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C O R P O R A T E   A C C O U N T I N G 

L E S S O N   N O .   2 . 1 A U T H O R   :   D R .   S U M A N   K U M A R   J A I N 

F I N A L   A C C O U N T S   O F   C O M P A N I E S 

S t r u c t u r e   o f   t h e   L e s s o n  
2 . 1 . 0 O b j e c t i v e 

2. 1. 1 Introduc tion

2. 1. 2 P re pa r at i on  o f  F in al  Ac c ou nts

2. 1. 2. 1 

2. 1. 2. 2 

Pro fit  an d  l os s  Ac c ount

Pro fit  a nd  l os s   a pp r o p ri a t i on  Ac c ount

2. 1. 3 So me  T y pi c al  Adj ustme nts

2. 1. 3. 1 

2. 1. 3. 2 

2. 1. 3. 3 

2. 1. 3. 4 

2. 1. 3. 5 

2. 1. 3. 6 

2. 1. 3. 7 

2. 1. 3. 8 

2. 1. 3. 9 

O ut sta n d i n g   Ex pe ns es 

or

U nex pi re d  Ex penses 

P re pa id  Ex pe nses 

B a d   d e b t s 

P ro v is io n  fo r  b a d  debts 

P ro v is io n  fo r  discount 

Inc o me  r ec e iv e d  in  adv anc e 

Acc ru ed  inc ome  

Depreciat ion

Int e re st  o n  C apit al

2. 1. 3. 10  Int e re st  o n  Dra wings 

2. 1. 4 B a l a n c e   S h e e t 

Ex a m pl e - II

2. 1. 5 Self  C hec k  Ex ercises 

2. 1. 6 Summa ry

2. 1. 7 G l os sa ry

2. 1. 8 Sh or t  Q u e sti o ns 

2. 1. 9 Lo n g  Q u e sti o ns 

2. 1. 1 0  Su g ge ste d  Re ad in g s  

2 . 1 . 0 Objec tive

The ma i n objecti ve of the c ha pter a re a s follow s: 

1. To prepa re fi na l a ccounts

2. To lea rn the adjustments w hile pre pa ring the fi na l acc ounts of the companies. 

3. To understa nd the aspects of B a la nc e Sheet.

2 . 1 . 1 I N T R O D U C T I O N 

Af te r   t h e  T r ial  B al a n c e  t h e  nex t  ste p  i nv ol v ed  i n  the  pr ep a rat io n  o f  f in al  ac c o u nt s   o f



the c o mp any i s t h e p r ep a rati o n o f t ra d i n g  ac c o u nt. T he p ro fit an d l os s  ac c o u nt o f t h e

c om p a ny is d iv i de d i nto t wo pa rt s, t h e fi rs t pa r t  is t e r me d a s  T ra di ng ac c o u nt whi c h

is r eq ui re d t o  p r ep ar e  t o k no w  t he pr of it a nd l o ss o f th e c o m pa ny a nd suc h a p ro fit is

k no w n  a s G ro ss p r of it. I t i s t h e d if fe re nc e b et we e n t h e c os t o f go od s sol d an d t h e

pr oc e ed s o f t h ei r s al e s w it h out a ny d ed uc t io n in ex p en se s. In a  t ra d i n g ac c o u nt

the re fo re, i t is nec es sa ry t o i nc l u de al l ite m s o f di re c t c h ar ge s a ff ec ti n g t h e c o st o f

go od s  s ol d.  It  ma y  b e   ex p re ss ed  i n   t h e  fol l o w i ng  fo r m  :

G r os s  p ro fit  =  N et  Sal es  -  C o st  o f  g oo ds  sold

1
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In  c a se  t h e  c o st  o f  g oo d s  sol d  ex c ee ds  t he  v al u e  o f  net  s al e s,  t he  re sul t  is  g ro ss  l os s.  T he 

fol l o w i n g i te ms  u s ual l y  ap pe a r o n t h de b it  an d c re dit  sid e o f t ra di ng  ac c o u nt  :

D e b i t   S i d e   : 

O p e n i n g   S t o c k ,   p u r c h a s e s   ( N e t ) ,   D i r e c t   e x p e n s e s   l i k e   w a g e s ,   c a r r i a g e   i n w a r d s ,  

f r e i g h t ,   m o t i v e   p o w e r ,   g a s   f u e l   s t o r e s ,   r o y a l t i e s . 

C r e d i t   S i d e   : 

Sal es ( Net ), C l o si ng s t oc k (V al u ed a t  c o st o r m ark et p r ic e  whi c hev e r is l es s) p r ofi t,

the n ex t  ste p is t o p r ep ar e  t h e P r of it a nd Lo s s ac c o u n t .  T h e f unc t i o n o f t h e p ro fi t 

an d l os s ac c o u nt i s t o sho w t o t h e v e nd or t he net p rof it o r L os s re sul t in g f ro m  h i s

tra n sac t io n  du ri n g  a  c e rt ai n  pe ri od.

2 . 1 . 2 P R E P A R A T I O N   O F   F I N A L   A C C O U N T S 

Sec t io n 1 29 h as b ee n  m ad e  it ob l i gat o ry fo r ev ery c o mp an y  t o p r ep ar e  a n d p re s e n t 

the b al a n c e sh eet a n d P r ofi t an d l os s ac c o u nt, a t  ev er y an nu al ge n er al m ee ti n g. I f

c om p a ny is n ot t ra di ng f o r p ro fit s, it wil l p re s ent I nc om e a nd Ex pe nd itu r e A c c o un t 

in pl a c e  of p ro fit a n d l o ss ac c o u nt. A  n e w su b - sec t io n 21 0( A) w a s  a dd ed b y C o mp a n ie s 

(A me n de ne nt) O r di na nc e, 1 99 9, w h ich p r ov i de d fo r est ab l i s h m en t of a n  A dv i so r y

C om mi tte e  o n  Ac c o u nt in g   St an da r ds.

Acc o r di n g  t o   c o mp any  Ac t ,  20 13  t h e  C o mp an y 's  an nu al  ac c o un t s   mu st  b e   p re pa re d  i n 

ac c o rd a nce  wit h  t he  p rovi si on s   o f  Sc he dul e  II I  o f  t he  Ac t.  T hi s  Sc he dul e  c an  b e  div ide d 

int o  t h re e  pa rt s   :  (i)  P a rt  I  :  F ir st  pa rt  p re se nt  t h e  fo r m  of  b al a n c e   sh eet.  T he  C o m pa ny ' s  

b al a nc e   sh eet  m u st  b e   pr ep a re d  st ri c t l y  ac c o rd in g  t o  t he  p re sc rib ed  fo r m   ;  (ii )  Pa rt  II  : 

Sec on d  p a rt o f th e  Sche d ul e  p r es ent s t he  fo r m  o f p ro fit  an d lo ss  ac c o u nt  ;  a nd  (ii i) P ar t I II  

:  T hi rd  p a rt  ex pl ai ns  t h e  p rov isi o ns  r eg a rdi n g   p ro v isi on s  a nd  f u nd s   etc.

2 . 1 . 2 . 1   Pr o fi t  a nd  L oss  Acc ount
The P r of it a n d L os s Ac c o u nt sta rt s wit h c re dit b al a n c e  f ro m t h e T r ad in g Ac c ou nt i n

re sp ec t o f g r os s p ro fit a nd wit h deb it b al a nc e  in c a se of g r os s l os s. T he re aft e r, al l

tho se ex pe n se s  o r l o sse s wh ic h h av e no t b ee n deb it ed t o th e T ra d i ng Ac c ou nt a r e

deb i t e d t o P ro fit a nd Lo s s Ac c o u nt. I f t he re is a ny i nc o me b es id es t h e g r os s pr of it , i t

wil l al so b e t ra ns f e r re d  t o t he c re dit o f t h e p ro fit a nd lo ss ac c o u nt. T h e pr of it an d l os s

ac c o unt is c l o se d b y t r an sf e r of the r es ul t a nt net pr of it o r l o s s t o t h e C a pit al Ac c o u nt . 

If t h e re sul t s ho w s  ne t p rof it t he n t h e e nt ry w ou l d b e t o deb i t t h e P r of it an d L os s

Acc o u nt an d c re dit th e c ap i t a l  Ac c o u nt. I f t he r e is n et Lo s s, th e en t r y  wo ul d  b e t o

deb i t t h e C a pi tal Ac c ou nt a nd c r ed it t h e P ro fit an d Lo s s Ac c o u nt. T he re sul t of s uc h

an e nt ry wo ul d b e t o  c l os e t h e p ro fit a nd l o s s ac c o unt on t he o ne ha n d, an d o n t h e

othe r ha nd t o i n dic at e t he fac t of t h e c a p i t a l  h a v i n g i nc re as ed a s a r es ul t of p rof it o r

hav i n g,  d i mi nis he d  a s  a  re sul t  o f  lo ss.

2 . 1 . 2 . 2   P r ofi t  a nd  L os s  A p pr o p ri a ti o n  Acc ount
Fo r a  c o mp any , it i s not ob l ig at o ry t o s pl i t t h e p r ofi t a n d l os s  ac c o un t , i nt o t h r ee

sec t io ns i. e. t r adi n g ac c o u nt, p ro fit an d l o ss ac c o unt an d p ro fit an d l o ss a p pr o p r iat i o n

ac c o unt. O nl y  p ro fit a n d l os s ac c o u nt ma y b e  pr ep a re d  whic h may c o v e r th e it e m s

ap pea r in g  i n  T ra d i n g  Ac c ou nt  an d  P ro fit  a n d  Lo ss  A pp r o p r iat i o n  Ac c o un t.  T he  P rofit
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a n d  L o s s  A p p r o p r i a t i o n  s e c t i o n  of  t h e  P r o f i t  a n d  l o s s  a c c o u n t  s h o w s   t h e 

ap p ro pr iat io ns  o f  pr of it  an d  p re pa re d  i n   t h e  f o l l o wi ng  m a nn er  :

D r . P r o f i t   a n d   L o s s   A p p r o p r i a t i o n   A c c o u n t  

C r . 

To  tra nsfer  of  Reserv es

To  pr ovi s i on  f or  I ncom e  tax

T o  t ra n sfe r  t o 

si nk i ng  fu n d

To  tr ans f er  t o  di vi dend

eq ual is at i on  fu n d  

T o  I nt e r i n   Di v i de nd

T o  p r op os ed  di v id e nd  o n 

pr ef e re nc e  a n d  eq uity  sh a re s 

T o  c o r po ra t e  div i de n d  t a x

on  div i de n ds  

T o  b al a nc e   c /d

(carri e d  f or ward  t o

bala nce  s h eet )

X X X B y  B a la nce  b /d X X X  

(Pr evi ous  year' s  P r of i ts )

X X X B y  Ne t  Profi ts  f or  the X X X  

curr en t  y ear

X X X 

X X X B y   G e ne ral  rese rves 

or

X X X A ny  o th e r  rese rves X X X 

B y   p rov is io ns  fo r  i nc o me X X X  

X X X tax

X X X X X X X X 

2 . 1 . 3 S O M E   T Y P I C A L   A D J U S T M E N T S 

It m u st b e n ote d th at t h e b al a n c es s ta nd in g  o n No mi nal Ac c o un t a s a pp ea ri ng i n t he

Tr ial B al a nc e  a r e n ot t ra n sfe r re d t o  th e P r of it a nd Lo s s Ac c ou nt w ith o u t  du e sc r uti n y 

to  a sce rt ai n  th at  t h ey  a re  p ro pe rly  rela te d   t o  t h e  pe ri od  of  T r ad in g.

It f re q u e ntl y ha p p e ns t h a t c e rta in ex pe ns es rel at in g  t o a t ra di ng pe ri od do n ot a pp ea r 

in th e b o ok s  o f th at pe r io d, si m pl y b ec a u se t h ey ha v e  n ot b e en pai d o r d em a nd

not es i n re sp ec t  o f t he m h av e not b e e n re c ei v ed. O n  t h e o t he r h a nd it h ap p e n s 

tha t , ex pe ns es u nd e r  c e rt ai n hea d s, s uc h a s  Fi re I ns u ra nce p r em iu m, T el e ph o ne

Sub sc ri p t i o n et c . ar e p ai d  f o r a  y ea r i n a dv a nc e , an d it m ay b e t hat th e pe ri od fo r

w hic h t h es e se rv ic e s a re t o b e rec eiv ed i n re t ur n  fo r t h e se pay me nt s ex te nd fa r

b ey o nd t h e c l o se o f t h e fi na n c ial p er io d. It wil l b e  nec es sa ry th e re fo re, t o c ar ef ul l y 

ex a m i ne al l it em s  o f e x p en dit u re t o a sce rt ai n t h at al l ex pe ns es p ai d  o r un pa id b u t

rel at i n g t o  t he pe ri od of T ra di ng a re b ro u ght in t o  ac c ou nt. In ad dit i o n, i f a ny it e m o f

ex p en d i t u re is p ai d  fo r in a dv a nc e, th e sa m e  mu st b e p ro pe rl y a pp r op ri at e d  b et w e e n 

the  pe ri od  t hat  h as  y et  t o   e x pi r e,  s o  t h at  p ro p er  adj u st me n t   ma y  b e  m ade  i n   this
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b ehal f.  Al l  i t e ms  o f  g ai n   wil l  al so  h av e  t o  b e  s im il a rly  s c r uti n i se d  t o  see  t h at  al l 

gai n s  rel at i n g  t o  t h e  pe ri od  whe the r  r ec e iv e d  o r  n ot  ar e  b r ou gh t  i nto  ac c o u nt.

The  fol l o wi n g  a dj u st me nt s  a r e  t h u s   u su al l y  ma d e   i n   No mi nal  A c c o un t   b al a n c e  

b ef or e  t h ey  ar e  t ra n sf er r ed  t o  P r ofi t  a nd  L o ss  Ac c o u nt.  T he se  a dj u s tm e nts  a re 

im po rt an t  in  v ie w  o f  t h e  fac t  t h at  i n  o r de r  t o  a r riv e   at  a n  ac c u r at e  fi gu re  o f  th e 

ac tu al  ne t  p ro fit  ma de  o r  net  l os s  s us t ai ne d,  du ri ng  any  pa rt i c ul ar  pe ri od,  it  i s 

nec es sa ry  t o   see  t hat  o nl y  it em s   o f  ex p e nse s  o f  gai n s  r el a t in g   t o  t h at  s a me  p er io d  

ar e  b ro ug ht  in t o  t h e  P ro fit  a nd  L os s  Ac c ou nt.

2 . 1 . 3 . 1   O u t s t a n d i n g   E x p e n s e s   o r   E x p e n s e s   d u e   b u t   n o t   p a i d   : 

G e n e r a l l y ,  i n  t h e  b u s i n e s s ,  i t  i s  u s u a l  t o  p a y  i t e m s  o f  e x p e n s e s  s u c h  a s  r e n t , 

s a l a r i e s ,  w a g e s  e t c .  o f  e a c h  m o n t h  i n  t h e  s u b s e q u e n t  m o n t h  i f  t h e  t r a d i n g  p e r i o d  o f 

s u c h  a  b u s i n e s s  e n d s  o n  3 1 s t  D e c e m b e r ,  i t  w o u l d  f o l l o w  t h a t  t h e  o f f i c e  r e n t ,  s t a f f 

s a l a r i e s  a n d  w a g e s  e t c . ,  f o r  t h e  m o n t h  o f  D e c e m b e r ,  n o t  h a v i n g  b e e n  p a i d  i n  t h a t 

m o n t h ,  w i l l  n o t  a p p e a r  i n  t h e  b o o k s  f o r  t h e  p e r i o d  e n d e d  3 1 s t  D e c e m b e r .  I t  i s 

n e c e s s a r y  t h a t  O u t s t a n d i n g  E x p e n s e s  b e  c h a r g e d  t o  t h e  p r o f i t  a n d  l o s s  a c c o u n t  o f 

t h e   p e r i o d . 

Suc h  a n   adj ust m en t  i s  ma de  b y  me a n s   o f  a   j ou r nal  e nt ry  deb it i n g  th e  v a rio us 

no mi nal  ac c ou nt s  c o nc e r ne d  wi th  t he  a mo u nts  due  a n d  c re diti n g  a n   a c c o un t  c al l ed 

" O ut s ta nd in g  l iab il it ies" .  Th e  l at t e r  ac c o un t   will  ap pe ar  a s   a  l iab il it y  in  t h e  B al a nc e  

Sh eet ,  a n d  wil l  b e  c a r ri ed  fo r wa r d   i n  t h e  nex t  y ea r' s  b oo k s.  At  t h e  c o me nc e m en t   o f 

the  ne x t  pe ri od  a   re v e rs e  e nt ry  wil l  b e  t o   l o se  t h e  ou t s t a n d i n g   c re dit o r' s  Ac c o u nt. 

Ex a m p l e  :  H ar is h  e  C o.  o n  b al a nc i n g  t h e i r  b o ok s   o n  31 st  D ec e mb er  20 07  fo un d  

tha t  t he  foll o wi ng  ex pe ns es  i nc u rr ed  du ri n g  th e  t ra di ng  pe r io d  ha d  not  b ee n  b ro u gh t 

int o  a   a c c o u n t   R en t   f or  N ov e mb er  a nd  Dec e mb e r  Rs.  10 0  p e r  m o n t h   :  A   b il l  fo r  Le gal 

c ha rg es  i nc u r re d  in  O c t ob e r  R s.  4 50 ;  S al a ri es  t o   sta ff  fo r  D ec e mb er  Rs.  6 00  an d  B il l  

fo r  El ec t ri c  Li ghti n g  R s.  5 0.  P a s s  t h e  ne c es sa ry  Jo u rn al  En t r y   t o  b ri n g  t h e se  it e m s

int o  ac c o u nt. 

2007

Dec em b e r  3 1 Re nt  ac c o u n t D r . 200

Le gal  C h ar ge s  ac c ou nt D r . 450

El ec t ric  L ig h t i n g  ac c ou nt D r . 50

S a l a r i e s   a c c o u n t D r . 600

T o  O ut s ta nd i n g   Lia b il i t y  fo r  Ex pe ns es 1, 300 

(B ei n g  t he  ou t st an d ng  ex pe ns es  f or  t h e  pe ri od  b r ou gh t  i nt o  Ac c o u nt)

The  ef fec t  o f th is  e nt ry  i s t o b ri n g  t h e e x p en se s  Ac c o u nt c o nc er n ed  t o  the ir  p ro pe r 

l ev el  r ep re se nt in g   t h e  tot a l   Ex p e ndi t u re  u n d e r   e ac h  he ad  f o r  t h e  t ra d i ng  pe ri od  u n de r  

rev ie w  a nd  a t   t h e  sa me  t o  discl os e  t h e  fac t  t hat  o n  t h e  c l o se  o f  t h e  fi n anc ial  p er io d   the re 

wa s  a  l iab il ity  fo r  e x p en se s  i nc u r re d  a n d  u np a i d  am o u n t i n g  t o  R s.  1, 3 00.

2 . 1 . 3 . 2   P r e p a i d   E x p e n s e s   o r   U n e x p i r e d   E x p e n s e s   : 

The re  a re,  h o we v e r,  se v e ral  i te ms  o f  ex pe n se s  t h at  a re  u sual l y  pai d  f o r  in
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adv a nc e, su c h  a s fi r e in su r anc e, t el e p h o ne c h a rg es, re nt a n d t ax es, et c . an d a t t h e

tim e of b al a n c in g it ha p pe ns t h at the wh ol e of th e p e rio d t o b e c ov e r ed b y the

am ou nt al re ad y sp e nt ha s n ot y et ex p ir ed. T he pr op o rtio n o f t h e a mo u nt pai d wit h

rel at e s t o t h e u n ex pi re d  p er io d h as, t h e re fo re , t o b e c a r ri ed fo r wa r d t o t h e ne x t 

y ea r.  T h is  is  do ne  b y

E x p e n s e s   P r e p a i d   A / c D r . 

T o       P ar tic ul a r       N o mi nal        A /c 

(B ei n g  a mou nt  pai d  i n  adv anc e)

Ex p e n se s   P re pa id  Ac c o u nt  b e i n g   a   d eb i t  b al a n c e   w il l   a pp ea r   a s   a n   as set  in 

the  B al a nc e   S he et ,   a nd  will  b e  c ar ri ed  f or w a rd  in  th e  n ex t  y ea r' s  b ook .  At  th e  n ex t 

c om m enc e me nt  o f  t h e  n ex t   pe ri od,  t he  Ex pe ns es  p re pai d  Ac c ou nt  wil l  b e  c l os ed  b y 

me an s   o f  rev er se  j o u rn al  e nt ry.

Va ri ou s   No m in al  A/c D r . 

T o Ex pe n se P re pa id A/ c 

(B ei n g  ex p e n se s   p ai d   in  adv anc e)

Ad v e rti se me nt s  ar e  so me ti me s  pai d  f or  t w o  o r  t hr ee  y e ar s  in  a dv a nc e  u n de r 

a  c on t r ac t.  A n d  in  suc h  a  c a se,  it  s h o ul d  b e  s ee n  t h at  w hil e  pr ep a ri ng  pr of it  a nd 

l os s  Ac c ou nt  o f  a ny  g iv e n  pe r io d,  onl y  th e  p ro po rti o nat e  am ou nt  r ep r es en t i ng  th at 

pe ri od  i s  b r ou ght  in to  a c c o un t  a nd  t he  u nex pi re d  b al an c e   i s  c a r ri ed  fo r w ar d  a s  

ab ov e.  O n   30t h  Se pte m b e r  20 07  a   t ax  o f  R s.  1 00 0  ma y  b e  p aid  i n  adv an c e  fo r  six 

mo nt hs  e nd i ng  3 1s t  M ar c h   2 00 8.  If  t h e  ac c o u nt s  a r e  m ade  u p   t o   3 1 st  De c e mb e r 

20 07,  ta x e s  fo r  t h r ee  mo nt hs  ( f ro m  1 st  Ja nu a ry  to  3 1st  M ar c h ,  2 00 8)  Rs.  50 0  wil l  b e 

tre at e d  a s   p r ep aid  o r  pa id  i n  a dv a nc e.  Si nce  th e  b ene fit  o f  t hi s  a mou nt  w il l   ac c ru e 

nex t  y e ar,  t h is  y ea r 's  ac c o u nt  sh oul d  not  b e  b u r de n ed  w ith  t h e  e x p en se s.  T o  put 

ma t te rs  ri ght  t h e  f ol l o w in g   en t r y   s ho ul d   b e  p a ss ed  :

P r e p a i d   E x p e n s s   A / c 

T o   M u n i c i p a l   T a x e s   A / c 

. . . . . . . . . . . D r . 5 0 0 

5 0 0 

M un ic i pal t ax es will b e n o w l es s b y R s. 50 0 an d a  " P rep ai d Ex p en se s" Ac c ou nt

deb i t e d, whic h wil l go t o B al a nc e  S hee t. T h e am ou nt w il l b e c ha r ge d t o rev e nue

nex t  y e a r.  T h is  a ppl ie s  t o  al l  p re pa id  ex pe n ses.

2 . 1 . 3 . 3   B a d   D e b t s 

So me pe opl e fa il t o  pay t h ei r du es. T hey a r e k no w n  a s B a d Deb t s a n d t h e

am ou nt w h ic h is i r rec ov e r ab l e i s a  l os s. I f a  p er so n f il e s a p et it io n fo r b a nk r u p t c y ,

the c re dit o r wil l ge ne r al t rea t hi s deb t a s a  b ad deb t . T he e nt ry i n t he b oo k s  o f

c re dit o rs  :

B a d   D e b t s   A c c o u n t . . D r .  

T o  Deb to rs  (b y  n a me)  A/c

The  de b t o r 's  ac c o u nt  i s  t he n  c l o se d  an d  t he  B a d  D eb t   Ac c o un t  is  transfe rred
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at  t h e  e nd  o f  y e ar,  to  t h e  p ro fi t  an d  Lo ss  Ac c o u nt  ( deb it  side).

So me ti me s,  t h e  a mo un t  l at e r  o n  is  r ec ov e re d  w h ol l y  o r  pa rt ial l y .  I n  t h at  c a se 

t h e   a c c o u n t   t o   b e   c r e d i t e d   w i t h   B a d   D e b t s   R e c o v e r e d   A c c o u n t . 

2 . 1 . 3 . 4   P r o v i s i o n   f o r   B a d   D e b t s   : 

Su p po se  a   pe r so n  o w es  R s.  50 0  a n d  h e  is  do u b t f u l  re ga rd i ng  h is  ab il ity  t o 

pay  b u t  on e  al so  doe s  not  w a nt  t o   w rite  it  o f f  y et.  Nex t  y ea r  t h e  a mou nt  ac t ual l y 

tu r n s  ou t  t o  b e  b ad  a nd  h as  t o  b e  w ri t t e n  o ff.  S o,  one  s ho ul d  p rov id e  fo r  t he  l o ss  of 

th i s  y ea r  n ot  k no w i n g   t h e  ac t u al  a m o u n t   t h at  will  h av e  t o  b e  w r itt e n  of f  n ex t   y ea r. 

O ne  c an  o nly  c o n si de r  a n   ap p ro p riat e  fi gu r e.  T his  ye a r' s  p ro fit  a re  re duc ed  b y   t hi s  

fig u re  a n d  t h e  am ou n t   i s  t rea t e d  a s  a   p rov is io n.  A ny  a m ou nt  t h at  may  h av e  t o  b e 

w rit t e n  of f  nex t  y ea r   w il l   b e  me t  o ut  o f  t he  p rov is io n  t hu s   c r ea t ed.  T h e  en t ry  f o r 

c er tai n  o f  t h e  p r ov i sio n  i s  :

Pro fit  a nd  L os s  Ac c ount D r . 

T o  P r ov i sio n  f o r  B ad  a nd  D oub t f ul  Debts

The  p ro v i s io n  fo r  b ad  a nd  d oub tf u l  d eb t s   w il l   ap pe a r  i n   t he  B al a n c e  Sh eet. 

Nex t  y e ar  t h e  ac t u al  a mo u nt  o f  b ad  d eb t s   wil l  b e  deb i te d  not  to  th e  P r ofi t  a n d  Lo ss 

Acc o u nt  b u t  fo r  t he  p rov i si on  f or  B a d  a n d  D ou b tful  D eb t s   Ac c o u n t s  w h ic h  will  t h e n 

sta nd  re duc ed.  Th e  p rov is io n  c a n  b e  b r ou gh t   u p   t o  re q ui r ed  a mo u nt  b y  ag ai n  deb it i n g 

the  P ro fit  an d  Lo ss  ac c o u nt  a n d  c re dit in g  t h e  P r o v isi on  f or  B ad  a nd  D oub tf u l  Ac c ount.

E x a m p l e   I 

O n   I s t   J a n u a r y ,   2 0 0 6 ,   P r e m i e r   E n g i n e r i n g   C o .   h a d   a   b a d   D e b t s   P r o v i s i o n   o f  

R s .   6 5 0 / - .   O n   3 1 s t   D e c e m b e r ,   2 0 0 6   t h e   t o t a l   d e b t s   a m o u n t e d   t o   R s .   1 8 , 4 0 0   o u t   o f  

w h i c h   R s .   4 0 0   w e r e   b a d   a n d   h a d   t o   b e   w r i t t e n   o f f .   T h e   f i r m   w a n t s   t o   m a i n t a i n   t h e  

B a d   D e b t s   p r o v i s i o n   a t   5 %   o f   t h e   d e b t o r s . 

O n   3 1s t  D ec e mb er,  20 07  t ot al  deb t s  a mo u nte d  t o  Rs.  1 0, 3 20  ou t  o f  wh ic h 

Rs.  3 20  ha d  t o  b e  w ri t t e n  o ff  a s   B ad  D eb t s.  P r ov is io n  is  t o   b e  m ai nta in ed  a t   5 %  o f 

the  de b t o r s.  Sh o w   t h e  B a d  De b t s  Ac c o u n t  an d  t h e  B a d  deb t s  P rovi si o n  Ac c o u nt  fo r 

20 06  a n d  2 00 7.

S o l u t i o n   : 

D r . B a d   D e b t s   A c c o u n t C r . 

2006

D e c .   3 1      To  Su nd ry  Deb t o rs  A/c

2007 T o  Su nd ry  Deb t o rs  A/c

R s .  

400

320

- - - - - - - - 

2006                                                                   R s .  

B y   B a d  D eb t s                          400

D e c .   3 1   P ro v is io n  Ac c o u nt

2007 B y   B a d  D eb t s 320

D e c .   3 1   P ro v is io n  Ac c o u nt
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C r . 

2006 T o   B a d   D e b t s   A / c 

D e c .   3 1      T o   B a l .   c / d 

R s . 

400 2006

900 J a n .   1 

R s .  

B y   B a l a n c e   b / d 650

B y   P   &   L   A / c 650

(5 %  on  18000)      - - - - - - - -                               ( B / F ) 

1300

- - - - - - - - 

1 3 0 0 

2007 T o  B a d  D eb t s   A/c

T o  P  &  L  A /c

320 2007 B y   B a l a n c e   b / d 900 

J a n .   1 

80

D e c .   3 1      To  B al .   c /d

(5% on 10, 000)

500
  - - - - - - - -       

900

- - - - - - - - 

        900

2008 B y   B a l .   b / d 500 

J a n .   1 

Not e  :  T he  b al a nc e   t o  b e   c a r rie d  f o r wa r d  is  5%  of  t h e  deb t o r  af te r  w r i t i n g   o ff  b a d 

deb t s  e. g.  i n  20 06  it  i s  5%  of  18, 00 0.  T he  am ou nt  t o  b e  t ra ns f e r re d   t o  p r ofi t  a nd  l o s s 

ac c o unt  i s  w hat  r em ai ns  i n  the  B ad  D eb t s   P r ov i si on  a fe r  l ea v in g  th e  de si re d  b al anc es. 

2 . 1 . 3 . 5   P r o v i s i o n   f o r   D i s c o u n t   : 

So me  fi r ms  al so  ma in t ai n   a   pr ov i si on  f o r  Di s c ou nt,  t h at  is,  a  pr ov i si on  t o 

me et  d isc ou nt  w hic h  m ay  hav e  to  b e  al l o w e d   t o  p re se nt  de b t o r s.  Th e  p roc ed u re  i s 

the  s a me  a s  fo r  pr ov i si on  fo r  b a d  de b t s .   Fi rs t  t h e  P rof it  a nd  Lo ss  Ac c ou nt  i s  de b it ed 

an d  P r ov i sio n  f o r  Di sc o un t   Ac c ou nt  c re dit ed.  T his  ac c ou nt  i s  c a r rie d  fo r w ar d   t o  th e 

nex t  y ea r.  Nex t  y ea r   t he  ac t u al  d isc ou nt  al l o w e d  w il l   b e  deb i t ed  t o  t he  ac c o u nt  not 

to  t h e  p r ofi t  a nd  Lo ss  Ac c o u nt.  T he  P r of it  a n d  Lo ss  A c c o unt  will  b e  d eb i t ed  t o  ma k e  

up  t he  req ui re d  b al a nc e   e ac h  y ea r.  I f,  aft e r  p ro v i d i n g  t he  req ui re d  b al a nc e,  a  s ur pl u s 

is  l eft  i n  t he  P r ov i si on  f or  Dis c o u nt  A/c .  It  sh oul d  b e  t ra ns fe r re d  t o  t he  c re dit  o f 

Pro fit  a nd  L os s  Ac c ou nt,  j u st  l ik e  the  P rov isi on  fo r  B a d  Deb t s  Ac c ou nt.  B u t  t h e 

pr ov i si on  req ui re d  to  b e  mai nt a i ne d  fo r  d isc ou nts  sho ul d  b e   c al c ul at e d   o n  t ot a l  

deb t o rs  m i nu s  t he  p rov is io n  fo r  b a d  deb t s,  si n c e  t ho se  w h o  tu r n   b a d  will  not  ea r n 

discount.

Ex a m p l e  :  A  c o mp any  m ay  m a i n t a i n   a   pr ov i si on  fo r  b ad  deb t s  a t  5%  o f  d eb t or s 

an d  2%  pr ov i si on  fo r  di sco u nts.  I f  at  t h e  en d  o f  a  y ear  d eb t o rs  a mo u nt  t o  R s.  20, 00 0 

the  p r ov i sio n  fo r  B a d  De b t s   will  b e  R s.  10 00  (5 %  o f  20, 00 0)  a nd  t h e  pr ov i si on  req ui re d 

fo r  d isc ou nt s  wil l  b e   2 %  o f  1 9, 0 00  ( i. e.  2 0, 0 00 - 1, 00 0)  o f  Rs.  4 75.

2 . 1 . 3 . 6   I n c o m e   R e c e i v e d   i n   A d v a n c e   : 

If  a   t ra de r   fi n ds  a t  t h e  e nd  of  th e  fi na n c i al  p e rio d  t h at  h e  h a d  rec eiv ed  m on ey 

on  so me  ac c o u nt  in  r es pe c t  o f  w h ich  t h e  f ul l  se rvic e  h as  n ot  b ee n   re nd e re d   b y  him,
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it b ec o m es nec es sa ry fo r h im to t re at it a s i nc o m e  o nly , su c h p o rti on t h e re of in

re sp ec t o f wh ic h t he se rvic e h as b ee n r e nde r ed an d t o t re at t he b al a n c e  a s Lia b il it y .

Thi s i s b rou g h t ab o u t  b y a sce rt ai n i ng t he p r op or t io n  o f t h e a mo u nt rec e iv e d i n

re sp ec t o f w h ic h  t h e se rvic e st il l  re m ai ns t o  b e  re nd e re d an d p as si n g a j o u rn al

ent ry th e re wit h deb iti ng t h e N om i n al Ac c ou nt c onc e r ne d an d c r ed iti n g a n ac c ou nt

sty l e d  " Inc o me  R ec eiv ed  i n  Ad v a nc e. "

The c re di t b al a nc e  o n t h e l at t e r  ac c ou nt wil l b e s ho w n  a s l ia b i l it y  o n t h e

B al a nce She et . At t h e c o m me nce me nt o f t he suc c ee di ng p e rio d, t he ab ov e  e nt ry

w oul d  b e  rev e r se d.

2 . 1 . 3 . 7   A c c r u e d   I n c o m e   : 

It  ma y  h a p pe n  t h at  I nc o me  s u c h  a s  in t e re st  or  div id en d  o n  in v e st m e nt  h el d 

b y   t h e  c o m p a ny ,   o r  re nt  f ro m  a  s u b - t en an t  f o r  c o mm i s si on  m ay  h av e  ac c r ue d  b u t  

ma y  no t  hav e  r ec ei v ed.  At  t h e  t i me  o f  b al a n c i n g  s uc h   it e ms  o f  ac c r ue d   inc o me 

b el o ng in g   to  t h e  p e rio d  m u st  b e  b rou g ht  i nt o  ac c o unt  b y  :

O u t s t a n d i n g   d e b t o r s   A / c . .   D r .  

T o  p ar t ic u l a r   No mi nal  A/c

O ut sta n d i n g   deb t o rs  ac c o u n t   wil l  a pp ea r   a s   a n   a ss et  i n  t h e  B al a n c e  S h e et , 

an d  w il l  b e  c a r rie d  fo r w a rd  i n  t h e  nex t  y e ar 's  b ook s.  At  t h e  c o m me nc e m en t  of  th e 

nex t  p e rio d,  j o u rn al  e nt ry  wil l  b e  pa ss ed.

P ar t ic u l a r  N o mi nal  A/c . .   D r .  

T o  O u t s t a n d i n g   Deb t  A/c

Wi t h  t hi s  en t ry  t h e  l at t er  ac c o u nt  will  b e  cl osed. 

2 . 1 . 3 . 8   D e p r e c i a t i o n   : 

The te r m  D e p r e c i a t i o n a s a p p l i e d t o t h e a s s e t s o f a b u s i n e s s m ea n s 

pe r ma ne nt dec l in e i n v al u e  o f t h e as se ts d ue t o we a r a n d te a r o r f ro m any ot h e r

c au se.

It  is  a  m at t er  of  c o m mo n  k no w l e d g e  t h a t  al l  a ss et s  h av e  eit h e r  a   def in it e  o r 

an  e sti m at e d  p e rio d  o f  util i t y   t o   t h e  b u s i nes s  in  wh ic h  t hey  a r e  e mpl o y e d  a nd  a s 

the  y ea r s   r ol l  b y  t hei r  s ph er e  of  u se ful ne ss  di mi ni she s  wit h  t h e  r es ul t  t h at  t h ey 

hav e  t o  b e   dis c a rd ed  wh en  ev en t u al l y  t he  pr o pr iet or s  fi n d  t h e m  u sel e ss.  T his 

di mi nut io n  i n  v al ue  o f  t h e  as se t s  h o w ev e r,  t ak es  pl ac e   f ro m  y ea r  t o  y e ar,  a s  m u c h  

as  it  r es ul t s  f ro m  the  u se  o f  t he se  as set s  fo r  a n d  b r ou gh t  int o  the  ac c o un ts  of  ea c h 

y ea r.  T hi s  l o ss  i s  k no w n   as  d ep re c ia t io n.

If  t he  l o ss  su stai n ed  b y  w ay  of  d ep r ec ia t io n  in  t h e  v al u e   o f  as se t s  n ot  c ha r ge d 

off  t o  P r of it  a n d  Lo s s  Ac c ou nt  ea c h ,  th e  a n nua l  fin al  ac c o u nts  will  fail  t o  sh o w  t h e 

tru e  fac ts.  T h e  d ep rec iat io n  ar is in g   f ro m  t h e  u s e  to  ass et s  is  pr o pe rly  c h a rg ea b l e  in 

the  pe ri od  i n  w hic h  it  rel at e s,  i r re sp ec tiv e  o f  w het h e r  a  P ro fi t  a nd  Lo s s  A c c o u n t   h a s 

b ee n   ma d e . 

The  m et h od  of  pr ov i di n g  fo r  d ep re c iat io n  i s  t o  esti m at e  h o w  l o n g   the  assets
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in q ues tio n will b e  u se d  in t he b u s in es a n d t h en t o c ha r ge o ff a p ro po rt io na t e a mo u nt

to t he p ro fit a nd l os s  ac c o u nt e ac h y e ar, S o t hat w hil e th e as set s b ec o m e  u sel es s,

th ei r  b o ok  v al ue  ma y  al s o  b e  b ro u ght  d o wn  t o   the ir  re sid ual  of  s c r ap  v al ue.

The  j o ur n al  en t ry  to  w rit e   of f  a  de pr ec i at i on  o n  any  a ss et s  is  t o   : 

De p reci at i on  Ac c o un t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Dr.

T o  A s set s  A/C

The  e nt ry  w il l   b e   pa ss ed  wit h  th e  a m o u n t   o f  ea c h  y ea r' s  de p reci at i on.  T h e 

eff ec t  o f  suc h  a n   en t ry  wo ul d  b e  t o  re duc e  t h e  b o o k   v al u e   o f  th e  a s set s  f r om  y ea r   t o  

y ea r   a nd  al so  t o  e na b l e  s u c h  a  l o ss  t o  b e   c ha r g ed  to  t he  P ro fit  a n d  Lo ss  Ac c o u nt  o f 

eac h  y ea r.

2 . 1 . 3 . 9   I n t e r e s t   o n   C a p i t a l   : 

Int e re st  o n   C ap i t a l   at  a   no m i n a l   rat e   is  soe mt i me s  c al c ul at ed  o n  t he  t r ade r s 

c api t al  a nd  c h ar ge d  t o  th e  b us in e s s  fo r  t h e  pu r po se  o f  a sc e rt ai ni ng  wh at  ex t ra 

pr of its  a re  de riv ed  f ro m   t h e  u n de rta k i ng  ov e r  an d  ab ov e   t h e  us u a l   ra te  o f  i nt e r es t  

w hic h  t h e  c a pi t al  e m pl oy ed  t he re in  w ou l d   ha v e   ea r n e d,  if  i nv e st ed  i n  g il t - e dg ed 

sec ur ity .  T he  e nt ry  fo r  adj u st in g  in t e re st  on  c a pit al  i s  :

Int e re st  A/c . . . . . . . . . . . . . . . . . . . . . D r.

T o  C a pita l  A/c

(wi th  t h e  a mo un t  o f  i nte r est  a s  c al c ul at e d  on

the  c apital ) 

2 . 1 . 3 . 1 0      I n t e r e s t   o n   D r a w i n g s   : 

As a b u s i ne s s i s c ha r ge d o n th e on e ha nd wi t h i nte re st o n t h e c a pit al

em pl oy ed t h e r ei n it sh oul d al so b e g iv e n  net b en ef it o f t h e i nte r est o n t h e s u ms

wi t h d r a w n  b y t h e pr o pr iet or o n h i s P e r so nal Ac c o u nt. T his is do ne b y c al c u l a t in g

the sa me r at e  o f i nte r est o n t he v ar io us su m s  w ith d ra w n fr o m t h e dat es o f th ei r 

wi t h d r a wal to t h e dat e of b al a n c in g a nd wit h t h e t ot al a m ou nt o f i nt er es t t h u s a r ri v ed

at.  T he  en t r y   wil l  b e  p as se d   a s   u n de r   :

C a p i t a l   A/ C . . . . . . . . . . . . . . . . . . . . . . Dr .  

T o  I nte re st  A/C

P oi nts  t o  b e  c o n si de re d  w hil e  p re pa ri n g   P r of it  an d  Lo ss  Ac c ou nt  :

B y  c o n s i d e r i n g  a l l  n e c e s s a r y  a d j u s t m e n t s  f o r  e x a m p l e ,  e x p e n s e s  p r e p a i d , 

out sta n d i ng ex p en se s, b ad a n d d ou b t f u l l deb ts, de p rec iat i o n a n d int e re st o n c a pit al

a s   a b o v e   e x p l a i n e d .   T h e   s t e p s   w o u l d   b e   a s   u n d e r   : 

1.   T o  t r an sf e r  t he  g ro ss  p rof it  a s  s ho w n   b y  t he  t r adi n g  a c c o un t  t o   t h e  c re dit  o f 

the  P ro fit  a nd  Lo ss  Ac c ou nt.

2.   T o  t ra n sfe r   al l  De b it  b al anc es  o f  t h e  N o mi nal  Ac c ou nt s  f ro m   t h e  t ri al  b al an c e 

(aft e r  a dj u st me nt)  t o  t h e  Deb it  si de  of  P r of it  a nd  L os s  Ac c ou nt.

3.   T o  t ra n sfe r   al l  C r ed it  b al a nc e s   o f  t h e  N om in al  Ac c ou nts  f ro m  t he  t ri al  b al a n c e  

(aft e r  a dj u st me nt)  t o  t h e  C re dit  o f  P ro fit  a nd  L os s  Ac c o u nt.

4.   T o  c l o se  p ro fit  an d  l o ss  ac c o u nt  b y  t r a ns fe r ri ng  t h e  ne t  P ro fit  o r  Ne t  Lo ss  t o 

the  C ap it al  Ac c o unt  o f  t he  c o mp a ny .
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In  c o n nec tio n  wit h  t h e  p re p a r at i on  o f  f in al  ac c o u nt s   of  c om p a ni es,  th e  fol l o wi n g 

In di an  ac c ou nti n g  sta n da rd s  ar e  rel ev a nt  :

A S - 1 : D i s c l o s u r e   o f   a c c o u n t i n g   p o l i c i e s 

A S - 3 : C a s h   F l o w   S t a t e m e n t 

A S- 4 : C ont in ge nc ie s  a nd  ev en ts  oc c u ri ng  aft e r  b al a n c e  s hee t  date

AS- 5 : Prior period and extraordinary items and changes in  accounting policies 

AS- 7 : Acc o u nti n g   f or  c o nst r u c t i on  c o nt rac t s

AS- 8 : Acc o u nti n g   f or  r ese a rc h  an d  d ev el o p m en t 

AS- 9 : Rev en ue  R ec o g niti o n

A S- 10 : Acc o u nti n g   fo r  f ix e d   asset s

AS- 11 : Acc o u nti n g   f or  t h e  ef fec t  of  c ha n ge s  i n   f or ei gn  ex c h a ng e  rate s 

AS- 22 : Acc o u nti n g   f or  t ax e s   o n  In c o me

2 . 1 . 4 B A L A N C E   S H E E T 

A  B al a nc e   s he et  may ,  th er ef o re,  b e  def in ed  a s   a  stat e me nt  p re pa re d  w it h  a 

v ie w  t o  me a su r e  t he  ex ac t   fi na nc ial  po sit io n  o f  a   b u si ne ss  o n  a   c e rt ai n   fix ed  dat e.  It 

is  p r ep ar ed  f ro m   t h e  T ri al  B al a n c e,  af te r   al l  t h e  b al a nce s  o f  N o mi nal  Ac c o u nt s   a re 

tra n sf er r ed  t o  t h e  T r ad in g   an d  P ro fit  a nd  L os s  Ac c o un t  a nd  t h e  C o r re sp on di n g 

Acc o u nts  i n  t h e  Le d ge r  clo sed.  I n  ot he r   wo r ds,  th ey  re p re se nt  ei t he r  As set s  o r 

Lia b il it ie s  e x is ti ng  a t   t h e  d at e  o f  t he  fi na nci al  c l ose.

All  s uc h  As se t s  a n d  Li ab il it ie s  a re  set  o ut  i n   t h e  B al a nce  Sh eet  i n  a   c l a s sif ie d 

fo r m.  O n  th e  ri gh t  h an d   s ide,  t h e  v a r i o u s  l iab il i t i es  i. e.  t h e  a m o u nt  o wi n g  b y   t h e  b us in es s. 

The  e x c e ss  o f  As set s  ov e r  Li ab il iti es  t he n   r ep r ese nt s  th e  c a pit al  o f  t he  o w n er.  T hi s 

fig u re  of  c ap ital  m u st  t al l y  w it h  t h e  c l os in g   B al a n c e  of  th e  C a pit al  Ac c o u nt  i n  t h e  l ed ge r 

afte r  t h e  ne t  p ro fit  o r  n et  l o s s   ha s  b ee n  t ra ns fe r re d  t h er e  to .

T h e   i n f o r m a t i o n   c o n v e y e d   b y   t h e   T r a d i n g   a n d   P r o f i t   a n d   L o s s   A c c o u n t   i s   n o  

d o u b t   v e r y   v a l u a b l e   t o   t h e   o w n e r   o f   a   b u s i n e s s   a s   i t   e n a b l e s   h i m   t o   d e t e r m i n e   t h e  

g r o s s   n e t   p r o f i t s   r e s u l t i n g   f r o m   h i s   d e a l i n g   d u r i n g   a   c e r t a i n   p e r i o d .   T h i s ,   h o w e v e r , 

i s   n o t   t h e   o n l y   p o i n t   o n   w h i c h   a s   b u s i n e s s m a n   w a n t s   t o   b e   e n l i g h t e n e d .   A s   h i s  

A s s e t s   a n d   L i a b i l i t i e s   c h a n g e   f r o m   d a y   t o   d a y ,   a s   a   r e s u l t   o f   b u s i n e s s   t r a n s a c t i o n 

h e   a l s o   w a n t s   t o   f i n d   o u t   w h a t   t r u e   f i n a n c i a l   p o s i t i o n   i s   a t   t h e   e n d   o f   e a c h   t r a d i n g  

pe ri od.  I n  t he  fi rs t  pl ac e,  t h e  ma n a g e m e n t   wo ul d   l ik e  t o  k no w   wh et h er  t he  n et  p ro fit 

a s   i s   d i s c l o s e d   b y   t h e   P r o f i t   a n d   L o s s   A c c o u n t   i s   c o r r e c t l y   a r r i v e d   a t   f o r ,   i f   s o ,   t h e  

c o m p a n i e s '   c a p i t a l   a t   t h e   p e r i o d   m u s t   n e c e s s a r i l y   i n c r e a s e   b y   t h a t   a m o u n t .   T h e  

m a n a g e m e n t   i s   e q u a l l y   a n x i o u s   t o   s e e   f o r   i s t s e l f   a s   t o   h o w   s u c h   c a p i t a l   i s   l o o k e d  

up  i. e.  Wh at  (t he  c o m po ne nt - as set s  a nd  Lia b il i t i es  a re  o f  w h ic h )  t h i s  c a pit al  is  ma de 

u p .   I n   o r d e r ,   t h e r e f o r e ,   t o   o b t a i n   t h i s   i n f o r m a t i o n   a t   t h e   e n d   o f   t r a d i n g   p e r i o d   h e  

h a s   t o   s e e   h i s   s e v e r a l   A s s e t s   a n d   L i a b i l i t i e s   a s   a t   t h a t   d a t e   i n   s h a p e   o f   a   s t a t e m e n t  

a n d   t h i s   s t a t e m e n t   i s   c a l l e d   B a l a n c e   S h e e t . 
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E x a m p l e - I I 

T h e   f o l l o w i n g   i s   t h e   T r i a l   b a l a n c e   o f   B a g h d a d   L t d .   a s   a t   3 1 s t   M a r c h ,   2 0 0 8 : 

Particulars D r . 

Stock  1st  Apr il  2007 75,000

C r . Particulars

— Purc hases  returns

D r . C r . 

— 10,000

Purc hases  an d  sales           2,45, 000  3,40, 000         Wages                                                  30,000                    — 

Discount                                               —                    3,000         Carriag e     inwards                                950                     —

Furnit ure  an d  fittings 17,000 — 

Rent 4,000                 —

Profi t  and  l os s  a/c —

S a l a r i e s 7,500 — 

Sun d ry  expenses 7,050            —

Dividend  paid for 2002-03 9,000 —

31s t  Ma rc h  2007 

Sha re  capital

Plan t  an d  machinery

—                 15,000 

—             1,00, 00 0

29,000 —

Debtor s  and  creditors

Cash  at  bank

Paten ts  an d  t rade

27,500 17,500

46,200 —

General     reserve — 15,500 marks 4,800 — 

Bil ls  recei va ble  and

bill s   payable 5,000 7,000 TOTAL 5,08, 00 0     5,08, 000

P r e p a r e  p r o f i t     a nd  l os s     a c c o u n t  f o r  th e  y e ar  en de d  31 st  M a r c h ,  20 0 8 

a n d  b a l a n c e   s h e e t  a s  at  t h a t  d a t e .  T a k e  i n t o  c o n s i d e r a t i o n  t h e  f o l l o w i n g 

a d j u s t m e n t s  :

(i) S t o c k   o n   3 1 s t   M a r c h ,   2 0 0 8   w a s   v a l u e d   a t   R s .   8 8 , 0 0 0 .  

(ii) Ma k e   a   p rov isi o n  fo r  i nc om e  t a x  @   50%.

(iii) De p reci at e  pl a nt  an d  mac h i ne ry  @   1 5% ,  f u rn it u r e  an d  fitt in g s  @   1 0 % , 

an d  p at e n t s   a nd  t rad e  ma rk  @  5 % .

(iv) O n   3 1 s t   M a r c h ,   2 0 0 8   o u t s t a n d i n g   r e n t   a m o u n t e d   t o   R s .   8 0 0   w h i l e  

o u s t a n d i n g   s a l a r i e s   t o t a l l e d   R s .   9 0 0 . 

(v) The  di rec to rs  p ro p ose d  a   d iv i de nd  @   1 5%  p er  a nn u m   f o r  t he  y e a r  

e n d e d  31 st  M a rch,  20 08  a fte r  t he  m i n i m u m  t r an sf er  t o   G e ne r al 

Reserv e.

(vi) Ma k e   a   p rov isi o n  fo r  do ub t ful  deb t s  a mou nt in g  to  Rs.  510.

(vii) P ro v id e  f o r  m an ag e rial  re m u n e rat io n   @   10 %  o f  t h e  p r ofi t ,  p ro fit s  b e fo re 

tax.
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C r . 

P a r t i c u l a r s R s . R s . Particulars R s . R s . 

To  Openin g   stock 

To  Purcahses  

Less  :  Returns  

To  Wages

To  Carr iag e  inwards

To  Gross  profi t  c/d

To  Salaries

2,45,000 

10,000

7,500

75,000

2,35, 00 0

30,000 

950 

87,050

4,28, 00 0

By  Sales

By  C l osing  Stock

By  G o rs s  profit  b/d

3,40, 00 0

88,000

4,28,000

87,050

A dd  :  Outstan ding  Salary            900 

To  Rent                                                 4,000 

A dd  :  Outstan ding  Rent               800

To  S undry  expenses

8,400 By  Discounts 3,000

4,800

7,050

To  pro vi sion  for  do ubt f ul  debts 510 

To  Pro vi sion  for  depreci ation  :

plant  an d  machinery         4,350 

Furnit ure  an d  fit ting s      1,700

Paten t  an d  t ra de ma rks         240 6,290 

Manager ial  remuneration

(10%  o f   R s.  63,000)

To  Provi sion  for  taxation

To  net  profit  c/d

To  Di v idends  (for  2001-02)

6,300

28,350

28,350

90,050 90,050

9,000 By  Pre vio u s  year' s  profit 15,000

To  Gene ral  rese r ve  ( 5%  of  R s.  28,350  ) 1,418 By  Net  Prof it  b/d 28,350

To  Proposed  dividend  (for  2002 -03)         15,0 00

To  Copo rate  di vide nd  tax 4,800 

(@  20%  of  (9,000  +  15,000)

To  Balanc e  tran sferred  to

Balance     Sheet 13,132

43,350 43,350
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B A L A N C E   S H E E T   O F   B A G H D A D   L T D .  

as  a t  31st  Marc h,  2008

Liabilities Rs. R s . Assets R s . R s . 

S h a r e   c a p i t a l   : F i x e d   A s s e t s   :  

Authorise d,  issue d Plan t  an d  machinery

and  subscribed,

Eq ui t y  s hare s  eac h  f ull y  paid

R es e rv e s  a nd  S ur pl u s  :

(at  cost) 29,000

Les s  :  Prov i sion  for

1,00, 00 0 depreciation   4,350 24,650

Furnit ure  an d  fittings 17,000

Genera l     reserve 15,500 Les s  :  pro vi sion  for

during  t he  year 1,418 

Profi t  and  l os s  A/c

Sec u r ed  L oans  :

Un- Sec u r e d  Lo a ns

16,918 depreciation 1,700 15,300

13,132

NIL Paten ts  an d  t ra de ma r ks  4,800

NIL Les s  :  Prov i sion  for

Cu rr e nt  L i ab ili ti es  and

Pro vi si o ns  : 

depreciation

I nv e stm e nts  : 

240 4,560

NIL

Current  lia bili ties  :

Creditors

Bil ls  payable

Current  A s set s,  Loans 

and  Advanc es  :

17,500

7,000 A .   C u r r e n t   A s s e t s   : 

outstand ing     rent 800 Stock-in-trade 88,000

Outstan ding     salaries 900 Debtors

Oustan ding     managerial (a)  De bts  outst anding  for

Renuneration 

Provisi ons

Provision  for  taxation

Proposed  dividend

Corporate  Di vidend  Tax  @   20%

6,300 more  tha n  6  months

(b)  Others   27, 50 0  

28,350                                                                   27,500

15,000 Les s  :  Prov i sion  for

4,800 do ubt f ul  debts           510  26,990

Cash  at  bank 46,200

B .   L o a n s   a n d   A d v a n c e s   : 

Bill s  receivables 5,000

Mi sc e ll a ne ou s  Expe ndit ures

2,10, 70 0

NIL

2,10, 70 0

Note: Wher e  t he propo sed di vidend exc eed 12 .5% but do es not exceed 1 5 % of paid - up capita l

the a mount to be tr ansferred to re ser ve must not b e le ss t han 5 %  of the c urrent profit , A s 

per  compan ie s  (Tr ansfer  of  profit s  to  Re ser ve s)  R ule s .
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D i v i d e n d   o u t   o f   C a p i t a l   P r o f i t   :   A   C o m p a n y   c a n   d e c l a r e   d i v i d e n d   o u t   o f   c a p i t a l 

p r o f i t ,   b u t   n o t   o u t   o f   c a p i t a l   r e s e r v e ,   i f 

(i) It  is  r eal i se d  i n  cash;

(ii) It  ex ist s  aft er  re v al u at i on  of  al l  as set s  a nd  l i ab i l itie s,  and

(iii)           Its  di st rib u t i on  is  al l o w ed  a s  pe r  A rtic l es  o f  As s oc iat i on  o f  t he  c o mp an y .  

C api t a l   P ro fit  o n  it s  t r an sf e r  t o  c a pit al  re se rve  i s  not  av a il ab l e  f or  di st rib u t i on.

S e c u r i t i e s   p r e m i u m ,   C a p i t a l   r e d e m p t i o n   r e s e r v e   e t c .   a r e   l e g a l l y   n o t   a v a i l a b l e   f o r 

d i s t r i b u t i o n . 

D i v i d e n d   o u t   o f   s u b s i d y   b y   t h e   g o v e r n m n t   : 

If  pay m en t  o f  d iv i de nd  is  gu a ra n t e ed  b y  t h e  G ov e r n me nt,  d iv i de nd  m ay  b e 

pai d  o ut  o f  mo ney  g iv e n  b y  t he  go v e rn m en t . 

D e c l a r a t i o n   o f   d i v i d e n d   o u t   o f   r e s e r v e s   : 

In c a se o f in ad e q u at e  c ur r ent y ea r  p ro fit s, the ut il is at i on o f ac c u m ul at e d

re se rve s f o r di st rib u t i on o f d iv i de nd i s g ov e r n ed b y  t h e c o m p a nie s . Rul e 3 o f t h e

c om pa ni es (D ec l a ra t i o n a nd P a y m en t  of D iv i de nd Rul es, 2 01 4) fr a me d  b y t h e c e nt ral

gov er n me nt,  T h es e  r ul e s  a re  a s  u nde r  :

(a)   t h e  r at e   o f  div i de n d  dec l ar ed  s hal l  n ot  ex c e ed  t he  av e ra ge  rat e  o f  di v id e nd  o f 

l ast est  p rec ed in g  f iv e  y ea r s  o r  1 0%  o f  its  pa id  u p   c api t al ,  wh ic h ev e r  i s  l e ss.

(b)  t h e t ot al am ount t o b e drawn from t h e reserves c reat ed o ut of profits earned shal l

not ex c e ed 1 /1 0 o f it s pa id u p  c a pi t al a nd f re e r e se rve s a nd t h e a m o un t so d ra w n

shal l  b e  f i rst  u t il is ed  t o   s et  o ff  t h e  l os se s  i nc u r re d  in  t he  f i na nc ial  y ea r.

(c)   t h e  b al a n c e   o f  r es er v e s  aft e r  s u c h  wit h d r a wal  s h al l   n ot  f al l   b el o w   15 %  o f  it s 

pai d  u p   sha r e  c a pit al .

2 . 1 . 5   S elf C hec k Exercises

Qu es1: W ha t w i ll be the adjustment entry f or  prepa i d expenses? 

Qu es2: W rite dow n the jour na l entry  f or provisi on  f or ba d debt?

Qu es3: W rite dow n the Indi a n a cc ounting standard for Revenue Recognition? 

2. 1.16  Summary

After pr epa ring the tria l ba la nce next step i s to pr epa re profi t a nd loss of the c ompa ny w hi c h 

I s divi ded into tw o pa rts , f i rst pa rt is ca lled Tra ding Acc ount a nd sec ond pa rt is c a lled profi t 

a nd loss ac c ount. After preparing the profi t a nd loss account, ba la nc e sheet i s prepa red, th e 

ma i n aim of preparing ba la nc e sheet i s to know the exa c t fi na nc ia l position of the c ompa ny 

tha t is ba la nc e sheet  i s prepa red  on a pa rtic ular da te.

2. 1.7  G lossa ry

1. G ross Profi t: Gross Profi t is the result of dif f erenc e betw een net  sa les and c ost of goods 

sold.

2. Outsta nding Expenses: Outstanding Expenses a re those w hic h a re due but not pa i d yet. 

These expe nses belo ng to the c a tegory of repr esentati ve persona l ac c ount.

3. Prepa i d expenses: Prepa i d exp enses a re thos e w hic h a re pa i d but no t due yet. These a re 

the a dva nc e payment a nd it c omes into the c a tegory of a ssets. These expenses a lso 

belong to re prese nta tive persona l ac c ount.
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2. 1.8 Short Questions
Ques1: Wri te dow n the formula of G ross Profit? 
Ques2: Wha t do you mea n by outsta nding expenses? 
Ques3: Wha t do you mea n by prepa i d expens es?

2. 1.9 L ong Questions

1. G iv e  a   sp ec i me n   fo r m   o f  t h e  B al a nc e   S h ee t  a n d  P ro fit  &  Lo ss  Ac c ou nt  o f  a  

c om p a ny ,   ac c or di n g   t o  C o m pa ni es  Ac t,  20 13.

2. W rit e   n ot e s   :  (i) Re se rve s  an d  P rovision s

(ii) U nc l a im ed  div idend 

(iii) Int e ri m  div idend

(iv) C o n t i n g e n t   l iab il i t i e s 

3.             A  l i mit ed  c o mp an y   w as  re gi st er ed  w it h  a n   a uth o r is ed  c a pit al  o f  Rs.  30, 00, 0 0 0 

is  eq uit y  s ha re s   o f  R s.  100  ea c h.  T h e  f ol l o wi n g  is  t h e  l i st  o f  b al a nce s  ex t r ac t ed  fr o m

its  b oo k s   o n  3 1- 0 3- 2 00 8.

R s .  

P u r c h a s e s 

Wage

S 

M a n u f a c t u r i n g  

E x p e n s e s  

S a l a r i e s 

B a d   D e b t s 

Di rec to rs  Fees

R s . 

9 , 2 5 , 0 0 0  

4 , 2 4 , 3 2 5 

6 5 , 5 7 5  

7 0 , 0 0 0  

1 0 , 0 0 0 

3 1 , 1 2 5 

G e n e r a l   E x p e n s e s  

S t o c k   o n   1 - 4 - 2 0 0 7 

G oodwil l  

C a s h   i n   h a n d  

C a s h   a t   b a n k 

S u b s c r i b e d   &   F u l l y 

P aid  c apit al

8 4 , 1 7 5  

3 , 7 5 , 0 0 0 

1 , 0 0 , 0 0 0  

2 8 , 0 0 0  

1 , 9 9 , 5 0 0 

2 0 , 0 0 , 0 0 0 

Deb en tu re s  Interest

Paid

Pro fit  &  L os s  Ac c ou nt

4 5 , 0 0 0 (credi t  balance) 7 2 , 5 0 0 

Prel i mi na ry  Ex penses 

C al l s  i n  A rrea r

P l an t  &  Mac h inery

Premises

2 5 , 0 0 0  

3 7 , 5 0 0  

1 5 , 0 0 , 0 0 0 

1 6 , 5 0 , 0 0 0 

6%  Deb ent u re s 

Su n dry  C reditors 

B il l s  P ay ab l e

S a l e s 

1 5 , 0 0 , 0 0 0 

2 , 9 0 , 0 0 0 

1 , 6 7 , 5 0 0 

2 0 , 7 5 , 0 0 0 

Int e ri m  Div i de n d  P aid 

Fu r nit u re  &  Fixtures

Su n dry  Deb tors

1 , 8 7 , 5 0 0 G en e ral  Rese rv e 1 , 2 5 , 0 0 0  

3 5 , 0 0 0 

4 , 3 6 , 0 0 0 

Y o u   a r e   r e q u i r e d   t o   p r e p a r e   T r a d i n g   a n d   P r o f i t   &   L o s s   A c c o u n t   f o r   t h e   y e a r  

e n d e d   3 1 s t   M a r c h ,   2 0 0 8   a n d   t h e   B a l a n c e   S h e e t   o n   t h a t   d a t e   a f t e r   m a k i n g   t h e  

f o l l o w i n g   a d j u s t m e n t s   : 

D e p r e c i a t e  P l a n t  a n d  M a c h i n e r y  b y  1 0 % .  P r o v i d e  h a l f  y e a r s  i n t e r e s t  o n 

d e b e n t u r e s .  A l s o  w r i t e  o f f  R s .  2 , 5 0 0  f r o m  p r e l i m i n a r y  e x p e n s e s  a n d  m a k e  t h e 

p r o v i s i o n  f o r  b a d  a n d  d o u b t f u l  d e b t s  R s .  4 , 2 5 0  o n  s u n d r y  d e b t o r s  s t o c k  o n  3 1 s t 

M a r c h ,   2 0 0 8   w a s   R s .   4 , 5 5 , 0 0 0 .   C o r p o r a t e   d i v i d e n d   t a x   i s   t o   b e   i g n o r e d . 

Q u e s . 4 D e t e r m i n e  t h e  m a x i m u m  r e m u n e r a t i o n  a v a i l a b l e  t o  t h e  m a n a g i n g  direc t o r

of B  L td. ( a ma nu f a c tu ri n g c o mp a ny ) f ro m t he f ol l o wi n g pa rt ic ul a rs : B ef o re c h a r g i n g 

a n y   s u c h   r e m u n e r a t i o n ,   P r o f i t   a n d   l o s s   a c c o u n t   s h o w e d   a   c r e d i t   b a l a n c e 
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of  R s.  2, 31, 0 0 0  f o r  t h e  y ea r  en de d  31 st  M a rch,  20 08  a fte r  tak i n g  i nt o   a c c o u n t  t h e 

fol l o w i n g  ma t t e r s  :

1 .          C a p i t a l   e x p e n d i t u r e             5 2 , 5 0 0          6 .             Subsidy from Government           4 2 , 0 0 0  

2 .          S p e c i a l   d e p r e c i a t i o n               7 , 0 0 0            7 .             M u l t i p l e s h i p   al l owanc e          1 0 , 5 0 0 

3 . B o n u s   t o   f o r e i g n 3 1 , 5 0 0 8 .  

t e c h n i c i a n s 

4 .          C o m p e n s a t i o n   p a i d   t o                                 9 . 

inj u re d  wo rk ma n                       7 , 0 0 0 

5 . L o s s   o n   s a l e   o f   f i x e d 7 , 0 0 0 10.

A s s e t s 

P r ovi s i on  f or  taxation

Ex - g r a t ia  t o  an 

E m p l o y e e

pr of it  o n  sal e  o f

Investment

2 , 8 0 , 0 0 0 

3 , 5 0 0 

2 1 , 0 0 0 

C om p a ny  i s  p rov i di n g  de p rec iat i o n  a s  pe r  C o m pa nie s  Act,  2013.

2 . 1 . 1 0 S U G G E S T E D   R E A D I N G S 

1. C or po ra t e  Ac c ounting

B y   :   C .   M o h a n   J u n e j a  

B . K .   S a c h d e v a   

I n d e r j i t   S i n g h 

R a k e s h   K a t y a l  

2. C o m p a n y   A c c o u n t s 

B y   :   J a i n   a n d   N a r a n g 
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CORPORATE  ACCOUNTING

A pp oi ntm ent  an d  Re mu ne ratio n  of  Ma na gerial  Per s on nel  u nde r  t he

Co m pani e s  Act ,  2 0 13

S truct ure  of the lesson

2.2.0 Objective 

2. 2 . 1  I nt roduct io n 

2. 2 . 2  Definit io ns

2. 2 . 2 . 1  Ke y Ma nag er ia l Per so nne l  

2. 2 . 2 . 2  D irect o r s/ Bo ar d o f Dir ectors 

2. 2 . 2 . 3  Ma nag ing D ir ector/Manager 

2. 2 . 2 . 4  Who le-t ime D irector/CEO/CFO

2. 2 . 3  Nu mber o f Director s

2. 2 . 4  Appo int me nt o f Ma nag ing D ir ect or , Who le- T ime D irect o r o r Manager 

2. 2 . 4 . 1  Appo int me nt w it h t he Appro va l o f Ce nt r a l Go ver nme nt

2. 2 . 5  Disqua lificat io ns

2. 2 . 6  Reappo int me nt o f Manag ing D ir ector  

2. 2 . 7  Appo int me nt o f Ke y Ma nag er ia l Perso nnel 

2. 2 . 8  Remunerat io n 

2. 2 . 9  S elf Check E xercises 

2. 2 . 1 0 Summar y

2. 2 . 1 1 Glo ssar y

2. 2 . 1 2 Short Quest io ns

2. 2 . 1 3 Lo ng Quest io ns

2. 2 . 1 4 Suggested Readings

2.2. 0 Object ive

T he main o bject ive o f t his chapt er are as fo llo ws:

1.  To under stand t he meaning o f Key Manager ia l Per so nnel,  Dir ectors,  Managing  Dir ector s, 
Who le t ime  Dir ector s.

2.  To under stand t he pro vis io ns regarding  Manager ia l Remuner at io n.



2. 2 . 1  Introduction

T he exe cut ive ma nage me nt o f a co mpa ny is r espo ns ib le fo r t he da y t o day ma nage me nt o f

a co mpa ny. T he co mpa nies Act ,  2013 has used the t e r m  ke y ma nage me nt per so nne l t o 

de fine  t he  e xecut ive  ma nag e me nt .  T he  ke y  ma na ge me nt  per so nne l  ar e  t he  po int  o f  fir st



B. C om.  Part- II 19 B. C. 304

co nt act bet ween t he co mpa ny a nd it s st akeho ld ers. While t he Bo ard o f D ir ecto r s is

r espo ns ib le fo r pro vid ing t he o ver s ig ht , it is t he ke y ma nage me nt per so nne l w ho ar e

r espo ns ib le  fo r  not  ju st  la ying  do wn t he  st r at egies  as we ll as  it s  imp le me nt at io n.

Chapt er XIII o f t he Co mpa nie s Act ,  2013 r ead w it h Co mpa nie s ( Appo int me nt and

Re mu nerat io n o f Ma nag er ia l P er so nne l) Ru le s, 2014 dea l w it h t he lega l  a nd pr o cedura l

aspect s o f appo int me nt o f Ke y Ma nag er ia l P e r so nne l inc lud ing M a nag ing D ir e cto r ,

Who le- t ime  D irect o r o r Manager,  ma nag er ia l r e munerat io n,  secr et ar ia l aud it  et c.

2 . 2 . 2  Definitions:

2 . 2 . 2 . 1  Ke y  Ma na geri al  Perso nnel

Sec. 2 ( 51) – Ke y Ma nag er ia l Per so nne l  in r e lat io n to a co mpa ny means-(i )

T he C hie f E xecut ive O ffic er or t he Ma nag ing D ire cto r o r t he Manager; (i i)

T he Co mpa ny Secr etar y;

(i i i)  T he who le- t ime dir ector ;

(i v )  T he Chie f  fina nc ia l O fficer ; and

(v )  Such ot her o ffic er as  ma y be prescr ibed 

2 . 2 . 2 . 2  Di rect or s/ Boa rd  o f  Directors

 Sec. 2( 34) – Direct or mea ns a d irect o r appo int ed to t he Bo ar d o f a co mpany  

Sec. 2( 10)  –  Bo ard  o f  D ir ect or s  or  Bo ard,  in  r e lat io n  t o  a  co mpa ny,  mea ns  t he

co llect ive  bo d y o f d ir ect o r s o f t he co mpa ny; 

2 . 2 . 2 . 3  Mana gi ng  Direc tor / Ma na ger

 Sec. 2( 53)  –  “Ma nag er ”  mea ns  a n  ind iv idua l  w ho ,  subject  to  t he  super int en de nce , 

co nt ro l  and  d ir ect io n  o f  t he  Bo ard  o f  D ir ect o r s,  has  t he  ma nage me nt  o f  t he  who le 

o r  subst ant ia ll y  t he  w ho le,  o f  t he  a ffa ir s  o f  a  co mpany,  and  inc ludes  a  d irect or  or 

any  o t her  per so n  o ccupying  t he  po sit io n  o f  a  ma nager,  by  w hat ever  na me  ca lled , 

whet her  u nder  a  co ntr act o f ser vic e  o r not ; 

 Sec.  2( 54)  –  “ma nag ing  d ir ect o r ” mea ns  a  d ir ect or,  who,  by vir t ue  o f t he  art ic le s  o f

t he  co mpa ny  o r  an  agr ee me nt  wit h  t he  co mpa ny  or  a  r eso lut io n  pa ssed  in  it s
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genera l meet ing, o r by it s Bo ar d o f D irect o r s, is ent r ust ed wit h su bst a nt ia l  po wer s

o f ma nage me nt o f t he a ffa irs o f a  co mpa ny, a nd inc lude s a d ir ect or o ccup ying t he

po sit io n o f ma nag ing  d irect o r,  by what ever  na me  c a lled.

2. 2 . 2 . 4  Whole-ti me  Director/CEO/CFO

 Sec. 2( 94)  –  “who le- t ime  d irect o r ”  inc lude s  a  direct o r  in  t he  who le- t ime 
e mp lo yme nt  o f t he Co mp a ny

 Sec. 2( 18) “C hie f E xecut ive  O fficer ”  mea ns a n o ff icer  o f a  co mpa ny,  w ho  has  bee n 
des ig nat ed  as such  by it ;

 Sec. 2( 19)  –  “Chie f  F ina nc ia l   O fficer”  mea ns  a  per so n  appo int ed  as  t he  C hie f 
Fina nc ia l o ff icer  o f a co mpa ny.

2 . 2 . 3  Num be r  of  Dire ct o rs:  Sec. 1 49  (1)

 Public co mp a ny –  min imu m t hr ee d irector s 

 Pr ivat e co mpa ny –  minimu m t wo director s  

One per so n Co mpa ny –  min imu m  o ne director  

Ma ximu m 15 d ire ct or s (incr eased fr o m 12)

T his  can  be  incr eased  by  pa ss ing  a  spec ia l  r eso lut io n.  No  need  t o  go  to  Cent r al 
Go ver nment .

2 . 2 . 4 A p p o i n t m e n t  of  Ma n a g i n g  D ir ec t o r,  W h o l e - T i m e  D i re ct o r   o r 

Mana ger

Sect io n 196 o f t he Co mp a nies Act ,  2013 pro vides t hat no co mpa ny s ha ll appo int o r

e mp lo y at t he sa me t ime a  Ma nag ing D irect o r and a  Manager. Furt her, a co mpa ny s ha l l 

no t appo int o r r eappo int any perso n as it s Mana g ing D irect o r, Who le T ime D ir e cto r o r

ma nager fo r a  t er m e xceed ing five ye ars at a t ime and no r eappo int me nt sha ll be made

ear lier  t han o ne  year  be fo r e   t he exp ir y o f his t erm.

Sect io n 196( 4) o f t he Co mpa nie s Act , 2013 provide s t hat subject to t he pro vis io ns o f

sect io n 197 and S chedu le V, a ma nag ing d irect o r, who le-t ime d irect o r o r ma nag er sha ll be

appo int ed and t he t er ms and co nd it io ns o f suc h appo int me nt and r emu ner at io n pa ya ble be

appro ved  by  t he  Bo ar d  o f  D irect o r s  at  a  meet ing  whic h  s ha ll  be  su bject  to  appro va l  by  a
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r eso lut io n at t he ne xt gener a l meet ing o f t he co mpany a nd by t he Ce nt r a l Go ver nme nt in

case suc h appo int me nt is at var ia nce t o t he co nd it io ns sp ec ified in S c hedu le V. Appr o va l

o f t he Ce nt r al Go ver nme nt is no t necessar y if t he appo int me nt is made in ac co r dance w it h

t he co nd it io ns spec if ied  in Sc hedu le  V  to t he  Act .

T here fo r e, t he appo int me nt o f a  ma nag ing d irect o r o r who le - t ime d irect or o r ma nag er and

t he t er ms a nd co nd it io ns  o f such appo int me nt and r emu ner at io n pa ya ble t hereo n mu st be

f ir st appro ved by t he Bo ard o f d ir ect o r s at a mee t ing and t hen by a n o r dinar y r eso lut io n

passed  at  a  genera l meet ing  o f t he co mpa ny.

A no t ice co nve ning Bo ar d o r genera l meet ing fo r co ns ider ing suc h appo int me nt sha ll

inc lude t he t er ms a nd co nd it io ns o f suc h appo int me nt , r e mu ner at io n pa ya ble a nd suc h

ot her  mat t er s inc lud ing  int er est , o f a  d ir ect o r o r dir ecto r s in suc h a ppo int me nt s,  if a ny.

A  r et ur n  in  t he  pr e scr ibed  fo r m  viz.  MR. 1  is  r equ ir ed  to  be  filed  w it h  Reg ist r ar  wit hin  6 0 

da ys  fro m  t he  dat e o f suc h appo int me nt .

Sect io n 196( 5) pro vide s t hat subject to t he pro vis io ns o f t his Act , wher e an appo int me nt o f

a ma nag ing d ir ect o r, who le - t ime d irect o r o r ma na ger is no t appro ved by t he co mpa ny at a

genera l meet ing, any act do ne by him be fo r e such appr o va l s ha ll not be dee med to be

inva lid.

2. 2 . 4 . 1  Appointment  wi t h  t he  Approval  of  Central  Government

I n case t he pr o vis io ns o f Sc hedu le V o f t he Co mpa nie s Act , 2013 ar e not fu lf il led b y

co mpa ny, a n app licat io n se ek ing appr o va l to t he appo int me nt o f a ma nag ing d ir ect or

( Who le-t ime d ir e ct or o r ma nager ) sha ll be made to t he Cent r a l Go vernme nt , in e - Fo r m

No . MR. 2.

As per sect io n 200, t he Cent r a l Go ver nme nt o r a co mpa ny ma y, w hile a cco r ding it s

appro va l u nder sect io n 196, to any appo int me nt o f a ma nag ing d irect o r, who le - t ime

d ir ect or o r ma nag er , t he  Cent r a l Go vernme nt  or t he  co mpa ny s ha ll ha ve  r egar d to —

(a )  T he  fina nc ia l po s it io n o f t he co mpany;
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(b )  T he  r e mu nerat io n  o r  co mmis s io n  dr aw n  by  t he  ind iv idua l  co ncer ned  in  a ny  ot her 

capac it y; (c)  T he  r e mu ner at io n o r co mmis s io n drawn  by him fr o m any o t her  co mpa ny;  

(d )  Pro fe ss io na l  qua lific at io ns a nd e xper ie nce o f t he ind ividua l co ncer ned;

(e )  S uch ot her  mat t ers as ma y be prescribed.

As  per  Rule  6  fo r  t he  pur po ses  o f  it e m  ( e)  o f  sect io n  200,  t he  Cent r al  Go ver nme nt  o r  t he

co mpa ny  s ha ll  ha ve  r egar d  to  t he  fo llo w ing  matt er s  while  gr a nt ing  appro va l  to  t he

appo int me nt  o f ma nag ing  d ir ect o r under  sect io n  1 96:

(1 )  F ina nc ia l  a nd  o perat ing  per fo r ma nce  o f  t he  co mpa ny  dur ing  t he  t hree  pr eced ing

f ina nc ia l ye ars.

(2 )  Re lat io ns hip bet ween r e mu nerat io n a nd per for mance.

(3 ) T he pr inc ip le o f pr o po rt io na lit y o f r e mu nerat io n w it hin t he co mp a ny, idea ll y by a

r at ing met ho do lo g y whic h co mpar e s t he r emu nerat io n o f d irect or s to t hat o f ot her

exe cut ive  d irect or s o n t he bo ar d  and  e mp lo yees o r exe cut ives o f t he  co mpa ny.

(4 )  Whet her  r e mu ner at io n  po lic y   fo r  d irect o r s  differs  fr o m  r e mu nerat io n  po lic y  fo r  ot her 

e mp lo yee s and  if so ,  an exp la nat io n  fo r  t he differe nce.

(5 )  T he  secur it ies  he ld  by  t he  d irect o r,  inc lud ing  o pt io ns  and  det a ils  o f  t he  s har es  p ledged 

as at  t he  end  o f t he pr eced ing  fina nc ia l  year .

2 . 2 . 5  Disqualifications

Sect io n 196( 3) o f t he Act makes a spec ific pr o hibit o r y pr o vis io n w it h r egar d to t he

appo int me nt o f ma nag ing d ir ect o r, who le t ime d ire cto r o r ma nager. T he sect io n la ys do w n

t hat no co mpa ny s ha ll appo int o r co nt inue t he e mp lo yme nt o f any per so n a s it s ma nag ing

d ir ect or , who le t ime  d ir ect o r o r  ma nager  who —

(a )  is  be lo w  t he  age o f t went y-o ne  year s o r  has att aine d t he  age o f se ve nt y ye ars: 

Pro vid ed  t hat  appo int ment  o f a  perso n who  has atta ined  t he  age  o f se ve nt y year s 

ma y  be  made  by  pas s ing  a  spec ia l   r eso lut io n  in  w hic h   case  t he  exp la nat o r y
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st at eme nt  anne xed  to  t he  not ice  fo r  such  mo t io n s ha ll ind ic at e  t he  just ific at io n  fo r 

appo int ing  suc h per so n;

(b )  is a n und is c har ged inso lve nt o r has at  anyt ime  bee n adjudged  as an inso lvent ;  

(c )  ha s  at  any  t ime  su spe nded  pa yme nt  t o  his  cr ed it o r s,  o r  mak es,  o r  has  at  any 

t ime  mad e,  a   co mpo s it io n w it h  t he m; o r

(d )  ha s  at  any t ime  bee n,  co nvict ed  by  a  co ur t  o f  a n  o ffe nce  and  s e nt enced  fo r  a 

per io d o f mo r e t ha n s ix  mo nt hs.

Apar t  fro m   t his,  P ar t  I  o f  S chedu le  V  co nt a ins  five  co nd it io ns  w hic h  mu st  be

sat is fie d by a per so n to be e lig ible fo r appo int me nt as ma nag ing d irect or , who le -

t ime d ir ect or or ma nager w it ho ut t he appro va l o f t he Cent r al Go ver nme nt . T hese

co nd it io ns ar e  as be lo w:

(a ) he had no t been se nt enc ed to impr iso nme nt fo r any per io d, o r to a fine

exc eed ing o ne t ho usand r upees, fo r t he co nvict io n o f an o ffe nce u nder any o f t he

fo llo w ing  Act s,  na me ly: - 

(i )  t he I nd ia n St amp Act ,  1899, 

(i i)  t he Cent r al E xc ise Act , 1944,

(i i i)  t he Indust r ies ( Deve lo p me nt and Regu lat io n) Act , 1951,

(i v )  t he Pr eve nt io n o f Fo o d Adu lt er at io n Act , 1954 ,

(v )  t he E ssent ia l Co mmo d it ie s Act , 1955, 

(v i)  t he Co mpa nie s Act , 2013,

(v i i)  t he Secur it ie s Co nt r act s  (Regu lat io n) Act , 1956, 

(v i ii )  t he Wea lt h-t ax Act , 1957,

(i x )  t he I nco me- t ax Act , 1961, 

(x )  t he Cust o ms Act , 1962,

(x i)  t he Co mpet it io n Act , 2002,

(x i i)  t he Fo r eig n E xc ha nge M a nage me nt Act , 1999,

(x i ii )  t he Sick Indust r ia l Co mpa nie s (S pec ia l Pr o vis io ns) Act , 1985,
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(x i v )  t he Securit ie s a nd E xc ha nge Bo ar d o f I nd ia Act , 1992,

(x v )  t he Fo r eig n T r ade (Deve lo p me nt and Regu lat io n) Act ,  1992; 

(x v i)  t he Pr eve nt io n o f Mo ne y Lau nder ing Act , 2002;

(b )  he  had  no t  bee n   det a ined  fo r  any  p er io d  unde r  t he  Co nser vat io n  o f  Fo r eig n

E xc ha nge a nd  Pr eve nt io n o f S mugg ling  Act ivit ie s Act ,  1974;

(c )  he has co mp let ed t he age o f 21  ye ar s and  ha s no t att ained t he age o f 70  year s;

(d ) wher e he is a ma nager ia l per so n in mo r e tha n o ne co mpa ny, he dr aws

r e mu nerat io n fr o m o ne o r mo r e co mpa nie s su bject to t he ce iling pr o vided in

sect io n V  o f Part  II;

(e )  he  is r es id e nt  in Ind ia

2. 2 . 6  Reappoint ment  o f  M ana gi ng  Di rector

Under sect io ns 196 and 203 o f t he Co mpa nies Act ,  2013, appo int me nt inc lude s

r eappo int me nt . Reappo int me nt o f a  ma nag ing d ir ecto r o f a co mpa ny mu st be t aken fo r

co ns ider at io n be fo r e t he exp ir y o f his t er m o f o ffic e. I f t he r eappo int me nt o f t he ma nag in g

d ir ect or is appro ved and if it is not in acco r dance w it h  t he co ndit io ns  spec ified in Schedu le

V t hen t he appr o va l o f t he Ce nt r al Go ver nme nt must be o bt ained fo r such r eappo int me nt .

Rest s o f t he pro vis io ns fo r r eappo int me nt o f a ma nag ing d irect o r ar e same as in t he case o f

appo int me nt  o f a  ma nag ing  d ir ect or .

2. 2 . 7  Appoint ment  of  Key  M anag erial  Personnel

Sect io n 203 o f t he Co mpa nies Act , 2013 r ead wit h Ru le 8 ma ndat es t he appo int me nt o f

Ke y Ma nager ia l P er so nne l a nd mak es it o bligat o ry fo r a list ed co mpa ny a nd e ver y o t her

public co mpa ny ha ving a pa idup s hare cap it a l o f r upees t en cro r es o r mo r e, to appo int

fo llo w ing  w ho le-t ime  ke y ma nager ia l  per so nne l:

(i ) ma nag ing  d irect o r, o r Chie f E xe cut ive O ff icer o r ma nager  a nd  in t he ir  abse nce,

a  who le- t ime  d ir ect or ;

(i i)        co mpa ny se cr et ar y; and 

(i i i)       Chie f Fina nc ia l O fficer :
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E ver y w ho le- t ime ke y ma nager ia l perso nne l o f a c o mpa ny s ha ll be appo int ed by me a ns o f

a r eso lut io n  o f t he Bo ard co nt aining t he t erms and co nd it io ns o f t he appo int me nt inc lud in g

t he r emu ner at io n.

An ind iv idua l s ha ll not be appo int ed o r r eappo int ed as t he cha irperso n o f t he co mpa ny, as

we ll as t he ma nag ing d ir ect o r or Chie f E xecut ive O ffic er o f t he co mpa ny at t he sa me t ime

unle ss t he ar t ic les o f suc h a co mpa ny pr o vide o therw ise ; o r t he co mpa ny do es no t carr y

mu lt ip le bus ine ss es. Ho wever , such c la ss o f co mpa nie s engag ed in mu lt ip le bu s ines se s

and w hic h ha s appo int ed o ne o r mo r e Chie f E xec ut ive O fficer s fo r each suc h bu s ines s as

ma y  be no t ified  by t he Ce nt r al Go ver nme nt  ar e  exe mpt ed  fro m  t he  abo ve.

A w ho le- t ime ke y ma nager ia l per so nne l s ha ll not ho ld o ffice in mo r e t han o ne co mpa n y

exc ept in it s su bs id iar y co mpa ny at t he sa me t ime. Ho wever , he can ho ld suc h ot her

d ir ect or ship  w it h t he  per mis s io n o f t he Bo ar d.

A  w ho le- t ime  ke y  ma nager ia l   p erso nne l  ho ld ing  o ffic e  in  mo r e  t han  o ne  co mp a ny  at  t he 

sa me  t ime,  sha ll,  w it hin  a  per io d  o f  s ix  mo nt hs   fr o m  suc h  co mme n ce me nt ,  choo se  o ne 

co mpa ny,  in w hic h  he  w is hes to  co nt inue  to  ho ld  the  o ff ice o f ke y  ma nager ia l per so nne l.  

A  co mpa ny  ma y   appo int  o r  emp lo y  a  perso n  as  it s  ma nag ing  d ire ct or ,  if  he  is  t he 

ma nag ing  d irect or  o r  ma nager  o f  o ne,  and  o f  no t  mo r e  t ha n  o ne,  ot her  co mpa ny  a nd  suc h

appo int me nt  o r  emp lo yme nt  is  made  or  appro ved  by  a  r eso lut io n  passed  at  a  meet ing  o f 

t he  Bo ar d  wit h  t he  co nsent  o f  a ll  t he  d irect o r s  pr esent  at  t he  meet ing  and  o f  w hic h 

meet ing,  and  o f  t he  r eso lut io n  to  be  mo ved  t her eat ,  spec ific  no t ice  ha s  bee n   g ive n  to  all

t he dir ect o r s t hen  in I nd ia.

I f t he o ffice o f a ny w ho le-t ime ke y ma nager ia l p erso nne l is vacat ed, t he r esu lt ing vaca nc y

sha ll be f ille d - up by t he Bo ar d at a me et ing o f the Bo ar d w it hin a per io d o f s ix mo nt hs

fro m  t he  dat e o f suc h va ca nc y.

2. 2 . 8  REM UNERATION

Acc o r di n g  t o   c o m pa ni es  Ac t,  20 13  t h e  ma na ge r   o f  a  c o mp an y  ma y ,   s u b j ec t 

the  p ro v is io ns  o f  se c tio n  1 97,  r ec e iv e  a   r e mu ne ra t io n,  w hic h  sh al l  not  e x c ee d  in 

the  ag g re gat e  1 1 %  o f  t he  net  p ro fit s  o f  t h e  c o m p a ny .   T he  c o m p a n y   c a n  pay  h i gh er 

re m u n er a t i o n   s ub j ec t   t o   t h e  p rio r  a pp r ov al  of  th e  C e nt ral  G ov e rn m ent .  U n de r  se c ti on 

19 7,  a  c o m p a ny  m ay  pay  t o   it s  di rec t o rs  an d  ma na g er  in  r es pec t  o f  a ny  fi na nc i al 

y ea r   re m un e rat io n  not  mo r e   t h an  1 1 %  o f  it s  n et  p r ofi t s  o f  t h at  y ea r.

Net  p ro fit  fo r  det e rm in in g  di r ec to r s'  re m u n e rat i o n  s hal l  b e   c o mp ut e d  ac c o rd in g
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to th e pr ov i si on s  of sec t io n s 1 98 o f C o m pa nie s Ac t , 20 13. In s u c h c al c ul at i on, th e

re m u n er a t i o n  o f t h e d ir ec t or s shal l n ot b e d ed u c t ed f ro m t he g ro ss p ro fit b u t  inc o me

tax  pai d/ p ay ab l e  shal l  b e  d ed uc te d.

M e a n i n g   o f   t h e   t e r m   ' r e m u n e r a t i o n ' 

Re mu n er at i on  s hal l  inc l u de

(a ) A n y      e x p e n d i t u r e      i n c u r r e d     b y  t h e     c o m p a n y     f o r     p r o v i d i n g     r e n t - f r e e 

ac c o m mo dat io n  or  a ny  a me nity  i n  r es pec t  o f  a n   ac c o mo dat io n  f re e  o f  c h a r ge.

(b) A ny  e x p en d i t u re  in c u r re d  b y  a  c o mp a ny  i n  p ro v i d i n g  a ny  ot h e r  a me nity  ei t he r 

fr ee  o f  c h ar ge  o r  a t   a   c o nc es si on al  rat e.
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(c) A ny  ex p en dit u re  i nc u r r ed  b y   t h e  c o mp any  i n  re s pec t  o f  any  ob l i ga t io n   o r  s e rvic e 

w hic h  ot h e r wi se  wo ul d  hav e  b e e n  i nc u r re d  b y  t h e  di re c to r s/ ma na ge r s.

(d) A ny  ex pe nd itu r e  i ncu r re d  b y  t he  c o m p a ny  t o   e ff ec t  a ny  i ns u ra nc e  o n  t h e  l ife  o f 

the  pe rs o n,  o r  h i s  s p ou se  o r  i n  p rov idi n g  a ny  pe n s i o n,  a n nui t y  o r  g rat u i t y .

Th e  rem un eratio n  pay abl e  t o  m a na ger,  m an a gin g  dire ctor  (s ) ,  who le  ti m e  director 

(s)  a n d  p a rt  t im e  d ir ec t o r  ( s)  i s  k n o w n   a s   m a na ge ri al  r em u ne rat i o n.

Sect i on  I- -  Remune rati on  p ayable   by  companies  havi ng  profit s:
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T ot al ma nager ia l r e mu ner at io n pa ya ble  by a pu blic  co mpa ny,  t o  it s d ir ect or s,  ma nag ing

d ir ect or  and  who le- t ime d ir ect or  and  it s  ma nag er  in respect  o f any fina nc ia l  year :

Condition

Co mpa n y w it h o ne Ma nag ing d irect o r/who le 
t ime  d irect o r /ma nager

Co mpa ny w it h  mo r e t han o ne Ma nag ing 
d ir ect or /who le t ime  d ir ect o r /ma nager

Over a ll Limit o n Ma nager ia l  Re munerat io n

M ax  Remune rat i on  i n  any  fi na nci al  year

5% o f t he net  pro fit s o f t he co mpany

10% o f t he net  pro fit s o f t he co mpany

11% o f t he net  pro fit s o f t he co mpany

Re mu nerat io n  pa ya ble  to  dir ecto r s  who  ar e  ne it her  ma nag ing  d ir e cto r s  no r  who le- t ime
dir ector s

Fo r dir ect o r s who ar e ne it her ma nag ing
d ir ect or  no r who le- t ime  d ir ect o r s

I f t her e is a d irect o r who  is ne it her a Manag ing 
d ir ect or  no r who le  t ime  d irect o r

1% o f t he net  pro fit s o f t he co mpa ny if t here  is a
ma nag ing  d ire cto r /who le  t ime  d irect or 

3% o f t he net  pro fit s o f t he co mpa ny if t here  is  no
ma nag ing  d ire cto r /who le  t ime d irect or

S ectio n  I I--  R emun era tio n  p ayabl e   by  comp a nie s  ha vin g  n o  pro fit  or  i nad eq ua te 

profit:

I t  ma y,  pa y re mu nerat io n t o t he  ma nager ia l  per so n no t  exceed ing,  t he  limit s u nder  g ive n

be lo w:-

(1) (2) (3)
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Sr.No.

(i)

( ii)

( iii)

( iv)

Wher e the effect ive
capital  (in   rup ees )  i s

Negat ive  o r  less  t ha n  5
crores.

5  cro r es and  abo ve  but  le ss
t han 100  cro r es.

100  cror es  and  a bo ve  but
le ss t ha n 250  cro r es.

250 cro r es and abo ve.

L imit of yearly
remun er ati on pay ab le s hall
not excee d (i n R u pes s) i n
case of a managerial person
60 lakhs

84 lakhs

120 lakhs

120 lak hs p lus 0. 01% o f t he
e ffect ive cap it a l in e xces s of
Rs. 250 crores:

Limi t of yearl y 
remun er ati on          pa yable 
sha ll  no t  exceed  ( in  r upee s) 
in  ca se  o f  ot her  dir ect or  
12 lakhs

17 lakhs

24 lakhs

24  Lakhs p lus 0. 01%  o f t he 
e ffect ive  cap it a l   in  e xce ss  of
Rs. 250 crores:] "

E ffe cti ve capi t al mean s aggr egate of pa i d up sh ar e capita l, r eser ves a n d sur pl us, lon g term l oan s an d deposi t s  a s r educed  by 
a ggr egate of an y in vestm en t s, accumulat ed  l osses a n d pr elimin ar y expen ses.

2. 2 . 9  Self C heck  E xerc is es 

Ques1:  Ho w  ma ny min imu m d irect o r s ar e needed  fo r  public  co mpa nie s ?  

Ques2:  Ho w  ma ny min imu m d irect o r s ar e needed  fo r  pr ivat e  co mpa nie s ?

2. 2 . 1 0 Su mmar y

T he  ma nag e me nt  o f a co mpa ny  is respo ns ib le  fo r  da y t o  day  a ffa ir s o f t he co mpa ny.  P u blic 
co mpa ny requ ir e s  min imu m t hree  d irect o r s, pr ivat e  co mpa ny r equ ir es  min imu m  t wo  dir ect o r s, 
o ne  perso n co mpa ny requ ir e  min imu m o ne d ir ect or ,  ma ximu m  nu mber  o f d irect o r s require 
f ift ee n.

2. 2 . 1 1 G lo ssar y

1.  D ir ect o r:  Direct or  mea ns a  d ir ect or  appo int ed to  t he Bo ar d o f  a  co mpa ny.

2.  Bo ard o f D irect or s:  Bo ard o f D irect o r s, in r e lat io n  to  a  co mpa ny,  me a ns t he co llect ive  bo d y
o f d irect o r s o f t he co mp a ny.

2. 2 . 1 2 Sho rt  Quest io ns

Ques1:  E xp la in t he  mea ning  o f ke y ma nag er ia l  per so nne l?

Ques2:  What  do  yo u  underst and  by t he t erm D irect o r s and  Bo ar d o f D irect o r s? 

Ques3:  Ho w  ma ny min i mu m  d irect o r s are needed  fo r  o ne  perso n co mp any?

2. 2 . 1 3 Lo ng  Quest io ns

Ques1:  E xp la in t he  ma nager ia l r e mu nerat io n  pa ya ble  by a  pu blic co mpa ny  ha ving  pr o fit s to  it s
d ir ect or s,  ma nag ing  d irect o r s, who le t ime  d ir ect o r s and  it s  ma nager  in r espe ct  o f fina nc ia l  ye ar 
acco r ding  to  Co mpa nie s  Act ,  2013?

Ques2:  E xp la in t he  ma ximu m limit  o f ma nager ia l re mu nerat io n pa ya ble  by a  co mpa ny no t
ha ving  pr o fit s o r  inadequat e  pro fit s  bas ed  o n effect ive cap it a l?

Ques3:  E xp la in t he  ma ximu m limit  o f D ir ect o r ’s r emu ner at io n pa ya ble by a co mp a ny no t  ha ving
pr o fit s o r inadequ at e  pro fit s ba sed  o n e ffect ive cap it a l?

2. 2 . 1 4 SUGGE S T E D  RE ADINGS 

1 .  Co r po r at e Acco unt ing
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 C. Mo han June ja

 B. K. Sachdeva 

 I nder jit S ingh  

 RakeshKat yal

2 .  Co mpa ny Account s  

 Ja in a nd Nar ang
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C O R P O R A T E   A C C O U N T I N G 

L E S S O N   N O .   2 . 3 A U T H O R   :   S U K H D E E P   S I N G H 

P R O F I T   P R I O R   T O   I N C O R P O R A T I O N 

S t r u c t u r e   o f   t h e   L e s s o n   :  

2. 3. 0 O b j ective s  

2. 3. 1 Introduc tion

2. 3. 2 As c e rta in m en t  of  P r ofi t  o r  Lo s s  p ri or  t o  Incor po rat ion 

2. 3. 3 Ill u st rat io n- I

2. 3. 4 C al c ul a t io n  o f  Sal e s  Rat io 

2. 3. 5 Ill u st rat io n- II

2. 3. 6 C al c ul a t io n  o f  Wei g h t e d  Ratio 

2. 3. 7 Ill u st rat io n- III

2. 3. 8 Tr eat me nt  of  Lo ss  p r io r  t o  Incorporat ion 

2. 3. 9 Ill u st rat io n  I V  a n d  V

2. 3. 1 0  Self Check Exercises 

2. 3. 1 1  S u m m a r y 

2. 3. 1 2  G lossa ry  

2. 3. 1 3  S hort Questions 

2. 3. 1 4  L ong Questions

2. 3. 1 5  Recommended Rea dings

2 . 3 . 0 O B J E C T I V E S 

The ma in o b j ec t iv e o f thi s l e ss o n is t o i nt ro duc e th e s t u d e nt s  w it h t he ac c o un t i n g

tre at me nt o f p re-i nc o rp or at i on p r ofi t o r l os s. Fo r t hi s t h e l e s so n des c r ib e s me th o d s f o r

the  ( 1)  C al c ul a t io n  o f  sal e  ra t i o   a nd  ( 2)  C al c ul a t io n  o f  Wei g h te d  R at i o.

2 . 3 . 1 I N T R O D U C T I O N 

So me ti me s a  c o m p a ny pu rc h a se s  a  ru nn i ng b u s ine s s f r om a  da t e p rio r  t o it s

inc or po r at i on. G e ne rall y t h e b u si ne ss is p u r c ha se d f ro m v e nd or o n t he l as t  dat e of

the v e n do r s t a rt s. A ss e t s a nd l i ab il it i es a r e t a k en ov e r o n th e b a si s  o f th e fi gu r es

g i v e n  in th e B a l a n c e s h e e t . I f t h e c o m p a n y ha s e a r n e d  any p r o f i t p r i o r t o

inc or po r at i on, s uc h pr of it c an n ot b e sai d t o ha v e b ee n  ea r ne d b y t he c o m p a n y  a s it

is n ot av ail ab l e fo r d is t r ib u t io n a s div id en d t o t he sh a reh ol d e rs. S uc h p ro fit i s tr ea t ed

as c a pita l pr of it an d is t ra ns fe r re d t o c a pit al re se rve ac c ou n t .  I f t h e re i s a ny l o ss

pr io r t o i nc or p or at i on suc h l os s i s in t h e nat u r e o f c api t a l  l o ss an d is deb it e d t o

G oo d will Ac c ou nt. I t s h o ul d b e n ot e d c ar ef ul l y  t h at it i s t h e d at e of i nc o rp or at i o n

an d n ot da te o f c o m m e nc e me nt o f b u si ne s s w hic h i s t ak en i nt o c o ns id er at i on fo r

c al c u l a t i ng  p r ofi t  o r  l o ss  p ri or  to  i nco r po ra t i o n . 

2 . 3 . 2 A S C E R T A I N M E N T   O F   P R O F I T   O R   L O S S   P R I O R   T O   I N C O R P O R A T I O N  

Pro fit  or  l os s  p ri o r   t o  i nc o r po ra t io n  c an  b e  asc e rta in ed  onl y  wh en  f re sh  stoc k

28
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tak i ng a nd b al a n c i n g  o f a c c o unt s is d on e  on t h i s dat e it will i nv ol v e a g r eat de al o f

inc onv e nie nc e. In o r de r t o a v oi d t h is i nco nv en i e n c e, a nd t o c al c ul a t e pr of it o r l o ss

pr io r  t o   inc o rp o rati o n,  t h e  foll o w i ng  st e p s  m ay  b e  t ak e n   :

1.  P re pa r e t he t rad i ng ac c o u nt fo r t h e w h ol e pe rio d i. e. , fr o m t he da t e o f pu rch as e

of b u si ne s s t o t he l a st d at e of ac c ou nt s c l o si n g in o rd e r t o c al c ul a t e t h e g r os s

pr of it.  D at e  o f  inc o rp o rat i o n  wil l  not  af fec t  t h e  c al c ul at i o n  o f  g ro s s   p ro fi t . 

2.   C al c ul a t e   t i me  r at i o  an d  s al es  rat io.  T i me  rat i o  is  c al c ul at e d  b y  t ak i n g  in t o 

c on si de ra tio n  t h e  t i m e  fal l i n g  fr o m   t he  l a st  da te  o f  b al a nc e   s heet  t o  t he  da t e  o f 

inc or po r at i on  a n d  t h e  pe ri od  b et w ee n  t h e  d at e  o f  inc o r po rat io n  t o   t h e  l a st  da t e  o f 

pr es e nti ng  fi nal  ac c ou nt s.  F or  ex a m pl e,  if  t he  b u si ne s s  is  pu rca h s ed  on  1 st 

Ja nu ar y ,   2 00 7  a nd  c e rti fic at e  o f  inc o rp or at i o n  i s  g ra n t e d  o n  1st  May ,  20 05  an d 

fi nal  a c c o un ts  ar e  b ei ng  p re p a re d   o n  31 st  De c e m b er,  20 07,  the n  t h e  t i me  r at io  i s 

4  mo nt hs  :  8  m ont hs  o r  1 :2.  Sal es  r at i o  i s  c al c ul a t ed  t a k i n g   int o  c o nsi de r at io n  th e 

sal e s  o f  p re- i nc o rp or at i on  p e rio d  t o  t h a t  o f  s al e s   o f  p os t - i nco r po rat io n  pe ri od.  Fo r 

ex a m p l e   i f  s al e s  o f  p r e - in c o rp o rat io n  p e rio d  ar e  R s.  1, 00, 00 0  a nd  t h e  p ost-

inc or p o r at i o n   of  R s.  3, 0 0, 0 00  t h e n  t h e  s al e s  rat io  is  1 : 3.

3.   P re pa r e  th e  pr of it  an d  l o s s  ac c o u nt  fo r  t h e  p re-i n c or po r at i on  a nd  po st -

inc or po r a t i on  p er io ds  s ep ar a t el y .   T his  i s  do ne  on  the  f ol l o w in g   b as is : 

(i) G r os s  pr of it  sh oul d  b e  a pp o rti o n ed  b et w ee n  t he  t w o  pe ri od s  o n  t h e 

b as is  of  th ei r   re s pec t iv e  sal es  r at i o.

(ii) Suc h e x p en se s w h ic h a r e d i rectly rela t ed o n sal es suc h a s c o m mi ss io n 

on s a l e s , d i s c o u n t a l l o w e d , d e b t s  a nd a d v e r t i s i n g e t c . s h o u l d b e

ap po rti o ne d  o n  th e  b a si s   o f  sal es  r at i o   o f  t he  t w o  p e rio d s.

(iii) F i x e d     e x p e n s e s     s u c h a s s a l a r i e s ,     r e n t ,      a u d i t      f e e s ,     i n s u r a n c e , 

de pr ec i at i on, et c . s houl d b e al l o c at ed o n the b asi s of t i m e  rat io a s the se

ex p e n se s   ar e  i nc ur r ed  o n  t h e  b a sis  o f  t i m e.

(iv) Ex p e n se s  w h ic h ar e i nc u rr ed a fte r th e i nc o r po rat io n o f t h e c o m pa ny

suc h a s di r ec to r s  fe es, p rel im in a ry ex pe ns es, i nte r est o n de b e n t u r es et c .

sho ul d b e  c ha r ge d w hol l y  t o t he pe ri od a fte r in c o rp o rat io n. Si mil a rly

ex p e n se s   a s  s al a ry  o f  pa rt ne r s   is  de b ite d  t o  t h e  p re- i nc or p or at i on  pe r io d.

2 . 3 . 3 I L L U S T R A T I O N - I 

Sub h a sh Lt d. wa s i nco r po rat ed o n 1s t J ul y , 2 00 7 an d r ec e iv e d it s c e rti fic at e o f

c om m enc e me nt o f b u si ne ss o f 1 st Au gu st, 2 00 7. T he c o m pa ny b ou ght t h e 'b u s i nes s o f

M /s Sm al l  & C o. w ith e ff ec t f ro m 1 st Ma rc h, 2 00 7. Fro m  t h e f ol l o wi n g  fi gu re s r el a t in g  t o

the  y ea r  e nd in g   Feb r u a ry  2 0 08,  f in d  o ut  t he  p rof i t s  av ail a b l e  f o r  d iv i de nd s.

• S a l e s   f o r   t h e   y e a r   w e r e   R s .   6 , 0 0 , 0 0 0   o u t   o f  

w h i c h   s a l e s   u p t o   1 s t   J u l y   w e r e   R s .   2 , 5 0 , 0 0 0 . 

• G r os s  P ro fit  fo r  t h e  y ea r  w as  R s.  1, 80, 000.

• The  e x p e n se s   d eb it ed  t o  t h e  P ro fi t  a nd  Lo ss  A c c o u n t   were
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R s .  

Rent 9 , 0 0 0  

S a l a r i e s                                             1 5 , 0 0 0 

Di rec to r' s  fees 4 , 8 0 0  

Int e re st  o n   deb ent u res 5 , 0 0 0  

Au dit  

fees 1 , 5 0 0  

Di sc o un t   o n  sales 3 , 6 0 0 

Depreciat ion 2 4 , 0 0 0 

30

Advertising

Sta t io ne ry  an d  P rintin g 

C om mi s sio n  o n  sales

B ad de b t s (R s. 50 0 rela t e to

period pri or t o i ncorporation)

Int e re st  t o  v e nd o r   o n  purchase

c on si de ra tio n  up t o   1st  Se pt. ,  2001

B . C .   304

R s .  

1 8 , 0 0 0  

3 , 6 0 0  

6 , 0 0 0 

1 , 5 0 0 

3 , 0 0 0 

G en e ral     ex penses 4 , 8 0 0  

S o l u t i o n   : 

P R O F I T   A N D   L O S S   A C C O U N T   

F o r   t h e   y e a r   e n d i n g   M a r c h   3 1 ,   2 0 0 8 

Basis Prior  to After 

of

alloc- Incor- Incor-

Basis Prior  to A f t e r 

of

alloc- Incor- Incor-

ation poration  poration ation poration poration

To  Rent

To  Salaries 

To  Director's 

F e e s 

To  Intere st  on

Debentures

To  Aud it  fees

To  Disc o un t  on  sales 

To  Depreciation

To  Gene ral  Expenses

To  Advertising

R s . R s .  

Time     3,000            6,000 

(1:2)

Time     5,000          10,000 

-     -                       4,800

-     -                       5,000  

Time     500                 1,000 

S a l e s     1,500            2,100 

Time     8,000          16,000 

Time     1,600            3,200

S a l e s     7,500 10,500

By  G ross

Profit

S a l e s R s . 

(5:7) 75,000

R s . 

1,05, 00 0

To  Stationer y     &

Printing Time     1,200 2,400

Commis si on  on 

S a l e s

To  Ba d  Debts

S a l e s     2,500 3,500

Actual     500 1,000

To  Intere st  on  Vendo r Time     2,000 1,000 

(See     W.Note-III)                       (2:1)

Capital  Profit 41,700

To  Net  Profit

75,000

38,500

1,05, 00 0 75,000 1,05, 00 0
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W o r k i n g   N o t e s   : 

• S a l e s   r a t i o   i s   2 , 5 0 , 0 0 0   :   3 , 5 0 , 0 0 0   o r   5 : 7 . 

• Ti me  r at i o  (e x c e p t  fo r  in te re st  t o  v e n do r s)  4  m ont h s  8 
mo nt hs  o r  1:2.

• Ti me  r at i o  f or  i nte r est  o n  v e n do r s,  4  m o n t h s   2  mo nt hs 
or  2:1.

• Di rec to rs '  f ee s  a nd  i nt e re st  o n  d eb e n t u re s  r el at e   t o  p ost  i nco r po rat io n 

period.

2 . 3 . 4 C A L C U L A T I O N   O F   S A L E S   R A T I O 

The  c al c u l at i o n  o f  s al e s   rat io  m ay  b e  s i mpl e  i n  t h os e  c ase s  w h e re  th e  t u r no v e r 

is  s p re ad  du ri n g  th e  wh ol e  f in a nc ial  pe ri od.  B u t  w h e re  t h e  t u rn ov e r   fluc t u a t es  f ro m 

mo nt h   t o  m ont h  ac c o r di ng  t o   t h e  n at u r e  o f  p ro duc t  (a s  wo ol l e n  ga r me nt s  w h e re  t h e 

sal e s  a re  m ad e   i n  th e  mo nt h   of  O c t ob e r,  N ov e mb e r,  D ec e mb er  a nd  Ja nu ar y   a s  

c om pa r ed  t o  o the r  mo nth s),  t h e  c al c ul a t i on  o f  s al es  rat io  b ec o me s   di ffic ul t .  Mo re ov e r, 

the  s al e s  of  mo nt h   of  O c t ob e r  m ay  b e  d if fe re nt  f ro m   t h e  mo nth  o f  Dec e m b e r  o r 

Ja nu ar y .   U n de r  s u c h  c i rcu m sta n c e s  t he  s al e s  rat io  i s  d et e r mi ne d   b y  t ak i n g  i nto 

c on si de ra tio n  t h e  r el at io ns h i p  o f  m on t h l y  s al e s  wi t h  t h at  o f  t ot al  s al e s.  T he  fol l o wi ng 

il l u s t r at i on  wil l  m ak e   thi s  po i n t  mo r e  c l e a r.

2 . 3 . 5 I L L U S T R A T I O N - I I 

Delh i  C o m p a ny ,   i nc o rp or at e d   on  1 st  A pr i l ,   2 00 7,  to ok  ov e r  ru n ni ng  b u s i ne s s 

fr o m  1s t  Ja nu a ry,  20 07.  T he  c o m p a ny  p re p a re s  it s  fi rs t  fi nal  ac c ou nt s  o n  31 st 

Dec em b e r,  2 00 7.  Fr o m  t h e  f ol l o w in g   i n fo r ma t i on,  y ou  ar e  req ui re d  t o   c al c u l at e  t h e 

sal e s  ra t io  o f  pr e- i nc o r po ra t io n  an d  po st - i nc o r po rat io n  pe ri od s.

(a) Sal e s  o f  Ja nu a ry,   20 07  t o  Dec e mb e r,  2 00 7  R s.  4, 80, 00 0,  ( 1).  T he  s al e s 

fo r  t h e  mo nt h   of  J an u a ry  t wi c e  of  t he  av er a ge  s al es  f o r  t h e  m o nth  o f  Feb r u a ry  eq u al 

to  av e ra ge  sal es,  sal es  fo r  fo u r  mo nt h s   M ay  t o  A u g u s t – 1/ 4   o f  the  av er ag e  o f  ea c h  

mo nt h;  a nd  s al e s  f o r  O c t ob er  a nd  N ov e mb e r  t h r ee  t i me s  t h e  av e ra ge  s al e s.

S o l u t i o n   : 

C al c ul a t io n  o f  Av e r ag e  S al e s   p e r  mo nth  =

S a l e s   f o r   t h e   m o n t h s   o f 

Rs. 4, 80, 000

12
=   R s .   4 0 , 0 0 0 

R s . 

J a n u a r y  

February 

May  

J u n e  

J u l y  

A u g u s t  

O c t ob er

November

(2  ×  R s.  40, 000) 

(1  ×  R s.  40, 000) 

(¼  ×  R s.  40, 000) 

(¼  ×  R s.  40, 000) 

(¼  ×  Rs.  40, 000) 

(¼  ×  R s.  40, 000) 

(3  ×  R s.  40, 000)

(3  ×  R s.  40, 000)

8 0 , 0 0 0 

4 0 , 0 0 0 

1 0 , 0 0 0 

1 0 , 0 0 0 

1 0 , 0 0 0 

1 0 , 0 0 0 

1 , 2 0 , 0 0 0 

1 , 2 0 , 0 0 0 

T o t a l   S a l e s   f o r   8   m o n t h s   4 , 0 0 , 0 0 0         

S a l e s   f o r   t h e   r e m a i n i n g   4   m o n t h s   =   R s .   4 , 8 0 , 0 0 0   –   R s .   4 , 0 0 , 0 0 0  

=   R s .   8 0 , 0 0 0 
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Av e r ag e  s al e s  fo r  t he  re m an in g  mo nt hs  =

Sal es  fo r  P re- i nc or p or at i on  pe r io d:

B . C .   304 
80 000  

=   R s .   2 0 , 0 0 0 

Janua ry

F e b r u a r y 

Rs.  80, 00 0

R s .   4 0 , 0 0 0 

M a r c h   R s .   2 0 , 0 0 0  

1 , 4 0 , 0 0 0 

Sal es  fo r  p ost - inc o rp o rat i o n  pe ri od  =  4, 8 0, 0 00  –  1, 40, 000

=   R s .   3 , 4 0 , 0 0 0 

Sal es  Rati o   o f  P r e - i nco r po rat io n  t o  P o st - i nc o rp or at i on  P e ri od  =  1, 4 0, 00 0  : 

3 , 4 0 , 0 0 0 ,   1 4 : 3 4 ,   7 : 1 7 . 

2 . 3 . 6 C A L C U L A T I O N   O F   W E I G H T E D   T I M E   R A T I O 

The t ot al a m o u nt o f c e rtai n e x p en se s s uc h  a s  s al a ry,  wa ge s  et c . doe s n ot

re ma in t h e sa me th r o u gh out t h e y ea r. If the e x pe ns es r e mai n t h e sa m e  th ro u g h o u t

the y ea r the se c a n b e  e as il y div i de d in th e ti m e r at io. B u t i f t h e ex p e nse s c h a n ge as

s a l a r y  du e t o m o r e n u m b e r  o f w o r k e r s e m p l o y e d  b e c a u s e o f c o n v e r s i o n o f

pa rt ne r shi p b u s i ne ss i nt o a l im i t e d c o m pa ny t h en we ig h te d t i me rat io i s to b e

c al c u l a t e d b y t a k i n g in t o c o ns id e rati o n ti me a n d the nu mb e r o f wo rk e r s in p re a nd

po st- i nco r po ra t io n pe ri od s. F or ex a m pl e, a  c o m pa ny i s i nc o r po rat ed o n 1 st May ,

20 07. T h e t otal am ou nt of w ag es pai d is Rs. 9 0, 00 0. Nu mb e r  o f w o rke r s e m pl oy ed

on p re- i nc or po r at i on pe ri od 6 , po st- c o r po rat i on pe ri od 24. The w a g e s  f or p re-

inc or po r at i on pe ri od w il l  b e  9 0, 0 00 × 1/ 9 = Rs. 1 0, 0 00 a n d p ost - in c o rp o rat io n

wa g es  a re  90, 00 0  ×  8 /9  Rs.  80, 00 0.  T he  r at i o   is  c al c ul at e d   as  u nd er  :

Si m pl e   ti me  rat io  =  4  mo nt hs  8  mo nth s  o r  1 :2. 

W eig h t ed  ti me  rat io  =  ( 1× 6)  :  (2 ×2 4)  =  6 :4 8  o r  1:8

2 . 3 . 7 I L L U S T R A T I O N - I I I 

II I Ne w V e ntu re s Lt d. w as i nco r po rat ed o n 1st J a nua ry, 2 00 7 wi t h a n  a u t ho ri se d

c api t al of 5 00 0 eq u ity sh a re s  o f R s. 1 0 ea c h t o t a k e  ov e r t h e ru n ni ng b u si ne s s o f

Ru n d o w n   B r oth er s  as  f ro m   1 st  O c tob e r,  2 00 6.

T h e   f o l l o w i n g   i s   t h e   s u m m a r i s e d   P r o f i t   a n d   L o s s   A c c o u n t   f o r   t h e   y e a r   e n d e d 

3 0 t h   S e p t e m b e r ,   2 0 0 7 . 

S a l e s R s . R s .  

1 s t   O c t o b e r ,   2 0 0 6   t o   3 1 s t   D e c e m b e r ,   2 0 0 7                6 , 0 0 0 

1 s t   J a n u a r y ,   2 0 0 7   t o   3 0 t h   S e p t e m b e r ,   2 0 0 7 1 9 , 0 0 0 

2 5 , 0 0 0  

C ost  o f  sal e  f or  t h e  year 1 6 , 0 0 0 

Ad m in ist r at iv e  ex pense s 1 , 7 6 8 

Selli n g c ommission                                                                              875

Good wi ll wr i tt en off                                                                            200

Int e re st  p ai d   t o  v e nd o rs  (L oa n   re pa id  o n  1st
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373

Di st rib u t i on  ex pe ns es  ( 6 0  pe r  c e nt  v ariab l e) 1 , 2 5 0 

Prelim inary exp ens es wri tt en off                                             330

Deb en tu re interest                                                                             320

Depreciat ion                                                                                             444

Di rec to r' s  fees                                                                                        100

2 1 , 6 6 0 

Net  P r ofi t 3 , 3 4 0 

The  c o mp a ny  deal s  i n  o ne  ty p e   o f  pr od uc t.  T he  u n i t  c o st  of  s al e s  wa s  re duc ed 

b y   1 0  p e rce nt  i n  t h e  po st  i nc o r po rat io n  pe r io d  a s  c o m p a re d   to  t h e  p re- i n c o rp or a t i o n 

pe ri od  i n  t he  y ea r.

Y o u  a r e  r e q u i r e d  t o  a p p o r t i o n  t h e  n e t  p r o f i t  a m o u n t  b e t w e e n  p r e -

inc or po r at i on  a nd  p os t - in c o rp o rat io n  pe ri od  s h o wi ng  th e  b a si s   of  a pp o r tio n me n t . 

P R O F I T   A N D   L O S S   A C C O U N T 

F o r   t h e   y e a r   e n d i n g   3 0 t h   S e p t e m b e r ,   2 0 0 7 

To  cost  of  Sales  (60:171) 

To  Administrative 

Expense s  (Ti me  i. e.  1:3) 

To  Sel lin g  Commission 

(Sales  6:19)

To  Goodwill  written  off 

To  Intere st  paid  to 

Vendors  (Tim e  i.e .   3:1)

To  Di stri buti on  Expen ses  :

Fixed  40%

P r e 

Incorpo-

ration 

Profit  

R s .  

4,156

442

210

-

280

125

Post 

Inrocp-

oration 

Profit 

R s . 

11,844  By  Sales 

(Actual)

1,326

665

200

93

375

P r e 

Incorp-

oration 

Profit 

R s . 

6,000

Post 

Incorp-

oration 

Profit 

R s . 

19,000

Variabl e  60% 180 570

To  Pre lim inar y  Expenses

To  De bent ure  Interest

To  Depre ciat ion  ( time  1:3)

To  Dir ector's  fees

To  Profit

To  Capit al  Profit

- 330

- 320

111 333

- 100

- 2,844 

496 -

6,000 19,000 6,000 19,000
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W o r k i n g   N o t e   : 

C o s t   o f   s a l e s   r a t i o   i s   c a l c u l a t e d   a s   u n d e r   :  

S u p p o s e   t h e   s a l e   p r i c e   i s   R s .   1   p e r   u n i t 

Pre- inc o rp o rati o n  sal es  :  P os t - i nc o r po rat io n  sal es

90
6 , 0 0 0   :   1 9 , 0 0 0   ×   

1 0 0  
=   6 , 0 0 0   :   1 7 , 1 0 0   o r   6 0   :   1 7 1 . 

2 . 3 . 8 T R E A T M E N T   O F   L O S S   P R I O R   T O   I N C O R P O R A T I O N 

Lo ss p ri or t o in c o rp o rat io n b e i ng of c a pita l n at u re sh al l b e d eb it ed t o se pa ra t e

ac c o unt c al l ed " L os s P ri o r t o  Inc o rp o rati o n Ac c o unt" a nd s h o w n  un de r  m isc el l a ne ou s

Ex p e n di t u re  o n  t h e  as set s  si de  of  th e  B al a n c e   Sh eet  t o  t h e  ex t e nt  not  w ritt e n  o ff.

Lo ss  p rio r   to  in c o rp o rat io n  c an  b e  de al t  w it h  i n  any  of  t he  fol l o wi ng  manne r: 

1. W rit e   of f  ag ai ns t   t h e  p r ofi t s  o f  t he  c ompany .

2. Tr eat ed  a s  G oo d wil l  an d  d eb it ed  t o   G oo d wil l  A c c ou nt.

3. Suc h  l o ss  c a n  b e  t re at e d  a s  d ef er r ed  rev e nue  e x pe nd itu r e  a nd  w ri t t e n 

off  o ut  of  p ro fit s   o f  t h e  c o m pa ny  ov e r  a   pe r io d  o f  y ea rs.

2 . 3 . 9 Ill u st rat io n - I V a n d V : T he pa rt ne r s o f Mai rt i A ge nc i es dec i de d t o  c o nve rt t h e

pa rt ne r shi p i nto pr iv at e l im i t e d c o m p a ny c al l ed M A (P ) Lt d. wi th e ff ec t f ro m 1 st Ja nu ar y , 

20 07. T h e con si de ra t io n wa s ag r eed a t  R s. 1, 1 7, 00, 00 0 b a sed o n th e fi r m' s b al a nc e 

she et a s  at 3 1s t Dec e mb e r, 2 00 6. H o we v e r, d u e t o so me p ro c e du ral di ffi c ul t ie s, th e

c om p a ny c oul d b e i nco r po ra t e d o nly o n 1s t A p ri l ,  200 7. M ea n wh il e, t h e b u si ne ss w as

c ont i nue d o n b eh al f o f t h e c o m pa ny a nd t he c on s ide ra t io n wa s s et t l e d o n t h at d ay wi t h

int er es t at 12 % pe r a n nu m. T he sa me b o ok s  o f ac c o u nts w e re c o nt in u e d b y  t he c o m p a ny

w hic h  c l o sed  i ts  ac c ou nt s  f o r  th e  f ir st  t i me  o n  31 s t  M ar c h,  2 00 8  a nd  pr ep a re d  foll o w i ng

su m ma ri se d   p r of it  a nd  l os s  ac c ou n t . 

S a l e s 

C ost  of  g oo ds  sold 

S a l a r i e s  

Depreciat ion 

Advertisements 

D i s c o u n t s 

Ma n ag in g   D i rect o r's  remu neration

R s .  

2 , 3 4 , 0 0 , 0 0 0  

1 , 6 3 , 8 0 , 0 0 0  

1 1 , 7 0 , 0 0 0  

1 , 8 0 , 0 0 0  

7 , 0 2 , 0 0 0  

1 1 , 7 0 , 0 0 0 

9 0 , 0 0 0 

Mi scel l a n e o us  o f fic e  ex pe nses 1 , 2 0 , 0 0 0 

O ff ic e - c um- s h o w  r oo m  rent

Interest

7 , 2 0 , 0 0 0 

9 , 5 1 , 0 0 0 

2 , 1 4 , 8 3 , 0 0 0 

P r ofit 1 9 , 1 7 , 0 0 0 



B . C om.  P a rt- II 35 B . C .   304

The  c o mp any 's  onl y  b or r o wi ng  wa s  a  l oa n   o f  R s.  5 0, 00, 00 0  a t  12 %  p. a.  t o  pay  t h e 

pu rc a hs e  c o n si de rat io n  d ue  t o  t h e  f ir m  an d  f o r  w ork in g   c ap i t a l   req ui re m en ts.

T h e   c o m p a n y   w a s   a b l e   t o   d o u b l e   t h e   a v e r a g e   m o n t h l y   s a l e s   o f   t h e   f i r m   f r o m  

1 s t   A p r i l ,   2 0 0 7   b u t   t h e   s a l a r i e s   t r e b l e d   f r o m   t h a t   d a t e .   I t   h a d   t o   o c c u p y   a d d i t i o n a l  

s p a c e   f r o m   1 s t   J u l y ,   2 0 0 7   f o r   w h i c h   r e n t   w a s   R s .   3 0 , 0 0 0   p e r   m o n t h . 

P re pa r e a pr of it a nd lo ss ac c ou nt i n c ol u m n a r  fro m a pp o rtio n in g c o sts a n d

rev en ue b e t we en p r e - i nc o r po rat io n  a nd p os t - inc or po r at i on pe rio d s. Al s o  s ug ge st

ho w  t h e  p re- inc o rp o rat io n  pr of its  a re  t o  b e   de al t  wi t h.

S o l u t i o n   : 

D r . 

M A   (P )  l t d . 

P r o f i t   a n d   L o s s   A c c o u n t 

F o r   1 5   m o n t h s   e n d e d   3 1 s t   M a r c h   2 0 0 8 C r . 

To  cost  of  goods

(1:8)

To  Sala ries  (1:12) 

To  Depreciation 

(1:4)

To  Advertisement 

(1:8)

To  Discount  (1:8) 

To  M.D.'s 

Remuneration

To  Misc.  Office

P r e 

Incorpo-

ration 

R s . 

18,20,000

90,000

36,000

78,000

1,30, 00 0

-

Post 

Incorpo-

ration 

R s . 

1 , 4 5 , 6 0 , 0 0 0 

10,80,000

1,44, 00 0

6,24, 00 0

10,40,000

90,000

By  Sales 

(1:8)

By  Loss

Pre 

Incorpo

ration 

R s . 

26,00,000

19,000

Post 

Incorpo

ration 

R s . 

2 , 0 8 , 0 0 , 0 0 0 

expense s  (1:4)

To  Rent

24,000 96,000

90,000 6,30, 00 0

To  Interest

To  Net  Profit

3,51, 00 0 

-

26,19,000

6,00, 00 0 

19,36,000

2 , 0 8 , 0 0 , 0 0 0 26,19,000 2 , 0 8 , 0 0 , 0 0 0 

As  t he  p rof it  p r io r  t o   inc o rp o rat i o n  a re  i n  t he  ne gat iv e  so  t hey  w ou l d  e ith er 

b e   t re at e d  a s   a   re du c t io n  f ro m  a ny  c ap i t a l   r es er v e  ac c r ui ng  i n  rel at i on  t o  ac q ui sit io n 

tra n sac t io n  o r  b e  t rea te d   a s  goo d wil l .

W o r k i n g   N o t e s   : 

1 . C a l c u l a t i o n   o f   S a l e s   R a t i o   : 

S a l e s   f r o m   1 s t   J a n u a r y   t o   1 s t   A p r i l   =   3 

Sal es  f ro m  1 st  A p ril  20 07  t o  M a rch,  2 00 8  =  2  ×  1 2  =  24 

Rat io  w il l   b e   3 :2 4  o r  1:8
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C ost  of  go od s  s ol d,  adv er ti se me nt  a n d  d isc ou nt s  ar e  a pp or t io n ed  o n  t u rn ov e r 

r a t i o   b a s i s ,   i . e .   1 : 8 . 

2 . T i m e   R a t i o   =   3 : 1 2   =   1 : 4 

De p reci at i on  an d  Mi sc .  O ff ic e   Ex p en s e s  a r e  ap po rti on ed  o n  t i m e   b asis. 

3 . R a t i o   f o r   A p p o r t i o n m e n t   o f   S a l a r i e s   : 

F r o m   J a n .   1   t o   3 1 s t   M a r c h   2 0 0 7   =   3 × 1   =   3 

F ro m  A p ril,  20 07  t o  31 st  Ma rc h   2 00 8  =  12 × 3  3 6  o r  1:12

4 . A p p o r t i o n m e n t   o f   R e n t   :  

Tot al  R e n t 

Le ss  :  A dd iti on al  R en t  f o r  nine

mo nt hs  @   R s.  3 0, 0 00

R s . 

7, 20, 000

2, 70, 000

Re nt  o f  ol d  pr e mi ses  fo r  15  m ont h s 4, 50, 000 

Mo nt hl y   re nt  ( R s.  4, 5 0, 0 00  ÷  1 5)         30,000

P r e - i n c o r p o r a t i o n 

R s . 

9 0 , 0 0 0  

O l d   P r e m i s e s   @   R s .   3 0 , 0 0 0   p e r   m o n t h 

A d d i t i o n a l   p r e m i s e s   @   R s .   3 0 , 0 0 0   p e r  

m o n t h   f o r   9   m o n t h s   f r o m   1 s t   J u l y ,   2 0 0 7   t o  

3 1 s t   M a r c h ,   2 0 0 8 

9 0 , 0 0 0 

P ost - inc orporat ion 

R s .  

3 , 6 0 , 0 0 0 

6 , 3 0 , 0 0 0 

I l l u s t r a t i o n - V   :   A s h o k   C o m p a n y   L i m i t e d   w a s   i n c o r p o r a t e d   o n   1 s t   A p r i l   2 0 0 7  

t o   t a k e   o v e r   a s   f r o m   1 s t   J a n u a r y ,   2 0 0 7 ,   i n   t h e   s a m e   y e a r   t h e   e x i s t i n g   b u s i n e s s   o f  

B i j o y   B r o t h e r s .   U n d e r   t h e   t a k e   o v e r   a g r e e m e n t   a l l   p r o f i t s   m a d e   f r o m   1 s t   J a n u a r y ,  

2 0 0 7   a r e   t o   b e l o n g   t o   t h e   C o m p a n y .   T h e   p u r c h a s e   c o n s i d e r a t i o n   w a s   R s .   7 0 , 0 0 , 0 0 0 .  

T h e   V e n d o r s   r e c e i v e d   h a l f   o f   i t   i n   c a s h   o n   1 s t   J u l y   i n   t h e   s a m e   y e a r   t o g e t h e r   w i t h  

i n t e r e s t   a t   1 0   p e r   c e n t   a n n u m .   F o r   o t h e r   h a l f   o f   t h e   p u r c h a s e   c o n s i d e r a t i o n ,   t h e y  

w e r e   a l l o t t e d   3 , 5 0 0   f u l l y   p a i d   u p   s h a r e s   o f   R s .   1 0 0   e a c h   i n   t h e   C o m p a n y .   T h e  

f o l l o w i n g   b a l a n c e s   a p p e a r e d   i n   t h e   C o m p a n y ' s   L e d g e r   a s   a t   3 1 s t   D e c e m b e r ,   2 0 0 7 . 

R s . R s .  

S h a r e s   c a p i t a l   4 , 5 0 0   s h a r e s   Of                        Prel i mi na ry  ex p e n se s   (T hese

R s .   1 0 0   e a c h   f u l l y   p a i d are  to  b e  f ul ly  wri tte n  off) 8 , 0 0 0 

(incl udin g  ven dors '  s hares ) 

B an k   O v erdraft

Su n dry  C reditors

4 , 5 0 , 0 0 0 

1 , 6 5 , 0 0 0 

6 5 , 0 0 0 

S a l a r i e s   a n d   W a g e s                                    4 8 , 0 0 0  

Re nt  rec eiv ed                                                 1 3 , 0 0 0 

R a t e s   a n d   T a x e s 7 , 0 0 0 

Fix ed  d e po sit s  rec eiv ed 3 5 , 0 0 0 Re pai r s  t o  B u il ding 3 , 0 0 0 

F ree h ol d  La n d  a t  C ost 

B uil di n g   a t   cost

F u r n i t u r e   a n d   F i x t u r e s   a t  

C o s t 

Tr an s po rt  V ehic l es  a t   c ost

5 0 , 0 0 0  

1 , 3 0 , 0 0 0 

1 5 , 0 0 0 

3 5 , 0 0 0 

M i s c e l l a n e o u s   E x p e n s e s  

Di rec to r' s  fees

Inter es t  of  vendors 

P u r c h a s e 

S a l e s 

2 2 , 0 0 0  

2 , 4 0 0  

1 7 , 5 0 0  

7 , 7 0 , 0 0 0 

9 , 1 0 , 0 0 0 
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S t o c k - i n - t r a d e   o n   1 - 1 - 0 7  

B ook  Deb t s

C a s h   i n   H a n d 

4 , 2 0 , 0 0 0 

9 5 , 0 0 0 

1 2 , 0 0 0 
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G oodwil l
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3 , 1 0 0 

The  stoc k - in- t r ad e  a s  a t  3 1st  Dec e m b e r  2 00 7  a m o u n t e d   t o  R s.     4, 80, 00 0. 

B ad  d eb t s   a mo un t i ng  t o   R s.  1, 00 0  ou t  o f  wh ic h  Rs.  50 0  r el at ed  t o   b oo k  deb t s  t ak e n  

ov e r  b y   t h e  C o m pa n y ,   hav e  t o  b e  w ritt en  of f  an d  a  pr ov i si on  o f  R s.  5, 0 00  t o  b e  ma d e 

fo r  do ub t f ul  deb t o rs  a s  a t   3 1 st  Dec e mb e r,  20 0 7.

De p reci at i on  h as  t o   b e  w ri tte n  o ff  :  B u i l di n g  a t   5%  Fu r n i t ur e  a n d  F ix t ur es  a t 

10  pe rc en t  a n d  T r an s po rt  V ehic l es  a t  2 0  pe rce nt.

Y ou  ar e  req u i re d  t o  p re pa r e  (a )  a  p ro fit  a n d  l o ss  ac c o un t   f o r  t h e  p e rio d   f r om 

1st  J a nua ry  t o  3 1s t  Dec em b e r  20 07  a nd  t o   c o m p u t e  t h e  p ro fit  p r io r   t o   inc o rp o rati o n. 

Fo r  t h e  p ur p o s e   o f  dete r mi n in g  th e  p ro fit  p rio r  t o  inc o rp or at i o n  y ou  sh oul d  as su m e  

the  t u r n o v e r  t o  b e   s pr ea d   ev e nl y  ov er  t h e  y e ar  a nd  (b )  B al a nc e   Sh eet  a s  o n  31 st 

Dec em b e r  20 07.

S o l u t i o n   : 

T r a d i n g   a n d   P r o f i t   a n d   L o s s   A c c o u n t   o f   A s h o k   C o .   L t d .  

F o r   t h e   y e a r   e n d i n g   3 1 s t   D e c e m b e r   2 0 0 7 

T o   S t o c k   1 s t   J a n u a r y 

T o  P urchases

To  G r os s  P r ofi t

R s . 

4 , 2 0 , 0 0 0 

7 , 7 0 0 , 0 0 

2 , 0 0 , 0 0 0 

1 3 , 9 0 , 0 0 0 

B y   S a l e s 

B y   S t o c k , 3 1 s t   D e c e m b e r 

R s . 

9 , 1 0 , 0 0 0 

4 , 8 0 , 0 0 0 

1 3 , 9 0 , 0 0 0 

Prior  to 

Incorp-

oration

A f t e r  

Incorp-

oration

Prior  to

Incorp-

oration

After 

Incorp-

oration

To  Sa la ries  an d  Wages

To  Mi scellane ou s  Exp.

To  R ates  and  Taxes 

To  Repa ir  to  b uilding

To  Pre lim inar y  Expenses

To  Ba d  Debts

To  Pro vi sion  for  Doubtful

Debts

To  D irector's  Fees

To  Int erest  to  Vendors

To  De precia tion  :  Rs.

R s . R s .  

12,000 36,000

5,500 16,500

1,750         5,250

750        2,250

- 8,000 

500 500

-        5,000

-        2,400

8,750 8,750

By  G ross R s .  

Profit  b/d 50,000

(1:3)

By  Rent

Received 3,250

(1:3)

R s .  

1,50, 00 0

9,750
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Building  @  5%  6,500 

Furnit ure  @  1 0%  1,500 

Vehic les  @  20 %  7, 000

15,000

To  capital

To  Net  profit

38

3,750 11,250

20,250 -—

— 63,850

53,250 1,59, 75 0
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53,250 1,59, 75 0

B a l a n c e   S h e e t   o f   A s h o k   C o m p a n y   L t d .  

As  o n  31 st  Dec e mb e r  2007

Liab il ities 

S h a r e   C a p i t a l   :  

Authorised  

S u b s c r i b e d   &   i s s u e d 

4, 50 0  s ha re s  o f  R s.  1 00  each 

Ful l y  paid

(of  t h e  ab ov e,  4, 5 00  sha res

R s . 

4 , 5 0 , 0 0 0 

A s s e t s 

F i x e d   A s s e t s   :  

G oodwil l

F ree h ol d  l a n d   a t   c ost 

B u i l d i n g   a t   c o s t   1 , 3 0 , 0 0 0 

Le ss  D ep re c iat io n  6,500

F u r n i t u r e  & 

R s . 

3 , 1 0 0  

5 0 , 0 0 0 

1 , 2 3 , 5 0 0 

we r e  al l ot t ed  a s  f ul l y  pai d  to F i x t u r e s 1 5 , 0 0 0 

v en do r s  i n  pu rs u a nc e   of

c ont r ac t  c onside ration

L e s s   :   D e p r e c i a t i o n   1 , 5 0 0 1 3 , 5 0 0 

Tr an s po rt  Vehicles

othe r  t ha n   c ash) a t   c o s t 3 5 , 0 0 0 

L e s s   :   D e p r e c i a t i o n   7 , 0 0 0 2 8 , 0 0 0  

R e s e r v e   &   S u r p l u s   : 

C api t a l   Rese rve 2 0 , 2 5 0 Investments NIL

Pro fit  &  L os s  Ac c ou nt 

S e c u r e d   l o a n s  

U n s e c u r e d   L o a n s   :  

B an k   O v erdraft

Fix ed  Deposits

C ur re nt  Liab il it ie s  &

6 3 , 8 5 0  

Nil

1 , 6 5 , 0 0 0 

3 5 , 0 0 0 

C u r r e n t   A s s e t s ,   l o a n s   & 

Advanc es

(A )  C ur r en t  As s ets

S t o c k 4 , 8 0 , 0 0 0  

Su n dry  Deb t o rs  94, 000

Le ss  :  P r ov i sio n  for

P r ovi s i on  :

(A )  C ur r en t  Liabi li ties  :

Su n dry  C reditors

D / D 5 , 0 0 0 

8 9 , 0 0 0 

6 5 , 0 0 0 C a s h   i n   h a n d 1 2 , 0 0 0 

Provisions Nil (B )  Loa ns  &  Advances Nil

(B )  C o nti ng en t  Liabi lities Nil

7 , 9 9 , 1 0 0 

Mi scel l a n e o us     Ex pe nditure                      Nil      

7 , 9 9 , 1 0 0 
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2 . 3 . 1 0   S E L F   C H E C K   E X E R C I S E 

Q u e s .   1 . F i l l   i n   t h e   b l a n k s 

(a) Pro fit  pr io r  to  i nc or p or at i on  i s  a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . profit. 

(b) Pro fit  e a rn e d   a ft er  in c o rp o rat io n  is .. . . . . . . . . . . . . . . . . . . . . profit.

Q u e s .   2 . Sta t e  whe the r  t h e  fol l o wi n g  sta t e m e nt s  a re  t ru e   o r  f al s e  :

(a) Lo ss  p ri o r  t o  i nc or p or at i on  i s  a   c a pit al  l os s   a nd  de b i t e d  t o 

G oo d will  a c c o u n t .

(b) G r os s  p r ofi t  s houl d  b e   a pp o rtio n ed  b et we en  p ri o r  t o 

inc or po r at i on  p e rio d  a n d  a fte r  i nc o r po r at io n  pe ri od  o n   t h e  b as is 

of  t i m e   r at i o   o f  t h e  t wo  pe r io ds.

(c) Ex p e n se s   suc h  a s   p rel i m i na ry  ex pe n se s,  i nte re st  on  deb en tu re s 

an d  di rect o rs  fe es  wh ich  a re  inc u rr ed  a fte r  t h e  inc o rp o rat i o n 

of  t he  c o m pa ny  sh oul d  b e  c ha r ge d  wh ol l y  t o  po st  inc or po r at i on 

period.

A N S W E R   T O   S E L F   C H E C K   E X E R C I S E 

Answer to  

Q u e s . 1 . (a)

(b)

Ans w er  to (a) 

Q u e s . 2 . (b)

(c)
2 . 3 . 1 1   Summa ry

C a p i t a l  

Rev enue 

True 

F a l s e 

True

W henever a c ompany purc ha ses a running business from a da te prior to its i nc orpora ti on. I f  

a  c ompa ny ha s ea rned any profit prior to its  i nc orpora ti on, then suc h prof i t w ould be trea ted 

a s capi tal profi t a nd it would be tra nsferred to c a pita l reserve a c c ount a s i t is of capi tal  

na ture a nd this profi t ca nnot be used for the di stribution  of dividend to the sha rehold ers a s 

suc h prof i t ha s not been ea rned by the c ompa ny. If there is a loss, then it w ould be  

transferred to goodw i ll a c c ount.

2 . 3 . 1 2   G lossa ry

1. L oss prior to incorporation: L oss prior to inc orpora tion being of c a pita l na ture debited 

to a a ccount ca lled loss prior  to incorporation account.

2. Inc orporation da te of business: I nc orpora ti on da te i s tha t da te w hen a c ompa ny get 

i tself regi stered w i th Registra r  of C ompa ny. Pri va te company ca n commence thei r 

business a f ter getting inc orpora tion c ertif ica te from Registra r of Company.

2. 3.13 S h o r t   Q u e s t i o n s   : 

Q u e s 1 :   W h a t   d o   y o u   u n d e r s t a n d   b y   t h e   t e r m   i n c o r p o r a t i o n   o f   B u s i n e s s ? 

Q u e s 2 :   L o s s   p r i o r   t o   i n c o r p o r a t i o n   w o u l d   b e   t r a n s f e r r e d   t o   w h i c h   a c c o u t ? 

Q u e s 3 :   P r o f i t   p r i o r   t o   i n c o r p o r a t i o n   w o u l d   b e   t r a n s f e r r e d   t o   w h i c h   a c c o u n t ? 

2 . 3 . 1 4   L o n g   Q u e s t i o n s   : 

Q u e s .  R J  &  C o .  P v t .  L t d .  w a s  i n c o r p o r a t e d  o n  1 s t  J u l y ,  2 0 0 7  t o  t a k e  o v e r  t h e  b u s i n e s s 

c a r r i e d  o n  b y  R J  &  B r o s .  a s  a  g o i n g  c o n c e r n  w i t h  e f f e c t  f r o m  1 s t  A p r i l ,  2 0 0 7 .  T h e 

f o l l o w i n g   i s   t h e   p r o f i t   a n d   l o s s   a c c o u n t   f o r   t h e   y e a r   e n d e d   3 1 s t   M a r c h ,   2 0 0 8   o f   R J   & 
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C o .   P v t .   L t d . 

T o  op en in g   stock 

T o  P urchase

T o  G r os s  P ro fit  c/d

To  A dmi nis tration 

E x p e n s e s 

To  Di r ec tors '  f ees  

T o  Sel l i n g  ex pe nses

T o  Au dit  fees

R s .  

1 , 2 0 , 0 0 0 

1 , 7 5 , 0 0 0 

7 5 , 0 0 0 

3 , 7 0 , 0 0 0 

1 8 , 0 0 0 

3 , 0 0 0  

3 6 , 0 0 0 

1 , 0 0 0 

B y   S a l e s   ( U p t o   3 0 t h   J u n e ,  

2 0 0 7   R s .   1 , 0 0 , 0 0 0 

B y   c l o si n g  stock

B y   G ro s s  P rof it  b /d

R s . 

3 , 0 0 , 0 0 0 

            7 0 , 0 0 0 

3 , 7 0 , 0 0 0 

7 5 , 0 0 0 

To  Pre li m i nary  expens es                3 , 0 0 0  

To  ne t  profi t                                         1 4 , 0 0 0 

7 5 , 0 0 0 7 5 , 0 0 0 

Y ou  a re  r eq u ir ed  t o  p re pa r e  a   st a t e m e n t   sho wi n g  t he  p ro fit  ea r ne d,  p rof it 

pr io r  to  a n d  af te r   i nc o r po rat io n  a nd  stat e  h o w  t h e  p ro fit  ea rn ed  du ri n g  th e  re s pec t iv e 

pe ri od s  ma y  b e   d eal t  wit h  i n  ac c o un t s.

Q ue s . 2 .   A  c o mp an y  i nc or po r at e d  o n  1s t  Nov em b er,  20 07  ac q ui re s  a   b u si ne s s 

a s   f r o m   1 s t   J u l y ,   2 0 0 7 .   T h e   f i r s t   a c c o u n t s   a r e   d r a w n   u p   u p t o   3 1 s t   M a r c h ,   2 0 0 8 .   T h e 
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g r o s s   p r o f i t   f o r   t h i s   p e r i o d   o f   9   m o n t h s   w a s   R s .   5 6 , 0 0 0 ,   t h e   g e n e r a l   e x p e n s e s   R s .  

1 4 , 2 2 0 ,   t h e   d i r e c t o r ' s   f e e   R s .   1 2 , 0 0 0   p e r   a n n u m ,   f o r m a t i o n   e x p e n s e s   R s .   1 , 5 0 0 . 

Re nt  t o   31 st  D ec e mb er  w as  Rs.  1, 20 0  pe r  a n nu m,  aft e r  w hic h  it  wa s  in c r ea se d  

to  R s.  3, 0 00  pe r  a n n u m.  Sal ary  of  t h e  ma na ge r   w ho  u p o n  i nco r po ra tio n  o f  t h e 

c om p a ny  b ec a me  a   d ir ec t or  wa s  Rs.  6, 00 0  p er  an nu m   (si nc e  inc or p or at i on  i nc l u de d 

in  di rec t o rs '  fe es  m en tio ne d  a b ov e. ) 

Sh o w  P ro fit  a n d  Lo s s  Ac c ou nt  a ss u mi ng  t hat  t h e  n et  s al e s   w er e   R s.  8, 20, 00 0 

the  mo nth l y  av e r ag e  o f  wh ic h  f or  t h e  fi rs t  fo ur  mo nt hs  o f  2 00 7  b ei ng  o ne  hal f  of  t h at 

of  re m an i n g   pe r io d.  T he  P r ofi t  wa s  ea r ne d   u ni fo r ml y   o n  s al es.

Q u e s   3 . X  C o m p a n y  w a s  i n c o r p o r a t e d  o n  1 s t  A u g u s t ,  2 0 0 7  t o  t a k e  o v e r  a 

b us in es s  f ro m 1 st A p ril, 20 07. T he T ra di ng a n d Prof it a nd L os s A c c o u n t  fo r t h e y e a r

e n d i n g   3 1 s t   M a r c h ,   2 0 0 8   s h o w e d   t h e   f o l l o w i n g   r e s u l t s   : 

T o  O pe ni ng  Stock 

T o  P urchases

T o  G r os s  P ro fit  C/d

T o  R en t ,   R at e s  a n d Insu ranc e 

To  Di r e ctor' s  Fees

T o  Sal aries

T o  O f fic e  Ex penses

To  T r ave lin g  C om mis sion 

T o  Disc ount

T o  B a d  Deb t s

To  A udi t or ' s  Fees 

To  Depreci ation

T o  Deb e ntu re  Inte rst  

T o  I nt er es t   on  P urchase

Consideration to 30th November

To  N et  P r of i t

R s .  

2 8 , 0 0 0  

1 , 8 2 , 0 0 0 

8 4 , 0 0 0  

2 , 9 4 , 0 0 0 

3 , 6 0 0  

4 , 0 0 0  

1 2 , 0 0 0  

9 , 0 0 0  

2 , 8 0 0  

3 , 5 0 0   

700

500 

1 , 2 0 0 

900

3 , 2 0 0  

4 2 , 6 0 0 

8 4 , 0 0 0 

B y   S a l e s 

B y   C l o s i n g   S t o c k 

B y   G r os s  P r of it  b/d

R s .  

2 , 8 0 , 0 0 0 

1 4 , 0 0 0 

2 , 9 4 , 0 0 0 

8 4 , 0 0 0 

8 4 , 0 0 0 

It is ascertained that the sales for April, June and December are one and half times the

a vera g e of those for theyea r, w hile those for Ma rch 2008 a re twic e the a vera g e andthose for Ma y only

hal f th e av e ra ge.

Apportion  the  year's  profit  between  pre-incorporation  period  and  post-incorporation  period. 

Q u e s   4 . Rajasthan  Udyog  Limited,  incorporated  on  August,  2006,  received  the  certificate  to 

commence  business  on  August  31,  2006.  It  had  acquired  a  running  business  from  M/s  Gupta  & 

Co.  witheffect  from  April  1,  2006.  Thepurchaseconsiderationwas  Rs.  5,00,000  of  which  Rs.  1,00,000 

was  to  be  paid  in  cash  and  Rs.  4,00,000  in  the  form  of  fully  paid  shares.  The  company  also  issued 

shares  for  Rs.  4,00, 000  for  c ash.  Mac hinery  c osting  Rs.  2, 50, 000  was  the n  instal l ed.  Assets 

a c q u i r e d   f r o m   t h e   v e n d o r s   w e r e   M a c h i n e r y   R s .   3 , 0 0 , 0 0 0 ,   S t o c k   R s .   6 0 , 0 0 0 .   P a t e n t s   R s . 
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4 0 , 0 0 0 . 

During the y ear 2007-08, the total sales were Rs. 18,00,000 the sales per month in the 

f i r s t  h a l f - y e a r   w e r e   o n e - h a l f  o f   w h a t   t h e y   w e r e   i n   t h e   l a t e r   h a l f   y e a r .  T h e   n e t   p r o f i t  o f   t h e  

c o m p a n y   a f t e r   c h a r g i n g   t h e   f o l l o w i n g   e x p e n s e s   w a s   R s .   1 , 0 0 , 0 0 0   D e p r e c i a t i o n   R s .   

5 4 , 0 0 0 .  Audit fees Rs. 7,500, Directors' fees Rs. 25,000, Preliminary expenses Rs. 6,000. 

Office expenses

Rs. 39,000. Selling expenses Rs.  36,000, Interest to vendors upto August 31, 2007, Rs. 2,5000. 

Ascertain  the  pre-incorporation  and  post-incorporation  amount  of  profit,  and  prepare

the B al a nc e   S he et  of  th e c om p any  a s  o n  3 1s t  Ma rc h,  2 00 8.  C l o si n g  stoc k  w as  v al u ed  a t  Rs . 

70, 000.

Q u e s   5 . What  do you  mean  by  Profit  prior  to  incorporation  ?  How  is  this  profit  treated in 

t h e   b o o k s   o f   a c c o u n t s   ? 

A n s w e r   t o  

Q u e s . 1 . 

A n s w e r   t o 

Q u e s . 2 . 

A n s w e r   t o 

Q u e s . 3 . 

A n s w e r   t o 

Q u e s . 4 . 

Pro fit  P r io r  t o  i nco r po rat io n  Rs,  8, 25 0

Pro fit  p ri or  to  i nc or p or at i on  R s.  7, 2 80

P r o f i t   a f t e r   i n c o r p o r a t i o n   R s .   2 4 , 6 5 0 

P r e - i n c o r p o r a t i o n   P r o f i t   R s .   1 4 , 3 8 3 

P ost- I nc o r po rat io n  P ro fit  R s.  2 8, 21 7

Pro fit  p ri or  to  i nc or p or at i on  R s.  1 6, 50 0

P o s t - i n c o r p o r a t i o n   p r o f i t   R s .   8 3 , 5 0 0 

B a l a n c e   S h e e t   t o t a l   R s .   9 , 0 0 , 0 0 0 

2 . 3 . 1 5   R E C O M M E N D E D   R E A D I N G S  

1. C or po ra t e  Ac c ou n t i n g 

B y   : S . R .   J a i n   &   K . L .   N a r a n g  

2. C or po ra t e  Ac c ou n t i n g 

B y   : M o h a n   J u n e j a  

B . K .   S a c h d e v a  

I n d e r j e e t   S i n g h  

R a k e s h   K a t y a l 

3. Ad v a nce d  Ac c o un t i ng  (C o rp o rat e  A c c o un t i ng )  

B y   : As hok  S eh gal

D e e p a k   S e h g a l 
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C O R P O R A T E   A C C O U N T I N G 

L E S S O N   N O .   2 . 4 A U T H O R   :   D R .   S H A L I N D E R   S A I N I 

C O N S O L I D A T E D   F I N A N C I A L   S T A T E M E N T S  

S t r u c t u r e   o f   t h e   L e s s o n 

2. 4. 1 O b j ective s  

2. 4. 2 Introduc tion 

2. 4. 3 Definitions

2. 4. 4 Sta t u s   o f  C on s o l id a t e d  Fi na n c ial  Sta t e me nt s  i n  India

2. 4. 4. 1 Ri ght s  o f  Hol di ng  c o mp a ny ' s  R ep r es en tat i v e s  a nd 

memb ers

2. 4. 5 P re pa r at i on  o f  c o n sl i dat ed  b al a nc e  she et  o f  h ol d i ng  c o mp an y  wit h 

on e  s ub s i d ia ry

2. 4. 5. 1 

2. 4. 5. 2 

2. 4. 5. 3 

2. 4. 5. 4 

2. 4. 5. 5 

2. 4. 5. 6 

2. 4. 5. 7 

2. 4. 5. 8 

2. 4. 5. 9 

Mi n or ity  I nte rests

Eq u ity  o f  t he  s u b si dia ry  o n  t h e  d at e  o f  Ac q ui sit ion  o f  Sha res 

G oo d will  an d  C ap it al  Re serv e

C al c ul a t io n  o f  Re se rv e s  a n d  S u rpl us  on  t h e  Da t e  o f  Ac q ui si t io n  a n d 

si nc e  t he  dat e  o f  Ac q ui si tio n

El i mi n a t io n  o f  P o st- Ac q ui siti o n  Re se rv es  a nd  S urpl us 

El i mi n a t io n  o f  In t r a  g ro up  B al a n c es

C o n t i n g e n t   Liab il ity

El i mi n a t io n  o f  U n real is ed  P rofits.

Rev al u at i o n  o f  as set s  of  sub sidiary

2. 4. 5. 10 U nc l a im ed  d iv i de nd  an d  d iv i de nd  rec eiv ed 

2. 4. 6 Ill u st rat io n- I  a nd  II

2. 4. 7 C on sol i da te d  P ro fit  a n d  L os s  Ac c ou nt 

2. 4. 8 S e l f   C h e c k   Q u e s t i o n s 

2. 4. 9 A ns w e r   t o  sel f  c h ec k  q uestions 

2. 4. 1 0  Summary

2. 4. 1 1  G lossa ry 

2. 4. 1 2  S hort Question 

2. 4. 1 3  L ong Question

2. 4. 1 4  Su g ge ste d  Readi ngs 

2 . 4 . 1 O B J E C T I V E S 

The  ma i n  ob j ec tiv e  o f  thi s  l es so n  i s  t o  i nt r o d uc e   th e  st u d ent s  w it h   t he  l at e st 

an d  rel ev a nt  p r ov i sio n s  of  t h e  C o m pa ni es  Ac t,  2 01 3  a n d  t he  Ac c ou nt in g   S t a nd a r d -

21  o n  " C o ns ol i dat ed  F in an c ial  S tat em e nts" ,  is s ued  b y   t he  C o u nc il  o f  t h e  In st i t u t e 

of  C ha rte r ed  Ac c ou n t a nts  o f  I n dia.

2 . 4 . 2 I N T R O D U C T I O N 

U se rs  o f  t h e  fi na n c i al  st at e me nt s   o f  a  p a re nt  e n t r p r is e   ar e  u s ual l y  c onc e rn ed

wi t h  a n d  nee d  t o  b e   i nf or m ed  ab o ut ,  t he  f in an c ial  pos iti on  a nd  re sul t s  o f  op e rat io ns  of 
42
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not only the enterprise itself but also of the group as a  whole. For this purpose, consolidated

fi na ncial stat e me nt s ar e p re pa re d an d p re se nt e d b y  a  pa re nt / h o l di n g en t e rp r ise t o

pr ov i de fi na nc i al i n fo r mat i o n ab o u t  a  pa r ent a n d i t s sub si di ar y (ie s) as a si n gl e ec on o mic

ent it y  wi tho ut  re ga r d  t o  the  b ou n d a ri es  o f  t he  se pa rat e   l e gal  en t iti es.

2 . 4 . 3 D E F I N I T I O N S 

1 . P a r e n t   ( o r   H o l d i n g )   a n d   i t s   S u b s i d i a r y 

S e c t i o n   2 ( 4 6 )   o f   t h e   C o m p a n i e s   A c t ,   2 0 1 3   d e f i n e s ,   " a   c o m p a n y   s h a l l   b e   d e e m e d   t o  

b e   t h e   h o l d i n g   c o m p a n y   o f   t h e   a n o t h e r ,   i f   t h a t   o t h e r   i s   i t s   s u b s i d i a r y . " 

Ac counting  Standard-21,  states  that  "a  subsidiary  is  a n   enterprise  that  is  controlled 

b y   another  enterprise  (k nown  a s  t h e  parent)  and  a  parent  is  a n  enterprise  th at  h as  one  or 

m o r e   s u b s i d i a r i e s . "   I t  f u r t h e r   d e f i n e   " C o n t r o l "   f o r  t h i s   p u r p o s e  a s   : 

(a) The  o w ne r shi p,  di rectl y   o r  i ndi r ec t l y  t h ro ug h   s ub s idi a ry(i e s ),  o f  mo r e  

th a n  o ne  hal f  of  t h e  v oti n g  po w e r   o f  a n   e nt e rp ri se ;  o r

(b) C ont r ol o f t he c o mp os itio n of t h e b o a rd o f di r ec t o r s i n t he c as e o f a

c om p a ny o r o f t h e c o m po si t io n o f t h e c o r re s p on di ng gov er n i n g b o dy i n

c ase o f any oth e r e nte r p r is e s o a s  t o o b tai n e c on o mic b e n efi t s fr o m it s

ac tiv ities.

2 . R a t i o n a l e   f o r   h o l d i n g   c o m p a n i e s 

1.  It al l o ws b et t er q ual it y d ec i si on s  t o b e t ak e n  a t al l l ev el s. In c as e  o f P ub l ic

ent ep ri se s, t h e g ov e r n me nt c a n c o nc en t r at e o n mac r o p ol ic y t h e h ol d in g

c om p a ny o n c o rp o rat e p ol ic i es an d st rat eg ie s a nd t he op er at i n g l ev el s o n

im pl e me nt at i on  wit h i n  t he  f ra me w o rk  of  es tab l i s h ed  st r at e gi es.

2.   It  l eads  to  a   b etter  utilisation  of  financ ial  and  other  reserves  b y  pooling  the  reserves 

of  gr ou p   o f  e nt er p ri se s  l ik e  fi na nc e,  R & D,  m a rket i ng  a nd  h u ma n  re so ur c es.

3.   T he  m a n a g e m e n t   o f  h o l d i n g  c o m p a n y  c oul d  p r o m o t e  c o m m e r c i a l  a n d 

ma na ge r ial  c ul t ur e   rat he r  th an  b u r eau c r at ic  sy ste m s.

2 . 4 . 4 S T A T U S   O F   C O N S O L I D A T E D   F I N A N C I A L   S T A T E M E N T S   I N   I N D I A 

Sec t io n  12 9( 3)  o f  t he  C o mp an ie s  Ac t,  20 13  re q ui re s  t h at  if  a  c om p a ny  h a s 

on e  o r  m o re  su b si di a rie s  t h e n   it  s hal l  in  a ddi t i on  t o  fi na n c i al  s tat em e nt  o f  it s  o wn 

al so  b e   re q ui r ed  to  p re pa r e  t h e  c o n sol i da t e d  f i nc i al  stat e me nt  o f  t h e  c o mp any  a n d 

al l  its  s ub s id ar ie s.

B es ide s,  a  st at e me nt  sh o wi n g  th e  hol di n g  c o m pa ny ' s   i nt e re st  in  t he  su b si di a ry 

c om p a ny  o n  t h e  dat e  o f  b al a nc e   sh ee t  o f  t h e  sub si dia ry  a nd  a n ot h er  st at e me nt  sh o wi n g 

c ha ng e   i n  i nte r est,  i f  a ny  of  t he  h ol d i ng  c o mp any  in  t h e  sub si dia ry  c o m p a ny  f ro m  t h e 

dat e  o f  rec e nt  b al a nc e   s hee t  o f  t he  su b s idi a ry  t o  t he  dat e  o f  b al a nc e  she et  of  the 

pa re nt  c o mp any ,  is  t o  b e  at t ac h ed  t o   t h e  pub l is hed  ac c ou nt s  o f  t h e  pa re nt  c o mp a ny. 

As  p e r  ac c o u nt in g   sta n da r d - 2 1  c on sli d a t e d  fi na nc i al  stat e m e nts  no r m a l l y  

inc l u d e  c on soli da t e d  b al a n c e   sh eet ,  c o nsl id at ed  sta te m e nt  o f  p r ofi t  an d  l oss, 

c on sol id at e d  c ash  fl o w  st at e m ent  a nd  not es,  o th er  st a t e m en ts  a nd  ex pl anat ory
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ma t e rial  th at  f o r m  a n   i nt eg ral  pa rt  thereof.

2 . 4 . 4 . 1   R i g h t s   o f   H o l d i n g   C o m p a n y ' s   R e p r e s e n t a t i v e s   a n d   m e m b e r s 

S u b   S e c t i o n   3   o f   s e c t i o n   1 2 8   o f   t h e   c o m p a n i e s   A c t ,   2 0 1 3   s t a t e s   t h a t 

1.   A  h ol di n g  c o m pa ny  may ,  b y   re sol ut i o n,  au t h o r ise  re p re se nta t iv e s  na me d   i n 

the  re sol uti o n   t o  i ns pe c t  th e  b o ok s   o f  ac c o u n t s   k ept  b y   a ny  o f  it s  s u b sid ia re is, 

an d  the  b o ok s   o f  ac c o u nts  of  an y  suc h  s ub s i d i a ry  sh al l  b e  op en  t o  i n sp e c t i o n 

b y   t h os e  re p re se nta t iv e s  a t  any  t i m e   d u ri ng  b u si ne ss  ho u rs.

2.  T he ri g hts c o nf er r ed b y s ec t i o n 2 35 u po n  me m b e r s o f a  c o m p a ny may b e 

ex e rci se d, i n  r es pec t o f any sub si di ary b y m e m b e r s o f t h e hol di n g c o mp a ny as

if  t hey  al o n e   we re  me m b e r s  of  th e  s u b si dia ry .

2 . 4 . 5 P R E P A R A T I O N   O F   C O N S O L I D A T E D   B A L A N C E   S H E E T   O F   H O L D I N G 

C O M P A N Y   W I T H   O N E   S U B S I D I A R Y 

Net  A ss et s  ( As set s  l e ss  l iab il it ies )  o f  a  c o m p a ny  b el o ng  t o  i t s  sh ar eh ol d er s. 

As  mo re  tha n  5 0%  o f  t h e  eq uit y  s ha re s  o f  t h e  s u b si dia ry  c o m p a ny  ar e  h el d   b y  h ol di ng 

c om p a ny ,   t h e  pr op o rti on at e  am ou nt  o f  a s set s  an d  l iab il i t ie s  o f  sub si di ar y  c o m p a ny 

b el o ng  to  t he  pa re nt  c o mp an y  a nd  the se  a r e  t o  b e  i nc o rp or at e d  b y  t h e  p ar e nt 

c om p a ny  to  p re se nt  t h e  c on sol id at e d  pic t u re.

I n   c a s e   o f   P a r t l y   o w n e d   s u b s i d i a r y   i n   w h i c h   h o l d i n g   c o m p a n y   h o l d s   l e s s 

t h a n   1 0 0 %   s h a r e s   o f   B   L t d . ,   t h e   b a l a n c e   o f   s h a r e s   i s   h e l d   b y   o u t s i d e   s h a r e h o l d e r s .  

A n d   i f   n u m b e r   o f   s h a r e s   i s   l e s s   t h a n   5 0 %   t h e n   t h e y   a r e   t e r m e d   a s   m i n o r i t y  

sha r ehol de r s.  I n  t h i s  c ase,  e q ui ty  as set s  l e s s   l ia b il iti es  o f  s u b sid ia ry  c o mp a ny  b el o ng 

t o   h o l d i n g   a n d   m i n o r i t y   i n   t h e   r a t i o   o f   e q u i t y   s h a r e s   h e l d   b y   t h e s e   p a r t i e s . 

2 . 4 . 5 . 1   M i n o r i t y   I n t e r e s t s 

Acc o r di n g  t o   A S- 2 1,  mi no ri t y  i nte re st  c o n si sts  o f  :

1. the  a mo un t  of  eq uit y  at t rib u t a b l e  t o  mi no rit ie s   a t   t h e  da t e  o n  w h ic h 

inv est m en t  i n  a  s u b si dia ry  is  ma de ;  a n d

2. the  mi no ri tie s  s ha re  of  mov e me nt s  i n  eq u it y  si nc e  t h e  dat e  th e  pa r e n t 

sub si dia ry  rela t io n shi p  c a me  in t o   ex i ste nc e.

2 . 4 . 5 . 2   E q u i t y   o f   t h e   S u b s i d i a r y   o n   t h e   d a t e   o f   A c q u i s i t i o n   o f   S h a r e s 

B es ide s ha re c a pit al , re se rve s an d su r pl u s o f t he sub si di ary o n t he d at e  of

ac q ui s i tio n of sha r es b ec o m e p a rt o f t h e eq ui t y  o f t h e s ub s i d i a ry o n t he dat e o f

ac q ui s i tio n o f sh ar es wh ic h i s sh ar ed b y t h e p ar e n t a n d the mi no ri ty sha r eh ol de r s

in  t he  rat io  o f  e q ui ty  h ol di n g.

2 . 4 . 5 . 3   G o o d w i l l   a n d   C a p i t a l   R e s e r v e 

The s ha re o f h ol d in g c o m p a ny in p r ofi t a n d l os s ac c o u nt o n t he da t e of

ac q ui s i tio n is a c a pi t al p ro fit / rec ei pt, a n d no t a r ev e nu e p ro fit /r ec e ipt. T hu s, t he

c ost t o t h e pa re nt o f its in v e s t me nt i n s ub sid ia ry a n d t h e p ar en t ' s  p o rti on o f eq uit y

of s u b si dia ry a t t h e dat e o n whi c h i nv e st me nt is ma de s ho ul d  b e  el i mi nat ed. B u t ,  i f

c ost  o f  i nv est m en t  a nd  pa re nt' s  sh a re  o f  e q u it y  o f  s ub s id ia ry  a re  d if fe re nt,  the
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dif fe re nc e  is  t rea ted  a s  u n de r  :

1. Ex c e ss o f t h e c os t t o  t h e pa re nt o f it s in v e st me nt ov e r t h e pa re nt' s

po rti o n o f eq u ity of t h e sub si d i ar y a t  t he da te of i nv e s t me nt s ho ul d b e

de scr ib e d  a s  goo d will.

2. W h e n  t h e c o st t o  t h e p a re nt o f it s i nv e s t m e n t in a  s ub s id ia ry is l es s

th a n t he pa re nt 's p or t io n of eq u ity o f t he s ub s idi a ry, a t  th e d at e o f

inv est m en t  is  ma de,  t h e  dif fe re nc e  s ho ul d  b e   t r ea t e d  a s  a  c a pit al  reserve.

M o v e m e n t   o f   R e s e r v e   a n d   S u r p l u s   s i c n e   t h e   d a t e   o f   A c q u i s i t i o n   o f   S h a r e s 

As pe r A S- 2 1, mi n or ity i nt er es t c o ns ist s o f s h ar e in eq u ity o n t he d at e of

ac q ui si to n  an d sh ar e i n m ov e m en t i n eq u ity si nce t h e dat e o f ac q u is iti on, sh a re o f

mi no ri ty s ho ul d b e s ep a rat el y c al c u l at ed f o r pr e - ac q ui si t io n a nd po st- ac q u i sti o n pe ri od.

B u t  fr o m ac c o u nti n g poi n t  of v ie w, di sti nc ti o n b et we en r es er v es a nd su r p l u s  o n t h e

dat e o f ac q u is itio n a nd ac c u mu l a t io n du r in g  po s t - ac q u i s i t io n p er io d i s no t s ig n ific a nt

as b o th b ec o me pa rt o f t h e mi n o r ity i nte r est. An d, fr o m h ol di n g c o mp a ny ' s po i nt v ie w , 

it i s of si g nif ic a nc e b ec a u s e sha r e i n r es erv es o n th e d at e  o f a c q u isi t i o n a ffe c ts c al c ul at io n

of go od w il l / c ap i t a l  r ese rv e a n d s h a re i n m ov e me nt si nce the d at e  o f ac q uis i t i on af fec t s

c on sol id at e d  r es e rve  an d  s u rpl us  b al a nc e.

2 . 4 . 5 . 4      C a l c u l a t i o n   o f   R e s e r v e s   a n d   S u r p l u s   o n   t h e   D a t e   o f   A c q u i s i t i o n   a n d  

s i n c e   t h e   D a t e   o f   A c q u i s i t i o n 

If c o nt roll i n g sh ar es a re ac q ui re d a t a c c o un t i n g dat e, th e i n fo r ma t io n a b o u t

re se rve s a nd s u rpl us o n  t h e d at e o f ac q uis iti on (pr e - ac q ui siti o n )  c a n b e asc er t ai ne d

fr o m t he b al a n c e  sh ee t o n t h e dat e of ac q ui siti o n a n d an y c ha ng e  t h e r ea f te r is

tak e n  as  m ov e me nt  s inc e  t h e  da t e  of  ac q ui siti o n  ( po st- ac q u isi t io n).

T h e   J o u r n a l   e n t r y   m a y   b e   r e c o r d e d   a s   f o l l o w s   : 

S h a r e   C a p i t a l   A / c D r .   ( w i t h   p a i d   u p   c a p i t a l   o f   s u b s i d i a r y ) 

R e s e r v e s   a n d   S u r p l u s   A / c 

G oo d will  A/ c

T o  Mi no ri t y  i nte r est  A /c

T o  I nv est m en t   i n  Sh a res  A/ c 

T o  P ro fit  &  Lo ss  A /c

T o  C a pit al  R es er v e  A/c

D r .   ( w i t h   r e s e r v e s   a n d   s u r p l u s   o f   sub sidiary) 

D r.  (e x c es s  of  c os t,  o f  c o st  o f  s ha re s  h el d  i n 

sub si dia ry  b y  t he  pa r ent  ov e r  t h e  i nte r est  of

hol d in g  i n  eq uit y  o f  su b si di a ry  o n  t h e  da t e  o f 

ac q ui s i tio n  o f  sha r es)

(I nte re st  o f  ou t si de r s  in  e q ui t y ) 

(C ost  o f  sh ar es  he l d  b y  pa rent)

(Sh a re  o f  pa re nt  i n  po st- ac q u i sit i o n  pr of it  o f 

sub sidiary)

(ex c e ss  if  a ny ,   of  i nt er est  of  h ol d i ng  i n  eq u ity  of 

sub si dia ry  o n  t h e  da te  o f  a c q u isi t io n  ov e r  c os t  o f

sha r es  hel d  b y   p a re nt  en t e rp r is es).

T o  c o nc l ud e,  a t  t h e  ti m e   o f  c o ns ol i dat io n,  s ha re  c api t al  o f  s ub si d i a ry,  re se rv es 

an d  su r pl u s  o f  s ub sid ia ry  an y  c o st  o f  inv es tm e n t  in  sh ar es  of  sub si di ar y  a re  anal y sed
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to d et e r mi ne m in o rity in te re st, goo d wil l /c a p ital re se rve a nd pa r e n t ' s  s ha re of

mo v e me nt o f p ro fit si nce t h e d at e o f ac q ui siti on. Mi n or ity in te re st i s sho w n a s  a

se pa rat e ite m o n l i ab il itie s s id e, go od w il l ap ea r s  o n a ss et si de a nd s h a re of h ol di ng

in p ost- a c q uis iti on re se rv es a nd su rpl u s is a d de d  t o t h e re sp ec t iv e r es er v e s an d

su r pl u s  o f  t h e  pa r e n t  c o m pa ny .

2 . 4 . 5 . 5   E s t i m a t i o n   o f   P o s t - A c q u i s i t i o n   R e s e r v e s   a n d   S u r p l u s 

W h e n  s ha re s  ar e a c q u i r ed d ur i n g t he y ea r, in f or m at io n ab o u t  re se rv es a nd

su r pl u s i n t h e b e gi n ni n g  an d re se rve s a n d s ur pl u s  at t h e en d o f th e y e ar is to b e 

an al y s ed, to fi nd o ut re se rve s a nd su r pl u s o n t he d at e  o f ac q ui siti o n b y c o mp a ri ng

b al a nc e  i n t h e b e gi n ni ng wit h t he b al a n c e  at t h e e nd o f t h e y e ar, p r ofi t /l os s fo r th e

y ea r  i s c al c ul at e d. If n o i nf o r ma t io n i s giv en, p ro fit fo r th e y e a r  a re ev enl y d is tr ib u t e d 

th r ou gh ou t  t h e y ea r  o n t h e b a si s o f t i me . H o we v e r, i f i n fo r ma t io n i s giv en ab o u t 

sal e s p at t er n i n p re an d p ost ac q u is itio n pe rio d the n p r ofi t sh ou l d b e a p po rti o ne d

on  sal e s  b as is.

2 . 4 . 5 . 6   E l i m i n a t i o n   o f   I n t r a - g r o u p   B a l a n c e s 

A S- 2 1   r eq u ir es  t hat  in t r a - g r ou p   b al anc es  an d  i n t ra- g ro up  t r an sac t io n s  s houl d 

b e   el im i n at e d   w h ic h  may  tak e  t h e  foll o wi n g  f o r ms  :

1. L o a n s   a n d   A d v a n c e s 

2. Deb en tu re s  a n d  I nv es t m e nt  in  D eb e n t ur es  ]  

3. Int e re st  O ut sta n di n g   a n d  Ac c r ue d  In t e re st  ] 

4. Deb t o rs  a nd  C reditor s

5. B il l s  P ay ab l e  a nd  B il l s   Rec eiv ab l e

Inv es tm e nt  T ransac t ions

Tr adi n g  T ran sac t ions

In  c a se  o f  i nt e res t  ou t st an di n g,  it  i s  sub t r ac t ed  fr o m   i nte r est  o u t s t a nd i n g   on 

the  l i ab il i t ie s  s id e  a nd  ac c rue d  i nt er es t  o n  th e  a ss e t s   si de.  I n  c as e  o f  b il l s  o f  ex c h an ge 

iss ue d  wit h i n  t h e  g ro u p,  the  a m ou nt  o f  c o m mo n   d eb t   i s  r est r ic t e d  t o  t h e  a m ou nt  o f 

b il l s  dr a w n   a nd  r et ai n ed.

2 . 4 . 5 . 7   C o n t i n g e n t   L i a b i l i t y 

At  t h e  ti me  o f  c on sol id at i on,  c o nt in ge nt  l i ab il i t ies  wi th  p a rtie s  o ut s id e  t h e 

gr ou p  a re  rec o rde d.  B u t  c o nti ng e nt  l iab il ity  wi t h i n  t h e  g rou p   wil l  a p pea r  a s  ac t u a l  

l iab il ity  i n  th e  c o n soli d a t e d  b al a n c e   sh ee t.

The  t r eat m e nt  o f  c o nt in ge nt  l iab il iti es  fo r  b il l s   dis c ou nt ed  is  a s  f ol l o w s  : 

A c c e p t e d   b y   O u t s i d e r s   :   R e c o r d e d   a s   c o n t i n g e n t   l i a b i l i t i e s   i n   c o n s o l i d a t e d 

b a l a n c e   s h e e t . 

A c c e p t e d   w i t h i n   t h e   G r o u p   :   W i l l   a p p e a r   a s   a c t u a l   l i a b i l i t y   a n d   n o t   a s  

c o n t i n g e n t   l i a b i l i t y . 

T h e   j o u r n a l   e n t r y   f o r   e l i m i n a t i o n   o f   i n t r a   c o m p a n y   b a l a n c e s   i s   a s   f o l l o w s   :  

D e b i t   :   C r e d i t o r s   /   B i l l s   P a y a b l e   /   L o a n   /   D e b e n t u r e s   /   I n t e r e s t   O u t s t a n d i n g  

C r e d i t   :   D e b t o r s   /   B i l l s   R e c e i v a b l e   /   A d v a n c e s   /   I n v e s t m e n t   i n   D e b e n t u r e s   / 

Acc ru ed  Intere st
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2 . 4 . 5 . 8   E l i m i n a t i o n   o f   U n r e a l i s e d   P r o f i t 

A S- 2 1,  st at e s   t h at  u nr ea l ise d  p ro fit  re sul t i ng  f ro m  in t r a - g r ou p  t ra n sac t io ns 

sho ul d  b e  el i mi nte d  i n  ful l .  T h e  a mo u nt  o f  u n re al is ed  pr of it  sh ou l d  b e  s ub t ra c t e d 

out  of  c l o si n g  sto c k  o f  t he  s ub si dia ry  a nd  p r of it  a nd  l o ss  ac c ou nt  b al a nc e   o f  hol di n g 

c om p a ny ,   if  g oo ds  we re  s up p l i ed  b y  pa re nt  t o  its  su b s idi a ry .

If go od s we re s ol d b y s ub s i d ia ry t o it s h ol d in g  c o m p a ny ,  t he a m ou nt o f

un re al i se d  p r ofi t s houl d b e  s u b t rac te d  o ut o f c l osi n g s toc k of hol di ng c o mp an y  a nd

hol d in g  c o m p a ny  sha r e  i n   p ro fit s  of  su b s idi a ry  c o mp an y . 

The  r ul e  i s  t o  sub t r ac t  t h e  f ul l  a m ou nt  o f  u n r eal i se d  pr of it  f ro m  ag g re ga te 

stoc k  o n  t h e  a ss et s  si de  a nd  c o ns ol id at e d   p ro f it  a nd  l os s  ac c o un t   o n  t he  l i ab il it ie s 

sid e  o f  t h e  c o n sol i dat ed  b al an c e   sh eet .

M i s c e l l a n e o u s   E x p e n d i t u r e   o f   S u b s i d i a r y   E n t e r p r i s e 

If mi scel l a neo us ex pe nd itu re s u c h as p rel imi n ar y ex pe n ses, di sco u nt,

c om m is sio n /b rok er a ge o n is su e o f sec u riti es et c . a pp ea r  in t h e b al a n c e  sh eet o f

the su b si di a ry o n t h e d at e o f c o n sol i da tio n, t he se s h oul d b e  el i mi nat ed whil e

c al c u l a t i ng  t h e  e q ui ty  o f  t h e  s ub s id ia ry  on  t h e  dat e  o f  a c q u isi t i o n.

2 . 4 . 5 . 9   R e v a l u a t i o n   o f   A s s e t s   o f   S u b s i d i a r y 

Rev al u at i o n  o f  as set s  r es ul t s  i n   p ro fit /l o s s  o n  re v al u at i o n  a n d  af fec t s  n ot 

as set s  (o r  eq uit y  o f  sub si dia ry )  o n  t h e  dat e  of  ac q ui sit io n  o f  c o nt rol l i n g  sh a re s.  It 

al so req ui re s     a dj u st m e nt     f or     a dd itio n al /e x c es s     d ep r ec ia t io n      d ur in g     the     p os t -

ac q ui si tio n  w hic h  a ff ec t s  po st - ac q u i sit io n  p ro fit s  o f  t he  s u b s idi a ry .

2 . 4 . 5 . 1 0   U n c l a i m e d   D i v i d e n d   a n d   D i v i d e n d   R e c e i v e d 

U nc l a im ed  d iv i de nd  a pp ea ri n g   in  th e  b al a nc e   s hee t  o f  t h e  s ub si dia ry  is  t ak e n  

as  pay ab l e  t o  mi no rit y   s ha re hol de r s  o nly  a nd  ad ded  t o  mi no rit y  i nte r est.

D i v i d e n d   R e c e i v e d   b y   p a r e n t   f r o m   t h e   S u b s i d i a r y   C o m p a n y  

1. W h e n   d iv i de nd  i s  rec eiv ed

B an k   A/c Dr. 

T o  Di v id e nd  Rec eiv ed A/c

If div id en d h as b e en d ec l a re d b y t h e s u b si dia ry o ut of p r ofi ts o n t h e dat e o f

ac q ui s i tio n it is tr ea t ed a s  c api t a l  r ec ei pt a nd c r ed ite d t o i nv est m ent i n sh ar es o f

sub si dia ry  c o m p a ny  a s  u nd e r   :

D i v i d e n d   R e c e i v e d   A / c D r . 

T o  I nve st me nt  i n  Sh a res  o f  S u b si dia ry  C om p a n y  A/c

Thu s,  rec ei pt  of  di v id e nd  de c l a re d  o ut  o f  pr e - a c q ui siti o n  pr of it s  re duc es  th e 

c ost  o f  inv es t me nt  i n  s ha re s   o f  sub si dia ry.  B u t ,  if  d iv i de nd  is  dec l a red  ou t  o f  p ost -

ac q ui si tio n  p r of it ,  it  is  t r eat ed  a s  i nc o m e   f ro m  i nv e s t me nt  a n d  c r ed ite d  t o   pr of it  a nd 

l os s  ac c o u nt  a s  u nde r  :

D i v i d e n d   R e c e i v e d   A / c D r .  

To  P r of i t  &  Los s  A/c
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2 . 4 . 6 I L L U S T R A T I O N   -   I   A N D   I I 

I l l u s t r a t i o n - I   :   T h e   B a l a n c e   S h e e t s   o f   A   L t d .   a n d   B .   L t d .   a s   o n   3 1 - 0 3 - 2 0 0 7  

w e r e   a s   f o l l o w s   : 

B a l a n c e   S h e e t   a s   o n   3 1 - 0 3 - 2 0 0 7 

L i a b i l i t i e s A   L t d . B   L t d . A s s e t s A   L t d . B   L t d .  

Sh ar e  C a pita l  ( R s.  20)  4, 00, 000 1 , 0 0 , 0 0 0   La nd  an d  B u il ding 2, 00, 000  5 0 , 0 0 0  

Pro fit  a nd  Lo s s  A/c        1,00, 000 - P l an t  a nd  Mac hine ry 2, 00, 000  8 0 , 0 0 0  

Gener al     Res erv e                   8 0 , 0 0 0 - Inves tm en t  in

S ecuri ti es Prem i um 4 0 , 0 0 0 - 50 00  Share s 1, 00, 000  -

Sec u red  Loan                     1,00, 000 8 0 , 0 0 0 S t o c k   o f   S .   L t d . 1, 00, 000  7 0 , 0 0 0 

U ns ec u re d  Loan

C r editors

- 7 0 , 0 0 0 

5 0 , 0 0 0 5 0 , 0 0 0 

D e b t o r s

C a s h   a n d   B a n k 

1, 20, 000  7 0 , 0 0 0 

5 0 , 0 0 0 3 0 , 0 0 0 

7, 70, 000 3 , 0 0 , 0 0 0 7, 70, 000  3, 00, 000

Prepar e  the  c onso ldia ted  B a la nce  s hee t  as  o n  31-03-2007.

c o n s o l i d a t e d   B a l a n c e   S h e e t   o f   A   L t d .   a n d   i t s   S u b s i d i a r y   B   L t d .   a s   o n   3 1 - 0 3 - 2 0 0 7 

L i a b i l i t i e s   

Sh ar e  C a pi t al  :

Sh ar es  o f  R s.  2 0  e ac h

A m o u n t 

4 , 0 0 , 0 0 0 

A s s e t s A m o u n t  

Fix ed  A s set s  :

La nd  B uil ding A =   2 , 0 0 , 0 0 0 

Re se rve  a nd  S u rpl us  : B =        50, 000 2 , 5 0 , 0 0 0  

Pro fit  &  L os s  Ac /                             1 , 0 0 , 0 0 0      Pl a n t   &

G en e ral  Re se rv e

Sec u riti es  P re mi u m

8 0 , 0 0 0 Machinery

4 0 , 0 0 0 

A=  2 , 0 0 , 0 0 0 

B =     80, 000 2 , 8 0 , 0 0 0 

Sec u red  Lo a ns  :  A =  1, 00, 000 C ur re nt  A ss et s  :

B =     80, 000 1, 80, 000 Stoc k A = 1 , 0 0 , 0 0 0 

Unse cure d  Loa ns:  A= Nil B=   70, 00 0 1 , 7 0 , 0 0 0 

B =   70, 000 7 0 , 0 0 0 Debtors

C urr ent  Li abi lities  :

A = 1 , 2 0 , 0 0 0 

B=   70, 00 0 1 , 9 0 , 0 0 0 

C r editors  : A=  50,000 C a s h  

B =   50, 000  1 , 0 0 , 0 0 0 

9, 70, 000

A= 50, 000

B= 30, 000 8 0 , 0 0 0 

9 , 7 0 , 0 0 0 

I n   t h e   g i v e n   b a l a n c e   s h e e t ,   i n   p l a c e   o f   i n v e s t m e n t   i n   s h a r e s   o f   B .   L t d . ,   a s s e t s  

a n d   l i a b i l i t i e s   o f   B .   L t d .   a r e   t a k e n   a s   1 0 0 %   s h a r e s   o f   B   L t d .   a r e   h e l d   b y   A   L t d .   I t   i s  

k n o w n   a s   w h o l l y   o w n e d   s u b s i d i a r y . 
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I l l u s t r a t i o n - I I   :   T h e   f o l l o w i n g   a r e   t h e   a b r i d g e d   b a l a n c e   s h e e t s   o f   H   L t d .   a n d   S   L t d .  

a s   o n   3 1 s t   M a r c h ,   2 0 0 7   : 

L i a b i l i t i e s H   L t d . 

Equity  S h ares  of

R s .   1 0 0 

S   L t d . A s s e t s 

Fix ed  Assets

H   L t d . 

4 , 8 0 , 0 0 0 

S   L t d . 

2 , 5 0 , 0 0 0 

eac h,  f ul l y  p ai d   up 1 0 , 0 0 , 0 0 0 5 , 0 0 , 0 0 0 I nves tm en t  i n Shares

C apita l     Res erv e                    1 , 0 0 , 0 0 0        1 , 7 0 , 0 0 0       o f   S   L t d .                       5 , 0 0 , 0 0 0                         -

Pro fit  &  Lo ss  A/c                1 , 6 0 , 0 0 0        1 , 3 0 , 0 0 0       C ur re nt  A ssets      7 , 2 0 , 0 0 0      7 , 5 0 , 0 0 0 

C urr ent     Liabi lities 4 , 4 0 , 0 0 0 

1 7 , 0 0 , 0 0 0 

2 , 0 0 , 0 0 0 

10, 00, 000 17, 00, 000  1 0 , 0 0 , 0 0 0 

The  f ol l o w in g  a dd iti on al  i n fo ra m at io n  is  p rovi d ed  :

1. H   L t d .   a c q u i r e d   3 0 0 0   s h a r e s   i n   S   L t d .   o n   1 s t   J u l y ,   2 0 0 6 .   T h e   r e s e r v e s   a n d 

s u r p l u s   p o s i t i o n   o f   S   L t d .   a s   o n   1 s t   A p r i l ,   2 0 0 6   w a s   a s   u n d e r   : 

G e n e r a l      R e s e r v e       R s .      2 , 5 0 , 0 0 0 

P & L   A / c   ( C r e d i t )           R s .   1 , 2 0 , 0 0 0 

2. O n  1 st O c t ob e r, 2 00 6 S  Lt d. is su ed, o ne eq uit y s ha re f o r ev e ry f ou r s ha re s 

hel d a s B o nu s  Sh a re s  out o f t he g en e ral r es er v e. N o en t r y h as b e e n  ma de i n t h e

b ook s o f H L td. , fo r t h e r ec e ipt o f t h es e B o n u s S h a re s. H o we v e r, en t ry ha s b ee n

ma de  i n   t h e  b oo k s  of  S  L t d.  fo r  t he  is s ue  of  B on u s   s ha re s.

3. O n  3 0 t h  S e p t e m b e r ,  2 0 0 6 ,  S  L t d .  d e c l a r e d  a  d i v i d e n d  o u t  o f  p r e - a c q u i r e d 

p r o f i t s  @  2 5 %  o n  R s .  4 , 0 0 , 0 0 0 ,  i t s  c a p i t a l  o n  t h a t  d a t e .  H  L t d .  c r e d i t e d  t h e  d i v i d e n d 

t o   i t s   p r o f i t   a n d   l o s s   a c c o u n t . 

4. S   L t d .   o w n e d   H   L t d .   R s .   5 0 , 0 0 0   f o r   p u r c h a s e   o f   s t o c k   f r o m   H   L t d .   T h e   e n t i r e 

s t o c k   i s   h e l d   b y   S   L t d .   o n   3 1 s t   M a r c h ,   2 0 0 7 .   H   L t d .   m a d e   a   p r o f i t   o f   2 5 %   o n   c o s t . 

P r e p a r e   a   c o n s o l i d a t e d   B a l a n c e   S h e e t   o f   H   L t d .   a n d   i t s   s u b s i d i a r y   S   L t d .   a s 

o n   3 1 s t   M a r c h ,   2 0 0 7 . 

S o l u t i o n                   :  

W o r k i n g   N o t e s   : 

1 . S h a r e   C a p i t a l   a s   o n   M a r c h   3 1 ,   2 0 0 7 = 

(aft e r  b on u s   issue)

R a t i o   o f   B o n u s   I s s u e                                               =

O r i g i n a l   S h a r e   C a p i t a l                                            =

B o n u s   S h a r e   C a p i t a l =

5 , 0 0 , 0 0 0 

O n e   S h a r e   f o r   F o u r   S h a r e s  5 , 

0 0 , 0 0 0   ×   4 / 5   =   R s .   4 , 0 0 , 0 0 0 

5 , 0 0 , 0 0 0   1 / 5   =   R s /   1 , 0 0 , 0 0 0 
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C o n s o l i d a t e d   B a l a n c e   S h e e t   o f   H   L t d .   a n d   i t s   s u b s i d i a r y   S   L t d .   a s   o n   3 1 s t   M a r c h , 

2 0 0 7 

L i a b i l i t i e s  

Sh ar e  C a pi tal  :

10,0 00  Eq u ity  Sh ar es  o f  Rs.100

eac h,  ful l y  p aid - up

A m o u n t 

1 0 , 0 0 , 0 0 0 

A s s e t s 

Fix ed  As se ts  : 

H   L t d . 

S   L t d . 

4 , 8 0 , 0 0 0 

2 , 5 0 , 0 0 0 

A m o u n t 

7 , 3 0 , 0 0 0 

Re se rve s  a nd  Su rplus C ur re nt  As se ts  :

C apita l  Res er ve                                              1 , 0 1 , 8 7 5                  H   L t d .            7 , 2 0 , 0 0 0  

Gener al  Res erve                                             1 , 0 0 , 0 0 0                 S   L t d .            7 , 5 0 , 0 0 0 

Pro fit  &  Lo s s  A/c

Minori ty  I nterest

1 , 4 8 , 1 2 5 

2 , 0 0 , 0 0 0 

1 4 , 7 0 , 0 0 0 

Le ss  :  Mut u al

O wing

C ur re nt  L iab il it i es  :

50, 000

1 4 , 2 0 , 0 0 0 

H   L t d . 4 , 4 0 , 0 0 0 Le ss  :  U nrealised

S   L t d . 

Le ss  Mut u a l   O wing

2 , 0 0 , 0 0 0 

6 , 4 0 , 0 0 0 

50, 000

Profit

5 , 9 0 , 0 0 0 

2 1 , 4 0 , 0 0 0 

10, 000 1 4 , 1 0 , 0 0 0 

2 1 , 4 0 , 0 0 0 

2. C a l c u a l t i o n   o f   P o s t - a c q u i s i t i o n   R e s e r v e s   &   S u r p l u s   : 

G en e ral  Re se rv e  o n  0 1- 0 4- 2006 

L e s s   :   B o n u s   I s s u e 

Tr an sf e r   t o   G e ne ral  Re se rv e  (B/F) 

G en e ral  Re se rv es  o n  0 1- 0 4- 2006 

Pro fit  a nd  L os s  A /c  o n  01- 04- 2006 

Le ss  :  Dividend

P r ofi t  aft er  trans f er  to  ge ner al  r es erve 

(B al anc e/Figure)

Pro fit  a n d  L os s  A/ c  on  3 1- 0 3- 2007

2 , 5 0 , 0 0 0 

1 , 0 0 , 0 0 0 

1 , 5 0 , 0 0 0 

        2 0 , 0 0 0 

1 , 7 0 , 0 0 0  

1 , 2 0 , 0 0 0  

1 , 0 0 , 0 0 0  

2 0 , 0 0 0  

1 , 1 0 , 0 0 0 

1 , 3 0 , 0 0 0 

Pro fit  b e fo re  t ra n s fe r   t o  ge ne r al  Re se rve  =  1, 1 0 , 000  +  20, 00 0  =  1, 30, 00 0 

Pro fit  p r io r  t o  a c q u isi t io n  =  1, 3 0, 0 00  ×  3/ 12  =  32, 50 0

Pro fit aft e r ac q uis iti on of sh ar es = 1, 30, 00 0 –  3 2, 50 0 = 97, 5 0 0

H Lt d. 's sh a re o f re v e nu e p r ofi t s = 97, 5 00 × 7 5/ 10 0 = 73, 12 5

Mi n or ity  Sh ar eh ol de r 's  Sh a re  =  97, 50 0  –  7 3, 12 5  =  R s.  24, 375
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3 . C a l c u l a t i o n   o f   C a p i t a l   P r o f i t   : 

G e n e r a l   R e s e r v e   a f t e r   i s s u e   o f   B o n u s   S h a r e s   = 

(R s.  2, 5 0, 0 00  –  Rs.  1, 00, 000)

Pro fit  &  Lo ss  A/c  (O pe ni ng  B al a n c e  l es s  Di v i de n d  = 

(R s.  1, 2 0, 0 00  –  Rs.  1, 00, 000)

Pro fit  f ro m  1 st  A p ril,  20 06  t o   t he  dat e  o f  ac q uisition

1 , 5 0 , 0 0 0 

20, 000 

32, 500

2, 02, 500

H   L t d . ' s   S h a r e   :   R s ,   2 , 0 2 , 5 0 0   ×   7 5 / 1 0 0 = R s .   1 , 5 1 , 8 7 5  

Mi n or ity  Sh a reh ol d e r' s  S h a re  :  Rs,  2, 0 2, 5 00  ×  25 /1 00  =  Rs.  50, 625

4 . C a l c u l a t i o n   o f   C a p i t a l   R e s e r v e / G o o d w i l l   o n   A c q u i s i t i o n   : 

P aid  u p  v al u e  o f  3, 75 0  ( 3, 00 0  +  75 0)  Shares 

H   L t d . ' s   S h a r e   i n   C a p i t a l   P r o f i t 

P a r e n t   S h a r e   i n   E q u i t y   o f   S u b s i d i a r y  

P ay me nt s  fo r  I nv estments

Le ss  :  Div id en d  o ut  o f  p re- a c q u isi t io n  profits 

C api t a l   Reserve

5 . C a l c u l a t i o n   o f   M i n o r i t y   I n t e r e s t   : 

P aid - up  v al u e  o f  1, 2 50  ( 1, 0 00  +  25 0)  Share s 

Sh ar e  i n  p ost  ac q ui sit io n  r es er v e s  &  p rofits

Sh ar e  i n  p ro fit s  o n  t h e  dat e  o f  ac q uisition

= 3 , 7 5 , 0 0 0  

=   1 , 5 1 , 8 7 5 

5, 00, 000 

75, 000

1, 25, 000

24, 375

50, 625

2 , 0 0 , 0 0 0 

5 , 2 6 , 8 7 5 

4 , 2 5 , 0 0 0 

1 , 0 1 , 8 7 5 

6. U n r e a l i s e d   P r o f i t s   =   R s .   5 0 , 0 0 0   ×   2 5 / 1 2 5   =   R s .   1 0 , 0 0 0 

A s   p e r   A S - 2 1 ,  o n  c o n s o l i d a t e d   f i n a n c i a l   s t a t e m e n t   t o t a l   u n r e a l i s e d   p r o f i t  i s   t o   b e  

c o n s i d e r e d   f o r   c o n s i d e r a t i o n . 

7. H   L t d . ' s   P r o f i t   a n d   L o s s   A c c o u n t  

B a l a n c e   a s   g i v e n 

Le ss  :  Di v id e nd  w r on gl y   credited 

U n real is ed  P r o f i t 

A d d   :   S h a r e   i n   S   L t d . ' s   p o s t   a c q u i s i t i o n   p r o f i t s 

1 , 6 0 , 0 0 0  

75, 000

1 0 , 0 0 0    8 5 , 0 0 0  7 5 , 0 0 0  7 3 , 1 2 5 

1 , 4 8 , 1 2 5 

2 . 4 . 7 C O N S O L I D A T E D   P R O F I T   A N D   L O S S   A C C O U N T 

P r e p a r a t i o n of c o n s o l i d a t e d p r o f i t a n d l o s s a c c o u n t r e q u i r e s s i m p l e

ag g re gat io n o f t h e ite m s a pp ea ri n g i n t h e p ro fit a n d l o ss a c c o un t s o f t he h ol d in g

c om p a ny  a nd  it s  sub si dia r ie s  s ub j ec t  t o   t he  fol l o wi ng  a dj u s t m e nts  :

1 . I n t e r - C o m p a n y  S a l e s  a r e  e l i m i n a t e d  f r o m  p u r c h a s e s  a n d  s a l e s  a p p e a r i n g 

i n  t h e  c o n s o l i d a t e d  p r o f i t  a n d  l o s s  a c c o u n t .  I f  a t  t h e  t i m e  o f  c o n s o l i d a t i o n ,  s o m e 

g o o d s  r e m a i n  u n s o l d ,  p r o f i t  u n r e a l i s e d  f r o m  t h e  g r o u p  p o i n t  o f  v i e w  i s  e l i m i n a t e d 

w i t h   t h i s   e n t r y   : 
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Pro fit  a nd  L os s  Ac c ount D r .  

T o   S t o c k   A / c 

Ho w ev e r,  t he  s ha re  o f  mi no r ity  sh a reh ol d er s  i n  t he  p ro fit s  o f  t h e  sub si di ar y 

c om p a ny  i s  n ot  a ff ec t e d  b y   th is.

2 . R e v a l u a t i o n   o f   A s s e t s   o f   t h e   S u b s i d i a r y   C o m p a n y   :   A d d i t i o n a l   o r   e x c e s s   o n  

r e v a l u a t i o n   i s   a d j u s t e d   a s   f o l l o w s   : 

Pro fit  &  L os s  A/ c D r.

T o  As set  A /c

( rev er se  i n  c a se  o f  ex c es s

depreciat ion)

Sh ar e  o f  mi no rit y  s ha re hol de rs  in  t h e  p ro fit s  of  t h e  sub si dia ry  is  c al c u l at e d 

afte r  a dj u st m e nt  o f  ad diti o nal  o r  ex c e s s  de p re c iat i on  due  t o  inc r ea se  o r  dec r ea se 

in  t he  v al ue  o f  as set s.

3 . Mi n or ity In t e re st : S ha re of m in o rity sh a reh ol de rs in th e p r ofi t s /l o ss o f th e

sub si dia ry c o m p a ny i s t r an sf e rr ed f r o m c on s ol id at e d p ro fit a n d l os s  ac c o un t  t o

mi no ri ty  i nte r est  ac c o u nt.

4 . H o l d i n g  C o m p a n y ' s  S h a r e  i n  p r e - a c q u i s i t i o n  p r o f i t / l o s s  i s  t r a n s f e r r e d  f r o m 

c o n s o l i d a t e d  p r o f i t  a n d  l o s s  a c c o u n t  t o  g o o d w i l l / c a p i t a l  r e s e r v e ,  a s  t h e  c a s e  m a y 

b e . 

5 . Inc o me f ro m in te r- c o m pa ny in v e s t me nt suc h a s in t e re st, div i de n d rec eiv e d

as w el l a s rec eiv ab l e is el i mi na t e d  f ro m b ot h the si de s o f t h e c o ns ol id at e d  p ro fit

an d l o ss ac c o u nt. I f t he hol di ng c o m p a n y , h a s not p as se d e nt ri es fo r sh ar e  i n t he

pr o po sed di v id en d o f t h e sub si dia ry c o m p a n y , pr o po se d di v id e nd will b e re duc ed

b y   th e  sha r e  o f  t h e  hol di n g  c o m pa ny  i n  s uc h   p or po se d  div i de n d.

6 . A rrea r s  o f  P r ef e re nce  Div ide n d  o n   sh a re s   h el d  b y  m in o rity  sha r ehol de r s 

ap pea r  a s  c o nt in g e nt  l ia b i l it y   i n  t he  c o ns ol i dat ed  b al a nc e   s he et .

2 . 4 . 8 S E L F   C H E C K   Q U E S T I O N S 

Q . 1 De fi ne  p a re nt  en t e rp ri se  a nd  sub si dia ry  ent e rp rise.

Q . 2 . D e f i n e   ' M i n o r i t y   I n t e r e s t ' .   D i s c u s s   i t s   c o n s t i t u e n t s   a s   p e r   A S - 2 1 . 

Q . 2 The  b al a nc e  s he et  o f  H  Ltd.  a nd  it s  sub si dia ry  S   Lt d.  o n  3 1- 1 2- 2 00 7  we re  a s 

fol l o w s  :

L i a b i l i t i e s 

Eq u ity  S hare s  of 

Rs.  2 0   each

Profi t  an d  L oss  A/c

H   L t d .  

5,00, 00 0

1,00, 00 0

S   L t d .  

1,00, 00 0

–

Assets

4, 000  S ha res  in

S  Ltd.  on  31- 0 1- 2007

Sun d ry  Assets

H   L t d .  

1,20, 00 0

9,30, 00 0

S   L t d .  

–

2,62, 00 0

General     Reserve 50,000 – Profi t  &  L o ss  A/c

Liabilities 4,00, 00 0 1,90, 00 0 of  S  Lt d.  3 8,000 – 28,000

Less  Gene ra l  10,000

R e s e r v e

10,50,000  2,90, 00 0 10,50,000  2,90, 000
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Pro fit  an d  L os s  Ac c o u nt  o f  S  Lt d.  o n  0 1- 01- 20 0 7  wa s  R s.  10, 00 0  (c re dit). 

P re pa r e  c o n sol i d a te d  b al a nc e   sh eet  a s  o n  3 1- 1 2- 20 0 7.

2 . 4 . 9 A N S W E R   T O   S E L F   C H E C K   Q U E S T I O N S  

A n s w e r   t o   Q u e s t i o n   N o .   1   : 

P ar e nt  Ent e rp ri se  :  A   pa r en t   i s  a n   e nt r p r is e  tha t  h as  c o nt rol  ov e r  ot h e r 

enterprise(s).

S u b s i d i a r y   E n t e r p r i s e   :   A   s u b s i d i a r y   i s   a n   e n t e r p r i s e   t h a t   i s   c o n t r o l l e d   b y 

a n o t h e r   e n t e r p r i s e   ( i . e .   a   p a r e n t   c o . ) . 

A n s w e r   t o   Q u e s t i o n   N o .   2   : 

Mi n or ity  I nte re st  :  M in o rity  I nte r est  c o n sis t s  o f  t he  am ou n t   o f  eq uity 

at t rib utab l e   t o  mi no r itie s  an d  t h e  mi no rit ie s   s h ar e  o f  mo v e m e nt s   i n  eq u ity .

A n s w e r   t o   Q u e s t i o n   N o .   3   :   

G o o d w i l l   =   R s .   2 7 , 2 0 0   

M i n o r i t y   I n t e r e s t   =   R s .   1 4 , 4 0 0  

B a l a n c e   S h e e t   =   R s .   6 4 , 0 0 , 0 0 0 

2 . 4 . 1 0   Summa ry
W hen a c ompa ny ac quires the c ontrol on oth er c ompany, then the company w hic h gets the control o n other 
c ompa ny i s ca lled pa rent o r holding company and the company w hic h is acquired is ca lled subsidia ry 
c ompa ny. S o, a pa rent compa ny i s not only interest ed i n k now i ng the fi na nc ia l position of its ow n but a lso 
i nterested in  kn ow i ng the consolidated fi na nc ia l positi on. So, f or this purpose consolidated fi nancia l 
statements a re prepa red. Profit a nd loss ea rned  earned b y subsidiary company before the a c quisi tion  i s  
trea ted a s c a pita l na ture by the holding compa ny and profi t a nd loss ea rned by subsidia ry c ompa ny a f ter i ts 
a cquisition is trea ted a s revenue na ture by the ho lding compa ny.

2 . 4 . 1 1   G lossa ry
1.  Pa rent Company: As per sec tion 2(46) of the Companies Act ,  2013, a c ompa ny sha ll be deemed to b e the 

holding company of the another, i f tha t other i s its subsidia ry.
2.  Subsidia ry C ompa ny: As per Acc ounting Sta nda rd -21, “ a subsidia ry i s a n enterprise tha t is c ontrolled by 

a nother ent erprise (know n a s parent).
2 . 4 . 1 2   Short Questi ons

Ques1: Who a re minority sha reholders?
Ques2: Wha t i s pre a c quisition profi ts a nd post a c quisi tion profi ts? 

2 . 4 . 1 3   L o n g   Q u e s t i o n s 

1. De fi ne  mi no r ity  i nte r est  d isc us s  it s  c ont itu e nts  u n de r   A S- 21.

2. The  B al a nc e   s hee t  o f  X   Lt d.  a n d  it s  su b si di a ry  Y   L td.  o n  3 1- 1 2- 2 00 7  we re  a s 

fol l o w s  :

L i a b i l i t i e s 

Eq u ity  S hare s  of 

Rs.  2 0   each

Profi t  an d  L oss  A/c

X   L t d . 

6,00, 00 0

2,00, 00 0

Y   L t d . 

2,00, 00 0

–

Assets

4, 000  S ha res  in

Y  Ltd.  on  31-01-2007

Sun d ry  Assets

X   L t d . 

1,20, 00 0

10,30,000

Y   L t d . 

–

3,22, 00 0

General     Reserve 50,000 – Profi t  &  L o ss  A/c

Liabilities 3,00, 00 0 1,50, 00 0 of  Y  Lt d.  38, 00 – 28,000

Les s  G e n.  1 0,000
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R e s e r v e

3,50, 00 0

B . C .   304

11,50,000     3,50, 000

Pro fit  a nd  Lo ss  Ac c ou nt  o f  Y   Lt d.  o n  01- 01- 20 0 7  wa s  Rs.  1 0, 0 00  (c re dit). 

P re pa r e  c o n sol i d a te d  b al a nc e   sh eet  a s  o n  3 1- 1 2- 20 0 7.
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3. H  L t d.  ac q ui re d  al l  t h e  s ha re s  in  K   L td.  o n  01- 0 1- 20 0 7  an d  t he  b al a nc e  s h e et s 

of  t he  t wo  c o m pa nie s  o n  3 1- 0 3- 2 00 7  w er e   a s   fol l o w s  :

L i a b i l i t i e s 

Sha re  Capital

Reserve  o n  01- 0 4-2006

Profi t  &  L oss  A/c

Sun d ry  Creditors

H   L t d . K   L t d .  

R s . R s . 

50,000 30,000

20,000 15,000

25,000 10,000

20,000 15,000

Assets

Sun d ry  Assets 

Sha re s  in  K  Ltd.

at  cost

H   L t d .          K   L t d .  

R s .                         R s . 

65,000 70,000

50,000 –

1,15, 00 0 70,000 1,15,000  70,000

The  P r of it  a nd  L os s  ac c o u nt  o f  K  Lt d.  h a d  a  c r e dit  b al a nc e   o f  Rs.  3, 0 00  on  1s t  Ap ril 

20 06.  P r ep ar e  a  c o n sol i da t e  B al a nc e   She et  o n  31 st  M ar c h,  20 07.

2 . 4 . 1 4   S U G G E S T E D   R E A D I N G S 

1. Ad v a nce d  A c c o unt i n g   (C o rp or at e  Ac c o u nti n g ) 

B y : As hok  S eh gal

: D e e p a k   S e h g a l 

P ub l i s h ed  b y  :  T ax m a n n   Al l ie d   Se rv ic e s  P v t.  Ltd. 

2. C or po ra t e  Ac c ounting

B y : C .   M o h a n   J u n e j a  B .   K .   S a c h d e v a  I n d e r j e e t   S i n g h  R a k e s h   K a t y a l 

P ub l i s h ed  b y   :  K al y a n i   P ub l ishers
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