Underwriting

Section 69 of Companies Act (PROHIBITION OF ALLOTMENT UNLESS MINIMUM SUBSCRIPTION RECEIVED):-

No allotment shall be made of any share capital of a company offered to the public for subscription, unless the amount in the prospectus as the minimum amount, which, in the opinion of the Board of directors, must be raised by the issue of share capital in order to provide for the matters specified in clause 5 of Schedule II has been subscribed, and the sum payable on application for the amount so stated has been paid to and received by the company, whether in cash or by a cheque or other instrument which has been paid.
The amount so stated in the prospectus shall be reckoned exclusively of any amount payable otherwise than in money, and is in this Act referred to as "the minimum subscription".
SECURITIES AND EXCHANGE BOARD OF INDIA (ISSUE OF CAPITAL AND

DISCLOSURE REQUIREMENTS) REGULATIONS, 2009:-

Minimum subscription.

14. (1) The minimum subscription to be received in an issue shall not be less than ninety per cent of the offer through offer document.
Section 76 of Companies Act (POWER TO PAY CERTAIN COMMISSION AND PROHIBITION OF PAYMENT OF ALL OTHER COMMISSIONS, DISCOUNTS, ETC.):-

(1) A company may pay a commission to any person in consideration of -

(a) his subscribing or agreeing to subscribe, whether absolutely or conditionally, for any shares in, or debentures of, the company, or

(b) his procuring or agreeing to procure subscriptions, whether absolute or conditional, for any shares in, or debentures of, the company, if the following conditions are fulfilled, namely :-

(i) the payment of the commission is authorized by the articles;

(ii) the commission paid or agreed to be paid does not exceed in the case of shares, five per cent of the price at which the shares are issued or the amount or rate authorized by the articles, whichever is less, and in the case of debentures, two and a half per cent of the price at which the debentures are issued or the amount or rate authorized by the articles, whichever is less;

(iii) the amount or rate per cent of the commission paid or agreed to be paid is – 
in the case of shares or debentures offered to the public for subscription, disclosed in the prospectus; and 

 in the case of shares or debentures not offered to the public for subscription, disclosed in the statement in lieu of prospectus, or in a statement in the prescribed form signed in like manner as a statement in lieu of prospectus and filed before the payment of the commission with the Registrar and, where a circular or notice, not being a prospectus inviting subscription for the shares or debentures, is issued, also disclosed in that circular or notice; and

SECURITIES AND EXCHANGE BOARD OF INDIA (ISSUE OF CAPITAL AND

DISCLOSURE REQUIREMENTS) REGULATIONS, 2009:-

Minimum subscription.

14. (2) In the event of non-receipt of minimum subscription referred to in sub-regulation (1), all application moneys received shall be refunded to the applicants.
Due to above provision it is ‘do or die situation’ for company. If company fails to get minimum subscription then it will have to return whatever it is collected. So to avoid this risk company approaches someone and asks him to make good short fall if any. Such someone is called as “Underwriter”. The underwriting contract is like a guarantee by underwriter to company. The consideration for such guarantee is underwriter’s commission. As mentioned above companies act has provided for ceiling limits of such commission (sec 76). But please remember no underwriting commission is payable on the shares taken up by the promoters, employees, directors, business associates etc. and commission is payable on whole issue underwritten irrespective of number of shares taken up by public.
As per SEBI guidelines only “Financial Institution or Corporate Entity” can act as underwriter. Individuals or Firms cannot be underwriter.

Accounting Treatment for Underwriting contracts from company’s perspective:-

Before going through an accounting treatment we must find out what is extent of underwriter’s liability. The question of underwriter’s liability shall exist only if minimum subscription is not received. Before checking whether minimum subscription is received or not we have to check whether the issue is fully underwritten or partially? Meaning of partial underwriting is underwriters take responsibility of only part of unsubscribed capital and balance to be borne by company. Say A ltd has appointed B ltd as its underwriter. B ltd agreed to cover only 80% of issue. A ltd issued 10,000 shares. Public applied for 8,000 shares only. As per SEBI guidelines company must get 9,000 share application. Here company is facing shortfall of 1,000 applications. Now the question is how much shares underwriter is going to subscribe? If this was a full underwriting then answer is easy underwriter should subscribe for 2,000 shares but as it is partial underwriting following is the treatment:-
FROM UNDERWRITER’S VIEW:
Liability Undertaken (80% of 10,000 shares)




8,000

Share Applications received (80% of 8,000 shares)                             6,400

Short fall to be made good                                                    
        1,600

FROM COMPANY’S VIEW:

Shares Issued 







               10,000

Applications Received








8,000

Underwriter applied for








1,600

Total applications









9,600

Shortfall (20% of unsubscribed)






   400

Unmarked Application: - Unmarked applications are those applications which are flown directly to the company. There are two ways in which credit related to unmarked applications may be given to the underwriters. They are as follows -  
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Let us create one example based on this, say Miramax Ltd issued 1,00,000 shares. A ltd, B ltd and C ltd are the underwriters to the issue who have taken up responsibility in ratio of 2:1:1 (Full Underwriting). Total Applications were received for 85,000 shares Marked Applications were:-

A – 35,000; B – 20,000; C – 5,000. 

Soln:- 
Method 1 - First we will solve problem by allowing credit for unmarked application in proportion of risk undertaken
Statement showing no of shares to be undertaken by underwriters

	 
	A
	B
	C

	liability undertaken
	50000
	25000
	25000

	 - marked
	35000
	20000
	5000

	 
	15000
	5000
	20000

	 - unmarked (2:1:1)
	12500
	6250
	6250

	bal
	2500
	-1250
	13750

	surplus adjusted
	833
	1250
	417

	Shares to be taken 
	1667
	0
	13333


Method 2 - In proportion of balance liability as reduced by firm application
Statement showing no of shares to be undertaken by underwriters

	 
	A
	B
	C

	liability undertaken
	50000
	25000
	25000

	 - marked
	35000
	20000
	5000

	 
	15000
	5000
	20000

	 - unmarked (3:1:4)
	9375
	3125
	12500

	Shares to be taken 
	5625
	1875
	7500


Answers under both methods are not matching. That does not mean the working is wrong. Which method to be followed is specifically mentioned in underwriting agreement. In exam the method is given (generally by way of note).

From here onwards in all problems Method 1 is followed
Now let us convert this same problem in partial underwriting. Same example of Miramax ltd. But underwriters covered 90% of the issue.

Soln:- Statement showing no of shares to be undertaken by underwriters

	 
	A
	B
	C

	liability undertaken (90% of 1,00,000 in 2:1:1)
	45000
	22500
	22500

	 - marked
	35000
	20000
	5000

	 
	10000
	2500
	17500

	 - unmarked (90% of 25,000 in 2:1:1)
	11250
	5625
	5625

	bal
	-1250
	-3125
	11875

	surplus adjusted
	1250
	3125
	-4375

	shares to be taken
	0
	0
	7500


FIRM UNDERWRITNG: underwriter may apply for shares just like an ordinary public. He has to pay application money just like others and company then will firmly allot him number of shares he for which he had applied. 


It is a common sense that when underwriter makes firm underwriting he will definitely mark it. Hence generally firm underwriting applications are marked applications having underwriters name on it.


The examiner may play with words in this context. So my advice is always segregate firm applications from marked applications. Now let’s go back to accounting treatment. The general structure or format for determining no of shares to be held by underwriter may be as follows:-
	 Particulars
	A
	B
	C

	Maximum Liability
	xxx
	xxx
	xxx

	 - Firm 
	(xx)
	(xx)
	(xx)

	 - marked
	(xx)
	(xx)
	(xx)

	 - unmarked
	(xx)
	(xx)
	(xx)

	Balance
	xxx
	(xxx)
	xxx

	surplus (if any to be adjusted)
	(xx)
	xxx
	(xx)

	shortfall to be made good by underwriters
	xxx
	 - 
	xxx

	 + Firm
	xx
	xx
	xx

	total shares to be held by underwriters
	xxx
	xx
	xxx


Now open your accounts module and search following problem (I am not at all interested to write the problem so please find out the problem)
Problem 1 – Rosy ltd issues 4 lakhs shares of 10. Rs 2 payable on application and 3 on allotment following are underwriters and extent of underwriting:-
A,B,C each 25%; D 10%; E 15%. Commission @ 2% payable on amount underwritten. If underwriters apply for any no of shares then brokerage @0.5% of par value is to be paid. Marked applications – 
A – 1,02,000

B – 95,000

C – 60,000

D – 32,000

E – 51,000

Unmarked (not bearing any stamp) – 10,000

Included in no of applications mentioned against D in above was an application made by D himself for 10,000 shares. Show with necessary workings, the entries to record amount to paid or receivable from underwriter

[Solution is on next page but before going to solution please try it on your own and don’t worry if you are wrong this is just a first problem]

Soln:-

	Rosy Ltd

	shares issued
	400000
	
	
	
	

	extent of underwriting 
	100%
	
	
	
	

	Applications received
	350000
	
	
	Ratio
	5:5:5:2:3

	
	
	
	
	
	

	statement showing amount receivable from or payable to underwriter

	 
	 
	 
	 
	 
	 

	 
	A
	B
	C
	D
	E

	MAXIMUM liability
	100000
	100000
	100000
	40000
	60000

	 - firm
	0
	0
	0
	10000
	0

	 - marked
	102000
	95000
	60000
	22000
	51000

	 - unmarked
	2500
	2500
	2500
	1000
	1500

	bal
	-4500
	2500
	37500
	7000
	7500

	surplus to be adjusted
	4500
	1500
	1500
	600
	900

	shortfall
	0
	1000
	36000
	6400
	6600

	 + firm
	0
	0
	0
	10000
	0

	holding of underwriter
	0
	1000
	36000
	16400
	6600

	 
	 
	 
	 
	 
	 

	amt receivable
	 
	 
	 
	 
	 

	application money

	0
	2000
	72000
	12800
	13200

	allotment money
	0
	3000
	108000
	49200
	19800

	total
	0
	5000
	180000
	62000
	33000

	 
	 
	 
	 
	 
	 

	amt payable
	 
	 
	 
	 
	 

	u'ting commission
	20000
	20000
	20000
	8000
	12000

	brokerage
	0
	0
	0
	500
	0

	total
	20000
	20000
	20000
	8500
	12000

	 
	 
	 
	 
	 
	 

	total receivable
	-20000
	-15000
	160000
	53500
	21000

	 
	Pay
	Pay
	 
	 
	 


So you got right answer haven’t you?

Let us proceed; let’s go to next problem 

Problem 2: Libra Ltd (ICAI module illustration 4) 20,00,000 shares.  Anand, Vijay, Ashok are underwriters. Find amount payable to or receivable from underwriters.
{Solution on next page}

	Libra Ltd

	Shares issued
	2000000
	
	
	

	of the above to promoters
	500000
	
	
	

	shares underwritten
	1500000
	
	
	

	extent of underwriting
	100%
	
	Ratio
	Equal (1:1:1)

	
	
	
	
	

	statement showing amount payable to or receivable from underwriters

	Sr. No
	Particulars
	Anad
	Vijay
	Ashok

	a
	Maximum Liability
	    500,000.00 
	    500,000.00 
	   500,000.00 

	b
	 - firm
	       50,000.00 
	       50,000.00 
	      50,000.00 

	c
	 - marked
	    425,000.00 
	    450,000.00 
	   350,000.00 

	d
	 - unmarked
	       24,000.00 
	       24,000.00 
	      24,000.00 

	e
	balance
	         1,000.00 
	    (24,000.00)
	      76,000.00 

	f
	surplus adjusted
	       12,000.00 
	       24,000.00 
	      12,000.00 

	 
	
	    (11,000.00)
	                      -   
	      64,000.00 

	g
	surplus adjusted
	       11,000.00 
	                      -   
	   (11,000.00)

	h
	Shares to be subscribed by u'ters
	                      -   
	                      -   
	      53,000.00 

	i
	 + firm
	       50,000.00 
	       50,000.00 
	      50,000.00 

	j
	Total shares held by u'ters
	       50,000.00 
	       50,000.00 
	   103,000.00 

	 
	
	 
	 
	 

	 
	amt receivable
	 
	 
	 

	k
	on application
	 
	 
	   132,500.00 

	l
	on allotment
	    100,000.00 
	    100,000.00 
	   206,000.00 

	m
	total
	    100,000.00 
	    100,000.00 
	   338,500.00 

	 
	amt payable
	 
	 
	 

	n
	u'ters commission
	    250,000.00 
	    250,000.00 
	   250,000.00 

	 
	
	 
	 
	 

	o
	NET amt (m-n)
	  (150,000.00)
	  (150,000.00)
	      88,500.00 

	 
	 
	p
	p
	 


�This money is on those shares which underwriter has taken up due to shortfall. This does not include application money on firm underwriting as it is already paid.





