IMPORTANT SHORT NOTES

1. Fundamental Accounting Assumptions

Fundamental accounting assumptions underlie the preparation and presentation of financial
statements. They are usually not specifically stated because their acceptance and use are
assumed. Disclosure is necessary if they are not followed. The Institute of Chartered
Accountants of India issued Accounting Standard (AS) 1 on Disclosure of Accounting
Policies according to which the following have been generally accepted as fundamental
accounting assumptions:

(i)

(ii)

(iii)

Going concern: The enterprise is normally viewed as a going concern, i.e. as
continuing operations for the foreseeable future. It is assumed that the enterprise has
neither the intention nor the necessity of liquidation or of curtailing materially the scale
of the operations.

Consistency: It is assumed that accounting policies are consistent from one period to
another.

Accrual: Accrual basis of accounting is the method of recording transactions by which
revenue, costs, assets and liabilities are reflected in the accounts in the period in which
they accrue. The accrual basis of accounting includes considerations relating to
deferrals, allocations, depreciation and amortisation. Financial statements prepared on
the accrual basis inform users not only of past events involving the payment and
receipt of cash but also of obligations to pay cash in future and of resources that
represent cash to be received in the future. Hence, they provide the type of information
about past transactions and other events that is most useful to users in making
economic decisions. Accrual basis is also referred to as mercantile basis of accounting.

Advantages of Accounting Standards

Advantages of Accounting Standard: The Accounting Standards seek to describe the
accounting principles, the valuation techniques and the methods of applying the
accounting principles in the preparation and presentation of financial statements so that
they may give a true and fair view. The ostensible purpose of the standard setting
bodies is to promote the dissemination of timely and useful financial information to
investors and certain other parties having an interest in companies’ economic
performance. The setting of accounting standards has the following advantages:

(1)

(if)

(iii)

Standards reduce to a reasonable extent or eliminate altogether confusing
variations in the accounting treatments used to prepare financial statements.

There are certain areas where important information are not statutorily required to
be disclosed. Standards may call for disclosure beyond that required by law.

The application of accounting standards would, to a limited extent, facilitate
comparison of financial statements of companies situated in different parts of the
world and also of different companies situated in the same country. However, it
should be noted in this respect that differences in the institutions, traditions and
legal systems from one country to another give rise to differences in accounting
standards practised in different countries.

(iv) Adoption of accounting standards in the preparation of financial statements has

reduced the chances of manipulations, frauds, insufficient disclosures or the use of
inappropriate accounting policies.



3. Advantages of Subsidiary Books

Advantages of Subsidiary Books:Books of original or prime entry are also called
subsidiary books. The use of subsidiary books affords the under mentioned advantages:

(a)

(b)

(c)

Division of Work: Since in the place of one journal there will be so many subsidiary
books, the accounting work may be divided amongst a number of clerks.

Specialisation and efficiency: When the same work is allotted to a particular person
over a period of time, he acquires full knowledge of it and becomes efficiency in
handling it. Thus, the accounting work will be done efficiently.

Saving of the time: Various accounting processes can be undertaken
simultaneously because of the use of a number of books. This will lead to the work
being completed quickly.

Objectives of preparing Trial Balance

The preparation of trial balance has the following objectives:

(i)

(ii)

(iif)

Checking of the arithmetical accuracy of the accounting entries: Trial Balance
enables one to establish whether the posting and other accounting processes have
been carried out without committing arithmetical errors. In other words, the trial balance
helps to establish the arithmetical accuracy of the books.

Basis for preparation of financial statements: Trial Balance forms the basis for
preparing financial statements such as the Income Statement and the Balance Sheet.
The Trial Balance represents all transactions relating to different accounts in a
summarized form for a particular period. In case, the Trial Balance is not prepared, it
will be almost impossible to prepare the financial statements to know the profit or loss
made by the business during a particular period or its financial position on a particular
date.

Summarized ledger: Trial Balance contains the ledger balances on a particular date.
Thus, the entire ledger is summarized in the form of a Trial Balance. The position of a
particular account can be judged simply by looking at the Trial Balance. The ledger
may be seen only when details regarding the accounts are required.

Utilization of Securities Premium

According to Section 52 of the Companies Act, 2013, Securities Premium Account may be
used by the company:

a)

b)
c)

d)

e)

Towards issue of un-issued shares of the company to be issued to members of the
company as fully paid bonus securities.

To write off preliminary expenses of the company.

To write off the expenses of, or commission paid, or discount allowed on any of the
securities or debentures of the company.

To provide for premium on the redemption of redeemable preference shares or
debentures of the company.

For the purchase of buy-back of own shares or other securities.

Note: In case of certain class of companies whose financial statements comply with the
Accounting Standards prescribed under section 133 of Companies Act, 2013, securities
premium can’t be applied for purpose (b) and (d) mentioned above.



Issue of Shares at a discount

According to Section 53 of the Companies Act, 2013, a Company cannot issue shares at a
discount except in the following cases:

a)
b)

issue of sweat equity shares (issued to employees and directors).

Issue of shares to its creditors when its debt is converted into shares in pursuance of
any statutory resolution plan or debt restructuring scheme in accordance with any
guidelines or directions or regulations specified by the Reserve Bank of India under
Reserve Bank of India Act, 1934 or the Banking (Regulations) Act, 1949.

Considerations in determining Capital and Revenue Expenditures

The basic considerations in distinction between capital and revenue expenditures are:

(a)

(b)

(<)

(d)

(e)

Nature of business: For a trader dealing in furniture, purchase of furniture is revenue expenditure but
for any other trade, the purchase of furniture should be treated as capital expenditure and shown in
the balance sheet as asset. Therefore, the nature of business is a very important criteria in separating an
expenditure between capital and revenue.

Recurring nature of expenditure: If the frequency of an expense is quite often in an accounting year
then it is said to be an expenditure of revenue nature while non-recurring expenditure is infrequent in
nature and do not occur often in an accounting year. Monthly salary or rent is the example of revenue
expenditure as they are incurred every month while purchase of assets is not the transaction done
regularly therefore, classified as capital expenditure unless materiality criteria defines it as revenue
expenditure.

Purpose of expenses: Expenses for repairs of machine may be incurred in course of normal maintenance
of the asset. Such expenses are revenue in nature. On the other hand, expenditure incurred for major
repair of the asset so as to increase its productive capacity is capital in nature. However, determination
of the cost of maintenance and ordinary repairs which should be expensed, as opposed to a cost which
ought to be capitalised, is not always simple.

Effect on revenue generating capacity of business: The expenses which help to generate income/
revenue in the current period are revenue in nature and should be matched against the revenue eamed
in the current period. On the other hand, if expenditure helps to generate revenue over more than one
accounting period, it is generally called capital expenditure.

When expenditure on improvements and repair of a fixed asset is done, it has to be charged to Profit
and Loss Account if the expected future benefits from fixed assets do not change, and it will be included
in book value of fixed asset, where the expected future benefits from assets increase.

Materiality of the amount involved: Relative proportion of the amount involved is another important
consideration in distinction between revenue and capital.




8. OBJECTIVES OF ACCOUNTING

The objectives of accounting can be given as follows:

1

Systematic recording of transactions - Basic objective of accounting is to systematically record the
financial aspects of business transactions i.e. book-keeping. These recorded transactions are later on
classified and summarized logically for the preparation of financial statements and for their analysis and
interpretation.

Ascertainment of results of above recorded transactions - Accountant prepares profit and loss
account to know the results of business operations for a particular period of time. If revenue exceed
expenses then it is said that business is running profitably but if expenses exceed revenue then it
can be said that business is running under loss. The profit and loss account helps the management
and different stakeholders in taking rational decisions. For example, if business is not proved to be
remunerative or profitable, the cause of such a state of affair can be investigated by the management
for taking remedial steps.

Ascertainment of the financial position of the business - Businessman is not only interested in
knowing the results of the business in terms of profits or loss for a particular period but is also anxious
to know that what he owes (liability) to the outsiders and what he owns (assets) on a certain date. To
know this, accountant prepares a financial position statement popularly known as Balance Sheet. The
balance sheet is a statement of assets and liabilities of the business at a particular point of time and
helps in ascertaining the financial health of the business.

Providing information to the users for rational decision-making - Accounting as a ‘language of
business’ communicates the financial results of an enterprise to various stakeholders by means of
financial statements. Accounting aims to meet the information needs of the decision-makers and helps
them in rational decision-making.

To know the solvency position - By preparing the balance sheet, management not only reveals what
is owned and owed by the enterprise, but also it gives the information regarding concern’s ability to
meet its liabilities in the short run (liquidity position) and also in the long-run (solvency position) as and
when they fall due.

9. EUNCTIONS OF ACCOUNTING

The main functions of accounting are as follows:

(a)

(b)

()

(d)

(e)

(f)

Measurement: Accounting measures past performance of the business entity and depicts its current
financial position.

Forecasting: Accounting helps in forecasting future performance and financial position of the
enterprise using past data.

Decision-making: Accounting provides relevant information to the users of accounts to aid rational
decision-making.

Comparison & Evaluation: Accounting assesses performance achieved in relation to targets and
discloses information regarding accounting policies and contingent liabilities which play an important
role in predicting, comparing and evaluating the financial results.

Control: Accounting also identifies weaknesses of the operational system and provides feedbacks
regarding effectiveness of measures adopted to check such weaknesses.

Government Regulation and Taxation: Accounting provides necessary information to the government
to exercise control on the entity as well as in collection of tax revenues.




10. SUB-FIELDS/ BRANCHES OF ACCOUNTING

The various sub-fields of accounting are:

(i

(ii)

Financial Accounting - It covers the preparation and interpretation of financial statements and
communication to the users of accounts. It is historical in nature as it records transactions which had
already been occurred. The final step of financial accounting is the preparation of Profit and Loss
Account and the Balance Sheet. It primarily helps in determination of the net result for an accounting
period and the financial position as on the given date.

Management Accounting - It is concerned with internal reporting to the managers of a business unit.
To discharge the functions of stewardship, planning, control and decision- making, the management
needs variety of information. The different ways of grouping information and preparing reports as
desired by managers for discharging their functions are referred to as management accounting. A
very important component of the management accounting is cost accounting which deals with cost
ascertainment and cost control. Management Accounting will be dealt with at higher levels of the
Chartered Accountancy Course.

(iii) Cost Accounting - The terminology of Cost Accounting published by the Institute of Cost and

Management Accountants of England defines cost accounting as:

“the process of accounting for cost which begins with the recording of income and expenditure or the
bases on which they are calculated and ends with the preparation of periodical statements and reports
for ascertaining and controlling costs.”

(iv) Social Responsibility Accounting - The demand for social responsibility accounting stems from

(v)

increasing social awareness about the undesirable by-products of economic activities. As already
discussed earlier, social responsibility accounting is concerned with accounting for social costs incurred
by the enterprise and social benefits created.

Human Resource Accounting - Human resource accounting is an attempt to identify, quantify and
report investments made in human resources of an organisation that are not presently accounted for
under conventional accounting practice.

11. LIMITATIONS OF ACCOUNTING

1.

The factors which may be relevant in assessing the worth of the enterprise don't find place in the
accounts as they cannot be measured in terms of money. The Balance sheet cannot reflect the value
of certain factors like loyalty and skill of the personnel which may be the most valuable asset of an
enterprise these days.

Balance Sheet shows the position of the business on the day of its preparation and not on the future
date while the users of the accounts are interested in knowing the position of the business in the near
future and also in long run and not for the past date. Business dynamics change within the time annual
reports reach to the ultimate users. To resolve this, auditors disclose the events occurring after the
balance sheet date but before approval of financial statements in the financial reports.

Accounting ignores changes in some money factors like inflation etc.
There are occasions when accounting principles conflict with each other.

Certain accounting estimates depend on the sheer personal judgement of the accountant, e.g., provision
for doubtful debts, method of depreciation adopted, recording certain expenditure as revenue expenditure
or capital expenditure, selection of method of valuation of inventories and the list is quite long.

Financial statements consider those assets which can be expressed in monetary terms. Human resources
although the very important asset of the enterprise are not shown in the balance sheet. There is no
generally accepted formula for the valuation of human resources in money terms.

Different accounting policies for the treatment of same item adds to the probability of manipulations.
Though through various laws and Accounting Standards, efforts are made to reduce these options to
minimum but certainly could not be reduced to one.




12. LIMITATIONS OF ACCOUNTING STANDARDS

(i)

(i)

Difficulties in making choice between different treatments: Alternative solutions to certain accounting
problems may each have arguments to recommend them. Therefore, the choice between different
alternative accounting treatments may become difficult.

Restricted scope: Accounting standards cannot override the statute. The standards are required to be
framed within the ambit of prevailing statutes.

13. SIGNIFICANCE OF INDIAN ACCOUNTING STANDARDS

Global Standards facilitate cross border flow of money, global listing in different bourses
and comparability of financial statements. The convergence of financial reporting and
accounting standards is a valuable process that contributes to the free flow of global
investment and achieves substantial benefits for all capital market stakeholders. It
improves the ability of investors to compare investments on a global basis and thus
lowers the risk of errors of judgment. It facilitates accounting and reporting for
companies with global operations and eliminates some costly requirements say
reinstatement of financial statements.

14. OBJECTIVES OF PROVIDING DEPRECIATION

Prime objectives for providing depreciation are:

(1)

(2)

(3)

(4)

Correctincome measurement: Depreciation should be charged for proper estimation of periodic profit or
loss. In case an enterprise does not account for depreciation on Property, Plant & Equipment, it will not
be considering loss in value of property, plant & equipment due to their use in production or operations
of the enterprise and will not result in true profit or loss for the period.

True position statement: Value of the Property, Plant & Equipment should be adjusted for depreciation
charged in order to depict the actual financial position. In case depreciation is not accounted for
appropriately, the property, plant and equipment would be disclosed in financial statements at a value
higher than their true value,

Funds for replacement: Generation of adequate funds in the hands of the business for replacement of
the asset at the end of its useful life. Depreciation is a good indication of the amount an enterprise
should set aside to replace a fixed asset after its economic useful life is over. However, the replacement
cost of a fixed asset may be impacted by inflation or other technological changes.

Ascertainment of true cost of production: For ascertaining the cost of the production, it is necessary to
charge depreciation as an item of cost of production.

15. Rules Regarding posting of entries to ledgers

1.

Separate account 1s opened in ledger book for each account and entries from
Jjournal are posted to respective account accordingly.

It Is a practice to use words To" and ‘By while posting transactions in the
ledger.

The concerned account debited in the journal should also be debited in the
ledger but reference should be of the respective credit account.




16. IMPORTANCE OF BANK RECONCILIATION STATEMENT TO AN INDUSTRIAL UNIT

Banks are essential to modern society, but for an industrial unit, it serves as a
necessary Instrument in the commercial world. Most of the transactions of the
business are done through bank whether it is a receipt or payment. Rather, it is
legally necessary to operate the transactions through bank after a certain limit. All
the transactions, which have been operated through bank, if not verified properly,
the industrial unit may not be sure about its liquidity position in the bank on a
particular date. There may be some cheques which have been issued, but not
presented for payment, as well as there may be some deposits which has been
deposited in the bank, but not collected or credited so far. Some expenses might
have been debited or bills might have been dishonoured. It i1s not known to the
industrial unit in time, it may lead to wrong conclusions. The errors committed by
bank may not be known without preparing bank reconciliation statement.
Preparation of bank reconciliation statement prevents the chances of
embezzlement. Hence, bank reconciliation statement 1s very important and i1s a
necessity of an industrial unit as it plays a key role in the liquidity control of the
industry.

17. Qualitative Characteristics of Financial Statements

Qualitative characteristics are the attributes that make the information provided in financial statements
useful to users. The following are the important qualitative characteristics of the financial statements:

1. Understandability: An essential quality of the information provided in financial statements is that it
must be readily understandable by users. For this purpose, it is assumed that users have a reasonable
knowledge of business and economic activities and accounting and study the information with
reasonable diligence. Information about complex matters that should be included in the financial
statements because of its relevance to the economic decision-making needs of users should not be
excluded merely on the ground that it may be too difficult for certain users to understand.

2. Relevance: To be useful, information must be relevant to the decision-making needs of users.
Information has the quality of relevance when it influences the economic decisions of users by helping
them evaluate past, present or future events or confirming, or correcting, their past evaluations.

The predictive and confirmatory roles of information are interrelated. For example, information about
the current level and structure of asset holdings has value to users when they endeavour to predict the
ability of the enterprise to take advantage of opportunities and its ability to react to adverse situations.
The same information plays a confirmatory role in respect of past predictions about, for example, the
way in which the enterprise would be structured or the outcome of planned operations.

Information about financial position and past performance is frequently used as the basis for predicting
future financial position and performance and other matters in which users are directly interested, such
as dividend and wage payments, share price movements and the ability of the enterprise to meet its
commitments as they fall due, To have predictive value, information need not be in the form of an
explicit forecast. The ability to make predictions from financial statements is enhanced, however, by the
manner in which information on past transactions and events is displayed. For example, the predictive
value of the statement of profit and loss is enhanced if unusual, abnormal and infrequent items of
income and expense are separately disclosed.



3.

Reliability: To be useful, information must also be reliable, Information has the quality of reliability
when it is free from material error and bias and can be depended upon by users to represent faithfully
that which it either purports to represent or could reasonably be expected to represent.

Information may be relevant but so unreliable in nature or representation that its recognition may
be potentially misleading. For example, if the validity and amount of a claim for damages under a
legal action against the enterprise are highly uncertain, it may be inappropriate for the enterprise to
recognise the amount of the claim in the balance sheet, although it may be appropriate to disclose the
amount and circumstances of the claim.

Comparability: Users must be able to compare the financial statements of an enterprise through time
in order to identify trends in its financial position, performance and cash flows. Users must also be able
to compare the financial statements of different enterprises in order to evaluate their relative financial
position, performance and cash flows. Hence, the measurement and display of the financial effects of
like transactions and other events must be carried out in a consistent way throughout an enterprise and
over time for that enterprise and in a consistent way for different enterprises.

An important implication of the qualitative characteristic of comparability is that users be informed of
the accounting policies employed in the preparation of the financial statements, any changes in those
polices and the effects of such changes. Users need to be able to identify differences between the
accounting policies for like transactions and other events used by the same enterprise from period to
period and by different enterprises. Compliance with Accounting Standards, including the disclosure of
the accounting policies used by the enterprise, helps to achieve comparability.

The need for comparability should not be confused with mere uniformity and should not be allowed
to become an impediment to the introduction of improved accounting standards. It is not appropriate
for an enterprise to continue accounting in the same manner for a transaction or other event if the
policy adopted is not in keeping with the qualitative characteristics of relevance and reliability. It is also
inappropriate for an enterprise to leave its accounting policies unchanged when more relevant and
reliable alternatives exist.

Users wish to compare the financial position, performance and cash flows of an enterprise over time.
Hence, it is important that the financial statements show corresponding information for the preceding
period(s).

The four principal qualitative characteristics are understandability, relevance, reliability and
comparability.

Materiality: The relevance of information is affected by its materiality. Information is material if its
misstatement (i.e., omission or erroneous statement) could influence the economic decisions of users
taken on the basis of the financial information. Materiality depends on the size and nature of the item
or error, judged in the particular circumstances of its misstatement. Materiality provides a threshold or
cut-off point rather than being a primary qualitative characteristic which the information must have if
itis to be useful.

Faithful Representation: To be reliable, information must represent faithfully the transactions and
other events it either purports to represent or could reasonably be expected to represent. Thus, for
example, a balance sheet should represent faithfully the transactions and other events that result in
assets, liabilities and equity of the enterprise at the reporting date which meet the recognition criteria.

Most financial information is subject to some risk of being less than a faithful representation of
that which it purports to portray. This is not due to bias, but rather to inherent difficulties either in
identifying the transactions and other events to be measured or in devising and applying measurement
and presentation techniques that can convey messages that correspond with those transactions and
events. In certain cases, the measurement of the financial effects of items could be so uncertain that
enterprises generally would not recognise them in the financial statements; for example, although
most enterprises generate goodwill internally over time, it is usually difficult to identify or measure that
goodwill reliably. In other cases, however, it may be relevant to recognise items and to disclose the risk
of error surrounding their recognition and measurement.



7. Substance Over Form: If information is to represent faithfully the transactions and other events that

10

it purports to represent, it is necessary that they are accounted for and presented in accordance with
their substance and economic reality and not merely their legal form. The substance of transactions
or other events is not always consistent with that which is apparent from their legal or contrived
form. For example, where rights and beneficial interest in an immovable property are transferred but
the documentations and legal formalities are pending, the recording of acquisition/disposal (by the
transferee and transferor respectively) would in substance represent the transaction entered into.

Neutrality: To be reliable, the information contained in financial statements must be neutral, that is,
free from bias. Financial statements are not neutral if, by the selection or presentation of information,
they influence the making of a decision or judgement in order to achieve a predetermined result or
outcome.

Prudence: The preparers of financial statements have to contend with the uncertainties that inevitably
surround many events and circumstances, such as the collectability of receivables, the probable useful
life of plant and machinery, and the warranty claims that may occur. Such uncertainties are recognised

by the disclosure of their nature and extent and by the exercise of prudence in the preparation of the
financial statements. Prudence is the inclusion of a degree of caution in the exercise of the judgments
needed in making the estimates required under conditions of uncertainty, such that assets or income
are not overstated and liabilities or expenses are not understated. However, the exercise of prudence
does not allow, for example, the creation of hidden reserves or excessive provisions, the deliberate
understatement of assets or income, or the deliberate overstatement of liabilities or expenses, because
the financial statements would then not be neutral and, therefore, not have the quality of reliability.

Full, fair and adequate disclosure: The financial statement must disclose all the reliable and relevant
information about the business enterprise to the management and also to their external users for
which they are meant, which in turn will help them to take a reasonable and rational decision. For it, it
is necessary that financial statements are prepared in conformity with generally accepted accounting
principles i.e the information is accounted for and presented in accordance with its substance and
economic reality and not merely with its legal form. The disclosure should be full and final so that users
can correctly assess the financial position of the enterprise.

The principle of full disclosure implies that nothing should be omitted while principle of fair disclosure
implies that all the transactions recorded should be accounted in a manner that financial statement
purports true and fair view of the results of the business of the enterprise and adequate disclosure
implies that the information influencing the decision of the users should be disclosed in detail and
should make sense.

This principle is widely used in corporate organizations because of separation in management and
ownership. The Companies Act in pursuant of this principle has came out with the format of balance
sheet and profit and loss account. The disclosures of all the major accounting policies and other
information are to be provided in the form of footnotes, annexures etc. The practice of appending
notes to the financial statements is the outcome of this principle.



11.

Completeness: To be reliable, the information in financial statements must be complete within the
bounds of materiality and cost. An omission can cause information to be false or misleading and thus
unreliable and deficient in terms of its relevance.

Thus, if accounting information is to present faithfully the transactions and other events that it purports to
represent, itis necessary that they are accounted for and presented in accordance with their substance and
economic reality, not by their legal form. For example, if a business enterprise sells its assets to others but
still uses the assets as usual for the purpose of the business by making some arrangement with the seller,
it simply becomes a legal transaction. The economic reality is that the business is using the assets as usual
for deriving the benefit. Financial statement information should contain the substance of this transaction
and should not only record going by legality. In order to be reliable the financial statements information
should be neutral i.e, free from bias. The prepares of financial statements however, have to contend with
the uncertainties that inevitably surround many events and circumstances, such as the collectability of
doubtful receivables, the probable useful life of plant and equipment and the number of warranty claims
that many occur. Such uncertainties are recognised by the disclosure of their nature and extent and by
exercise of prudence in the preparation of financial statements. Prudence is the inclusion of a degree
of caution in the exercise of judgement needed in making the estimates required under condition of
uncertainty such that assets and income are not overstated and loss and liability are not understated.

18. Role of CA in a society or Various services provided by CA in society

The practice of accountancy has crossed its usual domain of preparation of financial
statements, interpretation of such statements and audit thereof. Chartered Accountants

are

presently taking active role in company laws and other corporate legislation matters,

in taxation laws matters (both direct and indirect) and in general management problems.

Some of the services rendered by chartered accountants to the society are briefly
mentioned hereunder:

(1)
(i1
(ii)
(v)
(v)
(vi)
(vii)

Maintenance of books of accounts:

Statutory audit;

Internal Audit:

Taxation:

Management accounting and consultancy services;
Financial advice and financial investigations etc.

Other services like secretarial work, share registration work, company formation
receiverships, arbitrations etc.



19. Effects of bonus issue

Bonus issue has following major effects:

Share capital gets increased according to the bonus issue ratio

Effective Earnings per share, Book Value and other per share values stand
reduced.

Markets take the action usually as a favourable act.
Market price gets adjusted on issue of bonus shares.

Accumulated profits get reduced.

20. Advantages of Rights Issue

1.

Right issue enables the existing shareholders to maintain their proportional holding in
the company and retain their financial and governance rights. It works as a deterrent to
the management, which may like to issue shares to known persons with a view to have
a better control over the company's affairs.

In well-functioning capital markets, the right issue necessarily leads to dilution in the
value of share. However, the existing shareholders are not affected by it because
getting new shares at a discounted value from their cum-right value will compensate
decrease in the value of shares. The cum-right value is maintained otherwise also, if
the existing shareholders renounce their right in favour of a third party.

Right issue is a natural hedge against the issue expenses normally incurred by the
company in relation to public issue.

Right issue has an image enhancement effect, as public and shareholders view it
positively.

The chance of success of a right issue is better than that of a general public issue and is
logistically much easier to handle.

21. Disadvantages of rights issue

1.

The right issue invariably leads to dilution in the market value of the share of the

company.

The attractive price of the right issue should be objectively assessed against its true
worth to ensure that you get a bargained deal.



