CHAPTER

e 10 Company Accounts

UNIT - 1 INTRODUCTION TO COMPANY ACCOUNTS

1.1 INTRODUCTION

The unceasing human aspiration for continual growth has led to the rapid increase in the
number of businesses. Consequently, there arises a demand to increase operational scales in
order to meet the escalating requivements of an expanding consumer base. This expansion
necessitates substantial resources such as

(a) financial investments,
(b) advanced technology, and
(¢) extensive human involvement.

Accommodating these requirements proves challenging under proprietorship or partnership
structures as the amount of funds needed cannot be met by 1 or 50 people .

In response to this challenge, the idea of a ‘Company’ or “‘Corporation’ emerged.

Simultaneously, the necessity to distinguish management from ownership led to the
establishment of an organizational form now recognized as the ‘Company.’

The organizational structure known as the company is a remarkable product of human
ingenuity, facilitating businesses in conducting wealth creation activities through the efficient
utilization of resources. Over time, the company structure has evolved into a significant
institutional form for business enterprises, establishing a prominent role in both business
operations and the wealth-generating functions of society.

1.2 MEANING OF COMPANY

The term ‘Company,’ in everyday usage, commonly refers to a gathering of individuals
for social, companionship, or fellowship purposes. In an organizational context, ‘company’
signifies a collective of individuals who voluntarily agree to establish a company.

The term ‘company’ has its roots in the Latin words ‘com,” meaning with or together, and
‘pany,’ meaning bread.

Originally, it denoted an association of individuals or merchants discussing matters and
sharing meals.

According to this legal definition, a company is formed when a group of individuals agrees
to establish it under the law. Once formed, it becomes a distinct legal entity with perpetual
succession, its own unique name, and a common seal. [ts existence remains unaffected by
changes in its membership.



The concept of a company, rooted in law, denotes an organization comprising individuals,
known as shareholders by virtue of holding company shares. These shareholders are legally
authorized to elect a board of directors, allowing the company to function as a separate legal
entity. Typically, a company’s capital is represented by transferable shares, and its members
have limited liabilities.

1.3 SALIENT FEATURES OF A COMPANY

Here are the distinctive features of a company

1.

Incorporated Association: A company is brought into existence through legal processes,
requiring registration under the Companies Act. Without such registration, a company
cannot be formed. As a creation of law, it is considered an artificial legal entity.

Separate Legal Entity: A company possesses a distinct legal identity and remains
unaffected by changes in its membership. As a separate business entity, it can enter into
contracts, initiate legal actions, and be subject to legal actions in its registered name and
capacity.

. Perpetual Existence: Due to its independent existence from its members, a company

continues to exist despite changes in membership, including deaths, insolvencies, or other
alterations.

Common Seal: As a non-natural entity, a company cannot sign documents in the
manner of a natural person. To address this, a legal instrument known as the ‘Common
Seal’ is provided. Originally, the Companies Act, 2013 mandated the use of the common
seal on certain documents (e.g., bills of exchange, share certificates). However, recent
changes have made the use of the common seal optional. Documents that previously
required the common seal can now be signed by two directors or one director and a
company secretary. Additionally, every registered company in India is required to obtain
a unique Corporate ldentification Number (CIN) assigned by the Registrar of Companies.

Limited Liability: The responsibility of each shareholder in a company is confined to the
agreed-upon amount payable on the shares allocated to them. When shares are fully
paid-up, shareholders bear no further liability.

Distinction between Ownership and Management: Due to the extensive number of
shareholders, often spread across different locations, managing the day-to-day operations
becomes challenging. This necessitates the separation of ownership and management.

Not a Citizen: Despite being created by legal processes, a company does not hold citizenship
rights and duties comparable to those enjoyed by natural persons. It exists legally but
lacks the citizenship attributes of individuals.

. Transferability of Shares: Shareholders contribute capital through share subscriptions,

and these shares are generally transferable, with the exception of certain restrictions
imposed on transferability in the case of a private limited company.

. Maintenance of Books: Legal requirements mandate a limited company to maintain a

specific set of accounting books. Failure to comply with this obligation results in penalties.
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10. Periodic Audit: A company is obligated to undergo periodic audits conducted by chartered
accountants appointed for this purpose by shareholders upon the recommendation of the
board of directors.

11. Right of Access to Information: Shareholders have the right to inspect the company’s
account books, as governed by the Articles of Association. This right extends to participating
in company meetings and accessing periodic reports to obtain information from the
directors.

1.4 TYPES OF COMPANIES

1. Government Company

As per the definition provided in Section 2(45) of the Companies Act, 2013, a “Government
company” is defined as a company wherein at least fifty-one percent of the paid-up share
capital (s owned by either the Central Government (CG) or a State Government (SG), or
multiple State Governments (SG), or in a combination of the Central Government (CG) and
one or more State Governments(SG). This definition includes a company that functions as a
subsidiary of such a Government company.

2. Foreign Company

As outlined in Section 2 (42) of the Companies Act, 2013, a Foreign company” is defined as
any company or body corporate incorporated outside India that meets the following criteria:

(a) Possesses a place of business in India, either divectly or through an agent, whether
physically or via electronic means; and

(b) Engages in any business activity in India through any other method.

3. Private Company

In accordance with Section 2(68) of the Companies Act, 2013, a ‘Private company’ is
delineated as a company whose articles:

(a) Impose limitations on the right to transfer its shares;

(b) Set a restriction on the number of its members limited to 200, with the exception of a
One Person Company (OPC),.

(¢) Prohibits any public invitation for the subscription of the company’s securities. Additionally,
shares of a Private Company are not publicly listed on the Stock Exchange.

Note: w.r.t to Point No. ii

that in cases where two or more individuals jointly hold shares in a company, they are
considered a single member for the purposes of this provision.

Furthermore, it is stipulated that:
() Individuals currently employed by the company; and

(i) Individuals who, having been previously employed by the company, were members of
the company during their employment and have continued as members after their
employment ceased, are not to be counted in the total number of members;
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4. Public Company
Section 2(71) of the Companies Act, 2013 defines a Public Company as a company that:
(a) which is not a private company; and

(b) Possesses a minimum paid-up share capital as stipulated by regulations.

However, it is important to note that a company, which is a subsidiary of a public company
company, is considered a public company under this Act, even if the subsidiary continues to
be classified as a private company in its articles.

A company classified as a listed public company, if it becomes unlisted, will still be considered
a public company.

Note wrt to point (b)

The Companies Act, 2013 has eliminated the previous minimum paid-up share capital
requirements of INR 1,00,000 (for private companies) and INR 5,00,000 (for public
companies). Consequently, there are no longer minimum paid-up capital prerequisites for
the incorporation of both private and public.companies in India.

5. One Person Company

According to Section 2(62) of the Companies Act, 2013, a “One Person Company’ s
characterized as a company that comprises only one individual as a member.

6. Small Company

As per Section 2(85) of the Companies Act, 2013, a “Small company” is defined as a
company, excluding a public company, meeting the following criteria:

(A) The paid-up share capital does not surpass four crore rupees (4Cr.) or the prescribed
higher amount, not exceeding ten crorve rupees (10 Cv.).

(B) The turnover, based on the last profit and loss account for the immediately preceding
financial year, does not exceed forty crore (40 Cr.) rupees or the prescribed higher
amount, not surpassing hundred crorve rupees (100 Cr.).

However, the provisions of this clause do not apply to:
(i) A holding company or a subsidiary company.
(i) A company registered under section 8.
(iify A company or body corporate governed by any special Act.

7. Listed Company

In accordance with Section 2(52) of the Companies Act, 2013, a “listed company” is defined
as a company that has its securities listed on any recognized stock exchange.

Conversely, a company whose shares are not listed on any recognized stock exchange is
referved to as an “Unlisted Company.”

[t's important to note that an unlisted company can fall into either the category of a public
company or a private company.
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8. Unlimited Company

As per Section 2(92) of the Companies Act, 2013, an “Unlimited company” is characterized
as a company where there is no restriction on the liability of its members.

9. Company limited by Shares

According to Section 2(22) of the Companies Act, 2013, a “Company limited by shares” is
described as a company wherein the liability of its members is restricted by the memorandum
to the amount, if any, unpaid on the shares they hold.

10. Company limited by Guarantee

As outlined in Section 2(21) of the Companies Act, 2013, a “company limited by guarantee”
is defined as a company where the liability of its members is restricted by the memorandum
to the amount that the members individually commit to contributing to the company’s
assets in the event of its winding up.

11. Holding Company

As per Section 2(46) of the Companies Act, 2013, the term “Holding company,” controlling
one or more other companies, refers to a company of which those companies are considered
subsidiary companies.

12. Subsidiary Company

According to Section 2(87) of the Companies Act, 2013, a “subsidiary company” is defined
as a company where the holding company:

() Governs the composition of the BOD; or

(i) Exercises or controls more than half of the total shave capital either on its own or
collectively with one or more of its subsidiary companies.

A company is considered a subsidiary of the holding company even if there is indirect control
through subsidiary companies.

The control over the composition of the subsidiary company’s Board of Directors implies the
exevcise of authority to appoint or remove all or a majority of the directors of the subsidiary
company.

1.5 MAINTENANCE OF BOOKS OF ACCOUNT

As outlined in Section 128 of the Companies Act, 2013, each company is required to create
and maintain, at its registered office, books of account, along with other pertinent books,
papers, and financial statements for every financial year. These records must present an
accurate and comprehensive depiction of the company'’s state of affairs, including any branch
office(s), elucidating transactions conducted both at the registered office and its branches.
The accounting entries in these books should adhere to the accrual basis and be in accordance
with the double-entry system.

Additionally, the company is permitted, as specified further, to maintain these books of
account or relevant papers in electronic format, following the prescribed manner.
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1.6 PREPARATION OF FINANCIAL STATEMENTS

As per Section 129 of the Companies Act, 2013, the financial statements are required to
present an accurate and comprehensive depiction of the company’s state of affairs. They must
comply with the notified accounting standards and be presented in the format as prescribed
in Schedule 111, which may vary for different classes of companies. It is the responsibility of
the Board of Directors to present these financial statements at each annual general meeting
of the company.

In accordance with Section 2(40) of the Companies Act, 2013, Financial Statements includes
various components, including but not limited to:

i. A balance sheet reflecting the financial position at the end of the financial year;

ii. A statement of profit and loss ,or in the case of a company engaged in non-profit
activities, an income and expenditure account for the financial year;

iii. A cash flow statement (CFS) for the financial year;
iv. A statement of changes in equity, where applicable; and

v. Notes to A/c forming part of any document mentioned in sub-clauses (i) to (iv).

Note: FST for a One Person Company (OPC), small company, and dormant company
may, under the provided condition, exclude the cash flow statement.

REQUISITES OF FINANCIAL STATEMENTS

It is required to present an accurate and comprehensive depiction of the company'’s state of
affairs as of the conclusion of the financial year.

1. Provisions Applicable

Specific class of company such as -

(a) Insurance companies

(b) Banking companies

(¢) Companies involved in the generation or supply of electricity

(d) Any other class of company prescribed

The above mentioned company shall follow prescribed Form of balance sheet or Profit and
loss account is mandated under the relevant Act governing them.

(2) For all other companies:

The Balance Sheet should adhere to the format outlined in Part | of Schedule Ill, and the
Statement of Profit and Loss should follow the guidelines set out in Part Il of Schedule IIl.

COMPLIANCE WITH ACCOUNTING STANDARDS

In accordance with Section 129 of the Companies Act, adherence to the accounting standards
notified by the Central Government on a periodic basis is obligatory.
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Schedule Il of the Companies Act, 2013

According to Section 12.9 of the Companies Act, 2013, it is required that financial statements
provide an accurate and comprehensive depiction of the state of affairs of the company or
companies. They must also adhere to the accounting standards notified under Section 133
and be presented in the form or forms as specified for different classes of companies in
Division | of Schedule Il under the Act.

PART I — FORMAT OF BALANCE SHEET
Name of the Company......................

Balance Sheet as at............ccc.........

Particulars Notes Figures as Figures as at
No. at end of end. of the
the cuwfent previous
gggorting reporting
peviod period
EQUITY AND LIABILITIES
1. | Shareholders’ funds
a. | Share capital (A) m XXX XXX
b. | Reserves and Surplus (B) XXX XXX
¢. | Money received agaii XXX XXX
2. | Share application money pending allotment XXX XXX
3. | Non-current liabilitiesmm
a. | Long-term borrowings (C) XXX XXX
b. | Deferred tax liabilities ( XXX XXX
c. | Other long term liabilities XXX XXX
d. | Long-term provisions (D) XXX XXX
4. | Current liabilities
a. | Short-term borrowings (E) XXX XXX
b. | Trade Payables
total outstanding dues of micro enterprises XXX XXX XXX XXX
and small enterprises; and
total outstanding dues of creditors otherthan
micro enterprises and small enterprises.]
c. | Other curvent liabilities (F) XXX XXX
d. | Short-term provisions XXX XXX
Total XXX XXX
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ASSETS

1. | Non-current assets

a. | i. | Property, Plant and Equipment XXX XXX

ii. | Intangible assets (H) XXX XXX

iii. | Capital Work-in-progress XXX XXX

iv. | Intangibleassetsunderdevelopment XXX XXX
b. | Non-current investments (I) XXX XXX
¢. | Deferred tax assets (Net) XXX XXX
d. | Long-term loans and advances (J) XXX XXX
e. | Other non-current assets XXX XXX

2. | Current assets

a. | Current investments (K) XXX XXX
b. | Inventories (L) XXX XXX
¢. | Trade receivables m XXX XXX
d. | Cash and cash equivalents (M) XXX XXX
e. | Short-term loans XXX XXX
f. | Other current assets XXX XXX

Some items are to be clarified as follows (the list is not exhaustive):

A. SHARE CAPITAL

For every category of share capital, the following considerations should be taken into account:

i. The authorized number and amount of shares.

ii. The number of shares that are issued, subseribed, and fully paid, as well as those issued,
subscribed but not fully paid.

iii. The par value per share.

iv. Reconciliation of shares outstanding at the beginning and end of the reporting period.
v. Unpaid calls.

vi. Forfeited shares.

B. RESERVES AND SURPLUS

Reserves and surplus may be allocated among the subsequent sub-headings:
i. Capital reserves

ii. Capital redemption reserves

iii. Securities Premium

iv. Debenture Redemption reserve
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v. Revaluation reserve
vi. Surplus; the balance as per profit and loss statement
vii. Other reserves (specify the nature and purpose)

C. LONG TERM BORROWINGS
Long-term borrowings can be categorized within the subsequent sub-headings::
i. Bonds/Debentures
ii. Term loans
iii. Deferred payment liabilities
iv. Deposits
v. Long term maturities of finance lease obligations
vi. Loans and advances from related parties
vii. Other loans and advances (specify nature)

D. LONG TERM PROVISIONS

This can be categorized as follows:
i. Provisions for employee benefits such as gratuity, provident fund, etc.
ii. Other provisions (please specify the nature).

E. SHORT TERM BORROWINGS
Short-term borrowings can be categorized within the subsequent sub-headings::
i. Loans repayable on demand
ii. Loans and advances from related parties
iii. Deposits
iv. Other loans and advances (specify the nature)
F. OTHER CURRENT LIABILITIES
Some of the additional curvent liabilities can be organized as follows::
i. Interest accrued but not/and due on borrowings
ii. Income received in advance
iii. Unpaid dividends
iv. Application money received for allotment of securities and due for refund and interest
accrued thereon
v. Other current liabilities (specify the nature)
G. PROPERTY, PLANT AND EQUIPMENT
Property, Plant and Equipment can be categorized in the following manner :
i. Land
ii. Buildings
iii. Plant and Equipment
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iv. Furniture and Fixtures

v. Vehicles

vi Office equipment
vii. Others (specify the nature)

A comprehensive report detailing additions, disposals, acquisitions through business
combinations, and other adjustments, along with amounts related to depreciation, impairment
losses, revaluation, etc., must be furnished for each category of asset.

H. INTANGIBLE ASSETS
Intangible assets can be categorized as follows:
i. Goodwill
ii. Brands/trademarks
iii. Computer software
iv. Mining rights
Publishing titles

Copyrights, patents and other intellectual property rights, services and operating rights.

V.
vi.
vii. Licence and franchise
viii. Recipes, models, designs, formulae and prototypes
ix. Others (specify the nature)

Anin-depthreportillustrating additions,disposals, acquisitions through business combinations,
and other adjustments, along with amounts associated with depreciation, impairment osses,
revaluation, etc., is required for each category of asset.

. NON-CURRENT INVESTMENTS
Investments can be categorized as under:

i. Investments in property
ii. Investments in equity instruments

iii. Investments in preference shares

Iv.
V.
vi.
vil.

viil.

Investments
Investments
Investments
Investments

in governments or trust securities
in debentures or bonds
in mutual funds

in partnership firms

Other non-current investments (specify the nature)

J. LONG TERM LOANS AND ADVANCES

It may be categorized within the subsequent sub-groups::

i. Capital advances

ii. Security deposits
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iii. Loans and advances to related parties
iv. Other loans and advances (specify nature) \
The aforementioned shall also be further classified as follows:
i. Secured, considered goods
il. Unsecured, considered goods
iii. Doubtful

K. CURRENT INVESTMENTS
It may be categorized as follows:

I. Investments in equity instruments

ii. Investments in preference shares

iii. Investments in government or trust securities
iv. Investments in bonds or debentures

v. Investments in mutual funds

vi. Investments in partnership firms

vii. Other investments (specify the nature)

L. INVENTORIES
Inventories may be categorized as follows:
i. Raw materials
ii. Work-in-progress
iii. Stores and spares
iv. Finished goods
v. Loose tools
vi. Stock in trade
vii. Goods in transit
viii. Others (specify the nature)

L. CASH AND CASH EQUIVALENTS
The following head may be categorized as follows :
i. Balances with banks
ii. Cheques, drafts in hand
iii. Cash in hand
iv. Others (specify the nature)

PART II — FORMAT OF STATEMENT OF PROFIT AND LOSS

Name of the Company........................
Profit and Loss Statement for the year ended ......................... Cin... )
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Particulars Note Figures for the Figures for

No. current reporting the previous
peviod reporting period
l. Revenue from operations XXX XXX
. Other income XXX XXX
M. Total Revenue (I + 1) XX XX
V. Expenses: X X
Cost of materials consumed XX XX
Purchases of Stock-in-Trade X X
Changes in inventories of finished XX XX
goods, Work-in-Progress and X X
Stock-in-Trade Employee
benefits expense XX XX
Finance costs X X
Depreciation and amortization XXX XXX
expense Other expenses
XX XX
X X
XX XX
X X
XX XX
X X
XXX XXX
Total expenses V XXX XXX
V. Profit before exceptional and XX XXX XX XXX
extraordinary items and tax (lI1-
v)
VI. Exceptional items X X
VII. Profit before extraordinary items XX XXX XX XX
and tax (V-VI)
VIII. | Extraordinary [tems XXX XX
IX. Profit before tax (VII-VIII) XXX X
XXX
X. Tax expense: XXX XXX
1. Current tax
2. Deferved tax
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Xi. Profit (Loss) for the period XXX XXX
from continuing operations (VII-
VIIT
XIl. Profit/(Loss) from discontinuing XXX XXX
operations XXX XX
X
Xlll. | Tax expense of discontinuing XXX XX
operations N
XIV. | Profit/(Loss) from discontinuing XXX XX
operations (after tax) (XI1-XIII)
XV. Profit (Loss) for the period (XI + XXX X
XIV)
XVI. | Earnings per equity shave: XXX XX
(1) Basic XXX X
(2) Diluted XX
X
XX
X

TEST YOUR KNOWLEDGE

True and Falseo
1. Every public company is a listed company. (ICAl Study Material)

Sol. False .Listed companies are those that have their shaves listed on a stock exchange, making
them accessible to the general public. While every listed company is considered a public
company, it's important to note that not every public company is necessarily listed.

2. Shaves of a private company are not listed on the stock exchange. (ICAl Study Material)

Sol. True . Shares of a company become listed on the stock exchange only if it is a public
company. Therefore, every listed company is, by definition, a public company.

3. It is not mandatory to incorporate a company under the companies act. (ICAl Study
Material)

Sol. False . Under the Companies Act, it is obligatory to formally establish a company through
incorporation. Without undergoing this process, a company cannot be brought into
existence.

4. Company is an artificial, legal person created by law. (ICAl Study Material)

Sol True . A company is brought into existence through the legal process and is recognized
as a distinct entity separate from its members.
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5. Death, insolvency or change of members affects the existence of a company. (ICAl Study
Material)

Sol. False .A company is an independent legal entity established by law, and its existence
remains unaffected by factors such as death, insolvency, or changes in membership.

6. If the shares are fully paid-up by the shareholder, he is subject to no further liability.
(ICAIl Study Material)

Sol.True. The liability of shareholders is confined to the extent of the unpaid share capital.
Therefore, if the shares are fully paid-up, the shareholder incurs no additional liability.

7. Public limited companies have restrictions on transferability of shares. (ICAl Study
Material)

Sol. False . Shares of a public company can be freely transferred, while in a private limited
company, there are restrictions on the transferability of shares.

8. Financial statements of a company show the financial position of the business. (ICAI
Study Material)

Sol. True. The financial statements provide an accurate and comprehensive depiction of the
company’s state of affairs. These financial statements encompass items such as the profit
and loss account, balance sheet, and other relevant components.

9. Schedule | gives proforma of Balance Sheet. (ICAl Study Material)
Sol. False . Part | of Schedule Ill delineates the proforma of the Balance Sheet.
10. Schedule Il prescribes the format of Directors’ Report . (ICAl Study Material)
Sol. False . Part | of Schedule [Il details the proforma of the Balance Sheet and Profit and Loss.

11. Financial statements need to be true and corvect as per Companies Act. (ICAl Study
Material)

Sol. False . According to Section 128, each company is required to prepare financial statements
for every financial year that provide an accurate and comprehensive representation of
the company’s state of affairs.

MULTIPLE CHOICE QUESTIONS

1. Which of the following statement is not a feature of a Company? (ICAl Study Material)
(a) Separate legal entity
(b) Perpetual Existence
(¢) Members have unlimited liability
(d) All of the above
Sol. (¢) Members have unlimited liability

2. In a Government Company, the holding of the Central Government in paid-up capital
should not be less than - (ICAI Study Material)

(@) 25% () 50%
(© 51% d)  100%
Sol. (¢) 51%
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3. Which of the following statements is true in case of a Foreign Company? (ICAl Study
Material)
(&) A Company incorporated in India and has place of business outside India.
(b) A Company incorporated outside India and has a place of business in India.
(c) A Company incorporated in India and has a place of business in India.
(d) None of the Above
Sol. (b) A Company incorporated outside India and has a place of business in India.
4. Which of the following statements is not a feature of a private company? (ICAl Study
Material)
(o) Restricts the rights of members to transfer its shares.
(b) Does not restrict the number of its members to any limit.
(c) Does not involve participation of the public in general.
(d) None of the Above
Sol. (b) Does not restrict the number of its members to any limit.
5. Under Schedule 11l of the Companies Act, assets and liabilities are to be disclosed based
on: (ICAl Study Matevrial)
(o) Current/ non-current. (b)  Financial fnon-financial.
(c) Owned fnot-owned. (d)  All of the Above

Sol. (a) Current/ non-curvent.
6. Schedule (1l of the Companies Act prescribes the format and content of : (ICAl Study
Material)
() Balance sheet and statement of profit and loss
(b) Auditors’ report.
(c) Directors' report.
(d) None of the Above
Sol. (a) Balance sheet and statement of profit and loss
7. A company is required to maintain its books of accounts at : (ICAl Study Material)
(o) its registered office.
(b) its largest branch office.
() Managing Director's residence.
(d) All of the above
Sol. (a) its registered office.
8. Cash flow statements are not required for: (ICAl Study Material)
(o) Private company.
(b) One person company.
(c) Public company.
(d) All of the Above
Sol. (b) One person company.
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9. The presentation and disclosure requirements of a company are prescribed by : (ICAl

Study Material)
(o) Schedule ITT. (b)  Schedule IT.
(c) Schedule I. (d)  None of the Above

Sol. (a) Schedule IlI.

10. Following is an example of current assets: (ICAl Study Material)
(0) Inventories.
(b) Property, Plant & Equipment.
() Intangible Assets.
(d) All of the Above

Sol. (a) Inventories.

11. Earnings per share (EPS) is to be disclosed in which of the following sections of the
financial statements ? (ICAl Study Material)
() Balance Sheet.
(b) Statement of Profit and Loss.
() Cash Flow Statements.
(d) All of the above

Sol. (b) Statement of Profit and Loss.

12. Following is NOT an example of a company under Companies Act, 2013 : (ICAl Study
Material)
(@) Small company.
(b) Private company.
() Large company.
(d) All of the Above

Sol. (¢) Large company.

HEORY QUESTIONS

1. Explain salient features of a company in brief. (ICAl Study Material )
Sol. Here are the distinctive features of a company:

Incorporated Association: A company is brought into existence through legal processes,
requiring registration under the Companies Act. Without such registration, a company
cannot be formed. As a creation of law, it is considered an artificial legal entity.

Separate Legal Entity: A company possesses a distinct legal identity and remains
unaffected by changes in its membership. As a separate business entity, it can enter into
contracts, initiate legal actions, and be subject to legal actions in its registered name
and capacity.

Perpetual Existence: Due to its independent existence from its members, a company
continues to exist despite changes in membership, including deaths, insolvencies, or other
alterations.
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Common Seal: As a non-natural entity, a company cannot sign documents in the manner
of a natural person. To address this, a legal instrument known as the ‘Common Seal’ is
provided. Originally, the Companies Act, 2013 mandated the use of the common seal
on certain documents (e.g., bills of exchange, share certificates). However, recent changes
have made the use of the common seal optional. Documents that previously required
the common seal can now be signed by two directors or one director and a company
secretary. Additionally, every registered company in India is required to obtain a unique
Corporate ldentification Number (CIN) assigned by the Registrar of Companies.

Limited Liability: The responsibility of each shareholder in a company is confined to the
agreed-upon amount payable on the shares allocated to them. When shares are fully
paid-up, shareholders bear no further liability.

Distinction between Ownership and Management: Due to the extensive number of
shareholders, often spread across different locations, managing the day-to-day operations
becomes challenging. This necessitates the separation of ownership and management.

Not a Citizen: Despite being created by legal processes, a company does not hold citizenship
rights and duties comparable to those enjoyed by natural persons. It exists legally but
lacks the citizenship attributes of individuals.

Transferability of Shares: Shareholders contribute capital through share subscriptions,
and these shares are generally transferable, with the exception of certain restrictions
imposed on transferability in the case of a private limited company.

Maintenance of Books: Legal requirements mandate a limited company to maintain a
specific set of accounting books. Failure to comply with this obligation results in penalties.

Periodic Audit: A company is obligated to undergo periodic audits conducted by chartered
accountants appointed for this purpose by shareholders upon the recommendation of
the board of directors.

Right of Access to Information: Shareholders have the right to inspect the company’s
account books, as governed by the Articles of Association. This right extends to
participating in company meetings and accessing periodic reports to obtain information
from the directors.

2. Write short note on:
(i) Foreign company.
(i) Small company.
(iii) Company limited by guarantee. ( ICAT Study Material )
Sol. (i) Foreign Company

As outlined in Section 2 (42) of the Companies Act, 2013, a “Foreign company’ is
defined as any company or body corporate incorporated outside India that meets the
following criteria:

(a) Possesses a place of business in India, either directly or through an agent, whether
physically or via electronic means; and

(b) Engages in any business activity in India through any other method.
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(if) Small Company
As per Section 2(85) of the Companies Act, 2013, a “Small company” is defined as a
company, excluding a public company, meeting the following criteria:

(i) The paid-up share capital does not surpass four crore rupees or the prescribed higher
amount, not exceeding ten crore rupees.

(i) The turnover, based on the last profit and loss account for the immediately preceding
financial year, does not exceed forty crore rupees or the prescribed higher amount, not
surpassing hundred crore rupees.

However, the provisions of this clause do not apply to:

(A) A holding company or a subsidiary company.

(B) A company registered under section 3.

(C) A company or body corporate governed by any special Act.

(iify Company limited by Guarantee

As outlined in Section 2(21) of the Companies Act, 2013, a “company limited by
guarantee” is defined as a company where the liability of its members is restricted by
the memorandum to the amount that the members individually commit to contributing
to the company'’s assets in the event of its winding up.
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INTRODUCTION

Funds injected by the owner(s) into a business are known as capital.

In a sole proprietorship business, the proprietor contributes capital. In contrast, in a
partnership where there are multiple proprietors known as partners, the partners infuse
capital into the firm.

Given that the number of members in a partnership is limited, the capital available is
also restricted in such business forms. Additionally, the liability of the proprietor / partner
is unlimited (exception LLP)

Capital funding process for different types of business forms can be summarised as follows:

Business Organisation .,; Ownerslﬂ;fp_ . Type of _gapit Liability of Owners
Sole - Proprietorship | Proprietor - He Capital Unlimited
alone is the owner of
business
Partnership Partnews Partners' Capital | Unlimited
Company Shareholders Share Capital Limited to issue price of
shares held

Non-corporate entities (Sole-Proprietorship / Partnership) found it challenging to manage
the intensified capital requirements and high risk levels of business. Consequently, this gave
rise to the adoption of the corporate form of organization known as company.

SHARE CAPITAL

The company’s entire capital is divided into numerous small units, each of a predetermined
amount, referred to as shares.

The printed value on the share certificate, known as nominal/par/face value, represents
the fixed value of a share. It is important to note that a company has the option to offer
shares at a price distinct from the face value .

The liability of shareholders, who are the holders of shares, is confined to the acquisition
price of the shares they own.



How are shares priced in an IPO..???

The issue price is not mandated to align with the market price of the share. In contemporary
practices, shares are commonly priced using the book-building process.

In this method, the company establishes a price range for its shares, and the issue price

is ultimately determined based on bids received from prospective investors within this price
band.

(Book building is a process by which a company establishes its share prices.)

The company’s capital is distributed into shares, collectively known as ‘Share Capital.’
During the issue of shares, it is mandatory for every company to comply with SEBI Regulations.

The share capital of a company is categorized as follows:

(i) Authorized Share Capital or Nominal Capital: This represents the maximum capital
requirements estimated by a company, specified in the ‘Capital Clause’ of the ‘Memorandum
of Association’ registered with the Registrar of Companies. It imposes a limit on the amount
of capital authorized to be vaised during the company’s lifetime, known as ‘Authorized
Capital’ It is presented in the Share Capital schedule in the financial statements following
the prescribed format at face value.

(ii) Issued Share Capital: A company is not obligated to issue its entire authorized capital.
The portion of the share capital actually issued out of Authorized by the company is termed
‘Issued Capital.’ Issued capital encompasses the nominal value of shares issued for cash and
consideration other than cash to promoters and others. It is also presented in the balance
sheet at nominal value.

The remaining portion of the authorized capital that is not issued, either in cash or
consideration, may be termed as ‘Unissued Capital.’ This is not disclosed in the balance sheet.

(ii0) Subscribed Share Capital: This is the part of the issued share capital subscribed by the
public, i.e., applied by the public and allotted by the company. It also includes the face value
of shares issued by the company for consideration other than cash.

(iv) Called-up Share Capital: Companies usually receive the issue price of shares in installments.
The portion of the issue price of shares that a company has demanded or called from
shareholders is known as ‘Called-up Capital, and the balance, which the company has
decided to demand in the future, may be referved to as Uncalled Capital.

(V) Paid-up Share Capital: This is the portion of called-up capital paid by the shareholders.
Installments in arvears refer to the amount not paid, although it has been demanded by
the company as payment towards the issue price of shares. To calculate paid-up capital,
the amount of installments in arvears is deducted from called-up capital. Call-in-advance
is the portion of capital yet to be called by the company but has already been paid by the
shareholder. In the financial statements, called-up and paid-up capital are shown together.

(vi) Reserve Share Capital: According to Section &5 of the Companies Act, 2013, a company
may decide, through a reSol., that a certain portion of its subscribed uncalled capital shall not
be called up except in the event of winding up of the company. This portion of the uncalled
capital, which a company has decided to call only in the case of liquidation, is termed Reserve
Capital.
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Reserve Capital is distinct from Capital Reserve, as Capital reserves are part of ‘Reserves and
Surplus’ and refer to those reserves not available for the declaration of dividends.

Reserve Capital, on the other hand, is a portion of the uncalled capital to be called up only in
the event of the company’s winding up, and it differs in nature from Capital Reserve, which
is created out of capital profits only.

TYPES OF SHARES

Shares issued by a company can be categorized as follows:

0 Preference Shares: As per Section 43 of the Companies Act, 2013, individuals
holding preference shares, known as preference shareholders -

0 are guaranteed a preferential dividend at a fixed rate throughout the company’s
existence.

0 They also hold a preferential right over equity shareholders to receive payment first
in the event of the company’s winding up.

Typically, holders of these shares do not have voting rights.

Companies opt for this financing method as it is more cost-effective than raising debt. The
dividend is usually cumulative and may not be paid every year in the case of a deficiency in
profits.

Preference shares are typically Redeemable, Cumulative, Non-Convertible and Non-
Participating unless expressly stated otherwise.

Types of Preference Shares
Preference shares can assume various types, including:

(a) Cumulative Preference Shares: These shares entitle the holder to a fixed dividend or a
dividend at a fixed rate.

If the current year’s profits are insufficient, then unpaid dividend accumulates, and if
arvears exist for a continuous two years, holders gain the right to participate and vote
on reSol.s in general body meetings.

(b) Non-cumulative Preference Shares: These shares grant the right to a fixed dividend, but
if no dividend is declared in a year, the right to receive it expires.

(¢) Participating Preference Shares: Despite having a fixed dividend, these shares allow the
holder to participate in surplus profits after equity shareholders are paid a stipulated
rate of dividend. They also confer a predetermined proportion of surplus in the event of
the company’s winding up.

(d) Non-participating Preference Shares: These shares only receive a fixed rate of dividend
without additional rights in profits or surplus on winding-up, unless otherwise specified.

(e) Redeemable Preference Shares: These shares are issued with the condition that the
company will repay them after a fixed period or earlier at the company’s discretion,
governed by Section 55 of the Companies Act, 201 3.

(F) Non-redeemable Preference Shares: Preference shares without a redemption arvangement
are termed Non-redeemable Preference Shares. Section 55 prohibits companies from
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issuing irredeemable preference shares or preference shares redeemable after 20 years,
except for specified infrastructure projects.

(9) Convertible Preference Shares: These shares give the holder the option to convert them
into equity shares according to the terms and conditions of their issue.
(W) Non-convertible Preference Shares: Shares without the right to convert into equity
shares are termed Non-convertible Preference Shares.
0 Equity Shares: Equity shares refer to those shares that are distinct from preference
shares, lacking preferential rights in terms of dividend payment or capital repayment.

The dividend rate on equity shares is determined by the Board of Directors and is subject
to change based on the company’s dividend policy and available profits after meeting the
references of preference shareholders. Equity shares come with voting rights.

The Companies Act, 2013 allows the issuance of equity share capital with varying rights
concerning dividend, voting, or other aspects in accordance with specified requlations.

A company has the option to issue shares either -

a for cash or

a for consideration other than cash.

ISSUE OF SHARES FOR CASH
To issue shaves, private companies rely on ‘Private Placement’ of shares, while public companies
issue a ‘Prospectus’ to invite the general public for share subscriptions.

For the purpose of discussing accounting treatment, the focus will be on public companies
that invite the general public to subscribe to equity shares. The same accounting treatment
is applicable in other scenarios. However, when recording journal entries for the issue of
preference shares, the term ‘Equity’ is replaced with ‘Preference.

Process in Issue of Share to Public by the company:
1st Step: Issue of prospectus to invite the general public to subscribe to its shares

2nd Step: Interested parties deposit applications, along with the cash amount payable
at the time of application.

Note: The initial installment paid with the application is termed as ‘Application Money’. As
per Section 39 of the Companies Act, 2013, application money must be at least 5% of the
Face Value (i.e. Nominal Value) of shares.

However, SEBI regulations stipulate that the minimum application money, along with the
application money, shall not be less than 25% of the issue price.

Matters related to the issue and transfer of securities, as per Section 24 of the Companies
Act, 2013, are administered by SEBI, not the Company Law Board.

Following the closing date of the issue (the last date for submitting applications), the
company, in consultation with SEBI and the relevant stock exchange, determines the allotment
of shares. According to the Companies Act, 2013, a company is not permitted to proceed
with the allotment of shares unless it has received the minimum subscription (i.e. 90%).

The minimum subscription amount disclosed in the prospectus by the Board of Directors
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is determined by considering various factors, including:

(a) Preliminary expenses of the company,

(b) Commission payable on the issue of shares,

(¢) Cost of fixed assets already purchased or intended to be purchased,

(d) Working capital requirements of the company, and

(e) Any other expenditure necessary for the day-to-day operation of the business.

However, In accordance with the Securities Exchange Board of India (SEBI) guidelines,
the minimum subscription amount to be received in an issue must not be less than 90% of
the offer through the offer document.

If the company fails to secure the minimum subscription of 90% of the issue, all application
funds received will be refunded to the applicants within:

(a) fifteen days of the closure of the issue for non-underwritten issues, and

(b) seventy days of the closure of the issue for underwritten issues where the minimum
subscription, including devolvement obligations paid by the underwriters, is not received
within sixty days of the issue’s closure.

The company typically receives the issue price of shares in installments, and these installments
are commonly referred to as:

First installment Application Money
Second Installment = Ll Allotment Money
Third Installment First Call Money
Fourth Instalment L. Second Call Money and so on.
Last Installment Final Call Money
JOURNAL ENTRIES FOR ISSUE OF SHARES FOR CASH

Upon the issuance of share capital by a company, the following entries are recorded in the
financial records:

0 Upon the receipt of the application money

Bank Account Dr. (With the actual amount received.)

To Share Application Account

(Being received application money)
o On allotment of share

Share Allotment Account Dr. (With the amount due on allotment.)

Share Application Account  Dr. (With the application amount received on allotted shares.)
To Share Capital Account  (With the amount due on allotment and application.)

(Being the amount payable on allotment and the transfer of application funds to the capital
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account)

0 On receipt of allotment money

Bank Account Dr. (With the amount actually received on allotment.)
To Share Allotment A/c

(Being allotment money received)

a0 On a call being made

Share Call Account Dr. (With the amount due on the call)

To Share Capital Account

(Being share call made due at ...)

0 On receipt of call money

Bank Account Dr. (With the due amount actually received on call)
a To Share Call Account

(Being share call money received)

SUBSCRIPTION OF SHARES

The accounting treatment for the issuance of shares varies based on the subscription type.
When a company opts to offer shares to the public, it solicits subscriptions by publishing a
prospectus. It is not mandatory for the company to receive applications matching the number
of shares issued.

Three scenarios may arise:
Full Subscription

The issue is considered fully subscribed when the quantity of shaves presented for subscription
matches the number of shares actually subscribed by the public. To initiate the discussion on
the accounting treatment for share issuance, let’s assume that the issue is fully subscribed.

Under Subscription

It implies that the quantity of shares issued exceeds the number of shares subscribed by the
public subject to 90% as discussed in “Minimum Subscription Para”.

Over Subscription

In practice, share issue are often either under-subscribed or over-subscribed. In cases of
oversubscription, certain applications may be declined, resulting in the refund of application
money. For other applications, only a portion of the requested shares may be allotted, and
any surplus funds received can be utilized for allotment or upcoming call payments. The

entries are:
0 On refund of application money to applicants to whom shares have not been
allotted: Share Application A/c Dr.

To Bank Account

(Being application money refunded to the applicants)
0 When only a part of shares applied for are allotted. Share Application A/c  Dr.
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To Share Allotment* A/c  (With the application money accepted for allotment)
To Share Calls-in-Advance* A/c  (With the amount received in advance)

To Bank A/c (With any excess amount to be refunded) (Being excess application money
adjusted)

*Credited to Share Capital A/c subsequently.
(Note: This type of share allotment is termed as Pro-rata allotment discussed later)

SHARES ISSUED AT DISCOUNT

Shares are considered to be issued at a discount when the issue occurs at an amount lower
than the nominal or par value or face value of the shares. The difference between the nominal
value and the issue price represents the discount on the shares.

Section 53 of the Companies Act, 2013 stipulates that a company is not allowed to issue
shares at a discount, except in the case of the issuance of sweat equity shares (shares issued
to employees and directors). Consequently, any issuance of shares at a discount is considered
void.

Top of Form

SHARES ISSUED AT PREMIUM

When a company issues its securities at a price higher than the face value, it is termed as an
issue at a premium. Premium represents the surplus of the issue price over the face value of
the security.

It is a common practice for financially robust and well-managed companies to issue shares
at a premium, i.e., at an amount exceeding the nominal or par value of the shares.

Example: if a share with a face value

In cases where the issue is at a premium, the premium amount may technically be called
at any stage of share capital transactions. However, in practice, premium is usually called
along with the amount due on allotment, occasionally with the application money, and rarely
with the call money.

ACCOUNTING TREATMENT

When shares are issued at a premium, the premium amount is recorded in a distinct account
known as the “Securities Premium Account,” as it does not constitute a part of the share
capital. Instead, it signifies a “capital gain” for the company.

As a credit balance, the Securities Premium Account is presented under the “Reserves
and Surplus” category. However, ‘Reserves and Surplus’ is classified as ‘shareholders’ funds’
in the Balance Sheet according to Schedule .

Section 52 of the Companies Act, 2013, specifies that the Securities Premium Account
can be utilized by the company for the following purposes:

(a) Issuing unissued shares of the company as fully paid bonus shares to its members.
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(b) Writing off preliminary expenses incurred by the company.

(¢) Writing off expenses, commission, or discounts related to any share or debentures of the
company.

(d) Adjusting premium on the redemption of redeemable preference shares or debentures.

(e) Purchasing the company’s own shares or other securities. (Buy-Back of Shares)

When shares are issued at a premium, the following journal entries are passed :

0 Premium amount called with Application money

Bank A/c Dr. [Total Application wmoney + Premium Amount]

To Share Application A/c [Amount received] (Being Application Money received on Shares
@ X per share including premium)

Share Application A/c Dr. [No. of Shares Applied for  x Application Amount per
share]

To Securities Premium A/c  [No. of Shares allotted x Premium Amount per share]
To Share Capital A/c [No. of Shares allotted x Nominal value per share for capital]
o Premium Amount called with Allotment Money

Share Allotment A/c Dr. [No. of Shaves Allotted x Allotment and Premium Money per
share]

To Share Capital A/c [No. of Shares Allotted x Allotment Amount per share]

To Securities Premium A/c  [No. of Share Allotted x Premium Amount per share]
(Allotment money due of shares @ X per share including premium)

Bank A/c Dr.

To Share Allotment A/c (Allotment Money received including premium).

OVER SUBSCRIPTION AND PRO-RATA ALLOTMENT

Over subscription occurs when the application money received exceeds the number of shares
issued to the public by a company.

This typically happens with well-received issues and is influenced by factors such as
investor confidence, economic conditions, and issue pricing.

In the event of oversubscription, the company faces the challenge of deciding how to
allocate the shares among the applicants. The company has the discretion to reject some
applicants entirely, refunding their application money. Multiple applications from the same
individuals are usually not considered. Alternatively, the company may choose to allot shares
in full to some applicants based on their requested quantity.

Another option is to allocate shares on a pro-rata basis, meaning in proportion to the
shares applied for. For instance, if a company offers 10,000 shares and receives applications
for 12,000 shares, the pro-rata ratio might be 12,000:10,000 or 6:5. In this scenario, an
applicant who applied for & shares would be allotted 5 shares.

Under pro-rata allotment, any excess application money received is adjusted against the
amount due on allotment or future calls. Surplus funds, after adjusting for future calls, are
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returned to the applicants. The details of the allotment process are communicated to the
applicants through advertisements in prominent newspapers.

In cases of pro-rata allotment, an applicant’s total application money exceeds the exact
amount due on application. The excess amount is considered an advance against allotment
or any forthcoming calls. The net amount due on allotment or future calls is the difference
between the amount due on allotment or future calls and the excess amount received during
the application process.

Accounting Entries

0 For rejected applications:

Share Application AccountDry.

To Bank Account

(Being application money refunded for rejected applications)
o For pro-rvata allotment:

Share Application AccountDr.

To Share Allotment Account

(Being excess application money adjusted against allotment money)

ALLS-IN-ARREARS AND CALLS-IN-ADVANCE

Calls-in-Arrears

On occasion, shareholders may default on payment for allotment or calls. The aggregate
unpaid sum for one or more installments is referred to as Calls-in-Arrears or Unpaid
Calls. This amount signifies the outstanding capital yet to be collected from shareholders.
Therefore, it is reflected as a deduction from the ‘called-up capital’ to determine the paid-
up value of the share capital.

The following journal entry is recorded for recording ‘Calls-in-Arvears’ :

Calls-in-Arrears A/c Dr. [Amount of Unpaid Calls]
Bank A/c Dr. [Amount received]

To Share Allotment A/c [Total allotment money due]
To Share Calls A/c [Total Call money due]

(Being call money/ allotment money received on .... shares at X per share.)
Note: Call in arrears cannot happen on Application Stage
Calls-in-Advance

Occasionally, certain shareholders may remit a portion or the entirety of the uncalled
amount. This sum is referred to as Calls-in-advance.

The following entry is recorded for recording ‘Calls-in-Advance’ :
Bank A/c Dr. [Call amount received in advance] To Call-in-Advance A/c

When calls become actually due, the calls-in-advance account is adjusted at the time of the
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