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Preface 
I am glad to present this book, especially designed to serve the needs of the 

students. The book has been written keeping in mind the general weakness in 

understanding the fundamental concepts of the topics. The book is self- 

explanatory and adopts the “Teach Yourself” style. It is based on question- 

answer pattern. The language of book is quite easy and understandable based 

on scientific approach. 

Any further improvement in the contents of the book by making corrections, 

omission and inclusion is keen to be achieved based on suggestions from the 

readers for which the author shall be obliged. 

I acknowledge special thanks to Mr. Rajeev Biyani, Chairman & Dr. Sanjay 

Biyani, Director (Acad.) Biyani Group of Colleges, who are the backbones 

and main concept provider and also have been constant source of motivation 

throughout this Endeavour. They played an active role in coordinating the 

various stages of this Endeavour and spearheaded the publishing work. 

I look forward to receiving valuable suggestions from professors of various 

educational institutions, other faculty members and students for improvement 

of the quality of the book. The reader may feel free to send in their comments 

and suggestions to the under mentioned address. 

 

Author 

 

□ □ □ 
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B.Com. Part-I 

Corporate & Financial Accounting 

Unit 1 

Accounting principles, Conventions and concepts. General introduction of Indian 

accounting standards as 1 and as 9 issue of shares issue of right shares buy back 

of shares ESOS in present scenario 

Redemption of preference share 

 

Unit 2 

Issue & redemption of debenture underwriting of shares & debentures. 

Acquisition of business , pre and post incorporation profit 

 

Unit 3 

Final Accounts of companies including managerial remuneration. Disposal of 

profits and issue of bonus shares. 

 

Unit 4 

Valuation of goodwill & valuation of shares 

 

Unit 5 

Hire Purchase and installment sale transaction valuation of inventory AS-2 

insurance claims 

 

Note: The candidate should be permitted to use battery operated pocket calculator 

that should not have more than 12 digits, 6 functions and 2 memories and should 

be noiseless and cordless. 
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Chapter-1 

Accounting: Principles, Concepts and Conventions 

Q.1.Define Accounting? What is GAAP (Generally accepted Accounting 

Principles)? Explain briefly the Accounting Principles.? 

Ans Accounting may be defined as the process of recording, classifying, 

summarizing and interpreting the financial transactions and communicating the 

results there of to the persons interested in such information. 

GAAP (Generally Accepted Accounting Principles): It is a technical concept that 

describes the basic rules, concepts, conventions and procedures that represent 

accepted accounting practices at a particular time. 

Accounting principles can be divided into two parts: 

Principle 

 
Concepts 

 
Conventions 

The term concept includes those 

basic  assumptions,  conditions 

& ideas upon which the science 
of accounting is based. 

Conventions used to signify the customs 

or traditions as a guide to the preparation 

of accounting statements. 

 

Accounting Concepts : 

(1) Entity Concept: According to this concept business is treated as a separate 

unit and distinct from its proprietors. 

(2) Dual Aspect Concept: According to this concept every transaction has two 

sides at least. If one account is debited, any other account must be credited. Every 

business transaction involves duality of effects. (i) Yielding of that benefit (ii) 

The giving of that benefit. 

(3) Going Concern Concept: This concept assumes that the business will 

continue to exist for a long period in the future. There is neither the necessity nor 

the intention to liquidate it. 

(4) Accounting Period Concept: According to this concept the entire life of 

the concern is divided in time intervals for the measurement of profit at frequent 

intervals. 

(5) Money Measurement Concept: Only those transactions and events are 

recorded in accounting which is capable of being expressed in terms of money. 
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(6) Cost Concept : According to this concept: 

(a) An asset is ordinarily entered in the accounting records at the price 

paid to acquire it. 

(b) This cost is the basis for all the subsequent accounting for the asset. 

(7) Matching Concept: In determining the net profit from business operations 

all cost which is applicable to revenue of the period should be charged against 

that revenue. 

(8) Accrual Concept: This concept helps in relating the expenses to revenue 

for a given accounting period. 

(9) Realization Concept: According to this concept, revenue is recognized 

when sale is made and sale is considered to be made when a goods passes to the 

buyer and he becomes legally liable to pay for it. 

(10) Verifiable objectivity Concept: This concept means that all accounting 

transactions that are recorded in the books of accounts should be evidenced and 

supported by business documents. 

 Conventions: Accounting conventions are of following types:- 

(1) Convention of Disclosure: According to this convention accounting 

reports should disclose fully and fairly the information they purport to represent. 

The information which are of material interest to proprietors. 

(2) Convention of Materiality: The accountant should attach importance to 

material details and ignore insignificant details. 

(3) Convention of Consistency: This convention describes that accounting 

principles and methods should remain consistent in order to enable the 

management to compare the results of the two periods. These principles should 

not be changed year after year. 

(4) Convention of Conservatism: According to this convention, in the books 

of accounts all anticipated losses should be recorded and all anticipated gains 

should be ignored. 

□ □ □ 
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Chapter-2 

Accounting Standard 

Q.1.Define Accounting Standards and discuss important features of AS-I, AS-9, 

AS-14, AS-20. 

Ans.: Accounting Standard: Accounting standards are the policy documents 

issued by the recognized expert accountancy body relating to various aspects of 

measurements, treatment and disclosure of accounting transactions and events. 

AS-I : Disclosure of Accounting Policies : The standard issued by Accounting 

standard Board (ASB) deals with the disclosure of significant accounting policies 

followed in preparing and presenting financial statements. Such disclosure would 

facilitate a meaningful comparison between financial statements of different 

enterprise. Following points are considered in this disclosure: 

Going concern, consistency and accrual have been generally accepted as 

fundamental accounting assumptions. 

The accounting policies refer to the specific accounting principles and the 

methods of applying those principles adopted by the enterprise in the preparation 

and presentation of financial statements. 

The areas in which different accounting policies may be adopted are :- 

 Methods of depreciation, depletion and amortization. 

 Valuation of Inventories, Investments, Goodwill, fixed assets. 

 Treatment of Contingent liabilities, retirement benefits. 

 The basis for the selection of accounting policies is that they should 

represent a true and fair view of the state of affairs of the enterprise. 

 Prudence, Substance over form and Materiality are the major consideration 

governing the selection of accounting policies. 

 Any change in an accounting policy which has a material effect should be 

disclosed and the significant accounting policies should normally be 

disclosed in one place. 

AS-9: Revenue Recognition: Revenue recognition is mainly concerned with the 

timing of recognition of revenue in the statement of profit and loss of an 

enterprise. The amount of revenue arising on a transaction is usually determined 

by agreement between the parties involved in the transaction. The statement is 

concerned with the bases for recognition of revenue in the statement of profit and 

loss account of an enterprise. 
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The statement is concerned with the recognition of revenue arising in the course 

of the ordinary activities of the enterprise from:- 

 The sale of goods; 

 The rendering of services; and 

 The use by others of enterprise resources yielding interest, royalty and 

divided. 

Sale of Goods : A key criterion for determine when to recognize revenue from a 

transaction involving the sale of goods is that the seller has transferred the 

property in the goods to the buyer for a consideration. The transfer of property in 

goods, in most cases, results in or coincides with the transfer of significant risk 

and rewards of ownership to the buyer. 

Rendering of Services: Revenue from service transaction is usually recognized 

as the services is performed, either by the proportionate completion method or by 

the completed service method 

I. Proportionate completion method: - Performance consists of the 

execution of more than one act. Revenue is recognized under this method 

would be determined on the basis of contract value, associated costs, 

number of acts or other suitable basis. 

II. Completed service method: - Performance consists of the execution of a 

single act. Revenue is recognized when the sale of final act takes place. 

The use by others of Enterprise Resources Yielding interest, Royalties and 

Dividends. 

I. Interest accrues (for the use of cash resources) is recognized on the time 

basis determined by the amount outstanding. 

II. Royalties accrue (for the use of know how, patents, trade marks) in 

accordance with the terms of relevant agreement. 

III. Dividends – rewards (from the holding of investment in shares) is 

recognized when a right to receive payment is established. 

Recognition of revenue requires that revenue is measurable and that at the time 

of sale of goods, or the rendering of services it would not be unreasonable to 

expect ultimate collection. 

AS-14 : Accounting for Amalgamations (Come into effect from 1 -4-1995): 

This Statement deals with accounting for amalgamations and the treatment of any 

resultant goodwill or reserves. This statement is directed principally to companies 

although some of its requirements also apply to financial statement of other 

enterprise. 
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The following terms are used in this statement with the meaning specified :- 

a. Amalgamation means an amalgamation present to the provision of the 

companies act 1956 or any other statute which may be applicable to 

companies. 

b. Transferor Company means the company which is amalgamated into 

another company. 

c. Transferee Company into which a transferor company is amalgamated. An 

Amalgamation may be either: (a) in the nature of merger, or (b) in the 

nature of purchase. 

In case of an amalgamation in the nature of merger following conditions should 

be satisfied:- 

a. All assets and liabilities will be the assets and liabilities of Transferee 

Company. 

b. Share holders holding not less than 90% of the face value of the equity 

shares of the transferor company will be the shareholder of Transferee 

Company. 

c. Payment will be made in equity shares to the equity share holders except 

cash may be paid in respect of any fractional shares. 

d. Business of the transferor company will be continued by the Transferee 

Company. 

e. Book values will be same in the books of Transferee Company. 

When any one or more above conditions are not satisfied, an amalgamation 

should be considered to be an amalgamation in the nature of purchase. 

For an amalgamation in the nature of merger, pooling of interest method is 

applied and for an amalgamation in the nature of purchase – purchase method is 

applied. 

AS-20: Earning Per Share (Come into effect from 1 -4-2001) : It is mandatory 

in nature, from that date, in respect of enterprise whose equity shares are listed 

on a recognized stock exchange in India. 

The objective of this statement is to prescribe principles for the determination and 

presentation of earning per share which will improve comparison of performance 

among different enterprises for the same period and among different accounting 

periods for the same enterprise. An enterprise should present basic and diluted 

earnings per share on the face of the statement of profit and loss for each class of 

equity shares that has a different right to share in the net profit for the period. 



Corporate and Financial Accounting         6 
 

(A) Basic Earning per Share: Basic earnings per share should be calculated 

by dividing the net profit or loss (after deducting preference dividend and any 

attributable tax there to) for the period, attributable to equity share holder by the 

weighted average number of equity shares outstanding during the period. 

(B) Fair Value per Share: Fair value per share is calculated by adding the 

aggregate fair value of the shares immediately prior to the exercise of the rights 

to the proceeds from the exercise of the rights, and dividing by the number of 

shares outstanding after the exercise of the rights. 

(C) Diluted Earning per Share: For the purpose of calculating diluted earning 

per share, the net profit or loss for the period attributable to equity share holders 

and the weighted average number of shares outstanding during the period should 

be adjusted for the effects of all dilutive potential equity shares. 

 

 

□ □ □ 
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Chapter-3 

Issue and Forfeiture of Shares 

Q.1.Give the definition of A Company? 

Ans.: A company is an association of persons who agree to contribute money to 

the equity shares for the purpose of employing it in a business. A company is a 

creation of law and is called an artificial person, having a corporate legal entity 

and a common seal. 

 

Q.2.What is a Share? Explain the types of Shares. 

Ans. Share: The capital of a company is divided into units of small 

denominations; each such unit is called a share. 

Types of Shares : A public company can issue only two types of shares :- 

(1) Preference shares   (2) Equity Shares 

(1) Preference Share: Preference share is one which carries the following two 

preferential rights:- 

a. In respect of payment of dividends. 

b. In return of capital if the company being wound up. 

Types of Preference Shares: 

(i) Cumulative Preference Shares: These are those shares on which arrears 

of dividend accumulate which could not be paid due to insufficient profits in any 

year. 

(ii) Non-Cumulative Preference Shares: These shares do not have the 

privilege of accumulation of the unpaid or arrears of dividends. 

(iii) Participating Preference Shares: Shares, which carry the right left after 

paying preference and equity dividends. 

(iv) Convertible Preference Shares: Shares, which can be converted into 

equity shares after a particular period. 

(v) Non-Convertible Preference Shares: Shares, which don’t carry the right 

of conversion into equity shares. 

(vi) Redeemable Preference Shares: Shares, the capital of which is refunded 

by the company after a specified duration. 
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(vii) Irredeemable Preference Shares: The capital of which can not be 

refunded before winding up of the company. 

(viii) Non-Participating Preference Shares: Shares which do not carry the 

right of sharing in the surplus left after paying equity dividend. 

(ix) Cumulative Convertible Preference Shares: Which are cumulative as 

well as convertible having both the rights. 

(2) Equity shares: They are such shares which carry no special rights as 

regards receipt of dividends and return of capital at the time of liquidation. 

According to sec. 5(2) of companies Act, 1956, equity shares are those which are 

not preference shares. 

 

Q.3.Explain the meaning of Share Capital and Its Categories. 

Ans.: Share Capital: Capital raised by the company from issue of shares. 

(1) Authorized Capital: This is the maximum limit of capital which is 

authorized to raise. 

(2) Issued Capital: It is that part of authorized capital which the company has 

issued to the public. 

(3) Subscribed Capital: It is that part of the issued capital which is actually 

subscribed by the public. 

(4) Called Up Capital: It is that amount on the shares subscribed, demanded 

from the public by the company. 

 (5) Paid-Up Capital: The part of called-up capital which is actually paid by 

shareholders. 

(6) Reserve Capital: The company may decide by passing a special resolution 

that a portion of the uncalled amount shall not be called up by the company except 

in case of winding up or liquidation. This is called reserve capital. 

 

Q.4. Explain the Accounting Treatment in case of Issue of Shares. 

Ans. A company can issue shares in two ways - (i) for cash and (ii) for 

consideration other than cash. These shares may be issued at par or at premium 

or at discount. 

Accounting Entries for Issue of Shares : 
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1. Issue of shares for cash consideration:- 

(A) Shares Payable in Lump-Sum : When shares are issued at nominal value 

payable full in a single instatement, the shares so payable are said to have been 

issued in lump-sum. 

(B) Share Payable in Installments: Where a company does not require the 

immediate use of all proceeds from share issue, the shares are issued as payable 

in installments. Shares are said to be at par when they are issued at a price equal 

to the face value (nominal value). 

1. On Receipt of Application money 

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

 

With actual money 
received on applications 

2. On acceptance of applications for 
Allotment: Share Application A/c     Dr. 

To Share Capital A/c 

 
With actual money due 

on shares allotted 

3. On making allotment money due: 
    Share Allotment A/c                        Dr. 

               To Share Capital A/c 

 
With money due on 

allotment 

4. On receipt of allotment money 
    Bank A/c                                Dr. 

               To Share Allotment A/c 

 
With money received on 

allotment. 

5. On making the first call 
    Share First Call A/c                      Dr. 

               To Share Capital A/c 

 
With first call money due 

6. On receipt of first call 

    Bank A/c                             Dr. 
               To Share First Call A/c 

 

With money received on 
first call 

Note : Similar entries will be made for the second or third calls through share 

second call account and share third call account respectively. 

 Calls in Arrear: Some shareholders fail to pay the amount due on allotment 

and/or calls on the share hold by them. Such unpaid amount on account of 

one or more installments is called calls in arrear unpaid calls. 

Entry: It is not mandatory to maintain a separate account for calls in arrear. 

When a separate account is opened in such a case following entry will be 

made:- 

Calls in Arrear A/c   Dr. 

To Share Allotment A/c 

To Share I/II/Final Call A/c 
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Interest at the rate not exceeding 5% per annum shall be charged for the period 

from the date fixed for payment to the date of actual payment. 

 Calls in Advance : Any amount received from a share holder in excess of the 

amount due is called “Calls-in-Advance”. 

Entry : 

Bank A/c    Dr. 

To Calls in Advance A/c 

(with the amount received in advance) 

The amount received in respect of future calls shall be adjusted when the call 

received in advance is made due. 

Calls in Advance A/c  Dr. 

To Particular Call A/c 

Table (A) of Companies Act, 1956, interest at the rate of 6% per annum may be 

allowed to the shareholders. 

 Issue of Shares at Premium: Share are said to be issued at a premium when 

they are issued at a price higher than the face value. The excess of issue price 

over the face value is called as the amount of securities premium. It is shown 

on liabilities side of B/S under the heading of “Reserve and Surplus.” 

(i) For transferring money to Capital A/c - 

Share Call A/c Dr. (Particular call) 

To Share Capital A/c  (Amount of Capital) 

To Securities Premium A/c (Amount of Premium 

(ii) On receipt of full amount including premium - 

Bank A/c Dr. (Amount received) 

To Share (Particular) Call A/c 

 Issue of Shares at Discount: Shares are said to be issued at discount when they 

are issued at a price lower than the face value. It is treated as a loss of capital 

nature :- 
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(i) On allotment money being due - 

Share Allotment A/c Dr. (Actual amount due) 

Discount on Shares A/c Dr.  (Discount on issue) 

To Share Capital A/c (Total amount) 

(ii) On allotment money received - 

Bank A/c  Dr. 

To Share Allotment A/c 

(Allotment money received excluding discount) 

(iii) On writing off the amount of discount – (every year) 

Securities Premium/ P&L A/c  Dr. 

To Discount on issue of share A/c 

II Issue of shares for a consideration other than cash 

It is not necessary to issue the shares only for cash. Sometimes a company issue 

fully paid shares for consideration other than cash, in the following cases: 

 (1) Issue of shares to Promoters: Promoters are the persons who have formed 

the company and brought it into existence. For the services rendered by them they 

may be issue shares by the company. The entry would be made: 

Goodwill A/c Dr. 

To Equity or Preference Share Capital A/c 

(For equity or preference shares issued to its promoters) 

 (2) Issue of shares for Purchases of Assets: Sometimes a company purchases 

some assets and makes the payment to vendor in fully paid shares. Such shares 

may be issued at par, or at premium, or at discount. The Journal entries to be made 

are as under: 

1. When Asset is purchased: 

Sundry Asset A/c Dr.  (With the Purchases price) 

To Vendor`s A/c  (With the Purchases Price) 

 2. (a) On issue of shares to vendors at par: 

Vendors A/cDr. (With the Purchase Price) 

To Share Capital A/c (Nominal value of Shares) 
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(b) On issue of shares to vendors at premium: 

Vendors A/c       Dr. (With the Purchase Price) 

To Share Capital A/c (With the Nominal Value of Shares) 

To Security Premium A/c (With the Amount of premium) 

(c) On issue of shares to vendors at discount: 

Vendors A/c Dr. (With the Purchase Price) 

Discount on issue of share  Dr. (With the nominal value of shares) 

To Share Capital a/c 

 

Q.5. What is meant by Forfeiture of Shares? Explain the Accounting Treatment 

of Forfeiture of Shares and their Reissue? 

Ans.: Forfeiture of Shares: Forfeiture of shares means the cancellation of 

allotment to defaulting shareholders (who has fail to pay one or more installment) 

and to treat the amount already received on such shares as forfeited. 

Accounting Entries on Forfeiture of Shares: 

Condition Journal Entry Amount 

Forfeiture of 

shares issued 
at par 

Share Capital A/c 

To Share Allotment A/c 
To Share First Call A/c 

To Share Second Call A/c 
To Share Forfeited A/c 

Dr. Called up amount 

Arrears on allotment 
Arrears on I call 

Arrears on II call 
Amount received on 

these shares 

Forfeiture of 
shares issued 

at premium 
which also 

remains 
unpaid 

Share Capital A/c 
Securities Premium A/c 

 
To Share Allotment A/c 

To Share First Call A/c 
To Share Call A/c 

To Share Forfeited A/c 

Dr. 
Dr. 

Called up amt. for capital 
Called up amt. for 

premium 
Arrears on Allotment 

Arrears on I call 
Arrears on Final call 

Amount received on these 
shares 

Forfeiture of 

shares issued 
at premium 

which is 
received 

Share Capital A/c 

To Share Allotment A/c 
To Share First Call A/c 

To Share Second Call A/c 
To Share Forfeited A/c 

Dr. Amount called up 

Arrears on I Allotment 
Arrears on I call 

Arrears on final call 
Amount received on 

shares forfeited excluding 
Premium 
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Forfeiture of 
shares issued 

at discount 

Share Capital A/c 
To Disc. on Issue of Share 

To Shares Allotment 
To Shares First call A/c 

To Shares Second call A/c 
To Share Forfeiture A/c 

Dr. Amt. called up with disc. 
Amount of Discount 

Arrears on Allotment 
Arrears on I call 

Arrears on II call 
Amount received on 
shares forfeited. 

 

Reissue of Forfeited Shares : A company can reissue the forfeited shares (being 

the property of the company) in accordance with the provisions contained in the 

articles of company. The maximum amount of discount which may be allowed 

on reissue is as :- 

(i) When shares were originally issued at par or at premium –the amount 

credited to forfeited shares account. 

(ii) When shares were originally issued at discount:- amount credited to 

forfeited share account plus the amount of original discount. 

Entries for Reissue of Forfeited Shares: 

Condition Journal Entry  Amount 

Reissue at par Bank A/c 
To Share Capital A/c 

Dr. Actual amount received 
Called up amount 

Reissue at 
premium 

Bank A/c 
To Share Capital A/c 

To Securities 
Premium A/c 

Dr. Total amount received 
Amount credited as paid 

Amount of premium 

Reissue at 

Disc. originally 
issued at par or 

at Premium 

Bank A/c 

Share Forfeited A/c 
To Share Capital A/c 

Dr. 

Dr. 

Amount received 

Discount on reissue 
Amount credited as paid 

 

Q.6) Write short notes on the following :- 

(1) Use of amount of premium 

(2) Over-subscription of shares 

(3) Under subscription of shares 

Ans.: (1) Use of amount of premium : According to section 78 of the companies 

Act, 1956 :- 
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(i) To issue fully paid bonus shares to the members 

(ii) To write off preliminary expenses of company 

(iii) To write off the expenses or the commission paid or discount allowed on 

the issue of shares or debentures of the company. 

(iv) To provide premium on redemption of preference shares and debentures of 

the company. 

(v) To utilize at the time of buy-back of shares. 

(2) Over Subscription of shares: Shares are said to be over-subscribed when 

the number of shares applied for is more than the shares offered for the issue. 

Board of directors may make the allotment of shares as under in case of over-

subscription:- 

(i) Pro-rata or proportional allotment to all the applications. Excess money 

received is not refunded but retained and of adjusted towards sums due for 

allotment. 

(ii) Some of the applicants may be rejected fully while remaining applicants  

be allotted shares in full. In such a case, the application money to non allottees is 

refunded along with a letter of regret. 

(3) Under Subscription:- Share are said to be under-subscribed when the 

number of share applied for is less than the number of shares offered. 

 

 

□ □ □ 
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Chapter-4 

Issue of Debentures 

Q.1. Define the meaning of Debentures and its various types. 

Ans.: Debentures: A debenture is written acknowledgement of debt by a company 

under its common seal, generally secured by floating change on company`s 

assets. Interest is paid to debenture holders at a fixed rate at regular intervals.  

Types of Debentures: 

(a) Registered Debentures: Debentures which are transferable only by transfer 

deed. 

(b) Bearer Debentures: Debentures which are transferred by mere delivery and 

the company does not keep the record of debenture holders. 

(c) Redeemable Debentures: Debentures which are redeemed after specified 

period of time. 

(d) Irredeemable Debentures: Such debentures are payable after a long period 

of time (not pre decided) or on winding up of the company. 

(e) Convertible Debentures: Debentures which are convertible into shares or 

new debentures. 

(f) Non-Convertible Debentures: Debentures which can not be converted into 

shares or new debentures. 

(g) Secured or Mortgage Debentures: Debentures which are secured on 

particular assets or on general assets of the company. 

(h) Unsecured or Naked Debentures: The debentures which are not secured 

on any asset. 

(i) Zero Interest Debentures: Debentures on which no interest is paid by the 

company. Such debentures are either issued at heavy discount or such 

debentures are converted into equity shares offered at low rate. 

 

Q.2. Explain the issue of Debentures as Collateral Security. 

Ans.: A collateral security is an additional or secondary but contingent security 

for the performance of an obligation. Sometime, a company deposits its 

debentures as additional security to secure loan from the bank. So the debentures 

are deposited to provide security for the loan. There are two methods of dealing 

with such debentures in the books of accounts of the company:- 
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First : In this method no entry need to passed, entry is passed only for taking a 

loan and on liabilities side of balance sheet a note is given below the loan that the 

loan is secured by the issue of debentures. 

Second : 

(i) On issuing the debentures as collateral security - 

Debentures suspense A/c  Dr. 

To % Debentures A/c 

(ii) On repayment of loan - 

Debenture A/c Dr. 

To Debenture Suspense A/c 

 

 Q.3. Distinguish between Share and Debenture. 

Ans.: Difference between Shares and Debentures 

S.No. Shares Debentures 

1. Share is a part of Capital Debenture is an acknowledgment 
of debt 

2. Share holders are owners of the 

company 

Debenture holders are creditors of 

the company. 

3. Dividend is paid on shares if 
company earns profit 

Interest always paid whether profit 
or loss to company 

4. On liquidation shareholders are 
paid after debenture holders 

On liquidation Debenture 
holders are paid before shareholder 

 

Q.4. Explain the Accounting Treatment of Issue of Debentures according to the 

condition of Redemption. 

Ans: 

Condition On Receipt of 

Application 

Allotment of Debentures 

Debentures 
issued at par and 

to be redeemed 
at par 

Bank A/c         Dr. 
To Debenture 

Application A/c 

Debenture Application A/c    Dr. 
To Debentures A/c 
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Debentures 
issued at par 

and to be 
redeemed at 

premium 

Bank A/c   Dr. 
To Debenture 

Application A/c 

Debenture Application A/c         Dr. 

Loss on issue of Debenture A/c       

Dr. 
To Debentures A/c 

To Premium on Redemption of 
Debentures A/c 

Debentures 

issued at 
premium and 

redeemable at 
premium 

Bank A/c      Dr. 

To Debenture 
Application A/c 

Debenture Application A/c      Dr. 

Loss on issue of Debenture A/c Dr. 
To Debentures A/c 

To Securities Premium 
To Premium on Redemption of 

Debenture A/c 

Debentures 

issued at 
Discount and 

redeemable at 
Premium 

Bank A/c      Dr. 

To Debenture 
Application A/c 

Debenture Application A/c      Dr. 

Loss on issue of Debenture A/c Dr. 
Disc. on issue of Debenture A/c Dr. 

To Debentures A/c 
   To Premium on Redemption of 

    Debenture A/c 

Note : Loss on issue of debentures = premium payable on redemption. 

 

□ □ □ 
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Chapter-5 

Redemption of Preference Shares 

 

Q.1. What are Redeemable Shares? Discuss the different methods of redeeming 

the redeemable preference shares. Also give necessary journal entries under each 

method. 

Ans.: Redeemable Preference shares are those shares, the capital of which is 

refunded by the company after a specified duration. The redemption of such 

shares is made in accordance with the provisions of section 80 of the companies 

Act. 

Preference shares can be redeemed when they are fully paid up. In case a 

company has partly paid preference shares, it must see that they are made fully 

paid up before they are redeemed. 

Accounting of Redemption of Preference shares: The preference shares can be 

redeemed by the following methods, according to the provision of section 80 of 

companies Act :- 

(1) Redemption Out of Profit 

(2) Redemption Out of Fresh Issue of Shares 

(3) Redemption Out of Profits and Fresh Issue of Shares 

(4) Redemption by Conversion 

(1) Redemption Out of Profits : When company is redeeming the preference 

shares out of profits which are otherwise available for distribution of dividend, 

the accounting entries will be as follows :- 

(i) On Redemption of Preference Shares : 

Preference Share Capital A/c Dr.  (Face value) 

Premium on Redemption of Preference Shares A/c Dr.  (Premium payable) 

       To Preference Shareholders A/c (Being Preference share capital transferred) 

(ii) Write Off of Premium Payable on Redemption: 

Securities Premium A/c Dr. ( First Preference) 

Revenue Profit A/c Dr. ( Second preference) 

To Premium on Redemption of Preference Shares A/c 
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(iii) Transfer to Capital Reserve Account : 

Revenue Profits A/c Dr. 

To Capital Redemption Reserves A/c 

(Being amount transferred according to section 80 of the companies Act.) 

(iv) On Payment : 

Preference Share Holders A/c Dr. 

To Bank A/c 

(Being payment made on redemption) 

(2) Redemption Out of Proceeds of Fresh Issue  : When a company is 

interested to redeem the preference shares out of proceeds of fresh issue the all 

above entries mentioned in (1) will be passed except amount transferred to capital 

redemption reserve account. In addition, the entries for fresh issue of shares will 

be passed. 

(3) Redemption Out of Profits Available for Dividend and Proceeds of 

New Issue of Shares : In that case, accounting will be same as above (1) and (2). 

Here the total of the amount transferred to CRR (Capital Redemption Reserve) 

and proceeds of fresh issue excluding securities premium should no be less than 

by the nominal value of redeemable preference shares. Entries will be as follows:- 

 (i) First following entries for the issue of new shares will be passed :- 

(a) Bank A/c Dr. 

To Share Application A/c (Application money on shares received) 

(b) Share Application A/c Dr. 

To Share Capital A/c (Amount transferred to share capital on allotment) 

(ii) Redemption Out of Profits : 

General Reserve A/c or P & L A/c Dr. 

To Capital Redemption Reserve A/c 

(Amount transferred to capital Redemption Reserve) 

(iii) Provision for Premium on Redemption : 

P & L A/c or General Reserve A/c or Securities Premium A/c Dr. 

            To Premium on Redemption of Preference shares A/c 

(Provision made for Premium on Redemption of preference shares) 
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Redeemable Preference Share Capital A/c  Dr. 

Premium on Redemption of Preference Shares A/c  Dr. 

To Preference Share Holders A/c 

(Being Amount transferred to preference shareholder A/c) 

Preference Shareholder A/c Dr. 

To Bank A/c 

(Being payment made) 

(4) Redemption by Conversion of Shares : Company can convert the 

preference shares into equity shares new preference shares or debentures if 

articles permit. In this method of Redemption first of all number of shares to be 

issued will be calculated by dividing the amount payable to preference 

shareholders by the issue price of shares or debentures to be issued on conversion, 

then following entries will be passed:- 

Preference Share Capital A/c Dr. 

Premium on Redemption A/c Dr. 

To Preference Share Holders A/c 

(Being amount transferred to on redemption.) 

Preference share holders A/c  Dr. 

To Equity Share Capital A/c 

To Preference Share Capital A/c 

To Debentures A/c 

(Being Preference Shares converted) 

(If redeemed at premium) 

 

□ □ □ 
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Chapter-6 

Redemption of Debentures 

 

Q.1. What are different method of Redemption of Debentures? Explain with 

Accounting entries. 

Ans.: The following are the important methods of redemption of debentures :- 

(1) By payment in one lump sum 

(i) Out of capital or issue of new debentures or shares 

(ii) Out of accumulated profits 

(2) By annual drawings 

(3) By purchase in open market, and 

(4) By conversion in shares and Debentures 

 

(1) By Payment in One Lump-Sum 

(i) Redemption Out of Capital: When the amount of debentures to be 

redeemed is small, this method of redemption out of capital is followed. In this 

method company issue new shares or debentures for making arrangement of 

funds for redemption. Journal entries for issuing shares and debentures will be 

passed as discussed earlier. 

Journal entries for redemption are as follows :- 

Redemption at par: 

Debentures A/c Dr. 

To Bank A/c (Debentures redeemed at par) 

Redemption at premium: 

1) Debentures A/c Dr. 

Premium on Redemption Of Debenture A/c Dr. 

To Bank 

2) P&L or Securities premium A/c 

To Premium on Redemption of Debentures A/c 

(Premium on redemption of Debentures written off) 
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Redemption at discount: 

1) Debentures A/c Dr. 

To Bank A/c 

To Profit on Redemption of Debentures A/c 

(Debentures redeemed at discount) 

2) Profit on Redemption of Debentures A/c Dr. 

To Capital Reserve A/c (Profit on redemption transferred) 

 (ii) Redemption Out of Profits : When adequate amount of profits is 

transferred from P&L A/c to the debenture redemption reserve account, at the 

time of redemption of debentures. Such redemption is known as redemption out 

of profits. In addition to the entries explain in case of redemption out of capital, 

the following entry is passed every year for the transfer to redemption reserve. 

Profit & Loss Appropriation A/c Dr. 

  To Debenture Redemption Reserve A/c 

(Annual Installment transferred) 

Note: A Company has to create DRR in case of Issue of debenture with maturity 

of more than 18 month, equivalent to 50% of the amount of debenture issue before 

debenture redemption commences). 

This reserve is transferred to General Reserve after the redemption of debentures 

is completed:- 

Entry : 

Debenture Redemption Reserve (DRR) A/c   Dr. 

To General Reserve A/c 

(Balance of debenture redemption fund transferred to general reserve after 

redemption) 

(2) Redemption by Annual Drawings: If debentures are to be redeemed by 

Annual drawings the debentures for redemption are selected by lottery or 

drawings. Debenture account is debited with the amount of face value of 

debentures and debenture holder account is credited. On actual payment 

debenture holders account is debited and Bank account is credited. 
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(3) Redemption of Debentures by Purchasing in Open Market: If a 

company has right to purchase its own debentures under the terms and conditions 

of issue, then the company may purchase its own debentures for :- 

(i) Direct Cancellation (ii) for investment in debentures 

(i) Purchase of Own Debentures for Cancellation: Following entry will be 

passed :- 

Debentures A/c Dr. 

To Bank A/c 

To Profit on Redemption of Debentures A/c (Own debentures cancelled by 

purchases in the open market) This profit is capital profit and transferred to capital 

reserve. 

 (ii) Purchase of Company`s Own Debentures for Investment: When 

adequate additional funds are accumulated in the company; which are not 

deployed profitably the company may purchase its own debentures so that interest 

payable on such debentures may be saved. This decision will be taken by 

company if its debentures are available in open market at discount:- 

(A) Journal Entry for Purchase of Own Debentures: 

Own Debentures A/c Dr. (with the purchase price) 

To Bank A/c 

(B) Resale of Own Debenture kept for Investment at a Profit : 

(a) Bank A/c Dr. 

To Own Debentures A/c 

To Profit on Resale of Own Debentures A/c 

(b) In case of loss, “Loss on Resale of own debenture A/c” will be debited. 

(C) Cancellation of Own Debentures kept for Investment (at a Profit) : 

(a) Debentures A/c Dr. 

To Own Debentures A/c 

To Profit on Cancellation of Own Debentures A/c 

(b) In case of loss, loss on cancellation of own debentures A/c will be debited. 
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(4) Redemption of Debentures by Conversion: Redemption by conversion 

means redeeming the debentures by converting them into new class of debentures 

or shares: 

 The following entries are passed :- 

(i) Debentures A/c Dr. 

To debenture holders A/c 

(Transfer of the balance of debentures to debenture holder on 

conversion) 

(ii) At Par: 

Debenture Holder A/c Dr. 

To Share Capital A/c or To New Debenture A/c or To Bank A/c 

(Debentures converted and paid off at par) 

At Premium 

Debenture Holder A/c Dr. 

To Securities Premium A/c  

To Share Capital A/c or To New Debentures A/c 

At Discount: 

Debenture Holders A/c Dr. 

Discount on Issue of Share A/c Dr. 

Discount on Issue of Debenture A/c Dr. 

To Share Capital A/c or To New Debentures A/c 

(Debentures converted into shares and debentures at discount) 

 

Q.2. Explain Redemption of Debentures by Creative Sinking Fund. Also show 

the Accounting Entries. 

 Ans.: Debentures has to be redeemed after the expiry of specified period. If 

proper provision is not made, then there will be no strain on working capital and 

the company may face liquidity crises. 
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Par collecting funds for redemption of debenture a sinking fund is created by 

making a charge against divisible profits. Every year an equal amount is debited 

to P&L Appropriation Account and simultaneously credited to sinking fund 

account. The amount so appropriated is invested outside the business in 

marketable securities. 

Sinking fund may be of the following two types : - 

(1) Cumulative Sinking Fund : When the amount appropriated is allowed to 

accumulate at a compound interest, so as to generate the amount required to 

redeem debentures on the date of redemption, it is called cumulative sinking fund. 

Journal Entries : 

At the End of First Year : 

(i) Amount to be Appropriated Annually Out of Profits : 

Profit & Loss Appropriation A/c Dr. 

To Debentures Sinking Fund A/c 

(Annual sum transferred to debenture sinking fund A/c) 

(ii) Amount to be Invested : 

Debenture Sinking Fund Investment A/c Dr. 

To Bank A/c 

After First Year : 

(i) Interest on Investments : 

Bank A/c Dr. 

To debenture sinking fund A/c 

(Interest received on Sinking fund Investment A/c) 

(ii) Annual Installment to be Appropriated : 

Profit & Loss Appropriation A/c Dr. 

To Debenture Sinking Fund A/c 

 (iii) Annual Installment & Interest Invested : 

Debentures Sinking Fund Investment A/c Dr. 

To Bank A/c 
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Last Year (When Debentures are to be Redeemed) : 

(i) Interest of Accumulated Investment Received : 

Bank A/c Dr. 

To Debenture Sinking Fund A/c 

(ii) Transfer of Annual Installment : 

Profit & Loss Appropriation A/c Dr. 

To Debenture Sinking Fund A/c 

(iii) Sale of Sinking fund Investment : 

Bank A/c Dr. 

To Debenture Sinking fund investment A/c 

(iv) Profit on Sale of Investment : 

Debenture Sinking Fund Investment A/c Dr. 

To Debenture Sinking Fund A/c 

In case of loss reverse entry will be passed :- 

(v) Payment of Debentures : 

Debentures A/c Dr. 

To Bank A/c 

(vi) Balance of Sinking Fund Transferred : 

Debenture Sinking fund A/c Dr. 

To General Reserve A/c 

(2) Non-Cumulative Sinking Fund : Under this method of Sinking fund, the 

amount is appropriated when there are adequate profits. The amount so 

appropriation will be uniform each year. 

□ □ □ 
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Chapter-7 

Acquisition of Business 

 

Q.1. what do you understand by “Purchase Consideration”? How is it 

ascertained? What journal entries are passed in the books of Purchasing Company 

for the purchase of business and payment of purchase consideration? 

Ans.: Purchase Consideration: Whenever any running business is purchased by 

any newly established company it is known as “Purchase of Business”. The 

concern selling its business is known as „Vender‟. The amount paid by purchaser 

to vendor in consideration of purchase of business is known as purchase 

consideration. 

Ascertainment of Purchase Consideration: It can be decided by following two 

methods:- 

(1) Net Payment Method: According to this method purchase consideration is 

equal to amount paid by purchaser in consideration of purchase of business which 

also includes shares or debentures issued by purchasing company. 

(2) Net Assets Method: If no purchase consideration has been decided between 

purchaser and seller or only a part of it has been decided, then purchase 

consideration can be decided by net assets method. 

Computation of Net Assets: Total of assets of vendor taken over at revalued price 

(If revalued price is not given then book value) less total of Liabilities of vendor 

taken over at revalued price (If revalued price is not given then book value.) 

Calculation of Value of Good will or Capital Reserve : 

Goodwill = Purchase Consideration – Net Assets 

Capital Reserve = Net Assets – Purchase Consideration 

Note: Either there will be goodwill or capital reserve, both cannot arise in the 

same question. 

Journal Entries in the Books of Purchaser when Assets & Liabilities are 

Purchased: 

Sundry Assets A/c Dr. (Show each assets separately) 

To Sundry Liabilities A/c   (Show each liability separately) 

To Vendor’s A/c (By purchase consideration) (Sundry assets and liabilities taken 

over) 
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Note : If total of Debit side is less, balance amount will be shown in the debit side 

as Goodwill. If total of Credit side is less balance amount will be shown as capital 

reserve in credit side. 

Final Amount is paid to Vendor : 

Vendor’s A/c Dr. (By purchase Consideration) 

To Equity Share Capital A/c 

To Preference Share Capital A/c 

To Debentures A/c 

To Bank A/c (Purchase Consideration discharged) 

If there is any delay in payment to vendors, interest will be paid to vendors and 

following entry will be passed :- 

Interest to Vendor A/c Dr. 

To Bank A/c 

(Being interest paid for delay in payment of) 

 

Q.2. What would be accounting treatment if purchasing company collect sand 

pays the amount of debtors and creditors respectively of vendor? 

Ans.: Following entry will be passed when amount is recovered from debtors or 

vendors :- 

 (i) Cash A/c  Dr. (Net amount realized) 

To Vendor`s Adjustment A/c 

Note : No entry will be passed for discount or bed debts of Vendor. 

(ii) Following entry will be passed when any amount is paid to creditors of 

Vendors : 

Vendors Adjustment A/c Dr. (Total amount paid) 

To cash A/c 

(iii) If any commission is accrue for providing such service : 

Vendors Adjustment A/c Dr. 

To Commission A/c 
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(iv) For making final payment to Vendors :- 

Vendors Adjustment A/c Dr. 

To cash A/c 

 

Q.3. What is “Profit Prior to and Post Incorporation”? Explain the method of 

ascertaining them. 

Ans.: According to the companies Act, 1956 a company comes into existence 

only from the date on which certificate of incorporation is obtained by it. If any 

company has purchased a running business and certificate of incorporation is 

obtained later on, then profit earned till the date of such certificate will be known 

as profit prior to „incorporation‟ rest of the profit will be known as profit of post 

incorporation. 

Profit prior to incorporation is a capital profit and transferred to capital reserve. 

If it is a loss it can be transferred to goodwill account. 

Steps to Ascertain Profit Prior To and Post Incorporation : 

(i) At first, Trading Account will be prepared to ascertain gross profit for the 

period. Trading account is prepared for whole of the year, the word „for the period 

ending‟ will be used instead of for the year ending. So, Trading Account may be 

prepared for a period less than of more than 12 months. 

(ii) Time ratio will be determined between profit prior to incorporation and 

post incorporation. All expenses shown in P&L account related to time such as 

rent, salary, insurance premium, depreciation etc. will be apportioned on the basis 

of time ratio. 

(iii) Sales ratio will be determined on the basis of sales prior to incorporation 

and post incorporation. Gross profit for the period will be apportioned on this 

basis. All expenses related to sales such as advertisement expenses, commission, 

expenses on agents, bad debts, packing expenses etc. will be apportioned on this 

basis. 

(iv) Some expenses are of different nature which can neither be apportioned on 

time basis nor it can be apportioned on sale basis. Such expenses can be 

apportioned as follows: 

a) Some expenses are related to post incorporation period only e.g. vendor is 

an individual or firm then salary to owner, interest on capital, drawing etc. are 
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purely expenses of prior period and no part of it will be apportioned to post 

incorporation period. 

b) Some expenses are related to post incorporation period only e.g., purchases 

is company and vendor is not a company then interest on debentures, directors 

fee, share transfer fee (income) and amortization of preliminary expenses relates 

to post incorporation. No part of it can be charged against profit prior to 

incorporation. 

Note: In case vendor and purchaser both are company Ltd. Then it cannot be said 

that expenses relates to post incorporation period only. So, in that case such 

expenses related to company form should be apportioned on time basis. 

 c) For some type of expenses, specific information is provided either directly 

or indirectly. In such a situation expenses should be apportioned accordingly.  

After following steps aforesaid steps profit & loss account is prepared in 

columnar form. Two columns are prepared for the pre-incorporation items and 

post incorporation items. All the pre- incorporation items and past incorporation 

items will be shown in these two columns separately. The difference of debit and 

credit side will be the net profit or loss prior to incorporation and post 

incorporation. Pre-incorporation profit is revenue profit and post incorporation 

profit is capital profit 

 

□ □ □ 
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Chapter-8 

Underwriting of Shares and Debentures 

 

Q.1. What do you understand by Under Writing Agreement? 

Ans.: Underwriting of shares and debentures is an agreement between company 

and a person or a group of persons to provide guarantee that in case shares or 

debentures are not fully subscribed by the public they will purchase balance of 

shares and debentures. 

 

Q.2. Describe the following 

(A) Sub-Underwriting Agreement  (B) Pure Underwriting 

(C) Firm Underwriting    (D) Partial Underwriting

Ans:- 

(A) Sub-Underwriting Agreement: If underwriters feel that there is big risk 

in underwriting of particular company then they can transfer such risk to other 

person by sub-under writing agreement. 

(B) Pure Underwriting : In this type of agreement liability of underwrites will 

arise only if issue of shares or debentures is under-subscribed. 

(C) Firm-Underwriting : In well established companies, underwriters are 

interested to get some shares or debentures of company in addition to commission 

even if issue is oversubscribed. In firm underwriting, under-writers will definitely 

get shares as agreed between company and underwriters. 

 (D) Partial underwriting : In such underwriting, underwriters make 

agreement for part of issue of debentures and shares. 

 

Q.3. What is maximum rate of Underwriting Commission on shares and 

debentures as per Companies Act? 

Ans.: According to section 76 of the companies Act, 1956 commission can not 

exceed 5% of issue price of shares. In case of debentures, commission can not 

exceed 2.5% of issue price of debentures. 
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Q.4. How liability of Co-Underwriters will be determined in case of Joint 

Underwriting? 

Ans.:  Liability of each underwriter will be decided by following steps :- 

(i) At first, shares or debentures of each underwriters as per agreement is 

mentioned in each column in a table. 

(ii) Marked shares of each underwriter will be deducted out of shares as per 

agreement. 

(iii) Unmarked shares will be deducted in proportion of benefit of unmarked 

shares given to each under writer or the proportion for which under writing 

agreement is signed. 

(iv) In case of firm under writing, underwriters shares can be treated as marked 

or unmarked. If nothing is given in this regard, such shares can be treated as 

marked shares. 

(v) If after deducting marked or unmarked shares balance liability of under 

writer is negative, then this negative balance will be apportioned to other under-

writers in the ratio of their liability for which underwriting agreement was signed 

or any other given ratio. 

(vi) After adjustment of negative balance liability of each under writer is known 

as net liability. 

(vii) In underwriters agree to take shares of firm underwriting in addition to 

under writing shares then in last, shares of firm under writing will be added in net 

liability. It is known as gross liability of each underwriter. 

  

Q.5 Explain the Accounting Treatment for Under Writing in the books of 

Company and Underwriters? 

Ans.: Following entries will be passed on in the books of company for under 

writing :- 

(i) For Under Writing Commission : 

Underwriting Commission A/c Dr. 

To Underwriter`s A/c 

(Underwriting commission due to underwriters.) 

(ii) To Issue Balance Shares to Underwriters : 
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Underwriter`s A/c Dr. 

To Equity Share Capital A/c 

(Shares allotted to underwriters under underwriting agreement) 

(iii) To Receive Final Payment : 

Bank A/c Dr. 

To Underwriter`s A/c 

(Final payment received from underwriters) 

Note : If there is no liability of underwriter to purchase shares or amount of 

commission exceeds amount of gross liability, then following entry will be 

passed. 

(iv) To Make Final Payment : 

Underwriter`s A/c Dr. 

To Bank A/c 

(Final payment made to underwriter.) 

(v) To Write Off Commission Account : 

Reserve/Securities Premium/ P&L A/c Dr. 

To underwriting commission A/c (Commission Account written off) 

Accounting Treatment in the Books of Underwriter : 

Journal Entries : 

 (1) For Underwriting Commission : 

X Company A/c Dr. 

To Underwriting Commission A/c (Commission due from X Company) 

(2) For Share Received From Company : 

Shares/Debentures (Investment) in X Company A/c Dr. 

To X Company A/c (at issue price only) 

(Balance shares received from X Co.) 

(3) To Transfer Commission into Share Account : 

Underwriting Commission A/c Dr. 
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To Shares/Debentures (Investment) A/c 

(Commission transferred into shares account) 

(4) To Make Final Payment : 

X Company A/c Dr. 

To Bank A/c 

(Final payment made to company) 

(5) When Underwriters are not Liable to take Shares

 and Commission is Received : 

Bank A/c Dr. 

To X Company A/c 

(Commission received from Company) 

Note : If amount payable on shares is less than commission then also this entry 

will be passed for the balance of amount. 

(6) To Close Commission A/c when it is not Transferred to Share A/c: 

P&L A/c Dr. 

To Underwriting Commission A/c (Commission transferred to P&L A/c) 

□ □ □ 
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Chapter-9 

Final Account of Companies & Managerial Remuneration 

 

Q.1 What do you understand by Final Accounts of a Company? 

Ans.: To show the profit earned during the year and financial position of company 

at a particular date. It is compulsory for a company to prepare Profit and loss 

account and Balance Sheet – called at the end of the year as per section 209 of 

the Indian Companies Act, 1956. Such accounts are called final account of a 

company. 

 

Q.2. What is Managerial Remuneration? 

Ans.: The remuneration given to managerial persons including director, 

managing director, manager for their services is called managerial remuneration. 

 

Q.3. Discuss the Provisions of Companies Act, 1956 regarding Managerial 

Remuneration. 

Ans.: The remuneration to directors is governed by the section 198 and 309 of the 

companies Act. The amount of remuneration is to be determined by the articles 

or by a resolution passed by the company in the general meeting of shareholder 

or by a special resolution if the articles so required. 

A whole time or managing director or manager may be paid remuneration by way 

of monthly pay and /or by way of specified percentage of net profits of the 

company. 

Managerial Remuneration - Maximum Limits : 

(A)  For Companies Having Profit : 

 (i) Overall (excluding fees for attending 
meeting) 

11% of net profit in all 

(ii) If there is one whole time/ Managing 
director/ manager 

5% of Net profit 

(iii) If there are two or more whole time 
directors including managing director 

10% of Net profit in all 
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(iv) Remuneration to part time directors: 

 If there is no managing or whole 

time director in the company 

 If there is a managing or whole 

time director 

 
3% of net profit in all 

 
1% of net profit in all 

 

(B)  For Companies Having No Profit or Inadequate Profit : In case the 

company has no profits or its profits are inadequate it may pay remuneration to 

managerial person as per the following option given in schedule XII of companies 

Act, 1956, based on effective capital of the company: 

Where the Effective Capital of 

Company is 

I Option II Option 

Monthly 

Remuneration 
Shall Not 

Exceed (Rs.) 

Monthly 

Remuneration 
Shall Not 

Exceed (Rs.) 

(i) > Rs. 1 Crore 75,000 1,50,000 

(ii) 1 Crore ≤ Amount ≤ 5 Crore 1,00,000 2,00,000 

(iii) Rs. 5 Crore ≤ Amount<Rs. 25 crores 1,25,000 2,50,000 

(iv) Rs. 25 crores ≤ Amount <Rs. 50 crores 1,50,000 3,00,000 

(v) Rs. 50 crores ≤ Amount <Rs. 100 crores 1,75,000 3,50,000 

(vi) Rs. 100 crores ≤Amount 2,00,000 4,00,000 

Working note:- 

 (1) Calculation of Effective Capital : Add : 

Add: 

i. Total Subscribed Capital 

ii. Balance of Securities Premium A/c 

iii. Reserve and Surplus (Except Revaluation Reserve) 

iv. Long Term Debt 

v. Deposits (Due after one year) 

Total : 

Less : 

(i) Total Investments (Except Investment in Shares, 

Debentures and Other Securities in case of a 

Investment Company) 
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(ii) Accumulated Loss and Preliminary Expense not 

Written Off 

 Total : 

 (2) Computation of Profit for the Purpose of Managerial Remuneration : 

(U/s -349, 350 & 351) 

Profit as per Profit and Loss Account (as Company) prepared by the 

Add : 

 (a) For Debit Side of P&L Account (if debited) - 

i. Managerial Remuneration (not Fees) 

ii. Provision for Tax, Super Tax, Corporate Tax 

iii. All Capital Expenses and Losses 

iv. Written Off of Fictitious Assets 

v. Ex Gratia Payment to Workers 

vi. Provisions (if it is more than the requirement) 

vii. All Reserves 

viii. Dividends and Tax on Dividend (Paid or Proposed) 

(b) For Credit Side of P&L Account (if not credited) 

Subsidies and Bounties 

Less : 

 All Capital Profits (if credited P&L Account 

Total : 
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Chapter-10 

Disposal or Appropriation of Profits 

 

Q.1. What is meant by Divisible Profits? 

Ans.: Divisible profits are those profits of the company out of which the company 

has the legal right to distribute and pay the dividend. 

 

Q.2. Give journal entries of Declaration and Payment of Dividend. 

Ans.: Journal Entries for Declaration and Payment of Dividend : 

(i) Entry on recommending or proposing dividend by directors at the time of 

preparation of final accounts : 

Profit & Loss Appropriation A/c Dr. 

To Proposed Preference Dividend A/c 

To Proposed Tax on Preference Dividend A/c 

To Proposed Equity Dividend A/c 

To Proposed Tax on Equity Dividend A/c 

(Proposal for declaration of dividend) 

The balance of both of the proposed accounts will be shown under the heading 

“current Liabilities & Provision” in the balance sheet. 

(ii) Dividend accepted by the shareholders in Annual General Meeting: 

Proposed Preference Dividend A/c  Dr. 

Proposed Tax on Preference Dividend A/c Dr. 

Proposed Equity Dividend A/c   Dr. 

Proposed Tax on Equity Dividend A/c Dr. 

  To Preference Dividend A/c 

To Tax on Preference Dividend A/c 

To Equity Dividend A/c 

To Tax on Equity Dividend A/c (Dividend accepted by the shareholders) 

(iii) To open a separate bank account for the payment of divided : 

Dividend Bank A/c Dr. 

To Bank A/c (Being separate bank A/c for payment of dividend) 

 



39          Biyani’s Think Tank 

(iv) Issue of dividend warrants on special Bank account : 

Preference Dividend A/c  Dr. 

Equity dividend A/c  Dr. 

To Dividend Bank A/c (Dividend warrants issued for payment) 

(v) On payment of tax to Government : 

Tax on Preference Dividend A/c Dr. 

Tax on Equity Dividend A/c  Dr. 

To Bank A/c (Being tax deposited in Govt. treasury) 

(vi) After expiry of validity of dividend warrant, on the basis of information 

from the bank, regarding non-payment of dividend : 

Dividend Bank A/c Dr. 

To Unclaimed Dividend A/c 

(Dividend not claimed transferred to unclaimed Dividend A/c) 

(vii) After expiry of validity period of dividend amount, a new bank account 

will be opened by the amount of dividend not claimed:- 

Unpaid Dividend Bank A/c Dr. 

  To Dividend Bank A/c 

(Amount deposited in new bank account as required by Section 205(A) (i) of 

companies Act) 

Note : Unclaimed Dividend Account will be shown in the Balance sheet at 

liabilities side under the head current liabilities and provisions in part “A‟. 

Similarly unpaid Dividend Bank Account will appear at assets side under the head 

“Current Asset‟, loan and advances‟ in part “A”. 

(viii) Issue of new or fresh dividend warrant on request : 

(They can be issued upto 7 years from the date of declaration of dividend) 

Unclaimed Dividend A/c  Dr. 

To unpaid Dividend Bank A/c (Being unclaimed dividend paid) 

(ix) After expiry of 7 years from the date of declaration of dividend, the balance 

in unpaid dividend Bank A/c will be transferred to investor Education and 

protection fund : 

Unpaid Dividend A/c Dr. 

To Unpaid Dividend Bank A/c 
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(Being dividend not claimed transferred to investor education and protection fund 

after 7 years) 

 

Q.2. What are Bonus Shares? In what circumstances should Bonus Shares be 

issued? What Accounting Entries are passed for Bonus? Discuss the guidelines 

of SEBI for Bonus Shares. 

Ans.: Bonus Shares : If Company issues fresh shares without charging anything, 

these shares are called bonus shares. 

Circumstances for Issuing Bonus Shares : 

(i) When the amount of accumulated profits and reserves becomes very large. 

(ii) When the rate of dividend of the company is much higher than normal rate 

of dividend, then to make the rate of dividend equivalent to normal rate of 

dividend. 

(iii) When the market value of Shares rises so high that sale and purchase of 

shares is not conducted normally. 

Guidelines for Issue of Bonus Shares : The securities and Exchange Board of 

India (SEBI) by an order on 27th January, 2000 issued the following guidelines 

for issue of bonus shares:- 

(i) No Company shall, pending conversion of FCDs/PCDs issue any by way 

of bonus unless similar benefit is extended to the holders of such FCDs through 

reservation of shares in proportion to such convertible part of FCDs or PCDs. 

(ii) The shares so reserved may be issued at the time of conversion of 

debentures on the same terms on which the bonus issues were made. 

(iii) The bonus issue is made out of free reserves. 

(iv) Revaluation Profits cannot be used to provide bonus shares. 

(v) The bonus shares can not be issued, in lieu of dividend. 

(vi) The existing shares capital must be fully paid up at the time of bonus issue. 

(vii) No bonus can be take up till the full payment of arrears of interest 

outstanding, repayment of installment on debentures and or on fixed deposits.  

(viii) No bonus can be made if the company has defaulted in respect of the 

statutory payment to employees. 

(ix) After declaration of bonus the shares must be issued within 6 months. 
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(x) Bonus can be issued only if it is provided in Articles of Association. 

(xi) If the authorized share capital is increased because of bonus shares, a 

resolution must be passed in the meeting of shareholders regarding increase in 

authorized capital. 

Accounting Treatment for Bonus Issue : The following entries will be passed 

regarding bonus issue :- 

(i) If declaration of bonus is proposed out of current year‟s profits : 

(a) On making proposal regarding bonus : 

Profit and Loss Appropriation A/c Dr. 

To Proposal Bonus to Shareholders A/c 

(proposal made for the declaration of bonus) 

(b) On approval of the proposal regarding bonus in the general meeting : 

Proposed Bonus to Shareholders A/c Dr. 

To Bonus to Shareholders A/c 

Note : If bonus is proposed out of past years profit or from reserves or from other 

reserves, there is no need to put a proposal. 

(ii) Directly in the meeting of shareholders the proposal will be accepted or 

rejected. If proposal accepted the entry will be : 

General Reserve A/c   Dr. 

Other Free Reserve A/c   Dr. 

Securities A/c    Dr. 

Capital Redemption Reserve A/c Dr. 

To Bonus to Shareholders A/c (Bonus from reserves being approved) 

Payment of Bonus : 

(1) By making partly paid-up shares fully paid : 

(i) Share Final Call A/c Dr. 

   To Share capital A/c (Share Final call money due) 

(ii) On utilizing the amount of bonus : 

Bonus to Shareholders A/c Dr. 

To Share Final Call A/c (Bonus applied towards share call) 
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(2) To issue fresh fully paid-up bonus shares to the shareholders free of cost : 

(i) On declaration of bonus share : 

P&L Appropriation A/c or General reserve A/c Or Capital Redemption Reserve 

A/c          Dr. 

Securities Premium A/c Dr. Or Capital Reserve A/c Dr. 

To Bonus to Shareholders A/c (Bonus declared out of ………) 

(ii) On issue of bonus shares at par : 

Bonus to Shareholders A/c Dr. 

To Share Capital A/c (…… Bonus shares issued at par) 

(iii) On issue of Bonus shares at premium : 

Bonus to Shareholders A/c Dr. 

To Share Capital A/c 

To Securities Premium A/c (Bonus Shares issued at premium) 

 

Q.3. Explain the term Capitalization of Profits. Give four example of Capital 

Profit. 

Ans.: The process of increasing of the paid up share capital by reducing the 

balance of profit and reserves is called capitalization of profits. 

 Examples of Capital Profit : 

(i) Profit Prior to Incorporation 

(ii) Securities Premium 

(iii) Profit on Reissue of Shares 

(iv) Revaluation of Profits 

(v) Capital Redemption Reserve 

 

 

□ □ □ 
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Chapter-11 

Valuation of Goodwill 

 

Q.1. Describe the concept of Goodwill. 

Ans.: Goodwill is the value of the reputation of the firm judged in respect of its 

capacity to bring in, unaided profits. Goodwill is an asset that cannot be seen but 

can be imagined. Hence it is known as an “intangible asset.” 

 

Q.2. What are the bases of Valuation of Goodwill? Explain 

For the valuation of Goodwill the following Profits are calculated - 

(1) Actual Average Profit or Future Maintainable Profit 

(2) Super Profit 

Ans.: (1) Calculation of Actual Average Profit : It can be calculated by using 

the following three steps : 

Step –I : Calculation of Adjusted Profit :     Rs. 

Net Profit Before Tax        xxx 

Add :  

Abnormal Expenses & Losses (If debited in P&L A/c)   xxx 

 Less : 

Abnormal Income and Profit (If credited in P&L A/c)   xxx 

Preference Share Dividend      xxx 

Provision for Taxation       xxx 

Provision for Bad and Doubtful Debt     xxx 

(Due to Accounting Error) 

Income from Non-Trade Investments     xxx 

(If Unequal Income in Every Year)       

Adjusted Profit         xxx 

 

Step II : Calculation of Average Profit : 

Simple Average Profit =  
𝑇𝑜𝑡𝑎𝑙  𝑎𝑑𝑗𝑢𝑠𝑡𝑒𝑑  𝑝𝑟𝑜𝑓𝑖𝑡 𝑜𝑓 𝑔𝑖𝑣𝑒𝑛 𝑛𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑦𝑒𝑎𝑟

𝑁𝑢𝑚𝑏𝑒𝑟 𝑜𝑓 𝑦𝑒𝑎𝑟𝑠
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If past adjusted profit show any trend of raising or falling then weighted average 

profit will be calculated. 

Weighted Average Profit = 
Total Product of Profits & Weights 

Total of Weight
 

Step III : Calculation of Actual Average Profit or Future Maintainable Profit 

Rs. 

Average Profit         xxx 

Add :  

(i) Expenses that will not incur in future     xxx 

(ii) Income and Profit that will arise in future    xxx 

(iii) Savings in depreciation due to decrease in value   

of Fixed Assets         xxx 

           xxx 

Less :   

(i) Expenses that will incur in future     xxx 

(ii) Income and profit that will not arise in future   xxx 

(iii) Fair remuneration of the owner      xxx 

(iv) Income from non-Trading Investment     xxx 

(v) Additional depreciation on increased value of assets  xxx 

(vi) Provision for bad debts in future     xxx 

Future Maintainable Profit or Actual Average Profit   xxx 

   - 

(2) Super Profit :  

Super Profit = Actual Average Profit – Normal Profit 

To calculate normal profit - (a) Average capital employed, and (b) Normal rate 

of return is computed. These can be calculated as follows :- 

(A) Capital Employed = Total of Assets – Outside Liabilities 

To calculate the total of assets the following points should be kept in mind :- 

(b) Fixed assets and intangible assets will be taken at their realizable value 

otherwise at book value. 

(c) Fictitious assets and goodwill given at cost will not be included. 

(d) Non-trade investments will not be taken. Average Capital Employed : 

Average Capital Employed can be calculated by following three formulae: 
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(i) 
𝑂𝑝𝑒𝑛𝑖𝑛𝑔 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑚𝑝𝑙𝑜𝑦𝑒𝑑 + 𝐶𝑙𝑜𝑠𝑖𝑛𝑔 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑚𝑝𝑙𝑜𝑦𝑒𝑑

2
 

(ii) Opening Capital Employed + 
1

2
 of current years profit after tax &  

preference dividend 

 (iii) Closing Capital Employed –  
1

2
 of current years profit after tax & 

preference dividend 

(B) Normal Rate of Return : The rate of earnings which normally applies in 

similar concerns or which is expected by the investor to apply in similar concern 

is known as normal rate of return. 

 

Q.2. Explain the various methods of Valuation of Goodwill. 

Ans.: There are three methods of valuation of goodwill, the selection of method 

will depend on the circumstance of a particular business. 

(1) Year`s Purchase Method : This method is based on the assumption that 

the buyer of business will earn certain amount of profit or super profit during the 

life time of business. So he must pay some of the years profits as goodwill to the 

seller. 

Goodwill = Future Maintainable Profit or Actual Average Profit X Number of 

years (2 or 3) 

Or   Goodwill  = Super Profit X Number of year (4 to 5) 

Goodwill = Normal Capital Employed – Actual Capital Employed 

(2) Capitalization Method : 

(i) Capitalization of Super Profit Method : According to this method it is 

estimated that how much capital will be required to earn super profit at a normal 

rate of return or profit. 

Value of Goodwill = 
𝑆𝑢𝑝𝑒𝑟  𝑃𝑟𝑜𝑓𝑖𝑡

Normal rate of return
 X 100 

 (ii) Capitalization of Average Profit : In this method first average profit is 

capitalized at normal rate of return. This is known as normal Capital Employed 

Normal Capital Employed  =  
𝐴𝑐𝑡𝑢𝑎𝑙  𝐴𝑣𝑒𝑟𝑎𝑔𝑒  𝑃𝑟𝑜𝑓𝑖𝑡 

Normal rate of return
 X 100 
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Then value of goodwill will be calculated as follows :- 

Value of Goodwill = Normal Capital Employed – Actual Capital employed 

(3) Annuity Method : According to this method the goodwill will be equal to 

the amount of present value of future super profits because one has to pay 

goodwill today but the amount of super profit will be earned in future. In this way 

loss of interest can be compensated. 

Value of Goodwill = Super Profit X Present value of Rs. 1 

Present value of Rs. 1 received annually for “n” year = 1(1/(1+r))n / r 

Here r = rate of interest, n = number of years. 

 

□ □ □ 
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Chapter-12 

Valuation of Shares 

 

Q.1. Under which circumstances valuation of Shares is needed? 

Ans.: The Shares of a Company are to be valued at different occasions. Such as: 

(i) When shares of one class are to be converted into shares of another class. 

(ii) When shares want to take loan against the shares. 

(iii) When shares are to be bought and sold. 

(iv) When companies are amalgamated and a new company is formed. The 

new company is to exchange the shares with the shareholder of old 

companies on the basis of value of shares. 

(v) When one or more existing companies are purchased by another existing 

company. 

(vi) Acquisition of interest of dissenting shareholders under a scheme of 

reconstruction. 

(vii) When government wants to compensate the shareholders on the 

nationalization of a company. 

(viii) When shares of a company is not quoted in stock exchange and holder 

is interested to value them or wants to dispose them. 

 

Q.2. What do you understand by Valuation of Shares? Discuss the different 

methods of Valuation of Shares. 

Ans.: Generally investors invest in the shares of a company after confirming :- 

(i) Whether his investment in shares will be safe or not; and (ii) whether he 

will receive a fair return by fixed amount or not. To get the reply of these 

questions investors value the shares and then think to investment. For this purpose 

the shares can be valued by the following methods :- 

(1) Net Assets Valuation Method : Under this method of valuation, it is 

ascertained that what amount of assets is available with the company for every 

share, so this method is known as “Assets backing Method.” Also known as “Net 

Assets Method” and “Balance sheet Method” and “intrinsic value method” or 

break up value method.” 

Following procedure will be adopted to value the shares by this method :- 

Calculation of Net Assets : 
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Net Assets = Total Realizable value of assets – total outside liabilities 

Note : 

(i) Realizable value of fixed assets is not given then written down value will 

be taken. 

(ii) Intangible assets will be considered if realizable value is given. 

(iii) Investments (whether trading or not-trading) will be considered at 

their present value. 

(iv) The current assets will be considered after providing for bad debts and 

probable loss. 

(v) Fictitious assets will not be considered. 

Alternative Method : The value of net assets can also be ascertained on the basis 

of liabilities side of balance sheet. 

Share Capital         xxx 

Reserve and Surplus        xxx 

Profit on Revaluation        xxx 

Excess of Provision for Taxation      xxx 

Excess of Workman`s Compensation Fund     xxx 

xxx 

Less : Fictitious Assets      xxx 

Loss on Revaluation     xxx 

Contingent Liabilities     xxx  xxx       . 

           xxx 

Calculation of Value Per Share : 

(A) When Capital Structure of Company Consists of equity share Capital only:- 

Case (1) : When normal value of all equity shares is equal and fully paid up: 

Value per Equity Share = 
𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑁𝑒𝑡 𝐴𝑠𝑠𝑒𝑡𝑠  

𝑁𝑜.𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦 𝑆ℎ𝑎𝑟𝑒𝑠 𝑖𝑠𝑠𝑢𝑒𝑑 𝑏𝑦 𝑡ℎ𝑒 𝐶𝑜𝑚𝑝𝑎𝑛𝑦
 

Case (2) : If the capital structure of company consists equity shares of different 

nominal value of shares: 

Value per share = 
𝑃𝑟𝑜𝑝𝑜𝑟𝑡𝑖𝑜𝑛𝑎𝑡𝑒  𝑛𝑒𝑡 𝑎𝑠𝑠𝑒𝑡 𝑜𝑓 𝑎 𝑝𝑎𝑟𝑡𝑖𝑐𝑢𝑙𝑎𝑟 𝑐𝑎𝑡𝑒𝑔𝑜𝑟𝑦  

𝑁𝑜.𝑜𝑓 𝑒𝑞𝑢𝑖𝑡𝑦 𝑠ℎ𝑎𝑟𝑒𝑠 𝑜𝑓 𝑠𝑎𝑚𝑒 𝑐𝑎𝑡𝑒𝑔𝑜𝑟𝑦
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 (B) If capital structure of the company consists of both (Equity and preference 

shares) type of shares : - 

(i) When preference shareholders are having both preferences for 

payment of dividend and payment of capital :- 

Value per Equity Share = Net Asset - (Preference share capital + Arrears of 

Preference share Dividend)/ No. of preference shares 

(ii) If Preference Shares are having the preference as regards capital only 

:- 

Value per Equity Share = 
𝑁𝑒𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 – 𝑃𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒 𝑠ℎ𝑎𝑟𝑒 𝐶𝑎𝑝𝑖𝑡𝑎𝑙

𝑁𝑜.𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦 𝑠ℎ𝑎𝑟𝑒𝑠
 

Value per preference Share = 
𝑃𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒 𝑆ℎ𝑎𝑟𝑒 𝑐𝑎𝑝𝑖𝑡𝑎𝑙

𝑁𝑜 𝑜𝑓 𝑃𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒 𝑠ℎ𝑎𝑟𝑒𝑠
 

(iii) If Preference Shares are having the preference regards dividend 

only:- 

Value per Equity Share = 

   
𝑁𝑒𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 – 𝐴𝑟𝑟𝑒𝑎𝑟𝑠 𝑜𝑓 𝑝𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒 𝑠ℎ𝑎𝑟𝑒 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 

𝑁𝑜.𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦  𝑠ℎ𝑎𝑟𝑒𝑠 + 𝑁𝑜.𝑜𝑓 𝑝𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒 𝑆ℎ𝑎𝑟𝑒𝑠
 

Value per preference share= 

Value per Equity Share + 
𝐴𝑟𝑟𝑒𝑎𝑟 𝑜𝑓 𝑝𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒  𝑠ℎ𝑎𝑟𝑒 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑠

𝑁𝑜.𝑜𝑓 𝑃𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒  𝑠ℎ𝑎𝑟𝑒
 

(iv) If preference share are not having any preference by the articles, 

therefore the per share value for equity share and preference will be:- 

Value per share   = 
𝑁𝑒𝑡 𝐴𝑠𝑠𝑒𝑡𝑠  

𝑁𝑜.𝑜𝑓 𝐸𝑞𝑢𝑖𝑡𝑦 𝑆ℎ𝑎𝑟𝑒𝑠 + 𝑁𝑜.𝑜𝑓 𝑃𝑟𝑒𝑓𝑒𝑟𝑒𝑛𝑐𝑒  𝑠ℎ𝑎𝑟𝑒
 

Note : In (iii) and (iv) above, the same formula will be used, when the face value 

and paid up value of equity shares and preference shares is same. If the paid up 

value is different, the net assets will be distributed between the preference shares 

and equity shares in their paid up value ratio and then the such proportionate net 

assets will be divided by the number of shares of particular category. 

 (2) Yield Valuation Method : In this method the value of share is based on 

income received (Dividend) or receivable. To value share by this method, one of 

the following basis may be used :- 
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(a) On the Basis of Dividend Rate : Investors who are in minority interested in 

investing the amount for short period, give weight to the dividend that will be 

provided by  the  company  in  near  future. The following formula will be used 

to value the share: 

Value per Equity share = 
𝑅𝑎𝑡𝑒 𝑜𝑓 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑  𝑋 𝑃𝑎𝑖𝑑 𝑈𝑝 𝑉𝑎𝑙𝑢𝑒 𝑃𝑒𝑟 𝑆ℎ𝑎𝑟𝑒 

𝑁𝑜𝑟𝑚𝑎𝑙  𝑅𝑎𝑡𝑒 𝑜𝑓 𝑅𝑒𝑡𝑢𝑟𝑛
 

Explanation of the terms used in above formula :- 

(i) Rate of Dividend = 
𝐴𝑚𝑜𝑢𝑛𝑡 𝑜𝑓 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑋 100

𝑇𝑜𝑡𝑎𝑙 𝑝𝑎𝑖𝑑 𝑢𝑝 𝑐𝑎𝑝𝑖𝑡𝑎𝑙
 

(ii) Normal Rate of Return = Normal rate of return means the return that is to 

be earned by the company engaged in similar business. 

(b) On the Basis of Expected Rate of Return : Generally companies do not 

distribute the whole of the profit as dividend to shareholders and hence the value 

of the share should be based on rate of earning. 

Value of Equity Share = 
𝐸𝑥𝑝𝑒𝑐𝑡𝑒𝑑 𝑅𝑎𝑡𝑒 𝑜𝑓 𝑅𝑒𝑡𝑢𝑟𝑛 𝑋 100

𝑁𝑜𝑟𝑚𝑎𝑙 𝑅𝑎𝑡𝑒 𝑜𝑓 𝑅𝑒𝑡𝑢𝑟𝑛
 

Here the Expected Rate of Return will be calculated as :- 

Expected Rate of Return = 
𝑃𝑟𝑜𝑓𝑖𝑡 𝑎𝑣𝑎𝑖𝑙𝑎𝑏𝑙𝑒 𝑓𝑜𝑟 𝑒𝑞𝑢𝑖𝑡𝑦  𝑠ℎ𝑎𝑟𝑒𝑠 𝑋 100 

𝑃𝑎𝑖𝑑 𝑢𝑝 𝐸𝑞𝑢𝑖𝑡𝑦 𝑠ℎ𝑎𝑟𝑒 𝐶𝑎𝑝𝑖𝑡𝑎𝑙
 

 (c) On the Basis of Earning Capacity or Actual Rate of Return : When amount 

is invested for a long period, or a huge amount is invested the share should be 

ascertained on the basis of earning capacity of the company. 

Value per equity share = 
𝐴𝑐𝑡𝑢𝑎𝑙  𝑅𝑎𝑡𝑒 𝑜𝑓 𝑅𝑒𝑡𝑢𝑟𝑛  𝑋 𝑃𝑎𝑖𝑑 𝑢𝑝 𝑣𝑎𝑙𝑢𝑒 𝑝𝑒𝑟 𝑠ℎ𝑎𝑟𝑒

𝑁𝑜𝑟𝑚𝑎𝑙  𝑅𝑎𝑡𝑒 𝑜𝑓 𝑅𝑒𝑡𝑢𝑟𝑛
 

The actual Rate of Return can be ascertained by the following formula:- 

Actual Rate of Return =  
𝑃𝑟𝑜𝑓𝑖𝑡 𝐸𝑎𝑟𝑛𝑒𝑑 𝑋 100 

𝑁𝑒𝑡 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑚𝑝𝑙𝑜𝑦𝑒𝑑
 

In above formula we have to ascertain :- 

 (i) Profit Earned : The term “Profit earned” means the “Profit before interest, 

transfer to reserve & preference share dividend but after tax.” 

(ii) Net Capital Employed : 
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Net Capital Employed (Assets Approach) = Fixed assets (At revalued Price or at 

W.D.V.) + Trade Investment +Current Assets – Current Liabilities 

Net Capital Employed (Liabilities Approach) = Equity share capital + Preference 

Share Capital + Reserve & Surplus + Debentures + Long term Loan – fictitious 

Assets –Non trade investment +Revaluation Profit – Revaluation Loss 

 

Q.3. Write Short notes on the followings- 

(1) Fair Value of Shares 

(2) Value of Shares in case of Bonus Shares 

(3) Valuation of Rights 

Ans.: (1) Fair Value of Shares : Fair value of share means the average of 

intrinsic value of share and yield value of share. Formula :- 

Fair value per Share =  
𝐼𝑛𝑡𝑟𝑖𝑛𝑠𝑖𝑐 𝑉𝑎𝑙𝑢𝑒 𝑝𝑒𝑟 𝑆ℎ𝑎𝑟𝑒 + 𝑌𝑖𝑒𝑙𝑑 𝑉𝑎𝑙𝑢𝑒 𝑝𝑒𝑟 𝑆ℎ𝑎𝑟𝑒

2
 

(i) Intrinsic Value per Share is the value of share based on the Net Assets 

Method. 

(ii) Yield Value per Share is the value of share based on dividend, expected 

rate of return and earning capacity of the concern. 

(2) Value of Shares in case of Bonus Shares : After bonus issue the number of 

shares will increase in company’s books but net assets remains same. So, the 

intrinsic value of share is reduced. 

Value per Share   =   
𝑁𝑒𝑡 𝐴𝑠𝑠𝑒𝑡𝑠 (𝐸𝑥𝑖𝑠𝑡𝑖𝑛𝑔 𝐸𝑞𝑢𝑖𝑡𝑦 𝐹𝑢𝑛𝑑) 

𝑁𝑜.𝑜𝑓 𝑆ℎ𝑎𝑟𝑒𝑠 (𝑖𝑛𝑐𝑙𝑢𝑑𝑖𝑛𝑔 𝐵𝑜𝑛𝑢𝑠 𝑆ℎ𝑎𝑟𝑒𝑠)
 

(3) Valuation of Rights : As per section 81 of the companies Act, 1956, 

provides that if a public company increase its paid up capital by issuing new 

shares within a period of 2 years from its incorporation or within one year of first 

allotment of shares, whichever is earlier, the existing shareholders have a right to 

purchase the new equity shares from the company. If such shares are knows as 

Right shares, and this Right is known as “Right of Pre-emption”. 

The transfer of shares may be of 2 types as following :- 

 (i) Ex-Right : The value of right excluded in the market value of share because 

the existing shareholders have a right to purchase the right share. 
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(ii) Cum-Right : The value of right included in the market value of share, 

because the purchaser have a right to purchase the right shares. 

Value of Rights = 
𝑁𝑜.𝑜𝑓 𝑅𝑖𝑔ℎ𝑡 𝑆ℎ𝑎𝑟𝑒𝑠 𝑋 (𝑀𝑎𝑟𝑘𝑒𝑡 𝑃𝑟𝑖𝑐𝑒 – 𝐼𝑠𝑠𝑢𝑒 𝑃𝑟𝑖𝑐𝑒) 

𝑁𝑜.𝑜𝑓 𝐸𝑥𝑖𝑠𝑡𝑖𝑛𝑔 𝑆ℎ𝑎𝑟𝑒𝑠 + 𝑁𝑜.𝑜𝑓 𝑅𝑖𝑔ℎ𝑡 𝑆ℎ𝑎𝑟𝑒𝑠
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Chapter-13 

Insurance Claims 

 

Q.1. - What do you mean by average clause? Explain with example. 

Ans: Average clauses appear in insurance policies of all types of assets. So, for 

example, you are insuring your house and you tell the insurer its value, which 

forms the sum insured under the policy. The premium is based on the declared 

value and will be lower than what it should be if the true value was given. 

 

Q.2.- What is the formula of average clause? 

Ans: If the policy has already been taken for an amount equivalent or more as per 

requirement then Average clause is not applicable. However, if the policy is less 

than the required amour policy that should have been taken then average clause 

will be applicable. In the event of Average clause being applicable, amount of 

claim is calculated in the following manner: 

Application of Average Clause 

Amount of Claim = 
𝐿𝑜𝑠𝑠 𝑜𝑓 𝑃𝑟𝑜𝑓𝑖𝑡 × 𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑃𝑜𝑙𝑖𝑐𝑦

𝑃𝑜𝑙𝑖𝑐𝑦 𝑡𝑜 𝑏𝑒 𝑡𝑎𝑘𝑒𝑛
 

NOTE 

Policy to be taken = Adjusted Annual Sales × Gross Profit Rate 

Loss of profit = Short sales × Rate of Gross Profit 

 

Q.3.- Explain the accounting for insured loss in the books of insured? 

Ans: The actual loss to insured and amount of claim admitted by insure may be 

differ from each other. The accounting entries regarding to loss of assets, loss of 

store, loss of profit in the books of insured will be as follows: 

Accounting entries in this connection will be made as under 

 (1) Transfer of loss of stock into Trading a/c 

Destroyed Stock a/c Dr. 

Damaged Stock a/c Dr. 

To Trading a/c 
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(Value of stocks lost taken into Trading a/c.) 

 (2) On claim accepted by Insurance Company 

Insurance Company a/c Dr. 

To Destroyed Stock a/c 

To Damaged Stock alc 

(Claim admitted by Insurance Company.) 

(3) On sale of damaged stock 

Bank/Cash a/c Dr 

To Damaged Stock a/c (Damaged stock sold.) 

 (4) The Profit/Loss on sale of damaged stock will be Transferred to P. & L. a/c 

/Statement of Profit & Loss. 

 (5) Claim regarding fixed assets accepted e.g., Plant, Furniture Building etc. 

Insurance Company a/c Dr. 

To Building a/c 

To Plant a/c 

To Furniture a/c 

(Claim admitted by Insurance Company for Fixed Assets.) 

If there is any difference between the value of assets & accepted claim then 

profit/loss will be transferred to P & L a/c / Statement of Profit & Loss. 

 (6) For loss of profit: claim accepted by Insurance Company 

Insurance Company a/c Dr. 

To Profit & Loss a/c (Related to current year) 

To Profit & Loss Suspense a/c  (Related to next year) 

(Claim of loss of profit admitted by Insurance Company.) 

 (7) On Fire Expenses incurred: 

Fire Expenses a/c Dr. 

To Bank a/c (Fire Expenses paid.) 

 (8) On receipt of amount of claim from Insurance Company: 

Bank a/c Dr. 

To Insurance Company a/c 

(Amount of claim received from insurance company.) 
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Chapter-14 

Hire Purchase Accounts 

 

Q.1.- Explain Hire Purchase System? 

Ans: In the area of business vendors sell goods on hire purchase to increase their 

sales besides cash also. Hire purchase system is a converted form of credit sales. 

In hire purchase the purchaser after raking delivery of goods makes his payment 

in periodical instalments. Till the payment of the last instalment the ownership of 

the goods remains with the vendor. All instalments paid up to the last instalment 

are considered as rent and the purchaser gets the ownership on the goods after the 

last instalment is paid. 

Transactions for goods sold and purchased through hire purchase are governed 

by "Hire Purchase Act 1972. The Hire Purchase Act 1972 was made effective 

from 1 September, 1973. However, by a Gazette notification dated 30th August, 

1973, the implementation of the Act has been postponed. According to this Act 

Hire Purchase Agreement means an agreement through which the goods are given 

by the vendor to the purchaser on rent and the option of buying the goods is 

subject to the conditions vested in the agreement. 

For this the purchaser has to pay agreed periodical instalments and he gets the 

ownership of the goods only after the last instalment is paid. The Purchaser can 

terminate the agreement at any time before the last instalment is paid. In such a 

case the vendor can take the goods back and the instalment paid by the purchaser 

will be forfeited, considering it as rent for use of property. 

Definition of Hire Purchase: Different scholars have defined hire purchase 

accounting system in the following words: 

 (1) According to J.R. Batliboi, "Under the hire purchase system, goods are 

delivered to a person who agrees to pay the price of goods to the owner by equal 

periodical instalments, such instalments to be treated as hire of these goods until 

a certain fixed amount has been paid, when these goods become the property of 

the hirer" 

(2) According to Carter, "Hire purchase system is a system in which price of 

the goods is to be paid in periodical instalments for the purpose of purchases, until 

last instalment is to be paid, each paid instalment is treated as hire" 
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Q.2.- Explain Characteristics of Hire purchase System? 

Ans: Characteristics of Hire Purchase System 

 (1) Handing over of goods: In hire purchase agreement the vendor hands over 

goods after agreement is done on rent to the purchaser. 

 (2) At the time of hire purchase agreement, the purchaser deposits an agreed 

amount in the form of Down payments. 

 (3) Right of forfeiting the Instalment and taking the goods back: On default in 

paying. the instalment by the purchaser the vendor has the right to forfeit the 

instalments paid considering them as rent and with that the vendor has. a right to 

take the goods back. 

 (4) Getting the ownership of the goods and termination of Agreement: In hire 

purchase the vendor is bound to sell goods whereas, the purchaser is not bound 

to purchase them. It depends on his choice, if he so wants then he can pay all the 

instalments and get the ownership of the goods or during the course of the 

agreement return the goods and terminate the agreement. 

 (5) Transfer of ownership of goods: Up to payment of total value of goods the 

ownership of the goods remains with the vendor. Only on payment of all 

instalments the ownership of goods is transferred to the purchaser. 

 (6) Responsibility for safety of goods: It is the duty of the hire purchaser till 

he pays the last instalment to use the goods with caution and protect them. 

 (7) Goods transferred to Third Party: The hire purchaser does not have the 

right to sell or pledge the goods till the last instalment is paid. However, the 

purchaser can with the permission of vendor transfer goods to a third party. 

 (8) Repair etc. responsibility of the vendor: Till the last instalment is paid the 

responsibility of repair and maintenance of the goods is of the vendor, if the 

purchaser has used the goods with care and caution. 

 

Q.3.- Explain the treatment of Provision for Unrealized Profit in the books of Hire 

Vendor? 

Ans: In the hire purchase system if the total value of goods sold is realized in the 

same accounting year, then it is treated like credit sale and then the profit earned 

on that sales is taken in Profit and Loss account of same year. In case the period 

of instalments to be received is more than one year then it will not be appropriate 

to consider it as sale in that year in which the hire purchase transaction takes 
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place. So as per realization concept a provision should be made for unrealized 

profit in relation to outstanding cash price. The amount of provision is calculated 

as follows in each year: 

Provision for unrealized profit =
𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔  𝐶𝑎𝑠ℎ 𝑃𝑟𝑖𝑐𝑒

𝑇𝑜𝑡𝑎𝑙 𝐶𝑎𝑠ℎ 𝑃𝑟𝑖𝑐𝑒
 × Total Profit 

Total Profit = Total Cash Price - Cost Price 

Provision for unrealized profit is only made when instalments are payable in more 

than one year and in the question cost price of the goods are given. In the formula 

total profit means excess of cash price over cost price of goods sold. Provision 

for unrealized profit is made only in books of vendor and amount of this provision 

is shown in Balance Sheet after deducting amount realized from hire purchaser. 

Entries regarding provision for unrealized profit 

In First Year: 

Profit & Loss a/c / Statement of Profit & Loss Dr. 

To Provision for Unrealized Profit a/c 

In Successive Years: 

Provision for Unrealized Profit a/c Dr. 

To Profit & Loss a/c / Statement of Profit & Loss 
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Chapter-15 

Instalment Payment Accounts 

Q.1.- What is The Meaning of Instalment Payment System? 

Ans: The system in which the property in the goods passes to the purchaser 

immediately on the signing of the contract and payment is made in instalments is 

known as Instalment Payment System. In this system the ownership and goods 

both passes to the purchaser immediately on signing of the contract though the 

purchaser makes payment in instalments. If the purchaser makes a default in 

payment of an instalment, the seller can only sue for the balance of the amount 

unpaid together with interest but he cannot repossess the goods. 

 

Q.2.- Explain Characteristics of Instalment Payment System? 

Ans: Characteristics of Instalment Payment System: 

1. In this system the price of the goods is not paid lump sum but is paid in 

periodical instalments. 

2. Selling price of the goods is determined by adding interest in the cost price. 

3. Amount of instalments and its periodicity is decided at the time or signing 

the contract. 

4. Delivery of the goods and ownership is transferred to the purchaser at the 

time of sale contract. 

5. On default in payment of instalments or non-compliance of the terms and 

conditions of the contract by the purchaser, the vendor does not have a right of 

repossession of goods, he can only sue for the balance of amount due against the 

purchaser. 

6. Prior to making payment of all instalments the purchaser has right to sell, 

mortgage or make alteration in the goods and the other person will have best title 

over the goods. 

 

Q.3.- Differentiate between Hire Purchase System and Instalment Payment 

System? 

Ans:- 
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Basis of 
Difference 

Hire Purchase System Instalment Payment System 

Nature of 
contract 

Nature of this agreement is of 

hire agreement which gets 
converted to sale agreement 
on payment of Final 

instalment 

Nature of this agreement is of 

sale agreement. 

Transfer of 

ownership 

Ownership rights are 

transferred to purchaser on the   
payment of final instalment. 

Purchaser gets right of 

ownership at the time of sale 
agreement 

Rights of 
Vendor 

On default in payment of 
instalments the Hire Vendor 

can take repossession of goods 
sold and forfeit all previous 

instalments paid by purchaser. 

In case of default in payment the 
Vendor does not have the right 

to repossess the goods earlier 
sold. He can only sue him the 

court for the amount due to 
him. 

Rights of 

Purchaser 

Vendor has the right to 
terminate the agreement and 

repossess the goods but he 
cannot sell or mortgage the 

goods. 

Purchaser does not have the right 
to terminate the agreement or 

returns the goods purchased. He 
can however sell or mortgage 
the goods. 

Responsibility 
for repairs 

During the hire purchase 
period it is the responsibility 

of the Hire Vendor to repair 
the goods. 

Repair responsibility is that of 
purchaser. 

Risk 

Till the payment of last 
instalment risk is that of 

Vendor as such he can insure 
his goods to cover the risk. 

Risk from the very beginning is 
that of purchaser as such there is 

no need of Vendor to insure the 
goods. 

Title of Third 
Party 

Third party cannot get best 
title when goods have been 
sold by purchaser to them. 

Third party gets the best 
title when goods are sold to 
them by the purchaser. 
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Chapter-16 

Valuation of Inventory 

 

Q.1.-Explain the meaning of inventory? 

Ans: Inventories are unconsumed or unsold goods purchased or manufactured. 

According to Institute of Chartered Accountants of India (AS-2), "Inventories 

mean tangible property held: 

(i) for sale in the ordinary course of business, or 

(ii) in the process of production for such sale, or. 

(iii) for computation in the production of goods or services for sale, including 

maintenance supplies and consumables other than machinery spares." 

 

Q.2. - Explain the Component of Inventory? 

Ans: Inventories are normally classified in the financial statements as current 

assets as under: 

 (i) Raw Materials; 

(ii) Work-in-process; 

(iii) Finished goods; and 

(iv) Stock of stores and spare parts. 

The word 'stores' is used for materials required for consumption by machines, 

e.g., Lubricants, cleaning materials, spare parts of machines, waste cloth and 

cotton, coal, petroleum or kerosene etc. 

 

Q .3.- Explain various methods of valuation of inventory? 

Ans: “The inventories should be valued at the lower of historical cost and net 

realizable value." (AS-2) 

Historical cost means cost of purchase, cost of conversion and other costs 

incurred in a normal course of business in bringing the inventories up to their 

present location and condition. Net realizable value is actual or estimated selling 
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price in the ordinary course of business less costs incurred in order to make the 

sale. 

The different bases for valuation of closing stock can be the following: 

(i) First in First out Method: The FIFO method is based on the assumption 

that the raw materials/goods first received are the first to be issued/sold. The 

inventory on a particular date is presumed to be composed of the items which 

have been acquired most recently. It is usually found that most firms sell oldest 

merchandise first as a protection against deterioration. 

(ii) Last in First out Method: The LIFO method is based on the assumption 

that the raw material goods purchased last are the first to be issued/sold. So in this 

system inventory consists of items purchased at the earliest cost. 

(iii) Weighted Average Cost Method: This method is based on this 

assumption that once the materials are put into a common bin; they lose their 

identity. Weighted average cost is calculated by dividing the total cost of material 

in stock by the total quantity of material in stock. 

 

Q.4.- Explain the advantage & disadvantage of FIFO Method? 

Ans: Advantages of First in First out Method: 

 (1) Valuation of closing inventory tends to be nearer to current market prices 

since stock is presumed to be consisting of the most recent purchases. 

 (2) As this method is based on cost, hence no unrealized profit enters into the 

financial accounts of the company. 

 (3) By using this method, valuation of inventory and cost of goods 

manufactured are consistent and elastic. 

 (4) This method is easy to understand and operate, if prices of materials or 

goods do not fluctuate. 

 (5) This method is realistic as it assumes that units sold or issued to production 

are in order of their purchases. 

The main disadvantages of this method are as follows: 

 (1) It involves complicated calculations, if there are violent fluctuations of 

prices of goods or material purchased and hence increases the possibility of 

clerical errors. 
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 (2) In this method current production is matched with old prices and if the 

prices of materials are rising rapidly the current production cost is charged at 

lower cost. 

 (3) In the periods of declining prices, under this method cost of goods sold is 

charged at higher rate resulting in lower profits. 

 (4) Comparison between different jobs executed by the concern is rendered 

difficult because the prior job might have used the supply of lower priced stock.  

 (5) FIFO costing is improper if many lots are purchased during the period at 

different prices. 

This method of valuation of inventory is particularly suitable in the following, 

circumstances: 

(i) the size and cost of raw materials units are large, 

(ii) materials are easily identified as belonging to a particular purchased lot, 

(iii) not more than two or three different receipts of the materials are on hand 

at one time, 

(iv) where materials/goods are of a perishable nature, 

(v) the frequency of purchases is not large, 

(vi) There are only moderate fluctuations in the prices of materials/goods 

purchased. 

 

Q.5.- Explain the advantage & disadvantage of LIFO Method? 

Ans: Advantages: 

(1) In this method material issued are priced at actual cost. 

(2) Materials cost is charged to production at the latest prices paid. 

(3) It provides a better matching of current costs with current revenues. 

(4) It is generally considered a cheap form of tax avoidance and tax saving by 

valuing inventory at beginning of period prices and calculating cost of sales at the 

prices of the period. 

(5) It produces correct profits or losses and financial position. 
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(6) In a rising market, the gross profit reported is a very low figure because 

most recent highest priced purchases are matched against sales revenues. This 

implies saving in tax. 

 (7) No unrealized profit or loss is usually made by adopting this method since 

actual costs are taken into account. 

Disadvantages: 

The following are the limitations or disadvantages of LIFO method: 

 (1) In this method, the inventory of materials is valued at a price which might 

have become out of date when compared with the current inventory prices. 

(2) It involves considerable amount of clerical work because of the 

complications in calculating prices. 

(3)  The profit of a firm can be manipulated with the LIFO method in 

operation. 

 (4) Some business enterprises may not be able to use LIFO on certain jobs 

such as the Cost Accounting Standards Boards of U.S.A, does not permit the use 

of LIFO for defense contractors. 

(5) It is purely a tax-saving device in a rising market. Management may not 

accept this method in a falling market. 

 (6) Current ratio and stock turnover ratio calculated becomes irrelevant and 

the balance sheet does not represent true and fair view of financial affairs. 

(7) It is purely a tax-saving device in a rising market. Management may not 

accept this method in a falling market. 

(8)  Current ratio and stock turnover ratio calculated becomes irrelevant and 

the balance sheet does not represent true and fair view of financial affairs. 


































































