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OBJECTIVES
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After reading this unit you will be able to know:
● Meaning, nature and characteristics of companies,
● The Kinds of Shares and Share Capital,
● The Issue of Share at Premium and Discount,
● Under Subscription, Oversubscription & Pro rata allotment,
● Forfeiture and Reissue of shares and
● The Procedure of Issuing Right Shares & Bonus Shares.
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1.1

INTRODUCTION TO COMPANY

In case of sole proprietorship and partnership firms, there is no legal obligation to
prepare final accounts, but companies have statutory obligations to prepare its final
accounts every year in the manner as prescribed in the Companies Act. Chapter IX,
Sections 128 to 138 of the Companies Act, 2013 deals with the legal provisions relating
to the Accounts of Companies. Final accounts of a company consist of a balance sheet
and profit and loss account at the end of the accounting period. Section 129 of the
Companies Act, 2013 prescribes the form and contents of balance sheet and profit and
loss account of a company. Balance sheet of a company shall be prepared according to
Schedule III of the Companies Act, 2013. The Schedule III sets out the minimum
requirements for disclosure on the face of the Balance Sheet, and the Statement of Profit
and Loss (hereinafter referred to as “Financial Statements”). Statement of Profit & Loss
of a company shall be prepared according to Part II of Schedule III of the Companies
Act, 2013. Section 129(1) of the Companies Act 2013, states that the financial
statements give a true and fair view of the state of affairs of the company or companies,
comply with the accounting standards notified under section 133 and shall be in the
form provided for different classes of companies in Schedule III.
Meaning of Company :
A company is a voluntary and autonomous association of persons with capital divided
into numerous transferable shares, formed to carry out a particular purpose in common.
It is created by following a process of law. It is an artificial person. It is invisible and
also intangible.
Characteristics of Company :
● Separate legal entity – A Company is a distinct legal person existing independent
of its members.
● Limited Liability – Liability of the members of a company is limited to the extent
of the face value of shares held by them.
● Separation of ownership and management – Though a company is an artificial
person yet it acts through human beings who are called directors of the company.
There is a separation between ownership and management.
● Capital Contribution – Capital is contributed by persons called shareholders in the
forms of shares and the share capital can be increased or reduced according to the
provisions of the Indian Companies Act.
● Distribution of Profit – Profit is distributed among the shareholders according to
the provisions of the articles by the directors.
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● Transferability of shares – The shares of a company are freely transferable except
private limited company. Transferability of shares has given perpetual succession
to a company.
● Common seal – A company being an artificial person, acts through natural persons,
called directors and its distinct existence is represented and evidenced by a common
seal.
Kinds of Company :
●

On the basis of Incorporation
a. Chartered company- Companies incorporated under a special charter by Royal
Charter or the king of the state, which lays down the objectives, rights and duties
etc. These companies are known as Chartered companies. For example, East
India Company.
b. Statutory company - Companies which are brought into existence as well
governed by the special Acts of the legislature, are known as statutory
companies. For example, RBI, LIC, UTI etc.
c. Registered company - Companies which are formed and registered under the
Companies Act.

●

On the basis of Liability
a. Company Limited by shares - A company in which the liability of the
members is limited to the extent of face value of shares held by them, such a
company is called companies limited by shares.
b. Company Limited by Guarantee - A Company where the liability of the
members is limited by Memorandum to a fixed amount which the members have
to contribute to the assets of the company in case of its winding up, the company
is called Guarantee Company.
c. Unlimited company- Unlimited companies are companies where there is no
limit on the liability of its members. At the time of winding up, the members are
liable to the full extent of their fortunes to meet the obligations or liabilities of
the company.

●

On the basis of Public Investment
a. Private company- A private company means a company which by its articles
a) Restricts the transfer of its shares b) Number of members to two hundred c)
Prohibits any invitation to the public for any shares d) Prohibits acceptance of
deposits from the persons.
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b. Public company- Public companies are those companies which are not private
companies. All the above four restrictions are not applied to such companies.
1.2

MAINTENANCE OF BOOKS OF ACCOUNTS

All companies incorporated in India are required to maintain book of accounts under
the Companies Act, 2013. In addition, the Companies Act, a company registered in
India will also be mandated by the Income Tax Act to maintain records.
Books of Accounts includes records maintained in respect of:
● Sum or money received and expended and matters in relation to which the
receipt and expenditure take place.
● Sales and Purchase of goods and service.
● Assets and liabilities.
● Item of cost as prescribed u/ s 148 [2( 12)].
“Books and Paper” include books of account, deeds, vouchers, documents, minutes and
registers maintained on paper or in electronic form.
Place for Maintaining Books of Accounts of Company : The books of accounts is
maintained at the registered office of a company. However, after providing intimation
to the Registrar of Companies, the Board of Directors could decide to maintain the book
of accounts at any other location suitable to the business.
Maintaining Book of Accounts of Company – Online : A company can maintain its
books of accounts online or in electronic form subject to the following conditions:
● The electronic records must be accessible in India.
● Information should retain the format in which it is generated and should
remain complete and unchanged.
● Information provided by the branch should not be altered.
● Electronic records should be capable of being displayed in legible form.
● Proper backup shall be kept or preserved in a server located in India.
● The company should intimate ROC annually with relevant information related
to the service provider.
Maintaining Records of Branch Office : A company has more than one office, the
main book of accounts of the company should be maintained at the registered office. In
addition, records of all the transactions affected at its branch should be kept at the branch
office itself. A regular summary report must be sent to the registered office and it should
be kept open to inspection by all the Directors.

4

Inspection of Book of Accounts : The Board of Directors of the company have the
rights to inspect the book of accounts and other official papers of a company. But in
case of inspection of records of a subsidiary company, it can be done only by a person
authorised by the Board of Directors.
Time Limit for Maintaining Book of Accounts : Books of accounts of a company
must be maintained and preserved for a period not less than 8 years immediately
preceding a financial year. The following persons in a company shall be responsible for
maintaining the book of accounts:
● Managing Director
● Whole Time Director, in charge of Finance
● Chief Financial Officer
● Any other person charged by Board of Directors
Failure to maintain the book of accounts of a company as per the provisions detailed
above can attract a penalty of upto Rs.5 lakhs or imprisonment of upto 1 year.
1.3

SHARE CAPITAL OF A COMPANY

The sum total of the nominal value of the shares of a company is called as its share
capital. The share capital of a company may be of two kinds:
(a) Preference share capital. It is the sum total of the nominal value of preference
shares of a company.
(b) Equity share capital. It is the sum total of the nominal value of equity shares of a
company.
Share capital of a company is generally classified in the balance sheet into the following
categories:
(a) Authorised share capital. It is the maximum amount of capital which a company
can raise or issue for the time being. It is mentioned in the company’s memorandum
and is also called as ‘Nominal’ or ‘Registered’ capital.
(b) Issued share capital. It is that part of the authorised capital which is represented
by the nominal value of: (i) the shares allotted for cash; (ii) the shares allotted for
consideration other than cash; (iii) the shares subscribed by the signatories to the
company’s memorandum.
(c) Subscribed capital. It represents the paid up value of the ‘issued share capital.’ In
case the shares are fully paid the ‘issued capital’ and the ‘subscribed capital’ will
be the same.
(d) Called up capital. It is that portion of the subscribed capital which has been called
up by the company. If the nominal value of a share allotted is Rs. 10, and the
company has called up only Rs. 6 so far, Rs. 10 will be included for the purpose of
calculating subscribed capital and only Rs. 6 will be included for called up capital.
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(e) Paid up capital. It is that portion of called up capital against which the payment
has been received.
(f) Reserve Capital : It is the amount of uncalled capital which the company has, by
special resolution, decided not to call up except in the event of winding up of the
company. Reserve capital is available only to the creditors at the time of winding
up of the company.
1.4

MEANING AND TYPES OF SHARES

A company's capital is divided into a number of equal parts, entitling the holder to a proportion
of the profits known as share. It is an indivisible unit of capital, expressing the ownership

relationship between the company and the shareholder. The denominated value of a
share is its face value, and the total of the face value of all issued shares represent the
capital of a company, The shares which can be issued by a company are of two types Preference shares and Equity shares.
1.4.1 Preference Shares
The preference shares are those, which have some preferential rights over the other
types of shares. A share to be preference share must have two preferential rights:
a. They have a preferential right to be paid dividend during the lifetime of the
company.
b. They have also a preferential right to the return of the capital when the
Company goes into liquidation.
The preference shares are of the following types:● Cumulative and Non-Cumulative Preference shares – Cumulative preference
shares are those, whose dividends are accumulated until it is paid off. The arrears of
dividend of the current year is carried forward to the next year. If dividends do not
accumulate and are carried forward to next year then it is called non-cumulative
preference shares. Preference shares are always cumulative unless otherwise
specifically stated.
● Convertible and Non-Convertible Preference shares - The holders of the
preference shares have the right to get their shares converted into equity shares
within a certain period of time called Convertible preference shares. If the
preference shares cannot be further converted into equity shares then it is called
Non- convertible preference shares.
● Participating and Non-participating preference shares - In addition to the fixed
dividend, the preference shareholders participate in the profit after meeting equity
dividend. Such shares are participating preference shares. The holders of the
preference shares are entitled to a fixed dividend and not in the surplus of profits;
they are called Non participating preference shares.
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● Redeemable and Irredeemable preference shares – If the preference shares are
returned after a specified period of time to shareholders are called redeemable
preference shares. If preference shares are not redeemed and it continues till the
winding up of the company then it is known as irredeemable preference shares.
1.4.2 Equity Shares
Equity shares are those which are not preference shares [(Sec. 85(2)]. Equity shares are
also known as Ordinary shares. Equity shareholders will get dividend and repayment of
capital after meeting the claims of preference shareholders. There will be no fixed rate
of dividend to be paid to the equity shareholders and its rate may vary from year to year.
The rate of dividend is determined by the directors of the company
1.5

ISSUE OF SHARES

Companies issue shares as a means of raising capital to fund the business operations or
take up new investments. Public companies need approval from their shareholders
before issuing shares. The process of issuing shares requires issuing a prospectus,
receiving application of shares, allotment of shares and a call on shares.
When a public limited company gets the certificate of incorporation, it issues a
prospectus or a statement in lieu of a prospectus inviting the public to subscribe to the
share capital. This invitation is made through a document called prospectus. The
prospectus is simply an invitation to an offer but is not an actual offer. If one is
interested, an application prescribed and printed by the company is to be filled, signed
and sent to the company along with the prescribed amount. These applications are
further considered by the Board of directors who take the final decisions regarding their
acceptance or rejection, within a reasonable time. If the share applications are accepted
by the company then the shares are allotted and as a result there arises a contract
between the company and the applicant. Allotment results in a binding contract between
the company and the shareholders. The allotment must be communicated to the person
making the application so that it is legally complete. From the accounting point of view,
the following rules may be considered:
● Every prospectus must mention the number of shares issued or offered to the
public. The excess applications received over the issued shares are to be
rejected;
● Prospectus must contain the minimum subscription. No allotment shall be made
unless the amount stated in the prospectus as minimum subscription has been
subscribed and the sum payable on application for the amount so stated has been
paid in cash and received by the company. The minimum amount of share capital
is determined to cover 1) the purchase price of any property purchased or to be
7
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purchased, 2) preliminary expenses, 3) money borrowed for the foregoing
matters and 4) working. If this minimum capital is not applied for, share cannot
be allotted. As per the SEBI’s guidelines the minimum application money to be
paid shall not be less than 25% of the issue price. Statutory minimum application
money as per Section 69(3) of the Companies Act is 5% of the nominal value of
shares. Hence, 25% of the issue price cannot be less than 5% of the nominal
value of shares.
Each application for shares must be accompanied by the prescribed application
money. The application money must not be less than 5% of the nominal value
of each share.
All application money must be kept intact in a scheduled bank and should not
be used unless a certificate of commencement of business from the registrar has
been received.
If the allotment takes place, a letter of allotment is sent to the shareholders. If
no allotment of share is made, a letter of regret along with the application money
is sent to the applicants.
The directors make the allotment of shares on the basis of the application
received. The directors only have the right to allot less number of shares applied
for or to reject an application at their discretion. On the allotment stage, the
allottee has to pay a part of the amount of the face value of the shares called
allotment money. After the receipt of the allotment money, the company issues
a Share Certificate.
The balance due on shares may be further called by the company in installments'.
Each such installment is called a Call and the amount payable is known as call
money, between two calls there must be a gap of at least one month.
Share capital Suspense Account – Application money received on shares is
transferred to share capital account on allotment of shares. Share suspense
account is a temporary a/c created, to transfer any receipts on shares issue or
re-issue (in case of forfeiture) is case of a pending decision regarding that
receipt.

1.5.1 Issue of shares at different values
Shares may be issued at a price which is termed as: (i) at par; (ii) at a premium; and (iii)
at a Discount.
(i)

(ii)

At par – If the required price to be paid to the company for the share is equal
to the nominal value of that share, it is called an issue at par, e.g., a Rs. 10
equity share issued at a price of Rs.10 only.
At a premium – If the price required to be paid to the company for the share
is more than the nominal value of that share, it is called issue at a premium,
e.g., a Rs. 10 equity share issued at a price of Rs.15.
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(iii) At a discount – If the price required to be paid to the company for the share is
less than the nominal value of that share, it is called at issue discount, e.g., a
Rs.10 equity share issued at a price of Rs.8.
1.5.2 Accounting treatment of Issue of Shares : ( Journal Entries )
● On receipt of application money:
Bank A/c
Dr.
To Share Application A/c
● On transferring of application money to capital account
Share application A/c
Dr.
To Share Capital A/c
● On allotment money due:
Share allotment A/c Dr.
To Share capital A/c
● On receipt of allotment money:
Bank A/c
Dr.
To Share allotment A/c
● On making first call due:
Share first call A/c Dr.
To Share capital A/c
● On receipt of first call money:
Bank A/c
Dr.
To Share first call A/c
● On making second call due:
Share second call A/c
Dr.
To Share capital A/c
● On receipt of second call money:
Bank A/c
Dr.
To Share second call A/c
● On making final call due:
Share final call A/c Dr.
To Share capital A/c
● On receipt of final call money:
Bank A/c
Dr.
To Share final call A/c
Illustration - 01
The authorised capital of a limited company is Rs. 2,00,000 divided into 20,000 equity
shares of Rs.10 each. Out of these, 15,000 shares have been issued to the public, payable
Rs. 2 on application, Rs. 4 on allotment, Rs. 2 on first call and Rs. 2 on second and final
call. Pass necessary journal entries and prepare a Balance sheet. All amounts have been
duly received.
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BALANCE SHEET

1.5.3 Calls in Arrears
It might happen that some shareholders fail to pay the allotment or call money due to
the company. The total of such unpaid amounts is known as calls in arrears. Though it
10

is an outstanding asset, it is not shown on the asset side of the balance sheet; instead it
is shown as a deduction from called up capital on the liability side of the balance sheet.
Where a company maintains calls in arrears account, the following journal entry is to
be passed:
Calls in Arrears A/c
Dr.
To Share allotment / Call A/c
If there is a provision in the articles of the company, directors may charge interest @
5% for the period between the day fixed for payment of allotment or call money and the
date of actual payment.
1.5.4 Calls in Advance
Some of the shareholders may also pay the balance amount on their shares along with
allotment money or call money though not demanded by the company. Such amounts
received in advance by the company from the shareholders are known as Calls in
advance.
Accounting entries :
1. When calls in advance is to be credited to calls in advance account –
Bank A/c
Dr.
To Calls in Advance
2.

When Call money becomes due, the amount of calls in advance will be adjusted
against the amount due.
Calls in Advance A/c
Dr.
To Particular Call A/c

A call in advance is a liability to the company. According to the provisions of articles
of the company, interest not exceeding 6% per annum is paid to shareholders for the
period from the date of receipt of calls in advance up to the date when calls are due for
payment.
Issue of shares for purchase of Assets
If the shares have been allotted to any person or firm from whom the company has
purchased any asset, the following entry will be passed:
Asset A/c
Dr.
To Share capital A/c
This fact should also be disclosed in the Balance sheet while showing the issued,
subscribed and paid up capital.
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Issue of shares to promoters :
Promoters are persons, firms or companies who promote the company. They are paid
remuneration for their services rendered. If the remuneration is paid in the form of
shares, the following journal entry will be passed:
Goodwill A/c
Dr.
To Share capital A/c
Goodwill account is debited and should be shown on the asset side of the Balance sheet
1.6

UNDER SUBSCRIPTION, OVER SUBSCRIPTION & PRO RATA
ALLOTMENT

The company does not receive application equal to the number of shares offered for
subscription, so there may be two situations:
(i)
(ii)

Under subscription
Over subscription

(i) Under Subscription : When the company receives applications for less number of
shares than offered to the public for subscription, it is called under subscription. In this
case the company will not face any problem regarding allotment since every applicant
will be allotted all the shares they have applied for. But the company can proceed with
the allotment provided the subscription for shares is at least equal to the minimum
required number of shares called minimum subscription.
(ii) Over Subscription : When shares are issued by well managed and financially
strong companies to the public, they often receive more applications than that they offer
through prospectus. This is a case of over subscription. In this situation, it becomes
necessary to refuse allotment to some applicants. For this the directors make a decision
about allotment of shares on a proportionate or an equitable basis to the applicants called
pro-rata allotment. In this case no application is fully accepted or fully rejected. Each
applicant gets allotment for a certain number of shares on the basis of number of shares
applied for, number of shares that the company intends to allot and total number of
applications received.
In case of over subscription, company has the following options:
Option I
(i)
Rejection of Excess Applications and amount returned
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The company may reject the applications in excess of the shares offered for issue and a
letter of rejection is sent to such applicants. In this case the application money received
from these applicants is refunded to them in full. The journal entry made is as follows:
Share Application A/c
Dr.
To Bank A/c
(Application money on shares refunded to the applicants)
(ii)

Excess application money adjusted towards sums due on allotment.
Shares Application A/c
Dr.
To Share Allotment A/c
(Excess application money adjusted towards sums due on allotment)
If the application money received on partially accepted applications is more than the
amount required for adjustment towards allotment money, the excess money is
refunded. However, as per the Articles of the company the directors may retain the
excess money as calls in advance to be adjusted against the call/calls falling due later
on and the following entry is made:
Share Application A/c
Dr.
To Call-in-advance A/c
(The adjustment of excess share application money retained as call-in- advance in
respect of ... shares).
Option II
Partial acceptance of Applications (Pro-rata allotment)
In some cases the company accepts the applications for subscription partially. Here the
company does not allot the full number of shares applied for. For example if an applicant
applied for 5000 shares allotted only 2000 shares, then the application is said to have
been partially accepted. The company may find some formula of accepting applications
partially or making proportionate allotment. Pro Rata allotment which means that the
applicants are allotted shares proportionately. In such a case the company adjusts the
excess share money received on application towards share allotment money due on
partially accepted applications. The journal entry recording the adjustment of
application money towards share allotment money is as under:
Share Application A/c
Dr.
To Share Allotment A/c
(Share application money transferred to Share Allotment Account in respect of ...
shares)

13

Illustration - 02
The Full Health Care Ltd has offered to the public for subscription 20000 shares of Rs
100 each payable as Rs 30 per share on application, Rs 30 per share on allotment and
the balance on call. Applications were received for 30000 shares. Applications for 5000
shares were rejected all together and application money was returned. Remaining
applicants were allotted the offered shares. Their excess application money was
adjusted towards some due on allotment. Calls were made and duly received. Make
journal entries in the books of the company.
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1.7

ISSUE OF SHARES AT PREMIUM AND DISCOUNT

Issue of Shares at Premium
If a company issues the shares at a premium price more than its face value, the shares
are said to have been issued at Premium. The difference between the issue price and
face value or nominal value is called ‘Premium amount’. If a share of Rs 10 is issued at
Rs 12, it is said to have been issued at a premium of Rs 2 per share. The money received
as premium is further transferred to Securities Premium A/c. A company issues its
shares at premium only when its financial position is very sound. It is a capital gain to
the company. The Premium money may be demanded by the company with application,
allotment or at the time of calls The Companies Act has laid down certain restrictions
on the utilisation of the amount of premium.
According to Section 78 of this Act, the amount of premium can be utilised for:
(i)
Issuing fully-paid bonus shares;
(ii)
Writing off preliminary expenses, discount on issue of shares, underwriting
commission or expenses on issue;
(iii) Paying premium on redemption of Preference shares or Debentures.
Accounting treatment of Premium on issue of shares:
(a)

Securities premium collected with share Application money :
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If the Securities premium is collected on application and the company has taken
decision about the allotment of shares, the following journal entry is made :
Share Application A/c.
To Securities Premium A/c

Dr.

(The amount of Securities premium received on application of the allotted shares is
transferred to Securities Premium A/c)
(b) Premium collected with Allotment money or Calls.
If the company decides to demand the premium with share Allotment or/and share call
money, the journal entry made is:
Share Allotment A/c
Dr.
Or/and Share Call A/c
Dr.
To Securities Premium A/c
(Adjustment of share premium due on……shares @Rs…….per share.)
Illustration 03
Luxury Cars Ltd. issued 100000 shares of Rs 10 each at a premium of Rs 5 per share,
payable as: On application Rs. 4 (including Rs 2 premium) per share On allotment Rs 8
(including Rs 3 premium) per share On call Rs. 3 per share. Applications were received
for 100000 shares and allotment was made to all. Make journal entries.
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Issue of Shares at discount :
When the issue price of a share is less than the face value or nominal value, then the
shares are said to have been issued at a discount. For example: A company issues its
shares of Rs 100 each at Rs. 90 each, the shares are said to be issued at discount. The
amount of discount is Rs 10 per share (i.e. Rs 100 – Rs 90). Discount on shares is a loss
to the company. The Companies Act, permits issue of shares at a discount subject to the
following conditions. (sec. 79)
(a) The issue must be of a class of shares already issued.
17

(b) Not less than 1 year has elapsed since the date on which the company became
entitled to commence business.
(c) The issue at a discount is authorized by a resolution passed by the company in the
general meeting & sanctioned by the company law board.
(d) The maximum rate of discount must not exceed 10% or such rate as the company
law board may permit.
(e) The shares to be issued at a discount must be issued within two months of the
sanction by the company law board or within such extended time as the company
law board may permit.
Accounting Treatment of Shares Issued at Discount
The amount of discount is generally adjusted towards share allotment money and the
following journal entry is made:
Share Allotment A/c
Dr.
Discount on issue of shares A/c
Dr.
To Share Capital A/c
Allotment money due on….shares @Rs ……per share after allowing discount @Rs
….per share.
Illustration 4
Sri Krishna Agro Chemical Ltd. was registered with a capital of Rs 5000000 divided
into 50000 shares of Rs 100 each. It issued 10000 shares at a discount of Rs 10 per
share, payable as : Rs 40 per share on application Rs 30 per share on allotment Rs 20
per share on call. Company received applications for 15000 shares. Applicants for
12000 shares were allotted 10000 shares and applications for the remaining shares were
sent letters of regret and their application money was returned. Call was made.
Allotment and call money was duly received. Make journal entries in the books of the
company.
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1.8

FORFEITURE OF SHARES

When shares are allotted to the applicant, it becomes a contract between the shareholder
& the company. The shareholder must contribute to the capital and the premium if any
of the company to the extent of the shares he has agreed to take as & when the Directors
make the calls. If he fails to pay the amount on calls then his shares may be forfeited by
the directors if mentioned in the Articles of Association of the company.
The Forfeiture can be only for the non-payment of calls on shares and not for any other
reasons. When the directors forfeit the shares the person loses his membership in the
company as well as the amount paid by him towards the share capital and premium.
Henceforth his name is removed from the register of the members. The directors must
observe all the legal formalities required by the Articles of Association before forfeiting
the shares.
Share Capital A/c Dr (no of forfeited shares x amount called up per shares)
Security Premium A/c Dr (to the extent premium not received)
To Calls in Arrears A/c
To Share Forfeiture A/c (amount received towards share received)
Note: Once the security premium is collected it cannot be cancelled later on. Therefore
if the Forfeited shares were issued at a premium and the premium money is already
received on those Forfeited shares, security premium A/c will not be cancelled or
debited.
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Conditions for forfeiture of shares :
The authority to forfeit the shares is given to the Board of Directors in Articles of
Association of the company. The Board of Directors has to give at least fourteen days
notice to the defaulting members to pay the outstanding amounts with or without interest
as the case may be before the date specified. The notice also states that if the
shareholders fail to pay the amount mentioned within the stipulated period, their shares
will be forfeited. If they still fail to pay the amount within the specified period of time,
the Board of Directors may decide to forfeit such shares by passing a resolution. The
decision regarding the forfeiture of shares should be communicated to the concerned
allottees and should be asked to return the allotment letters and share certificates of the
forfeited shares to the company.
Accounting treatment for forfeiture of shares
When shares issued at par are forfeited the accounting treatment will be as follows:
(i)
Debit Share Capital Account with the amount called up (whether
received or not) per share up to the time of forfeiture.
(ii)
Credit Share Forfeited A/c. with the amount received up to the time of
forfeiture.
(iii)
Credit ‘Unpaid Calls A/c’ with the amount due on forfeited shares. This
cancels the effect of debit to such calls which take place when the
amount is made due.
The journal entry is :
Share capital A/c
Dr. (Amount called up)
To Share forfeited A/c (Amount paid)
To Unpaid calls A/c (Amount called but not paid)
Note : (i) Amount called up = No. of shares × called up per share
(ii) Amount paid = No. of shares × Amount paid per share
(iii) Amount called but not paid = No. of shares × Amount called but not paid
per share
Illustration 05 :
X, a shareholder, holding 100 shares of Rs 10 each has paid application money of Rs 2
per share and allotment money of Rs 3 per share, but has failed to pay the first call of
Rs 2 per share and second call of Rs 3 per share. His shares were forfeited. Make the
journal entry to record the forfeiture of shares
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Illustration 06 :
Z Ltd. issued 10000 shares of Rs 100 each payable as: Rs 25 on application. Rs 25 on
allotment Rs 20 on First call and Rs 30 on second and final call. 9000 shares were
applied for and allotted. All the payments were received with the exception of allotment
money, first call and second and final call money on 300 shares allotted to Ganesh. The
Board of Directors decided to forfeit these shares. Make a journal entry to record
transactions relating to forfeiture of shares.

Forfeiture of shares issued at premium :
In case shares are issued at premium and thereafter forfeited there can be two situations
:
1. Premium on shares has been received prior to the forfeiture.
2. Amount of premium on shares has not been received and it still stands
credited to the Securities Premium A/c.
1. Premium money has been received prior to the forfeiture
If the amount of premium on shares forfeited has been received by the company prior
to the forfeiture, securities Premium A/c will not get affected. In this case the journal
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entry of forfeiture of shares will be similar to the entry made as if the shares had been
issued at par.
Share Capital A/c
Dr.
To Share forfeited A/c
To Unpaid Calls A/c. / Calls in arrears A/c
(Forfeiture of share issued at premium)
Illustration 07:
XYZ Software Ltd. issued Rs 500000 capital divided into equity shares of Rs 10 each.
The shares were issued at a premium of Rs 4 per share and were payable as : Rs 3 per
share on application, Rs 7 (including premium) per share on allotment and the balance
on call. All the shares applied for and were duly allotted. All the money was duly
received except on 500 shares on which the call money was not received. Company
decided to forfeit these shares. Make a journal entry to record the forfeiture of 500
shares.

2. Premium on shares has not been received and stands credited to Securities
Premium A/c as due but not paid. When a share is forfeited on which the amount of
premium has been made due but not received, either wholly or partially, the Securities
Premium A/c will be cancelled. At the time of making due, Securities Premium A/c will
be credited. The journal entry will be as follows:
Share Capital A/c
Dr.
Securities Premium A/c
Dr.
To Share Forfeited A/c
To Unpaid call A/c.
(Forfeiture of shares originally issued at premium due to non payment of dues).
Illustration 08:
The T & T Company Ltd. offered to public for subscription of 50,000 shares of Rs. 20
each at a premium of Rs. 5 per share. The amount was payable as under:
On application Rs. 5 per share
On allotment Rs. 12 per share (Including premium of Rs 5 per share)
On first call Rs. 4 per share
On Second and Final call Rs. 4 per share
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Applications were received for all the shares. Allotment was made to all the applicants
in full. Mr.A failed to pay allotment and call money on 200 shares held by him. Mr.B
was allotted 300 shares. He did not pay the call money. Their shares were forfeited.
Make necessary journal entry for the forfeiture only.

Forfeiture of shares issued at discount
Discount on issue of shares is a loss to the company. When shares issued at a discount
are forfeited for nonpayment of dues, the discount allowed on such shares is written
back. At the time of issue of shares, Discount on issue of Shares A/c is debited and when
forfeited, this account is credited to cancel the discount allowed on such shares. In this
case the following journal entry is made :
Share Capital A/c
Dr.
To Share Forfeited A/c
To Discount on Issue of Shares A/c
To Unpaid call A/c
(Forfeiture of shares originally issued at discount for non payment of dues).
Illustration 09:
The Snow Ltd. invited applications for 200 shares of Rs. 50 each at a discount of 10%
payable as follows: On application Rs. 10 per share On allotment Rs. 20 per share On
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call Rs. 15 per share Whole of the issue was subscribed and paid for except the calls
money on 200 shares which were forfeited by the company. Make journal entry for
forfeiture of shares.
Journal entries
Share Capital A/c (200 × 50)
Dr.
10,000
To Shares forfeited A/c (200 × 30)
6,000
To Discount on Issue of Shares A/c (200 × 5)
1,000
To Share First and Final call A/c (200 × 15)
3,000
(Forfeiture of 200 shares of Rs 50 each issued at discount of 10% on non payment of
call money)
1.9

REISSUE OF SHARES

Shares are forfeited because partly due amount of such shares is received and the
remaining balance is unpaid. On forfeiture the membership of the original allottee is
cancelled. He/she cannot be asked to make payment of the remaining amount. Such
shares become the property of the company. Therefore companies can sell those shares.
Such sale of shares is called ‘reissue of shares’. Thus reissue of shares is nothing but
the issue of forfeited shares. The Directors may reissue the Forfeited shares at par, at
premium or even at a discount. The maximum discount is restricted to the amount
Forfeited on these shares + the original discount. The maximum permissible discount
at the time of reissue of forfeited shares is calculated in different situations in the
following manner:
(i)

(ii)

(iii)

Shares originally issued at par: When the shares are originally issued at
par, the maximum discount permitted for reissue of shares is equal to the
amount forfeited on such shares.
Shares originally issued at premium: In case of shares originally issued at
premium, there can be two situations: (a) premium has not been received on
the forfeited shares, and (b) premium received on such shares. The amount
forfeited is the amount that has been received including the amount of
premium if it has been received and the maximum discount that can be
allowed on reissue of such shares is the amount so forfeited.
Shares originally issued at discount: In this case the actual amount
received becomes the forfeited amount. But the maximum permissible
discount on reissue of shares will be equal to the amount forfeited plus the
amount of discount initially allowed on these shares at the time of their
original issue.

Reissue of forfeited shares at a discount: When the shares forfeited are reissued at
discount, the Bank account is debited by the amount received and the Share capital
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account is credited by the amount paid. The amount of discount allowed is debited to
the Share Forfeited Account. This is for the adjustment of the amount of discount
allowed from the amount forfeited at the time of forfeiture.
Bank A/c (the amount received on reissue)
Share Forfeited A/c (the amount allowed as discount)
To Share Capital A/c (paid up amount)

Dr.
Dr.

The amount of discount is less than the amount forfeited; the remaining forfeited
amount will be profit for the company. This profit is a capital gain to the company and
is transferred to a Capital Reserve account. Journal entry of the same will be as follows:
Share forfeited A/c
Dr.
To Capital Reserve A/c
In case, only a part of the forfeited shares are reissued and others remain cancelled, the
amount forfeited on forfeited shares not reissued will remain in the Shares Forfeited
Account. For adjustment of forfeited amount on share reissued will be calculated as:
Amount to be adjusted = Total forfeited amount *

No. of shares reissued
Total No. of shares forfeited

Illustration 10:
Jay Company Ltd. forfeited 200 shares of Rs 10 each, fully called up on which Rs. 7
have been received and the final call of Rs. 3 per share remains unpaid. These shares
were later on reissued for Rs. 8 per share fully paid up. Make a journal entry for
recording the forfeiture and reissue of shares.
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Illustration 11
Indian Infrastructure Ltd. has issued its shares of Rs. 20 each at a discount of Rs 2 per
share. Mahima holding 100 shares did not pay the final call of Rs 5 per share. Her shares
were forfeited. Later on the company reissued 100 shares of these forfeited shares at (I)
Rs. 15 per share (II) Rs. 20 per share, and (III) Rs. 25 per share Make journal entries for
the forfeiture and reissue of the shares in the books of company.
Solution

Journal entries
Share Capital A/c
Dr
2000
To Shares Forfeited A/c
1300
To Discount on Issue of Shares A/c
200
To Shares Final Call A/c
500
(Forfeiture of 200 shares issued at discount for non payment of final call)

Reissue of shares: Reissued at Rs 15 per share
I.
(i) Bank A/c
Dr
Discount on Issue of Shares A/c
Dr
Shares Forfeited A/c
Dr
To Share Capital A/c
(100 shares reissued at Rs 15 per share)

1500
200
300
2000

(ii) Shares Forfeited A/c
Dr.
1000
To Capital Reserve A/c
1000
(Balance in share Forfeited A/c of 100 shares reissued transferred to Capital
Reserve A/c)
II. Bank A/c
Dr.
2000
To Share Capital A/c
2000
(100 shares reissued at Rs 20 per share)
Shares Forfeited A/c
Dr.
1300
To Capital Reserve A/c
1300
(Balance in shares forfeited A/c transferred to Capital Reserve A/c)
III. Reissued at Rs. 25 per share
Bank A/c
Dr.
2500
Discount on issue of share A/c
Dr.
200
To Share Capital A/c
2000
To Securities Premium A/c
700
(Reissue of discounted shares at Rs 25 per share)
Shares Forfeited A/c
Dr.
1300
To Capital Reserve
1300
(Balance in shares forfeited A/c transferred to capital Reserve A/c)
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Illustration 12
A Company issued for public subscription 40,000 equity shares of Rs. 10 each at a
premium of Rs. 2 per share payable as under:
On application Rs. 2 per share
On Allotment Rs. 5 per share (including premium)
On first call Rs. 2 per share
On final call Rs. 3 per share
Applications were received for 70,000 Shares. Allotment was made pro-rata to the
applicants for 50,000 shares, the remaining applications being refused. Money overpaid
on applications was applied towards sum due on allotment. A, to whom, 1,500 shares
were allotted, failed to pay the allotment and call money. B, to whom 2,000 shares were
allotted, failed to pay the two calls. The shares of A and B were subsequently forfeited
after the second call was made. 3,000 of the forfeited shares were reissued @ Rs. 8 per
share fully paid. The reissued shares included all of A’s shares. Pass journal entries in
the books of the company to record the above transactions.
Solution:
Working Notes
40,000 shares were issued to applicants for 50,000 shares Ratio of allotment is 4:5
A was allotted 1,500 shares so he applied for =1500×5 = 1875 shares
A paid on application 1875 × 2 = 3,750
A was allotted 1,500 shares and was to pay on application = 3,000
Surplus transferred to Share Allotment = 750
Total Amount due on allotment = 40,000 × 5 = 2,00,000
Less: Surplus adjusted from Share Application = 20,000
Balance amount due = 1,80,000
Less: Arrears from A (Due Rs. 7,500 Less: Surplus Application amount Rs 750) = 6,750
Amount received on allotment = 1,73,250
Amount due on share First Call = 40,000 × 2 = 80,000
Less: Arrears from A & B [(1,500+2,000) × 2] = 7,000
Hence amount received = 73,000
Amount due on Second and Final Call = 40,000 × 3 = 1,20,000
Less: Arrears from A & B [(1,500+2,000) × 3] = 10,500
Amount Received = 1,09,50
Amount Forfeited A & B = 13,750
From A = 3,750
From B (2,000×5 = 10,000
Amount forfeited on 3,000 shares [From A Rs. 3,750
And From B (10,000 ÷ 2,000) × 1,500] = 3,750 + 7,500 = 11,250
Less: Discount allowed on reissue = 6,000
Balance transferred to Capital Reserve = 5,250
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1.10

ISSUE OF RIGHT SHARES AND BONUS SHARES

Issue of Right Shares:
The Companies Act requires that a public limited company, whenever it gives a
proposal to increase its subscribed capital after the expiry of two years from the date of
its incorporation or after the expiry of one year from the date of allotment of shares,
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whichever is earlier, shall be required to offer those shares to the existing equity
shareholders in the proportion of paid-up capital as nearly as possible. Such shares are
known as rights shares.
The price at which these shares are offered to the existing shareholders is generally
below from the market price of the shares. The existing shareholders thus have a specific
advantage in the sense that the market price of the shares offered is more than its issue
price. This specific advantage has a money value called as value of the right.
The value of the right can be calculated as follows:
● Ascertain the total market value of the shares which a shareholder is required to
possess in order to get additional shares from the fresh issue.
● Add to the above market price, the amount to be paid to the company for
additional shares of the fresh issue.
● Find average price. This can be calculated by dividing the total prices calculated
under step 2 by the total number of shares.
● Deduct average price from market price. This difference is called the value of
the right.
Illustration 13 :
A company makes a rights issue of one share of Rs. 100 at a premium of 10 per cent for
every three shares held by the members of the company. Shares of the company are
being sold in the market @ Rs. 150 per cent. Find the value of the right.
Solution:
Market price for every 3 shares held by the shareholders = 3 x 150 = Rs. 450
Add. Issue price of 1 right share = Rs. 110
Total price of 4 shares = Rs. 450 + 110 = 560
Average price = 560/4 = Rs. 140
Market price = Rs. 150 per share
Value of the right = 150 – 140 = Rs. 10
The accounting treatment of rights share is the same as that of issue of ordinary shares
and is as follows:
Bank a/c
Dr.
To Equity shares capital a/c
In case rights shares are being offered at a premium, the premium amount is credited to
the securities premium account.
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Issue of Bonus Shares:
A company may issue bonus shares out of free reserves accumulated out of genuine
profits or share premium collected. Reserves created by revaluation of fixed assets are
not available for issue of bonus shares. The bonus may be applied to convert partly paid
shares into fully paid shares or may be issued as fully paid up bonus shares.
When a company accumulates a large surplus, it may convert this surplus into capital
and divide it among the members in proportion to their rights. This is done by issuing
fully paid shares representing the increased capital. Such shares are termed as bonus
shares. The shareholders to whom the bonus shares are allotted have to pay nothing.
The objective of issuing bonus shares is to capitalize profits which are otherwise
available for distribution. If the articles of association permits, a company can capitalize
its surplus profits and reserves and issue fully paid shares of a nominal value, equal to
the amount capitalized, to its shareholders. Fully paid “bonus shares” are thus not a gift
but they are just a distribution of capitalized undivided profit. It would be a misnomer
to call the recipients of bonus shares as donees of shares from the company. When fully
paid-up bonus shares are issued to the shareholders, the profits are capitalized and the
existing shareholders, instead of receiving any money out of the undistributed profits
receive pro rata fresh shares.
The accounting entries in each of these cases would be as follows:
(A) For converting partly paid shares into fully paid shares
(i) Equity share final call a/c
Dr.
To equity capital a/c
(Being call money due on … shares)
(ii) P&L a/c
Dr.
Securities Premium a/c
Dr.
Reserve a/c
Dr.
To bonus to shareholders a/c
(Being bonus declared)
(iii) Bonus to shareholders a/c
Dr.
To equity share final call a/c
(Conversion of partly paid equity shares into fully paid equity shares)
(B) For fully paid bonus shares
(i) P&L a/c
Securities Premium a/c
Reserve a/c Dr.
To bonus to shareholders a/c
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(ii) Bonus to shareholders a/c
Dr.
To equity share capital a/c
(Being bonus utilised to issue fully paid up bonus shares)
Illustration 14 :
Hen Limited has a share capital of Rs.20, 00,000 in equity shares of Rs. 10 each. The
company declared a bonus out of its reserve fund of Rs. 12, 00,000 and this bonus is to
be paid by issue of fully paid equity shares at a premium of Rs. 5 per share. Shares are
quoted at Rs. 22 on the date of allotment of bonus shares. Give Journal entries to record
the above transaction.

Note: The market value of Rs. 22 per share has not been considered because entries are
to be recorded at the issue price in the books of the company.
Illustration 15:
X Ltd. has resolved to utilise Rs. 3,00,000 out of the general reserve balance to declare
bonus to the shareholders in the form of payment of final call @ Rs. 3 per share on
1,00,000 equity shares of Rs. 10 each. Along-with this, the company further decided to
utilise the balance of share premium account to issue fully paid-up bonus shares in the
ratio of one equity share for every five equity shares held. Show journal entries in the
books of X Ltd.
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Illustration 16 :
The following is the balance sheet of Associated Enterprises Limited as December 31,
2012.

On January 1, 2014, the company decided:
1. That the partly paid shares are to be converted into fully paid by making a final
call of Rs. 6 per share which was duly paid.
2. To issue three fully paid bonus shares for five shares held.
3. For the purpose of bonus issue, the minimum amount should be utilised from
the general reserve account. Pass journal entries.

1.10.1 DIFFERENCE BETWEEN RIGHT SHARES AND BONUS SHARES
The main difference between right shares and bonus shares are given below:
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● Meaning : Right shares are the additional issue of shares for only existing
members of the company, where the existing shareholders have the “right” to
subscribe to such an issue on a preferential basis unless reserved otherwise for
some other individuals. However, bonus shares refer to the issue of shares to the
members of the organization when the said organization in case of super-normal
profits. The amount of profits is converted to capital and distributed in
proportion to the number of shares held by each member.
● Paid-up value of shares Right shares can either be partly or fully paid-up
depending upon the proportion of the value paid-up of the existing shares. Bonus
shares are always fully paid-up
● Price of the shares Right shares are issued at a discounted price but bonus
shares are always issued at free of cost.
● Objective of such issue : The objective of issuing right shares is to raise further
capital for the organisation but in case of bonus shares it is to bring the market
value of shares to a publicly attractive price.
● Minimum subscription clause : Minimum subscription is compulsory for right
issue but not a valid criteria for a bonus issue.
● Rejection of shares : The owners can partly or fully renounce their title to right
shares whereas no such rejection exists for bonus shares.
● Effect on balance sheet : With the issue of right shares, the organization’s
balance sheet shows an increase in subscribed capital as further capital was
raised through such an issue. The effect of bonus issue does not show in the
subscribed capital of an organisation as the net worth of the organisation does
not change. Only the value per share held by the owners decreases as the total
number of shares held increases.
1.10.2 SEBI GUIDELINES ON BONUS ISSUE
● No bonus shares shall dilute other issues: Issue of bonus shares should not be
made pending conversion of fully convertible debentures or partly convertible
debentures unless sufficient number of shares is reserved for allotment to the
holders of the said FCDs or PCDs after conversion.
● Bonus issue from free reserves: Bonus shares can be issued only out of free
reserves built out of actual revenue profits or share premium collected in cash.
● Revaluation reserve not eligible: Reserve created by revaluation of assets
cannot be capitalized for issue of bonus shares.
● Issue in lieu of dividend: Bonus issue shall not be made as a replacement of
dividend.
● Partly paid shares not eligible: If there are some partly paid shares, they are
not eligible for bonus shares. Such partly paid shares, if any, must be made fully
paid before a bonus issue is made.
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● No default of payment of interest, etc: The issuing company shall not have
defaulted in the payment of interest or principal in respect of fixed deposits and
interest payment on debentures or repayment of principal on redemption of
debentures. The company must be sure that it has not defaulted in respect of
payment of statutory dues of the employees, such as contribution of provident
fund, gratuity, bonus, etc.
● Time within which bonus issue shall be made: A company which announces
a bonus issue, after the approval of its Board of Directors must implement the
proposal within a period of six months from the date of approval.
● Bonus proposal cannot be withdrawn: A company which has announced its
proposal to issue bonus shares, cannot change its decision.
● Provision in the articles: There must be a suitable provision in the Articles of
Association of the company for capitalisation of reserves. If not, the company
must pass a special resolution and incorporate a proper provision in the Articles
of Association, before initiating action for a bonus issue.
● Increase in authorized capital: Where necessary, before action on a bonus
issue is taken, the company shall increase its authorised capital so as to permit
the proposed bonus issue.
● Prohibition of issue of bonus shares by revaluation of fixed assets: The
Department of Company Affairs has vide Circular No. 9/94 dated 6-9-1994,
informed all companies (listed as well as unlisted) that no company shall venture
to issue bonus shares out of reserves created by revaluation of fixed assets.
1.10.3 SEBI GUIDELINES ON RIGHT ISSUE :
● Check whether Articles provide any other provisions for offering the Shares to
existing Holders.
● Check whether Authorised Share Capital is sufficient to issue right shares,
otherwise it is necessary to increase the Authorised Share Capital of the
Company.
● Before issuing notice for the Board Meeting, following points must be decided
in advance:- What will be the cut-off date? (as the shareholders on this date will
get an offer under right issue) and Time Period for which the Offer will be open
for subscribing the shares?(Minimum 15 days and maximum 30 days )
● Issue of Notice for the Board Meeting along with the agenda regarding the
issuance of shares on the right issue basis.
● Convene Board Meeting for approval for issuance of shares on the right basis in
the ratio as may be decided by the Board.
● Issue of Offer Letter to the existing shareholders of the Company in the
proportion of their existing shareholding. Offer Letter must state:
○ The date of opening and closing of the offer, which will be minimum
15 days and maximum 30 days (In case of Private Company, the
period can be shorter than those prescribed, if 90% of the shareholders
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have given their consent – Notification No. GSR 464 (E) dated 5th
June, 2015)
○ The number of shares offered by the Company to the Shareholders
○ The offer shall contain the right to renunciation, unless otherwise
provided in the Articles.
○ Dispatch notice through registered post, speed post or through
electronic mode or courier or any other mode having proof of delivery
○ Notice must be dispatched at least 3 days before the opening of the
issue
○ Shareholders will give Acceptance Letters along with application money
or Renunciation letters within the period of the offer letter. If no response
is received from the shareholders, then it is considered as the offer is
declined by the shareholder.
There is no need of Opening a Separate Bank Account in case of Right Issue.
File Form MGT 14 (within 30 days of passing the Resolution in Board Meeting
to issue the Shares) – Exempt for Private Companies as per the Notification
No. GSR 464 (E) dated 5th June, 2015
Issue of Notice for the Board Meeting along with agenda regarding the allotment
of shares.
Convene Board Meeting for approval of Board of Directors to allot shares to the
person who has given the share application money.
Allotment of shares (max time allowed 60 days from the date of receiving
application money)
File Form PAS 3 to the Registrar of Companies (max time allowed 30 days from
the date of allotment) Attachments : Board Resolution & List of Allottees
Issue of share certificates in SH 1 within 2 months from the date of allotment.
Make entries of allotment in respective statutory registers maintained in the
Company.
LET US SUM UP

The total of the nominal value of shares of a company is called as share capital. Share
capital of a company is classified in the Balance Sheet into the following three
categories: authorised, issued and subscribed Share Capital. Share is a fractional part of
the capital of the company. Share includes stock. Stock is the aggregate consolidated
holding of the share capital of a person in the company. A company limited by shares
(both public company and private company) may issue Preference Shares; Equity
Shares; Equity Shares with Differential Rights, and; Sweat Equity Shares. Allotment of
share is nothing but acceptance by the company of the offer or application to take shares
in the company. A valid allotment must fulfill the general principles as well as statutory
provisions. Every company making a public offer shall, before making such an offer,
make an application to one or more recognised stock exchanges and obtain permission
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for the securities to be dealt with in such stock exchanges. If the stated minimum amount
has not been subscribed and the sum payable on application is not received within a
period of thirty days from the date of issue of the prospectus, the amount received from
the applicants shall be returned within such time and manner as may be prescribed.
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KEYWORDS
SEBI : The Securities and Exchange Board of India is the regulator of the
securities and commodity market in India owned by the Government of India.
ROC : The Registrar of Companies is an office under the Indian Ministry of
Corporate Affairs that deals with administration of the Companies Act 1956 and
Companies Act, 2013
Promoters : A corporate promoter is a firm or person who does the preliminary
work incidental to the formation of a company, including its promotion,
incorporation, and flotation, and solicits people to invest money in the company,
usually when it is being formed.
Share Premium : The amount by which the amount received by a company for
a stock issue exceeds its face value.
Forfeiture : Forfeiture of shares means cancellation of shares as such whatever
amount has already been received on shares being forfeited is seized.
Bonus Share : Bonus shares are additional shares given to the current
shareholders without any additional cost, based upon the number of shares that a
shareholder owns
Right Share : Right shares are the shares that are issued by a company for its
existing shareholders. The existing shareholders have their right to subscribe to
these shares unless some special rights reserve them for some other persons
Pro Rata allotment : Pro-rata allotment refers to the allotment of shares in
proportion of the shares applied for.
FCD : A fully convertible debenture (FCD) is a type of debt security in which the
entire value is convertible into equity shares at the issuer's notice
PCD : The debentures part of which can be converted into equity at a price and
the time specified by the issuer at the time of issuing such instruments.
Dividend : A sum of money paid regularly (typically annually) by a company to its
shareholders out of its profits (or reserves).
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TERMINAL QUESTIONS

Q 1 : What is a share ? Explain the types of share.
Q 2 : Explain the meaning of share capital and its category.
Q 3 : Explain the accounting treatment in case of issue of shares.
Q 4 : What is meant by forfeiture of share ? Explain the accounting treatment of
forfeiture of share and also their reissue.
Q 5 : M/s Herbal Tea Plantations Ltd. was registered with a capital of Rs 1 crore divided
into equity shares of Rs 100 each. The company offered to public 50000 shares at a
premium of Rs 20 per share. The amount on shares was payable as :
Rs 25 on application
Rs 50 (including Rs 20 premium) on allotment
Rs 20 on first call and
Rs 25 on final call.
Applications were received for 75000 shares. Shares were alloted to the applicants on
prorata basis. Kanti Bhai who was allotted 500 shares did not pay the allotment money.
He also failed to pay the first call. His shares were forfeited. Sheetal was holding 200
shares and did not pay the first call. Final call was not made. Make journal entries in the
books of the company .
Q 6 : Kites Co. Ltd. invited applications for 20,000 of its Equity Shares of Rs. 10. Each
at premium of Rs. 2 per share, payable as Rs. 3 on application, Rs 7 on allotment
(including premium); and balance on first & final call.
Applications for 25000 shares were received, and it was decided –
● To refuse allotment to applicant of 1000 shares
● To allot in full to applicants of 4000 shares
● To allot the balance of available shares on a pro-rata basis.
● To utilize the excess application money in part payment of allotment money
Mr. X. holding 200 shares to whom shares had been allotted on pro-rata basis failed to
pay the amount due on allotment and call; Mr. Y holding 100 shares to whom full
allotment was made failed to pay the amount due on call only. These shares were
forfeited. 160 forfeited shares of Mr. X and 40 shares of Mr. Y were reissued at a
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discount of Rs. 1 per share to Mr. Z. Show the Journal entries including cash books of
Kites Co. Ltd.
Q 7 : Arjun & Co. Ltd. issued a prospectus offering 2,00,000 shares of Rs.10 each on
the following terms :
On Application Rs. 1 per share
On Allotment Rs.3 per share (including premium of Rs. 2)
On First Call (three months after allotment)
Rs.4 per share
On Second Call (three months after first call)
Rs.4 per share
Subscriptions were received for 3,17,000 shares on 3rd April
and the allotment was made on 30th April as under :
Shares Allotted
(i) Allotment in full (two applicants paid in full on allotment
In respect of 4,000 shares each) 38,000
(ii) Allotment of two-thirds of shares applied for 16000
(iii) Allotment of one-fourth of shares applied for

2,000

Cash amounting to Rs. 31,000 (being application money received with applications for
31,000 shares upon which no allotments were made) was returned to the applicants on
5th May. The amounts due were received on the due dates with the exception of the
final call on 100 shares. These Shares were forfeited on 15th November and re-issued
to Aayan on the 16th November for payment of Rs.9 per share. The company paid the
interest due on calls-in-Advance on 31st October in cash. Show the Journal and Cash
Book Entries and draw a balance sheet of the Company giving effect to the above
transactions.
Q 8 : Write short notes on the followings :
● Pro Rata allotment
● Authorised Capital
● Equity Share
● SEBI
Q 9 : Distinguish between the followings :
● Calls in Arrear vs Calls in Advance
● Under Subscription vs Over Subscription
● Preference Share vs Equity Share
● Bonus Issue vs Right Issue
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ACCOUNTING FOR DEBENTURES

Structure :
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2.13

Objectives
Introduction to debentures
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Accounting treatment for Debentures
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Debenture Interest
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Liabilities of underwriter
Accounting for ESOP
Employees Stock purchase Scheme
Let us sum up
Keywords
Further Readings
Terminal Questions

2.0

OBJECTIVES

After studying this unit, you will be able to learn
● Meaning and kinds of debentures,
● Methods for the issue of debentures,
● The difference between share and debentures,
● ESOP and ESPS and
● Underwriting of shares and debentures.
2.1

INTRODUCTION

In addition to raising funds by the issue of shares, a company can also supplement its
capital by arranging money in the form of both short-term and long-term borrowings.
Short-term borrowings are carried out by way of promissory notes, bills of exchange,
bank overdrafts, cash credits, public deposits, etc. while long term borrowings may
include loan on mortgage of property, term loans from financial institutions, long term
public deposits, issue of debentures, etc.
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A debenture is an acknowledgement of a debt by a company under its common seal,
generally secured by floating charge on company's assets. Interest is paid to debenture
holders at a fixed rate at regular intervals.
Issue of debentures is a method of raising funds from the general public. Thus, a
debenture may be defined as an instrument acknowledging a debt by a company to the
person which may or may not be secured by a charge on its assets.
According to Mr. Topham "A debenture is a document given by a company as
evidence of a debt to the holder usually arising out of a loan and most commonly secured
by a charge".
Section 2(12) of the Indian Companies Act states, "Debenture includes debenture
stock, bonds and any other securities of the company whether constituting a charge on
the company's assets or not ''.
Features of Debentures :
●
●
●
●

A debenture is in the shape of a certificate like a share certificate.
This certificate is issued under the common seal of the company.
It is an acknowledgement of debt by the company to its holder.
A debenture usually provides for the repayment of a specified principal
amount on a specified date. However, there is no restriction on the issue of
irredeemable debentures.
● The payment of interest of debenture is at regular intervals and at fixed dates
until the principal sum is completely paid back.
● Debenture is normally secured by a floating charge on the assets of the
company.
Kind of Debentures :
● Redeemable and Irredeemable Debentures: Redeemable Debentures are
those which are issued for a specified period after which the company should
repay the amount on a specified date or after notice or by periodical drawings.
Irredeemable Debentures, on the other hand are those debentures which no fixed
date is specified for repayment and the holders of which cannot demand
payment as long as the company is functioning. Most of the companies issue
redeemable debentures.
● Registered and Bearer Debentures: Registered debentures are registered in
the name of the holder by the company. Such debentures are made out in the
name of the holder which appears in the debenture certificate. These debentures
are transferable in the same manner as shares by transfer deeds. Interest on such
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debentures is payable to the person whose name is registered with the company.
Bearer debentures are those which are transferable by mere delivery. Interest on
such debenture is payable on the basis of coupons attached with the debenture
certificate.
● Secured and Unsecured Debentures: The debentures which are secured either
by mortgage of a particular asset of the company known as Fixed Charge or by
the mortgage of general assets known as Floating Charge. Secured debentures
are known as Mortgaged Debentures whereas unsecured debentures, on the
other hand are those debentures which are not secured by any charge or
mortgage on any assets or property of the company. Unsecured debentures are
also known as 'Naked Debentures'. Only good companies having strong
financial standing can only issue such naked debentures.
● Convertible and Non-Convertible Debentures: Convertible debentures are
those debentures wherein the debenture holder is given an option to exchange a
part or whole of the debenture amount for equity shares in the same company
only after the expiry of a specified period. Some companies issue convertible
debentures wherein a part or whole of the debenture amount is compulsorily
converted into equity shares after the specified period. Where only a part of the
debenture amount is convertible into equity shares such debentures are known
as 'Partly Convertible Debentures' but when the full amount of the debenture is
convertible into equity shares are known as 'Fully Convertible Debentures'.
Non-convertible debentures, on the other hand, are those debentures for which
the debenture holder does not have any right for conversion into equity shares.

2.2

ISSUE OF DEBENTURES

As per the Section 71 of the Companies Act, 2013, a company can issue debentures.
Applications for debentures are invited from the public through a prospectus and the
applicants are invited to pay the application money along with the applications. The
company may ask for payment of the whole of the amount along with the application
or by installments also.
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Conditions for issue of debentures as per Companies Act, 2013
●

●
●
●

●

Issue of Debentures by Special Resolution: A company can issue partly as well
as fully convertible debentures by passing a special resolution at a general body
meeting.
No Voting Rights : No company can issue debentures carrying any voting rights.
Terms for the Issue of Secured Debentures : Secured debentures may be issued
according to the prescribed terms and conditions.
Creation and Utilization of Debenture Redemption Reserve : The company
may create Debenture Redemption Reserve out of its divisible profits and the
amount credited to such an account shall not be utilized for any purpose other than
the redemption of debentures.
Debenture Trustee(s) : A company cannot issue a prospectus or make an offer or
invitation to more than 500 persons for subscribing to debentures unless the
company has appointed one or more debenture trustees before issuing such a
prospectus.

2.3

DIFFERENCE BETWEEN SHARES AND DEBENTURES

Points

Debentures

Shares

Capital

Debenture is a part of loan
capital or borrowing

Share capital is an owned
capital.
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Status

Debenture holder is a creditor
of the company

A Shareholder is the owner of
the company

Income

Interest is the income on the
investment
in debentures

Dividend is the income on
investment in
shares

Charges or
Appropriation

Payment of interest is charge
against and is payable even if
there is no profit

Payment of dividend is an
appropriation of profit and not
payable if there is no profit.

Voting rights

Debenture holders do not
have any voting
rights.

Shareholders generally enjoy
the voting
rights

Issue at discount

No restriction is imposed on
the issue of
debentures at discount

Section 53 prohibits the issue of
shares at
discount

Rate

Rate of interest is fixed

Rate of dividend may vary from
year to
year for equity shares

Convertibility

Debentures can be convertible Equity shares can never be
convertible

2.4

ACCOUNTING TREATMENT FOR ISSUE OF DEBENTURES

Issue of Debenture takes various forms which are as under:
1. Debentures issued for cash
2. Debentures issued for consideration other than cash
3. Debentures issued as collateral security.
Further, debentures may be issued (i) At par, (ii) At premium, and also (iii) At discount
Accounting treatment of issue of debentures for cash
2.4.1 Debentures issued for cash at par:
(i) Application money is received
Bank A/c
Dr.
To Debentures Application A/c
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(Application money received for Debentures)
(ii) Transfer of debentures application money to debentures account on their allotment
Debentures Application A/c Dr.
To Debentures A/c
(Application money transferred to debenture account on allotment)
(iii) Money due on allotment
Debentures Allotment A/c Dr.
To Debentures A/c
(Allotment money made due)
(iv) Money due on allotment is received
Bank A/c
Dr.
To Debentures Allotment A/c
(Receipt of Debenture allotment money)
(v) First and final call is made
Debentures First and Final call A/c Dr.
To Debentures A/c
(First and Final call money made due on ............... debentures)
(vi) Debentures First and Final call money is received
Bank A/c
Dr.
To Debentures First and Final call A/c
(Receipt of Amount due on call)
Note: Two calls i.e. first call and second call may be made Journal entries will be made
on the lines made for first and final call.
Illustration 01 :
Moon India Ltd. issued 5000 8% Debentures of Rs 100 each payable as follows
Rs 20 on Application
Rs 30 on Allotment
Rs. 50 on First and Final call
All the debentures were applied for and allotted. All the calls were duly received. Make
necessary journal entries in the books of the company.
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Issue of Debentures at Premium and Discount
Debentures are said to be issued at premium when issued at a value which is more than
their nominal face value. For example, a debenture of Rs 100 is issued at Rs 110. This
excess amount of Rs 10 is considered as the amount of premium. The premium on the
issue of debentures is credited to the Securities Premium A/c.
Journal entry will be as follows:
Debentures Allotment A/c
Dr.
To Debentures Account
To Securities Premium A/c
(Amount due on allotment along with premium of Rs ....)
Illustration 02:
A company has issued 5000 10% Debentures of Rs 100 each at a premium of 20%
payable as Rs 60 on application Rs 60 on allotment (including premium) All the
debentures were subscribed for and money was duly received. Make journal entries.
45

When debentures are issued at less than their nominal face value they are said to be
issued at a discount. For example, debenture of Rs 100 each is issued at Rs 90 per
debenture. The Companies Act has not laid down any conditions for the issue of
debentures at a discount as have been laid down in case of issue of shares at discount.
However, there should be provision for issue of such debentures in the Articles of
Association of the Company.
Journal entry for issue of debentures at discount (at the time of allotment) Debentures
Allotment A/c Dr
Discount on issue of debentures A/c Dr
To Debentures A/c
(Allotment money due. The amount of discount is @ Rs.... per debenture)
Illustration 03:
A company has issued 2000 9% debentures of Rs 100 each at a discount of 10% payable
as Rs 40 on application, Rs 50 on allotment Make necessary journal entries.
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2.4.2 Issue of Debentures for consideration other than cash
When a company purchases assets and issues debentures as a payment for the purchase,
to the vendors it is known as issue of debentures for consideration other than cash.
Debentures can be issued to vendors at par, at premium and at discount also.
Accounting Treatment:
1. Purchase of Assets
Sundry Assets A/c
Dr.
(Individually)
To Vendors A/c
(Purchase of assets)
2. Allotment of debentures
(i) At par
Vendors' A/c
Dr.
To Debentures A/c
(Issue of debentures at par to vendors)
(ii) At discount
Vendors' A/c
Dr.
Debentures Discount A/c
Dr.
To Debentures A/c
(Issue of debentures to vendors at a discount of Rs... per debenture)
Illustration 04 :
ABC Electronics Ltd. purchased machinery for Rs 198000 and issued 9% debentures
of Rs 100 each to the vendors. Make journal entries if the debentures were issued .
(a) at par
(b) at a premium of Rs 10
(c) at a discount of Rs 10
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Illustration 05 :
Radha Ltd. purchased machinery worth Rs.1,20,000 and building worth Rs. 2,00,000
from Deepa Ltd. for an agreed purchase consideration of Rs. 3,00,000 to be satisfied by
the issue of 3,000, 12% debentures of Rs. 100 each. Show the necessary journal entries
in the books of Radha Ltd.

2.4.3 Issue of Debenture at a Collateral Securities :
The term ‘Collateral Security’ can be defined as additional security given for a loan.
Where a company obtains a secured loan from a bank or insurance company, it may
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mortgage some of its assets as a security against the above said loan. But the lending
institution may insist on some more assets as collateral security so that the amount of
loan can be realized to the maximum with the help of collateral security, in case the
amount realized from the sale of first security falls short of the loan money. In such a
situation, the company may issue its own debentures to the lender as collateral security
against the loan in addition to other security that may be offered. Such an issue of
debentures is known as “Debentures issued as Collateral Security”. In such a case, the
lender has the absolute right over the debentures until and unless the loan is repaid. On
repayment of the loan, however, the lender is legally bound to release the debentures.
But in case the loan is not repaid by the company on the due date or in the event of any
other breach of agreement, the lender has the right to retain these debentures and to
further realize them. The holder of such debentures is entitled to interest only on the
amount of loan, not on the debentures.
Accounting Treatment of Collateral Security
FIRST METHOD
No accounting entry is required to be shown in the books of account at the time of issue
of such debentures because there is no immediate liability created by the company. But
the existence of such debentures issued as collateral security has to be mentioned by
way of a note on the Balance Sheet under the specific loan account.
Illustration 06:
Z Ltd. secured an overdraft of Rs. 80,000 from the bank by issuing 900, 12% Debentures
of Rs. 100 each as collateral security. Prepare the Balance Sheet of the Company
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SECOND METHOD
If it is desired that such an issue of debentures as collateral security is to be recorded in
the books of account, the accounting entries will be as follows:
(i)

On issue of debentures as collateral security

Debentures Suspense A/c
To Debentures A/c

Dr.

(with the nominal value of the debentures
issued)

In this case, Debentures Suspense Account will appear on the asset side of the balance
sheet under the heading Miscellaneous Expenditure. Debentures Account will appear
as a liability on the liabilities side of the Balance Sheet.
(ii)

On repayment of the loan and release of debentures

Debentures A/c
To Debentures Suspense A/c

Dr

. (with the nominal value of the debentures
released)

Note: The net effect of the above two entries is nil. Both the Debentures Suspense
Account and the Debentures Account are cancelled on repayment of the loan. As such,
this method is rarely followed in practice.
Illustration 07 :
B Ltd. secured an overdraft of Rs.80,000 from the bank by issuing 900,12% Debentures
of Rs. 100 each as collateral security. Prepare the Balance Sheet of the Company
Solution
Debentures Suspense A/c
To Debentures A/c
90000

Journal Entries
Dr.

90,000
90,000

(Issue of 900, 12% Debentures of Rs.100 each as collateral security for a bank overdraft
of Rs. 80,000 as per Board’s resolution dated.....)
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2.5

DEBENTURE INTEREST

Wherever a company issues debentures it undertakes to pay interest on it at a fixed
percentage. As the debenture acknowledges a debt, the payment of interest on the debt
is obligatory on the part of the company issuing them, irrespective of the fact that
whether the company earns profit or not. Thus, interest is payable on debentures is a
charge against the profits of the company. Interest on debentures is normally payable
half yearly and it is calculated at the fixed percentage on the nominal value of
debentures issued and not on the issue price. Thus, the issue of debentures at par or at a
premium or at a discount will not make any difference for the purpose of calculating
interest on debentures. In some cases, the company must deduct income tax at the
prescribed rate from the gross amount of interest payable on debentures and only net
amount is paid to the debenture holder. It is called tax deducted at source and has to be
deposited with the tax authorities.
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2.6

UNDERWRITING OF SHARES & DEBENTURES

Underwriting of shares and debentures is an agreement between a 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 a balance of shares and debentures.
Underwriting is an agreement to subscribe to the securities of a body corporate when
existing shareholders of the corporate or the public do not subscribe to the securities
offered to them. When a company goes for an Initial Public Offer (IPO), it may face
certain uncertainty whether its Offer of shares or other securities will be subscribed in
full or not. If the issue to the public will not get fully subscribed, the project for which
the funds are being raised cannot be implemented. As per law, it is required that if the
company is not able to collect 90% of the offer amount, then it needs to compulsorily
return the money to those who have subscribed to the shares. To avoid the risk of under
subscription companies may seek the help of a specialized group of risk redeemers
called underwriters.
The function of the Underwriters is to arrange subscription of floated shares. If the
whole or a certain portion of the shares or debentures of the company are not applied
for by the public, the underwriters themselves apply or persuade others to apply for
those shares or debentures. The underwriters, as risk takers, are entitled to get
commission at prescribed rates. It can be easily comprehended that when the floated
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shares are likely to be undersubscribed, the underwriters come to the forefront. In other
cases they remain in the background, acting as arranger of sale to the investing public.
Before entering into an agreement with the company, the underwriters assess the
following:
(a) worth of the public issue;
(b) market response to the issue; and
(c) their own ability to get the issue fully subscribed.
Depending upon the risk assessment of the issue, the underwriters decide on their
amount of commission. Owing to under subscription, if the issue is devalued, the
underwriters pay up the required amount and deduct their commission from that.
From the viewpoint of the issuer company, the following are generally observed:
(a) While selecting underwriters and finalizing underwriting arrangements, the
merchant bankers shall ensure that the underwriters do not overexpose themselves
so that it may become difficult to fulfill underwriting commitments.
(b) The overall exposure of underwriter(s) belonging to the same group or management
in an issue shall be assessed carefully by the lead merchant banker.
(c) The lead merchant banker shall satisfy themselves about the capacity of the
underwriters to discharge their underwriting obligations.
(d) The lead merchant banker shall:
(i)
incorporate a statement in the offer document that in the opinion of the
lead merchant banker, the underwriters’ assets are adequate to meet their
underwriting obligations;
(ii)
Obtain underwriters’ written consent before including their names as
underwriters in the final document of offer.
(e) In order to ascertain the underwriters’ worth, the lead merchant banker(s) shall
undertake a minimum underwriting obligation of 5% of the total underwriting
commitment, or Rs. 25 lacs whichever is less.
(f) The outstanding underwriting commitments of a merchant banker shall not exceed
20 times of its net worth, any point of time.
(g) With respect to an underwritten issue, the lead merchant banker shall ensure that
the relevant details are included in the offer document underwriters.
It should be noted that as per the latest SEBI Guidelines, underwriting is not mandatory
at all. As per the SEBI rules, no person other than a share broker or merchant banker
can act as an underwriter unless he has a certificate granted by SEBI.
Regarding underwriting, the following disclosures should be made in the Offer
Document:
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(a) Names and addresses of the underwriters and the amount underwritten by
them.
(b) Declaration by the Board of Directors of the issuing company that the
underwriters have sufficient resources to discharge their respective
obligations.
Underwriting Agreement :
After the determination of the Issue Price and allocation of our Equity Shares but prior
to filing of the Prospectus with ROC, our Company will enter into an Underwriting
Agreement with the Underwriters for the Equity Shares proposed to be offered through
this Issue. It is proposed that pursuant to the terms of the Underwriting Agreement, the
BRLMs (Book Running Lead Manager) shall be responsible for bringing in the amount
devolved in the event that the Syndicate Members (other than ESL) do not fulfill their
underwriting obligations. Pursuant to the terms of the Underwriting Agreement, the
obligations of the Underwriters are several and are subject to certain conditions
precedent to closing, as specified therein.
Sub Underwriter :
In order to spread the risk of under subscription, the principal underwriters may also
enter into subsidiary agreements with sub underwriters. Such agreements are made
between the underwriters alone, with the company not being a party thereto. As per
agreement, the company pays commission at a prescribed rate to the principal
underwriters, who in turn, disburse commission to the sub-underwriters. Sometimes an
additional commission is paid to the principal underwriters to encourage the subunderwriters. This is known as overriding commission. The payment of an overriding
commission enables the company to deal with first one or two underwriters instead of
a number of them.
Underwriting Commission :
The underwriting commission may be paid in cash or in fully paid up shares or
debentures or a combination of both. It is paid on the issue price of the shares or
debentures so underwritten. As per the provision of Section 40 of the Companies Act,
2013, commission is payable, if the following conditions are satisfied:
(a) The payment of the commission is authorized by the articles of association;
(b) The commission may be paid out of proceedings of the issue or the profit of the
company or both.
(c) The commission paid or agreed to be paid does not exceed in the case of shares,
5% of the price at which the shares are issued or the amount authorized by the
articles, whichever is less, and in the case of debentures, 2.5% of the price at which
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the debentures are issued or the amount or rate authorized by the articles, whichever
is less;
(d) the prospectus of the company shall disclose i)
the name of the underwriters;
ii)
the rate and amount of the commission payable to the underwriter; and
iii)
the number of securities which is to be underwritten or subscribed by the
underwriter absolutely or conditionally.
(e) there shall not be paid commission to any underwriter on securities which are not
offered to the public for subscription;
(f) A copy of the contract for the payment of the commission is delivered to the
Registrar at the time of delivery of the prospectus or the statement in lieu of
prospectus for registration.
Full & Partial Underwriting :
When the whole issue is underwritten by the underwriter(s) it is called full underwriting.
When a part (say 75%) of the whole issue is underwritten by the underwriter(s) then it
is called partial underwriting. In this case the company is treated as having underwritten
the balance of shares.
Accounting Entries :
1. For Commission/brokerage due:
Commission Brokerage Account
To Underwriter Account
To Broker Account

Dr.

2. For payment of Commission/brokerage
Underwriter Account
Broker Account
To Bank Account
To Share Capital Account
To Debentures Account

2.7

Dr
Dr

LIABILITIES OF UNDERWRITERS

The liability of the underwriter or underwriters will be determined in the following
ways. They are:- 1. Complete Underwriting 2. Partial Underwriting 3. Firm
Underwriting.
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A.

Complete Underwriting:

(a) When the whole issue of shares or debentures is underwritten by a single
underwriter:
When the full issue is underwritten by one underwriter, his liability will be equal
to the number of shares or debentures underwritten minus shares or debentures
applied for. If the issue is fully subscribed or oversubscribed, there will be no
liability for the underwriter to take up any share or debenture.
(b) When the whole issue of shares or debentures is underwritten by two or more
underwriters:
In such a case, the liability of the respective underwriters can be determined in
either of the following two ways:
i)
The gross liability of each underwriter according to the agreed ratio should
be reduced first by the marked applications and credit should be given in
respect of the unmarked applications sent directly to the company by way of
deduction from the balance left in the ratio of gross liability.
The liability of each underwriter in such a case will be as follows:
Gross liability ………..
Less: Marked Applications ………..
Balance left ………..
Less: Unmarked Applications ……….. (in the ratio of gross)
NET LIABILITY ………..
ii)

The gross liability of each underwriter according to the agreed ratio should
be reduced first by the marked applications and then credit should be given
in respect of the unmarked applications sent directly to the company by way
of deduction from the balance left in the ratio of gross liability as reduced
by the marked applications.
The liability of each underwriter in such a case will be as follows:
Gross liability ……….
Less : Marked Applications
Balance left
Less : Unmarked Applications ………………..
(in the ratio of balance —————– ‘
left, i.e. gross liability as reduced by marked applications) Net Liability

Note:
Liability of the underwriters varies under the above two methods. It is, therefore,
desirable that the particular method to be followed should be clearly mentioned in the
underwriting agreement.
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Illustration 08 (Full Underwriting) :
A Company incorporated on 1st January, 2004 issued a prospectus inviting applications
for 5, 00,000 Equity Shares of Rs. 10 each.
The whole issued was fully underwritten by four persons:
A — 2, 00,000 Shares
B — 1, 50,000 Shares
C — 1, 00,000 Shares
D — 50,000 Shares
Applications were received for 4, 50,000 shares of which marked applications were as
follows:
A — 2, 20,000;
B — 90,000;
C — 1, 10,000
D — 10,000
Find out the liabilities of individual underwriters.
Solution:
(1) The net liability of the underwriters is ascertained by giving credit to unmarked
applications in the ratio of gross liability. Total shares applied – Marked
Application = Unmarked Applications 4, 50,000 – 4,30,000 = 20,000 shares
Note: When the entire issue is underwritten by a single underwriter, there is no necessity
to distinguish between marked and unmarked application and the liability for the
underwriter would be 50,000 shares.
(2) However, if the credit given to the underwriters in proportion to the gross liability
of the underwriters as reduced by the marked applications, the statement would
appear as follows:
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B. Partial Underwriting
(a) When a part of the issue of shares or debentures is underwritten by one person only.
In such a case, only a part of the whole issue is underwritten only by one
underwriter and the balance amount is deemed to have been underwritten by the
company itself. In such a situation the unmarked applications are treated as marked
applications from the point of view of the company.
The liability is determined as follows:
Net Liability = Gross Liability – Marked Applications
Illustration 09 :
A company issued 10,000 shares of which 75% was underwritten by an underwriter.
Applications for 6,000 shares were received out of which 4,800 shares were marked by
the underwriter. Determine the net liability of the underwriter.
Solution:
Gross Liability = 75% of 10,000 = 7,500 shares
Less: Marked Applications = 4,800
Net Liability = 2,700
(b) When a part of the issue of shares or debentures underwritten by a number of
underwriters.
In such a case, only a part of the whole issue is underwritten by a number of underwriters
and for the balance, the company is said to have underwritten the same. As such the
company is said to have underwritten the same.
As such the unmarked applications are treated as marked so far as the company is
concerned.
Illustration 10 (Partial Underwriting) :
A Company issued 1, 00,000 shares of Rs. 100 each.
These shares were underwritten as follows:
X — 30,000 shares and Y — 50,000 shares.
The public applied for 70,000 shares. Determine the liability of X, Y and the Company.
Solution:
Marked applications are not given in the problem. Therefore, applications are credited
to underwriters including the Company on the basis of gross liability. The Company
itself to be treated as an underwriter for 20,000 shares.
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C. Firm Underwriting:
It is an underwriting agreement where the underwriter(s) agree to buy a certain number
of shares or debentures irrespective of the number of shares or debentures subscribed
by the public. It is a case of firm underwriting. Thus in firm underwriting, the
underwriters agree that a certain number of shares be allotted to them, whether or not
the issue is oversubscribed. The liability of the underwriters in such a case will be the
unsubscribed shares or debentures plus the shares or debentures under firm
underwriting.

In the calculation of net liability, the shares under firm underwriting may be treated as
marked or unmarked application. The liability of underwriters differs under the two
methods.
Illustration 11 :
Sam Limited invited applications form public for 1, 00,000 equity shares or Rs. 10 each
at a premium of Rs. 5 per share. The entire issue was underwritten by the underwriters
A, B, C and D to the extent of 30%, 30%, 20% and 20% respectively with the provision
of firm underwriting of 3.000, 2,000, 1,000 and 1,000 shares respectively. The
underwriters were entitled to the maximum commission permitted by law.
The company received applications for 70,000 shares from the public out of which
applications for 19,000, 10,000, 21,000 and 8,000 shares were marked in favour of A,
B, C and D respectively. Calculate the liability of each one of the underwriters.
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Illustration 12 :
The Bharat Ltd. issued 10,000 shares of Rs. 100 each. The entire issue was underwritten
as follows:
A — 50%; B – 30% and C — 20%
In addition, there was firm underwriting as follows:
A — 1,000 shares; B — 750 and C — 500 shares
The total subscription including firm underwriting was 8,000 shares and the
subscription included the following marked applications:
A — 1,500; B — 2,000 and C — 750 Find the liability of underwriters.

2.8

ACCOUNTING FOR ESOP

ESOPs, 'Employees Stock Ownership Plans' or "Employees Stock Options Plans" is a
general term for a pack of instruments and incentive schemes provided to the employees
of the company. Over the years, the ESOP has taken various forms. ESOP when spelled
as 'Employees Stock Ownership Plans’, relates to the broad and generic meaning which
covers most types of share based payments made to employees.
Share based payments can take form of
● Employee Stock Option Plan (ESOP),
● Employee Stock Purchase Plan (ESPPs)
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● Stock appreciation right
However, ESOP as 'Employees Stock Options Plans' is one of the ways of share based
payment. A stock option is 'a right but not an obligation granted to an employee in
pursuance of the employee stock option scheme to apply for shares of the company at a
predetermined price'.
2.8.1 Significance of ESOP for Companies
● It is an effective scheme for companies, especially start-ups, that would take time
to break-even and is usually not in the position of offering high remuneration
packages to their employees.
● Offering an ESOP acts as an incentive for employees to invest in the company’s
growth.
● It creates a sense of ownership in the employee for the company and it encourages
greater productivity.
● A company that allows its employees to buy ESOPs on a future date at
predetermined prices, garners a long-term commitment towards the company
from the employees
2.8.2 S O P's Cycle

An option is first granted to an employee and after a specific period (when exercised)
vests with the employee. This period is referred to as the vesting period. Vesting Period
= Period between vesting and granting. Though there is not any specific accounting
standard on share based payment, however the Institute of Chartered Accountants has
issued a guidance note to establish uniform principle and practice for accounting. In
accordance to the guidance note, the cost of services received in a share based payment
is required to be recognised over vesting period with a corresponding credit to an
appropriate equity account say, 'stock option outstanding account'
●

●
●

Option : A right but not an obligation to purchase the shares of the company on the
fulfillment of the conditions mentioned in the ESOP plan at the price decided at the
grant of options.
Grant :-The eligibility of a particular employee for grant of stock options based on
his role and performance is known as grant of option.
Vesting:- Vesting has two components – Vesting percentage and vesting period.
Vesting period is the period on the completion of which the said portion can be
exercised. Vesting percentage refers to that portion of total options granted, which
the employee will be eligible to exercise.
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●
●
●
●
●

Exercise: The activity of converting the options granted to an employee into shares
by paying the required exercise price is known as exercise of options.
The effective date of exercise is the date on which the Company allots the shares.
The companies have freedom to determine the exercise price with the applicable
accounting policies, if any.
There shall be a minimum period of one year between the grant of options and
vesting of option.
The company shall have the freedom to specify the lock-in period for the shares
issued.

2.8.3 Applicable Rules and Regulations:
Sec 2(37) of Companies Act, 2013 defines “employees stock option” read with Sec
62(1)(b) of Companies Act, 2013 and Rule 12 of the Companies (Share Capital and
Debentures) Rules, 2014. This Rule specifies that on complying certain terms and
conditions only the unlisted company can offer shares to its employees under ESOP.
These are as follows:
A. Sanction by Special Resolution
B. Employees to whom ESOPs may be issued
C. Disclosures in the explanatory statement annexed to the notice for passing
of the resolution.
D. Pricing
E. Shareholders’ approval by way of separate resolution in case of holding or
subsidiary or more than 1% of issued capital
F. Variation of terms of ESOS through special resolution in case not yet
exercised the options.
G. Minimum vesting period
H. Lock-in-period for shares issued on exercise of option
I. Right to receive dividends
J. Forfeiture/ Refund of amount paid by employees under ESOP
K. Options not transferable
L. Who can exercise the option
M. Disclosures in Board of Directors Report- Employees Stock Option Scheme:
(a) options granted; (b) options vested; (c) options exercised; (d) the total
number of shares arising as a result of exercise of option; (e) options lapsed;
(f) the exercise price; (g) variation of terms of options; (h) money realised
by exercise of options; (i) total number of options in force; (j) employee wise
details of options granted to;- (i) key managerial personnel; (ii) any other
employee who receives a grant of options in any one year of option
amounting to five percent or more of options granted during that year. (iii)
identified employees who were granted option, during any one year, equal
to or exceeding one percent of the issued capital (excluding outstanding
warrants and conversions) of the company at the time of grant;
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N. Register of Employees Stock Options
2.8.4 Accounting Treatment at various stages of cycle
At the time of Grant The Company should recognise an amount for the service received
during the vesting period based upon the best available estimate of number of shares
expected to vest and should revise the estimate if necessary.
Illustration 13 :
At the beginning of year 1, an enterprise grants 300 options to each of its 1,000
employees. The contractual life (comprising the vesting period and the exercise period)
of options granted is 6 years. The other relevant terms of the grant are as below:
Vesting Period: 3 years
Exercise Period: 3 years
Expected Life: 5 years
Exercise Price: 50
Market Price: 50
Expected forfeitures per year 3%
The fair value of options, calculated using an option pricing model, is 15 per option.
Actual forfeitures, during the year 1, are 5 per cent and at the end of year 1, the enterprise
still expects that actual forfeitures would average 3 per cent per year over the 3-year
vesting period. During the year 2, however, the management decides that the rate of
forfeitures is likely to continue to increase, and the expected forfeiture rate for the entire
award is changed to 6 percent per year. It is also assumed that 840 employees have
completed the 3 years vesting period.
Accounting Treatment :
1.

At the grant date, (Year 1)

The enterprise estimates the fair value of the options expected to vest at the end of the
vesting period as below:
No. of options expected to vest = 300 x 1,000 x 0.97 x 0.97 x 0.97 = 2,73,802 options
Fair value of options expected to vest = 2,73,802 options x 15 = 41,07,030
2. At the balance sheet date, since the enterprise still expects actual forfeitures to
average 3 per cent per year over the 3-year vesting period, no change is required in the
estimates made at the grant date. The enterprise, therefore, recognises one-third of the
amount estimated at (1) above (i.e., ` 41,07,030/3) towards the employee services
received by passing the following entry:
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Employee compensation expense A/c
To Stock Options Outstanding A/c

Dr.

13,69,010
13,69,010

Between Grant and Vesting Year 2
1. At the end of the financial year, management has changed its estimate of expected
forfeiture rate from 3 per cent to 6 percent per year. The revised number of options
expected to vest is 2,49,175 (3,00,000 x .94 x .94 x .94). Accordingly, the fair value of
revised options expected to vest is 37,37,625 (2,49,175 x ` 15). Consequent to the
change in the expected forfeitures, the expense to be recognised during the year are
determined as below:
Revised total fair value =37,37,625
Revised cumulative expense at the end of year 2= (`37,37,625 x 2/3) = 24,91,750
Expense already recognized in year 1 = 13,69,010
Expense to be recognized in year 2 = 11,22,740
2. The enterprise recognizes the amount determined at (1) above (i.e., 11,22,740)
towards the employee services received by passing the following entry:
Employee compensation expense A/c
Dr.
11,22,740
To Stock Options Outstanding A/c
11,22,740

Upon Vesting Year 3
1. At the end of the financial year, the enterprise would examine its actual forfeitures
and make necessary adjustments, if any, to reflect expense for the number of options
that vested. Considering that 840 employees have completed three years vesting period,
the expense to be recognized during the year is determined as below:
No. of options vested = 840 x 300 = 2,52,000
Fair value of options actually vested (Rs. 2,52,000 x Rs. 15) = Rs. 37,80,000
Expense already recognized Rs. 24,91,750
Expense to be recognized in year 3 Rs. 12,88,250
2. The enterprise recognises the amount determined at (1) above towards the employee
services received by passing the following entry:
Employee compensation expense A/c
Dr.
Rs. 12,88,250
To Stock Options Outstanding A/c
Rs.
12,88,250
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2.8.5 Method of Accounting Valuation of ESOP under IGAAP
There are two methods of doing ESOP valuation Intrinsic value method and. fair value
method.
Intrinsic value method 'Intrinsic value' is the excess of the market price of the share
under ESOP over the exercise price of the option. Example: A company grants an ESOP
to its employees whose current market price(CMP) is INR 110 which can be exercised
after 2 years for INR 80. In this case intrinsic value shall be INR 30. However, if CMP
is INR 50 instead, there would be no intrinsic value of the option since the exercise price
is more than CMP and in this case options could not be exercised and instead stand
lapsed.
Fair value method The fair value of an ESOP is estimated using an option pricing
model like the Black Scholes Merton or a Binomial Model.
2.9

EMPLOYEES STOCK PURCHASE SCHEME

An employee stock purchase plan (ESPP) is a company-run program in which
participating employees can purchase company stock at a discounted price. At the
purchase date, the company uses the employee's accumulated funds to purchase stock
in the company on behalf of the participating employees.

Qualified vs. Nonqualified Plans
ESPPs can be divided into two categories: qualified and nonqualified. Qualified ESPPs
are the most common type of plan and resemble their qualified cousins in the retirement
plan arena in that they must adhere to prescribed eligibility criteria per the IRS.
Qualified plans must be approved by a vote of the shareholders before they can be
implemented, and all plan participants have equal rights in the plan. Their offering
periods cannot exceed 27 months, and the discount on the stock price may not exceed
15%.
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Illustration 14 :
X issued 1000 shares on April 1st 2012 under ESPS @ Rs 30 / - when the market price
was Rs 150 /-.Record journal entries assuming that the nominal value of share is Rs 10
/-.

2.10

LET US SUM UP

Apart from issuing share capital, companies can also raise long-term finance by issuing
debentures which carry a fixed rate of interest. The interest on debentures is normally
paid twice a year. This interest must be paid whether the company earns profits or
suffers from losses. The company can issue many types of debentures viz., naked or
mortgage debentures, redeemable irredeemable debentures, convertible or
nonconvertible debentures, and registered or bearer debentures. The type of debentures
to be issued is always mentioned in the terms of the issue. Debentures may be issued at
par. at a premium or at a discount. The entries for issue of debentures are similar to the
issue of shares. They can also be issued as a collateral security for which no specific
entry is passed. Debentures can be issued with different terms with regard to their
redemption. When debentures are to be redeemed at a premium, the same is treated as
loss on the issue of debentures and is debited as such at the time of issue. Such loss. like
discount, must be written off during the period for which the debentures are issued.
2.11
●

●

●

KEYWORDS
Collateral Securities : An asset which a borrower is required to deposit with, or
pledge to, a lender as a condition of obtaining a loan, which can be sold off if the
loan is not repaid.
Appropriation of profit : The transfer of the remaining profits to general reserve
or any other reserve – The closing balance of profits which have not been
distributed as dividends or set aside as reserves(called retained profits or
undistributed profits carried forward)
Underwriting : Underwriting (issue of shares or debentures) is a contract between
a company and another party called underwriter, whereby, in the event of the shares
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●

●

●

●
●

2.12
●
●
●
●
●
●
●

2.13

or debentures not being subscribed fully by the public, the underwriter agrees to
take up the balance.
Brokerage : A brokerage fee is a fee charged by a broker to execute transactions
or provide specialized services. There are many types of brokerage fees charged in
various industries such as financial services, insurance, real estate, and delivery
services
Marked Application : Marked application is the term used in underwriting of
shares and debentures. Marked application means all those applications which are
received by a company and a mark will show on each application which identifies
a specific underwriter's sale.
Unmarked Application : The application forms which are received by the
company without any name of the underwriter are called unmarked applications.
Underwriting Commission. The payment of commission is possible only when the
same is authorized by the Articles
ESOP : An ESOP (Employee stock ownership plan) refers to an employee benefit
plan which offers employees an ownership interest in the organization
ESPS : Company-run program in which participating employees can purchase
company shares at a discounted price. Employees contribute to the plan through
payroll deductions, which build up between the offering date and the purchase date.
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TERMINAL QUESTIONS

Q 1 : Define debenture ? Explain various kinds of debentures.
Q 2 : Discuss the accounting treatment for the issue of debentures.
Q 3 : What do you mean by underwriting of debentures ? What are the liabilities of
underwriters?
Q 4 : What is ESOP ? Write about the accounting treatment of various stages of ESOP
cycle.
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Q 5 : ABC Ltd. made an issue of 50,000 12% Debentures of Rs 100 each, payable as
follows:
Rs 25 on Application
Rs 50 on Allotment
Rs25 on First and Final Call.
Applications were received for 52,000 debentures and the directors allotted 50,000
debentures rejecting applications for 2,000 debentures. The application money received
for 2,000 rejected debentures was duly refunded. All the calls were made and the money
duly received. Show the Journal Entries to record the above transactions and prepare
the Balance Sheet of the company
Q 6 : Z Ltd. issued 2,500, 10% Debentures of Rs.100 each, a premium of 10% payable
as Rs. 20 on application, Rs.50 on allotment (including the premium) and the balance
on first & final call. The public applied for 3,500 debentures. Applications for 2,250
debentures were accepted in full, applicants for 500 were allotted 250 debentures, and
remaining applications were rejected. All money was duly received. Journalize these
transactions.
Q 7 : Z Ltd. issued 5,000, 14% debentures of Rs 100 each at a discount of 5%, the
discount being adjustable on allotment. The debentures were payable as follows:
On Application - Rs. 20
On Allotment - Rs. 25
On First and Final Call - Rs. 50
The debentures were fully subscribed and the money was duly received. Show the cash
book and journal entries and prepare the balance sheet of the company.
Q 8 : A Company has authorised capital of Rs. 50, 00,000 divided into 1, 00,000 shares
of Rs. 50 each. The Company issued for subscription 50,000 shares at a premium of Rs.
10 each.
The entire issue was underwritten as follows:
➔ X — 30,000 shares (Firm underwriting — 5,000 shares)
➔ Y — 15,000 shares (Firm underwriting — 2,000 shares)
➔ Z — 5,000 shares (Firm underwriting — 1,000 shares)
Out of the total issue, 45,000 shares including firm underwriting were subscribed. The
following were the marked forms;
X — 16,000 shares; Y — 10,000 shares; Z — 4,000 shares. Calculate the liability of
each underwriter. Pass necessary journal entries.
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