of Dharma Ltd. @ 5%  

Premium. 

40,000 Eq. Shares X Rs10=          4,00,000  

(Equity Share capital ) 

Add : 5% Premium                           20,000 4,20,000 Equity Shares 

(Share Premium )                           

5,30,000 

 

Illustration 6 :  (Absorption) 

The Balance Sheet of Anil Limited and Bipin Limited as on 31st March, 2014 are as 

follows: 

Anil Ltd. 

Balance Sheet 

Liabilities Rs. Assets Rs. 

Equity share of Rs. 10 
each  

20,00,000 Sundry assets 30,00,000 

General Reserve 4,00,000 
40,000 Equity Shares in Anil 
Ltd. 

--- 

Creditors 6,00,000     

  30,00,000   30,00,000 
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Bipin Ltd. 

Balance Sheet 

Liabilities Rs. Assets Rs. 

Equity share of Rs. 10 
each  

12,00,000 Sundry assets 14,00,000 

General Reserve 2,20,000 
40,000 Equity Shares in Anil 
Ltd. 

4,00,000 

Creditors 3,80,000     

  18,00,000   18,00,000 

Anil Ltd. absorbed Bipin Ltd. on the basis of intrinsic value of the shares. The 

purchase consideration is to be discharged in fully paid-up equity shares. A sum of 

Rs1,00,000 is owned by Anil Ltd., also included in the stock of Anil Ltd. is Rs. 

1,20,000 goods supplied by Bipin Ltd. at cost plus 20%. 

     Give Journal entries in the books of both the companies, if entries are made at 

intrinsic value. Also prepare Balance Sheet of Anil Ltd. after absorption. 

 

Solution: 

In the Books of Bipin Ltd. ( Transferor / Purchased Company ) 

Journal Entries 

Sr. 
No. 

Particulars 
Dr. Cr. 

Rs. Rs. 

1 Realisation A/c Dr. 14,00,000   

         To Sundry assets A/c     14,00,000 

  
(Being assets transferred to realisation 
account on Sale of business to Anil Ltd.)       

2 Creditors A/c Dr. 3,80,000   

         To Realisation A/c     3,80,000 

  
(Being  creditors  transferred to realisation 
account on Sale of business to Anil Ltd.)       

3 Equity share capital A/c Dr. 12,00,000   

  General reserve A/c  Dr. 2,20,000   

          To Equity Shareholders A/c      14,20,000 

  
(Being transfer of share capital and general 
reserve to shareholders  account.)       

4 Anil Ltd. A/c Dr. 10,20,000   
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         To Realisation A/c     10,20,000 

  (Being purchase consideration due .)       

5 Equity Shares in Anil Ltd. A/c Dr. 10,20,000   

         To Anil Ltd. A/c     10,20,000 

  

(Being purchase consideration received by 
Anil Ltd.) 
       

6 Equity Shares in Anil Ltd. A/c Dr. 80,000   

         To Realisation A/c     80,000 

  

(Being appreciation (40,000 Eq. Shares X 
Rs. 2) in the value of shares of Anil Ltd. 
brought into books as entries are to be 
made at intrinsic value.)       

7 Realisation A/c Dr. 80,000   

         To Equity shareholders A/c     80,000 

  
(Being profit on realisation transferred to 
shareholders Account.)       

8 Equity shareholders A/c Dr. 15,00,000   

         To Equity shares in Anil Ltd. A/c     15,00,000 

  

(Being 85,000 + 40,000 = 1,25,000 shares 
distributed to equity shareholders of Bipin 
Ltd.)       

 
 

In the Books  of Anil Ltd. (Transferee / Purchasing Company.) 

Journal Entries 

Sr.No. Particulars 
Dr. Cr. 

Rs. Rs. 

1 Business purchase A/c Dr. 10,20,000   

          To Liquidator of Bipin Ltd. A/c     10,20,000 

  (Being amount payable to Bipin Ltd.)       

2 Sundry assets A/c Dr. 14,00,000   

          To Creditors A/c      3,80,000 

          To Business purchase A/c     10,20,000 

  
(Being assets and creditors taken over 
and purchase consideration due.)       

         

3 Liquidator of Bipin Ltd. A/c Dr. 10,20,000   
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          To Equity share Capital A/c     8,50,000 

          To Share premium A/c     1,70,000 

  
(Being shares allotted in full payment of 
purchase consideration.)       

         

4 Creditors A/c Dr. 1,00,000   

          To Debtors (of Bipin Ltd.) A/c     1,00,000 

  
(Being cancellation of mutual liability of 
debtors and creditors of Rs 1,00,000.)       

         

5 General reserve A/c Dr. 20,000*   

         To Stock A/c     20,000 

  

(Being elimination of unrealised profit on 
unsold stock of Rs 1,20,000, bought from 
Bipin Ltd.)     

  

         

 

 

*Unrealised profit =  120     20 

      1,20,000  (?) 

      1,20,000 / 120 X 20 

      = Rs. 20,000. 

 

Anil Ltd (After Absorption.) 

Balance Sheet 

As at 31st March, 2014 

Liabilities Rs. Assets Rs. 

Share capital:   Sundry Assets: 42,80,000 

2,85,000 Equity Shares of  

  

     (30,00,000 + 
14,00,000 – 1,00,000 
internal-unrealised 
profit)                20,000    

Rs. 10 each 28,50,000 
   

(of the above, 85,000 equity shares     

of Rs. 10 each are issued for consi-       

deration other than cash)       
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Reserve and Surplus:       

Share Premium 1,70,000     
General Reserve( 4,00,000 – 
20,000) 

3,80,000 
    

Current Liabilities:       

Creditors 8,80,000     
   (6,00,000 + 3,80,000 - 1,00,000 
internal)       

  42,80,000   42,80,000 

 

Working Note 1 : Computation of Intrinsic Value of shares of  ‘A’ Ltd.: 

  Rs. 

Sundry assets of Anil Ltd. 30,00.000 

Less: Creditors 6,00,000 

Net Assets 24,00,000 

Number of equity shares 2,00,000 shares 

Intrinsic Value per Equity Share =  

 

= 24,00,000/2,00,000 

= Rs. 12 per share 

 

 

Working Note 2 : Computation of Net Assets of Bipin Ltd: 

  Rs. 

Sundry assets of Bipin Ltd. 14,00,000 

Add: Investments in shares of Anil Ltd. (40,000 Shares x Rs. 12) 4,80,000 

  18,80,000 

Less: Creditors 3,80,000 

Net Assets 15,00,000 

 

 

 

 

 

Net Assets for Equity Shareholders 

No of Equity Shares 
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Working Note 3 : Number of shares to be issued as part of P.C 

(As per Intrinsic Value Method.) 

 

 
Shares 

  
Total number of equity shares to be issued by Anil Ltd. @ Rs. 12 per   

       share  (Rs. 15,00,000 / 12) 1,25,000 

Less: Number of equity shares of Anil Ltd. Which are already with Bipin 
Ltd. 

40,000 

Number of shares to be issued as part of P.c.   85,000 

 

Working Note 4 : Settlement of P.C in the form of Equity Shares : 

  Rs. 

Equity share capital (85,000 shares x Rs. 10) 8,50,000 

Share premium (85,000 shares x Rs.2) 1,70,000 

Purchase consideration 10,20,000 

 

 

 

Illustration 7 : (Absorption) 

The Assets of PREM Ltd. are purchased by DEEP Ltd. The Purchase Consideration 

was as follows— 

(a) A Payment in Cash at Rs.90 for every Equity Shares in PREM Ltd.  

(b) A further payment in Cash at Rs.550 for every debenture in PREM Ltd. which 

the debenture holders have agreed to accept in full discharge of their 

debentures. 

(c) An exchange of four Shares of DEEP Ltd. of Rs.80 (quoted in the Market at 

Rs.140 each) for every share in PREM Ltd. 
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The Balance Sheet of PREM Ltd. stood as follows when taken over 

Liabilities  Rs. Assets Rs. 

Capital: 6,000 Equity Shares of 
Rs.500 each 30,00,000 Land & Building 11,00,000 

1,300 Debentures of Rs.500 each 6,50,000 Plant and Machinery 15,50,000 

Sundry Creditors 2,50,000 Patents 2,40,000 

Workmen's Saving Fund 2,00,000 

Furniture and 
Fittings  2,60,000  

Insurance Fund  65,000 Work-in-Progress 8,15,000 

Reserve Fund 2,75,000 Stock of Goods 1,85,000 

Profit & Loss A/c 60,000 Sundry Debtors 2,65,000 

Cash at Bank 85,000 

45,00,000 45,00,000 

Make the necessary closing and opening entries in the Journal of both the 

Companies. 

Solution: 

In the Books of PREM Ltd. (Transferor / Purchased Company) 

Closing Journal Entries 

Sr. No. Particulars L.F Dr. Cr. 
 Rs. Rs. 

1 Realisation A/c Dr.  45,00,000 

     To Land and Building A/c  11,00,000 

     To Plant and Machinery  A/c  15,50,000 

     To Patents A/c  2,40,000 

     To Furniture & Fittings A/c  2,60,000 

     To Work-in-Progress A/c  8,15,000 

     To Stock-in-Trade A/c  1,85,000 

     To Sundry Debtors A/c  2,65,000 

     To Cash at Bank A/c  85,000 
(Being various assets taken over by 
DEEP Ltd; transferred  to 
Realisation A/c.) 

 

 

2 Debentures A/c Dr.  6,50,000 

Sundry Creditors A/c Dr.  2,50,000 

Workmen's Savings Fund Dr.  2,00,000 

     To Realisation A/c  11,00,000 
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(Being  liabilities taken over by 
DEEP Ltd; transferred to Realisation 
A/c.)  

 

 

3 Deep Ltd. A/c Dr.  39,00,000 

     To Realisation A/c  39,00,000 
(Being purchase consideration due 
by Deep Ltd.) 
 

 

4 Cash A/c Dr.  5,40,000 

Equity Shares in Deep Ltd. A/c Dr.  33,60,000 

     To Deep Ltd. A/c  39,00,000 
(Being cash and shares received as 
P.C.) 

 

5 Realisation A/c Dr.  5,00,000  

      To Equity Shareholders  A/c    5,00,000 

 

(Being profit on realisation A/c is 
transferred to Equity shareholders 
A/c.)  

 

  

      

6 Equity Shares Capital A/c Dr.  30,00,000 

Insurance Fund A/c Dr.  65,000 

Reserve Fund A/c Dr.  2,75,000 

Profit and Loss A/c Dr.  60,000 

To Equity Shareholders A/c  34,00,000 
(Being transfer of balance of share 
Capital, Insurance Fund, Reserve Fund, 
Profit & Loss A/c 

 

to Shareholders A/c.)  

 

7 Shareholder's A/c Dr.  39,00,000 

    To Cash A/c  5,40,000 

    To Equity Shares in Deep Ltd. A/c  33,60,000 
(Being final settlement to Equity 
Shareholders.) 

 

 

 

 

 



---------------------------------------------------193-------------------------------------------------- 
 

In the Books of DEEP Ltd. ( Transferee / Purchasing Company) 

Opening Journal Entries 

Sr. No. Particulars L.F Dr. Cr. 
 Rs. Rs. 

1 Business Purchase A/c Dr.  39,00,000 

     To Liquidator of PREM Ltd. A/c  39,00,000 
(Being Purchase Consideration 
due as per Agreement.) 

 

2 *Goodwill A/c (Balancing figure)  Dr.  5,65,000 

Land and Building A/c Dr.  11,00,000 

Plant and Machinery  A/c Dr.  15,50,000 

Patents A/c Dr.  2,40,000 

Furniture & Fittings A/c Dr.  2,60,000 

Work-in-Progress A/c Dr.  8,15,000 

Stock-in-Trade A/c Dr.  1,85,000 

Sundry Debtors A/c Dr.  2,65,000 

Cash at Bank A/c Dr.  85,000 

     To Debenture holders A/c  7,15,000 

     To Sundry Creditors A/c  2,50,000 

     To Workmen's Saving Fund A/c  2,00,000 

     To Business Purchase A/c  39,00,000 
(Being various assets and 
liabilities recorded on business 
acquisition.) 

 

 

3 Liquidator of PREM Ltd. A/c Dr.  39,00,000 

     To Bank (Cash Paid)  A/c  5,40,000 
     To Equity Share Capital 
(24,000 shares X Rs.80) 

 

19,20,000 
     To Share Premium (24,000 
shares X Rs.60) 

 

14,40,000 
(Being allotment of 24,000 shares 
of Rs.80 each at 

 

issue price of Rs.140, under the 
absorption scheme; 

 

excess treated as a Share 
Premium; Cash paid to 

 

Liquidator for distribution to 
shareholders of PREM Ltd.) 

 

4 Debentures holder A/c Dr.  7,15,000 
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     To Bank A/c  7,15,000 
(Being Debentures of PREM Ltd. 
settled) 

 

 

Working Note 1 : Computation of Purchase Consideration : 

(As per Net Payment Method.) 

Particulars Rs. Form 

For Equity Shareholders :   

i) In Cash  5,40,000 Cash 

: Rs.90 X 6,000 Shares  

ii) In Eq. Shares   

 : E.S. in PREM Ltd.          E.S. in DEEP Ltd.  

           1                                        4   

         6,000                                (?)    

6,000 X 4 = 24,000 Shares   

24,000 shares X 140 33,60,000 

Eq. 
Shares 

Purchase Consideration 39,00,000  

 

Note: It is assumed that the shares of PREMLtd. are issued at a premium for Rs.140 

i.e. Market Price / Issue Price,  

Whereas Face Value = Rs.80. 

Here, Market Price – Face Value = Premium per Share 

  Rs.140 -   Rs.80    = Rs.60 

 

 

Working Note 2 : Settlement of Debenture holder of PREM Ltd. 

Payment in cash / Bank  = 1,300 Debentures X Rs.550 

    = Rs.7,15,000.  
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Illustration. 8 : (Absorption) 

Deeraj Limited agreed to acquire the business of Meera Limited as on 31st 

March,2014, The summarised balance-sheet of Meera Limited on that date was as 

under: 

Liabilities Rs. Assets Rs. 

Share capital in fully paid  
shares of Rs. 10 each 30,00,000 Goodwill 5,00,000 

General Reserve 8,00,000 

Land, building and 
machinery 32,00,000 

Workmen's compensation 
fund 50,000 Stock-in-trade 8,40,000 

Profit and loss A/c 5,50,000 Debtors 1,80,000 

6% Debentures 5,00,000 Cash    2,80,000 

Creditors 1,00,000 

50,00,000 50,00,000 

 

 

The consideration payable by Deeraj Limited was agreed under: 

(i) Cash payment equivalent to Rs. 2.50 for every share of Rs. 10 in Meera Ltd. 

(ii) Issue of 4,50,000 Rs. 10 shares fully paid, in Deeraj Ltd. having an agreed 

value of Rs. 15 per share. 

(iii) Issue of such an amount of fully paid 5 per cent Debentures of Deeraj Ltd; at 

96% as is sufficient to discharge the 6% Debentures of Meera Ltd. at a 

premium of 20%. 

While arriving at the agreed consideration, the directors of Deeraj Limited 

valued Land, Building and Machinery at Rs. 60,00,000, the Stock-in-trade at Rs. 

7,10,000 and the Debtors at their book-value subject to an allowance of 5% to cover 

doubtful debts. The cost of liquidation of Meera Ltd. was Rs. 25,000. 

On the date of acquisition, Meera Ltd. had a liability towards a workman for 

compensation against an injury. The amount was ascertained at Rs. 30,000. The 

Company paid the compensation in cash to the worker. 

Deeraj Ltd. also issued to the public 50,000 shares of Rs. 10 each at Rs. 15 

per share. The shares were fully subscribed and paid for. 
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Prepare the ledger accounts in the book of Meera Ltd. And pass the opening journal 

entries in the books of Deeraj Ltd. and prepare its opening Balance Sheet. 

Solution : 

In the Books of Meera Ltd. (Transferor  / Purchased Company ) 

Realisation Account 

Particulars Rs. Particulars Rs. 

To Goodwill A/c 5,00,000 By Creditors A/c 1,00,000 

To Land, Building and 32,00,000 By 6% Debentures A/c 5,00,000 

Machinery A/c By Deeraj Ltd. A/c 75,00,000 

To Stock in Trade 8,40,000       (P.C.Due) 

To Debtors A/c 1,80,000 

To Cash  A/c 2,80,000 

To Cash A/c 25,000 

(Cost of Liquidation) 

To Equity Shareholders A/c 30,75,000 

(Profit on Realisation) 

81,00,000 81,00,000 

 

Deeraj Ltd. Account 

Particulars Rs. Particulars Rs. 

To Realisation A/c 75,00,000 By Equity Shares of Deeraj Ltd. A/c 67,50,000 

By Cash A/c 7,50,000 

75,00,000 75,00,000 

 

 

Equity Shareholders Account 

Particulars Rs. Particulars Rs. 

To  Equity Shares of  67,50,000 By Share Capital A/c 30,00,000 

Deeraj  Ltd. A/c By General Reserve 8,00,000 

To Cash A/c 6,95,000 By Profit and loss A/c 5,50,000 

By Workmen's Compensation's  

        Fund A/c (50,000-30,000) 20,000 

By Realisation A/c 30,75,000 

74,45,000 74,45,000 
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Equity Shares of Deeraj Ltd. Account 

Particulars Rs. Particulars Rs. 

To Deeraj Ltd. A/c 67,50,000 By Equity Shareholders A/c 67,50,000 

67,50,000 67,50,000 

 

Cash Account 

Particulars Rs. Particulars Rs. 

To Balance b/d 2,80,000 By Realisation A/c (Transfer) 2,80,000 

To Deeraj Ltd. A/c 7,50,000 By Liability for Workmen’s 
 

  
Compensation A/c 30,000 

  
By Realisation A/c 25,000 

By  Equity Shareholders A/c 6,95,000 

10,30,000 10,30,000 

 

In the Books of Deeraj Limited (Transferee/Purchasing Company) 

Opening Journal Entries 

 

Date Particulars 
  

L.F. 
Dr. Cr. 

Rs. Rs. 

31.3.2014 Business Purchase A/c Dr.   75,00,000 

     To Liquidator of Meera Ltd. A/c       75,00,000 

  
(Being acquisition of business of 
Meera Ltd.)   

  
  

      

31.3.2014 *Goodwill (Balancing figure) A/c Dr.   10,39,000 

  Land, Building and Machinery A/c Dr.   60,00,000 

  Stock in Trade A/c Dr.   7,10,000 

  Sundry Debtors A/c Dr.   1,80,000 

  Cash  A/c Dr.   2,80,000 

       To Sundry Creditors A/c       1,00,000 
       To 6 % Debentures A/c       6,00,000 

  
     To Provision for Doubtful 
Debts A/c   

  
  

9,000 

        To Business Purchase A/c       75,00,000 

  
(Being sundry assets and 
liabilities of Meera Ltd. taken over   
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at agreed values.) 
      

31.3.2014 Cash  A/c Dr.   7,50,000 

       To Equity share capital A/c       5,00,000 
       To Share premium A/c       2,50,000 

  

(Being issue of 50,000 equity 
shares of Rs.10 each at Rs. 15 
per share and amount received in 
full.) 

  
 

        

31.3.2014 Liquidator of Meera Ltd. A/c Dr.   75,000,00 

     To Equity share capital A/c       45,00,000 
     To Share premium A/c       22,50,000 
      To Cash A/c       7,50,000 

  

(Being Issue of shares  and 
payment in cash to discharge the 
purchase consideration of Meera 
Ltd.)   

  

  

 
31.3.2014 

6 % Debentures A/c (6,250 X Rs. 
96) 

Dr.   6,00,000 
 

  
Discount on Issue of Debentures 
A/c (6,250 X Rs. 4) 

Dr.   25,000 
 

  
To 5 % Debentures A/c  (6,250 X 
Rs. 100) 

      6,25,000 

(Being issue of 5 % Debentures at 
Rs. 96 per debenture & Rs. 4 per 
debenture discount is debited.) 

  

Balance Sheet of Deeraj Ltd. (After Absorption) 

As on 31-3-2014 

Liabilities Rs. Assets Rs. 

Share Capital: Fixed Assets: 

Issued and subscribed: Goodwill 10,39,000 

5,00,000 shares of Rs.10 each 50,00,000 Land, Building & Machinery 60,00,000 

(Out of these 4,50,000 shares Current Assets, Loans and 

of Rs. 10 each were issued for Advances: 

consideration other than (i) Current Assets: 

cash)  Sundry Debtors 1,80,000 

Reserve & Surplus: Less: Provision for 

Share Premium 25,00,000  doubtful debts        9,000 1,71,000 

Secured Loans: Stock in Trade 7,10,000 
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5% Debentures  6,25,000 Cash 2,80,000 

Unsecured Creditors: Nil (ii) Loans and Advances: Nil 

Current Liabilities  and 

Provisions: Miscellaneous Expenditure 

(i) Current Liabilities: and Losses: 

Sundry Creditors 1,00,000 Discount on Issue of 25,000 

(ii) Provisions Nil Debentures 

82,25,000 82,25,000 

 

Working Note 1: Computation of Purchase Consideration: 

(As per AS -14 Under Net Payment Method.) 

Particulars Rs. Form 

For Equity Shareholders: 

i) In Cash 

: Rs.2.50 x 3,00,000 7,50,000 Cash 

ii) In Equity Shares 

: 4,50,000 x Rs.10              = 45,00,000 

(Equity Share Capital) 

: 4,50,000  XRs. 5               = 22,50,000 67, 50,000 Equity Shares 

(share Premium) 

Purchase Consideration: 75, 00,000 

 

Working Note 2: Settlement of 6% Debentures : 

Particulars Rs. Form 

For 6% Debentures: 

:6% Debentures               =  5,00,000 

Add: 20% premium         =  1,00,000 6,00,000 5% Debentures 

Total : 6,00,000 
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Working Note 3: Number of  Debentures Issued to 6% Debenture Holders: 

Rs.                                    Debenture(s) 

96                                               1 

6,00,000                                 (?) 

                    6,00,000/96      x 1 

     = 6,250 Debentures discharged for  Settlement 

               

 

Working Note 4: Particulars of 5% Debentures issued by Deeraj Ltd.: 

: 6,250 Debentures X Rs.96= Rs.6,00,000  (Amount of debentures settled) 

: 6,250 Debentures X Rs.4= Rs.25,000 (Discount on issue of Debentures) 

: 6,250 x Rs. 100 (Face Value) = Rs. 6,25,000 (Credited to 5% Debentures) 

 

Working Note 5: Cash Balance of  Deeraj Ltd. After Absorption : 

Particulars Rs. 

Cash Balance taken from Meera Ltd. 2,80,000 

Add: Amount received on shares issued 

           to Public (50,000 shares x Rs.15) 7,50,000 

10,30,000 

Less: Cash paid as part of P.C.  7,50,000 

2,80,000 

 

 

Illustration 9:  (External Reconstruction) 

On 31st March, 2014 the Balance Sheet of Lalit Limited was as under:  

Liabilities Rs. Assets Rs. 

Authorised and issued capital: Goodwill 10,00,000 
 30,000 9% cumulative 
preference shares of Rs. 30 each 
fully paid. 9,00,000 Stock and Debtors 25,00,000 

 Cash at Bank  1,00,000 
80,000 Equity shares of Rs. 50 
each fully paid. 40,00,000 Profit and loss account 19,00,000 
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10 % Debentures  5,00,000 

Creditors  1,00,000 

55,00,000 55,00,000 

 

Preference share dividends were in arrears for two years. A scheme of 

reconstruction agreed upon was as under: 

1. A new company to be formed called New Lalit Limited with an authorised 

capital of Rs. 50,00,000 all in equity shares of Rs. 100 each. 

2. One equity share of Rs. 100 each fully paid in the new company to be issued in 

exchange of 3 preference shares in the old company. 

3. One equity share of Rs. 100 each fully paid in the new company to be 

exchanged for 4 equity shares in the old company. 

4. Arrears of preference dividend to be cancelled. 

5. 10% Debenture holders to receive 5000 equity shares in the new company as 

fully paid. 

6. Creditors to be taken over by the new company and immediately paid off. 

7. The new company to issue remaining equity shares for public subscription. 

8. The new company to take over the old company’s assets. 

 

     Prepare the necessary ledger accounts in the books of Lalit Limited and open the 

books of the new company by means of journal entries, assuming that the public 

subscription was fully responded. And also Prepare opening balance sheet of new 

company after reconstruction. 

Solution: 

In the Books of Lalit Ltd. (Purchased / Old Company) 

Realisation Account 

Particulars Rs. Particulars Rs. 

To Goodwill A/c 10,00,000 By Creditors A/c 1,00,000 

To Stock & Debtors  A/c 25,00,000 By 10% Debentures 5,00,000 

To Cash A/c 1,00,000 By New Lalit Ltd. A/c 30,00,000 
To 9% Cumulative 
Preference 1,00,000   (P.C. Due) 
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Shareholders A/c 
(Premium on Redemption) 

By Equity Shareholders 
A/c(Loss on Realisation)  1,00,000 

37,00,000 37,00,000 

 

New Lalit Ltd. Account 

Particulars Rs. Particulars Rs. 

To Realisation A/c 30,00,000 

By Equity Shares in New Lalit Ltd. 
A/c 30,00,000 

(30,000 x 100) 

30,00,000 30,00,000 

 

9% Cumulative Preference Shareholders Account 

Particulars Rs. Particulars Rs. 

To Equity Shares in New 
Lalit Ltd. A/c 
( 10,000 x 100) 

10,00,000 By 9% Cumulative 
Preference Share Capital 
A/c 

9,00,000 

  By Realisation A/c 1,00,000 

  (Premium on Redemption)  

 
10,00,000 

 
10,00,000 

 

Equity Shareholders Account 

Particulars Rs. Particulars Rs. 

To Equity Shares in New Lalit 
Ltd. A/c(20,000x100) 

20,00,000 By Equity Share 
Capital A/c 

40,00,000 

To Profit and Loss A/c 19,00,000   

To Realisation A/c    1,00,000   

40,00,000 40,00,000 

 

Equity Shares in New Lalit Ltd. Account 

Particulars Rs. Particulars Rs. 

To New Lalit Ltd. A/c 
(30,000 x 100) 30,00,000 

By 9% Cumulative Preference 
Shareholders A/c 10,00,000 

 By Equity Shareholders A/c 20,00,000 

30,00,000 30,00,000 
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Cash at Bank Account 

Particulars Rs. Particulars Rs. 

To Bal.b/d 1,00,000 By Realisation A/c 1,00,000 

(Transfer) 

1,00,000 1,00,000 

 

In the Books of New Lalit Ltd. (Purchasing / New Company) 

Journal Entries 

Sr.No. Particulars L.F. Dr.Rs. Cr.Rs. 

1  Business Purchase A/c                    Dr. 30,00,000 
     To Liquidator of Lalit Ltd. A/c 30,00,000 
 (Being business of  Lalit Ltd. 

Purchased.) 

2 Goodwill A/c                             Dr. 10,00,000 
 Sundry Assets A/c                    Dr. 25,00,000 
 Cash at Bank A/c                              Dr.  1,00,000 
      To 10% Debentures A/c 5,00,000 
      To Creditors A/c  1,00,000 
       To Business Purchase A/c 30,00,000 
 (Being assets and liabilities of Lalit Ltd. 

taken over and P.C. payable as per the 
payable as per the scheme of 
reconstruction.) 

3 Liquidator of Lalit Ltd. A/c                 Dr. 30,00,000 
      To Equity Share Capital A/c 30,00,000 
 (Being P. C. discharged by the issue of 

30,000 equity shares of Rs. 100 each 
fully paid.) 

4 10% Debentures A/c                           Dr.                                           5,00,000 
      To Equity Share Capital A/c 5,00,000 
 (Being the discharge of 10% 

debentures by issue of 5000 equity 
shares of Rs.100 each.) 

5 Bank A/c                   Dr. 15,00,000 
      To Equity Share Capital A/c 15,00,000 
 (Being issue of remaining 15,000 equity 

shares of Rs. 100 each and amount 
received in full.) 

6 Creditors A/c                                     Dr. 1,00,000 
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      To Bank A/c 1,00,000 
 (Being payment made to creditors.) 

 

Balance Sheet of New Lalit Ltd. 

As on 31st  March, 2014 

Liabilities Rs. Assets Rs. 

Share Capital: Fixed Assets: 

Authorised Capital: 50,000 Goodwill 10,00,000 

Equity Shares of Rs. 100 each 50,00,000 Current Assets: 

Issued and Subscribed Capital: Stock and Debtors 25,00,000 

50,000 Equity Shares of Rs.100 50,00,000 *Cash at Bank  15,00,000 

each ( of which 30,000 equity 

shares issued as part of P.C. 

other than cash and 5000 equity 

shares for 10% Debentures of 

old company and 15,000  

equity shares issued to public 

on cash.) 

50,00,000 50,00,000 

 

 

Working Note 1 : Computation of Purchase  Consideration 

(As per Net Payment Method.) 

Particulars Rs. Form 

1. For 9% Cum. Pref. Shareholders: 

P.S. in Old Company    E.S. in New Compnay 

            3                                        1 

            30,000                            (?) 

:30,000/3    X    1 

: 10,000 Equity Shares 

: 10,000 Equity Shares x 100 10,00,000 

Equity 
Shares 

2. For Equity Shareholders: 

E.S. in old company   E.S.  in New Company 
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              4                                       1 

               80,000                           (?) 

: 80,000/4 

: 20,000 Equity Shares 

: 20,000 Equity Shares  x100 20,00,000 

Equity 
Shares 

Purchase Consideration: 30,00,000 

 

Working Note No.  2 : Number of Shares Issued to the Public 

Particulars Shares 

Total Equity Shares of New Lalit Ltd. 50,000 

Less: Issued as part of P.C. 30,000 

20,000 

Less: Issued to 10% Debenture holders of old company 5,000 

No. of shares issued to public 15,000 

  

 

Working Note No. 3 : *Cash at Bank Balance of New Lalit Ltd.(After External 

Reconstruction) 

Particulars Rs. 

Cash at Bank Balance taken from Latit Ltd. 1,00,000 

Add: Amount received on issue of shares to public (15,000 x100) 15,00,000 

16,00,000 

Less: Payment made to creditors 1,00,000 

15,00,000 

 

Illustration 10: (External Reconstruction) 

The Shareholders and creditors of Short Co. Ltd. decided to reconstruct the 

company on account of its heavy losses. The financial position of the company as 

on 31st March 2014 was as under: 

Liabilities Rs. Assets RS. 

Share Capital Land & Building  20,00,000 

60,000 Equity Shares of  Plant & Machinery 10,00,000 

Rs.100 each 60,00,000 Stock in Trade 7,20,000 
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Sundry Creditors 5,20,000 Furniture 3,50,000 

Bank Loan 2,00,000 Sundry Debtors 9,70,000 

Cash at Bank 2,80,000 

Profit & Loss Account 14,00,000 

67,20,000 67,20,000 

 

The Scheme of reconstruction includes the following terms: 

a) The new company called Long Ltd. was to be formed with a capital of 

Rs.1,00,00,000  divided into 1,00,000 shares of Rs. 100 each. 

b) The new company will take over only the assets of the old company. 

c) The new company will issue 80,000 shares of Rs. 100 each credited at Rs. 50 paid 

up and pay Rs.7,50,000 in cash. 

d) Cost of liquidation amounted to Rs.30,000 to be paid by the old company. 

e) The new company decided to write off Profit & Loss A/c completely and plant and 

Machinery by Rs.1,00,000 and Land & Building as required. 

f) The new company made a call of Rs.25 per Share on the partly paid shares and it 

was received in full. 

You are required to prepare necessary ledger accounts in the books of Short Co. 

Ltd. and journal entries in the books of Long Co. Ltd. and Balance sheet. 

Solution: 

In the books of Short Co. Ltd. (Purchased/ Old Company) 

Realisation Account 

Particulars Rs. Particulars Rs. 

 To Land & Building A/c 
20,00,000 

By Long Ltd. A/c  
( P.C. Due) 

47,50,000 

To Plant & Machinery 
A/c 10,00,000 

By Equity Shareholders 
A/c (Loss on Realisation) 

6,00,000 

To Stock A/c  7,20,000    

To Furniture A/c        3,50,000   

To Debtors A/c            9,70,000   

To Cash A/c            2,80,000 

To Cash A/c 30,000 

(Liquidation expenses)   

  53,50,000   53,50,000 
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Long Ltd. Account 

Sundry Creditors Account 

Particulars Rs. Particulars Rs. 

To Cash A/c 5,20,000 By Balance b/d 5,20,000 

5,20,000 5,20,000 

 

Bank Loan Account 

Particulars Rs. Particulars Rs. 

To Cash A/c 2,00,000 By Balance b/d 2,00,000 

2,00,000 2,00,000 

 

Equity Shareholders Account 

Particulars Rs. Particulars Rs. 

To Profit & Loss A/c 14,00,000 By Equity Share Capital A/c 60,00,000 
To Equity Shares in 
Long Ltd. A/c 40,00,000 

To Realisation A/c 6,00,000 

60,00,000 60,00,000 

    

 

Equity Shares in Long Co. Ltd. Account 

Particulars Rs. Particulars Rs. 

To Long  Ltd. A/c 40,00,000 By Equity Shareholders 
A/c 40,00,000 

40,00,000 40,00,000 

 

Cash Account 

Particulars Rs. Particulars Rs. 

To Realisation 
A/c 47,50,000 

By Equity Shares in Long Ltd. 
A/c 40,00,000 

By Cash A/c. 7,50,000 

47,50,000 47,50,000 

Particulars Rs. Particulars Rs. 

 
To Balance b/d 2,80,000 

By Realisation A/c 
(Transfer) 2,80,000 
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In the Books of Long Ltd. 

(Purchasing/ New Company) 

Journal Entries 

Sr. 
No. 

Particulars  L. 
F 

Dr.Rs. Cr.Rs. 

1 Business Purchase A/c Dr.  47,50,000  

      To Short Ltd. A/c    47,50,000 

 (Being business purchased.)     

2 *Land & Building A/c (Balancing Figure.) Dr.  15,30,000  

 Plant & Machinery A/c Dr.  9,00,000  

 Stock A/c Dr.  7,20,000  

 Furniture A/c Dr.  3,50,000  

 Debtors A/c Dr.  9,70,000  

 Cash at Bank A/c Dr.  2,80,000  

      To Business Purchase A/c    47,50,000 

 (Being assets taken over at agreed 
values.) 

    

3 Short Ltd A/c Dr.  47,50,000  

      To Equity Share capital A/c    40,00,000 

      To Cash A/c    7,50,000 

 (Being Purchase price paid off.)     

4 Equity share first call A/c Dr.  20,00,000  

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

 (Being first call money due on 80,000 
shares at Rs. 25 per share.) 

    

5 Cash A/c Dr.  20,00,000  

      To Equity Share first call A/c    20,00,000 

 (Being first call money received )     

 

 

 

To Long Ltd. A/c 7,50,000 By Sundry Creditors A/c 5,20,000 

  By Bank Loan A/c 2,00,000 

  By Realisation A/c 30,000 

    

11,30,000 11,30,000 
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Long Ltd 

Balance Sheet (After Reconstruction) 

As on 1-4-2014 

Liabilities Rs. Assets Rs. 

Share Capital: Fixed Assets :   

Authorised Capital:   Land & Building  15,30,000 

1,00,000 Equity Shares   Plant & Machinery  9,00,000 

     of Rs. 100 each  1,00,00,000 Furniture 3,50,000 

Paid up Capital:    Current Assets :   

80,000 Equity sharesofRs. 100 
each, 75 Paid. 

60,00,000 Stock 7,20,000 

(issued as part of consideration 
credited at Rs. 50 per share Paid 
up other than cash & Rs.25 per 
share  called as first call.) 

 Debtors 9,70,000 

 Cash at Bank  15,30,000 

60,00,000 60,00,000 

 

Working Note No. 1 : Statement of Purchase Consideration 

(As per AS-14 under Net Payment Method) 

Particulars Rs. Form 

For Equity Shareholder: 

i)In Equity Shares 40,00,000 Equity Shares 

:    80,000 Equity Shares X Rs. 50  Paid up. 

     ii) In Cash 7,50,000 Cash 

 Purchase Consideration: 47,50.000 

 

WNN 2: Cash at Bank  Balance of Long Ltd. after Reconstruction : 

Particulars Rs. 

Cash & Bank balance taken from short Ltd. 2,80,000 

Add:  First call money received 

(80,000 Eq. shares X Rs. 25 20,0,0000 

22,80,000 

Less: Paid as part of P.C.  7,50,000 

 
15,30,000 
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Illustration: 11 (External Reconstruction)  

 The Balance sheet of Beena Limited is as follows: 

Balance Sheet 

As on 31st March, 

Liabilities Rs. Assets Rs. 

2,50,000 6.5% preference 
shares of Rs. 20 each. 

50,00,000 Patents 24,50,000 

3,00,000 Equity Shares of 
Rs.20 each fully paid. 

60,00,000 Buildings 60,00,000 

5% Debentures         10,00,000  Cash 50,000 

Add: Interest               2,00,000 12,00,000 Debtors 12,00,000 

Creditors 8,00,000 Stock 18,00,000 

  Profit and Loss 
Account 

15,00,000 

 1,30,00,000  1,30,00,000 

 

The following scheme was passed and sanctioned: 

1. Sujay Ltd. to be formed to take over the business. 

2. One share of Rs. 10 fully paid in the new company to be issued for every 

three equity shares in the old company. 

3. Three shares of Rs. 10 fully paid in the new company to be issued for 

every five preference shares in old company. 

4. Debenture holders to be paid in full by Sujay Ltd. 

5. The creditors to receive 80 per cent of the sums due to them in fully paid 

shares of Rs. 10 in the new company in full settlement. 

6. Patents and profit and loss account to be written off. 

7. Arrears of preference dividend to be cleared by issuing one Rs. 10 fully 

equity share in Sujay Ltd. for every twenty held. 

8. Any balance available by the scheme to be used in writing down 

buildings. 

Give opening Journal entries and prepare the initial balance sheet of Sujay Ltd. 
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Solution: 

In the Books of Sujay Ltd. (Purchasing / New Company) 

Opening Journal Entries 

 

 

 

 

 

Sr. 
No. 

Particulars  L.F. Dr. Rs. Cr. Rs. 

1 Business Purchase A/c         Dr.  26, 25,000  

    To Liquidator of Beena Ltd. A/c    26,25,000 

 (Being Purchase Price due to Beena 
Ltd.) 

    

      

2 Buildings A/c                          Dr.  14,15,000  

 Sundry Debtors A/c                         Dr.  12,00,000  

 Stock A/c                                                Dr.  18,00,000  

 Cash A/c                                                 Dr.  50,000  

     To 5% Debentures A/c    10,00,000 

     To Creditors A/c       6,40,000 

     To Interest Payable       2,00,000 

      To Business Purchase A/c    26,25,000 

 (Being asset and liabilities taken over 
from  Beena  Ltd. as per agreement.) 

    

      

3 Creditors A/c                                      Dr.  6,40,000  

      To Equity Share Capital A/c    6,40,000 

 (Being the discharge of creditors by 
the Issue of 64,000 equity shares.) 

    

      

      

4 Liquidator of Beena Ltd. A/c     Dr.  26,25,000  

     To Equity Share Capital A/c    26,25,000 

 (Being issue of 2,62,500 equity shares 
in Discharge of Purchase Price.) 
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Sujay Ltd. 

Balance Sheet (Initial) 

As on 1st April. 

Liabilities Rs. Assets Rs. 

Share Capital: Fixed Assets: 
Issued and Subscribed:  Buildings 14,15,000 

 3,26,500 Equity Shares of 
Rs. 10 each fully paid. 

32,65,000 Current Assets:  

(Issued for consideration   
other than cash) 

 Sundry Debtors 12,00,000 

Secured Loans:  Stock 18,00,000 

5% Debentures  10,00,000  Cash 50,000 

Add: Interest         2,00,000 12,00,000   

44,65,000 44,65,000 

 

Working Note 1 : Computation of Purchase Consideration: 

(As Per AS-14 under Net Payment Method.) 

 

Particulars Rs. Form 

1. For Equity Shareholders: 

    E.S. in Old Company  E.S. in New Company 

              3                                             1 

     3,00,000                                 (?) 

           3,00,000/3 x1 

       = 1,00,000 Equity Shares. 

       = 1,00,000 Equity Shares x Rs.10 10,00,000 Equity Shares 

 

 

 

2. For  6.5 % Preference Shareholders: 

i)  P.S. in Old Company  E.S. in New Company 

              5                                             3 

  2,50,000                                 (?) 

    2,50,000/5 x 3 

  = 1,50,000 Equity Shares 

        = 1,50,000 Equity Shares X Rs. 10 15,00,000 Equity Shares 
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Illustration 12: ( External  Reconstruction) 

The following was the Balance Sheet of Nikhil Ltd. as on 31St March, 2014. 

Liabilities Rs. Assets Rs. 

Share Capital: Goodwill 3,00,000 

50,000 Equity Shares of Rs. 20 Building 4,00,000 

each fully paid 10,00,000 Machinery 6,50,000 

30,000 6% Cumulative  Stock 2,50,000 

Preference shares of Rs.20 Debtors 1,50,000 

each fully paid 6,00,000 Cash 50,000 

Debentures 4,00,000 

Preliminary 
expenses 30,000 

Creditors 1,00,000 Profit and Loss A/c 2,70,000 

21,00,000 21,00,000 

 

Note- Arrears of Cumulative preference share dividend of Rs. 60,000/- 

The Scheme of reconstruction as agreed upon by all the parties was as follows: 

1) A new company to be formed called ‘Abhay Ltd;’ with an authorised capital of 

Rs. 30,00,000 all in equity shares of Rs.10 each. 

2) Two equity shares, as Rs.5 Paid up the new company to be issued for every 

one preference share in the old company. 

3) Four equity shares, as Rs.5 paid up in the new company to be issued for 

every one preference share in the old company. 

  ii) For Arrears of Preference Dividend 

   P. S. in Old Company  E.S. In New Company 

                2o                                          1 

           2,50,000                                   (?) 

           2,50,000/20  x 1 

         = 12,500  Equity Shares 

         = 12,500 Equity Shares  X Rs. 10  1,25,000 Equity Shares 

Purchase Consideration: 26,25,000 
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4) Debenture holders to be allotted 40,000 equity shares as fully paid up in the 

company. 

5) Arrears of preference dividend to be cancelled. 

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

7) The remaining equity shares to be issued to the public and duly collected in 

full. 

8) The assets of the old company to be taken over subject to writing down the 

value of machinery by Rs.50,000. 

9) Cost of liquidation of Rs.50,000  is met by the Abhay Ltd. 

        Show the necessary accounts in the books of old company and the opening 

entries in the books of new company. 

Solution: 

In the Books of Nikhil Ltd. (Purchased / Old Company) 

Realisation A/c 

Particulas Rs. Particulas Rs. 

To Goodwill A/c 3,00,000 By Creditors A/c 1,00,000 

To Building A/c 4,00,000 By Debentures A/c 4,00,000 

To Machinery A/c 6,50,000 By Abhay Ltd. A/c  

To Stock A/c 2,50,000        (P. C. Due) 11,00,000 

To Debtors A/c 1,50,000 By Equity Shareholders 
A/c ( Loss on Realisation) 

2,00,000 

To Cash A/c 50,000   

18,00,000 18,00,000 

 

Abhay Ltd. A/c 

 

 

 

Particulas Rs. Particulas Rs. 

To Realisation A/c 11,00,000 By Equity Shares in Abhay 
Ltd. A/c(2,20,000 Shares at 
Rs.5 paid up) 

11,00,000 

11,00,000 11,00,000 
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6% Cumulative Preference Shareholders A/c 

Particulas Rs. Particulas Rs. 

To Equity Shares in 

Abhay Ltd. A/c. 

(1,20,000 Shares X Rs.5 

Paid up) 

6,00,000 By 6% Cum. Preference 

Share Capital A/c. 

6,00,000 

 6,00,000  6,00,000 

 

Equity Shareholders A/c 

Particulas Rs. Particulas Rs. 

To Preliminary Expenses A/c 30,000 By Equity Shares 
Capital A/c 

10,00,000 

To Profit and Loss A/c 2,70,000   

To Realisation A/c 2,00,000   

To Equity Shares in Abhay Ltd. 
A/c 
(1,00,000 Sh. Rs.5 Paid up) 

5,00,000   

 10,00,000  10,00,000 

Equity Shares in Abhay Ltd. A/c 

Particulas Rs. Particulas Rs. 

To Abhay Ltd.  A/c 11,00,000 By 6% Cum. Preference 
Shareholders A/c 

6,00,000 

  By Equity Share holders A/c 5,00,000 

 11,00,000  11,00,000 

Cash A/c 

Particulas Rs. Particulas Rs. 

To Balance b/d 50,000 By Realisation A/c (Transfer) 50,000 

50,000 50,000 

 

In the Books of Abhay Company Ltd. (Purchasing / New Company) 

Opening Journal Entries 

Sr. 
No. 

Particulars  L.F Debit Rs. Credit 
Rs. 

1 Business Purchase A/c  Dr.  11,00,000   

       To Liquidator of Nikhil Ltd. A/c.     11,00,000 
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 (Being the purchase price due to Nikhil Ltd.)      

2 *Goodwill A/c (Balancing Figure) Dr.  1,50,000   

 Building A/c Dr.  4,00,000   

 Machinery A/c (6,50,000-50,000) Dr.  6,00,000   

 Stock A/c Dr.  2,50,000   

 Debtors A/c Dr.  1,50,000   

 Cash A/c Dr.  50,000   

                     To Creditors A/c     1,00,000 

                     To Debentures A/c     4,00,000 

                     To Business purchase A/c     11,00,000 

 (Being assets and liabilities taken over 
from Nikhil Ltd as per the agreement.) 

      

3 Goodwill A/c  Dr.  50,000   

           To Cash A/c     50,000 

 (Being cost of liquidation of Nikhil Ltd. Paid.)      

4 Liquidator of Nikhil Ltd A/c Dr.  11,00,000   

           To Equity Share Capital A/c     11,00,000 

 (Being 2,20,000 Shares of Rs.10 each at 
Rs.5 Paid up issued.) 

      

        

5 Debentures A/c Dr.  4,00,000   

           To Equity Share Capital A/c     4,00,000 

 (Being discharge of debentures of Nikhil 
Ltd; by issue of 40,000 equity shares in 
Abhay Ltd. atRs.10 each.) 

      

        

6 Bank A/c Dr.  4,00,000   

           To Equity Share Capital A/c     4,00,000 

 (Being cash received from public, on issue 
of 40,000 equity shares of Rs.10 each) 

      

 

Working Note 1 : Calculation of Purchase Consideration 

(As per AS -14 – under Net Payment Method.) 

Particulars Rs. Form 

i)For Equity Shareholders:  

    E.S. in Old Company   E.S. in New Company  

                1                                   2 
          50,000                             (?) 
         50,000/1  x  2  = 1,00,000 Equity Shares 

 
5,00,000 
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       1,00,000 Equity Shares  x Rs. 5 Paid up. Eq. Shares 

 

ii)For Preference shareholders : 
    P.S. in Old Company   E.S. in New Company 
                 1                                   4 

 

          30,000                              (?) 
        30,000/1   x 4 = 1,20,000 Equity Shares 
       1,20,000 Equity Shares X Rs. 5 Paid up 
 6,00,000 

 
 
 
Eq.  
Shares 
 

Purchase Consideration: 11,00,000  

 

Working Note 2 : Settlement of Debenture holders : 

40,000 Eq. Shares X Rs. 10 Fully Paid = Rs. 4,00,000 

 

Working Note 3 : No of Remaining Equity  Shares issued to Public: 

          Shares 

Authorised Shares (Numbers)      3,00,000 

Less: No. of Eq. shares issued to Eq. shareholders as part of P.C.            1,00,000 

          2,00,000 

Less: No. of Eq. shares issued to Cum. Pref. shareholders  

 as part of P.C.                  1,20,000 

              80,000 

Less: No. of Eq. shares issued to Debenture holders        40,000 

              40,000 

Working Note 4 : Amount Received on Remaining Eq. shares issued to Public: 

40,000 Equity Shares X Rs.10 = Rs. 4,00,000. 

 

1.10 Internal Reconstruction : 

(1) Introduction: 

The term reconstruction means reorganising the capital structure of a 

company including the reduction of claims both the shareholders and 



---------------------------------------------------218-------------------------------------------------- 
 

creditors against the company. Such a reconstruction generally becomes 

necessary on account of bad financial position of the company. The 

reconstruction may be of the following two types: (i) External 

Reconstruction(ii) Internal Reconstruction. But here, we are  relating to 

internal reconstruction only. 

  In case of internal reconstruction, neither the old company is liquidated nor 

is a new company formed. Internal reconstruction means the reduction of 

share capital to cancel any paid up share capital which is lost or 

unrepresented by available assets. Thus internal reconstruction and 

reduction of capital mean the same. In internal reconstruction, the capital of 

a company is reorganised to infuse new life in the company. It includes both 

alteration and reduction of share capital. In short, the existing company 

reconstitutes its capital structure and continues to carry on its business. The 

main objective of internal reconstruction is to write off miscellaneous 

expenses like preliminary expenses, discount on issue of shares and 

debentures and underwriting commission etc. Another objective of internal 

reconstruction is to write off fictitious assets like goodwill, patents etc. These 

assets are treated as ‘lost capital’ and hence capital reduction is required. 

(2) Alteration of Share capital:  

The Companies Act has used the word “Alteration Proper” for alteration of 

share capital. Alteration of share capital can be done under the following 

provisions of sections 94 to 97 of the Companies Act. The term alteration 

proper includes the following: 

(i) Increase in share capital by issue of new shares. 

(ii) Consolidation or sub-division of existing shares into shares of larger or 

smaller denomination. 

(iii) Conversion of fully paid shares into stocks and vice versa. 

(iv) Cancellation of un-issued shares. 

A company can make these alterations by passing an ordinary resolution, if it is 

authorised by its Articles of Association to do so. Such alternation must be notified 
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and a copy of resolution should be filed with the Registrar within 30 days of the date 

of the passing of such resolution. 

Accounting Entries for Alteration of Share Capital:  

The accounting entries in respect of alteration of share capital are as follows: 

(i) Increase in share capital: This similar to making a fresh issue of share 

capital. And usual accounting entries are to be passed for the increase in 

share capital. 

(ii) Consolidation of shares: In case of consolidation of shares, shares of 

smaller denominations are converted into shares of larger denominations. In 

such a case the paid up share capital remains the same but the number of 

shares is reduced. For example: A company having equity share capital of 

Rs. 2,00,000 divided into shares of Rs. 10 each decides to convert the share 

capital into equity shares of Rs. 100 each. The following journal entry will be 

passed for such conversion: 

Equity share capital (Rs. 10) A/c                    ---Dr. 

     To Equity share capital (Rs.100) A/c 

(Being conversion of 20,000 equity shares of Rs. 10 each into 2,000 shares of 

Rs.100 each.) 

(iii) Sub-division of shares: In this case shares of larger denominations are 

converted into shares of smaller denominations. The journal entry in respect 

of such conversion would be on the same pattern as explained in case of 

consolidation of shares, except the number of shares would increase. For 

example: A company having equity share capital of Rs. 2,00,000 divided into 

shares of Rs. 100 each decides to convert it into shares of Rs.10 each. In 

such a case journal entry will be as follows: 

Equity share capital (Rs. 100) A/c                 ---Dr. 

     To Equity share capital (Rs.10) A/c 

(Being conversion of 2,000 shares of Rs. 100 each into 20,000 shares of Rs. 10 

each.) 
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(iv) Conversion of shares into stock: A company can convert its fully paid 

shares into stock or vice--versa. In case shares are converted into stock, the 

following journal entry will be passed: 

Share capital A/c                                     --- Dr. 

To Stock A/c 

(Being conversion of shares into stock.) 

Note: The entry will be reversed in case stock is converted into share capital. 

(v) Cancellation of unissued shares:  In case a company cancels its unissued 

shares, it does not require any accounting entry to be passed. The 

authorised share capital of the company will stand reduced by the amount of 

unissued shares now cancelled. 

(3) Reduction of Share Capital (i.e. Internal Reconstruction): A company 

can reduce its share capital as per the provisions of sections 100 to 105 of the 

Companies Act. The term reduction of share capital includes the following: 

(i) Writing of lost capital. 

(ii) Refunding surplus paid-up capital. 

(iii) Reducing liability of the members for uncalled capital.  

 

A company can reduce its share capital only when each of the following condition is 

satisfied: 

(i) The Articles of Association of the company permits such reduction. 

(ii) The company passes a special resolution for reducing its share capital. 

(iii) The company obtains the confirmation of the court in respect of such 

reduction. 

The court before sanctioning such a scheme of reduction would look to the 

protection of the interests of the creditors and minority groups of shareholders. 

Reduction of capital will not be effective until a copy of the resolution and sanction of 

the court is filed and registered with the Registrar of Companies. Court may, as its 

discretion, order the words “and reduced” to be added to the name of the company 



---------------------------------------------------221-------------------------------------------------- 
 

for the period it prescribes. Court may also require the company to publish the 

reasons for reduction of capital for the information of the public.  

Causes for Internal Reconstruction: Following are the causes of capital reduction 

or internal reconstruction: 

(i) Heavy accumulated losses. 

(ii) Over valuation of assets. 

(iii) Declining turnover or profitability. 

(iv) Fall in the value of assets. 

(v) Increase in fictitious assets. 

(vi) Future financial needs. 

 

Accounting Entries on Internal Reconstruction: 

(I) On reduction of paid up capital: 

Share Capital A/c (Paid up value of old shares)                      ---Dr. 

        To Share Capital A/c (paid up value of new shares) 

        To Capital Reduction/ Reconstruction A/c (with difference    

i.e. amount of capital reduced.) 

(Being face value changed and paid up value of shares reduced.) 

 

(II) For reduction in shares without change in face value of shares: 

Share Capital A/c                       --- Dr. 

     To Capital Reduction A/c (with the amount of reduction of capital) 

(Being capital reduced without change in the face value.) 

 

(III) If any sacrifice has been made by creditors: 

Creditors A/c                              --- Dr. (with the amount of sacrifice) 

     To Capital Reduction A/c 

(Being liability on creditors reduced.) 
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(IV) If any sacrifice has been made by debenture holders: 

Debentures A/c                                             ---Dr.  

 (with the amount of sacrifice) 

Outstanding Interest on Debentures (if any) ---Dr. 

     To Capital Reduction A/c 

(Being liability of debentures reduced.) 

 

(V) If the value of any asset is appreciated: 

Respective Assets A/c      ---Dr. (with the amount of appreciation) 

     To Capital Reduction A/c 

(Being the appreciation in the value of assets.) 

 

(VI) Where any contingent liability arises and is to be paid immediately, the 

following entries will be passed:  

(a) Capital Reduction A/c  ---Dr. 

 To Contingent liability A/c 

(Being loss on payment of contingent liability transferred.) 

(b)  Contingent Liability A/c --- Dr. 

 To Bank A/c 

(Being contingent liability paid.) 

(VII) When the amount of capital reduction is utilised for writing off fictitious 

assets, past losses and excess value of other assets: 

Capital Reduction A/c                              ---Dr. 

  To Profit & Loss A/c (Debit balance) 

  To Goodwill A/c 

  To Preliminary Expenses A/c 

  To Discount on issues of Shares or Debentures A/c 

  To Patents or Trade Marks A/c 

  To Plant and Machinery A/c 

  To Other Assets A/c 
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  To Bank A/c (for reconstruction expenses/penalty paid) 

  To Unrecorded liability (if any) 

  To Capital Reserve A/c (if any balance is left) 

(Being the amount of capital reduction is utlilised for writing of assets and losses.) 

(4) Capital Reduction Account: 

Capital reduction account is opened at the time of internal reconstruction of a 

company. The capital reconstruction account represents the sacrifice made 

by different parties i.e. shareholders, debenture holders and creditors. This 

sacrifice is used for writing off accumulates losses, intangible assets, over 

valuation of assets etc. Similarly, any appreciation in the value of assets, 

capital profits, etc. are credited to this account. The balance of this account 

is transferred to capital reserve. If this account has no balance, it 

automatically tallies. 

Format of Capital Reduction Account 

Capital Reduction Account 

Dr   Cr 

Particulars Rs. Particulars Rs. 

To P & L A/c X By Share Capital A/c X 

   (Loss written off)    (Reduction in capital) 

To Goodwill A/c X By Debentures A/c X 

   (Written off) 
     (Reduction in 
debentures) 

To Preliminary Expenses A/c X By Creditors X 

   (Written off)      (Sacrifice of creditors) 

To Discount on issue of Shares X By Asset A/c X 

or Debentures      (Increase in the value) 

   (Written off) By Bank A/c X 

To Asset A/c X (Sale of unrecorded asset) 

   (Decrease in value)   

To Bank A/c X   
   (Payment of unrecorded 
liability/ Reconstruction exp.)   

To Bank A/c X   

    (Refund of Directors' fees)   
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To Capital Reserves A/c X   

     (Balancing figure)   

  XX   XX 

 

(5) Preparation of Balance Sheet after Internal Reconstruction: 

     After implementation of Capital Reduction Scheme, the balance sheet is 

prepared by considering the changes in the assets and liabilities. There must 

be the word “And Reduced” after the name of the balance sheet of ….. Co 

Ltd. as on….. 

     For example: Balance Sheet (and Reduced) as on 31st March, 2014. 

Generally, the following points should be taken into consideration while preparing 

the Balance Sheet: 

(1) The capital reduced is shown at reduced paid-up value. 

(2) The liabilities reduced are shown at reduced value. If some liabilities are 

paid, they will not be shown in balance sheet. 

(3) All fictitious accounts are not shown. 

(4) Intangible assets written off are not shown. 

(5) Past losses/accumulated losses are not shown. 

(6) Tangible assets are shown at reduced figures. 

(7) The assets and liabilities which are not affected by capital reduction scheme 

are intact and they are shown by their original values. 

(8) Change in authorised capital as shown in the Balance Sheet. Of course, no 

entry is passed for change in the authorised capital. 

(9) The balance of Capital Reserve is shown on the liability side of Balance. 

(10) If any call made, it increases the cash at the bank as well as paid value of 

capital.    
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(6) Illustrations on Internal Reconstruction : 

Illustration 13 : 

The following is the Balance Sheet of Suyog Ltd., as on 31-3-2014. 

Liabilities Rs. Assets Rs. 

Share Capital :   Goodwill 7,00,000 

40,000 Equity Shares of Rs. 
100 each 

40,00,000 Land and Building 15,00,000 

30,000 - 8% Preference Shares 
of Rs.   100 each 

30,00,000 
Plant and 
Machinery 

35,00,000 

   Patents 2,00,000 

Profit prior to Incorporation 1,00,000 Stock 22,00,000 

4 % Debentures  30,00,000 Sundry Debtors  10,00,000 

Sundry Creditors 20,00,000 Cash at Bank 50,000 

    
Preliminary 
Expenses 

2,10,000 

    
Profit and Loss 
A/c 

27,40,000 

  1,21,00,000   1,21,00,000 

 

 

The following scheme of reconstruction was approved. 

1. 8% preference shares are converted into 9% preference shares, the amount 

being reduced by 30%. 

2. Equity share reduced to fully paid shares of Rs. 50 each. 

3. Land and Buildings be appreciated by 20%. 

4. The debenture holders are agreeable to have their claims reduced by 20%. 

5. All intangible assets and fictitious amounts including patents written off. 

Utilise profit prior to incorporation, if necessary. 

6. The company issued 20,000 equity shares Rs.50 each to the public and all 

were subscribed, the amount to be utilised for acquiring new plant and 

machinery. 

Pass the journal entries in the books of the company and draw a balance sheet.     
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Solution : 

In the books of Suyog Ltd.Journal Entries 

Date Particulars 
  

L.F. 
Dr. Cr. 

Rs. Rs. 

31.3.2014 8% Preference Share Capital A/c Dr.   30,00,000   

  
   To 9% Preference Share Capital 
A/c       

30,00,000 

  

(Being the conversion of 8% 
preference shares into 9% 
preference shares.)         

           

31.3.2014 9% Preference Share Capital A/c Dr.   9,00,000   

     To  Capital Reduction A/c       9,00,000 

  

(Being the reduction of 30,000 9% 
preference shares of Rs. 100 each 
to equal number of shares of Rs. 
70 each.)         

           

           

31.3.2014 Equity Share Capital A/c Dr.   20,00,000   

     To  Capital Reduction A/c       20,00,000 

  

(Being the reduction of 40,000 
equity shares of Rs. 100 each to 
equal number of shares of Rs. 50 
each.)         

           

31.3.2014 Land and Building a/c Dr.   3,00,000   

     To Capital Reduction A/c       3,00,000 

  
(Being the appreciation in the 
value of land and building.)         

           

31.3.2014 4% Debentures A/c Dr.   6,00,000   

     To Capital Reduction A/c       6,00,000 

  
(Being the sacrifice by debenture 
holders.)         

31.3.2014 Bank A/c Dr.   10,00,000   

     To Equity Share Capital A/c       10,00,000 

  

(Being the issue of 20,000 equity 
shares of Rs. 50 each to the 
public.)         
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31.3.2014 Capital Reduction A/c Dr.   38,00,000   

  Profit prior to incorporation A/c Dr.   1,00,000   

     To Goodwill A/c       7,00,000 

     To Patents A/c       2,00,000 

     To Preliminary Expenses A/c       2,10,000 

     To Profit & Loss A/c       27,40,000 

     To Capital Reserve A/c       50,000 

  

(Being the assets and losses 
written off out of capital reduction 
account.)         

           

 

Balance Sheet of Suyog Ltd. (And Reduced) 

As on 1st April 2014 

Liabilities Rs. Assets Rs. 

Share Capital :   Fixed Assets:   
60,000 Equity Shares of Rs. 50 
each 

30,00,000 Land and Building 18,00,000 

30,000  9% Preference Shares 
of Rs. 70 each 

21,00,000 
Plant and 
Machinery 

35,00,000 

Reserves and Surplus:   Current Assets :   

Capital Reserve  50,000 Stock 22,00,000 

Secured Loans:   Sundry Debtors 10,00,000 

4% Debentures 24,00,000 Cash at Bank 10,50,000 

Current Liabilities:       

Creditors 20,00,000     

  95,50,000   95,50,000  

     
 

Working Note 1 :  Cash at Bank Balance after Reconstruction: 

Rs. 

Cash at Bank Balance before Reconstruction 50,000 

Add: Amount received on 20,000 equity shares at Rs. 50 each 10,00,000 

10,50,000 
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Illustration 14 : 

Given below is the Balance Sheet of Avinash Ltd. as on 31-3-2014. 

Liabilities Rs. Assets Rs. 

20,000 Preference Shares of 
Rs 100 each 

20,00,000 Land and Building  8,00,000 

30,000 Equity shares of Rs 
100 each  

30,00,000 Fixtures 7,00,000 

Workmen Compensation 
Fund 

1,00,000 Machinery 12,00,000 

Loans 7,50,000 Investments 9,00,000 

Secured Creditors against 
Machinery 

1,20,000 
(Market Value of Rs. 
6,50,000)   

Sundry Creditors 8,80,000 Stock 7,80,000 

  Sundry Debtors 5,80,000 

    Cash  10,000 

    Profit and Loss A/c 18,80,000 

  68,50,000   68,50,000 

 

 

The scheme of reconstruction is prepared and approved as under: 

1) Land and Building should be brought up to the present market value of 

Rs.15,00,000. 

2) Equity shares to be reduced to Rs.20 per share paid-up cancelling Rs. 80 

per share and preferences shares to be reduced to Rs.60 each cancelling 

Rs. 40 per share. The face value of these shares in the same. 

3) The equity shareholders to pay the call money of Rs. 40 per share and 

preference shareholders to pay the call money of Rs. 20 per share 

immediately. 

4) Unsecured creditors are paid 10% of their dues and they accept a reduction 

of 30% of their claims. 

5) Loans are paid off completely. 

6) Liabilities to the workmen’s compensation materialised to Rs. 1,50,000. 

7) Out of the funds available , the assets are to be written off as under: 

a) Profit and Loss A/c and fixtures totally. 
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b) Machinery to the extent of Rs. 8,00,000. 

c) Investments to the Market Value. 

d)  Stock to its cost price of Rs. 5,00,000. 

e) Creating a reserve for doubtful debts at 10% of the sundry debtors. 

 

Pass the necessary journal entries in the books of Avinash Ltd., and give its balance 

sheet after reconstruction.                                                                                                                                    

Solution : 

In the books of Avinash Ltd. 

Journal Entries 

Date Particulars L.F 
Dr.Rs. Cr.Rs. 

 
 

31.3.2014 Land and Building A/c Dr.   7,00,000   

     To Capital Reduction A/c       7,00,000 

  
(Being the appreciation in the 
value of land and building.)         

31.3.2014 Equity Share Capital A/c Dr.   24,00,000   

  Preference Share Capital A/c     8,00,000   

     To Capital Reduction A/c       32,00,000 

  

(Being reduction of Rs. 80 per 
share on 30,000 equity shares 
and Rs. 40 per         

  
share on 20,000 preference 
shares.)         

31.3.2014 Bank a/c Dr.   16,00,000   

   To Equity Share Capital A/c       12,00,000 

   To Preference Share Capital A/c       4,00,000 

  
(Being call money received at 
30,000 equity          

  
shares at Rs. 40 per share and on 
20,000         

  
preference shares at Rs. 20 per 
share.)         

31.3.2014 Creditors A/c Dr.   3,52,000   

     To Bank A/c       88,000 

     To Capital Reduction A/c       2,64,000 
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(Being 10% unsecured creditors 
are paid and 30% unsecured 
creditors are reduced.)         

31.3.2014 Loans A/c Dr.   7,50,000   

     To Bank A/c       7,50,000 

  (Being loans paid off.)         

31.3.2014 
Workmen's Compensation  
Fund  A/c 

 
Dr.   

 
1,00,000   

  Capital Reduction A/c Dr.   50,000   

     To Bank A/c       1,50,000 

  
(Being workmen's compensation 
paid.)         

31.3.2014 Capital Reduction A/c Dr.   41,14,000   

     To Profit and Loss A/c       18,80,000 

     To Fixtures A/c       7,00,000 

     To Machinery A/c       8,00,000 

     To Investment A/c       2,50,000 

     To Stock A/c       2,80,000 

     To R.D.D A/c       58,000 

     To Capital Reserve A/c       1,46,000 

  
(Being Various assets and losses 
written off.)         

 

Balance Sheet of Avinash Ltd. (And Reduced) 

As on 1st April 2014 

Liabilities Rs. Assets Rs. 

Share Capital:   Fixed Assets:   

20,000 Preferences Shares 
of  Rs. 100 each  Rs. 80 
paid up 

16,00,000 Land and Building  15,00,000 

30,000 Equity Shares of 
Rs. 100  each Rs. 60 paid 
up 

18,00,000 Machinery 4,00,000 

Reserves and Surplus:   Investment (Market Price) 6,50,000 

Capital Reserve 1,46,000 Current assets:   

Secured Loans:   Stock (Cost Price) 5,00,000 

Secured creditors against 
machinery 

1,20,000 Debtors                  5,80,000   

Current Liabilities:   Less:R.D.D.              58,000 5,22,000 
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 Sundry Creditors  5,28,000 Cash 6,22,000 

  41,94,000   41,94,000 

 

Illustration 15  : 

The following is the Balance Sheet of Hilltop Ltd. as at 31st March, 2014: 

 

Liabilities Rs. Assets Rs. 

20,000 Equity Shares of 
Rs. 100 each 

20,00,000 Goodwill 25,000 

12% Debentures 5,00,000 Land and Building 1,50,000 

Outstanding Debenture  Plant & Machinery 3,00,000 

      Interest 1,20,000 Furniture 80,000 

 Creditors 3,00,000 Stock 2,70,000 

  Debtors 60,000 

  Cash at Bank 35,000 

  Preliminary 
Expenses 

20,000 

  Profit and Loss A/c 19,80,000 

 29,20,000  29,20,000 

 

The following scheme of reconstruction is executed: 

i) Equity shares are reduced by Rs. 95 per share. They are, then, consolidated 

into 10,000 equity shares of Rs. 10 each. 

ii) Debenture- holders agree to forgo outstanding are converted debenture 

interest. As a compensation 12% Debentures are converted into 14% 

Debentures, the amount remaining Rs. 5,00,000. 

iii) Creditors are given the option to either accept 50% of their claim in cash in full 

settlement or to convert their claim into equity shares of Rs. 10 each. Creditors 

for Rs. 2,00,000 option for shares in satisfaction of their claims. 

iv) To make payment to creditors opting for cash payment and to augment 

working capital, the company issues 50,000 equity shares of Rs. 10 each at 

par, the entire amount being payable along with application. The issue was 

fully subscribed. 
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v) Land and Building are revalued at Rs. 2,00,000 whereas plant and Machinery 

is to written down to Rs. 2,10,000. A Provision amounting to Rs. 5,000 is to be 

made for doubtful debts. 

Pass Journal entries and draft the company’s balance sheet immediately after the 

reconstruction. 

Solution: 

In the Books of Hilltop Ltd.  

Journal Entries 

Date Particulars  L.F. Dr. Rs. Cr. Rs. 

31-3-2014 Equity Share Capital A/c (Rs. 100 
each) 

Dr.   20,00,000   

      To Equity Share Capital A/c 
(Rs.5 each) 

      1,00,000 

      To Capital Reduction A/c       19,00,000 

 (Being reduction in equity share 
by Rs.95 per share.) 

        

31-3-2014 Equity Share Capital A/c (Rs. 5 
each) 

Dr.   1,00,000   

      To Equity Share Capital A/c 
(Rs.10 each) 

      1,00,000 

 (Being consolidation of  20,000 
shares of Rs. 5 each in to 10,000 
shares of Rs.10 each.) 

        

      

31-3-2014 Outstanding Debenture Interest A/c Dr.   1,20,000   

      To Capital Reduction A/c       1,20,000 

 (Being outstanding Debenture 
Interest forgone by debenture-
holders.) 

        
 

      

31-3-2014 12% Debentures A/c Dr.   5,00,000   

      To 14% Debentures A/c       5,00,000 

 (Being conversion of 12% 
debentures In to 14% 
debentures.) 

        

      

31-3-2014 Bank A/c Dr.   5,00,000   

    To Equity Share Application  A/c        5,00,000 
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 (Being 50,000 shares of  Rs. 10 
each subscribed.) 

        
 

      

31-3-2014 Equity Share Application  A/c  Dr.   5,00,000   

      To Equity Share capital A/c        5,00,000 

 (Being allotment made of 50,000 
shares of  Rs. 10 each.) 

        

          

31-3-2014 Creditors A/c Dr.   3,00,000   

      To Equity share capital A/c 
(Rs.10 each) 

      2,00,000 

      To Cash A/c       50,000 

      To Capital Reduction A/c       50,000 

 (Being Creditors accepted 20,000 
shares of Rs. 10 each and 50% of 
remaining amount in cash.) 

        

          

31-3-2014 Land and Building A/c Dr.   50,000   

      To Capital Reduction A/c       50,000 

 (Being Land & Building revalued .)         

      

31-3-2014 Capital Reduction A/c Dr.   21,20,000   

      To Plant & Machinery A/c       90,000 

      To Provision For doubtful 
debts A/c 

      5,000 

      To  Goodwill A/c       25,000 

      To Preliminary expenses A/c       20,000 

      To Profit and Loss A/c       19,80,000 

 (Being balance of Capital 
Reduction A/c utilized for writing 
off fictious assets and previous 
losses.) 

        

          

 

Note : Capital Reduction balance is completely utilised. 
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Balance Sheet of Hilltop Ltd. (And Reduced) 

As at 1st April 2014 

Liabilities Rs. Assets Rs. 

Share Capital : Fixed Assets : 

Authorised Capital : ----- Land & Building  2,00,000 

Issued & Subscribed : Plant & Machinery 2,10,000 
80,000 equity shares of Rs. 
10 each. 8,00,000 Furniture 80,000 

Secured Loans : Current Assets :  
14% Debentures of Rs. 100 
each  5,00,000 Stock 2,70,000 

 Debtors             60,000  
Less : Prov. For          
doubtful Debts       5,000 55,000 

Cash at Bank 4,85,000 

  

13,00,000 13,00,000 

 

Illustration 16 :   

The summarised assets and liabilities position of Optimist Ltd.  

on 1-4-2014 was as follows:  

Liabilities  Rs. Assets Rs. 

Authorised Capital :  Goodwill 2,00,000 

8,00,000 Equity Shares of Rs. 10 
each 

80,00,000 Land & Building  16,00,000 

20,000 9% Pref. Shares of Rs.100 
each 

20,00,000 Plant & Machinery 12,00,000 

Issued and paid up Capital :  Investments 2,40,000 

4,00,000 Equity Shares of Rs. 10 
each, amount paid on each share 
Rs.7.50 

30,00,000 Stock 5,40,000 

20,000 9% Pref. shares of Rs.100 
each. fully paid 

 
20,00,000 

Debtors 11,80,000 

  Cash in Hand 60,000 

Unsecured Loans 8,00,000 Profit & Loss A/c 14,28,000 

Trade Creditors 4,80,000   

Bank Overdraft 1,68,000   

 64,48,000  64,48,000 
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Notes : 

a) Dividend for Preference Shares has not been paid for 2 years. 

b) No Provision has been made for sale tax liability of Rs.90,000. 

Following Scheme of Reconstruction has been approved by the court. 

i) Uncalled capital is to be called up in full and equity shares are to be reduced 

to Rs. 5 Per share. 

ii) Sales Tax liability of Rs. 90,000 is to be paid immediately. 

iii) Land and building are to be shown in the balance sheet at full market value of 

Rs.22,00,000 and Goodwill is to be written off. 

iv) Trade Creditors have consented for 25% of remission of liability on a condition 

that 25% of the net liability after remission is paid forthwith and balance is paid 

within one year. 

v) Investments are to be taken over by Bank in full settlement of the overdraft 

balance. 

vi) Preference shareholders have agreed to give up their right for the two year 

dividend and accept 12 fully paid equity shares of Rs. 5 each for each fully 

paid preference share. 

You are required to:         

i. Pass necessary Journal Entries for recording the above transactions; and 

ii. Draw up a fresh Balance Sheet after giving effect to the scheme for 

Reconstruction. 

Working should form part of your answer. 

Solution: 

In the books of Optimist Ltd. 

Journal Entries 

 

Date Particulars L.F. Dr. Rs. Cr. Rs. 

1-4-2014 Bank A/c Dr. 10,00,000 

     To Equity Share Capital A/c  10,00,000 
( Being amount of call money on 
4,00,000 shares @  Rs. 2.50 per 
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share, credited to share Capital 
Account.) 

1-4-2014 Equity Share Capital A/c (Rs.10 ) Dr. 40,00,000 

 To Equity Share Capital A/c (Rs.5) 20,00,000 

          To Capital Reduction A/c 20,00,000 
(Being reduction of equity share 
from Rs. 10 to Rs. 5 each fully 
paid vide scheme of 
reconstruction, balance credited 
to Capital Reduction A/c.) 

1-4-2014 Capital Reduction A/c Dr. 90,000 

         To Sale Tax A/c 90,000 
(Being the amount of sales tax 
payable debited to Capital 
Reduction A/c.) 

1-4-2014 Sale Tax A/c Dr. 90,000 

        To Bank A/c 90,000 
(Being amount paid against sale 
tax payable  in first settlement.) 

1-4-2014 Land & Building A/c Dr. 6,00,000 

          To Capital Reduction A/c 6,00,000 
(Being the appreciation in the 
value of the land & building  
credited to Capital Reduction 
Account.) 

1-4-2014 Capital Reduction A/c Dr. 16,28,000 

         To Goodwill A/c 2,00,000 

         To Profit & Loss A/c 14,28,000 
(Being the amount of goodwill and 
debit  balance of Profit & Loss 
adjusted against Capital 
Reduction Account.) 

1-4-2014 Trade Creditors A/c Dr. 2,10,000 

          To Capital Reduction A/c 1,20,000 

          To Bank A/c 90,000 
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(Being the remission of 25% 
creditors to Capital Reduction and 
25% of balance  [i. e. Rs. 
3,60,000] paid.) 

1-4-2014 Bank Overdraft A/c Dr. 1,68,000 

Capital Reduction A/c Dr. 72,000 

        To Investments  A/c 2,40,000 
( Being investments  taken over in 
final settlement of bank overdraft 
of Rs. 1,68,000 debited to Capital 
Reduction A/c.) 

1-4-2014 9% Preference Share Capital A/c Dr. 20,00,000 

  To Equity Share Capital (Rs.5 ) 
A/c 12,00,000 

      To Capital Reduction A/c 8,00,000 
( Being Preference shareholders 
accepted 12 fully paid equity 
shares of Rs. 5 each for each 
preference  share and balance 
credited to Capital Reduction 
Account.) 

 

Balance Sheet of Optimist Ltd.  (And Reduced) 

As on 1st April, 2014 

Liabilities Rs. Assets Rs. 

Share Capital : 
Authorised Capital : 

 Fixed Assets :  

8,00,000 equity shares of Rs. 5 
each. 

40,00,000 Land & Building 
(16,00,000+6,00,000) 

22,00,000 

Issued, Subscribed & Paid Up:  Plant & Machinery 12,00,000 

6,40,000  equity shares of Rs. 5 
each. 

32,00,000 Current Assets:  

(including 2,40,000 shares 
issued for consideration other 
than cash to Pref. 
Shareholders.) 

 Stock in Trade  5,40,000 

Reserve & Surplus :  Debtors 11,80,000 

*Capital Reserve 17,30,000 *Cash at Bank  8,80,000 
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UnSecured Loan : 8,00,000   

Current Liabilities:    

Sundry Creditors 2,70,000   

 60,00,000  60,00,000 

Working Note 1 : Capital Reduction Account: 

Capital Reduction A/c 

 Rs.  Rs. 

To Sales Tax A/c 90,000 By Equity Share Capital A/c 20,00,000 

To Goodwill A/c 2,00,000 By Land And Building A/c 6,00,000 

To Profit & Loss A/c 14,28,000 By Trade Creditors 1,20,000 

To Investments 72,000 By Preference Share Capital 
A/c 

8,00,000 

*To Capital Reserve A/c 17,30,000   

 35,20,000  35,20,000 

 

 

Working Note  2 : Bank Account: 

Bank A/c 

Rs. Rs. 

To Balance b/d 60,000 By Sales Tax A/c 90,000 

To Equity Share Capital A/c 10,00,000 By Trade Creditors 90,000 

*By Balance c/d 8,80,000 

10,60,000 10,60,000 

 

Working Note 3 : Number of Equity Shares issued for consideration other than 

cash to Pref. Shareholders. 

Preference Share(s) in old company Equity shares of new company 

1   12    

20,000   (?) 

: 20,000 / 1 x 12 = 2,40,000 Equity Shares. 

So amount of equity shares capital credited for that purpose  

= 2,40,000  Equity Shares X Rs.5  = Rs.12,00,000 . 
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1.11 Summary: 

There are three main forms of company business combinations namely 

amalgamation, absorption and external reconstruction. Accounting in these cases is 

on the similar pattern in the books of transferor/purchased/vendor/liquidated/old 

company. Accounting Standard 14 deals with the accounting mechanism only in the 

books of the transferee/ Purchasing company.  According to As-14 there are two 

types of amalgamation such as amalgamation in the nature of merger and  

amalgamation in the nature of purchase. Therefore, amalgamation includes 

absorption. There are four methods of computation of purchase consideration/price 

viz.: Lump Sum Method, Net Payment Method, Net Assets Method and Exchange of 

Shares Method or Intrinsic Value Method. In order to find out the purchase 

consideration/price as per AS-14, purchase consideration comprises only payment 

made to shareholders. As per AS-14 purchase consideration for amalgamation 

means the aggregate of the shares and other securities issued and payment in cash 

or other assets by the transferee/purchasing company to the shareholders of the 

transferor/purchased company. It should not include the amount of liabilities taken 

over by the transferee/purchasing company, which will paid directly by this 

company. Payments made to debenture-holders should not be considered as part of 

purchase consideration.  If Debenture holders are discharged by the purchasing 

company, the accounting is to be made in the books of transferee/purchasing 

company only. Normal entries regarding closing of books of transferor/purchased/ 

vendor company are passed. 

In internal reconstruction, the capital of a company is reorganised to infuse 

new life in the company. It includes both alteration and reduction of share capital. In 

short, the existing company reconstitutes its capital structure and continues to carry 

on its business. The main objective of internal reconstruction is to write off 

miscellaneous expenses like preliminary expenses, discount on issue of shares 

ordebentures and underwriting commission etc. Another objective of internal 

reconstruction is to write off fictitious assets like goodwill, patents etc. These assets 

are treated as ‘lost capital’ and hence capital reduction is required. 
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 1.12 KEY TERMS: 

• Amalgamation: Taking over the business of two or more companies by a 

company newly formed for this purpose. 

• Absorption:  Taking over the business of one or more companies by a 

company already in existence. 

• Reconstruction: The purpose of reconstruction is to reogranise the financial 

affairs of the company, which is over capitalised or suffered from heavy 

losses. 

• External Reconstruction: A reconstruction that involves liquidation of a 

company having a bad financial position and formation of a new company for 

taking over the former’s business. 

• Internal Reconstruction: A reconstruction involving reorganisation of the 

capital structure of a company without its liquidation. 

• Dissenting Shareholder: A shareholder who has not assented to the scheme 

of reconstruction or reorganisation of a company. 

• Transferor Company: It means the company, which is amalgamated into 

another company. 

• Transferee Company: It means the company into which a Transferor 

Company is amalgamated. 

• Purchase Consideration:  The amount payable by the transferee 

(Purchasing) company to the transferor (Purchased/vendor) company for 

taking over of the business of such company. 

• Liabilities: Claims of outsiders against the company. 

• Trade Liabilities: Liabilities incurred on account of purchase of goods. 

1.13 Self-Assessment Questions: 

Objective Type Questions: 

(A) State Whether the Following Statements are ‘TRUE OR FALSE’ : 

1. The process of two or more companies to form a new company is called 

absorption. 
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2. When the transferee company decides to compensate the transferor company 

on the basis of fair values of the assets and liabilities, the method of 

computing the purchase consideration is termed ‘Net Payment Method’. 

3. In the case of amalgamation there are two or more liquidation and one 

formation. 

4. According to AS—14 purchase consideration is the amount agreed payable to 

different interests like shareholders, debentures holders, trade creditors etc. 

5. Under the purchase method of accounting, the transferee company 

incorporates in its books, the assets, liabilities, and statutory reserves of the 

transferor company. 

6. Goodwill arising on amalgamation, as per AS—14 is to be retained in the 

books of the company. 

7. Under the ‘pooling of interests method’, the transferee company incorporates 

only the liabilities and assets of the transferor company. 

8. In computing purchase consideration by ‘net assets method’ all assets 

including fictitious assets should be considered. 

9. Goodwill or capital reserve arises only when the amalgamation is in the nature 

of ‘merger’. 

10. The company can consolidate shares of smaller denomination into shares of 

larger denomination but cannot sub-divide shares of larger denomination into 

shares of smaller denomination. 

11. A company is free to reduce or extinguish the uncalled liability of its members. 

12. No permission from the court is required for a company to write off or cancel 

any paid up capital which is lost or not represented by available assets. 

13. Cancellation of unissued capital is also a case of capital reduction. 

14. Only unsuccessful companies undertake capital reduction. 

15. Permission of the court is required for a company to return capital which is in 

excess of the requirements of the company. 

16. When two or more companies go into liquidation and a new company is 

formed to take over their business, it is called amalgamation 
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17. The net worth is arrived at by adding the agreed value of assets taken over by 

the purchasing company minus agreed value of liabilities to be assumed by 

the purchasing company. 

18. External reconstruction means reduction of capital of a company which is to 

be reconstructed. 

19. Lump Sum method of purchase consideration is also known as ‘Direct 

Ascertainment Method’. 

20. Accident Compensation Fund is a liability and should be closed by transferring 

it to Realisation Account. 

21. Purchasing company is also knows as vendee company. 

22. Outsiders  liabilities are transferred to shareholders account. 

23. A new company need not to be formed in case of amalgamation. 

24. The term trade liabilities includes debentures and outstanding salaries. 

25. Liabilities not taken over by the new company are not transferred to 

Realisation Account. 

26. Accumulated losses and profits are transferred to realisation account in case 

of the amalgamation of a company with another company. 

27. A new company is formed in case of absorption. 

28. Permission of the court is not required for the increase of the share capital. 

29. The term “Alteration Proper” and reduction of capital are synonymous. 

30. Refunding surplus capital means does not amount to reduction of share 

capital. 

31. Reconstruction necessarily involves liquidation of the Company concerned.  

32. The balance in the share premium account can be transferred to capital 

reduction account. 

33. The company can carry forward accumulated losses for taxation purposes in 

case of internal reconstruction. 

34. A new company need not be formed in case of external reconstruction. 

35. The term ‘Trade Liabilities’ includes creditors and bills payable. 
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36. If cash balance has not been taken over by the purchasing / transferee 

company, it is not transferred to realisation account. 

37. Expenses of liquidation met by purchasing company are debited to Goodwill or 

capital Reserve A/c in the books of purchasing company. 

[Ans.  

(1) False, (2) False, (3) True, (4) False, (5) True, (6) False, (7)  False, (8) False, (9) 

False, (10) False, (11) False, (12) True, (13) True, (14) True, (15) True, (16) True, 

(17) True, (18) False, (19) True, (20) False, (21) True, (22) False, (23) False, (24) 

False, (25) True, (26) False, (27) False, (28) True, (29) False, (30) False, (31) False, 

(32) True, (33) True, (34) False, (35) True,(36) True (37) True.] 

 

(B) Fill in the blanks: 

1. When there are two or more liquidations and one formation, it is known as -----

-----. 

2. When there are one or more liquidations and no formation, it is known as ------

----. 

3. When there is one liquidation and one formation, it is a case of ----------. 

4. When there is no liquidations and no formation and the affairs of the company 

are reorganised, it is case of ----------. 

5. In transferor/ Vendor company’s books, all assets are transferred to realisation 

account at ---------- Value. 

6. Taking over the business of two or more companies is called ----------. 

7. Absorption means ---------- Liquidation and no ----------. 

8. The amount payable by purchasing company to vendor company is called -----

-----. 

9. Liabilities which are incurred on account of purchasing and selling are called 

as ----------. 

10. Assets less liabilities taken over by purchasing company is called ----------. 

11. No journal entry is required for the cancellation of ---------- share capital. 



---------------------------------------------------244-------------------------------------------------- 
 

12. After granting the scheme of capital reduction the court may order the use of 

words ---------- after the name of company for the specified period. 

13. In a scheme of capital reduction, any new liability to be provided for such as 

arrears of preference dividend must be met out of ---------- account. 

14. Consent of the creditors is required if the capital reduction involves diminution 

of liability regarding uncalled capital or return of ---------- capital. 

15. Consent of the creditors is not required if the capital reduction involves writing 

of paid-up capital lost or not represented by ----------. 

16. The main purpose of internal reconstruction is to ---------- capital of the 

company. 

17. The sacrifice made by the different parties are shown in ---------- account. 

18. The balance of capital reduction account is transferred to ---------- account. 

19. Expenses on internal reconstruction account are transferred to ----------

account. 

20. A share of Rs.10 is reduced to Rs. 2, it means there is a reduction of ---------- 

in the share. 

21. When an existing company takes over the business of one or more existing 

companies, it is called ---------- 

22. Cost of liquidation of the vendor company agreed to be paid by the purchasing 

company is debited to ---------- in the books of the latter company. 

23. Accumulated losses in the vendor company should be transferred to ----------. 

24. Under the ‘pooling of interests method’ the transferee company incorporates 

the assets and liabilities of the transferor company at ----------. 

25. Under the ‘purchase method’ the transferee company incorporates the assets 

and liabilities of the transferor company at ----------. 

26. Under the ‘purchase method’---------- account is to be opened if statutory 

reserves of the transferor company are to be incorporated in the books of the 

transferee company. 

27. Under the ‘pooling of interests method’ shares are issued by the transferee 

company at ----------. 
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28. When the transferee company holds the shares in the transferor company, the 

set-off entry in the books of the transferor company is made by the crediting 

the transferor company and debiting the ----------. 

29. Under Section 95 of the Companies Act, 1956, the company shall give notice 

of the alteration of capital to the Registrar within ---------- days of doing so. 

30. Internal reconstruction is generally resorted to write off the ----------. 

31. Reduction of the capital is unlawful except when ----------. 

[Ans. 

(1) Amalgamation, (2) Absorption, (3) External Reconstruction, (4) Internal 

Reconstruction, (5) Book, (6) Amalgamation, (7) one, formation, (8) Purchase 

Consideration, (9) Trade Liabilities, (10) Net assets, (11) Unissued, (12) And 

reduced, (13) Capital Reduction,(14) Paid-up, (15) Available assets,(16) Reduce, 

(17)  Capital Reduction ,(18) Capital Reserve, (19) Capital Reduction, (20) Rs.8, 

(21) Absorption, (22) Goodwill or Capital Reverse Account,  (23) Equity 

Shareholders Account, (24) Book values, (25) Fair values, (26) Amalgamation 

Adjustment, (27) Par, (28)  Shareholders Account, (29) Thirty, (30) Past 

accumulated losses, (31) Sanctioned by the court.] 

 

(C) Select the most appropriate answer: 

1. Accumulated profit includes : 

a. Provision for doubtful debts 

b. Insurance Fund 

c. Employee’s provident Fund 

d. Provision for taxation 

2. Preliminary expenses are transferred by the vendor company at the time of 

absorption to : 

a. Purchasing Company Account 

b. Realisation Account 

c. Equity shareholders account 

d. None of the above 
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3. The share capital to the extent already held by purchasing company is 

closed by vendor company by crediting it to : 

a. Investment Account 

b. Purchasing Company’s Account 

c. Share Capital Account 

d. None of the above 

4. Two companies X Ltd. and Y Ltd. go into liquidation to form new company, Z 

Ltd., it is a case of: 

a. Absorption 

b. External Reconstruction 

c. Amalgamation 

d. Internal Reconstruction 

5. The accumulated loss under the scheme of internal reconstruction are 

written off against : 

a. Share Capital Account 

b. Capital Reduction Account 

c. Capital Reserve Account 

d. None of the above. 

6. A Contingent Liability not provided for, if not materialized is credited to: 

a. Capital Reduction Account 

b. Profit and Loss Account 

c. Debentures Account 

d. None of the above. 

7. The balance of Capital Reduction Account after writing off accumulated 

losses is transferred to : 

a. General Reserve Account 

b. Share Capital Account 

c. Profit and Loss Account 

d. Capital Reserve Account 

8. Reduction in Share Capital requires the permission of: 
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a.  Central Government  

b.  Court 

c. Controller of Capital Issues 

d. Company Law Board 

9. As per AS-14, purchase consideration is what is payable to : 

a. Shareholders 

b. Equity Shareholders and Debentures 

c. Shareholders and Creditors 

d. None of the above 

10. When the amalgamation is in the nature of merger, the accounting method to 

be followed is: 

a. The pooling of interests method 

b. The purchase method 

c. Equity Method 

d. None of the above 

11. The statutory reserves of the transferor company are incorporated in the 

books of transferee company by debiting the : 

a. Amalgamation Adjustment Account 

b. Realisation Account 

c. Equity Shareholders Account 

d. Preference Shareholders Account 

12. Under the pooling of interests method the difference between the purchase 

consideration and the amount of share capital of transferor company should 

be adjusted in : 

a. General Reserve Account 

b. Amalgamation Adjustment Account 

c. Goodwill  Account 

d. Capital Reserve Account 

13. Purchase consideration receivable/due is credited to : 

a. Realisation A/c 
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b. Shareholders A/c 

c. Transferee Company’s A/c 

d. Cash A/c 

14. Amalgamation adjustment account is opened in the books of transferee 

company to incorporate : 

a. The assets of the transferor company 

b. The liabilities of the transferor company 

c. The statutory reserves of the transferor company 

d. The non-statutory reserves of the transferor company 

15. Under the ‘purchase method of accounting’, the transferee company 

incorporates in its books: 

a. The assets and liabilities of the transferor company 

b. The assets, liabilities and statutory reserves of the transferor company 

c. The assets, liabilities and non-statutory reserves of the transferor company 

d. The assets, liabilities and reserves of the transferor company 

16. Goodwill arising on amalgamation is to be : 

a. Retained in the books of the transferee company 

b. Amortised to income on systematic basis 

c. Adjusted against reserves and profit and loss account of the transferee 

company immediately 

d. Either (a) or (c) 

17. In a scheme of reorganisation amount of shares surrendered by 

shareholders is transferred to : 

a. Capital Reduction Account 

b. Shares Surrendered Account 

c. Capital Reorganisation Account 

d. Capital Reserve 

18. Amounts sacrificed by shareholders are credited to : 

a. Capital Reserve Account 

b. General Reserve Account 
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c. Capital Reduction Account 

d. Contingency Reserve 

[Ans. (1) b, (2) c, (3) b, (4) c, (5) b, (6) d,(7) d,(8) b, (9) a, (10) a, (11) a, (12) a, (13) 

a, (14) c, (15) b, (16) b, (17) b, (18) c.] 

(D) Short Answer Questions: 

1. Amalgamation of Companies. 

2. Absorption of Companies. 

3. Amalgamation and Absorption of Companies. 

4. External Reconstruction. 

5. Purchase Consideration. 

6. Amalgamation in the nature of merger. 

7. Amalgamation in the nature of purchase. 

8. Net Assets Method. 

9. Net Payment Method. 

10. Internal Reconstruction. 

11. Capital Reduction Account. 

12. Preparation of Balance Sheet after Internal Reconstruction. 

(E) Essay Type Questions:  

1. Explain the two types of Amalgamation of Companies. 

2. Distinguish between amalgamation by merger and by purchase as per 

Accounting Standard 14. 

3. Define Absorption and External Reconstruction. What entries are passed by a 

company to close its books when it is purchased by another company? 

4. Define Amalgamation. What entries are passed in the books of 

transferee/purchasing company under ‘Pooling of interests method’ and 

‘Purchase method’? 

5. Explain meaning of reconstruction of a company. What are its types? 

6. What are the arguments in favour of internal reconstruction and external 

reconstruction? Which one would you prefer and why? 
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7. Explain the various provisions of capital reduction as given in the Companies 

Act, 1956. 

8. Explain the various provisions of alteration of share capital as given in the 

Companies Act, 1956. 

9. Distinguish between: 

a) Internal and External Reconstruction of Companies. 

b) Absorption and Reconstruction of Companies. 

10. Discuss the main points to be considered before suggesting a scheme of 

internal reconstruction. 

11. Explain term amalgamation, absorption and reconstruction. 

12. What are the objects of amalgamation, absorption and external 

reconstruction?  

13. What do you mean by purchase consideration? Explain various methods of 

calculating it. 

14. Differentiate between: 

a) Amalgamation and External Reconstruction  

b) Alteration Proper and Reduction of Share Capital. 

c) Cancellation of Unissued Shares and Refunding Surplus Capital. 

(F) Practical Problems: 

1. The following were the Balance Sheets of Five Ltd. and Three Ltd. as at 31st 

March 2014.(Rs. in lakhs) 

Liabilities Five 
Ltd. 
Rs. 

Three 
Ltd. 
Rs. 

Assets Five 
Ltd. 
Rs. 

Three 
Ltd. 
Rs. 

Equity Share Capital (of 
Rs. 10 each) 

15,000 6,000 Land and Building 6,000 5,000 

Securities Premium 3,000 --- Plant and 
Machinery 

14,000 --- 

Foreign Projects 
Reserve 

--- 310 Furniture, Fixtures 
and Fittings 

2,304 1,700 

General Reserve 9,500 3,200 Stock 7,862 4,041 

Profit and Loss Account 2,870 825 Debtors 2,120 1,020 

12% Debentures --- 1,000 Cash at Bank  1,114 609 

Bills Payable 120 --- Bills Receivable --- 80 

Sundry Creditors 1,080 463 Cost of Issue of 
Debentures 

--- 50 

Sundry Provisions 1,830 702       

  33,400 12,500   33,400 12,500 
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All the Bills Receivable held by Three Ltd. were Five Ltd.’s acceptances. 

On the above date, Five Ltd. took over Three Ltd. in an amalgamation in the nature 

of merger. It was agreed that in discharge of consideration for the business, Five 

Ltd. would allot three fully paid Equity Shares of Rs. 10 each at par for every two 

Equity Shares held in Three Ltd. it was also agreed that 12% Debentures in Three 

Ltd. would be converted into 13% Debentures in Five Ltd. of the same amount and 

denomination. Also, expenses of amalgamation amounting of Rs. 1 lakh were borne 

by Five Ltd. 

Required: (1) Pass Journal Entries in the books of Five Ltd.  (2) Prepare Five Ltd’s 

Balance Sheet immediately after the merger. 

 

[Ans.   

1. Purchase Consideration = 900 Lakh Shares X Rs. 10= Rs.9,000 Lakhs (For 

Three Ltd.) 2. Pooling of Interests method is followed in the accounting for this 

amalgamation.  3. Goodwill on merger Rs.3,000 Lakhs will be adjusted in the 

General Reserve of Five Ltd. (i.e. 3,200-3,000) = Rs. 200 Lakhs General Reserve 

will be for general entry purpose.) 4. Total of Balance sheet of Five Ltd. after Merger 

= Rs. 45,769 Lakhs.] 

 

2. A Ltd. and Z Ltd. are engaged in similar line of business. They decided to 

amalgamate their business  as on 31st March 2014 by forming J Ltd. with an 

Authorised Share Capital of Rs. 60,00,000 divided in 1,00,000 9% Cumulative Pref. 

Shares of Rs. 10 each and 5,00,000 Equity shares of Rs.10 each. The Balance 

Sheet of A Ltd. and Z Ltd. as on 31st March, 2014 is as follows:- 

 

Liabilities A Ltd. Z Ltd. Assets A Ltd. Z Ltd. 

 Rs. Rs.  Rs. Rs. 

Equity Share Capital  30,00,000 8,00,000 Goodwill --- 1,40,000 

8% Pref. Share 
Capital  

10,00,000 --- Land & 
Building  

12,00,000 --- 

General Reserve  16,00,000 --- Plant  31,00,000 --- 

Profit & Loss A/c 1,80,000 64,000 Furniture  --- 50,000 

Creditors  10,00,000 42,000 Vehicles --- 80,000 

      Patents 4,00,000 --- 

      Stocks 7,00,000 4,78,000 

      Debtors 1,60,000 1,24,000 

      Bank Balance 3,20,000 34,000 

  58,80,000 9,06,000   58,80,000 9,06,000 
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The following terms were agreed upon by the parties: 

1) J Ltd. to allot 3,60,000 Equity shares @ Rs. 12.50 to A Ltd. and pay cash Rs. 

10,90,000 as consideration of whole of assets except bank balance. 

2) Z Ltd. is to receive 60,000 Equity Shares @ Rs.12.50 each and Rs. 12,000 as 

consideration for whole of assets except bank balance. 

3) All assets except goodwill taken at book values. 

4) J Ltd. to issue remaining Equity shares at Rs. 12.50 each and Preference 

Shares at par for cash. This issue is fully subscribed and paid-up. 

5) Both A Ltd. and Z Ltd. are to pay other liabilities and Preference Shareholders 

individually. 

6) J Ltd. is to pay and bear liquidation expenses of Rs.10,000 for A Ltd. and Rs. 

4,000 for Z Ltd. The formation expenses of J Ltd. is Rs. 36,000 and its capital 

issue expenses is Rs. 48,000. 

It is assumed that the above amalgamation done under the purchase method. Show 

necessary journal entries in the books of A Ltd. only and the Balance Sheet of J Ltd. 

[Ans 

1.Purchase consideration A Ltd ;Rs. 56,00,000, 2.Purchase consideration Z Ltd : 

Rs.7,66,000 ; 3.Balance Sheet Total of J Ltd.Rs. 72,50,000.] 

 

3. The National Ltd. sells its business to International Co. Ltd. as on March 31, 

2014, on which its Balance Sheet was under: 

Liabilities Rs. Assets Rs. 

Paid-up Capital :   Freehold Property 15,00,000 

20,000 shares of Rs. 100 each 20,00,000 Goodwill 5,00,000 

Debentures 10,00,000 Plant and Tools 8,30,000 

Trade Creditors 3,00,000 Stock 3,50,000 

Reserve fund 5,00,000 Bills receivable 45,000 

Profit and Loss A/c 2,00,000 Sundry Debtors 2,75,000 

    Cash at Bank 5,00,000 

  40,00,000   40,00,000 

International Co. Ltd. agreed to take over the assets (exclusive of Cash at Bank and 

Goodwill) at 10 percent less than book value, to pay Rs. 7,50,000 for Goodwill, and 

to take over the Debentures. The purchase consideration was to be discharged by 

the allotment to the National Co. Ltd of 15,000 shares of Rs. 100 each at premium of 

Rs. 10 per share and the balance in cash. 
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The cost of the liquidation amounted to Rs. 30,000. Show the necessary accounts in 

the books of the National Co. Ltd. and show the necessary journal entries recording 

the transactions in the books of International Co. Ltd. 

[Ans. 1.Realisation Loss Rs. 80,000; 2.Purchase Consideration Rs. 24,50,000;  

Goodwill on acquisition Rs. 7,50,000.] 

4:  Swastik Ltd. having proved unsuccessful resolves by special resolution to wind 

up for the purpose of reconstruction and sale to Modern Ltd; newly formed company 

for the purpose. The Balance Sheet of the Swastik Ltd; at the date of confirmatory 

resolution was as follows – 

 

The scheme of Reconstruction assented by all the parties was as follows: 

a) The new company to take over all the assets of old company but not the 

liabilities 

b) The new company was to purchase the Goodwill for the business and assets 

of old company for the sum of Rs. 80,00,000 payable as to Rs. 70,00,000 by 

the issue of 14,00,000 Equity shares of Rs. 10 each, Rs. 5 per share credited 

as paid up and as to Rs. 10,00,000 in cash. 

c) The members of the new company were to pay in cash the balance of Rs. 5 

per share due upon the shares issued to them. 

Liabilities Rs. Assets Rs. 

Share Capital:   Land and Building 45,00,000 

10,00,000 Equity 
Share of  Rs. 10 each 

 1,00,00,000 Plant and Machinery 24,00,000 

Sundry Creditors 3,00,000 Sundry Debtors     10,50,000   

Bills Payable 2,00,000 Less: R.D.D.            50,000 10,00,000 

Contingent Liability :   Stock 5,00,000 

Workmen's 
Compensation 

  Cash at Bank 1,00,000 

Claim Rs. 40,000   Profit and Loss A/c 20,00,000 

  1,05,00000   1,05,00000 
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d) The expenses of Reconstruction amounted to Rs. 30,000. Workmen’s 

compensation claim was settled at Rs. 20,000 

No further shares were issued beyond those forming part of purchase 

consideration as stated above. 

Prepare necessary ledger accounts in the books of Swastik Ltd and pass 

opening entries and give opening Balance Sheet in the books of Modern Ltd. 

 

[Ans.  

1. P.C. is given in Lump Sum Rs. 80,00,000 

2. In the books of Modern  Ltd; Capital Reverse comes to Rs. 5,00,000. 

3. Modern Ltd. a final call on 14,00,000 share at Rs. 5 per share and received 

cash. 

4. Total of Balance sheet of Modern Ltd. Rs. 1,45,00,000 

5. Bank Balance in Modern Ltd. Rs. 61,00,000.] 

 

5. The following is the Balance Sheet of Jaya Ltd. as on 31st March, 2014 

Balance Sheet 

Liabilities Rs. Assets Rs. 

Share capital :   Goodwill 12,00,000 

80,000 Shares of Rs. 
100 each 

80,00,000 Land and Building  43,00,000 

6% Debentures 30,00,000 Plant and Machinery  37,00,000 

Sundry Creditors 8,00,000 Patents 5,00,000 

    Stock 8,00,000 

    Sundry Debtors 4,50,000 

    Cash in Hand 10,000 

    Profit and Loss A/c 8,40,000 

  1,18,00,000   1,18,00,000 

 

The company is not getting well due to heavy losses and the following Scheme of 

Reconstruction was accepted by all parties. 

1)  Each Equity Share shall be sub-divided into Equity Shares of Rs. 10 each. 
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2) After sub-division, each Equity Shareholder will surrender 50% of his 

shareholdings. 

3) Debenture holders total claim be reduced to Rs. 18,00,000 and this would be 

satisfied by issuing them the shares surrendered. 

4) The claim of the sundry creditors shall be reduced by 20%. 

5) Out of the balance available, the Company decided to write off Goodwill, Profit 

and Loss A/c and Patents completely and Plant and Machinery by Rs. 

22,50,000. 

6) Shares surrendered and not re-issued shall be cancelled. Pass necessary 

journal entries. 

[Ans. Capital Reserve Rs.5,70,000.] 
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Unit 2 

Accounting for Lease (AS 19) 

 

2.0 Learning Objectives  : 

 After studying this unit you will be able to understand the  : 

• Meaning of Lease 

• Types of Lease 

• Accounting for Financial Lease 

• Accounting for Operating Lease 

 

Structure of Unit  : 

2.1 Introduction 

2.2 Definition of Lease 

2.3 Features or characteristics of Lease 

2.4 Advantages of Lease 

2.5 Disadvantages of Lease 

2.6 AS – 19 

2.7 Terms Used in Lease Accounting 

2.8 Types of Lease 

2.9 Accounting for Finance Lease 

2.10 Accounting for Operating Lease 

2.11 Summary 

2.12 Key Terms 

2.13 Self Assessment Questions 

2.14 Further Readings 

 

2.1 Introduction : 

Lease is an agreement by which one party (owner of the asset) gives the right 

to use an asset for a given period of time to another party (user of the asset) on rent. 

The owner of the asset is called as ‘Lessor’ and user of the asset is called as 

‘Lessee’. It is not a sale or purchase transaction. Lease allows the user to use the 
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asset for a specific period without owning the asset. Hence, the lease is contractual 

agreement between the lessor and lessee where by the lessor allows to the lessee 

in return for a payment or series of payments the right to use an asset without 

ownership for a agreed period of time. 

Lease arrangement is one of the method of long term financing. It is an 

agreement under which the use and control of asset is permitted without passing on 

the title of the asset. The cost of maintenance bear by the lessor or lessee as stated 

in agreement. At the end of lease period lessee can renew the lease. If the lease is 

not renewed, the lessor takes the possession of an asset after the expiry of existing 

lease period. Lease may be  provided option to buy an asset at residual value. 

Lease contract stipulates the lease period, rental payments, periodic intervals of 

payments, repairs and maintenance, purchase option, taxes, insurance, risk of 

obsolescence, penalty for delay or non payment of rental etc. 

 

2.2 Definition : 

1) James C Van Horne : 

 “Lease is a contract whereby the owner of an asset (Lessor) grants to another 

party (Lessee) the exclusive right to use the asset usually for an agreed period of 

time in return for the payment of rent.” 

2) International Accounting Standard – 17 : 

 “Lease is an agreement whereby the lessor conveys the lessee in return for a 

payment or series of payments the right to use an asset for an agreed period of 

time.” 

2.3 Features / Characteristics of Lease : 

From the definition of the lease, the essential features or characteristics of 

lease can be stated as under 

i. Lease is an agreement between two parties i.e. a lessor and a lessee 

ii. The lease agreement is for a stipulated period. 

iii. The lessor gives the right to use the asset to lessee. 

iv. The title of the asset remains with the lessor 
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v. The lessee make the regular payment of the rent to the lessor for the use of 

assets during the contract period. 

vi. The maintenance and obligations for assets assumed by the lessor or lessee. 

vii. The tangible movable or immovable assets are subject of lease e.g. 

machinery, equipments, vehicles, premises etc. 

viii. The lease decision is a financing decision for the lessee and an investment 

decision for the lessor. 

2.4 Advantages of Lease : 

The arrangement of lease as a means of finance is gaining wider acceptance. 

The trend to own the asset by borrowing money is changing in favor of leasing. It is 

considered beneficial to both lessor and lessee. 

A) Benefits to Lessee : 

i. Arranges faster and cheaper credit : 

   Acquisition of assets under a leasing is cheaper and faster as compared to 

acquisition of assets through any other source. The leasing scheme is easily and 

immediately implemented. Leasing should offer cost savings over direct borrowings. 

ii. Less Capital requirement : 

   The amount payable as cost of the asset is not required in lease. The capital 

requirements for business is reduced. A firm with limited funds can make better use of 

working capital. 

iii. Increases borrowing capacity  : 

   The liabilities payable under lease is not disclosed in the balance sheet. The 

current ratio and working capital are higher for lessee, as cash is conserved. Leasing 

helps in financing asset without disturbing debt-equity ratio. It does not disturb cash 

flow. It increases the borrowing capacity of the lessee. 

iv. Eliminates the risk of obsolescence : 
   As the lessee is not the owner of the asset, he would not be affected due to 

obsolescence of asset. As the lessee has only the right of using asset, the loss due to 

obsolescence is not to be borne by him. It can be shifted to the lessor. 

v.        Reduction in income tax liability : 

  The amount of lease rental payable is considered as an expenditure in full for 

calculation of income tax liability. This reduces the tax liability. 
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vi.    Finance without control : 

   The leasing provides finance on asset, without exercise of control normally 

followed by financial institutions. Leasing helps the lessee to prevent dilution of 

ownership which is inherent when equity shares or convertible bonds are issued for 

raising the finance. Leasing prevents the risk to take over the control of company  by 

lender. 

vii. Earn first, pay later : 

   Lease rentals can be paid out of cash generated from the use of new asset 

obtained on lease. Earning will be received first and then lease rent will be paid at the 

end of agreed period. 

viii. Applicability of certain laws is avoided : 

   The asset acquired on lease does not become part of the property of the 

lessee. This results in the compliance of provision of certain laws does not apply e.g. 

Registration under MRTP Act; Registration on borrowing by foreign Exchange 

Regulation Act. 

ix. No interference by others : 

   In case of lease there is not interference by Lender or any control by 

government. 

B) Benefits to Lessor : 

i) Reduces tax Liability : 

   Spreading of rentals income over a number of years reduces tax liability of the 

lessor in comparison to trader.. If the lessors were to act as traders of assets, the sale 

of the asset would result in profit at the single point of time. Under lease the rental 

income is received over the number of years . Hence tax liability is reduced. 

 

ii) Increase the demand of equipments : 

The actual user of the equipment does not have to raise capital or even borrow 

money. It increase the capacity of user to  demand equipments. It provides scope for 

growth to equipment manufacturers. 
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2.5  Disadvantages of Lease : 

Following are the disadvantages or limitations of lease. 

i. The main drawback of lease is that, ownership remains with lessor. The lessee 

gets only a right to use the asset without ownership. 

ii. Due to lease the demand for finance would not be changed. Only the need for 

obtaining finance is shifted from lessee to lessor. However, as overall 

economy, the position does not change. 

iii. Companies which are not able to borrow at convenient terms are forced to 

enter into a lease arrangement with disadvantageous terms and conditions. 

iv. Problems may arise if the lessee decided to alter the physical shape of the 

asset. 

v. In case of lease, the lessee, not being the purchaser of the asset, is not 

entitled to any protection, if the supplier commits breach of warranties in 

respect of the leased asset. 

 

2.6 Accounting Standard – 19 : 

AS-19 is applicable and mandatory to all enterprises in respect of assets 

leased during the period commencing on or after 1-4-2001. The objective of 

AS-19 is to provide for accounting treatment of lease transactions in the books 

of both the parties. It applies to all leases other than – 

i) Lease agreement to explore natural resources such as oil, gas, timber, metals 

and other minerals rights. 

ii) Licensing agreements for items such as motion picture films, video recordings, 

Plays, Manuscripts, Patents and Copyrights. 

iii) Lease agreement to use land. 

iv) Agreements that are contracts for services, that do not transfer right to 

use assets from one contracting party to the other. 

2.7 Some Important Terms used in Lease : 

i) Fair value : Fair value is the amount for which an asset could be exchanged 

between a knowledgeable willing parties in an arms length transaction. 
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ii) Economic Life : Economic life is either the period over which an asset is 

expected to be economically usable or the number of units expected to 

be produced from the asset. 

iii) Useful Life : Useful life of a leased asset is the period over which the 

leased asset is expected to be used by the lessee or the number of units 

expected to be produced from the use of the assed by the lessee. 

iv) Residual Value : Residual value of the leased asset is the estimated fair 

value of the asset at the end of  the lease term. 

v) Guaranteed Residual Value : 

a) In  respect of lessee : residual value which is guaranteed by or on 

behalf of lessee 

b) In respect of lessor : residual value which is guaranteed by or on behalf 

of lessee or by an independent third party 

vi) Unguaranteed residual value : Unguaranteed residual value is the 

difference between the residual value of the asset and its guaranteed 

residual value. 

vii) Minimum Lease payment (MLP) : 

a) For Lessor : 

Total lease rent to be paid by lessee over the lease term 

Add (+) Residual value guaranteed by lessee or on the behalf of lessee. 

Less (-) Contingent rent. 

Less (-) Cost of service and tax to be paid 

Add (+) Residual value guaranteed by the third party. 

b) For Lessee : 

Total lease rent to be paid by lessee over the lease term  

Add – Residual value guaranteed by lessee or on the behalf of lessee 

Less – Contingent rent 

Less – Cost of service and tax to be paid. 
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viii) Contingent Rent : 

Lease rent fixed on the basis of percentage of sales, amount of uses, 

price indices, market rate of interest is called contingent rent. 

ix) Present value (PV) of leased asset : 

PV of minimum lease payment  

Add – Unguaranteed residual value 

x) Gross Investment in lease – (GIL) : 

Is the aggregate of the minimum lease payments under a finance lease 

from the stand point of lessor plus any unguaranteed residual value 

accruing to the lessor. 

GIL = MLP + UGR  

xi) Net Investment in Lease (NIL) : 

Is the gross investment in the lease less unearned finance income. (UFI) 

NIL = GIL - UFI 

xii) Unearned Finance Income : (UFI) : 

Is the difference between the gross investment in the lease (GIL) and the 

present value of MLP under finance lease from the stand point of lessor 

and any unguaranteed residual value accruing to the lessor, at the 

interest rate implicit in the lease. 

UFI = GIL – (PV  of MLP + PV of UGR) 

xiii) The Interest Rate Implicit in the Lease : 

An implicit rate of interest in the lease is the discount rate at which the 

aggregate present value of the minimum lease payment (MLP) under a 

finance lease from the standpoint of lessor plus the present value of any 

unguaranteed residual value is equal to the fair value of the leased asset. 

2.8 Types of Lease : 

There are mainly two types of lease : 

1) Finance Lease 

2) Operating Lease 
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1)    Finance Lease : 

Finance lease is also known as capital lease or long term lease or close-

end lease. A finance lease is a lease in which all the benefits and risks of 

ownership of an asset are transferred substantially to the lessee, the holder of 

the title may still be the lessor. It is non-cancellable in nature. The lessee is 

responsible for the maintenance of asset leased. 

A lease is treated as a finance lease for the lessee, if it satisfies any of 

the following conditions. 

a) The lease transfer title or ownership of the asset to the lessee by the end of 

the lease term. 

b) The lease has the option to purchase the asset at a bargain price 

c) The lease term is for the major part of the economic life of the asset even if 

title is not transferred. (under US GAAP – limit of 75% or more of economic 

life) 

d) At the inception of the lease the PV of MLP is equal to the fair value of the 

leased asset. (Under US GAAP – limit of 90% or more of fair value) 

In the following cases also, a lease may be classified as a finance lease. 

i) If the lease can cancel the lease, the losses of the lessor are to be borne by 

the lessee. 

ii) Gain or loss from the fluctuation in the fair value of the asset fall to the lessee. 

iii) The lessee can continue the lease for another period at a rent which is 

substantially lower than market rent 

It may be noted that first a to d criteria are determinating criteria and 

other i to iii criteria are suggestive only and may indicate that the lease be 

classified as finance lease. 

Finance lease is suitable for containers, diesel Generators, Textile 

machinery, heavy equipment. Machine tools etc. 
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1) Operating Lease : 

The lease which is not finance is a operating lease. Operating lease is also 

known as short term lease, service lease or open-ended lease. It is a lease which 

does not transfer substantially all the risks and benefits incidental to ownership of an 

asset. Such lease agreement gives the right to use the leased asset for a limited 

period of time. The lessor is responsible for the maintenance, insurance and all 

other relevant expenditure of the asset. The risk of obsolescence is borned by the 

lessor. The lessee is not given uplift to purchase the asset at the end of the lease 

period. The lease is cancellable at short notice by the lessee. The assets leased out 

may be used by a number of user in sequence. It is suitable for computer, hardware, 

trucks and automobiles, mines  etc. because in this kinds of assets the rate of 

obsolescences is very high. 

 

Distinction between  Finance Lease and operating lease. 

Sr. 
No. 

Item Finance Lease Operating Lease 

1. Lease period Long term Lease Short term Lease 

2. Maintenance Borne by the lessee Borne by the lessor 

3. Specificity The asset leased out is use 
specific for the lessee 

The asset leased out may be 
used commonly by a number 
of users in sequence 

4. Ownership Risk The lessee bears the risk 
and rewards associated with 
the use of the asset leased 

The risk & rewards associated 
with the use of the asset 
leased is borne by the lessor. 

5. Obsolescence Risk The lessee bears the risk of 
obsolescence 

The lessor bear the risks of 
obsolescence 

6. Cancellability Cannot be cancelled Can be cancelled 

7. Pay-out It is fully pay-out lease, 
where a single lessee repays 
the cost of the asset, with 
interest 

It is a non pay-out lease, as 
the lessor is in the business of 
leasing the asset to various 
users several times. 

 

In addition to the main two types of lease, the following are the other 

types of lease 

1) Sale and Lease Back : This type of lease arrangement involves 

two transactions. The owner of the asset sells the asset to another, who lease 
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the same asset to the original owner. By this process the owner of the assets 

becomes user. The owner receives the sale price in cash and gets the rights 

to use the asset during the lease period. The owner makes periodic rental 

payments to the purchaser (Lessor) 

This arrangement is beneficial both for the lessor and the lessee. The 

lessee gets immediate cash which results in improvement in his cash flow 

position. The lessor gets the benefit in terms of tax credits due to depreciation. 

2) Leveraged Lease : 

This lease is also known as Third part Lease. This type of lease has 

three parties Viz..the lessee, the lessor and financer to lessor. Under this 

lease the third party (Financer or lender) provides finance to the lessor. This 

enables the lessor to expand the business with own and borrowed funds. The 

judicial combination of own funds (i.e. capital) and borrowed funds (i.e.loan) is 

known as financial Leverage, therefore such lease is called as Leveraged 

Lease. 

 

2.9 Accounting For Finance Lease : 

A) In the Books of Lessee : 

Following is the accounting treatment of finance Lease in the books of 

Lessee. 

i) At the inception of lease, Lessee should show it as an asset and 

corresponding liability at lower of : a) Fair value of the leased asset b) Pv of 

MLP from the lessee point of view. 

(Present value to be calculated with discount rate equal to interest rate 

implicit in the lease. If implicit rate is not available, the discount rate is the 

lessee’s incremental borrowing rate.) 

ii) Lease Payments to be apportioned between : 

a) Principal amount : is reduced from the outstanding friability. 
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b) Finance charges (Interest) : is allocated over lease term in such manner 

that it would produce a constant rate of interest on the remaining balance 

of liability. 

iii) Charge depreciation on leased asset on the same lines as any other asset. 

iv) Initial direct cost for finance lease is included in assets under lease. 

v) Contingent rents, cost of service and taxes are recognized as expenses as 

and when incurred. 

B) In the Books of Lessor : 

Following is the accounting treatment of finance Lease in the books of 

Lessor. 

i) Recognize asset given under finance lease as receivable at an amount equal 

to net investment in the lease and corresponding credit to sale asset. 

• Net Investment = Gross investment – Unearned Finance Income. 

• Gross investment = MLP + Unguaranteed Residual Value. (from Lessor 

point of view) 

• Unearned Finance = Gross Investment – PV of Gross Investment Income 

ii) The lessor should allocate total finance income over the lease term in such a 

way so as to show a constant periodic return on the net investment of the 

lessor outstanding in respect of the finance lease. 

iii) Lease payments relating to the accounting period, excluding cost of service, 

are reduced from both the principal and the unearned finance income. 

 

Journal Entries in case of Finance Lease 

  In the books of Lessee In the Books of Lessor 

At Inception.  

1. Signing of 
contract 

Leased asset A/c ------------ Dr 
To Rental obligation A/c -  
(Value of asset taken under 
lease) 

Rent Receivable A/c ------------ Dr 
To Leased Asset A/c - 
(Value of asset Leased) 

2. Rent paid Rental obligation A/c ---------- 
Dr 
To cash - 

Cash A/c --------- Dr 
To Rent Receivables - 
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At the End of Every Year : 

1. Interest due Interest A/c -------------- Dr 
To Interest payable A/c 

Interest Receivable A/c ------- 
Dr To Interest A/c 

2. Charging 
Depreciation 

Depreciation A/c --------------- 
Dr 
To provision for Dep. A/c 

No Entry 

3. On payment of 
Rent &  Interest  

Rental obligation A/c ------------- 
Dr 
Interest payable A/c -------------- 
Dr 
To cash A/c 

Cash A/c --------------------Dr 
To Rent Receivable A/c 
To Interest Receivable A/c 

4. On payment of 
Insurance, Taxes 
etc. 

Insurance A/c ----------------- Dr 
Taxes A/c --------------- Dr 
To cash 

No Entry 

5. Int. Dep. And Ins. 
Taxes transferred 
to P & L 

P & L A/c ----------------- Dr 
To Interest A/c 
To Depreciation A/c 
To Insurance A/c 
To Taxes A/c 

No Entry 

At the Expiry of Lease  

1. If Asset 
purchased by 
lessee 

Assets A/c --------------- Dr 
To cash 

Cash A/c ------------------Dr 
To Income on sale of asset 
A/c 

2. On writing off 
provision for Dep. 

Provision for Dep. A/c ------- Dr 
To Asset A/c 

No Entry 

 

Illustration – 1 

 The Talent Leasing Ltd. Leases an asset to M/s. Ajay Traders and the 

terms of the lease are given below : 

Fair value / cost of Asset Rs. 1,00,000 

Lease Tenure / Term 4 Years 

Residual Value of Asset Nil 

Statutory Depreciation 40% 

Lease Rental Rs. 35.740 payable at the end of the year 

Inception of Lease 1st Jan. 2009 

Implicit Rate of Interest 16% p.a. 

 

You are required to give Journal Entries and ledger accounts in the books of 

Lessee and Lessor by adopting Finance Lease Method. 
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Solution : 

Pv of MLP = 35740 x 2.798 = Rs. 1,00,000 

Fair value – Rs. 1,00,000 

Finance Lease is recognised as Fair value or Pv of MLp whichever is Less. So the 

finance lease is recognised as Rs. 1,00,000 

CALCULATION OF FINANCE CHARGE (INTEREST) 

Date Payment 
(A) 

Interest (16%) 
(B) 

Principal 
(C) 

Outstanding 
(D) 

01-01-2009 - - - 1,00,000 

31-12-2009 35,740 16,000 19,740 80,260 

31-12-2010 35,740 12,842 22,898 57,362 

31-12-2011 35,740 9,178 26,562 30,800 

31-12-2012 35,740 4,940 30,800 --- 

TOTAL 1,42,960 42,960 1,00,000  

  (D x 16%) (A-B) (Preceding – c) 

 

CALCULATION OF DEPRECIATION 

Date WDV Dep. (40%) 

31-12-2009 1,00,000 40,000 

31-12-2010 60,000 24,000 

31-12-2011 36,000 14,400 

31-12-2012 21,600 8,640 

TOTAL 87,040 

 

IN THE BOOKS OF M/S AJAY TRADERS (LEASSEE) 

JOURAL ENTRIES 

 

Date Particulars Dr. 
Rs. 

Cr. 
Rs. 

01-01-2009 Asset A/C -----------------------------------------------------
-Dr. 

1,00,000 - 

 To Rent obligation A/C  1,00,000 

 (Value of asset taken under lease)   

31-12-2009 Interest A/C ------------------- Dr. 16,000  

 To Interest Payable A/C  16,000 

 (Interest due on Lease)   
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31-12-2009 Depreciation A/C ------------------- Dr. 40,000  

 To Provision For Depreciation A/C (Dep.Changed)  40,000 

31-12-2009 )Rent obligation A/C ------------------- Dr. 19,740  

 Interest Payable A/C ------------------- Dr. 16,000  

 To Bank A/C  35,740 

 (Lease rent paid including interest)   

31-12-2009 P & L A/C ------------------- Dr. 56,000  

 To Interest A/C  16,000 

 To Depreciation A/C  40,000 

 (Interest and Deprecation transferred to P & L A/C)   

31-12-2010 Interest A/C ------------------- Dr. 12,842  

31-12-2010 Rent obligation A/C ------------------- Dr. 22,898  

 Interest Payable A/C ------------------- Dr. 12,842  

 To Bank A/C  35,740 

31-12-2010 P & L A/C ------------------- Dr. 36,842  

 To Interest A/C  12,842 

 To Depreciation A/C  24,000 

31-12-2011 Interest A/C ------------------- Dr. 9,178  

 To Interest Payable A/C ------------------- Dr.  9,178 

31-12-2011 Depreciation A/C ------------------- Dr. 14,400  

 To Provision for Dep. A/C  14,400 

31-12-2011 Rent obligation A/C ------------------- Dr 26,562  

 Interest Payable A/C ------------------- Dr. 9,178  

 To Bank A/C  35,740 

31-12-2011 P & L A/C ------------------- Dr. 23,578  

 To Interest A/C  9,178 

 To Depreciation A/C  14,400 

31-12-2012 Interest A/C ------------------- Dr 4,960  

 To Interest Payable A/C  4,960 

31-12-2012 Depreciation A/C ------------------- Dr. 8,640  

 To Provision for Dep. A/C  8,640 

31-12-2012 Rent obligation A/C ------------------- Dr 30,800  

 Interest Payable A/C ------------------- Dr 4,940  

 To Bank A/C  35,740 

31-12-2012 P & L A/C ------------------- Dr 13,580  

 To Interest A/C  4,940 

 To Depreciation A/C  8,640 

31-12-2012 Provision for Dep. A/C ------------------- Dr 87,040  

 To Assets A/C  87,040 

 

 

 



---------------------------------------------------270-------------------------------------------------- 

IN THE BOOKS OF TALENT LEASING Ltd. (Lessor) 

JOURAL ENTRIES 

Date Particulars Dr. Rs. Cr. Rs. 

01-01-2009 Asset A/C ------------------- Dr. 
To Bank A/C 
(Purchase of asset for lease) 

1,00,000  
1,00,000 

01-01-2009 Rent Receivable A/C ---------------- Dr 
To Asset A/C 
(Asset given on lease) 

1,00,000 
 

 
1,00,000 

31-12-2009 Interest Receivable A/c ---------------Dr 
To Interest A/C 
(Interest due on lease) 

16,000  
16,000 

31-12-2009 Bank A/C ------------------- Dr 
To Rent Receivable A/C 
To Interest Receivable A/C 
(Rent Received including interest) 

35,740  
19,740 
16,000 

31-12-10 Interest Receivable A/C ---------------- Dr 
To Interest A/C 

12,842 22,898 
12,842 

31-12-10 Bank A/C ------------------- Dr 
To Rent Receivable A/c. 
To Interest Receivable A/C 

35,740  
12,842 

31-12-11 Interest Receivable A/C ------------------- Dr 
To Interest A/C 

9,178  
9,178 

31-12-11 Bank A/C ------------------- Dr 
To Rent Receivable A/C 
To Interest Receivable A/C 

35,740  
26,562 

9,178 

31-12-12 Interest Receivable A/C ------------------- Dr 
To Interest A/C 

4,940  
4,940 

31-12-12 Bank A/C ------------------- Dr 
To Rent Receivable A/C 
To Interest Receivable A/C 

35,740  
30,800 

4,940 

 

IN THE BOOKS OF M/s AJAY TRADERS. (Lessee) 

Lease Rent A/c 

Date Particulars Rs. Date Particulars Rs. 

31-12-09 To Bank A/C 35,740 31-12-09 
 

31-12-09 

By Int. / Finance Change 
A/C 
By Rent Obligation A/C 

16,000 
 

19,740 

  35,740 
 

  35,740 

31-12-10 To Bank A/C 35,740 31-12-10 
31-12-10 

By Interest A/C 
Rent obligation A/C 

12,842 
22,898 
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  35,740 
 

  35,740 

31-12-11 To Bank A/C 35,740 31-12-11 
31-12-11 

By Interest A/C 
By Rent obligation A/C 

9,178 
26,562 

  35,740 
 

  35,740 

31-12-12 To Bank A/C 35,740 31-12-12 By Interest A/C 
By Rent payable A/C 

4,940 
30,800 

  35,740 
 

  35,740 

 

LEASE LIABILITY / RENT OBLIGATION A/C 

Date Particulars Rs. Date Particulars Rs. 

31-12-09 
31-12-09 

To Lease Rent A/C 
To Bal Cld. 

19,740 
80,260 

01-01-09 By Leased Asset 
A/C 

1,00,000 

  1,00,000 
 

  1,00,000 

31-12-09 To Lease Rent A/C 22,898 01-01-10 By Bal. Bld. 80,260 

31-12-10 To Baleld 57,362 
 

   

  80,260 
 

  80,260 

31-12-11 To Lease Rent A/C 26,562 01-01-11 By Bal. Bld. 57,362 

31-12-11 To Bal cld. 30,800    

  57,362 
 

  57,362 

31-12-12 To Lease Rent A/C 30,800 01-01-12 By Bal bld. 30,800 

  30,800 
 

  30,800 

 

INTEREST / FINANCE CHARGE A/C 

Date Particulars Rs. Date Particulars Rs. 

31-12-09 To Int. Payable A/C 16,000 31-12-09 By P & L A/C 16,000 

31-12-10 To Int. Payable A/C 12,842 31-12-10 By P & L A/C 12,842 

31-12-11 To Int. Payable A/C 9,176 31-12-11 By P & L A/C 9,176 

31-12-12 To Int. Payable A/C 4,940 31-12-12 By P & L A/C 4,940 
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DEPRECIATION A/C 

Date Particulars Rs. Date Particulars Rs. 

31-12-09 Provision for Dep. A/C 40,000 31-12-09 By P & L A/C 40,000 

31-12-10 Provision for Dep. A/C 24,000 31-12-10 By P & L A/C 24,000 

31-12-11 Provision for Dep. A/C 14,400 31-12-11 By P & L A/C 14,400 

31-12-12 Provision for Dep. A/C 8,640 31-12-12 By P & L A/C 8,640 

 

IN THE BOOKS TALENT LEASING LTD. (LESSOR) 

LEASE RENT A/C 

Date Particulars Rs. Date Particulars Rs. 

31-12-09 
31-12-09 

To Interest A/C 
To Rent Receivable A/C 

16,000 
19,740 

31-12-09 By Bank A/C 35,740 

  35,740 
 

  35,740 

31-12-10 
31-12-10 

To Interest A/C 
To Rent Receivable A/C 

12,842 
22,898 

31-12-10 By Bank A/C 35,740 

  35,740 
 

  35,740 

31-12-11 
31-12-11 

To Interest A/C 
To Rent Receivable A/C  

9,178 
26,562 

31-12-11 By Bank A/C 35,740 

  35,740 
 

  35,740 

31-12-12 
31-12-12 

To Interest A/C 
To Rent Receivable A/C 

4,940 
30,800 

31-12-12 By Bank A/C 35,740 

  35,740 
 

  35,740 
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RENT RECEIVABLE A/C 

Date Particulars Rs. Date Particulars Rs. 

01-01-09 To Asset A/C 1,00,000 31-12-09 
31-12-09 

By Bank A/C 
By Bal. Cld. 

19,740 
80,260 

  1,00,000 
 

  1,00,000 

01-01-10 To Balbld 80,260 31-12-10 
31-12-10 

By Bank A/C 
By Bal. Cld. 

22,898 
57,362 

  80,260   80,260 
====== 

01-01-11 To Bal. Bld 57,362 31-12-11 
31-12-11 

By Bank A/C 
By Bal. Cld. 

26,562 
30,800 

  57,362 
 

  57,362 
====== 

01-01-12 To Bal. Bld 30,800 31-12-12 By Bank A/C 30,800 

  30,800 
 

  30,800 
===== 

 

Illustration – 2 

‘x’ Ltd. has taken the assets on lease from ‘y’ Ltd. The following information is 

given : 

Lease term 4 years 
Fair value at inception of lease Rs. 16,00,000 
Lease Rent Rs. 5,00,000 p.a. at the end of year 
Guaranteed Residual value Rs. 1,00,000 
Expected Residual value Rs. 3,00,000 
Implicit Interest Rate 15% 

 

 Prepare the Leder accounts in the books of lessee and Lessor. 

Solution : In the Books of Lessee 

Pv of MLP = (Minimum lease payment + Guaranteed residual value) 

 = (Rs.5,00,000 for 4 years + Rs. 1,00,000 @ 15% at the end) 

 = (Rs. 5,00,000x 2.855 + Rs. 1,00,000x 0.572) 

 = 14,27,500 + 57,200 

 = 14,84,700 

Pv of MLP is Rs. 14,84,700 is less than the fair value at the inception of lease Rs. 

16,00,000. Therefore the lease liability should be recognized at Rs. 14,84,700 
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Calculation of Interest (Finance Charge) 

Year Payment 
(A) 

Interest @ 15% 
(B) 

Principal 
(C) 

Outstanding 
(D) 

0. - - - 14,84,700 

1. 5,00,000 2,22,705 2,77,295 12,07,405 

2. 5,00,000 1,81,111 3,18,889 8,88,516 

3. 5,00,000 1,33,277 3,66,723 5,21,793 

4. 6,00,000 
(Including GRV) 

78,207 5,21,793 - 

Total 21,00,000 6,15,300 
(D x 15%) 

14,84,700 
(A-B) 

(Preceding-C) 

Note : For the last year the interest has been adjusted for the approximations made 

in earlier year. 

IN THE BOOKS OF X LTD. (LESSEE) 

LEASE RENT ACCOUNT 

Date Particulars Rs. Date Particulars Rs. 

End of 
1st year 

To Bank A/C 5,00,000 End of 
1st year 

By Int./Finance Charge 
By Rent Obligation A/C 

2,22,705 
2,77,295 

  5,00,000 
======= 

  5,00,000 
======

= 

2nd 
year 

To Bank A/C 5,00,000 2nd 
year 

By Interest A/C 
By Rent Obligation A/C 

1,81,111 
3,18,889 

  5,00,000 
======= 

  5,00,00 
====== 

3rd year To Bank A/C 5,00,000 3rd year By Interest A/C 
By Rent Obligation A/C 

1,33,277 
3,66,723 

  5,00,000   5,00,000 
======

= 

4th year To Bank A/C 6,00,000 
======= 

4th year By Interest A/C 
By Rent Obligation A/C 

78,207 
5,21,793 

  6,00,000   6,00,000 
======

= 

 

LEASE LIABILITY / RENT OBLIGATION A/C 

Date Particulars Rs. Date Particulars Rs. 

31-
12 
31-

To Lease Rental 
A/C 
To Bal. C/d 

2,77,295 
 

12,07405 

1-1 By Leased Asset A/c 14,84,700 
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12 

  14,84,70
0 

=======
= 

  14,84,700 
======== 

31-
12 
31-
12 

To Lease Rental 
A/C 
To Bal. C/d 

3,18,889 
8,88,516 

1-1 To Bal b/d 12,07,405 

  12,07,40
5 

  12,07,405 
======== 

31-
12 
31-
12 

To Lease Rental 
A/C 
To Bal. C/d 

3,66,723 
5,21,793 

1-1 To Bal b/d 8,88,576 

  8,88,516 
======= 

  8,88,516 

31-
12 

To Lease Rental 
A/C 

5,21,793 1-1 To Bal b/d 5,21,793 

  5,21,793 
======= 

  5,21,793 
======= 

 

Interest / Finance Charge A/c 

Date Particulars Rs. Date Particulars Rs. 

31-12 To Int. Payable 
A/c 

2,22,705 31-12 By P & L A/c 2,22,705 

31-12 To Int. Payable 
A/c 

1,81,111 31-12 By P & L A/c 1,81,111 

31-12 To Int. Payable 
A/c 

1,33,277 31-12 By P & L A/c 1,33,277 

31-12 To Int. Payable 
A/c 

78,207 31-12 By P & L A/c 78,207 

Depreciation A/c 

Date Particulars Rs. Date Particulars Rs. 
31-12 Provision for Dep. A/c 3,71,175 31-12 By P & L A/c 3,71,175 

31-12 Provision for Dep. A/c 3,71,175 31-12 By P & L A/c 3,71,175 

31-12 Provision for Dep. A/c 3,71,175 31-12 By P & L A/c 3,71,175 

31-12 Provision for Dep. A/c 3,71,175 31-12 By P & L A/c 3,71,175 

 

Note – Dep =  1484700   

      4 years  = Rs. 3,71,175/- 
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Extract of Balance Sheet 

Assets 1st year 
Rs. 

2nd year Rs. 3rd year Rs. 4th year Rs. 

Leased Assets 
Less Dep. 

14,84,700 
3,71,175 

14,84700 
7,42,350 

14,84,700 
11,13,525 

14,84,700 
14,84,700 

 11,13,525 7,42,350 3,71,175 - 

Liabilities 
Lease Liability / 
Rent Obligation A/C 

 
12,07,405 

 
8,88,516 

 
5,21,793 

 
Nil 

 

In the Books of Lessor 

Lessor should recognize asset given under lease at net investment in lease. 

Net Investment = Gross investment – Unearned Finance Income. 

Gross Investment = MLP + GRV + URV 

Unearned Finance Income = Gross Investment – Pv of gross investment 

1) Gross Investment = 5,00,000 x 4yrs. + 1,00,000 + 2,00,000 

= 20,00,000 + 1,00,000 + 2,00,000 

= 23,00,000 

2) Pv of Gross 

Investment 

= Pv of 5,00,000 for 4yrs@ 15% + Rs. 3,00,000 @ 

15% at the end of 4yrs. 

= Rs. 5,00,000 x 2.855 + Rs. 3,00,000 x 0.572 

= Rs. 14,27,500 + Rs. 1,71,600 

= R. 15,99,100 

3) UnearnedFinance 

Income 

= Rs. 23,00,000 – Rs. 15,99,100 

= Rs. 7,00,900 

 

Apportionment of MLP into Finance Income and Capital Recovery 

Year MLP 
(A) 

Int.@ 15% 
(B) 

Principal 
(C) 

Outstanding 
(D) 

0 - - - 15,99,100 

1 5,00,000 2,39,865 2,60,135 13,38,965 

2 5,00,000 2,00,845 2,99,155 10,39,810 

3 5,00,000 1,55,972 3,44,028 6,95,782 

4 8,00,000 1,04,218 6,95,782 - 
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(Including 
URV) & URV) 

TOTAL 23,00,000 7,00,900 15,99,100  

  (D X 15%) (A-B) (Preceding-c) 

 

Note : 1) For the last year, the interest has been adjusted for the appromisations 

made in the earlier year 

 

In the Books of ‘Y’ Ltd. (Leassor) 

Lease Rent A/C 

Date Particulars Rs. Date Particulars Rs. 

31-12 
31-12 

To Interest A/c 
To Rent Receivable 
A/C 

2,39,865 
2,60,135 

31-12 By Bank A/C 5,00,000 

  5,00,000 
======

= 

  5,00,000 
======

= 

31-12 
31-12 

To Interest A/c 
To Rent Receivable 
A/C 

2,00,845 
2,99,155 

31-12 By Bank A/C 5,00,000 

  5,00,000 
======

= 

  5,00,000 
======

= 

31-12 
31-12 

To Interest A/c 
To Rent Receivable 
A/C 

1,55,972 
3,44,028 

31-12 By Bank A/C 5,00,000 

  5,00,000   5,00,000 

31-12 
31-12 

To Interest A/c 
To Rent Receivable 
A/C 

1,04,218 
6,95,782 

31-12 By Bank A/C 
(Including 
Expected 
Residual 
value) 
(5,00,000 + 
3,00,000 

8,00,000 

  8,00,000 
======

= 

  8,00,000 
======

= 
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Lease / Rent Receivable A/C 

Date Particulars Rs. Date Particulars Rs. 

1-1 To Asset A/C 15,99,100 31-31 
31-12 

By Bank A/C 
By Bal C/d 

2,60,135 
13,38,965 

  15,99,100 
======== 

  15,99,100 
======= 

1-1 To Bal b/d 13,38,965 31-12 
31-12 

By Bank A/C 
By Bal C/d 

2,99,155 
10,39,810 

  13,38,965 
======== 

  13,38,965 
======== 

1-1 To Bal b/d 10,39,810 
 

31-12 
31-12 

By Bank A/C 
By Bal C/d 

3,44,028 
6,95,782 

  10,39,810 
=======\ 

  10,39,810 
======== 

1-1 To Bal b/d 6,95,782 31-12 By Bank A/C 6,95,782 

  6,95,782 
======= 

  6,95,782 
======= 

 

Note : The Lease / Rent Receivable A/C shown in the books of lessor will not tally 

with the Lease liability /Rent obligation A/C shown in the books of lessee, because 

of the unguaranteed Residual value from the point of lessor and lease. The lessor 

includes the Unguaranteed Residual value in the MLP, which not include by Lessee. 

 

Illustration – 3 

A Ltd. Leased a machinery to B Ltd. on the following terms : 

 (Rs. In Lakhs) 
Fair value of the machinery 20.00 
Lease term 5 years 
Lease Rental per annum (at the end of 
year) 

5.00 

Guaranteed Residual Value 1.00 
Expected Residual Value 2.00 
Internal Rate of Return 15% 

 

Discounted rates for 1st to 5th year are 0.8696, 0.7561, 0.6575, 0.5718 and 0.4972 

respectively. Depreciation is Provided on straight line method @ 10% p.a. 

 Ascertain Unearned Finance Income and Necessary entries may be passed in 

the books of the lessee in the first year. 
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Solution : 

 As per As 19 on Leases : 

 
1) Unearned Finance 

Income 
= Gross Investment – PV of Gross Investment 

a) Gross Investment = MLP + GRV + URV 
= (Rs. 5,00,000 X 5 years + Rs. 1,00,000 + 
Rs. 1,00,000 
= s. 2,500,000 + 2,00,000 
= Rs. 27,00,000 

 

B) Present value of Gross Investment 

 

Year MLP Discounted 
factor @ 15% 

Present Value 

1 5,00,000 0.8696 4,34,800 

2 5,00,000 0.7561 3,78,050 

3 5,00,000 0.6575 3,28,750 

4 5,00,000 0.5718 2,85,900 

5 5,00,000 0.4972 2,48,600 

 1,00,000 
(GRV) 

0.4972 49,720 

 26,00,000 A) 17,25,820 

 1,00,000 
(URV) 

0.4972 49,720 

 27,00,000 B) 17,75,540 

 

A = Present value of MLP for lessee 

B = Present value of MLP for lessor 

 

Unearned Finance 

Income 

= Rs. 27,00,000 – Rs. 17,75,540 

 = Rs. 9,24,460 

 

2) Present value of MLP (for lessee) Rs. 17,25,820 is less than Fair value Rs. 

20,00,000, So the lessed asset should be recognized at Rs. 17,25,820 in the books 

of Lessee (B Ltd.) 
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Apportionment of MLP (at the end of the year) 

Year Payment 
(A) 

Interest @ 
15% 
(B) 

Principal 
(C) 

Out standing 
(D) 

0 - - - 17,25,820 

1 5,00,000 2,58,873 2,41,127 14,84,693 

2 5,00,000 2,22,704 2,77,296 12,07,397 

3 5,00,000 1,81,110 3,18,890 8,88,507 

4 5,00,000 1,33,276 3,66,724 5,21,783 

5 6,00,000 
(Including GRV) 

78,217 5,21,783 - 

TOTA
L 

26,00,000 8,74,180 17,25,820  

  (D X 15%) (A-B) (Preceding-c) 

 

In the Books of B Ltd. (Lessee) 

Journal Entries 

Date Particular Dr. Rs Cr. Rs. 

1-1 Machinery A/C -------------- Dr 
To Rent Obligation A/C 

17,25,820  
17,25,820 

31-12 Interest / Finance charge ------------- Dr. 
To Interest payable A/C 

2,58,873  
2,58,873 

31-12 Depreciation A/C ------------- Dr. 
To Provision for Dep. A/C 

1,72,582  
1,72,582 

31-12 Rent obligation A/C ------------- Dr. 
Interest payable A/C ------------- Dr. 
To Bank A/C 

2,41,127 
2,58,873 

 
 

5,00,000 

31-12 P & L A/C ------------- Dr. 
To Interest A/C 
To Depreciation A/C 

4,31,455  
2,58,873 
1,72,582 

 

Illustration – 4 

P Ltd. acquired equipment on lease from Q Ltd. on 1-1-2002.the relevant 

information is as under -  

Fair value of Equipment Rs. 10,00,000 
Lease Term 3 years 
Lease Rent ( at the end of the year) Rs.400,000 
Guaranteed Residual Value  Rs.50,000 
Expected Residual value Rs.80,000 
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Open the Rent Receivable Alc in the books of lessor Q Ltd. Apportion 

unearned Finance Income & principal amount.  

Solution : 

 As per As 19 on Leases : 

 

1) Gross Investment = MLP + GRV + URV 
= 400000x3yrs+50,000+30000 
=Rs.1280,000 

2) Unearned Finance 
Income 

= Gross Investment – PV of Gross Investment 
=1280,000-10,00,000 
=Rs.280,000 

 (If interest rate implicit on lease is used as discounting 

 rate ,- faire value = Pv of MLP+PVof GRV+PV of URV 
 Hence faire value = PV of Gross Investment ) 

3) Net Investment  = Gross Investment – unearned Finance 
Income 
= 12,80,000 – 2,80,000 
= Rs. 10,00,000 

   

4) Implicit Rate of Return F = 10,00,000      = 10,00,000  = 2.34 
 F=  1280000/3yrs        426667 

 

On going through the annuity table given as Appendix 2 in the row for 3 years. 

The implicit rate of interest come to 14% (approx). on this basis, the unearned 

Finance Income of Rs.280,000 can be apportioned. 

 

Apportionment of Finance Income and Principal amount 

Year Payment 
 

Int. @ 14% 
(Finance 
Income) 

Principal Old standing 

0 - - - 10,00,000 

1 4,00,000 1,40,000 2,60,000 7,40,000 

2 4,00,000 1,03,600 2,96,400 4,43,600 

3 4,00,000 36,400 3,63,600 80,000 
 12,00,000 2,80,000 10,00,000  
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In the Books of Lessor ___ Ltd. 

Lease Rent A/C 

Date Particulars 
 

Rs. Date Particulars Rs. 

31-12 
31-12 

To Rent Receivable A/C 
To Int. Receivable A/C 

2,00,000 
1,40,000 

31-12 
31-12 

By Bank 4,00,000 

  4,00,000 
======= 

  4,00,000 
======= 

1-1 To Rent Receivable A/C 
To Int. Receivable A/C 

2,96,400 
1,03,600 

31-12 By Bank 4,00,000 

  4,00,000 
======= 

  4,00,000 
======= 

1-1 To Rent Receivable A/C 
To Int. Receivable A/C 

3,63,600 
36,400 

31-12 By Bank 4,00,000 

  4,00,000 
======= 

  4,00,000 
======= 

 

Rent Receivable A/C 

Date Particulars 
 

Rs. Date Particulars Rs. 

1-1 To Asset A/C 10,00,000 31-12 
31-12 

By Bank A/C 
By Bal. C/d 

2,60,000 
7,40,000 

  10,00,000 
======== 

  10,00,000 
======== 

1-1 To Asset A/C 7,40,000 31-12 
31-12 

By Bank A/C 
By Bal. C/d 

2,96,400 
4,43,600 

  7,40,000 
======= 

  7,40,000 
======= 

1-1 To Asset A/C 4,43,600 31-12 
31-12 

By Bank 
By Bank 

3,63,600 
80,000 

  4,43,600 
======= 

  4,43,600 
======= 

10) ACCOUNTING FOR OPERATING LEASE 

a) In the books of lessee. 

In case of operating lease, the lessee gets or uses the assets for a limited 

period or limited purpose. The rental paid to the lessor is in the nature of 

revenue expanse for the period lease payments should be recognized as an 

expense in the profit & loss A/c. on a straight-line basis over the lease term. 

The rental paid to the lessor during the period is charged against the income 

of the period. Operating lease does not effect the balance sheet of the 

lessee. 
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b) In the book of lesser. 

• Record lease out asset as the fixed asset in the balance sheet. 

• Charge depreciation as per AS 6 

• Recognise lease income in P& L account using straight-line method. 

• Other costs or operating lease should recognized as expenses in the 

year in which they are incurred. 

• Initial direct cost of the lease may be expensed immediately or 

deferred. 

• If the lessor of the operating lease is the manufacturer or dealer of 

the asset ,then the selling profit (which arises in case of normal sale) 

is not recognized because the operating lease is not a sale. 

Illustration : 1 

X Ltd. Leased a machine to Y Ltd. The lease provides an annual rent of Rs. 

60,000  at the beginning of the year commencing from 1st April, 2008 for a period of 

4 years. 

The cost of machine is Rs. 4,00,000 and has an economic life of 10 years. 

Charge depreciation at 20% on WDV basis. 

Give Journal entries in the books of the X Ltd. And Y Ltd. Under operating 

lease. 

 

 

Solution : 

 

In the Books of X Ltd. (Lessor) 

Journal Entries 

Date Particulars Dr. Rs. Cr. Rs. 

1-4-2008 Cash A/C ------------ Dr 
To Unearned Rent A/C 

60,000  
60,000 

31-3-2009 Unearned Rent A/C ---------- Dr 
To Lease Rent A/C 

60,000  
60,000 

31-3-2009 Depreciation A/C ------------ Dr 80,000  
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(20% of 4,00,000) 
To provision for Dep. A/C 

 
80,000 

31-3-2009 P & L A/C ------------ Dr 
To Depreciation A/C 

80,000  
80,000 

1-4-2009 Cash A/C ----------- Dr 
To Unearned Rent A/C 

60,000  
60,000 

31-3-2010 Unearned Rent A/C ------------ Dr 
To Lease Rent A/C 

60,000  
60,000 

31-3-2010 Depreciation A/C -------------- Dr 
(20% of 3,20,000) 
To Provision for Dep. A/C 

64,000  
 

64,000 

31-3-2010 P & L A/C --------------- Dr 
To Depreciation A/C 

64,000  
64,000 

1-4-2010 Cash A/C -------------- Dr 
To Unearned Rent A/C 

60,000  
60,000 

31-3-2011 Unearned Rent A/C ---------- Dr 
To Lease Rent A/C 

60,000  
60,000 

31-3-2011 Depreciation A/C ---------- Dr 
(20% of 2,56,000) 
To Provision for Dep. A/C 

51,200  
 

51,200 

31-3-2011 P & L A/C ---------- Dr 
To Depreciation A/C 

51,200  
51,200 

1-4-2011 Cash A/C ---------- Dr 
To Unearned Rent A/C 

60,000  
60,000 

31-3-2012 Unearned Rent A/C ---------- Dr 
To Lease Rent A/C 

60,000  
60,000 

31-3-2012 Depreciation A/C ---------- Dr 
(20% of 2,04,800) 
To Provision for Dep. A/C 

40,960  
 

4,960 

31-3-2012 P & L A/C ------------ Dr 
To Depreciation A/C  

40,960  
40,960 

 

In the Books of Y Ltd. (Lessee) 

Journal Entries 

Date Particulars Dr. Rs. Cr. Rs. 

1-4-2008 Prepaid Rent A/C ----------- Dr 
To cash 

60,000  
60,000 

31-3-2009 Lease Rent A/C ------------ Dr 
To Prepaid Rent A/C 

60,000  
60,000 

31-3-2009 P & L A/C -------------- Dr 
To Lease Rent A/C 

60,000  
60,000 

1-4-2009 Prepaid Rent A/C ----------- Dr. 
To Cash 

60,000  
60,000 
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31-3-2010 Lease Rent A/C ------------- Dr 
To prepaid Rent A/C 

60,000  
60,000 

31-3-2010 P & L A/C -------------- Dr 
To Lease Rent A/C 

60,000  
60,000 

1-4-2010 Prepaid Rent A/C ----------- Dr. 
To Cash A/C 

60,000  
60,000 

31-3-2011 Lease Rent A/C ------------ Dr 
To Prepaid Rent A/C 

60,000  
60,000 

31-3-2011 P & L A/C -------------- Dr 
To Lease Rent A/C 

60,000  
60,000 

1-4-2011 Prepaid Rent A/C ----------- Dr. 
To Cash A/C 

60,000  
60,000 

31-3-2012 Lease Rent A/C ------------- Dr 
To prepaid Rent A/C 

60,000  
60,000 

31-3-2012 P & L A/C -------------- Dr 
To Lease Rent A/C 

60,000  
60,000 

 

Illustration : 2 

X Ltd. Leased Zerox machine to Y Ltd. For 5 years. The lease rent p.a. (at the 

end) of each year) is Rs. 10,000 First 6 months are rent free period. The cast of 

machine is Rs. 1,20,000 and useful life is 15 years. 

Pass Journal entries in the books of both parties under operating lease. 

Solution : 

In case of uneven lease payment, total rent payable should be divided evenly 

over each lease period 

 

Rent Payments 

Year Rs. 

1st 5,000 (for 6 month) 

2nd 10,000 

3rd 10,000 

4th 10,000 

5th 10,000 

 45,000/ 5 years = Rs. 9,000 p.a. 

 

Rent should be recognized Rs. 9,000 p.a. 
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In the Books of ‘X’ Ltd. (Lessor) 

Journal Entries 

Date Particulars Dr. Rs. Cr. Rs. 

1st year 
 

1) Cash A/C ---------- Dr 
Rent Receivable A/C --------- Dr 
To Lease Rent A/C 

5,000 
4,000 

 
 

9,000 

 2) Depreciation A/C --------- Dr 
To Provision for Dep. A/C 

8,000  
8,000 

 3) Lease Rent A/C ------------ Dr 
To P & L  A/C 

4,000  
4,000 

 4) P & L A/C ------------ Dr 
Depreciation A/C --------- Dr 

8,000  
8,000 

2nd year 
 

1) Cash A/C ---------- Dr 
To Lease Rent A/C 
To Rent Receivable A/C 

10,000 
 

 
9,000 
1,000 

 2) Depreciation A/C --------- Dr 
To Provision for Dep. A/C 

8,000  
8,000 

 3) Lease Rent A/C --------- Dr 
P & L A/C  

1,000  
1,000 

 4) P & L A/C ------------ Dr 
To Depreciation A/C 

8,000  
8,000 

3rd year 
 

1) Cash A/C ---------- Dr 
To Lease Rent A/C 
To Rent Receivable A/C 

10,000 
 

 
9,000 
1,000 

 2) Depreciation A/C --------- Dr 
To Provision for Dep. A/C 

8,000  
8,000 

 3) Lease Rent A/C --------- Dr 
P & L A/C  

1,000  
1,000 

 4) P & L A/C ------------ Dr 
To Depreciation A/C 

8,000  
8,000 

4th year 
 

1) Cash A/C ---------- Dr 
To Lease Rent A/C 
To Rent Receivable A/C 

10,000 
 

 
9,000 
1,000 

 5) Depreciation A/C --------- Dr 
To Provision for Dep. A/C 

8,000  
8,000 

 6) Lease Rent A/C --------- Dr 
P & L A/C  

1,000  
1,000 

 7) P & L A/C ------------ Dr 
To Depreciation A/C 

8,000  
8,000 

5th year 
 

1) Cash A/C ---------- Dr 
To Lease Rent A/C 
To Rent Receivable A/C 

10,000 
 

 
9,000 
1,000 

 2) Depreciation A/C --------- Dr 
To Provision for Dep. A/C 

8,000  
8,000 
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 3) Lease Rent A/C --------- Dr 
P & L A/C  

1,000  
1,000 

 4) P & L A/C ------------ Dr 
To Depreciation A/C 

8,000  
8,000 

 

Note: = Dep = 120,000    =  Rs. 8000 p.a. 

                       15 Years 

In the Books of ‘Y’ Ltd. (Lessee) 

Journal Entries 

Date Particulars Dr. Rs. Cr. Rs. 

1st year 
 

1) Lease Rent A/C ---------- Dr 
To Cash A/C 
To Rent payable A/C 

9,000  
5,000 
4,000 

 2) P & L A/C ----------- Dr 
To Lease Rent A/C 

9,000  
9,000 

2nd year 
 

1) Lease Rent A/C ---------- Dr 
Rent payable A/C 
To Cash A/C  

9,000 
1,000 

 
 

10,000 

 2) P & L A/C ----------- Dr 
To Lease Rent A/C 

9,000  
9,000 

3rd year 
 

1) Lease Rent A/C ---------- Dr 
Rent payable A/C 
To Cash A/C  

9,000 
1,000 

 
 

10,000 

 2) P & L A/C ----------- Dr 
To Lease Rent A/C 

9,000  
9,000 

4TH year 
 

1) Lease Rent A/C ---------- Dr 
Rent payable A/C 
To Cash A/C  

9,000 
1,000 

 
 

10,000 

 2) P & L A/C ----------- Dr 
To Lease Rent A/C 

9,000  
9,000 

5TH year 
 

1) Lease Rent A/C ---------- Dr 
Rent payable A/C 
To Cash A/C  

9,000 
1,000 

 
 

10,000 

 2) P & L A/C ----------- Dr 
To Lease Rent A/C 

9,000  
9,000 

 

Illustration : 3 

A Ltd. Leased  a machine to B Ltd. The information is as under. 

1) Cost of Machine Rs. 3,00,000 

2) Life of Machine 5 years 

3) Estimated output from machine from 1st year to 10,000 units, 20,000units, 
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5th year 50,000 units, 40,000 units 
& 30,000 units 
respectively 

4) Lease Term 3 years 

5) Annual Lease payment  Rs. 25,000, Rs. 45,000 & 
Rs. 50,000 respectively 

6) Charge depreciation in proportion of out put   

Give Journal entries in the books of Lessor and Lessee 

 

In the Books of A Ltd. (Lessor) 

Journal Entries 

Date Particulars Dr. Rs. Cr. Rs. 

1st year 
 

1) Cash A/C ---------- Dr 
To Lease Rent A/C 
To Rent Receivable A/C 

25,000  
15,000 
10,000 

 2) Depreciation A/C ---------- Dr 
To provision for Dep. A/C 

20,000  
20,000 

 3) Lease Rent A/C --------- Dr 
To P & L A/C 

10,000  
10,000 

 4) P & L A/C ------------- Dr 
To Depreciation A/C 

20,000  
20,000 

2nd year 
 

1) Cash A/C ---------- Dr 
To Lease Rent A/C 
To Rent Receivable A/C 

45,000  
30,000 
15,000 

 2) Depreciation A/C ---------- Dr 
To provision for Dep. A/C 

40,000  
40,000 

 3) Lease Rent A/C --------- Dr 
To P & L A/C 

15,000  
15,000 

 4) P & L A/C ------------- Dr 
To Depreciation A/C 

40,000  
40,000 

3rd year 
 

1) Cash A/C ---------- Dr 
Rent Receivable A/C --------- Dr 
To Lease Rent A/C 

50,000 
25,000 

 
 

75,000 

 2) Depreciation A/C ---------- Dr 
To provision for Dep. A/C 

1,00,000  
1,00,000 

 3) P & L A/C ---------- Dr 
To Lease Rent A/C 

25,000  
25,000 

 4) P & L A/C ------------- Dr 
To Depreciation A/C 

1,00,000  
1,00,000 
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In the Books of ‘B’ Ltd. (Lessee) 

Journal Entries 

Date Particulars Dr. Rs. Cr. Rs. 

1st year 
 

1) Lease Rent A/C ---------- Dr 
Lease Rent Payable A/C -------- Dr 
To Cash A/C 

15,000 
10,000 

 
 

25,000 

 2) P & L A/C ----------- Dr 
To Lease Rent A/C 

15,000  
15,000 

2nd year 
 

1) Lease Rent A/C ---------- Dr 
Lease Rent Payable A/C -------- Dr 
To Cash A/C 

30,000 
15,000 

 
 

45,000 

 2) P & L A/C ----------- Dr 
To Lease Rent A/C 

30,000  
30,000 

3rd year 
 

1) Lease Rent A/C ---------- Dr 
To Cash A/C 
Lease Rent Payable A/C -------- Dr 

75,00  
50,000 
25,000 

 2) P & L A/C ----------- Dr 
To Lease Rent A/C 

75,000  
75,000 

 

Note : 

1) Total lease payment Rs. 1,20,000 should be recognized in proportion of out-put 

(i.e. 1:2:5) as Rs. 15,000 in 1st year, Rs. 30,000 in 2nd year and Rs. 75,000 in 3rd 

year 

2) The depreciable amount Rs. 3,00,000 (Cost of machine) should be allocated 

over useful life 6 years in proportion of out put (i.e. 1:2:5:4:3) as Rs. 20,000, Rs, 

40,000, Rs. 1,00,000, Rs. 80,000 and Rs. 60,000 respectively. 

 

2.12 Key Terms :  

Lease : Lease is an agreement whereby the lessor conveys the Lessee in 

return for a payment or series of payments the right to use an asset for an agreed 

period of time. 

Finance Lease : A finance lease is a lease in which all the benefits and risks 

of ownership of an asset are transferred substantially to the lessee, the holder of the 

title may still be the lessor. 

Operating Lease : Operating lease which does not transfer substantially all 

the risks and benefits incidental to ownership of an asset. 
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2.13  Self Assessment Questions 

Theory Questions : 

A) Answer the following questions. 

1) What are the essential features of the lease? 

2) Explain different type of lease. 

3) What are the advantages of leasing? 

4) State the limitations of leasing. 

5) Explain the difference between finance lease & operating lease. 

B) Write short note on :  

1) Lease contract 

2) Finance lease 

3) Operating lease 

4) Minimum lease payment  

5) As-19 

C) Select the proper alternative : 

1) Accounting standard -----is relates to lease transaction- 

a) 14               b) 19                 c) 29 

2) Under finance lease ---- of ownership is not transferred to lessee. 

a) Title            b) Benefits        c) Risk 

b) Lessor is the ----- of leased asset. 

a) Owner b) Seller         c) User 

c) Financial lease is ------- contractual agreement. 

a) Cancellable     b) non-cancellable   c) both a & b 

Ans : 1 – b      2 – a    3  - a     4  -      5  -  b 

D) Fill in the blanks:  

1) Lease is ------- between lessor and lessee. 

2) Lessee is the ------ of the asset under lease. 

3) Lessor is the ------- of the asset leased. 

4) In ------ type of lease the lesser bears the risk of obsolescence . 

5) The lessee agrees to pay----- to the lessor. 
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Ans.- 1) contract     2) user        3) owner      4) operating     5) rent 

 

E) State true or false: 

1) The lease is a contractual agreement between the lesser & lessee. 

2) Lessee is the owner of the asset leased. 

3) The lessor,  who use the asset & receives the rental payments. 

4) The lease decision is a investment decision for the lease. 

5) The lease decision is an investment decision for the lesser. 

Ans. 1) True      2) False   3) False   4) True    5) True  

Practical Problems : 

1) Parekh Ltd. Leased a machine to HP Ltd on the following terms. 

Fair value Rs.48,00,000 
Lease term 5 years 
Lease rent p.a.(at the end of 
year) 

Rs.800,000 

Guaranteed residual value Rs.160,000 
Expected residual value Rs.3,00,000 
Implicit interest rate  15% 

 

Depreciate machinery @ 10%. Discounted rats for 1st year to 5th year are 

0.8696,0.7561,0.5718,& 0.4972 respectively you are required to open ledger 

accounts in the books of  lessee & lessor. 

2) Following information is available in respect of a lease agreement: 

1) Lease term 4 years 
2) Annual lease rent (at the end of year) Rs. 150,000 
3) Guaranteed residual value Rs. 30,000 
4) Estimated  residual value for lesser Rs.18,000 
5) Implicit interest rate interest 16% 
6) Depreciation is provided @ 20% on straight line method. 

Journalize the above transaction in the books of lessee. 
 

 

3) A Ltd leased an equipment to B Ltd. Fair value of equipment was Rs. 

8,00,000. The lease was for four years. Lease rent to be paid in advance at the 
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beginning of each year from 1st April 2005 as Rs. 3,00,000 , Rs. 2,50,000, 

Rs.1,50,000 & Rs.1,00,000. The implicit interest rate was 18%. The residual value at 

the end of lease period was Rs.2,00,000 & the lessee had the option to buy the 

equipment at this value. Depreciation is provided at 20% on straight line  method. 

Insurance & maintenance expenses per years estimated at Rs.20,000. 

       Pass journal entries in the book of both the partied under financial lease. 

 

4) Following information is available in respect of a lease agreement between ‘X’ 

a lessor & ‘Y’ a lessee. 

1) Lease period 5 years 
2) Annual lease rent including Property tax (at binging of 

year) 
Rs.25,981.62 

3) Property tax p.a. Rs.2,000 
4) Implicit rate of interest 10% 
5) Present value of MLP Rs.1,00,000 
6) Life of asset 5 years 
7) Depreciation provided at 20% on WDV.  

 
                                               

Journalize the above transaction in the book of lease. 
 

Lease Accounting 

Journal Entries 

 Date In the book of 

lessee 

Date In the books of lesser 

1) Payment of 
Rent at the 
end of the 
year 

31-12 Lease Rent A/C ----- Dr 
To Cash 

31-12 Cash A/C ---------- Dr 
To Lease Rent---A/C 

Or     

1) Payment 
of Rent at 
the 
beginning of 
the year 

1-1 
 
 

Prepaid Rent A/C---- Dr 
To cash 

1-1 Cash A/C ------- Dr 
To Unearned Rent A/C 

 31-12 Lease Rent A/C ---- Dr 
To prepaid Rent A/C 

31-12 Unearned Rent A/C--- Dr 
To lease Rent --- A/C 

2) On  - 31-12 Depreciation A/C ---- Dr 
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charging 
Depreciation 

To Provision for Dep. A/C 

3) On 
Payment of 
Ins.; Taxes 
etc. 

 -  Insurance A/C ------ Dr 
Taxes A/C ------- Dr 

    To cash 

 

2.14  Further Readings : 

1. Maheshwari S. N., Maheshwari S. K., Advanced Accountancy, Volume – II, Vikas 

Publishing House Pvt. Ltd., New Delhi. 

2. Mukherjee A., Hanif M., Modern Accountancy, Volume –II, Tata Mac Graw-Hill Publishing 

Co. Ltd. New Delhi. 

3. Rawat D.D., Students Guide To Accounting Standards, Taxman Allied Services (P) Ltd., 

New Delhi. 

4. R. S. N. Pillai, Bagavathi, S. Uma, Fundamentals of Advanced Accounting, Volume – II, S. 

Chand & Co. Ltd., New Delhi. 

5. R. L. Gupta, M. Radhaswamy, Advanced Accountancy, Volume – II, Sultan Chand & 

Sons, New Delhi. 

6. Shukla M. C., Grewal T. S., Gupta S. C., Advanced Accounts, S. Chand & Co., New Delhi. 
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Unit 3 

Accounts for Insurance Companies 

Objectives : 

• Insurance – some important basic terminologies and Journal Entries. 

• Types of Insurance 

• Provision of Insurance Act 1938, IRDA Act, 1999. 

• IRDA Regulations, 2002. 

• Books maintained by Insurance Companies 

• Forms of Revenue Account, Profit and Loss Account and Balance Sheet of 

Life Insurance and General Insurance Business. 

• Solved Problems on Life Insurance and General (Fire, Marine, Miscellaneous) 

Insurance Business. 

• Exercise – Problems for practice. 

Structure of Unit : 

3.0 Learning Objectives 

3.1 Introduction 

3.2 Some Important basis terminologies 

3.3 Types of Insurance 

3.4 Unexpired Risks Reserve 

3.5 A) Journal Entries for Insurance Business (General Insurance) 

 B) Journal Entries (Life Insurance) 

3.6 Provisions of Insurance Act 1938, 1999 & 2002. 

3.7 Forms / Financial Statements for Life Insurance 

3.8 Forms / Financial Statements for General Insurance 

3.9 Problems & Solutions 

3.10 Exercise  
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3.1 Introduction : 

An Insurance is a contract between two parties i.e. ‘the insured’ and the ‘insurer’. 

‘Insurer’ undertakes to indemnity specified losses which are suffered by the other 

party called ‘Insured’. The insured has to pay for a special consideration called 

‘Premium’. 

 The term ‘Insurance Contract’ is known as ‘Insurance Policy’. The period of 

the policy is paid either on the death or on (expiry) maturity of the period of the 

policy, the event whichever is earlier. Insurance Contract is divided into two main 

parts viz. Life Insurance and General Insurance. Life Insurance covers the risk 

against the life of an insured while other than life insurance business is termed as 

General Insurance. It includes Fire insurance, Marine insurance, Accident 

insurance, etc. 

3.2  Some important basic terminologies : 

 The following are some of the basic terminologies which helps in insurance 

business. 

1. Insurance Policy : It is a document of contract between the Insurer and 

Insured. It covers the details about policy amount, maturity date, premium and 

the amount paid at the time of occurring an event. 

2. Premium : This is payment made by the insured to the Insurer in respect of 

the contract of insurance. It is paid at shorter intervals such as monthly, 

quarterly, half yearly or annually. 

3. Claims : A Claim is made when a policy fall due for payment. In case of Life 

Insurance, the claim arises on death or on maturity of policy. 

In case of General Insurance, the claim arises only when the loss occurs. 

While calculating the claim due (outstanding) at the end, the claim intimated as 

well as the claim intimated and accepted both are to be taken into consideration. 

The adjustment entry is made as – 

Claims A/c  … Dr. 

 To Claims intimated & accepted but not paid A/c. 

 To Claims intimated but not accepted & paid A/c. 

In the next year, at the beginning a reverse entry is passed, so that the 

payment of the claim intimated in the last / previous year will not have any effect on 

claim A/c in the next year. However, if the company rejects any claim, the amount of 

such claim should transferred to the Insurance Fund A/c and not to the claim A/c. 

Claim = Claim intimated + Survey Fees + Medical Expenses – Claims 

received on insurance. 
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4. Surrender Value : ‘Surrender Value’ is applicable to only ‘Life Insurance 

Policies’ and it is benefited only after two annual premiums have been paid. 

Surrender value is that amount which the Insurer agrees to pay to the insured 

when he desires to realize the amount of policy before the maturity of the 

policy date. Such amount is calculated by a fixed formula. 

5. Commission : Generally Insurance company appoints agents and collects 

premium through them. Commission is paid to the agents on generated 

amount of premium by them. Commission paid to agent is on expenses and 

shown to Debit Side of ‘Revenue A/c’. 

6. Bonus (Life Insurance only) : Bonus is applicable only to Life Insurance. 

Bonus is the share of profit which a insured (policyholder) receives from the 

Insurer (Life insurance Company). A Life Insurance policy may be ‘with profit’ 

or ‘without profit’. 

A holder with ‘with profit’ get addition / the amount of bonus with policy, while a 

holder with ‘without profit’ only receives the policy amount on maturity. 

a) Reversionary Bonus : It is paid on maturity of the policy. Such amount is 

included in claims. 

b) Bonus in Reduction of Premium : Sometimes the premiums are due from 

insured. Therefore, instead of giving the bonus in the form of Cash to the 

Insured (policyholder). It is adjusted against the premiums due from him. In 

this case the journal entry is passed – 

Bonus A/c … Dr 

 To Premium A/c 

7. Reinsurance : If the insurer (Insurance co.) is unable to bear the whole risk of 

a policy, it will reinsurance a part of risk with some other insurer. In this case 

the insurer is said to have ceded a part of its business to other insurer. It 

means the risk of the insurance is being underwritten by another insurance 

company. 

Reinsurance business is an agreement between the ceding company and the 

Reinsurer. It involves to Cede (give) and to accept. Therefore the other company 

accepts the risk against the share of premium. 

At the time of claim, it is divided into two companies (insurers) in the agreed 

proportion of the risk. 

The ‘Ceding Company’ is an insurance company which shifts part or all of the 

risk to the another insurance company. 

The ceding company shares the premium that has received to cover the risk 

with other insurer called ‘Reinsurer’. 



-------------------------------------------------297------------------------------------------------ 

In such as case, in return Reinsurance company pays commission to the 

ceding company for giving a business. 

8. Commission on Re-insurance accepted and ceded : Commission on 

Reinsurance accepted is needed to be paid and as such it is added in 

commission which paid and debited to Revenue A/c. Commission on 

Reinsurance ceded is received and it is credited to Revenue A/c. 

9. Paid up Policy (only to Life insurance) : If any policyholder cannot continue 

to pay premiums on his life policy. The policyholder can discontinue the 

payment and convert the policy into a ‘Paid-up Policy’. 

The insured amount gets reduced by way of the following formula – (other 

conditions will remain unchanged). 

Paid up Value = 

No. of premium paid 
X Sum 

Assured Total No. of premium 

payable 

10. Annuity : Annuity is a contract which provides earnings for a specific period of 

time or for a number of years or for a whole life. The person who benefited the 

payment is called an ‘annuitant’. This payments are usually given monthly, 

quarterly, half yearly or yearly (annually). 

11. Catastrophic loss :  This loss occurs due to severe consequences e.g. 

bankruptcy of an insurer, any company, family etc. This type of losses are 

unbearable. 

12. Bonus in reduction of Premium : Generally in case of general insurance 

most of the policies are taken for one year and after the maturity it is renewed 

with the same company or may be fresh policy by other company. It is the 

practice of insurance company that the company grants a reduction in 

premium at the prescribed rate if the insured or the policyholder doesnot claim 

about policy. 

This rate of reduction gets increased every year usually for three years is the 

policyholder fails to make any claim year after year. 

In such as case the Journal Entry is passed – 

Bonus in reduction of premium A/c.  … Dr 

  To Premium A/c 

For example : The General Insurance Company of India allows the following rates of 

reduction for a Motorbike; which is bonus in reduction in premium : 

 1st Year  - 15% 

 2nd Year  - 25% 

 3rd Year  - 30% 
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The net premium received is Rs. 25,200/- 

 In this case bonus in reduction in premium is Rs. 2800/- 

This transaction is classified into two parts – 

i) First Premium 

ii) The total premium (without any reduction) 

It is assumed that the premium received and then reduction granted 

separately. 

As a result, the total premium (without reduction) is treated as Revenue 

(Income) and bonus as an expenses. 

The Revenue A/c will show Rs. 28,000/- (25200 + 2800/-) income on credit side 

and Rs. 2800/- as an expenses on Debit side. 

 

3.3 Types of Insurance : 

 Insurance is mainly classified into two broad types viz. Life Insurance and 

General Insurance. 

 Types of Insurance  

    

     

Life Insurance  General Insurance 

 

a) Life Insurance Policy : 

It involves the risk related to the life of an insured. In case of the maturity of 

the policy, the holder can get the benefit of the policy amount while the nominee will 

get benefit in case of death of an insured. The policy amount is only paid on the 

happening of an event first. i.e. maturity or death. This is also known as ‘Assurance’. 

Life insurance is further classified into three types : Whole Life Assurance, Term 

assurance and Annuity. 

i) Whole Life Assurance : The policy amount is paid only on the death of 

insured. 

ii) Term Insurance : The policy amount is paid in ‘lumpsum’ on maturity of term 

e.g. 15 years to 20 years. 

iii) Annuity : Instead of full payment of policy, it is paid in installments e.g. 

monthly; on maturity of the policy. 

b) General Insurance : 

In simple words, General Insurance is other than life insurance policy. 
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As per section 2 (6B) it includes fire, marine or miscellaneous insurance 

business. There are various sub types under these insurance business. 

 

3.4 a) Unexpired Risks Reserve : 

Every year Insurance companies close their books of accounts on 31st March 

but the risks under varied policies expire on the that date is not closed. As a result 

unexpired liability may occur during the remaining term of the policy, therefore a 

provision for unexpired risks is made. As per the Insurance Act, the provision for 

unexpired risks at 50% for fire, marine cargo & miscellaneous business except 

marine Hull at 100%. 

According to the section 44 of Rule 5 of the first schedule (6E), the insurance 

companies are allowed a deduction of 50% of net premium income in case of Fire 

&Miscellaneous and 100% of the net premium income relating to the Marine 

Insurance business. The reserves are created under the Income Tax Act. 

b) Additional Reserve for Unexpired Risk : 

1. This type of reserve for unexpired risk is only provided if the management may 

feel. It is debited to the Revenue A/c. 

2. In case of normal reserve for unexpired risk, the balance will be shown in the 

balance sheet while it will be transferred to the credit side of Revenue A/c in 

the next years. 

 

3.5  A) Journal Entries for Re-insurance Business : (General Insurance) 

 The following are the main journal entries passed – 

(I) If A Insurance Co.cedes  reinsurance business to B. 

1. Re-insurance Premium (on reinsurance ceded) A/c …Dr. 

To B Insurance Co. 

2. B Insurance Co A/c.  …Dr. 

To Commission (on reinsurance ceded) 

[Commission due on reinsurance business ceded to B Insurance Co.] 

3. Claims Receivable from B Co. for part of Insurance business ceded 

B Insurance Co. A/c …Dr. 

 To Claims (on reinsurance ceded) 

(II) ‘C’ Insurance Co. cedes reinsurance business to ‘A’ 

1. Premium on business ceded by C Insurance Co. 

C Insurance Co. A/c.  …Dr. 

To Re-insurance premium (on reinsurance accepted) 

2. Commission due on reinsurance business ceded to C Co. 
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Commission (on reinsurance ceded)  …Dr. 

To C Insurance Co. 

3. Claims on reinsurance business accepted from ‘C’ Co. 

Claims (on reinsurance accepted) A/c.  …Dr. 

To C Insurance Co. 

Journal Entries (Life Insurance) : 

1. For Premiums outstanding at the end of the year. 

Outstanding Premium A/c  …Dr. 

 To Premium A/c. 

2. For Premium received in advance 

Premium A/c.    …Dr. 

 To Premium received in Advance 

3. For Bonus in Reduction of Premium 

Bonus in Reduction of Premium A/c. …Dr. 

 To Premium A/c. 

4. For outstanding claim at the end of the year 

Claims A/c.    …Dr. 

 To Claims outstanding 

5. Outstanding Claims written off 

Claims outstanding A/c.   …Dr. 

 To Claims A/c. 

6. Expenses relating to claims 

Claims A/c.   …Dr. 

 To Management Expenses 

 To Survey Expenses 

7. For Claims covered under reinsurance 

Reinsurance Co. A/c.  …Dr. 

 To Claims A/c 

8. For claims in respect of Reinsurance Ceded 

Reinsurance Ceded Co. A/c. …Dr. 

 To Claims 

3.6 (i) Provisions of the Insurance Act, 1938 : 

 The General Insurance Business is governed in India by the Insurance Act. 

1938; which is related to British Insurance Act. On May, 1971 the government 

nationalized the General Insurance business by an ordinance and passed the 

General Insurance (Nationalisation) Act, 1972. There were 63 domestic and 44 
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foreign insurance companies operating in India. General Insurance Companies is a 

holding company and having subsidiaries in all four zones of country i.e. the Oriental 

Fire and General Insurance Company Ltd., The New India Assurance Co. Ltd., the 

National Insurance Company Ltd. (Oriental Insurance Co.)  and the United India 

Insurance Company. 

 The following are some of the relevant provisions which have been amended 

by IRDA Act, 1999. 

i) Forms for Final Accounts [Sec. II (I)] 

ii) Audit 

iii) Register of Policies (Sec. 14) 

iv) Register of Claims 

v) Approved investments (Sec. 27B) 

vi) Payment of Commission to authorized agents (Sec. 40) 

vii) Limit on expenditure [Sec. 40A (3)] 

 

(ii) Insurance Regulatory and Development Authority Act, 1999 : 

 The IRDA Act, 1999 it provides the protection regulates, promotes and 

develops the insurance business in respect to amend the Insurance Act, 1938, the 

Life Insurance Corporation Act, 1956 and the General Insurance Business Act, 1972 

for closing the monopoly of LIC and GIC with its subsidiaries. On 29th December 

1999 this Act was published in Gazette of India. 

Amendments for the Insurance Act, 1938 by IRDA Act 1999 : 

 The following are the important amendments made to the Insurance Act, 1938 : 

i) Mandatory to prepare balance sheet, profit and loss act, receipt and payment 

A/c, Revenue A/c. 

ii) Insurer must keep separate accounts relating to funds of shareholders and 

policyholders. 

iii) Restriction for directly or indirectly investment outside India 

iv) The Insurance Co, can make investment in infrastructure and social sectors on 

direction of the Regulatory Authority by protecting interests of policyholders. In 

this amendment 10% to 15% commission raised on fire and marine policies 

respectively. 

v) The Insurance Company should maintain solvency margin. 
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vi) In case of life insurance business the insurer has to submit a prescribed 

return, certificate to the authority while in case of GIC to show the report about 

Solvency margin 

vii) GIC has to create a ‘Catastrophe Reserve’ to fulfill the future liabilities against 

the insurance policies. 

 

a) Books Maintained by Insurance Companies : 

Under The Insurance Act, 1938 the insurance companies or functional 

divisions, branches have to maintain following books of accouts : 

1. Statutory Books 2. Cash Receipt Book 

3. Daily Cash Balance Book 4. Bank Transfer Journal 

5. Registers – Solvage, Remittance 

Received, Claim Recovery, 

Stationery, Trunk Call, Policy Stamp 

6. Cash Disbursement book 

7. Claims Disbursement book  8. Journal & Ledgers 

9. Asset Register 10. Co-insurers Register 

11. DishonouredCheque 12. Premium Register 

13. Shortage Register 14. Other Register (as per the 

requirements) 

b) Investments : 

 By the provisions of Sec. 27B of the Insurance Act, 1938 there are 

various types of investments. As per the guidelines presently the following are the 

types under IRDA (5th Amendment) Regulations, 2013 : 

c) Insurance Regulatory and Development Authority (IRDA) Regulations, 2002 : 

IRDA, after consultation with the Insurance Advisory Committee, in exercise 

of the powers conferred by Sec. 114 A of the Insurance Act 1938 (4 of 1938) 

published the Insurance Regulatory and Development Authority (Preparation of 

financial Statements and Auditors report of Insurance Companies) Regulations 2000 

in the official gazettee on 14th August, 2000. 

The guidelines are revised and new guidelines are set for vide notification 

dated 30th March, 2002. 

As per IRDA guidelines, the insurance business shall comply with the 

requirements given in schedule ‘A’ for Life Insurance Business and Schedule ‘B’ for 
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General Insurance Business. The report of the auditors shall be in conformity with 

the requirements of schedule ‘C’. 

Structure of Schedule A and B : 

The following are the structure of schedules A & B given under IRDA Act, 

Regulations. 

Schedule A : For Life Insurance Business : 

Part I : Accounting Principles for preparation of financial statement. 

Part II : Disclosures forming part of financial statements 

Part III : General Instructions for preparation of financial statements. 

Part IV : Contents of Management Report 

Part V : Preparation of Financial Statements 

Form A – RA : Revenue Account (Policyholders A/c.) 

Form A – PL : Profit and Loss A/c 

Form A - BS : Balance Sheet and 15 Schedules forming part of financial 

statements. 

Schedule B : For General Insurance Business : 

Part I : Accounting Principles for preparation of financial statements. 

Part II : Disclosures forming part of financial statements 

Part III : General Instructions for preparation of financial statements. 

Part IV : Contents of Management Report 

Part V : Preparation of Financial Statements 

Form B – RA : Revenue Account (Policyholders A/c.) 

Form B – PL : Profit and Loss A/c 

Form B - BS : Balance Sheet and 15 Schedules forming part of financial 

statements. 

 The following are some of the contents of the IRDA Regulations, 2002. 

1. Preparation of financial statements, management report and auditors 

report : 

a) An insurer carrying on Life Insurance Business, after the commencement of 

these regulations, shall comply with the requirements of Schedule A. 



-------------------------------------------------304------------------------------------------------ 

b) An insurer carrying on General insurance business, after the commencement 

of these regulations, shall comply with the requirements of Schedule B. 

Provided that this sub regulations shall apply, mutatis mutatis mutandis, to 

reinsurers until separate regulations are made for them. 

c) The report of the auditors on the financial statements of every insurer and 

reinsurer shall be in conformity with the requirements of Schedule ‘C’ or as 

near thereto as the circumstances permit. 

 

Schedule C : (See Regulation 3) : Auditors Report : 

The auditors shall express their opinion about whether the balance sheet, 

Revenue Act, Profit and Loss A/c, Receipt and Payment A/c, true and fair for the 

financial year. The auditor should comply other provisions as stated in IRDA 2002, 

regulations. 

(Refer Annexure I for details about Insurance Companies Regulation, 2002) 

 

3.7 Forms / Financial Statements for Life Insurance : 

FORM A-RA 

 

 

Name of the Insurer : 

 

Registration No. And Date of Registration with the IRDA 

 

 

 

REVENUE ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 20___. 

 

 Policyholders’ Account  (Technical Account) 

 

Particulars Schedule Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000). 

Premiums earned – net    

(a) Premium  

(b) Reinsurance ceded 

(c) Reinsurance accepted- 

1   
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Income from Investments    

(a) Interest, Dividends & Rent – Gross 

(b) Profit on sale/redemption of investments 

(c) (Loss on sale/ redemption of investments) 

(d)    Transfer/Gain on revaluation/change in fair 

value* 

   

    

Other Income (to be specified)    

TOTAL (A)    

Commission  2   

Operating Expenses related to Insurance Business 3   

Provision for doubtful debts    

Bad debts written off    

Provision for Tax    

Provisions (other than taxation)    

(a) For diminution in the value of investments (Net) 

(b) Others (to be specified) 

   

TOTAL (B)    

Benefits Paid (Net) 4   

Interim Bonuses Paid    

Change in valuation of liability in respect of life 

policies 

(a) Gross** 

(b) Amount ceded in Reinsurance 

(c) Amount accepted in Reinsurance  

   

TOTAL (C)    

SURPLUS/ (DEFICIT)  (D) =(A)-(B)-(C)    

    

APPROPRIATIONS    

Transfer to Shareholders’ Account    

Transfer to Other Reserves (to be specified)    

Balance being Funds for Future Appropriations    

TOTAL (D)    

 

Notes: 

* Represents the deemed realised gain as per norms specified by the Authority. 

**       Represents  Mathematical Reserves after allocation of bonus 
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The total surplus shall be disclosed separately with the following details: 

(a) Interim Bonuses Paid: 

(b) Allocation of  Bonus to policyholders: 

(c) Surplus shown in the Revenue Account: 

(d) Total Surplus: [(a)+(b)+(c)]. 

 

See Notes appended at the end of Form A-PL 

 

 

FORM A-PL 

 

 

Name of the Insurer : 

 

 

Registration No. And Date of Registration with the IRDA 

 

 

PROFIT & LOSS ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 20___. 

 

Shareholders’ Account (Non-technical Account) 

 

Particulars Schedule Current 

Year 

Previous 

Year 

  (Rs.’000). (Rs.’000). 

Amounts transferred from/to the Policyholders 

Account (Technical Account) 

   

    

Income From Investments    

(a) Interest, Dividends & Rent – Gross 

(b) Profit on sale/redemption of investments 

(c)  (Loss on sale/ redemption of investments) 

   

Other Income (To be specified)    

TOTAL (A)    

    

Expense other than those directly related to the    
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insurance business 

    

Bad debts written off    

    

Provisions (Other than taxation)    

(a)    For diminution in the value of investments (Net) 

(b)    Provision for doubtful debts 

(c)    Others (to be specified) 

   

TOTAL (B)    

    

Profit/ (Loss) before tax       

Provision for Taxation     

Profit / (Loss) after tax    

    

APPROPRIATIONS    

(a) Balance at the beginning of the year. 

(b) Interim dividends paid during the year 

(c) Proposed final dividend 

(d) Dividend distribution on tax 

(e) Transfer to reserves/ other accounts (to be 

specified) 

   

Profit carried ------------to the Balance Sheet    

 

Notes to Form A-RA and A-PL. 

I.Premium income received from business concluded in and outside India shall be 

separately disclosed. 

II.Reinsurance premiums whether on business ceded or accepted are to be 

brought into account gross (i.e. before deducting commissions) under the 

head reinsurance premiums. 

III.Claims incurred shall comprise claims paid, specific claims settlement costs 

wherever applicable and change in the outstanding provision for claims at 

the year-end,. 

IV.Items of expenses and income in excess of one percent of the total premiums 

(less reinsurance) or Rs.5,00,000 whichever is higher, shall be shown as a 

separate line item. 
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V.Fees and expenses connected with claims shall be included in claims. 

VI.Under the sub-head "Others” shall be included items like foreign exchange gains 

or losses and other items. 

VII.Interest, dividends and rentals receivable in connection with an investment 

should be stated as gross amount, the amount of income tax deducted at 

source being included under 'advance taxes paid and taxes deducted at 

source”. 

VIII.Income from rent shall include only the realised rent. It shall not include any 

notional rent. 

FORM A-BS 

Name of the Insurer:   

   

Registration No.and Date of  Registration with the IRDA 

BALANCE SHEET AS AT  31ST MARCH, 20____. 

 Schedule Current 

Year 

Previous 

Year 

  (Rs.’000). (Rs.’000). 

SOURCES OF FUNDS    

SHAREHOLDERS’ FUNDS:    

SHARE CAPITAL     5   

RESERVES AND SURPLUS 6   

CREDIT/[DEBIT] FAIR VALUE CHANGE 

ACCOUNT 

   

Sub-Total    

BORROWINGS 7   

POLICYHOLDERS’ FUNDS:    

CREDIT/[DEBIT] FAIR VALUE CHANGE 

ACCOUNT 

   

POLICY LIABILITIES    

INSURANCE RESERVES    

PROVISION FOR LINKED LIABILITIES    

Sub-Total    
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FUNDS FOR FUTURE APPROPRIATIONS    

TOTAL    

APPLICATION OF FUNDS    

INVESTMENTS    

Shareholders’   8   

Policyholders’   8A   

    

ASSETS HELD TO COVER LINKED LIABILITIES 8B   

    

LOANS 9   

    

FIXED ASSETS  10   

    

CURRENT ASSETS    

Cash and Bank Balances 11   

Advances and Other Assets 12   

Sub-Total (A)    

    

CURRENT LIABILITIES 13   

PROVISIONS 14   

Sub-Total (B)    

    

NET CURRENT ASSETS (C) = (A – B)    

    

MISCELLANEOUS EXPENDITURE (to the extent 

not written off or adjusted) 

15   

    

DEBIT BALANCE IN PROFIT & LOSS ACCOUNT 

(Shareholders’ Account) 

   

TOTAL    
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CONTINGENT LIABILITIES 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Partly paid-up investments   

2. Claims, other than against policies, not 

acknowledged as debts by the company 

  

3. Underwriting commitments outstanding (in 

respect of shares and securities) 

  

4. Guarantees given by or on behalf of the 

Company 

  

5. Statutory demands/ liabilities in dispute, 

not provided for 

  

6. Reinsurance obligations to the extent not 

provided for in accounts 

  

7. Others (to be specified)   

 TOTAL   

 

SCHEDULES 

SCHEDULE – 1 : 

PREMIUM  

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1 First year premiums   

2 Renewal Premiums   

3 Single Premiums   

 TOTAL PREMIUM   

 

SCHEDULE- 2 : 

COMMISSION EXPENSES 

 

Particulars Current Year Previous Year 

 (Rs.’000) (Rs.’000) 

Commission paid   

Direct – First year premiums   
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 -  Renewal premiums 

 -  Single premiums 

 

Add: Commission on Re-insurance Accepted 

Less: Commission on Re-insurance Ceded 

Net Commission   

 

Note: The profit/ commission, if any, are to be combined with the Re-insurance 

accepted or Re-insurance ceded figures. 

 

SCHEDULE – 3 : 

OPERATING EXPENSES RELATED TO INSURANCE BUSINESS 

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Employees’ remuneration & welfare 

benefits 

  

2 Travel, conveyance and vehicle running 

expenses 

  

3 Training expenses       

4 Rents, rates & taxes   

5 Repairs   

6 Printing & stationery   

7 Communication expenses   

8 Legal & professional charges   

9 Medical fees   

10 Auditors' fees, expenses etc   

 a) as auditor 

b) as adviser or in any other capacity, in 

respect of 

(i) Taxation matters 

(ii) Insurance matters 

(iii) Management services; and 

c) in any other capacity 

  

11 Advertisement and publicity   

12 Interest & Bank Charges   

13 Others (to be specified)   
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14 Depreciation   

 TOTAL   

 

Note : Items of expenses and income in excess of one percent of the total premiums 

(less reinsurance) or Rs.5,00,000 whichever is higher, shall be shown as a separate 

line item. 

 

SCHEDULE – 4 : 

BENEFITS PAID [NET] 

 

Particulars Current Year Previous Year 

 (Rs.’000). (Rs.’000). 

1. Insurance Claims 

(a) Claims by Death, 

(b) Claims by Maturity,  

(c) Annuities/Pension payment, 

(d) Other benefits, specify 

  

2.  (Amount ceded in reinsurance): 

(a) Claims by Death, 

(b) Claims by Maturity,  

(c) Annuities/Pension payment, 

(d) Other benefits, specify 

  

3.  Amount accepted in reinsurance: 

(a) Claims by Death, 

(b) Claims by Maturity,  

(c) Annuities/Pension payment, 

(d) Other benefits, specify 

  

TOTAL   

 

Notes : (a) Claims include specific claims settlement costs, wherever applicable. 

  (b) Legal and other fees and expenses shall also form part of the claims 

cost, wherever applicable. 
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SCHEDULE – 5 : 

SHARE CAPITAL 

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Authorised Capital   

 Equity Shares of Rs..... each   

2. Issued Capital   

 Equity Shares of Rs. .....each   

3. Subscribed Capital   

 Equity Shares of Rs.......each   

4. Called-up Capital   

 Equity Shares of Rs. .....each   

 Less : Calls unpaid   

 Add : Shares forfeited (Amount 

originally paid up) 

  

 Less : Par value of Equity Shares 

bought back 

  

 Less : Preliminary Expenses 

           Expenses including 

commission or brokerage on           

Underwriting or subscription of shares          

  

 TOTAL   

 

Notes: 

(a) Particulars of the different classes of capital should be separately stated. 

(b) The amount capitalised on account of issue of bonus shares should be 

disclosed. 

(c) In case any part of the capital is held by a holding company, the same should 

be separately disclosed. 
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SCHEDULE – 5A 

PATTERN OF SHAREHOLDING  

[As certified by the Management] 

 

Shareholder Current Year Previous Year 

 Number of 

Shares 

% of 

Holding 

Number 

of Shares 

% of 

Holding 

Promoters  

• Indian 

• Foreign 

    

Others     

TOTAL     

 

 

SCHEDULE – 6 

 

RESERVES AND SURPLUS 

 

 Particulars Current Year Previous Year 

  (Rs.’000) (Rs.’000) 

1. Capital Reserve   

2. Capital Redemption Reserve   

3 Share Premium   

4. Revaluation Reserve    

5. General Reserves 

Less: Debit balance in Profit and Loss 

Account, if any 

Less: Amount utilized for Buy-back 

  

6. Catastrophe Reserve   

7. Other Reserves (to be specified)   

8. Balance of profit in Profit and Loss 

Account 

  

 TOTAL   

 

Note: Additions to and deductions from the reserves shall be disclosed under each 

of the specified heads. 
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SCHEDULE - 7 

 

BORROWINGS 

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Debentures/ Bonds   

2. Banks   

3. Financial Institutions   

4. Others (to be specified)   

 TOTAL   

 

Notes: 

(a) The extent to which the borrowings are secured shall be separately 

disclosed stating the nature of the security under each sub-head. 

(b) Amounts due within 12 months from the date of Balance Sheet should 

be shown separately 

 

 

SCHEDULE- 8 

INVESTMENTS-SHAREHOLDERS 

 

 Particulars Current Year Previous Year 

  (Rs.’000) (Rs.’000) 

 LONG TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. Other Investments   

 (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 
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(f) Subsidiaries 

Investment Properties-Real Estate 

4. Investments in Infrastructure and Social 

Sector 

  

5. Other than Approved Investments   

 SHORT TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. Other Investments   

 (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

Investment Properties-Real Estate 

  

4. Investments in Infrastructure and Social 

Sector 

  

5. Other than Approved Investments   

 TOTAL   

 

Note: See Notes appended at the end of Schedule- 8B 
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SCHEDULE- 8A 

 

INVESTMENTS-POLICYHOLDERS 

 

 Particulars Current Year Previous Year 

  (Rs.’000) (Rs.’000) 

 LONG TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

(g)  Investment Properties-Real Estate 

  

4. Investments in Infrastructure and Social 

Sector 

  

5. Other than Approved Investments   

 SHORT TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. (a) Shares 

(aa) Equity 

(bb) Preference 

(b)          Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

(g)   Investment Properties-Real Estate 

  

4.  Investments in Infrastructure and Social 

Sector 
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5. Other than Approved Investments   

 TOTAL   

 

Note: See Notes appended at the end of Schedule- 8B 

 

 

SCHEDULE- 8B 

 

ASSETS HELD TO COVER LINKED LIABILITIES  

 

 Particulars Current Year Previous Year 

  (Rs.’000) (Rs.’000) 

 LONG TERM INVESTMENTS   

1. Government securities and 

Government guaranteed bonds 

including Treasury Bills 

  

2. Other Approved Securities   

3. (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be 

specified) 

(f) Subsidiaries 

(g) Investment Properties-Real 

Estate 

  

4. Investments in Infrastructure and Social 

Sector 

  

5. Other than Approved Investments   

 SHORT TERM INVESTMENTS   

1. Government securities and 

Government guaranteed bonds 

including Treasury Bills 

  

2. Other Approved Securities   

3. (a) Shares   
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(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c ) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

(g) Investment Properties-Real Estate 

4.  Investments in Infrastructure and Social 

Sector 

  

5. Other than Approved Investments   

 TOTAL   

Notes (applicable to Schedules 8 and 8A & 8B):  

(a) Investments in subsidiary/holding companies, joint ventures and associates 

shall be separately disclosed, at cost. 

(i)   Holding company and subsidiary shall be construed as defined in the 

Companies Act, 1956: 

(ii) Joint Venture is a contractual arrangement whereby two or more parties 

undertake an economic activity, which is subject to joint control. 

(iii) Joint control - is the contractually agreed sharing of power to govern the 

financial and operating policies of an economic activity to obtain benefits 

from it. 

(iv) Associate - is an enterprise in which the company has significant 

influence and which is neither a subsidiary nor a joint venture of the 

company. 

(v) Significant influence (for the purpose of this schedule) -means 

participation in the financial and operating policy decisions of a 

company, but not control of those policies.  Significant influence may be 

exercised in several ways, for example, by representation on the board 

of directors, participation in the policymaking process, material inter-

company transactions, interchange of managerial personnel or 

dependence on technical information.  Significant influence may be 

gained by share ownership, statute or agreement.  As regards share 

ownership, if an investor holds, directly or indirectly through subsidiaries, 

20 percent or more of the voting power of the investee, it is presumed 
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that the investor does have significant influence, unless it can be clearly 

demonstrated that this is not the case.  Conversely, if the investor holds, 

directly or indirectly through subsidiaries, less than 20 percent of the 

voting power of the investee, it is presumed that the investor does not 

have significant influence, unless such influence is clearly demonstrated.  

A substantial or majority ownership by another investor does not 

necessarily preclude an investor from having significant influence. 

(b) Aggregate amount of company's investments other than listed equity 

securities and derivative instruments and also the market value thereof shall 

be disclosed.  

(c)  Investment made out of Catastrophe reserve should be shown separately.  

(d)  Debt securities will be considered as “held to maturity” securities and will be 

measured at historical costs subject to amortisation 

(e) Investment Property means a property [land or building or part of a building or 

both] held to earn rental income or for capital appreciation or for both, rather 

than for use in services or for administrative purposes. 

(f) Investments maturing within twelve months from balance sheet date and 

investments made with the specific intention to dispose of within twelve 

months from balance sheet date shall be classified as short-term investments 

 

SCHEDULE – 9 

 

LOANS 

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. SECURITY-WISE CLASSIFICATION   

 Secured   

 (a) On mortgage of property 

(aa) In India 

(bb) Outside India 

  

 (b)  On Shares, Bonds, Govt. Securities, etc.   

 (c)     Loans against policies   

 (d) Others (to be specified)   
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 Unsecured   

 TOTAL   

2. BORROWER-WISE CLASSIFICATION   

 (a) Central and State Governments   

 (b) Banks and Financial Institutions   

 (c) Subsidiaries   

 (d) Companies   

 (e) Loans against policies   

 (f) Others (to be specified)   

 TOTAL   

3. PERFORMANCE-WISE CLASSIFICATION   

 (a) Loans classified as standard 

(aa) In India 

(bb) Outside India 

(b) Non-standard loans less provisions 

(aa) In India 

(bb) Outside India 

  

 TOTAL   

4. MATURITY-WISE CLASSIFICATION   

 (a) Short Term   

 (b) Long Term   

 TOTAL   

 

Notes: 

(a) Short-term loans shall include those, which are repayable within 12 months 

from the date of  balance sheet.  Long term loans shall be the loans other 

than short-term loans. 

(b) Provisions against non-performing loans shall be shown separately. 

(c) The nature of the security in case of all long term secured loans shall be 

specified in each case.  Secured loans for the purposes of this schedule, 

means loans secured wholly or partly against an asset of the company. 

(d) Loans considered doubtful and the amount of provision created against such 

loans shall be disclosed. 
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SCHEDULE - 10 

FIXED ASSETS 

            (Rs.’000) 

Particulars Cost/ Gross Block Depreciation Net Block 

 Openi

ng 

Addit

ions 

Deduc

tions 

Closi

ng 

Up to 

Last 

Year 

For The 

Year 

On Sales/ 

Adjustments

To 

Date 

As at 

year 

end 

Previous 

Year 

Goodwill           

Intangibles 

(specify) 

          

Land-Freehold           

Leasehold Property           

Buildings           

Furniture & Fittings           

Information 

Technology 

Equipment 

          

Vehicles           

Office Equipment           

Others (Specify 

nature) 

          

TOTAL           

Work in progress           

Grand Total           

PREVIOUS YEAR           

 

Note: 

Assets included in land, property and buildingabove exclude Investment Properties 

as defined in note (e) to Schedule 8. 

 

SCHEDULE- 11 

 

CASH AND BANK BALANCES 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Cash (including cheques, drafts and 

stamps) 
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2. Bank Balances   

 (a) Deposit Accounts 

(aa) Short-term (due within 12 

months of the date of 

Balance Sheet) 

(bb) Others 

(b) Current Accounts 

(c) Others (to be specified) 

  

3. Money at Call and Short Notice   

 (a) With Banks 

(b) With other Institutions 

  

4. Others (to be specified)   

 TOTAL   

 Balances with non-scheduled banks 

included in 2 and 3 above 

  

    

 CASH & BANK BALANCES   

1 In India    

2 Outside India   

 TOTAL   

Note: 

Bank balance may include remittances in transit. If so, the nature and amount shall 

be separately stated. 

 

SCHEDULE – 12 

ADVANCES AND OTHER ASSETS 

 Particulars Current Year Previous Year 

  (Rs.’000) (Rs.’000) 

 ADVANCES   

1. Reserve deposits with ceding companies   

2. Application money for investments   

3. Prepayments   

4. Advances to Directors/Officers    

5. Advance tax paid and taxes deducted at 

source (Net of provision for taxation)  

  

6. Others (to be specified)   
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 TOTAL (A)   

 OTHER ASSETS   

1. Income accrued on investments   

2. Outstanding Premiums   

3. Agents’ Balances   

4. Foreign Agencies Balances   

5 Due from other entities carrying on 

insurance business (including reinsures) 

  

6. Due from subsidiaries/ holding company   

7. Deposit with Reserve Bank of India 

[Pursuant to section 7 of Insurance Act, 

1938] 

  

8. Others (to be specified)   

 TOTAL (B)   

 TOTAL (A+B)   

Notes: 

(a) The items under the above heads shall not be shown net of provisions 

for doubtful amounts. The amount of provision against each head should 

be shown separately. 

(b) The term ‘officer’ should conform to the definition of that term as given 

under the Companies Act, 1956. 

(c) Sundry debtors will be shown under item 8 (Others) 

 

 

SCHEDULE – 13 

 

CURRENT LIABILITIES 

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Agents’ Balances   

2. Balances due to other insurance 

companies 

  

3. Deposits held on re-insurance ceded   

4. Premiums received in advance   

5. Unallocated premium   

6. Sundry creditors   
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7. Due to subsidiaries/ holding company   

8. Claims Outstanding   

9. Annuities Due   

10. Due to Officers/ Directors   

11. Others (to be specified)   

 TOTAL   

    

 

SCHEDULE – 14 

 

PROVISIONS 

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. For taxation (less payments and taxes 

deducted at source) 

  

2. For proposed dividends   

3. For dividend distribution tax   

4. Others (to be specified)   

 TOTAL   

 

 

SCHEDULE – 15 

 

MISCELLANEOUS EXPENDITURE 

(To the extent not written off or adjusted) 

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Discount Allowed in issue of shares/ 

debentures 

  

2. Others (to be specified)   

 TOTAL   

 

Notes: 

(a) No item shall be included under the head “Miscellaneous Expenditure” 

and carried forward unless: 
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1. some benefit from the expenditure can reasonably be expected to 

be received in future, and 

2. the amount of such benefit is reasonably determinable. 

 

(b) The amount to be carried forward in respect of any item included under 

the head “Miscellaneous Expenditure” shall not exceed the  expected 

future revenue/other benefits related to the expenditure. 

 

3.8  Forms / Financial Statements for General Insurance : 

FORM B-RA 

 

Name of the Insurer:   

   

 

Registration No.and Date of  Registration with the IRDA 

 

 

REVENUE ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 20___. 

 

 Particulars Schedule Current 

Year 

Previous 

Year 

   (Rs.’000) (Rs.’000) 

1. Premiums earned (Net) 1   

     

2. Profit/ Loss on sale/redemption of  

Investments 

   

     

3. Others (to be specified)    

     

4. Interest, Dividend & Rent – Gross    

 TOTAL (A)    

     

1. Claims Incurred (Net) 2   

     

2. Commission  3   
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3. Operating Expenses related to 

Insurance Business 

4   

     

 TOTAL  (B)    

 Operating Profit/(Loss) from 

Fire/Marine/Miscellaneous Business 

C= (A - B) 

   

     

 APPROPRIATIONS    

     

 Transfer to Shareholders’ Account    

 Transfer to Catastrophe Reserve    

 Transfer to Other Reserves (to be 

specified) 

   

 TOTAL (C)    

Note: See Notes appended at the end of Form B-PL 

 

 

FORM B-PL 

 

 

Name of the Insurer:   

 

 

Registration No.and Date of  Registration with the IRDA 
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PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 20___. 

 

 Particulars Schedule Current 

Year 

Previous 

Year 

   (Rs.’000) (Rs.’000) 

1. OPERATING PROFIT/(LOSS)    

 (a) Fire Insurance 

(b) Marine Insurance 

(c) Miscellaneous Insurance 

   

     

2. INCOME FROM INVESTMENTS    

 (a) Interest, Dividend & Rent – Gross 

(b) Profit on sale of investments 

      Less: Loss on sale of investments 

   

     

3. OTHER INCOME (To be specified)    

 TOTAL (A)    

     

4. PROVISIONS (Other than taxation)    

 (a) For diminution in the value of 

investments 

(b) For doubtful debts 

(c) Others (to be specified) 

   

     

5. OTHER EXPENSES    

 (a) Expenses other than those related 

to Insurance Business  

(b) Bad debts written off 

(c) Others (To be specified) 

   

 TOTAL (B)    

 Profit Before Tax       

 Provision for Taxation     

     

 APPROPRIATIONS    

 (a) Interim dividends paid during the 

year 

(b) Proposed final dividend 
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(c) Dividend distribution tax 

(d) Transfer to any Reserves or Other 

Accounts (to be specified) 

     

 Balance of profit/ loss brought forward 

from last year 

   

     

 Balance carried forward to Balance 

Sheet 

   

     

 

Notes:  to Form B-RA and B- PL  

 

(a) Premium income received from business concluded in and outside India shall 

be separately disclosed.  

(b) Reinsurance premiums whether on business ceded or accepted are to be 

brought into account gross (i.e. before deducting commissions) under the 

head reinsurance premiums. 

(c) Claims incurred shall comprise claims paid, specific claims settlement costs 

wherever applicable and change in the outstanding provision for claims at the 

year-end,. 

(d) Items of expenses and income in excess of one percent of the total 

premiums (less reinsurance) or Rs.5,00,000 whichever is higher, shall be 

shown as a separate line item. 

(e) Fees and expenses connected with claims shall be included in claims. 

(f) Under the sub-head "Others” shall be included items like foreign exchange 

gains or losses and other  items. 

(g) Interest, dividends and rentals receivable in connection with an investment 

should be stated as gross amount, the amount of income tax deducted at 

source being included under 'advance taxes paid and taxes deducted at 

source”.. 

(h) Income from rent shall include only the realised rent. It shall not include any 

notional rent. 
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FORM B-BS 

 

Name of the Insurer:   

 

   

Registration No.and Date of  Registration with the IRDA 

 

 

BALANCE SHEET  AS AT 31ST MARCH, 20___. 

 

 Schedule Current 

Year 

Previou

s Year 

  (Rs.’000) (Rs.’000) 

SOURCES OF FUNDS    

    

SHARE CAPITAL     5   

    

RESERVES AND SURPLUS 6   

    

FAIR VALUE CHANGE ACCOUNT    

    

BORROWINGS 7   

    

TOTAL    

    

APPLICATION OF FUNDS    

    

INVESTMENTS 8   

    

LOANS 9   

    

FIXED ASSETS 10   

    

CURRENT ASSETS    

Cash and Bank Balances 11   

Advances and Other Assets 12   
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Sub-Total (A)    

    

CURRENT LIABILITIES 13   

    

PROVISIONS 14   

    

Sub-Total (B)    

    

NET CURRENT ASSETS (C) = (A - B)    

    

MISCELLANEOUS EXPENDITURE (to the 

extent not written off or adjusted) 

15   

    

DEBIT BALANCE IN PROFIT AND LOSS 

ACCOUNT  

   

    

TOTAL    

 

CONTINGENT LIABILITIES 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

1. Partly paid-up investments   

2. Claims, other than against policies, not 

acknowledged as debts by the company 

  

3. Underwriting commitments outstanding (in respect 

of shares and securities) 

  

4. Guarantees given by or on behalf of the Company   

5. Statutory demands/ liabilities in dispute, not 

provided for 

  

6. Reinsurance obligations to the extent not provided 

for in accounts 

  

7. Others (to be specified)   

 TOTAL   
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SCHEDULES FORMING PART OF FINANCIAL STATEMENTS 

 

SCHEDULE – 1 

PREMIUM EARNED [NET] 

 

Particulars Current Year Previous Year 

 (Rs.’000) (Rs.’000) 

Premium from direct business written 

Add: Premium on reinsurance accepted 

Less : Premium on reinsurance ceded 

 

Net Premium 

 

Adjustment for change in reserve for unexpired 

risks 

  

 

Total Premium Earned (Net)   

 

Note: Reinsurance premiums whether on business ceded or accepted are to be 

brought into account, before deducting commission, under the head of reinsurance 

premiums. 

 

SCHEDULE – 2 

CLAIMS INCURRED [NET] 

 

Particulars Current Year Previous Year 

 (Rs.’000) (Rs.’000) 

Claims paid   

Direct 

Add   :Re-insurance accepted 

Less :Re-insurance Ceded 

 

Net Claims paid 

   

Add Claims Outstanding at the end of the year   

Less Claims Outstanding at the beginning   

Total Claims Incurred   
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Notes: 

a) Incurred But Not Reported (IBNR), Incurred but not enough reported [IBNER] 

claims should be included in the amount for outstanding claims. 

b) Claims includes specific claims settlement cost but not expenses of 

management 

c) The surveyor fees, legal and other expenses shall also form part of claims cost. 

d) Claimscost should be adjusted for estimated salvage value if there is a sufficient 

certainty of its realisation. 

 

SCHEDULE- 3 

COMMISSION  

Particulars Current Year Previous Year 

 (Rs.’000) (Rs.’000) 

Commission paid   

Direct 

Add: Re-insurance Accepted 

Less: Commission on Re-insurance Ceded 

  

Net Commission   

 

Note: The profit/ commission, if any, are to be combined with the Re-insurance 

accepted or Re-insurance ceded figures. 

 

 

SCHEDULE – 4 

OPERATING EXPENSES RELATED TO INSURANCE BUSINESS 

 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

1. Employees’ remuneration & welfare benefits   

2. Travel, conveyance and vehicle running expenses   

3. Training expenses    

4. Rents, rates & taxes   

5. Repairs   

6. Printing & stationery   

7. Communication    

8. Legal & professional charges   
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9. Auditors' fees, expenses etc   

 (a) as auditor 

(b) as adviser or in any other capacity, in respect of 

(i) Taxation matters 

(ii) Insurance matters 

(iii) Management services; and 

(c) in any other capacity 

  

10. Advertisement and publicity   

11. Interest & Bank Charges   

12. Others (to be specified)   

13. Depreciation   

 TOTAL   

 

Note: Items of expenses and income in excess of one percent of the total premiums 

(less reinsurance) or Rs.5,00,000 whichever is higher, shall be shown as a separate 

line item. 

SCHEDULE – 5 

SHARE CAPITAL 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Authorised Capital   

 Equity Shares of Rs..... each   

2. Issued Capital   

 Equity Shares of Rs. .....each   

3. Subscribed Capital   

 Equity Shares of Rs.......each   

4. Called-up Capital   

 Equity Shares of Rs. .....each   

 Less : Calls unpaid   

 Add : Equity Shares forfeited (Amount 

originally paid up) 

Less : Par Value of Equity Shares bought back 

  

 Less : Preliminary Expenses  

            Expenses including commission or 

brokerage onUnderwriting or subscription of 

shares           

  

 TOTAL   



-------------------------------------------------335------------------------------------------------ 

 

Notes: 

(a) Particulars of the different classes of capital should be separately stated. 

(b) The amount capitalised on account of issue of bonus shares should be 

disclosed. 

(c) In case any part of the capital is held by a holding company, the same 

should be separately disclosed. 

 

SCHEDULE – 5A 

SHARE CAPITAL 

 

PATTERN OF SHAREHOLDING [As certified by the Management] 

Shareholder Current Year Previous Year 

 Number 

of Shares 

% of 

Holding 

Number of 

Shares 

% of Holding 

Promoters  

• Indian 

• Foreign 

    

Others     

TOTAL     

 

SCHEDULE – 6 

RESERVES AND SURPLUS 

 Particulars Current Year Previous Year 

  (Rs.’000) (Rs.’000) 

1. Capital Reserve   

2. Capital Redemption Reserve   

3 Share Premium   

4 General Reserves 

Less: Debit balance in Profit and Loss 

Account 

Less: Amount utilized for Buy-back 

  

5 Catastrophe Reserve   

6 Other Reserves (to be specified)   

7 Balance of Profit in Profit & Loss Account   

 TOTAL   
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Note: 

Additions to and deductions from the reserves should be disclosed under each of 

the specified heads. 

 

SCHEDULE - 7 

BORROWINGS 

 

 Particulars Current Year Previous Year 

  (Rs.’000). (Rs.’000). 

1. Debentures/ Bonds   

2. Banks   

3. Financial Institutions   

4. Others (to be specified)   

  

TOTAL 

  

 

Notes: 

a) The extent to which the borrowings are secured shall be separately 

disclosed stating the nature of the security under each sub-head. 

b) Amounts due within 12 months from the date of Balance Sheet should be 

shown separately 

 

Schedule –8 

Investments 

 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

 LONG TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. Other Investments   

 ( a) Shares 

(aa) Equity 

(bb) Preference 

( b)     Mutual Funds 
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(d) Derivative Instruments 

(e) Debentures/ Bonds 

(f) Other Securities (to be specified) 

(g) Subsidiaries 

(h) Investment Properties-Real Estate 

4. Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 SHORT TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. Other Investments   

 (a) Shares 

(aa) Equity 

(bb) Preference 

(b)         Mutual Funds 

(a) Derivative Instruments 

(b) Debentures/ Bonds 

(c) Other Securities (to be specified) 

(d) Subsidiaries 

(e) Investment Properties-Real Estate 

  

4. Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 TOTAL    

 

Notes:  

 

(a) Investments in subsidiary/holding companies, joint ventures and associates 

shall be separately disclosed, at cost. 

(i) Holding company and subsidiary shall be construed as defined in the 

Companies Act, 1956: 

(ii) Joint Venture is a contractual arrangement whereby two or more parties 

undertake an economic activity, which is subject to joint control. 

(ii)  Joint control - is the contractually agreed sharing of power to govern the 

financial and operating policies of an economic activity to obtain benefits 

from it. 



-------------------------------------------------338------------------------------------------------ 

(iii)  Associate - is an enterprise in which the company has significant 

influence and which is neither a subsidiary nor a joint venture of the 

company. 

(iv)  Significant influence (for the purpose of this schedule) - means 

participation in the financial and operating policy decisions of a 

company, but not control of those policies.  Significant influence may be 

exercised in several ways, for example, by representation on the board 

of directors, participation in the policymaking process, material inter-

company transactions, interchange of managerial personnel or 

dependence on technical information.  Significant influence may be 

gained by share ownership, statute or agreement.  As regards share 

ownership, if an investor holds, directly or indirectly through subsidiaries, 

20 percent or more of the voting power of the investee, it is presumed 

that the investor does have significant influence, unless it can be clearly 

demonstrated that this is not the case.  Conversely, if the investor holds, 

directly or indirectly through subsidiaries, less than 20 percent of the 

voting power of the investee, it is presumed that the investor does not 

have significant influence, unless such influence is clearly demonstrated.  

A substantial or majority ownership by another investor does not 

necessarily preclude an investor from having significant influence. 

(b) Aggregate amount of company's investments other than listed equity 

securities and derivative instruments and also the market value thereof shall 

be disclosed.  

(c) Investments made out of Catastrophe reserve should be shown separately.  

(d) Debt securities will be considered as “held to maturity” securities and will be 

measured at historical cost subject to amortisation. 

(e) Investment Property means a property [land or building or part of a building or 

both] held to earn rental income or for capital appreciation or for both, rather 

than for use in services or for administrative purposes. 

(f)  Investments maturing within twelve months from balance sheet date and 

investments made with the specific intention to dispose of within twelve 

months from balance sheet date shall be classified as short-term investments 
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SCHEDULE - 9 

LOANS 

 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

1. SECURITY-WISE CLASSIFICATION   

 Secured   

 (a) On mortgage of property 

(aa) In India 

(bb) Outside India 

  

 (b) On Shares, Bonds, Govt. Securities   

 (c) Others (to be specified)   

 Unsecured   

 TOTAL   

2. BORROWER-WISE CLASSIFICATION   

 (a) Central and State Governments   

 (b) Banks and Financial Institutions   

 (c) Subsidiaries   

 (d) Industrial Undertakings   

 (e) Others (to be specified)   

 TOTAL   

3. PERFORMANCE-WISE CLASSIFICATION   

 (a) Loans classified as standard 

(aa) In India 

(bb) Outside India 

(b) Non-performing loans less provisions 

(aa) In India 

(bb) Outside India 

  

 TOTAL   

4. MATURITY-WISE CLASSIFICATION   

 (a) Short Term   

 (b) Long Term   

 TOTAL   
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Notes: 

(a) Short-term loans shall include those, which are repayable within 12 months 

from the date of  balance sheet.  Long term loans shall be the loans other than 

short-term loans. 

(b) Provisions against non-performing loans shall be shown separately. 

(c) The nature of the security in case of all long term secured loans shall be 

specified in each case.  Secured loans forthe purposes of this schedule, 

means loans secured wholly or partly against an asset of the company. 

(d) Loans considered doubtful and the amount of provision created against such 

loans shall be disclosed. 

 

SCHEDULE – 10 

FIXED ASSETS 

              

   (Rs.’000) 

Particulars Cost/ Gross Block Depreciation Net Block 

 Op

eni

ng 

Ad

diti

ons 

Deducti

ons 

Closi

ng 

Upto 

Last 

Year 

For 

The 

Ye

ar 

On 

Sales/ 

Adjust

ments 

To 

Date 

As at 

year 

end 

Previo

us 

Year 

Goodwill           

Intangibles 

(specify) 

          

Land-

Freehold 

          

Leasehold 

Property 

          

Buildings           

Furniture & 

Fittings 

          

Information 

Technology 

Equipment 

          

Vehicles           

Office 

Equipment 
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Others 

(Specify 

nature) 

          

TOTAL           

Work in 

progress 

          

Grand 

Total 

          

PREVIOUS 

YEAR 

          

 

Note:  

Assets included in land, building and property above exclude Investment Properties 

as defined in note (e) to Schedule 8. 

 

 

SCHEDULE- 11 

CASH AND BANK BALANCES 

 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

1. Cash (including cheques, drafts and stamps)   

2. Bank Balances   

 (a) Deposit Accounts 

           (aa) Short-term (due within 12 months) 

           (bb) Others 

(b) Current Accounts 

(c) Others (to be specified) 

  

3. Money at Call and Short Notice   

 (a) With Banks 

(b) With other Institutions 

  

4. Others (to be specified)   

 TOTAL   

 Balances with non-scheduled banks included 

in 2 and 3 above 
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Note : Bank balance may include remittances in transit. If so, the nature and amount 

should be separately stated. 

 

 

SCHEDULE – 12 

 

ADVANCES AND OTHER ASSETS 

 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

 ADVANCES   

1. Reserve deposits with ceding companies   

2. Application money for investments   

3. Prepayments   

4. Advances to  Directors/Officers   

5. Advance tax paid and taxes deducted at 

source (Net of provision for taxation) 

  

6. Others (to be specified)   

 TOTAL (A)   

    

 OTHER ASSETS   

1. Income accrued on investments   

2. Outstanding Premiums   

3. Agents’ Balances   

4. Foreign Agencies Balances   

5. Due from other entities carrying on insurance 

business 

 (including reinsurers) 

  

6. Due from subsidiaries/ holding   

7. Deposit with Reserve Bank of India 

[Pursuant to section 7 of Insurance Act, 1938] 

  

8. Others (to be specified)   

 TOTAL (B)   

 TOTAL (A+B)   
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Notes: 

(a) The items under the above heads shall not be shown net of provisions 

for doubtful amounts. The amount of provision against each head should 

be shown separately. 

(b) The term ‘officer’ should conform to the definition of that term as  given 

under the Companies Act, 1956. 

(c) Sundry Debtors will be shown under item 9(others) 

 

SCHEDULE – 13 

 

CURRENT LIABILITIES 

 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

1. Agents’ Balances   

2. Balances due to other insurance companies   

3. Deposits held on re-insurance ceded   

4. Premiums received in advance   

5. Unallocated Premium   

6. Sundry creditors    

7. Due to subsidiaries/ holding company   

8. Claims Outstanding   

9. Due to Officers/ Directors   

10. Others (to be specified)   

 TOTAL   

    

 

SCHEDULE – 14 

 

PROVISIONS 

 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

1 Reserve for Unexpired Risk   

2 For taxation (less advance tax paid and taxes   
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deducted at source) 

3 For proposed dividends   

4 For dividend distribution tax   

5 Others (to be specified)   

 TOTAL   

    

 

SCHEDULE – 15 

 

MISCELLANEOUS EXPENDITURE 

(To the extent not written off or adjusted) 

 

 Particulars Current 

Year 

Previous 

Year 

  (Rs.’000) (Rs.’000) 

1. Discount Allowed in issue of shares/ debentures   

    

2. Others (to be specified)   

 TOTAL   

 

Notes: 

 

(a)  No item shall be included under the head “Miscellaneous Expenditure” and 

carried forward unless: 

1. some benefit from the expenditure can reasonably be expected to be 

received in future, and 

2. the amount of such benefit is reasonably determinable. 

 

(b)  The amount to be carried forward in respect of any item included under the 

head “Miscellaneous Expenditure” shall not exceed the expected  future 

revenue/other benefits related to the expenditure. 
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3.9 Problems & Solutions : 

Problem No. 1 : 

 From the following balance as at 31st March, 2012 in the books of Life 

Insurance Corporation Ltd., Prepare Profit & Loss A/c and Balance Sheet. 

(All figures in Rs.) 

Particular Amount Particular Amount 

Life Assurance Fund 

(01.04.2011) 

17,00,000 Interest & Rents Received 

(Gross) 

1,08,000 

Annuities Paid  

(In India 36,250) 

40,875 Travelling Expenses 975 

General Reserve 1,12,500 Other Expenses ofManagement 375 

Deposit with RBI Govt. 

Securities 

1,05,000 Rent Paid 1,800 

Indian Govt. Securities 5,45,000 Agents Balances (Dr. Bal.) 9,000 

Foreign Govt. Securities 37,500 Advances to Ceding Co.s 23,500 

Loan on Companies Policies 1,05,000 Due from Re-insurers 19,250 

Cash in hand 3,500 Due to Re-insurers 23,750 

Cash with Bankers on 

Deposit (Short Term) A/c 

10,000 Sundry Creditors 900 

Cash with Bankers on 

Current A/c 

20,250 Premium First Year 

                Renewal 

2,95,000 

60,000 

State Govt. Securities 3,62,500 Reinsurance accepted 25,000 

Furniture & Fixtures 19,500 Reinsurance ceded 35,000 

Outstanding Premiums 33,000 Interim Bonus to policy 

holders  

11,250 

Leasehold Buildings 31,650 Commission  

Direct First year 

Renewal 

 

20,250 

1,000 

Securities on which interest 

is guaranteed by the Govt. 

2,25,000 Reinsurance accepted 6,000 

Stocks of Shares of Companies 

incorporated in India 

7,25,000 Reinsurance ceded 2,000 

Share Capital (10000 

Shares Rs.100/- each) 

10,00,000 Claims : in India 

By Death (Rs.65,000) 

By maturity (Rs.70,000) 

 

10,000 

11,000 

Mortgages in India 7,16,250 Bank Loan 10,875 
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  Salaries 15,200 

  Auditors Fees 2,700 

  Law Charges 1,700 

Adjustments : 

i) 5% dividend is charges on share capital 

ii) Transfer the surplus amount if any to life fund for the year 31-03-2012. 

 

Solution : 

 

In the books of Life Insurance Corporation Ltd. 

Revenue Account for the year ended 31st March, 2012 

(Policy holders Account) 

 

Particulars Schedule 

No. 

Rs.000 Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

Premiums earned – Net     

a) Premium 

b) Reinsurance cede 

c) Reinsurance accepted 

1 3,55,000 

(35000) 

25,000 

 

 

3,45,000 

 

Income from investments     

a) Interest, Dividends & Rent - Gross 

b) Profit on sale redemption of 

investments 

c) (Loss on sale / redemption of 

investments) 

d) Transfer / Gain on revaluation 

change in fair value other income (to 

be specified) 

  1,08,000  

Total (A)   4,53,000  

Commission  2    

Operating Expenses related to 

Insurance Business 

3 22,750   

Other Expenses (to be specified)   -   

Provisions (Other than taxation)     

a) For diminution in the value of 

investments (Net) 

b) Others (to be specified) 

 -   

Total (B)   48,000  

Benefits Paid (Net) 4 2,50,875   
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Interim Bonuses paid change in valuation 

of library against life policies in force 

 11,250   

a) Gross  

b) (Amt. ceded in Reinsurance) 

c) (Amt. accepted in Reinsurance) 

    

Total (C)   2,62,125  

     

Surplus [A-B-C]   1,42,875  

Appropriations      

Transfer to shareholders A/c   1,42,875  

Transfer to other Reserves (to be 

specified) 

  -  

Transfer to funds for future 

appropriations 

  -  

Total (D)   1,42,875  

Form A 

Profit & Loss Account for the year ended 31st March, 2012 

(Shareholders Account) 

(Rs000) 

Particulars Schedule 

No. 

Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

Balance brought forward from / transferred to the 

policyholders A/c 

 1,42,875  

Income from investments    

a) Interest, Dividends & Rend gross 

b) Profit on sale / redemption of investments 

c) (Loss sale / redemption on investments 

Other Income (to be specified) 

   

Total (A)  1,42,875  

Expenses other than those directly related to the 

insurance business Provisions (other than taxation) 

   

a) For dilution in the value of investments (Net) 

b) Other (to be specified) 

   

Total (B)    

Profit / Loss before tax    

Provision for tax    

Profit / Loss after tax    

Appropriations :    

a) Brought forward Reserve surplus from the    
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balance sheet 

b) Interim dividends paid during the year 

c) Proposal final dividend 

d) Dividend distribution on tax 

e) Transfer to reserves / other accounts (to be 

specified) 

 

 

(50000) 

Profit carried forward to the Balance Sheet  92,875  

 

Balance  Sheet as at 31st March 2012 

(Shareholders Account) 

 

Particulars Schedule 

No. 

Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

Sources of Funds :    

Shareholders Funds    

Share Capital 5 10,00,000  

Reserve & Surplus 6 19,05,375  

Credit / [Debit] Fair Value change account    

Sub Total  29,05,375  

Borrowings 7 34,625  

Policyholder’s Funds    

Credit / [Debit] Fair Value Change account    

Policy Liabilities    

Insurance Reserves     

Provision for linked liabilities    

Sub Total    

Funds for future appropriations    

Total  29,40,000  

Application of Funds Investment 8 20,00,000  

Shareholders’    

Policyholders’    

Assets held to cover like liabilities    

Loans 9 8,21,250  

Fixed Assets 10 51,150  

Current Assets    

Cash & Bank Balance 11 33,750  

Advances and other assets 12 84,750  

Sub Total (A)  1,18,500  

Current Liabilities 13 900  
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Provisions 14 50,000  

Sub Total (B)  50,900  

Net Current Assets © = A-B  67,600  

Miscellaneous Expenditure  

(to the extent not written off or adjusted) 

   

Debit balance in P & L A/C (Shareholders’ A/c)    

Total [Sch. 8, 9, 10 &(C)]  29,40,000  

 

 

Schedules : 

 

Schedule No. 1 : Premium 

 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. First Year Premiums 2,95,000  

2. Renewals Premiums 60,000  

3. Single Premiums --  

Total Premiums 3,55,000  

Premiums income from business written : 

1. In India 

2.  Outside India 

  

Total Premium (Net) 3,55,000  

 

Schedule No. 2 : Commission Expenses 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

Commission Paid   

Direct – First Year Premiums 

          - Renewal Premiums 

          - Single Premiums 

20,250 

1,000 

-- 

 

Add : Commission on Reinsurance Accepted 6,000  

Less : Commission on Reinsurance Ceded (2000)  

Net Commission 25,250  

 

Note : The profit / commission, if any are to be combined with the Reinsurance 

accepted or Reinsurance ceded figures. 
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Schedule No. 3 : Operating Expenses related to Insurance Business. 

 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Employees’ remuneration & welfare benefits  15,200  

2. Travel, Conveyance and vehicle running expenses 975  

3. Rents, rates and taxes 1,800  

4. Repairs --  

5. Printing & Stationery --  

6. Communication Expenses --  

7. Legal & Professional Charges 1,700  

8. Medical Fees --  

9. Auditors fees, expenses etc. 2,700  

a) as auditor --  

b) as advisor / in any other capacity in respect of --  

i) Taxation matter --  

ii) insurance matter --  

iii) management Services & --  

iv) in any other capacity --  

10. Advertisement & Publicity --  

11. Interest and Bank charges --  

12. Others (to be specified) 375  

13. Depreciation --  

Total 22,750  
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Schedule No. 4 : Benefits Paid (Net) 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Insurance Claims   

a) Claims by death 100000  

b) Claims by maturity 110000  

c) Annuities / Pensions in Payment 40875  

d) Other benefits, specify   

2. (Amount ceded in reinsurance)   

a) Claims by death   

b) Claims by maturity   

c) Annuities / Pensions in Payment   

d) Other benefits, specify   

3. (Amount accepted in reinsurance)   

a) Claims by death   

b) Claims by maturity   

c) Annuities / Pensions in Payment   

d) Other benefits, specify   

Total 2,50,875  

Benefits paid to claimants :   

1. In India (36250 + 65000 + 70000) 1,71,250  

2. Outside India 79,625  

Total benefits paid (Net) 2,50,875  

 

Schedule No. 5 : Share Capital  

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Authorised Capital (E/S of Rs. ---- each)   

2. Issued Capital (E/S of Rs. ---- each)   

3. Subscribed Capital (E/S of Rs. ---- each) 10,00,000  

4. Called up Capital (E/S of Rs. ---- each)   

5. Less : Calls unpaid   

Add : Shares forfeited (Amount originally paid up)   

Less : Preliminary Expenses   

Expenses including commission or brokerage on 

underwriting or subscription of shares 

  

Total 10,00,000  
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Schedule No. 5 A : Pattera of Shareholding ( as certified by by the 

management)  

Particulars Current Year 

Rs.000 

Previous Year 

Rs.000 

 No. of 

Shares 

% 

holding 

No. of 

Shares 

% 

holding 

Promoters -- -- -- -- 

Indian -- -- -- -- 

Foreign -- -- -- -- 

Others -- -- -- -- 

Total -- -- -- -- 

 

Schedule No. 6 : Reserve & Surplus 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Capital Reserve   

2. Capital Redemption Reserve   

3. Share Premium   

4. Revaluation Reserve   

5. General Reserve 1,12,500  

Less : Debit Balance in P & L A/c if any   

Less : Amount utilized for buy-back   

6. Catastrophe Reserve   

7. Other Reserves (to be specified) Life fund 

                 Opening Balance                             17,00,000 

                 Transfer during the year                       93,875 

 

 

17,93,875 

 

8. Balance of P & L A/c --  

Total 19,05,375  

Note : Additions to and deductions from the reserves should be disclosed under 

each of the specified heads. 
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Schedule No. 7 : Borrowings 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Debentures / Bonds   

2. Fixed Deposits   

3. Banks 10,875  

4. Financial Institutions   

5. Other entities carrying on insurance business 23,750  

Total 34,625  

 

Schedule No. 8 : Investments 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

Deposit with RBI 1,05,000  

Indian Govt. Securities 5,45,000  

State Govt. Securities 3,62,500  

Foreign Govt. Securities 37,500  

Securities guaranteed by the Govt. 2,25,000  

Stock & Shares of companies in corporate in India 7,25,000  

Total 20,00,000  

 

Schedule No. 9 : Loans 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Security wise Classification   

a) Secured   

i) on mortgage of Property 

- in India 

- outside India 

 

7,16,250 

 

ii) On Shares, Bonds, Govt. Securities etc.   

iii) Others (to be specified)   

b) Unsecured   

i) Loans against policies 1,05,000  

ii) Others (to be specified)   

Total 8,21,250  
   

2. Borrower wise Classification   
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a) Central & State Govt.   

b) Banks & Financial Institutions   

c) Subsidiaries   

d) Companies   

e) Loans against policies   

f) Others (to be specified)   

Total   
   

3. Performance wise classification   

a) Loans Classified as standard   

i) In India   

ii) Outside India   

Total   
   

4. Maturity wise classification   

a) Short term   

b) Long term   

Total   

 

Schedule No. 10 : Fixed Assets 

 

Particulars Cost / Gross 

Block 

Depreciation Net 

Block 

Goodwill    

Intangibles (specify)    

Land – Freehold    

Leasehold Property   31,650 

Buildings    

Furniture & Fittings   19,500 

Information Technology    

Equipment    

Vehicles    

Office Equipment    

Other (specify nature)    

Total   51,150 
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Schedule No. 11 : Cash & Bank Balances 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Cash (including Cheques, drafts & stamps) 3,500  

2. Bank Balances   

a) Deposit Accounts   

i) Short term (due within 12 months of the date of B/S) 10,000  

ii) Others   

b) Current Accounts 20,250  

c) Others (to be specified)   

3. Money at call & short notice   

a) with banks   

b) with other institutions   

4. Others (to be specified)   

Total 33,750  

 

* (Balances with non-scheduled banks included in 2 & 3 above) 

 

Schedule No. 12 : Advances and other assets 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

Advances   

1. Reserve deposits with ceding companies 23,500  

2. Application money for investments   

3. Prepayments   

4. Advances to Directors / officers   

5. Advance tax paid and taxes deducted at source 

(Net of provision for taxation) 

  

6. Others (to be specified)   

Total (A) 23,500  

   

Other Assets   

1. Income accrued on investments --  

2. Outstanding Premiums 33,000  

3. Agents balances 9,000  

4. Foreign Agencies balances --  

5. Due from other entities carrying on insurance business 19,250  
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(including reinsurances) 

6. Due from subsidiaries / holding   

7. Deposit with RBI 

(Pursuant to section 7 of Insurance Act, 1938) 

  

8. Others (to be specified)   

Total (B) 61,250  

Total (A + B) 84,750  

 

 

Schedule No. 13 : Current Liabilities 

 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Agents balances   

2. Balance due to the insurance companies   

3. Deposits held on reinsurance ceded   

4. Premiums received in advance   

5. Unallocated Premium   

6. Sundry Creditors 900  

7. Due to Subsidiaries / holding company   

8. Claims outstanding   

9. Due to officers / directors   

10. Others (to be specified)   

Total 900  

 

Schedule No. 14 : Provisions 

Particulars Current 

Year 

Rs.000 

Previous 

Year 

Rs.000 

1. Reserve for unexpired risk   

2. For taxation  

(less advance tax paid and taxes deducted at source) 

  

3. For Proposed dividend 50,000  

4. For dividend distribution tax   

5. Others (to be specified)   

Total 50,000  
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Problem No. 2 

 The following is the particulars of Mahindra General Insurance Co. for the year 

2011-2012. Prepare Revenue Account in the prescribed form for the year ended 31st 

March, 2012. 

Particulars Related to Direct 

Business 

Related to Reinsurance 

Business 

Premiums :   

Amount Received 60,00,000 4,80,000 

Receivable at the beginning 3,60,000 48,000 

Receivable at the end 4,80,000 72,000 

Amount Paid 0.00 7,20,000 

Payable at the beginning -- 60,000 

Payable at the end -- 84,000 

Claims :   

Amount Paid 36,00,000 3,60,000 

Payable at the beginning 1,20,000 24,000 

Payable (Closing) 2,40,000 36,000 

Amount recovered  -- 2,40,000 

Opening Receivables -- 36,000 

Closing Receivables -- 24,000 

Commission :   

Amount Paid 1,44,000 21,600 

Amount Received --- 28,800 

 

Other Information : 

i) The net premium income of the company during the year 2010-2011 was 

Rs.48,00,000/- on which reserve for unexpired risk @50% and additional reserve 

@7.5% was created. This year, the balance to be carried forward is 50% of net 

premium on reserve for unexpired risk and 5% on additional reserve. 

ii) Interest, dividend and rent received         Rs. 30,000/- 

 Income tax in respect of above  Rs. 12,000/- 

iii) Management expenses including Rs.12000/- related to legal expenses 

regarding claims Rs. 2,64,000/- 

iv)  Provision for income tax existing at the beginning of the year was 

Rs.3,90,000/- the income tax actually paid during the year Rs. 3,36,000/- and 

the provision necessary at the year end Rs.4,14,000/- 
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Solution : 

Form B – RA 

Name of the Insurer : Mahindra General Insurance Co. 

 

Revenue Account for the year ended 31st March, 2012 

 

Particulars Schedule Amount 

1. Premium earned [Net] 1 54,06,000 

2. Profit / Loss on sale / Redemption of investment -  

3. Other -  

4. Interest, dividend & rent (Gross) - 60,000 

Total (A)  54,66,000 

   

1. Claims incurred [Net] 2 38,88,000 

2. Commission 3 1,36,800 

3. Operating Expenses related to insurance business 4 2,40,000 

Total (B)  42,64,800 

   

Operating Profit / Loss from Insurance business (C)   

C = (A – B)  12,01,200 

   

Appropriations :   

Transfer to Shareholders A/c   

Transfer to Catastrophe Reserve   

Transfer to other Reserve   

Total (D)   

 

Schedule No. 1 : Premium Earned (Net) 

 

Particulars Amount 

Premium received from Direct Business * (See w. note 1) 61,20,000 

Add : Premium on reinsurance accepted  

          Rs. (4,80,000 + 72,000 – 48000) 

 

5,04,000 

 66,24,000 

Less : Premium on reinsurance ceded 

           Rs. (7,20,000 + 84,000 – 60,000) 

 

(7,44,000) 

Net Premium 58,80,000 

Adjustment for change in reserve for unexpired risk 

**(See w.note 2) 

 

(4,74,000) 

Total Premium earned (Net) 54,06,000 
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Schedule No. 2 : Claims Incurred (Net) 

Particulars Amount 

Claims Paid (Direct) 36,00,000 

Add : Legal expenses regarding claims 24,000 

 36,24,000 

Add : Reinsurance accepted 3,60,000 

 39,84,000 

Less : Reinsurance ceded Rs.(2,40,000 + 24,000 + 36000) (2,28,000) 

 37,56,000 

Add : Claims outstanding (closing) (2,40,000 + 36,000) 2,76,000 

Less : Claims outstanding (opening) (1,20,000 + 24,000) (1,44,000) 

Total Claim incurred  38,88,000 

 

Schedule No. 3 : Commission 

Particulars Amount 

Commission paid direct 1,44,000 

Add : Reinsurance accepted 21,600 

 1,65,600 

Less : Reinsurance ceded (28,800) 

Net Commission 1.36.800 

 

Schedule No. 4 : Operating Expenses related to Insurance Business  

Particulars Amount 

Expenses of Management Rs.(2,64,000 – 24,000) 2,40,000 

 

Working Notes : 

1. Calculation of premium received from direct business 

Particulars Amount 

Premium on direct business 60,00,000 

Add : Premium outstanding (closing) 4,80,000 

 64,80,000 

Less : Premium outstanding (Opening) (3,60,000) 

 61,20,000 

 

2. Calculation of change in reserve for unexpired risk   

 Particulars Amount 

Reserve for unexpired risk for the year 2011-12 (58,80,000 x 50%) 29,40,000 

Add : Additional Reserve for unexpired risk for the year 2011-12 

(58,80,000 x 5%) 

2,94,000 

 32,34,000 
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Less : Reserve for unexpired risk for the yr. 2010-2011 

(4800000x50%) 

 Additional reserve for unexpired risk for the year (48,00,000x7.5%) 

(24,00,000) 

(360,000) 

4,74,000 

Problem 3 

 From the following information prepare the revenue account of National Fire Insurance 

Company ltd. for the y.e. 31
st
 March,2014. 

 Particulars On Direct 

Business (Rs.) 

On Reinsurance 

Cerf (Rs.) 

On Reinsurance 

accepted (Rs.) 

a) Total Premium 15,00,000 50,00,00 10,00,000 

     

 

b) 

In India  

Total Claim 

Outside India 

80% 

3,00,000 

20% 

80% 

10,0000 

20% 

80% 

2,00,000 

20% 

c) Commission  1,50,000 50,000 1,00,000 

   

d) Expenses & others : 

Particulars Amt. (Rs.) 

- Employees remuneration & welfare benefits  

- Managerial Remuneration  

- Travel conveyance & vehicle running expenses 

- Rent Rates & Taxes 

- Policy stamp 

- Medical fees 

- Printing & stationary  

- Repairs 

- Interest & Bank charges 

- Auditors fees ,expenses etc. 

- Legal & professional charges  

- Communication expenses 

- Advertisement & publicity 

- Furniture & fixture (cost Rs.50,000) 

- Rate of depreciation on furniture – 10% on original list 

- Provision for unexpired risk (as on 1.4.2013) 

- Additional provision for risk (as on 1.4.2013) 

- Bad debts 

- Indian & foreign taxes 

- Interest ,dividend & rent received  

- Income tax deducted at source there on 

- Profit & sale of motor car 

- Double income tax refund 

1,15,500 

1,00,000 

29,500 

15,000 

1500 

3500 

5000 

10,000 

2500 

4000 

3000 

2500 

3000 

29,000 

 

5,00,000 

50,000 

2500 

47,500 

45,000 

5000 

2500 

 7500 

Accounting policy regarding additional provision in fire : 50% of net premium of the year. 
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Solution 

 

Form A-RA 

Five insurance revenue A/c for the y.e. 31st March ,2014 

 

 Particulars Schedule Current yr. 

(Rs.) 

Previous year 

(Rs.) 

1)  Premium earned (net) 1 20,00,00  

2) Other income: 

a) Profit on sale of motor car 

b) Double income tax refund 

  

2,500 

7,500 

 

3) Charge in provision for 

Unexpired risk  

( 5,00,000 + 50,000) 

 5,50,000  

4) Interest ,Dividend & rent (Gross)  50,000  

 Total (A)  15,10,000  

1) Claims incurred (Net) 2 4,00,000  

2) Commission 3 2,00,000  

3) Operating Expenses related to 

insurance Business 

4 3,00,000  

4) Other Expenses :    

 Bad debts  2,500  

 Indian & foreign Taxes  47,500  

 Total (B)  9,50,000  

 Operating profit from Insurance 

business 

 5,60,000  

 

 

Schedule : 1. Premium Earnet (Net) 

Particulars Current yr.(Rs.) Previous year (Rs.) 

Premium for Direct Business written 15,00,000  

Add : Premium on Reinsurance accepted 10,00,000  

Less : Premium on Reinsurance ceded (5,00,000)  

Net Premium 20,00,000  

Premium Income from business affected in 

India (80%) [20,00,000 X 80%) 

Outside India (20%) [20,00,000 X 20%) 

 

16,00,000 

4,00,000 

 

 20,00,000  
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Schedule  : 2. Claims incurred (Net) 

Particulars Current yr. 

(Rs.) 

Previous year (Rs.) 

Claim   

Direct 3,00,000  

Add : Re-insurance accepted 2,00,000  

Less : Re-insurance ceded (1,00,000)  

Total claim incurred 4,00,000  

Claim paid to claimants   

In India (80%) – [4,00,000 X 80%] 3,20,000  

Outside India (20%) – [4,00,000 X 20%] 80,000  

 4,00,000  

 

Schedule  : 3. Commission 

Particulars Current yr. 

(Rs.) 

Previous year 

(Rs.) 

Commission   

Direct 1,50,000  

Add : Commission on Reinsurance accepted 1,00,000  

Less : Commission on Reinsurance ceded (50,000)  

Total 2,00,000  

 

Schedule  : 4. Operating Expenses Related to Insurance business. 

 Current yr. 

(Rs.) 

Previous year (Rs.) 

Employees Remunerations& welfare benefits 1,15,500  

Managerial Remuneration 1,00,000  

Travel conveyance & vehicle running exp. 29,500  

Rent, Rates & Taxes 15,000  

Policy Stamps 1,500  

Medical fees 3,500  

Printing & Stationery 5,000  

Repairs 10,000  

Interest & Bank Charges 2,500  

Audition fees, expenses etc 4,000  

Legal & Professional Charges 3,000  

Communication expenses 2,500  

Advertisement & Publicity 3,000  
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Dep. On Furniture & fixture (50,000 X 10%) 5,000  

Total 3,00,000  

 

Working Notes : 

Changes in Provision for unexpired Risks. 

Particulars  Amount (Rs.) 

1. Minimum Provision @ 50% of Rs. 20,00,000  10,00,000 

2. Add : Additional Provision @ 5% & Rs. 20,00,000  1,00,000 

Total  11,00,000 

Less : Opening balance of provision   

i)     Minimum Provision 5,00,000  

ii)  Additional Provision for unexpired risk 50,000 (5,50,000) 

Charge in provision for unexpired risk  5,50,000 

 

Problem : 4 

 The following figures have been extracted from the books of Ideal Insurance Company 

Ltd. in respect of their Marine Business for the year 2013-14  

Particulars   (Rs.) 

Direct Business Income received 25,00,000 

Reserve for unexpired risks as on 1.4.2013 30,00,000 

Claims outstanding as on 1.4.2013 (net) 10,00,000 

Bad debts 5,00,000 

Commission paid on Direct Business 2,50,000 

Expenses of Management 2,50,000 

Income tax deducted at source 1,50,000 

Income from investments & dividends (Gross) 5,00,000 

Rent received from properties 2,50,000 

Investment in Government Securities as on 1.4.2013 50,00,000 

Investment in Shares as on 1.4.2013 20,00,000 

Profit & Loss Account (Cr) balance as on 1.4.2013 5,00,000 

Other expenses 62,500 

Reinsurance premium receipts 2,50,000 

Outstanding claims as on 31.3.2014 (net) 15,00,000 

Direct claims paid (Gross) 12,50,000 

Reinsurance claims paid 2,00,000 
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Information : Prepare a Revenue Account and Profit & Loss A/C for the year after 

taking into account the following further 

i) Market Value of investments as on 31
st
 March, 2014 is as follows : 

a) Government securities Rs. 52,50,000 

b) Shares Rs. 9,00,000 

ii) All direct risks are reinsured for 20% of the risk. 

iii) Provide 25% commission on reinsurance accepted. 

iv) Provide 65% for Income tax 

v) Claim a commission of 25% on reinsurance ceded. 

 

Solution : 

Form B – Revenue Account 

Revenue Account for the year ended 31
st

 March, 2014 

 Particulars Schedule 

No. 

Current yr. 

(Rs.) 

Previous 

year (Rs.) 

1. Premium earned (net) 1 30,00,000  

2. Profit / Loss on Sale / redemption 

of investment 

  

- 

 

3. Other  -  

4. Interest, Dividend & Rent – Gross 

(5,00,000 + 2,50,000) 

  

7,50,000 

 

 Total (A)  37,50,000  

 Claims incurred (Net) 2 17,00,000  

 Commission 3 1,87,500  

 Operating expenses related to 

insurance business 

 

4 

 

8,12,500 

 

 Total (B)  27,00,000  

 Operating Profit / Loss from Marine    

 Business © = A – B  10,50,000  

 Appropriations -    

 Transfer to shareholders A/C  -  

 Transfer to Catastrophe Reserve  -  

 Transfer to other Reserves 

(to be specified) 

 -  

 Total (C)  10,50,000  
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Form B – Profit & Loss A/C 

For the year ended 31st March, 2014 

 Particulars Schedule Current yr. 

(Rs.) 

Previous 

year (Rs.) 

1. Operating Profit from Marine Insurance  10,50,000  

2. Income from investments  -  

3. Other Income  -  

 Total (A)  10,50,000  

4. Provision (other than taxation) 

Diminution in the value of investment in 

shares 

 

 

100000 

  

 Less : incensement in the value of 

investment in Govt. Securities 

 

250000 

 

(1,50,000) 

 

5. Other expenses    

 Total (B)  1,50,000  

 Profit before tax (A – B) i.e.    

 [10,50,000 – (-1,50,000)]  12,00,000  

 Less : Provision for taxation  (6,82,500)  

 Total  5,17,500  

 Appropriations  NIL  

 Balance of profit / Loss brought forward 

from last year 

  

5,00,000 

 

 Total  10,17,500  

 

Schedule 1. Premium earned (Net) 

Particulars Current yr. 

(Rs.) 

Previous 

year (Rs.) 

Premium from direct business 25,00,000  

Add : Premium on reinsurance 

accepted 

2,50,000  

 27,50,000  

Less : Premium on reinsurance ceded (5,00,000)  

Net Premium 22,50,000  

Adjusted for change in reserve for 

unexpired risk [opening – closing] 

[30,00,000 – 22,50,000] 

 

 

7,50,000 

 

 30,00,000  
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Schedule 2. Claims incurred (Net) 

Particulars Current yr. 

(Rs.) 

Previous 

year (Rs.) 

Claims paid 

Direct 

 

12,50,000 

 

Add : Reinsurance accepted 2,00,000  

 14,50,000  

Less : Reinsurance Ceded (2,50,000)  

Net claims  paid 12,00,000  

Add : Claims outstanding at the end of 

the year 

 

15,00,000 

 

 27,00,000  

Less : Claims outstanding of the 

beginning of the yr. 

 

(10,00,000) 

 

Total claims incurred 17,00,000  

 

Schedule 3.  Commission  

Particulars Current yr. 

(Rs.) 

Previous 

year (Rs.) 

Commission paid : Direct 2,50,000  

Add : Reinsurance accepted 62,500  

 3,12,500  

Less : Commission on reinsurance 

ceded 

 

(1,25,000) 

 

Net Commission 1,87,500  

 

Schedule 4. Operating Expenses  

Particulars Current yr. 

(Rs.) 

Previous 

year (Rs.) 

Expenses & Management 2,50,000  

Bad debts 5,00,000  

Other expenses 62,500  

 8,12,500  

W. Notes :Provision for income tax : 

Particulars Current yr. 

(Rs.) 

Previous 

year (Rs.) 

Income (excluding revaluation) 9,00,000  

Add : Tax deducted at source 1,50,000  

 10,50,000  



-------------------------------------------------367------------------------------------------------ 

Provision @ 65% of Rs. 10,50,000 6,87,500  

Less : Tax deducted of source 1,50,000  

 5,37,500  

 

Problem 5. The following are the balance of Reliance Insurance Co Ltd. as on 

31st March, 2013 

Particulars Rs. Particulars Rs. 

Capital 3,20,00,000 Balances of funds 

(1.4.2012) 

 

Unclaimed dividend 8,50,000 Fire Insurance 8,00,00,000 

Amount due to  Marine Insurance 9,50,00,000 

other Insurance Companies 34,50,000 Miscellaneous Insurance 2,18,65,000 

Sunday creditors 72,50,00 Deposit & Suspense A/C 

(Cr) 

22,80,000 

Due from other Insurance  Profit & Loss A/C (Cr) 80,40,000 

Companies 64,50,000 Agents Balances (Dr) 1,35,00,000 

Cash in hard 3,50,000 Interest accrued but not 

due (Dr) 

22,50,000 

Balance in current A/C with 

bank 

 

74,80,000 

Furniture & Fixture WDV 

(Cost Rs.1,00,00,000)) 

 

58,00,000 

Stationery Stock 1,40,000 Foreign Taxes – Marine 8,00,000 

Expenses of Management  Outstanding Premium 82,00,000 

Fire Insurance 2,80,00,000 Donation paid (80G 

Benefit not allowed) 

 

10,00,000 

Marine Insurance 1,60,00,000 Transfer fees 1,00,000 

Miscellaneous Insurance 40,00,000 Reserve for Bad debts 11,70,000 

Other 30,00,000 Income Tax paid 1,20,00,000 

Mortgage Loan (Dr) 9,75,00,000 Govt. Securities 

Deposited 

 

Sunday Debtors 25,00,000 With RBI 37,00,000 

Equity Shares of Joint  Govt. Securities 10,20,00,000 

Stock companies 2,25,00,000 Debentures 4,65,50,000 

Claims less Reinsurance  Premium less Re-

insurance 

 

Fire 4,50,00,000 Fire 17,62,50,000 

Marine 3,58,90,000 Marine 10,22,50,000 

Miscellaneous 68,00,000 Miscellaneous 2,62,25,000 

Interest & Dividend 

Received on Investment 

(Net) 

 

46,80,000 

Tax deducted of Source 11,70,000 
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Commission    

Fire 5,00,00,000   

Marine 3,50,00,000   

Miscellaneous 80,00,000   

You are required to make the following provisions 

i) Depreciation on Furniture 10% on original cost 

ii) Depreciation on investment of joint stock companies shares Rs. 10,00,000 

iii) Transfer to General Reserve – 

iv) Outstanding claims as on 31.3.2013 

.Fire 2,00,00,000 

Marine 50,00,000 

Miscellaneous 32,50,000 

 

v) Provision for tax @ 50% 

vi) Proposed dividends @ 20% provision for the unexpired risks is to be made as follows : 

a) On Marine policies  - 100% premium less Reinsurance 

b) On their policies – 50% Premium Less Reinsurance 

 You are required to prepare the Revenue &Profit & Loss A/C for the year ended 

31.3.2013 (CA – Adopted) 

 

Solution : 

Form B – R A 

Reliance Insurance Co. Ltd. 

Revenue Account for the year ended 31
st

 March, 2013 

Fire, Marine & Misc. Insurance Business 

 

Particulars Schedule Fire C.Y. 

Rs. ‘000 

Marine C.Y. 

Rs. ‘000 

Misc C.Y. 

Rs. ‘000 

Premium earned (net) 1 1,68,125 95,000 34,977 

Interest, Dividends & Rent - - - - 

Gross Double Income Tax 

refund 

- - - - 

Profit on sale of moror car - - - - 

Total (A)  1,68,125 95,000 34,977 

Claims incurred (net) 2 65,000 40,890 10,050 

Commission 3 50,000 35,000 8,000 

Operating Exp. Related to 

Insurance business 

 28,000 16,000 4,000 

Bad debts - - - - 

Indian & Foreign Taxes  - 800 - 

Total (B)  1,43,000 92,690 22,050 
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Profit from Marine Insurance 

business (A-B) 

  

25,125 

 

2,310 

 

12,927 

 

Schedule 1. Premiums Earned (Net)  

                                                                                              (Rs. ‘000) 

 Fire C.Y. Marine C.Y. Misc C.Y. 

Premiums less reinsurance (net) 1,76,250 1,02,250 26,225 

Change in provision for unexpired (8,125) (7,250) (8,752) 

Risk premiums earned (net) 1,68,125 95,000 34,977 

 

Schedule 2. Claims incurred Net  

                                                                                                                             (Rs. ‘000) 

 Fire C.Y. Marine C.Y. Misc C.Y. 

Claims incurred (Net) 65,000 40,890 10,050 

 

Schedule 3. Commission paid  

Commission paid 50,000 35,000 8,000 

 

Schedule 4.Operating  Expenses Related to insurance business 

Expense of Management 28,000 16,000 4,000 

 

Form B – PL 

Reliance Insurance Co.Ltd. 

P & L A/C for the y.e. 31
st

 March, 2013 

(Rs. ‘000) 

Particulars Schedule C.Y. P.Y. 

Operating profit / Loss    

Fire  25,125  

Marine  2,310  

Miscellaneous  12,927  

Income from investments    

a) Interest, Dividends & Rent (Gross)  

other income 

 5,850  

Transfer fees  100  

Total (A)  46,312  

Provision (other than taxation)  

Depreciation of furniture 

 

 

 

1,000 
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Depreciation of Investment  1,000  

Other Expenses :-    

Expenses of Management  3,000  

Donation  1,000  

Total (B)  6,000  

 

 

Profit before Tax (A – B) 40,312 

Provision for taxation 20,656 

Profit after tax 19,656 

Profit  

1) Interview dividends paid dually the year - 

2) Proposed final dividend 6,400 

3) Dividend Distribution Tax - 

4) Transfer to General Reserves or other Accounts (to be 

specified) 

 

 

1,000 

 12,256 

Balance of P/C brought forward from last yr. 8,040 

Bal. Carried forward to B/S 20,296 

 

Working Notes 

a) Provision for taxation  

Net profit before tax 40,312 

Add. Donation 1,000 

Taxable profit 41,312 

Tax – 50%  

b) Reserve for unexpired risk 50% of net premium for 

fire & miscellaneous & other 100% of net premium 

for marine 

 

 

Problem 6. The following were the balance disclosed by the trial balance 

of the National Life Insurance Co. at 31st March,2013.  

Particulas  Rs. 

Balance of account at the beginning of the year 10,00,000 

Government Securities 5,00,000 

Profit on Realization of Assets 1000 
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Investment fluctuation account 5000 

Claim under policies by death 30,000 

Claims under policies by maturity 50,000 

Loans on mortgage 2,80,000 

Loans on policies 1,50,000 

Freehold property & furniture 41,500 

Force closed properties  10,000 

Agents balance owing 1,800 

Sundry creditors 1,000 

Outstanding premiums 12,000 

Commission paid 12,000 

Interest accrued not due 1500 

Premium (other than single) 1,00,000 

Claims admitted but not paid 3,000 

Surrenders 10,000 

Single premiums 40,000 

Consideration for annuities granted 25,000 

Interest, dividends & rent received  35,000 

Depreciation furniture 1500 

Administration expenses 18,000 

Salaries 1500 

Auditors fees 750 

Directors fees 150 

Legal expenses 500 

Advertising 700 

Printing stationary & other administration exp. 5,400 

Cash at bank 81,700 

Provision for depreciation 1500 

 

Prepare a revenue account & balance sheet. 

Solution : 

National Life Insurance Co. 

Revenue Account 

For the year ended 31st March, 2013 

Particulars Schedule C.y. Rs. P.y. Rs. 

Premiums Earned – (Net) 

a) Premium 

b) Reinsurance ceded 

c) Reinsurance accepted 

1 1,40,000 

- 

- 

- 

- 
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Income from investment 

a) Interest, dividends & Rents-Gross 

b) Profit on Sale / redemption of 

investments 

c) Loss on sale / redemption of 

investments 

d) Transfer / Gain on revalution / 

Change in fair Value other Income 

 

 

 

35,000 

 

Consideration for annuities granted  25,000  

Profit on realization of assets  1,000  

Total (A)  2,01,000  

Commission 2 12,000  

Operating expenses related to Insurance 

Business 

 

3 

 

28,500 

 

Total (B)  40,500  

Benefits paid (Net) 4 90,000  

Total (C)  90,000  

Surplus D = (A – B – C)  70,500  

 

 

Profits & Loss Account 

For the year ended 31st March, 2013 

Particulars  Amt. (Rs.) 

1. Operating Profit  70,500 

2. Income from investments  - 

3. Other Income  - 

 Total (A) 70,500 

4. Provisions (other than taxation)  - 

5. Other Expenses  - 

 Total (B) NIL 

Profit before tax  70,500 

Provision for taxation  - 

Profit after tax  70,500 

Balance of prof. / Loss brought forward from last year  10,00,000 

Bal. carried forward to Balance sheet  10,70,500 
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Balance sheet as on 31st March, 2013 

Particulars Schedule Amt. (Rs.) P.y. Rs. 

Sources of Funds :    

Share capital 5 -  

Reserve & Surplus 6 10,75,500  

Fair value change Account  -  

Borrowings 7 -  

Total  10,75,500  

Application of Funds :    

Investments 8A 5,00,000  

Shareholders, Policyholders    

Assets held to cover liked liab    

Loans 9 4,30,000  

Fixed Assets 10 40,000  

Current Assets    

Cash & bank balance 11 84,200  

Advances & other assets 12 25,300  

Sub-Total (A)  1,09,500  

Current liabilities  13 4,000  

Provisions 14 -  

Sub-Total (B)  4,000  

Net current Assets (C) 

(C = A – B) 

  

1,05,500 

 

Miscellaneous Expenditure 

(to the extent not written off OR adjusted) 

Debit balance in P & L A/C (Shareholders 

A/C) 

 -  

Total [Sch. 8, 9, 10& (C)  10,75,500  

 

Schedule 1. Premium 

Particulars C.Y. Rs. P.Y. Rs. 

First year premiums -  

Renewal Premiums 1,00,000  

Single Premiums 40,000  

Total Premiums 1,40,000  
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Schedule 2. Commission Expenses 

Particulars C.Y. Rs. P.Y. Rs. 

Commission   

Direct 12,000  

Add : Commission on Reinsurance 

accepted 

-  

Less : Commission on Reinsurance ceded -  

Net Commission 12,000  

 

Schedule 3. Operating Expense Related to Insurance Business 

Particulars C.Y. Rs. P.Y. Rs. 

Employees remuneration & welfare 

benefits 

19,500  

Printing & Stationery & other 5,400  

Legal Expenses 500  

Audit fees 750  

Advertisement & Publicity 700  

Directors fees 150  

Depreciation 1,500  

Total 28,500  

 

Schedule 4. Benefits paid (Net) 

Particulars C.Y. Rs. P.Y. Rs. 

Insurance Claims   

a) Claims by Death 

b) Claims by Maturity 

c) Surrenders 

30,000 

50,000 

10,000 

 

Total 90,000  

Benefits paid to claimants :   

1. In India 

2. Outside India 

90,000 

- 

 

Total Benefits Paid (Net) 90,000  

 

Schedule 5. Share Capital 

Particulars C.Y. Rs. P.Y. Rs. 

 - - 

Total NIL  
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Schedule 5. A. Pattern of Shareholding    --  Nil  

Schedule 6. Reserves &Surplus : 

Particulars C.Y. Rs. P.Y. Rs. 

Investment Fluctuation Account 5,000  

Balance of Profit & Loss Account 10,70,500  

Total 10,75,500  

 

Schedule 8 A. Investments – Policyholders 

Particulars C.Y. Rs. P.Y. Rs. 

Government securities 5,00,000  

Total 5,00,000  

 

Schedule 9. Loans 

Particulars C.Y. Rs. P.Y. Rs. 

a) Secured 

1. On mortgage of property in 

India 

b) Unsecured 

2. Loans against policies 

 

2,80,000 

 

 

1,50,000 

 

Total 4,30,000  

 

Schedule 10. Fixed Assets 

Particulars Gross Block Depreciation Net Block 

 Op. Bal. Additial Clo. Bal. Up 

to 

last 

C.Y. 

for the 

year 

To 

Date 

C.Y. P.Y. 

Freehold 

Property & 

Furniture 

41,500 - 41,500 - 1,500 1,500 40,000 41,500 

Total 41,500 - 41,500 - 1,500 1,500 40,000 41,500 
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Exercise 

Q. 1) Write notes of on  

a. Claims 

b. Bonus in Reduction of Premium 

c. Re-Insurance 

d. Bonus 

e. IRDA Act, 2002 

 

3.10  Exercise 

Q. 1)   Write notes of on   i) Reinsurance  ii) JADA Act 1938 to 2002 

Practical Problems : 1. From the following trial balance, of Smart Life Insurance to 

as on 31st March, 2013, Prepare Revenue Account & the Balance Sheet as on that 

date. 

 Dr. (Rs. ‘000) Cr. (Rs. ‘000) 

Surrenders 14,000 - 

Cash in hand & current A/C 14,600  

Cash on deposits 54,000  

Loans on company’s policies 3,47,200  

Investments 46,10,000  

Freehold premises 80,000  

Agents Balances 18,600  

Interest & dividends received - 2,25,400 

Mortgages in India 9,84,400 - 

Management Expenses 94,600  

Commission paid 18,600  

Paid up share capital 2,00,00,000 shares of 

Rs. 10 each 

 

2,00,000 

 

Life Assurance fund on -  

1
st
 April, 2012 - 59,44,600 

Bonus to policyholders 63,000  

Premium received - 3,23,000 

Claims paid 3,94,000  

 66,93,000 66,93,000 

 

Additional Information : 

a) Claims admitted but not paid Rs. 1,80,00,000 and claims covered under 

reinsurance Rs. 46,00,000 

b) Management Expenses due Rs. 4,00,000& interest accrued Rs. 38,600,000. 

c) Premiums outstanding Rs. 20,000,000 
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d) Bonus utilized in reduction of premium Rs. 40,00,0002. From the following 

balances as on 31
st

 March, 2013 operatory in the books of Maharashtra Life Insurance 

Co. show Revenue A/C & Balance sheet  as per prescribed format. 

Particular Rs. ‘000 Particular Rs. ‘000 

Share Capital  Annuities paid 16,350 

(Shares of Rs. 100 each) 4,00,000 (In India Rs. 12,500)  

Life Assurance Fund 6,80,000 Sundry creditors 360 

On 1.4.2012  Premiums-first year 40,000 

General Reserve 45,000 Renewal 1,02,000 

Advances to ceding Co. 9,400 Reinsurance accepted 10,000 

Due from Reinsures 7,700 Reinsurance ceded 14,000 

Due to Reinsurers 9,500 Interim Bonus to 

Policyholder 

4,500 

Agents balances 3,600 Interest & Rents received 

(Gross) 

43,200 

Montages in India 2,86,500 Loans on companies 

policies 

42,000 

Claims :  Leasehold buildings 12,660 

By death  

(In India Rs. 31,000) 

44,000 Shares of companies 

(Indian) 

3,80,000 

  Cash with current A/C 12,100 

By maturity  

(In India Rs. 30,000) 

40,000 Cash in hand 1,400 

General Reserve 45,000 Outstanding premiums 13,200 

Deposit with RBI 42,000 State Govt. Securities 1,45,000 

Indian Govt. Securities 2,18,000 Bank loan 4,350 

Foreign Govt. Securities 15,000 Salaries 6,000 

Commission  Auditors fees 1,000 

Direct – first year 8,000 Rent paid 800 

Renewal 500 Legal Charges 760 

Commission on  Travelling Expenses 100 

Reinsurance Accepted 2,400 Other Expenses of 

management 

440 

Commission on 

Reinsurance ceded 

800 Furniture & Fixture 7,800 

 

  



-------------------------------------------------378------------------------------------------------ 

On 31
st

March ,2014 trial balance of general insurance co. was as follows. 

Particulars  Rs. Rs. 

Funds at 1.4.2013 Fire 

marine 

 6,10,000 

9,20,000 

Premiums  Fire 

marine 

 1,70,000 

3,56,000 

Management expenses Fire 

marine 

37,500 

42,500 

 

Interest & dividends   1,23,500 

Interest reserve fund   36,000 

Claims paid & outstanding Fire 

marine 

61,000 

53,500 

 

Providend  fund   46,000 

Transfer fees   1500 

Auditors fees  2000  

Direction fees  3500  

Motor car  12,000  

Preference share capital   4,00,000 

Ordinary share capital   4,00,000 

Forfeited share account   3500 

Fire claims outstanding   10500 

Marine claims outstanding   8500 

Sundry creditors   1,11,000 

Debtors for premiums  3500  

Fire claims recoverable  4500  

Furniture ( original cost 45000)  40,000  

Taxes  13,500  

Reserve funds   1,13,500 

Commission     Fire 

Marine 

11000 

13500 

 

Investments 30,00,000   

cash 15,500   

Bank 75,000   

Land & building  5,00,000   

Profit & loss A/c (1.4.2013)   61,000 

Amt. due to other offices    28,500 

Amount due from offices   6000   

  38,99,500 38,99,500 
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Other Information : 

i) Depreciate furniture by 10% on original cost and motor car by 15% 

ii) Provide 40% of premium for unexpired risks and Rs. 3,500 for investment 

Reserve fund in addition to existing balance. Prepare Revenue A/C of Fire & 

Marine Dept, Profit & Loss A/C for the year ending 31.4.2014 & Balance sheet as 

on that date. 

(Ans. Rev. A/C Fire profit 6,02,500 Marine  1019100 

 

4. Prepare Revenue Account and Profit & Loss A/C for  Fire Insurance 

business for the year ended 31st March, 2014 from the following. 

Profit & Loss A/C bal. 1.4.2013 1,25,000 

Reserve for unexpired risk 1.4.2013 82,500 

Fire Insurance premium 2,00,000 

Interest & dividend (Cr) [Fire Insurance Fund) 5,000 

Sunday general expenses 6,000 

Interest & Dividend Less income tax (Cr) 12,500 

Dividend to Shareholders 25,000 

Transfer fees 15 

Fire Insurance claim paid & outstanding 1,05,000 

Fire Insurance commission 4,000 

Fire Insurance expenses of management 42,500 

Fire Insurance contribution to fire brigades 1,400 

Additional fire insurance reserve 1.4.2013 77,500 

 

 The provision for unexpired risk on the basis of 50% of the fire premium 

income & carry forward the additional reserve. 

(Ans. Revenue A/C – 34,600, P & L N/P. 41,115)  
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5. From the following figures prepare Revenue Account, P & L A/C and 

Balance sheet as on 31st March, 2014 

Fire Fund (1.4.2013) 5,90,000 Profit & Loss A/C (Cr) 12,500 

General Reserve 2,25,000 Reinsurance premium 56,263 

Investments 18,00,000 Claims Recovered from  

Premiums 13,00,767 Reinsurers 10,560 

Claims paid   

3,01,408 

Commission on 

Reinsurance ceded 

 

24,008 

Share capital – Dividend 

Into E/s of Rs. 100 each 

 

5,00,000 

Advance income tax paid 1,25,000 

Commission on Direct 

Business 

1,49,889 Expenses on 

Management 

2,15,974 

Commission on 

reinsurance 

30,019 Audit fees 18,000 

Accepted  Rent 33,750 

Outstanding premium 11,150 Income from investments 76,500 

Claims intimated but not  Sundry Creditors 11,250 

Paid (1.4.2013) 30,000 Agenda balance (Dr) 10,000 

Cash in hand / at bank 66231   

 

Other Information : 

1) The directors propose dividend @ 30% & dividend distribution tax is 

payable @ 11% which includes surcharge. 

2) Income Tax to be provided at 40% 

3) Claim intimated but not paid on 31st March, 2014 Rs. 52,000 

4) Expenses of management include survey fees & legal expenses of Rs. 

18,000 & Rs. 10,000 relating to claims. 

5) Transfer of Rs. 1,12,500 to be made from current profits to General 

Reserve 

6) The company maintains a reserve for unexpired risk @ 50% of the Net 

premium income. 

6. From the following information prepare fire Revenue A/C for the 

National Assurance Co. Ltd. for the year ended 31st March, 2014 

Problem :- 

a) Income Tax deducted at source @ 10% on interest from investment. 

b) Additional Reserve is to be increase by 5% of Net premium. 

c) Provide 50% of the Net Premium for unexpired risk at 31st March, 14 
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d) Fire premium Rs. 10,000 & commission there on @ 10% were due on 

31st March, 2014 

Q.7  The following were the balance disclosed by the Trial balance of 

the Indian Life  Insurance Company at 31st March,2012. 

 Rs. 

Balance of profit at the beginning of the year 16,00,000 

Government Securities 20,00,000 

Profit on Realization of Assets 4000 

Investment fluctuation account 20,000 

Claim under policies by death 1,20,000 

Claims under policies by maturity 2,00,000 

Loans on mortgage 11,20,000 

Loans on policies 6,00,000 

Freehold property & furniture 1,66,000 

Foreclosed properties  40,000 

Agents balance owing 7,200 

Sundry creditors 4,000 

Outstanding premiums 48,000 

Commission paid 48,000 

Interest accrued not due 6000 

Premium (other than single) 4,00,000 

Claims admitted but not paid 12,000 

surrenders 40,000 

Single premiums 1,60,000 

Consideration for annuities granted 1,00,000 

Interest, dividends & rent received  1,40,000 

Depreciation furniture 6000 

Administration expenses 72,000 

salaries 6000 

Auditors fees 3000 

Directors fees 600 

Legal expenses 2,000 

advertising 2,800 

Printing stationary & other administration exp. 21,600 

Cash at bank 3,36,800 

Provision for depreciation 6000 

 

Prepare a Revenue Account & Balance Sheet. 

(Shivaji University March-April-2014) 
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ANNEXURE – I 

PREPARATION OF FINANCIAL STATEMENTS OF 

 INSURANCE COMPANIES REGULATIONS, 2002 

(Source : IRDA, Gazete of India – Part III – Sec. 4) 

LIFE INSURANCE BUSINESS 

SCHEDULE A 

( Regulation 3) 

 

PART I 

Accounting principles for preparation of financial statements 

1. Applicability of Accounting Standards---Every Balance Sheet, Revenue 

Account [Policyholders’ Account], Receipts and Payments Account [Cash Flow 

statement] and Profit and Loss Account [Shareholders’ Account] of an insurer shall 

be in conformity with the Accounting Standards (AS) issued by the ICAI, to the 

extent applicable to insurers carrying on life insurance business, except that:  

(v) Accounting Standard 3 (AS 3) – Cash Flow Statements – Cash Flow 

Statement shall be prepared only under the Direct Method. 

(vi) Accounting Standard 17 (AS 17) - Segment Reporting – shall apply to all 

insurers irrespective of the requirements regarding listing and turnover 

mentioned therein. 

2. Premium---Premium shall be recognised as income when due. For linked 

business the due date for payment may be taken as the date when the associated 

units are created. 

3. Acquisition Costs---Acquisition costs, if any, shall be expensed in the period in 

which they are incurred. 

Acquisition costs are those costs that vary with and are primarily related to the 

acquisition of new and renewal insurance contracts. The most essential test is the 

obligatory relationship between costs and the execution of insurance contracts (i.e., 

commencement of risk).  

4. Claims Cost ---The ultimate cost of claims shall comprise the policy benefit 

amount and specific claims settlement costs, wherever applicable.    



-------------------------------------------------383------------------------------------------------ 

5. Actuarial Valuation -- Liability for Life Policies -- The estimation of liability 

against life policies shall be determined by the appointed actuary of the insurer 

pursuant to his annual investigation of the life insurance business. Actuarial 

assumptions are to be disclosed by way of notes to the account. 

 The liability shall be so calculated that together with future premium payments and 

investment income, the insurer can meet all future claims (including bonus 

entitlements to policyholders) and expenses. 

6. Procedure to determine value of investments.---An insurer shall determine the 

values of investments in the following manner:- 

a) Real Estate – Investment Property-- The value of investment property shall be 

determined at historical cost, subject to revaluation at least once in every three 

years.  The change in the carrying amount of the investment property shall be 

taken to Revaluation Reserve. 

The insurer shall assess ateach balance sheet date whether any impairment of the 

investment property has occurred. 

Gains/ losses arising due to changes in the carrying amount of real estate shall be 

taken to equity under ‘Revaluation Reserve’.  The ‘Profit on sale of investments’ or ‘Loss 

on sale of investments’, as the case may be, shall include accumulated changes in the 

carrying amount previously recognised in equity under the heading ‘Revaluation 

Reserve’ in respect of a particular property and being recycled to the relevant Revenue 

Account or Profit and Loss Account on sale of that property. 

The bases for revaluation shall be disclosed in the notes to accounts.   The 

Authority may issue directions specifying the amount to be released from the revaluation 

reserve for declaring bonus to the policyholders. For the removal of doubt, it is clarified 

that except for the amount that is released to policyholders as per the Authority’s 

direction, no other amount shall be distributed to shareholders out of Revaluation 

Reserve Account. 

An impairment loss shall be recognised as an expense in the Revenue/Profit and 

Loss Account immediately, unless the asset is carried at re-valued amount.  Any 

impairment loss of a re-valued asset shall be treated as a revaluation decrease of that 

asset and if the impairment loss exceeds the corresponding revaluation reserve, such 

excess shall be recognised as an expense in the Revenue/Profit and Loss Account. 

b) Debt Securities--Debt securities, including government securities and redeemable 

preference shares, shall be considered as “held to maturity” securities and shall be 

measured at historical cost subject to amortisation. 
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c) Equity Securities and Derivative Instruments that are traded in active markets---

Listed equity securities and derivative instruments that are traded in active markets 

shall be measured at fair value on the balance sheet date. For the purpose of 

calculation of fair value, the lowest of the last quoted closing price at the stock 

exchanges where the securities are listed shall be taken. 

 The insurer shall assess on each balance sheet date whether any impairment of 

listed equity security(ies)/derivative(s) instruments has occurred. 

An active market shall mean a market, where the securities traded are 

homogenous, availability of willing buyers and willing sellers is normal and the prices are 

publicly available.  

Unrealised gains/ losses arising due to changes in the fair value of listed equity 

shares and derivative instruments shall be taken to equity under the head ‘Fair Value 

Change Account”. The ‘Profit on sale of investments’ or ‘Loss on sale of investments’, as 

the case may be, shall include accumulated changes in the fair value previously 

recognised in equity under the heading ‘Fair Value Change Account’ in respect of a 

particular security and being recycled to the relevant Revenue Account or Profit and 

Loss Account on actual sale of that listed security.  

The Authority may issue directions specifying the amount to be released from the 

Fair Value Change Account for declaring bonus to the policyholders. For the removal of 

doubt, it is clarified that except for the amount that is released to policyholders as per the 

Authority’s prescription, no other amount shall be distributed to shareholders out of Fair 

Value Change Account.  Also, any debit balance in Fair Value Change Account shall be 

reduced from profit/free reserves while declaring dividends.  

The insurer shall assess, on each balance sheet date, whether any impairment 

has occurred.  An impairment loss shall be recognised as an expense in Revenue/Profit 

and Loss Account to the extent of the difference between the re-measured fair value of 

the security/investment and its acquisition cost as reduced by any previous impairment 

loss recognised as expense in Revenue/Profit and Loss Account. Any reversal of 

impairment loss, earlier recognised in Revenue/Profit and Loss Account shall be 

recognised in Revenue/Profit and Loss Account. 

d) Unlisted and other than actively traded Equity Securities and Derivative 

Instruments ---Unlisted equity securities and derivative instruments and listed 

equity securities and derivative instruments that are not regularly traded in active 

markets shall be measured at historical cost.   Provision shall be made for 

diminution in value of such investments. The provision so made shall be reversed 

in subsequent periods if estimates based on external evidence show an increase 
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in the value of the investment over its carrying amount.  The increased carrying 

amount of the investment due to the reversal of the provision shall not exceed the 

historical cost. 

For the purposes of this regulation, a security shall be considered as being not actively 

traded, if as per guidelines governing mutual funds laid down from time to time by SEBI, 

such a security is classified as “thinly traded”.  

7. Loans :Loans shall be measured at historical cost subject to impairment 

provisions. 

The insurer shall assess the quality of its loan assets and shall provide for 

impairment. The impairment provision shall not be lower than the amounts derived on 

the basis of guidelines prescribed from time to time by the Reserve Bank of India, that 

apply to companies and financial institutions. 

8. Linked Business : The accounting principles used for valuation of 

investments are to be consistent with principles enumerated above.   A separate 

set of financial statements, for each segregated fund of the linked businesses, 

shall be annexed. 

Segregated funds represent funds maintained in accounts to meet specific 

investment objectives of policyholders who bear the investment risk. Investment income/ 

gains and losses generally accrue directly to the policyholders. The assets of each 

account are segregated and are not subject to claims that arise out of any other business 

of the insurer.  

9. Funds for Future Appropriation :The funds for future appropriation shall be 

presented separately. 

The funds for future appropriation represent all funds, the allocation of which, 

either to the policyholders or to the shareholders, has not been determined by the end of 

the financial year.   

PART II 

Disclosures forming part of Financial Statements 

A. The following shall be disclosed by way of notes to the Balance Sheet: 

1. Contingent Liabilities: 

(a) Partly-paid up investments 

(b) Underwriting commitments outstanding 

(c) Claims, other than those under policies, not acknowledged as debts 
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(d) Guarantees given by or on behalf of the company 

(e) Statutory demands/liabilities in dispute, not provided for 

(f) Reinsurance Obligations to the extent no provided for in accounts 

(g) Others (to be specified). 

2. Actuarial assumptions for valuation of liabilities for life policies in force. 

3. Encumbrances to assets of the company in and outside India. 

4. Commitments made and outstanding for Loans, Investments and Fixed 

Assets. 

5. Basis of amortisation of debt securities. 

6. Claims settled and remaining unpaid for a period of more than six months as 

on the balance sheet date. 

7. Value of contracts in relation to investments, for: 

(a) Purchases where deliveries are pending; 

(b) Sales where payments are overdue. 

8. Operating expenses relating to insurance business: basis of allocation of 

expenditure to various segments of business. 

9. Computation of managerial remuneration. 

10. Historical costs of those investments valued on fair value basis. 

11. Basis of revaluation of investment property. 

B. The following accounting policies shall form an integral part of the financial 

statements: 

1. All significant accounting policies in terms of the accounting standards issued by 

the ICAI, and significant principles and policies given in Part I of Accounting 

Principles.   Any other accounting policies, followed by the insurer, shall be stated 

in the manner required under Accounting Standard AS 1 issued by the ICAI.   

2. Any departure from the accounting policies shall be separately disclosed with 

reasons for such departure. 

C. The following information shall also be disclosed: 

1. Investments made in accordance with any statutory requirement should be 

disclosed separately together with its amount, nature, security and any special 

rights in and outside India; 
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2. Segregation into performing/ non performing investments for purpose of 

income recognition as per the directions, if any, issued by the Authority; 

3. Assets to the extent required to be deposited under local laws or otherwise 

encumbered in or outside India; 

4. Percentage of business sector-wise; 

5. A summary of financial statements for the last five years, in the manner as 

may be prescribed by the Authority; 

6. Bases of allocation of investments and income thereon between Policyholders’ 

Account and Shareholders’  Account; 

7. Accounting Ratios as may be prescribed by the Authority. 

 

PART III 

General instructions for preparation of Financial Statements  

(For Life & General) 

1. The corresponding amounts for the immediately preceding financial year for all 

items shown in the Balance Sheet, Revenue Account, Profit and Loss Account 

and Receipts and Payments Account shall be given. 

2. The figures in the financial statements may be rounded off to the nearest 

thousands. 

3. Interest, dividends and rentals receivable in connection with an investment 

should be stated at gross amount, the amount of income tax deducted at source 

should be included under 'advance taxes paid' and taxes deducted at source. 

4. (I) For the purposes of financial statements, unless the context otherwise 

requires - 

(a) the expression ‘provision’ shall, subject to (II) below mean any amount 

written off or retained by way of providing for depreciation, renewals or 

diminution in value of assets, or retained by way of providing for any 

known liability or loss of which the amount cannot be determined with 

substantial accuracy; 

(b) the expression ‘reserve’ shall not, subject to as aforesaid, include any 

amount written off or retained by way of providing for depreciation, 

renewals or diminution in value of assets or retained by way of providing 

for any known liability or loss; 
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(c) the expression ‘capital reserve’ shall not include any amount regarded 

as free for distribution through the profit and loss account; and the 

expression ‘revenue reserve’ shall mean any reserve other than a capital 

reserve; 

(d) The expression "liability" shall include all liabilities in respect of 

expenditure contracted for and all disputed or contingent liabilities. 

 (II) Where: 

(a) any amount written off or retained by way of providing for depreciation, 

renewals or diminution in value of assets, or 

(b)    any amount retained by way of providing for any known liability or loss, is 

in excess of the amount which in the opinion of the directors is 

reasonably necessary for the purpose, the excess shall be treated as a 

reserve and not provision. 

5. The company shall make provisions for damages under lawsuits where the 

management is of the opinion that the award may go against the insurer. 

6. Extent of risk retained and re-insured shall be separately disclosed. 

7. Any debit balance of the Profit and Loss Account shall be shown as deduction 

from uncommitted reserves and the balance, if any, shall be shown separately. 

 

PART V 

Preparation of Financial Statements 

 

(1) An insurer shall prepare the Revenue Account [Policyholders’ Account], Profit 

and Loss Account [Shareholders’ Account] and the Balance Sheet in Form A-

RA, Form A-PL and Form A-BS, as prescribed in this Part, or as near thereto 

as the circumstances permit.  

Provided that an insurer shall prepare Revenue Account and Balance Sheet 

for the under mentioned businesses separately and to that extent the 

application of AS 17 shall stand modified:- 

a) Participating policies and Non-participating policies; 

b) i) Linked business [As defined in  regulation 2 (i) of  the IRDA 

(Registration of Indian Insurance Companies ) Regulations , 2000] 
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ii) Non-Linked business separately for Ordinary Life, General Annuity, 

pensions and Health Insurance;  

c) Business within India and business outside India. 

(2) An insurer shall prepare separate Receipts and Payments Account in 

accordance with the Direct Method prescribed in AS 3 – “Cash Flow 

Statement” issued by the ICAI.  

ANNEXURE – II 

GENERAL INSURANCE BUSINESS 

SCHEDULE B 

( Regulation 3) 

 

PART I 

 

Accounting principles for preparation of financial statements 

 

1. Applicability of Accounting Standards---Every Balance Sheet, Receipts 

and Payments Account [Cash Flow statement] and Profit and Loss Account 

[Shareholders’ Account] of the insurer shall be in conformity with the 

Accounting Standards (AS) issued by the ICAI, to the extent applicable to the 

insurers carrying on general insurance business, except that:  

(i) Accounting Standard 3 (AS 3) – Cash Flow Statements – Cash Flow 

Statement shall be prepared only under the Direct Method. 

(ii) Accounting Standard 13 (AS 13) – Accounting for Investments, shall not 

be applicable. 

(iii) Accounting Standard 17 (AS 17)   - Segment Reporting – shall apply to 

all insurers irrespective of  the requirements regarding listing and 

turnover mentioned therein. 

2. Premium--Premium shall be recognised as income over the contract period or 

the period of risk, whichever is appropriate. Premium received in advance, 

which represents premium income not relating to the current accounting 

period, shall be disclosed separately in the financial statements. 

A reserve for unexpired risks shall be created as the amount representing that part 

of the premium written which is attributable to, and to be allocated to the 

succeeding accounting periods and shall not be less than as required under 

section 64 V(1) (ii) (b) of the Act. 
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Premium Received in Advance, which represents premium received prior to the 

commencement of the risk, shall be shown separately under the head ‘Current 

Liabilities’ in the financial statements. 

 

3. Premium Deficiency--Premium deficiency shall be recognised if the sum of 

expected claim costs, related expenses and maintenance costs exceeds related 

reserve for unexpired risks.  

 

4. Acquisition Costs---Acquisition costs, if any, shall be expensed in the period in 

which they are incurred. 

 Acquisition costs are those costs that vary with, and are primarily related to, the 

acquisition of new and renewal insurance contracts. The most essential test is the 

obligatory relationship between costs and the execution of insurance contracts (i.e. 

commencement of risk).  

 

5. Claims--The components of the ultimate cost of claims to an insurer comprise the 

claims under policies and specific claims settlement costs. Claims under policies 

comprise the claims made for losses incurred, and those estimated or anticipated 

under the policies following a loss occurrence. 

A liability for outstanding claims shall be brought to account in respect of both 

direct business and inward reinsurance business. The liability shall include: - 

(a) Future payments in relation to unpaid reported claims; 

(b) Claims Incurred But Not Reported (IBNR) including inadequate reserves 

[sometimes referred to as Claims Incurred But Not Enough Reported 

(IBNER)], 

which will result in future cash/asset outgo for settling liabilities against those 

claims. Change in estimated liability represents the difference between the 

estimated liability for outstanding claims at the beginning and at the end of 

the financial period.  

 

The accounting estimate shall also include claims cost adjusted for 

estimated salvage value if there is sufficient degree of certainty of its 

realisation. 

 

Actuarial Valuation of claim liability – in some cases 

Claims made in respect of contracts where the claims payment period exceeds 

four years shall be recognised on an actuarial basis, subject to regulations that may be 

prescribed by the Authority. In such cases, certificate from a recognised actuary as to the 
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fairness of liability assessment must be obtained.   Actuarial assumptions shall be 

suitably disclosed by way of notes to the account. 

 

6. Procedure to determine the value of investments.---An insurer shall determine 

the values of investments in the following manner:- 

a) Real Estate – Investment Property-- Investment Property shall be measured at 

historical cost less accumulated depreciation and impairment loss, residual value 

being considered zero and no revaluation being permissible. 

The Insurer shall assess at each balance sheet date whether any impairment of 

the investment property has occurred. 

An impairment loss shall be recognised as an expense in the Revenue/Profit and 

Loss Account immediately.  

Fair value as at the balance sheet date and the basis of its determination shall be 

disclosed in the financial statements as additional information.  

b) Debt Securities--Debt securities including government securities and redeemable 

preference shares shall be considered as “held to maturity” securities and shall be 

measured at historical cost subject to amortisation. 

c) Equity Securities and Derivative Instruments that are traded in active markets---

Listed equity securities and derivative instruments that are traded in active markets 

shall be measured at fair value as at the balance sheet date. For the purpose of 

calculation of fair value, the lowest of the last quoted closing price of the stock 

exchanges where the securities are listed shall be taken. 

The insurer shall assess on each balance sheet date whether any impairment of 

listed equity security(ies)/ derivative(s) instruments has occurred. 

An active market shall mean a market, where the securities traded are 

homogenous, availability of willing buyers and willing sellers is normal and the 

prices are  publicly available.  

Unrealised gains/losses arising due to changes in the fair value of listed equity 

shares and derivative instruments shall be taken to equity under the head ‘Fair 

Value Change Account’. The ‘Profit on sale of investments’ or ‘Loss on sale of 

investments’, as the case may be, shall include accumulated changes in the fair 

value previously recognised in equity under the heading Fair Value Change 

Account in respect of a particular security and being recycled to Profit and Loss 

Account on actual sale of that listed security.   

For the removal of doubt, it is clarified that balance or any part thereof shall not be 

available for distribution as dividends.  Also, any debit balance in the said Fair 

Value Change Account shall be reduced from the profits/free reserves while 

declaring dividends.  
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The insurer shall assess, at each balance sheet date, whether any impairment has 

occurred.  An impairment loss shall be recognised as an expense in 

Revenue/Profit and Loss Account to the extent of the difference between the 

remeasured fair value of the security/ investment and its acquisition cost as 

reduced by any previous impairment loss recognised as expense in 

Revenue/Profit and Loss Account. Any reversal of impairment loss, earlier 

recognised in Revenue/Profit and Loss Account shall be recognised in 

Revenue/Profit and Loss Account. 

d) Unlisted and other than actively traded Equity Securities and Derivative 

Instruments--Unlisted equity securities and derivative instruments and listed equity 

securities and derivative instruments that are not regularly traded in active market 

will be measured at historical costs. Provision shall be made for diminution in value 

of such investments. The provision so made shall be reversed in subsequent 

periods if estimates based on external evidence show an increase in the value of 

the investment over its carrying amount.  The increased carrying amount of the 

investment due to the reversal of the provision shall not exceed the historical cost. 

For the purposes of this regulation, a security shall be considered as being not 

actively traded, if as per guidelines governing mutual funds laid down from time to 

time by SEBI, such a security is classified as “thinly traded”.  

7.  Loans--Loans shall be measured at historical cost subject to impairment 

provisions.  

The insurer shall assess the quality of its loan assets and shall provide for 

impairment. The impairment provision shall not be lower than the amounts derived 

on the basis of guidelines prescribed from time to time by the Reserve Bank of 

India, that apply to companies and financial institutions. 

8. Catastrophe Reserve -- Catastrophe reserve shall be created in accordance with 

norms, if any, prescribed by the Authority. Investment of funds out of catastrophe 

reserve shall be made in accordance with prescription of the Authority. 

 

PART II 

Disclosures forming part of Financial Statements 

A. The following shall be disclosed by way of notes to the Balance Sheet: 

1. Contingent Liabilities: 

a) Partly-paid up investments 

b) Underwriting commitments outstanding 

c) Claims, other than those under policies, not acknowledged as debts 

d) Guarantees given by or on behalf of the company 

e)  Statutory demands/liabilities in dispute, not provided for 
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f)  Reinsurance obligations to the extent not provided for in accounts 

g) Others (to be specified) 

2. Encumbrances to assets of the company in and outside India. 

3.  Commitments made and outstanding for Loans, Investments and Fixed 

Assets. 

4. Claims, less reinsurance, paid to claimants in/outside India. 

5.  Actuarial assumptions for determination of claim liabilities in the case of claims 

where the claims payment period exceed four years.  

6.  Ageing of claims – distinguishing between claims outstanding for more than 

six months and other claims. 

7.  Premiums, less reinsurance, written from business in/outside India. 

8. Extent of premium income recognised, based on varying risk pattern, category 

wise, with basis and justificationtherefore, including whether reliance has been 

placed on external evidence. 

9.  Value of contracts in relation to investments, for: 

d) Purchases where deliveries are pending; 

e) Sales where payments are overdue. 

11. Operating expenses relating to insurance business: basis of allocation of 

expenditure to various   classes of business. 

12.  Historical costs of those investments valued on fair value basis. 

13.  Computation of managerial remuneration. 

14. Basis of amortisation of debt securities. 

15. (a) Unrealised gain/losses arising due to changes in the fair value of listed 

equity shares and derivative instruments are to be taken to equity under 

the head ‘Fair Value Change Account’ and on realisation reported in 

profit and loss Account. 

 (b) Pending realisation, the credit balance in the ‘Fair Value Change 

Account’ is not available for distribution. 

15. Fair value of investment property and the basis therefor. 

16. Claims settled and remaining unpaid for a period of more than six months as 

on the balance sheet date. 

B. The following accounting policies shall form an integral part of the financial 

statements: 

1. All significant accounting policies in terms of the accounting standards issued by 

the ICAI, and significant principles and policies given in Part I  of Accounting 

Principles. Any other accounting policies followed by the insurer shall be stated in 

the manner required under Accounting Standard AS 1 issued by the ICAI.   
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2. Any departure from the accounting policies as aforesaid shall be separately 

disclosed with reasons for such departure. 

C. The following information shall also be disclosed: 

1. Investments made in accordance with any statutory requirement should be 

disclosed separately together with its amount, nature, security and any special 

rights in and outside India. 

2. Segregation into performing/ non performing investments for purpose of 

income recognition as per the directions, if any, issued by the Authority. 

3. Percentage of business sector-wise. 

4. A summary of financial statements for the last five years, in the manner as 

may be prescribed by the Authority.  

5. Accounting Ratios as may be prescribed by the Authority. 

6. Basis of allocation of Interest, Dividends and Rent between Revenue 

Account and Profit and Loss Account. 

 

PART IV 

CONTENTS OF MANAGEMENT REPORT 

 

PART V 

( GENERAL INSURANCE BUSINESS ) 

Preparation of Financial Statements 

(1) An insurer shall prepare the Revenue Account, Profit and Loss Account 

[Shareholders’ Account] and the Balance Sheet in Form B-RA, Form B-PL, 

and Form B-BS, or as near thereto as the circumstances permit. 

Provided that an insurer shall prepare Revenue Accounts separately for fire, 

marine, and miscellaneous insurance business and separate schedules shall 

be prepared for Marine Cargo, Marine – Other than Marine Cargo and the 

following classes of miscellaneous insurance business under miscellaneous 

insurance and accordingly application of AS 17 – Segment Reporting - shall 

stand modified. 

1.  Motor  2.  Workmen’s Compensation/Employers’ Liability   

3.  Public/Product Liability  4.  Engineering   5.  Aviation  

6.  Personal Accident    7.  Health Insurance  8.  Others  

 

(2)  An insurer shall prepare separate Receipts and Payments Account in 

accordance with the Direct Method prescribed in AS 3 – “Cash Flow 

Statement” issued by the ICAI.   
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ANNXURE – II 

SCHEDULE C 

(See Regulation 3) 

 

AUDITOR’S REPORT 

 

 The report of the auditors on the financial statements of every insurer shall 

deal with the matters specified herein: 

1.  (a) That they have obtained all the information and explanations which, to 

the best of their knowledge and belief were necessary for the purposes 

of their audit and whether they have found them satisfactory; 

(b) Whether proper books of account have been maintained by the insurer 

so far as appears from an examination of those books; 

(c) Whether proper returns, audited or unaudited, from branches and other 

offices have been received and whether they were adequate for the 

purpose of audit; 

(d) Whether the Balance sheet, Revenue account ,  Profit and Loss account 

and the Receipts and Payments Account dealt with by the report are in 

agreement with the books of account and returns; 

(e) Whether the actuarial valuation of liabilities is duly certified by the 

appointed actuary including to the effect that the assumptions for such 

valuation are in accordance with the guidelines and norms, if any, issued 

by the Authority, and/or the Actuarial Society of India in concurrence with 

the Authority. 

2. The auditors shall express their opinion on: 

 (a) (i) Whether the balance sheet gives a true and fair view of the 

insurer’s affairs as at the end of the financial year/period; 

(ii) Whether the revenue account gives a true and fair view of the 

surplus or the deficit for the financial year/period; 

(ii) Whether the profit and loss account gives a true and fair view of 

the profit or loss for the financial year/period; 

(iii) Whether the receipts and payments account gives a true and fair 

view of the receipts and payments for the financial year/period; 
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(b) The financial statements stated at (a) above are prepared in accordance 

with the requirements of the Insurance Act, 1938 (4 of 1938), the 

Insurance Regulatory and Development Authority Act, 1999 (41 of 1999) 

and the Companies Act, 1956 (1 of 1956), to the extent applicable and in 

the manner so required. 

(c) Investments have been valued in accordance with the provisions of the 

Act and these Regulations. 

(d) The accounting policies selected by the insurer are appropriate and are 

in compliance with the applicable accounting standards and with the 

accounting principles, as prescribed in these Regulations or any order or 

direction issued by the Authority in this behalf. 

3. The auditors shall further certify that: 

(a) they have reviewed the management report and there is no apparent 

mistake or material inconsistencies with the financial statements; 

(b) the insurer has complied with the terms and conditions of the registration  

stipulated by the Authority. 

4. A certificate signed by the auditors [which shall be in addition to any other 

certificate or report which is required by law to be given with respect to the 

balance sheet] certifying that:– 

(a) they have verified the cash balances and the securities relating to the 

insurer’s loans, reversions and life interests (in the case of life insurers) 

and investments; 

(b) to what extent, if any, they have verified the investments and 

transactions relating to any trusts undertaken by the insurer as trustee; 

and 

(c) no part of the assets of the policyholders’ funds has been directly or 

indirectly applied in contravention of the provisions of the Insurance Act, 

1938 (4 of 1938) relating to the application and investments of the 

policyholders’ funds. 

[F.No. IRDA/Reg/03/2002] 

N. RANGACHARY, Chairman 
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Unit No. 4 

Social Responsibility Accounting  

Environmental Accounting and HR Accounting  

(Meaning, Objective and Need) 

 

Objectives : 

 After studying this unit you will be able to understand : 

1. Nature and Concept of Social Responsibility Accounting. 

2. Models of Social Responsibility Accounting. 

3. Meaning, Concept, Scope & Objectives of Environmental Accounting. 

4. Meaning Concept, Objectives of HR Accounting 

5. Methods of HR Valuation. 

 

Structure : 

4.1   Introduction 

4.2   Social Responsibility Accounting 

4.3   Nature and Concept 

4.4   Objectives of Social Responsibility Accounting 

4.5   Social Responsibility Accounting Models. 

4.6   Development of Social Responsibility Accounting in India. 

4.7   Need of Social Responsibility Accounting 

4.8   Problems of Social Responsibility Accounting 

4.9   Environmental Accounting 

4.10  Scope of Environmental Accounting 

4.11  Objectives of Environmental Accounting 

4.12  Law relating to Protection of Environment in India. 

4.13  Human Resource Accounting 

4.14  Concept of HRA 
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4.15   Objectives of HRA 

4.16   Advantages of HRA 

4.17   Methods of HR Valuation 

4.18   Summary 

4.19   Key Terms 

4.20  Self Assessment Questions 

4.21   Further Readings and References. 

 

4.1 Introduction : 

In the modern era, the study of Environment Accounting, Social Accounting 

and Human Resource Accounting has become most essential. No efforts were 

made in the olden days to assign the values of these and mention in the financial 

reports of the organization. The study of these has a great importance due to the 

following reasons: 

Firstly, Environmental accounting has assumed great importance in modern 

time, since the life on this planet depends to a large measure, on our response to 

emerging problems related to the environment. The developed countries have gone 

for various aspects of development without bothering their natural balance of 

environmental pollution as well as its balance in the ecosystem through which 

marine as well as forest life is completely disturbed. In India, all the interested 

groups of the environmental accounting i.e. the company, consumers, governments, 

citizens and accounting bodies are becoming much interested about knowing the 

“environmental design “which carefully balance cost, culture, legal performance and 

sensitive environmental criteria.  

Secondly, while understanding the concept of Social Responsibility 

Accounting it is necessary to note that the society provides the infra-structure and 

the facilities without which business cannot operate at all. The development of the 
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society and business are coextensive. Since the business draws benefits from the 

society, it has also a responsibility towards it. In the world of today, an organization’s 

traditional objective of earning profit has been vehemently challenged on the ground 

that corporate entities must add to the well-being of society in a positive way apart 

from earning profits. The term social responsibility accounting is in the process of 

crystallization.  

Lastly, while understanding the nature and concept of Human Resource 

Accounting it is quite essential to consider that the employees are the greatest 

assets of an organization and its success or failure depends on the quality and 

performance of the employees. From social point of view an enterprise combines 

two sorts of resources: a group of human beings and a group of physical assets. 

The latter in isolation of the former is useless. Hence in any organization the most 

important input is the human element. 

4.2 Social Responsibility Accounting : 

A business unit is a part and partial of the society. Its activities very vitally 

affect the society and its members. The goods and services it produces and sells 

and the fact that the business provides employment for a sizable section of the 

society makes the business a vital section of the society. Moreover the business 

draws benefits from the society in various forms. The society provides the infra-

structure and the facilities without which business cannot operate at all. The 

development of the society and business are coextensive. Since the business draws 

benefits from the society, it has also a responsibility towards it. 

4.3 Nature and Concept : 

The time was gone when an organization was tested on economic viability. 

Today the same organization, more so when in public sector, is to justify its 

existence more on its ability to discharge its social responsibility rather than its 

economic viability. In the world of today, an organization’s traditional objective of 
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earning profit has been vehemently challenged on the ground that corporate entities 

must add to the well-being of society in a positive way apart from earning profits. 

The term social accounting is in the process of crystallization, so a variety of 

terms are in vogue to convey the same meaning viz., ‘Social Reporting’, ‘Social 

Disclosure’, ‘Social Audit’, ;Social Responsibility Accounting’, ‘Social Information 

System’, ‘Socioeconomic Accounting’, “Social cost benefit Analysis” etc. These 

terms are used more or less interchangeably as they broadly convey the same 

meaning.  

4.4 Objectives of Social Responsibility Accounting : 

1. To identify and measure the periodic net social contribution of an 

individual firm which must include both internal and external costs and benefits of 

the firm and society as a whole. 

2. To determine whether an individual firm’s policies and strategies 

adverserly affect the society or not and the resources and power status etc. of an 

individual are consistent with the social priorities. 

3. To make available in an optional manner to all social constituents, 

relevant information of a firms goal, policies, programmes, performance and 

contributions to social resources. 

4.5 Social Responsibility Accounting Models : 

The notion of Social Accounting was first proposed by Bown in 1953 but it 

remained dormant for a long time. In 1975 the National Accounting Association 

(NAA) of USA published its report entitled “Accounting for Corporate Social 

Performance”. Social accounts became very popular in USA after the publication of 

this report. Several models were developed in USA to provide a standard format of 

Social Accounting which can be summarized as below: 

1. Linowes’ Model: David Linowes proposed a model of social audit known as 

Socioeconomic Operating Statement (SEOS). This was based on valuation of 
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detriments with people environments and product. Detriment means the cost 

avoided or not incurred for socially desirable actions. This model was not 

preferred as it calls for degree of subjectivity which can destroy the usefulness 

of social accounting. 

2. Weygandt’s Model: Deley and Weygandt’s suggested a model known as 

Social Responsibility Annual Report (SRAR) by using cost approach. They 

suggested various statements for pollution, occupational health, recruitment of 

women and children etc. This system suffers from lack of integration among 

various statements. 

3. Ralph’s Model: Prof. Ralph suggested a model based on direct benefits and 

costs generated by an organization towards other elements of society and 

society as a whole. It provides useful information to external entities but 

suffers from theoretical approach. 

4. Abt’ Model: Clark Abt president of a Consulting Firm ‘Abt Associates’ 

published a social report in 1971 which was modified in 1974. This report 

presents both stocks (Balance sheet) and flows (Income statement). The 

social income statement (flows) shows the net social benefits to its three 

constituencies viz. (i) staff, (ii) community and (iii) general public. Net social 

benefits are calculated by deducting the sum of the social costs to each 

constituency from the sum of social benefits. 

           Social Balance Sheet is based on the concept of Human Resource 

Accounting as the present value of the employee is capitalized as human asset. On 

the liability side, social equity is calculated as balancing figure i.e. excess of social 

assets over social liabilities. 

4.6   Development of Social Accounting in India : 

       All the models are useful but Abt’s model is most ambitious and understandable 

as ilt provides a bottom line result. This model is widely recognized and practiced by 

accountants throughout the world. Both ONGC and OIL are using this model to 
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prepare Social Income Statement and Balance Sheet. In India, the first ever attempt 

was made by the Tata Iron and Steel Co. Ltd. (TISCO) to publish a Social Audit 

Report on whether the company has fulfilled the objectives contained in clause 3(a) 

of its Articles of Association regarding its social and moral responsibilities to the 

consumers, employees, shareholders, society and the local community. The social 

audit was conducted by a committee consisting of eminent persons who were not 

interested in the management of the company. The committees consisted of a jurist, 

a social scientist and a distinguished parliamentarian. The committee in its report 

has given credit to TISCO for its social performance which is of a high order and, in 

its magnitude, is perhaps unequalled in India. Later on the Bharat Heavy Electrical 

Limited (BHEL) adopted Value Added Statements to show its social performance. 

Social Accounts was also adopted by other companies’ viz. Indian Tobacco 

Company (ITC), Dunlop India, Larsen and Toubro, Mineral & Metals Trading 

Corporation of India Ltd., Madras Refinery Limited etc. but the number of such 

corporation in India is very small. 

4.7  Need of Social Responsibility Accounting : 

      With the advancement of science as well as growth and development of 

business, the number, size, scope and management pattern of companies have 

undergone radical changes. Now a corporate unit is expected not only to earn a 

good profit but it is also considered to owe certain obligations to the shareholders, 

employees, consumer, investors and public at large. Social accounting provides 

data and information in this regard. A simple structure of conventional accounting is 

not sufficient to cope with the needs of the times as there is a tremendous change in 

management style of planning, communication, control and decision making. Thus, 

emerging dimensions of accounting viz. inflation accounting, human resource 

accounting, value added accounting, social accounting etc. can serve the purpose in 

a better way. Social accounting fits well in our socialistic democratic pattern of 

society. Its utility is unquestionable in a developing country like India as it lays more 

stress on social profitability than commercial profitability. Social accounting can play 
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an important role in the measurement of national economic health. It can help in the 

activities of government agencies confronted with serious social problems, such as 

urban housing, industrial congestion, pollution, poverty etc.     

There is thus no doubt about the usefulness of accounting as a social science 

which may bring benefit to society, rather than the benefit which it may confer on the 

owners of a business only. 

4.8  Problems of Social Responsibility Accounting : 

Preparation of Social Accounts involves many problems. There is no standard 

format of Social Accounts as they are neither obligatory not required by statute in 

India They raise many questions like, for whom should it be prepared? Should it be 

for internal or external use? What is its object? What and how much information 

should be disclosed? At every stage of Social Accounting there is a problem of 

decision making. 

The first important problem arises with regard to the selection of model. There 

are various models of special accounting in vogue as mentioned earlier. Which 

model should be adopted depends upon the object and scope of social accounting. 

Its scope may be limited to show more significant impact or it may be broad to show 

total social impact. 

The second problem arises regarding the choice of area attention. Some 

criteria like concession, completeness, consistency, comparability etc. may provide 

guidelines in this regard. 

Measurement of social cost benefit is another problem. Most of the social cost 

benefits are not quantifiable and their measurement in monetary terms is based on 

certain assumptions.  

The third problem that arises is whether the use of rupees as single 

measurement are more realistic or multiple measure like number of persons 

employed, number of houses provided, extent of self-sufficiency achieved etc. are 

more appropriate. 



 

-----------------------------------------------------404-----------------------------------------------
-- 

 

The fourth problem is whether the performance of an enterprise should be 

judged on the grounds of what it has done or what it should have done. It can be 

given credit for what is has done or alternatively it can be criticized for things which it 

has not done. 

No doubt the problems have restricted scope of Social Responsibility 

Accounting but it is becoming popular due to its usefulness. 

4.9   Environmental  Accounting 

            The concept of environmental financial accounting deals with identification, 

measurement, recognition and disclosure of an organization’s environmental costs, 

benefits, assets, liabilities and contingencies as a component of financial or 

sustainability reports. 

Environmental accounting has assumed great importance in modern time, 

since the life on this planet depends to a large measure, on our response to 

emerging problems related to the environment. During the last two decades, the 

accounting profession worldwide has made various deliberations on the concept. 

           In the modern era, the development is more oriented towards industrialization 

and technology. The environment and development has not been keeping pace with 

each other. The modernizations in terms of construction of dams, development of 

habitations and industries in and around forests have completely dis-balanced the 

ecology and environment in the areas, where such developments are taking place. 

The modern technology has certainly advanced in many ways positively, however it 

has also destroyed the environment aspects in many ways. The developed 

countries have gone for various aspects of development without bothering their 

natural balance of environmental pollution as well as its balance in the ecosystem 

through which marine as well as forest life is completely disturbed. Due to this the 

human and other living beings are now going through various phases of diseases, 

dwarfism as well as allergies of different kinds in which the human life is at stake 

along with natural resources. Various supra-national bodies like UN, FEE, and GRI 
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have shown keen interest in the topic and have started issuing guidelines on EAR. 

Governments of some countries (e.g. Denmark, Norway, Australia and Spain) have 

also responded to stakeholders pressuring by introducing mandatory disclosure or 

reporting requirements on environment for companies. In India, all the interested 

groups of the environmental accounting i.e. the company, consumers, governments, 

citizens and accounting bodies are becoming much interested about knowing the 

“environmental design “which carefully balance cost, culture, legal performance and 

sensitive environmental criteria. However, there is yet a need to take steps to 

formulate the accounting and valuation techniques and to issue mandatory 

guidelines to incorporate environmental issues in company’s annual reports. 

4.10 Scope of Environmental Accounting : 

Pollution in its various aspects emerges as a very important concern and a 

critical area of attention in environmental account. In order to make the scope of 

environmental accounting relevant to the company, it should reflect local 

environment concerns problems and local specific needs and be responsive to local 

specific challenges. The scope of environment accounting includes Natural 

resources, Biological diversity, Marine life, Inter-dependence of man and 

environment, Environment degradation, Water management, Disaster management, 

Protection of human health conditions, Renewable resources, Eco-friendly and 

indigenous technologies, Sustainable agriculture, Environmental policies and 

programmes, Environmental information resources, Role of government and non-

government agencies etc. 

 

 

4.11  Objectives of Environmental Accounting : 

Following are the objectives of Environmental Accounting. 

1) To obtain knowledge, understanding sills and awareness with desirable 

attitudinal changes about natural and man made surroundings. 
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2) To understand the environmental policies and programmes. 

3) To study the role of government and non government agencies regarding 

environmental programmes. 

 

4.12 Law relating to Protection of Environment in India : 

India was the first national to impose a constitution and obligation on the 

“State and citizen” to protect and improve the environment at one of the primary 

duties. Article 48A of the Indian constitution provides: 

“The state shall endeavour to protect and improve the environment and to 

safeguard forests and wild life of the nation.” 

Article 57 provides “It shall be the duty of the every citizen of India to protect 

and improve the natural environment including forests, lakes, rivers and wild life and 

to have compassion for living creatures”.  

             Thus our constitution has provisions to make environmental legislations. 

The central, state and the concurrent lists of subjects on which Parliament and state 

Legislature are empowered to legislate span noise control, land improvement, 

irrigation, town planning, slum clearance, housing schemes, pest control, smoke 

control, water pollution, forest, wildlife, recreation etc. Consequently laws have been 

enacted on following: 

1. The Factories Act,1948 

2. The Insecticides Act, 1968 

3. The Water (Prevention and Control of Pollution) Act, 1974 

4. The Air (prevention and Control of Pollution)Act, 1981 

5. The Forest (Conservation) Act, 1980 

6. The wildlife (Protection) Act, 1972 

7. The Environment (Protection) Act, 1986. 

Besides these a gazette notification on environmental audit was issued by 

Ministry of Environment and Forest (MoEF) on 31-3-92, requiring submission of an 

Environmental Statement to the Pollution Control Board (PCB). It is applicable to 
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any person carrying on an industry, operation or process requiring consent from 

regulatory authorities to operate under any law relation to environment. In this 

environmental statement, the concerned industry is required to provide information 

on water and raw material consumption, pollution generated, nature of hazardous 

wastes and solid wastes and the disposal practices, impact of pollution control 

measures and conservation of natural resources. Companies are also required to 

publish information on Energy Conservation (steps taken for this and benefits 

derived there from) in the annexure to Directors report under Sec. 217 (1) (e) of 

Companies Amendment Act, 1988. 

Recent legislation in India has expanded the scope of responsibility for pollution 

prevention and clean up for business organizations. With growing legal and social 

awareness, there has been a significant increase in environmental cost and 

liabilities, to the extent that they have become a significant part of total costs and 

liabilities 

 

4.13  Human Resource Accounting : 

The success of any organization depends upon the material, machinery, 

money, men and management that are available to it. Out of these, the two key 

items men and management relate to the caliber and character of the people 

working in it. Hence in any organization, the most important input is the human 

element. Employees are the greatest assets of an organization and its success or 

failure depends on the quality and performance of the employees. In spite of the 

vast physical resources and the latest technology, an organization finds itself in the 

midst of financial crisis if it does not have the right people to conduct its affairs. In 

the words of Alfred Marshall, “The most valuable of all capital is that invested in 

human beings”. But it is unfortunate that accountants, till now, could not evolve a 

generally accepted system tovalue and record this importance asset. No efforts 

were made in the olden days to assign monetary value to such human resources in 
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the balance sheet of the organization. In the conventional accounting system, the 

following failures in respect of human resources are worth noting: 

a. The amount spent on human resources like salaries, wages, training are 

treated as revenue expenditure although it is of capital nature. 

b. Management did not have any information about total investment made 

in human resources as it is not reported in the financial statements of the 

organization. 

c. The talents, capabilities and potential of the human resources are not 

recognized as it is not measured in terms of money. 

The first attempt to evaluate human effort in monetary terms was made by Sir 

William Petty as early as in 1691. He opined that labour was “the father of wealth” 

and it must be included in any estimate of the national wealth. However, since 

efforts in this direction were made during last three decades only, as a result of 

which many accountants and economists all over the world became conscious for 

finding the cost and value of the human resources.  

 

4.14    Concept of HRA : 

          The concept of recognizing human being as an asset is an old one. The 

Indian history has evidences for this as Emperor Akbar gave importance to the nine 

jewels (courtiers). The names of freedom fighters cannot be forgotten in the history 

of freedom movement of India. But no one made efforts to assign any monetary 

value to those individuals in the Balance Sheet of the nation. 

           It is known fact that success of an organization depends on the quality, 

caliber and character of the people working in it. Employees are, thus, greatest 

asset of an organization and the success or failure depends on the skill and the 

performance of the employees. Thus, human resources is a very valuable asset 

without which an organization cannot progress in all directions. In a business 

organization, a well organized and loyal personnel may be much more asset than a 
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stock of merchandise. HRA is a new branch of accounting. It is based on the 

traditional concept that all expenditure on human capital formation is treated as a 

charge against the revenue of the period as it does not create any physical asset. 

But now a day’s this concept has changed and the cost incurred on any assets (as 

human resources) should be capitalized as it yield benefits measurable in monetary 

terms. Human Resource Accounting means accounting for people as the 

organizational resources. It is the measurement of the cost and value of people to 

organizations. 

Definitions: 

1. The American Accounting Society Committee on Human Resource 

Accounting defines HRA as “Human resources accounting is the process of 

identifying and measuring data about human resources and communication 

this information to interested parties”. 

2. Flamhoitz defines HRA as “accounting for people as an organizational 

resource. It involves measuring the costs incurred by organizations to recruit, 

select, hire, train and develop human assets. It also involves measuring the 

economic value of people to the organization”. 

From the above definitions we may say that HRA is nothing but the 

assessment of the costs and value of the people as organizational resources. 

4.15   Objectives of HR Accounting: 

Following are the various objectives of human resource accounting: 

1. To provide cost value information about acquiring, developing, allocating and 

maintaining human resources so as to meet organizational goals 

2. To enable the management in effectively monitoring the use of human 

resources. 

3. To find whether human assets are appreciating or depreciating over a period 

of time 
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4. To attract good, competent and efficient personnel to work for the organization 

5. To take decisions regarding promotion, transfer, training, retirement and 

retrenchment of such resources 

6. To fix right person for the right job. 

7. To evaluate the expenditure incurred by the organization in developing the 

human resources and the return on such investment in human resources 

8. To motivate individual persons in the organization to increase their worth by 

training etc. 

4.16   Advantages of HR Accounting: 

The following advantages are derived from HRA system: 

1. It throws light on the strengths and weaknesses of the existing work-force in 

an organization. 

2. Management can evaluate the effectiveness of its policies relating to human 

resources. HRA provides feedback to manager on his own performance 

3. It helps potential investors judge a company better on the strength of human 

assets utilized therein. The present law does not require the value of the 

human asset to be shown in the financial statements. 

4. It helps management in taking appropriate decisions regarding the use of 

human assets in an organization that is whether to hire, new recruit or 

promote people internally, transfer people to new locations or hire people 

locally, incur additional training costs keeping the impact of long-term 

profitability in mind. 

5. The return on investment (ROI) can realistically be calculated only when 

investment on human resources is taken into account. 

6. HRA may help to improve the motivation and morale of employees 

7. The cost of labour turnover can be reduced with the help of HRA etc. 
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4.17    Methods of HR Valuation: 

A number of methods have been suggested to measure human resources. Some of 

the important methods have been discussed below: 

A. Historical Cost Method: This approach was developed by Brummet, 

Flamhotz and Pyle. Under this method, amount actually spent on the 

recruitment and development of employees is capitalized and amortized over 

the period for which the benefits are expected to flow to the organization. Cost 

on recruitment and selection are called acquisition costs while the cost on 

training is called learning costs. In case, human asset expires before the end 

of expected life period or leaves the organization prematurely, the 

unamortized cost remaining in the books has to be written off against the profit 

and loss account of the particular year. 

B. Replacement Cost Method: This method was developed by Renis Likert and 

Eric G Flamholtz. Under this method the human resources are to be valued at 

their replacement cost that is on the basis of the assumption of what cost the 

firm would inch if the existing human resources are required to be replaced 

with others of equivalent talent and experience. This method incorporates the 

current value of the human resources of a firm and hence the financial 

statements prepared under this method would be amore realist. 

C. Opportunity cost or Market value method: This method has been 

developed by Hekimian and Jones. The opportunity cost is linked with 

scarcity. This method is based on the economist’s concept of opportunity cost 

as “the most profitable alternative use that is foregone by putting it to its 

present use”. In this method all managers with an organization will be 

encouraged to bid for any scarce employee they want and the one who is able 

to acquire his services puts the bid price as his investment base in respect of 

that employees. If an employee can be hired easily externally, there is no 
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opportunity cost for him. Under this method a human resource asset has value 

only when it is scare. 

D. Economic Value method: In this method human resources are valued on the 

basis of contribution they are likely to make to the organization during their 

continuance in the organization. A number of valuation models have been 

developed for determining the present value of future earnings. Some of them 

have been discussed below: 

1. Lev and Schwartz Model: This model has been developed by Lev and 

Schwartz in1971.. Under this model all the employees are classified into 

specific groups according to their age and skills. Average annual earning 

is determined for various ranges of age. The total earnings which each 

group will get up to retirement age are calculated. The total earnings 

calculated as above are discounted at the rate of cost of capital. This 

value is treated as value of human resource. 

2. Morse Net Benefit Model: Under this model the value of human capital 

is determined on the basis of the present value of net benefits derived by 

the organization from the expected future services of its employees. 

3. Chakraborty’s Model: This approach has been suggested by Prof. S.K. 

Chakraborty. He is the first Indian Professor to suggest a model for 

valuation of human resource of an organization. He suggests that the 

recruitment, hiring, selection, development and training cost of each 

employee should be recorded separately and should be treated as 

deferred revenue expenditure and may be written-off over the expected 

average stay of the employee in the organization. The deferred portion 

not written off should be shown in the balance sheet of the organization. 

This approach is named as Average Payment Approach. In his model he 

has valued the human resource on aggregated and not on individual 

basis. 
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           In India, financial statements are prepared under the provisions of Indiana 

Companies Act, 1956. Under this there is no scope for showing any significant 

information about human resources in the financial statements except remuneration 

paid to the employees. The concept of HRA is yet to gain momentum in India. 

However, many companies like Bharat Heavy Electrical Ltd. (BHEL), Steel Authority 

of India (SAIL) National Thermal Power Corporation (NTCP), Oil and Natural Gas 

Corporation (ONGC), Minerals and Metal treading Corporation of India (MMTC) 

have started reporting valuation of human resources’ in their annual reports as 

additional information. 

4.18  Summary : 

Environmental accounting methods have assumed great importance in 

modern time, since the life on this planet depends to a large measure, on our 

response to emerging problems related to the environment. Environmental 

accounting method is comparatively a new branch of accounting, which has been 

developed out of utter necessity to protect the mother earth. Environmental 

accounting is a process of providing learning experiences to obtain knowledge, 

understanding skill and awareness with desirable attitudinal changes about man’s 

relationship with his natural and man made surroundings which includes the relation 

of population, pollution, resource allocation, transportation, technology and urban 

and rural planning to the total human environment. 

Over the period scope of accountancy is not confined to owners of business. 

The number of users groups has since increased quite a lot. User’s needs for 

different types of accounting information have also increased over this period. 

Greater emphasis is now laid on giving information to those users who have limited 

ability, authority and resources to obtain information and financial statements of an 

enterprise for making different types of decisions. So, there is a growing shift of 

emphasis from financial accounting to social accounting. No doubt the problems 

have restricted scope of Social Accounting but it is becoming popular due to its 

usefulness. 
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HR Accounting is nothing but the accounting for people as an organizational 

resource. HR Accounting throws light on the strength and weaknesses of the 

existing workforce in an organization. It helps in improving the efficiency of 

employees, informs them of the cost incurred on them and the output produced by 

them. 

 

4.19 Key Terms : 

 Social Responsibility Accounting 

 Cost Benefit Analysis 

 Human Resource Accounting 

 Environmental Accounting 

 

4.20 Self Assessment Questions 

(A)   Objective type questions : 

 a) State the following statements are ‘True’ or ‘False’ 

 1) The development of the society and busines are co-extensive. 

 2) The terms “Social Accounting” and “Social Responsibility Accounting” are 

the same and are used interchangeably. 

 3) Employees are the greatest assets of an organisation. 

 4) HR Accounting is nothing but the accounting for people. 

Ans : All statements are True. 

 b) Fill in blanks : 

 1) The notion is social accounting was first proposed by ............. in 1953. 

 2) Pollution in its various aspects emerges as a very important concern and a 

critical area of attention in ................ accounting. 

 3) .................... is the Process of identifying and measuring data about human 

resources. 

Ans : 1) Bown  2) Environmental 3) Human Resource Accounting 
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 c) Choose the correct alternative. 

 1) Historical cost method to measure human resources was developed by 

................. 

  a) Burmmet  b) Renis Likert c) Hekimian d) Lev & Schwart 

 2) ............... Accounting is the modification and application of conventional 

Accounting to the analysis and solution problems of social nature. 

  a) Social  b) Human resource c) Cost  d) Financial 

Ans :  1 - a  2 - a 

D)      Write short answers on the following: 

1. What do you mean by Environment Accounting explain its scope. 

2. State in brief the statutory provisions relating to protection of environment in 
India. 

3. Explain the nature and concept of Social Accounting. 

4. State in brief the development in Social Accounting in India. 

5. Explain the importance of Social Accounting 

6. What are the limitations of Social Accounting 

7. State the concept of  Human Resource Accounting 

8. What are the objectives of HRA? 

9. What are the advantages of HRA? 

10. Explain in brief the various methods of valuing Human Resource. 
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