                         PRE AND POST INCORPORATION PROFIT
Sometimes it may so often that a company takes over the business of a proprietorship or partnership concern before incorporation and carry on the business of that concern by any agent. It may take some time for the company to be incorporated. For the treatment of the profits in such cases the following points shall be considered.

Pre incorporation period: - It is the period commencing from the business take over date to the incorporation date. In case of public limited companies certificate of commencement date is taken.

Post incorporation period: - It is the period commencing from incorporation date to the accounts closing date.

The following points are relevant for preparing trading and profit & loss account: -

1. Calculate time ratio by taking into consideration the period before incorporation to that of the period after incorporation. 

For example, if a business is purchased on 1st January 1998 and certificate of incorporation is granted on 1st may 1998, along with certificate of commencement of business is granted on 01st June 1998 and final accounts are being prepared on 31st December 1998, then the time ratio is 4months: 8months in case of private companies and in case of public companies it is 5months: 7months.
          Analysis: - 

          Take over date = 01.01.1998

          Incorporation date = 01.05.1998

          Certificate of commencement of business = 01.06.1998

Accounts closing date = 31.12.1998.
For private companies, the time gap between the take over date & incorporation date is 4 months and the time gap between the incorporation date & accounts closing date is 8 months. So, the ratio is 4:8. As, incorporation date is relevant. 
Similarly, for public companies, the time gap between the take over date & certificate of commencement date is 5 months and the time gap between the certificate of commencement date & accounts closing date is 7 months. So, the ratio is 5:7. As, incorporation date is relevant. As, certificate of commencement is relevant.
2. Similarly, the sales ratio is calculated by taking into consideration the sales of pre incorporation period to that of sales of post incorporation period.

For example, if sales of pre incorporation period are Rs. 1, 00,000 and that of post incorporation Rs. 3, 00,000 then the sales ratio is 1:3.

3. In these cases first we have to prepare a trading account single column, in other words prepare a trading account for the whole period i.e. from the date of purchase to the date of final account in order to calculate the gross profit and then divide the gross profit in SALES RATIO between pre and post period and then we have to prepare a profit and loss account double column, one for pre incorporation period and other for post incorporation period. 

4. The profit for the pre incorporation period is of capital nature and that of post incorporation period is of revenue nature. However, pre incorporation loss shall be debited to goodwill.
5. Segregation of items of profit and loss account: -
· Expenses peculiar to a company like debenture interest, director’s remuneration and preliminary expenses etc are post incorporation items.

· Gross profit and selling expenses along with expenses given variable should be apportioned in sales value ratio.

· Fixed expenses are to be apportioned in time ratio.

	SL. NO.
	PARTICULARS
	NATURE OF EXPENSES
	DEPENDS ON
	RATIO 

	1.
	COST OF SALES
	VARIABLE
	SALES
	SALES

	2.
	DISCOUNT ALLOWED
	VARIABLE
	SALES
	SALES

	3.
	COMMISSION ON SALES
	VARIABLE
	SALES
	SALES

	4.
	BAD DEBTS
	VARIABLE
	SALES
	SALES

	5.
	ADVERTISING
	VARIABLE
	SALES
	SALES

	6.
	SELLING EXPENSES
	VARIABLE
	SALES
	SALES

	7.
	CARRIAGE OUTWARD
	VARIABLE
	SALES
	SALES

	8.
	VARIABLE EXPENSES
	VARIABLE
	SALES
	SALES

	10.
	SALARIES
	FIXED
	TIME
	TIME

	11.
	RENT
	FIXED
	TIME
	TIME

	12.
	AUDIT FEES
	RELATE TO BOTH THE PERIODS
	TIME
	TIME

	13.
	DEPRECIATION
	     FIXED
	TIME
	TIME

	14.
	INSURANCE
	     FIXED
	TIME
	TIME

	15.
	GENERAL EXPENSES
	     FIXED
	TIME
	TIME

	16.
	STATIONERY
	     FIXED
	TIME
	TIME

	17.
	PRINTING
	     FIXED
	TIME
	TIME

	18.
	ADMINISTRATIVE EXPENSES
	     FIXED
	TIME
	TIME

	19.
	OFFICE EXPENSES
	     FIXED
	TIME
	TIME

	20.
	DIRECTOR’S FEES
	          -
	POST
	POST PERIOD

	21.
	PRELIMINARY EXPENSES W/OFF
	          -
	POST
	POST PERIOD

	22.
	INTEREST ON DEBENTUERS
	          -
	POST
	POST PERIOD

	23.
	DIVIDEND
	          -
	POST
	POST PERIOD

	24.
	GOODWILL W/OFF
	          -
	POST
	POST PERIOD


                      VALUATION OF GOODWILL 

INTRODUCTION & DEFINITION: -Goodwill is an attractive force which brings in customers. It is inherent in nature. It is an intangible fixed asset for the business. It is perhaps the most intangible of the intangibles, but it is not a fictitious asset.

DEFINITION: - 

1. Dictionary meaning of goodwill is REPUTATION.

2. It is an attractive force which brings in customers. It may arise due to the locality (location of business), quality of goods sold, personal reputation or monopoly. It is inherent in nature.

3. According to Lord Eldon: - Goodwill is nothing more than the probability that the old customers will resort to the old place.

FACTORS AFFECTING GOODWILL: - 

There are several factors which contribute to the goodwill of the business and the important ones are listed below: -

i. Quality of the management team.

ii. Productivity levels of workers.

iii. Research and development efforts.

iv. Good industrial relation.

v. Effective tax planning.

vi. The longevity of the enterprise.

vii. The profit position over years.

NEED FOR VALUATION OF GOODWILL: -
The need for valuation of goodwill depends on the form of business organization.

(a).sole trader: - In this case of a sole trader, it is usually valued at the time of selling the business, so as to determine the amount payable by the buyer towards goodwill.

(b).partnership: - In the case of partnership there are several circumstances when goodwill is to be valued. They are: -

                                          * When a partner is admitted.

                                          * When a partner retires or dies.

                                          * When there is a dissolution either by sale to a

                                         Company or amalgamation with another company.

(c). Company (in case of limited companies): - 

                                          * When two or more companies amalgamate.

                                          * When one company takes over another.

                                          * When government takes over the business.

             METHODS OF VALUATION OF GOODWILL
Its valuation is the most complex and controversial affair. Generally, the following methods are applied for valuation of goodwill: -
AVERAGE PROFIT METHOD: - under this method, goodwill is valued at a certain number of years purchased of average profits. This valuation involves two steps: -

      (a). calculate the average profit by taking in to consideration the net profit of last three or four years.

      (b). then, multiply this average profit with a certain number of years as per agreement.

NOTES: -

· The net profit should be adjusted with possible future changes.

· Any abnormal loss which tends to be not arise in future like goods lost by fire, theft, etc should be added back with profit.

· Any income of non-recurring nature should be deducted from the net profit. 

· Any outside income such as income from investment should be deducted from the net profit.

· If the trend of profit is in ascending or descending order, then instead of using simple average, use weighted average.

· Special treatments:- 

a. over valuation of stock

Closing stock = less

Opening stock = add

b. under valuation of stock

Closing stock = add

Opening stock = less

PROBLEM NUMBER: - 1, 2, 3 AND      ILLUSTRATION NUMBER: - 4

CAPITALISATION OF AVERAGE PROFIT METHOD: -

(a). calculate average profit.

(b). calculate average capital employed on the basis of reasonable return:- the formula is = average profit (from step a) *100/reasonable return

©. Goodwill = estimated capital employed (from step b) – actual capital employed (as per question)

PROBLEM NUMBER: - 7   AND          ILLUSTRATION NUMBER: - 14
SUPER PROFIT METHOD: - It is the excess of actual profit over normal profit. For calculation of goodwill under super profit method applies the following steps: -
(a). Calculate the adjusted average profit. (As discussed under method 1)

(b). Calculate capital employed: - 
Where,      Capital employed= total asset – outside liabilities.

· Assets should be taken at market value. If not book value.
· Assets do not include fictitious assets and investment outside business.

· Outside liabilities do not include equity share capital, preference share capital and reserves & surplus.

(c). Super Profit = average profit – return on capital employed

(d). Goodwill Valuation: - after calculation of super profit, good will can be   valued by applying the following methods: -

     * Purchase of certain number of year’s super profit: - in this case, 

                Goodwill = super profit * number of years

     * Capitalization of super profit: - in this case,

                 Goodwill = super profit * 100/normal rate of return

     * Annuity method: - in this case, 

                 Goodwill = super profit * value as per annuity table.

PROBLEM NUMBER: - 4,5,6,7,8,9,10,11,12,13,14,15,

ILLUSTRATION NUMBER: - 1,2,3,4,5,6,7,8,9,10,11,12,13

                                  VALUATION OF SHARES

Valuation of share means valuation of equity share. Equity shareholders are the real owners of a company. The market value of equity share depends on the rate of dividend paid by the company to the equity shareholders.

      The valuation of equity share is made by applying any one of the following methods: -

  NET ASSETS METHOD: - 

 This method is also known as Break up value, Intrinsic value per share, Balance sheet method or Asset backing method.

This method of share valuation involves the following two steps: -

i. Calculate the net assets available to the equity shareholders. 

                     Where net assets = total assets – outside liabilities

ii. Value per equity share = net asset/ number of equity share

NOTES: -

# Assets should be taken at market value, if not given then take book value.

# Total assets do not include fictitious assets.

# But total assets include investments outside business and intangible assets.

# outside liabilities do not include: - equity share capital, reserves and surplus.

# Fictitious asset and the net value of preference share capital is also deducted from total assets.

MARKET VALUE METHOD: -

  This method is also known as Yield method.

 The market value per equity share is calculated by applying the following steps: -

i. calculate expected profit : - 

Where expected profit = average net profit – income tax – transfer to reserve – dividend to preference share holders ( if preference share capital given)

ii. calculate expected return: -

Where expected return = expected profit/equity capital*100 = _%

iii.        Find the value per equity share: - 

      Where value per share = expected return (in %) /normal return (%) * paid up value per    equity share = Rs. __

  FAIR VALUE METHOD: -
This method is also known as dual method. 

Under this method, fair value per equity share = value per share according to net assets method + value per share according to yield method / 2

NEW BOOK: -

      PROBLEM NUMBER: - 1,2,3,4,5,6,7,8,9,10,11,12,13,14,15,16,17
OLD BOOK: -

      PROBLEM NUMBER: - 16,17,18,19,20,21,22,23,24,25,26
	       VALUATION OF GOODWILL
	       VALUATION OF SHARE

	1. ASSETS TAKEN AT MARKET VALUE.
	ASSETS TAKEN AT MARKET VALUE.

	2. TOTAL ASSETS DO NOT INCLUDE FICTITIOUS ASSETS. 
	TOTAL ASSETS DO NOT INCLUDE FICTITIOUS ASSETS.

	3. TOTAL ASSETS DO NOT INCLUDE INTANGIBLE ASSET AND INVESTMENT OUTSIDE BUSINESS.
	TOTAL ASSETS INCLUDE INTANGIBLE ASSET AND INVESTMENT OUTSIDE BUSINESS.

	4. TOTAL LIABILITY DOES NOT INCLUDE EQUITY SHARE CAPITAL, PREFERENCE SHARE CAPITAL AND RESERVES & SURPLUS.
	TOTAL LIABILITY DOES NOT INCLUDE EQUITY SHARE CAPITAL, AND RESERVES & SURPLUS.

	5. PROFIT IS TAKEN AFTER TAX. 
	PROFIT IS TAKEN AFTER TAX.

	6. INCOME OUTSIDE BUSINESS IS DEDUCTED FROM PROFIT.
	INCOME OUTSIDE BUSINESS IS NOT DEDUCTED FROM PROFIT.

	7. PROFIT IS TAKEN BEFORE TRANSFER TO RESERVE AND PAYMENT TO PREFERENCE SHARE HOLDERS.
	PROFIT IS TAKEN AFTER TRANSFER TO RESERVE AND PAYMENT TO PREFERENCE SHARE HOLDERS.

	FIRST FOUR POINTS ARE FOR CAPITAL EMPLOYED AND NEXT THREE POINTS ARE FOR AVERAGE PROFIT.
	FIRST FOUR POINTS ARE FOR CAPITAL EMPLOYED AND NEXT THREE POINTS ARE FOR AVERAGE PROFIT.


          AMALGAMATION, ABSORPTION AND RECONSTRUCTION

1. In amalgamation, either two companies combine to form a new company or one company takes over the business of the other company. 

2. The acquirer is called Purchasing Company or Transferee Company and the seller is called the Vendor Company or transferor company.

3. Amalgamation: - Amalgamation is blending of two or more existing companies into one undertaking.

4. Absorption: - Absorption is the process where one company takes over the business of another company.

5. Reconstruction: - It refers to the arrangements made by the companies which are financially unsound. It may be internal or external.

6. External Reconstruction: - It is carried out when a company is formed under a new name to take over the business of same company.

7. Internal Reconstruction: - It is the process where the capital structure of the company is changed to get additional fund in order to write off accumulated losses and overhead fixed assets.

8. Purchase Consideration (consideration for amalgamation): - It is the amount payable by the purchasing company to the vendor company for acquisition of business. 

9. Types of amalgamation: - As per Accounting Standard – 14, amalgamation is of two types. They are: - 

(a). Amalgamation in the nature of merger: -Amalgamation deemed to be in the nature of merger if following conditions are satisfied: - 

           (BARED)

· Business of Vendor Company must be carried on by the purchasing company.

· All assets and liabilities of Vendor Company transferred to purchasing company.

· Recognize the assets and liabilities of vendor at the book valuations of the vendor company. (Except to comply with accounting policy) 

· Equity shareholders holding 90% shares (except already held) agree to become shareholders in purchasing company.

· Disbursement of Purchase Consideration only in shares except cash for fraction of shares.

(b). Amalgamation in the nature of purchase: - If any of the above 5 conditions are failed, it will be considered as amalgamation in the nature of purchase.

10.  Methods Of Accounting: -

        (a). pooling of interest method (used in merger condition)

        (b). purchase method (used in purchase condition)

                         BALANCE SHEET EXTRACT

	                LIABILITIES
	                       ASSETS

	1.SHARE CAPITAL
	1.FIXED ASSET

	2.RESERVES AND SURPLUS
	2.INVESTMENT

	3.SECURED LOAN
	3.LOANS AND ADVANCES

	4.UNSECURED LOAN
	4.CURRENT ASSET

	5.CURRENT LIABILITY
	5.MISC. EXP. NOT W/OFF

	6.PROVISION
	6.PROFIT & LOSS A/C (DR. BAL.)


11. Entries in books of Purchasing Company according to pooling of interest method: -

· Recognize purchase consideration as a liability: -
                  Business purchase a/c                                   Dr.

                    To liquidator of vendor company

· For assets and liabilities taken over: -
Assets a/c                                                     Dr.       1 to 6 B.V.

Loss on merger a/c                                       Dr.       B.F.

               To Liabilities a/c                                       2 to 6 B.V.

               To Business Purchase a/c                             1

               To Profit on merger a/c                              B.F.

       {ONLY DEBENTURES AT PAYABLE VALUES}.

· Loss on merger should be adjusted against capital reserve, general reserve and profit & loss account: -
Capital Reserve a/c                                      Dr.

General reserve a/c                                      Dr.
                Profit and loss a/c                                        Dr.

                               To loss on merger a/c

· Profit on merger should be adjusted against capital reserve: -

Profit on merger a/c                                     Dr.

                To Capital Reserve a/c

· Make the payment for purchase consideration: -

Liquidator of vendor company a/c               Dr.

                 To Equity Capital a/c

                 To Preference Capital a/c

                 To Security Premium a/c

                 To Cash a/c

· Make the payment to debenture holders: -

Debenture holders a/c                                  Dr.

                 To 12% Debentures a/c

· Do the mutual set off: -

Creditors a/c                                                Dr.

                 To Debtors a/c

· Amalgamation expenses: -

i. Expenses on Amalgamation a/c                 Dr.

                 To Bank a/c

ii. Capital Reserve a/c

    General Reserve a/c

    Profit and Loss a/c

                To Expenses on Amalgamation a/c

· Elimination of unrealized profit: -

CR/GR/profit and loss a/c                           Dr.

              To Stock a/c

· Statutory reserve: -

Amalgamation adjustment account             Dr.       Misc. exp.

               To Statutory Reserve

· Preliminary expenses: - 

Preliminary expenses a/c                             Dr.

               To Bank a/c

Now prepare the balance sheet there after of purchasing company and give the following in the notes: -

(a). Names of companies.

(b). Date of accounting.

(c). Method of accounting used.

(d). Details of purchase consideration, and 

(e). Amount of LOM, POM and its adjustment.

12. Entries in books of Purchasing Company according to purchase method: - 

           [PURCHASE CONSIDERATION – NATO = GOODWILL]

· Recognize purchase consideration as a liability: -
· Recognize Assets: -
i. At fair values = current market price.

ii. If not available take book value.
iii. 1 to 4 of asset side.
               . Recognize Liabilities: -

i. At fair values = payable values.

ii. 3 to 6 of liability side.

· The difference between NATO and PC is Goodwill (i.e. loss) and Capital Reserve (i.e. profit).
· Make the payment for purchase consideration: -

· Make the payment to debenture holders: -

· Do the mutual set off: -

· Amalgamation expenses: - Adjusted against Goodwill.

· Elimination of unrealized profit: - Adjusted against Goodwill.

Now prepare the balance sheet there after of purchasing company and give the following in the notes: -

(a). Names of companies.

(b). Date of accounting.

(c). Method of accounting used.

(d). Details of purchase consideration, and 

(e). Amount of LOM, POM and its adjustment.

13. Entries in books of vendor company or transferor company: -

· For transferring assets taken over by the transferee company or closure of assets: -

Realisation a/c                                        Dr.

             To various Assets a/c (individually at book value)

i. All assets have to be transferred of course; cash or bank balance will not be transferred, if it has not been taken over by the purchasing company since it is already a realised account.

ii. Fictitious asset like debit balance of profit & loss a/c, preliminary expenses, discount or commission or expenses on issue of shares or debentures, etc. will not be transferred. Such, assets will be transferred to the equity shareholders account. The objective of passing this entry is to close the accounts of all assets.

iii. Intangible assets such as goodwill, patents, copyright, trademark etc. are transferred to realisation account.

iv. Assets on which some provision has been made are to be transferred to realisation account at their gross values and provision made should be transferred along with liabilities.

v. Other assets even if not taken over by the purchasing should be transferred to realisation account. 

· For transferring liabilities taken over by the transferee company or closure of liabilities: -

Outside liabilities a/c                            Dr. (individually at book value)

            To Realisation a/c 

i. If any liability is not taken over by the purchasing company should not be transferred to realisation account.

ii. Items representing shareholder’s funds do not constitute liabilities i.e. equity share capital, preference share capital and reserve & surplus (such as general reserve, capital reserve, sinking fund, dividend equalization reserve, dividend fund, workmen’s compensation fund etc).

iii. Any liability of reserve in nature should not be transferred such as: - Provision item like provision for taxation/depreciation/doubtful debt, provident fund are outside liabilities and so should be transferred to realisation account. 

iv. Outside liabilities include: - creditors, bank loan, over draft, debenture, outstanding expenses, bills payable and mortgage etc.

· For purchase consideration due: -

Vendor / purchasing company a/c              Dr.

            To Realisation a/c

· For purchase consideration received: -

Equity shares in purchasing co. a/c            Dr.      FV + PREMIUM

Preference shares in purchasing co. a/c      Dr.      FV + PREMIUM

            To vendor company a/c

· For money/amount due to preference shareholders: -

Preference share capital a/c                       Dr.

Realisation a/c                                           Dr.        PREMIUM AMT.

                                To preference share holders a/c 

                                 To Realisation a/c                            DISCOUNT AMT.

· Preference shareholders amount paid: -

Preference share holders a/c                     Dr.

                     To preference share in vendor co.

· For amount due to equity shareholders or equity capital / reserves / misc. exp. / profit and loss account Dr. bal transferred to equity share holders: -

Equity share capital a/c                          Dr.

Reserves & surplus a/c                           Dr.

                To Misc. exp. a/c

                To P/L a/c 

                To Equity shareholders a/c (B.F.)

· Realisation of profit and loss transferred to equity shareholders account: -

Realisation a/c                                        Dr.              PROFIT

               To Equity shareholders a/c

            ( In case of loss the realisation account is credited)

· For assets sold by the transferor company not taken over by the transferee company: - 

Bank a/c                        Dr.

Realisation a/c               Dr.                    LOSS ON SALE 

                    To Assets a/c 

                     To Realisation a/c              PROFIT ON SALE

· For liabilities not taken over by the transferee co. when paid by the transferor company: -

Various liabilities a/c               Dr. 

Realisation a/c                          Dr.        EXCESS PAYMENT

                    To Bank a/c 

                    To Realisation a/c              LESS PAYMENT

· Cash not taken over: - Do not close it pay it to equity shareholders.

· Realisation expenses paid by the transferor company: - 

Realisation a/c          Dr.

       To cash a/c 

( If paid by the transferee company no entry )

ACCOUNTING OF HOLDING COMPANIES WITH ONE                 SUBIDIARY COMPANIES
A company is said to be a holding company, if any one of the following conditions are satisfied: -
i. The holding company controls the composition of board of directors of the subsidiary company.

ii. The holding company holds 50% or more equity shares of the subsidiary company.

iii. If the subsidiary company is the holding company of another company, then that another company will be a subsidiary of the original holding company.

Procedure to be followed for preparation of consolidated balance sheet: -
Rule 1: -

                                        Balance Sheet

	Liabilities
	H ltd.
	S ltd.
	Assets 
	H ltd. 
	S ltd.

	Share capital Rs. 10 each
	90,000
	50,000
	Sundry assets
	1,00,000
	60,000

	Outside liabilities
	60,000
	10,000
	Investment  5000 shares of Rs. 10 each S ltd.
	50,000
	       -


                                    Consolidated Balance Sheet
	Liabilities
	 Amount
	Assets 
	Amount

	Share capital Rs. 10 each
	90,000
	Sundry assets
	1,60,000

	Outside liabilities
	70,000
	                  -        
	       -


Notes: -

· Investment of holding company and share capital of subsidiary company are not shown in consolidated balance sheet.
Rule 2: -

                                        Balance Sheet

	Liabilities
	H ltd.
	S ltd.
	Assets 
	H ltd. 
	S ltd.

	Share capital Rs. 10 each
	90,000
	50,000
	Sundry assets
	1,00,000
	60,000

	Outside liabilities
	40,000
	10,000
	Investment  3000 shares of Rs. 10 each S ltd.
	30,000
	       -


                                 Consolidated Balance Sheet
	Liabilities
	Amount
	Assets
	Amount

	Share capital
	90,000
	Sundry assets
	1,60,000

	Outside liabilities
	50,000
	             -                    
	          -

	Minority Interest
	20,000
	             -
	          -


Calculation of minority interest: -
Total assets of S ltd.                     60,000

Outside liabilities                        (10,000)
               Net assets                 50,000
So, Minority Interest = 50,000 * 2/5 = 20,000.
Steps to be followed for preparation of consolidated balance sheet: -
· Find out Degree of Completion i.e. DOC and Minority Interest.

· Calculate Post Acquisition Profit i.e. Revenue Profit.  
{Post acquisition profit means that profit which is earned by S ltd. after the acquisition of shares by H ltd}.

· Calculate Pre Acquisition Profit i.e. Capital profit.

{Pre acquisition profit means the profit which is earned by the subsidiary company before the acquisition of shares by holding company. While preparing consolidated balance sheet ignore it}.

· Calculation of minority interest: -

Total assets of S ltd. (excluding fictitious assets)              XXX
Less: out side liabilities of S ltd.                                        XXX
                                                               NET ASSETS           XXX
     Therefore,

                   Minority Interest = Net Asset * Minority Share (as per step 1)

· Calculation of goodwill or capital reserve: -

Total assets of S ltd. (excluding fictitious assets)               XXX
Less: out side liabilities of S ltd.                                         XXX
Less: post acquisition profit                                                XXX
                                                               NET ASSETS           XXX
    So, 

   Holding co. share in net assets = Net Assets * Doc (as per step 1) = xx
   Amount paid to purchase shares of S ltd.                                        = xx
  The difference is (Goodwill) or Capital Reserve on                           xx
   Acquisition of shares
· Calculation of balance of profit and loss account: -

P/L account balance of H ltd.                                                           xxx
Add: shares of holding co. in post acquisition profit                       xxx
         Earned by subsidiary co.     

         (i.e. post acquisition profit * degree of control )

Less/Add: Necessary Adjustment to be made                                  xxx                                                    
                                                                                                               Xxx
NOTES: -
i. Contingent liabilities of H ltd. and S ltd. are not shown in consolidated balance sheet.
ii. Fictitious assets of S ltd. are not shown in consolidated balance sheet.
PROBLEM NUMBER: - 3   &   ILLUSTRATION NUMBER: - 1, 2, 3,4,5,6

ACCOUNTING OF INSURANCE COMPANIES

Distinguish between Life Insurance and General Insurance: -
i. Life Insurance is a contract under which, in consideration of premiums paid by insured, the insurer agrees to pay a fixed sum of money either on the death of the insured or on the lapse of a specified number of years. Where as General Insurance such as fire, marine business represents the type of contract under which, in return for the premiums paid by the insured, the insurer undertakes to compensate the insured for any loss or liability he may incur on the happening of an uncertain event.

ii. Since in Life Insurance, the amount insured is payable on the happening of an event which is bound to occur, namely the lapse of the period of time or the death of the insured, this form of insurance is described as “assurance” business. Where as other forms of insurance provide only for the reimbursement of loss and therefore, they are known as Insurance business.

iii. Human life being invaluable may be insured for any amount depending upon the premiums the insured is willing to pay. In case of other forms of insurance, the sum payable is limited to the amount of loss actually suffered.

iv. Life Insurance contracts are long term contracts running over the number of years but General Insurance contracts are only for the year though renewable year after year.

Premium: -

The payment made by the insured as consideration for the grant of the insurance is known as premium. In case of life insurance, the premium received is to be shown under two subheadings of the revenue account such as: -

i. First year premium: - it is the premium paid by a policy holder in the first year of the life policy.
ii. Renewal premium: - they are premiums paid by the policy holder in later years. 

In case a policy holder pays a lump sum for all the premiums, it is referred as single premium.
Policy: -

Policy is a formal written document containing the terms of the contract of insurance. A general insurance policy may be for a specific event or a specific period; the period can not exceed a year. 

A life insurance policy may be of the following types: -

i. Endowment policy: - it is a policy which matures on the policyholder reaching a certain age or on his death, whichever is earlier.

ii. With profit policy: - a policy which entitles the policyholder, in addition to a guaranteed sum payable on maturity, a share in the profit may by the life insurance corporation.

iii. Without profit policy: - a policy which entitles the policyholder to get only a fixed sum on maturity of the policy.

iv. Whole life policy: - it is a policy which matures only on the death of the insured.

Claims: -

A claim occurs when a policy falls due for payment. In case of life insurance business, it will arise either on the death or on the maturity of the policy that is, on the expiry of the specified term of years. In case of a general insurance business, a claim arises only when the loss occurs or the liability arises. Claims can be classified into the following categories: -
i. Claims intimated, accepted and paid.

ii. Claims intimated, accepted but not paid.

iii. Claims intimated, but not yet accepted and paid.

iv. Claims rejected.

Surrenders: -

This term is used in the case of life insurance business. In case a policy holder is not in a position to pay the future premiums on his policy, he may surrender his rights under the life insurance policy to the life insurance corporation. The corporation will pay him the surrender value of the policy as per the rules of the corporation. The amount so paid will appear as an expense in the revenue account.

Annuity or consideration for annuity granted: -

Life insurance companies also do annuity business. Annuity refers to fixed payments made by the insurance company to the insured on his attaining a specified age. The life insurance corporation guarantees to pay a certain sum of money regularly as long as the insured lives in consideration of a lump sum of money received in the beginning. The amount paid is termed as annuity and it appears as an expense in the revenue account. The consideration received by the corporation is termed as “consideration for annuities granted”.  It is treated as an income in the revenue account.
Life Insurance fund: -

Life insurance fund represents the excess of revenue receipts over revenue expenditure relating to the life business. The fund is available to meet the aggregate liability on all policies outstanding. Revenue account is prepared every year to ascertain the balance of life insurance fund at the end of the year. While preparing the revenue account, the opening balance in the life insurance fund account is credited, after putting all items of income and expenditure in the revenue account, the balance of the account represents the closing of the life insurance fund.

Bonus in reduction of premium: -

This refers to the bonus which is payable in cash but which is used by the policyholder to adjust the premium due from him. The amount of such a bonus is to be shown separately in the revenue account as an expense. The premium income should be shown after giving due credit to the premium account for the bonus utilized in reduction of premium. The following entry should be passed for this purpose: -

                Bonus in reduction of premium A/c     Dr.

                                       To Premium A/c

In case of general insurance, the policy can not be taken for a period exceeding one year. Whenever a policy is renewed, it is standard practice of the company is that it allows a relaxation in the premium at the prescribed rate. Such a reduction in premium is also termed as “bonus in reduction of premium”.
Reserve for Unexpired risk: -

In general insurance the policy is issued for a year which means the risk is covered for a year. Chances of risk covered occurring do not come down proportionately with the passage of time. Even on the last day of the policy company’s risk is as high as it was on the day the policy was issued. Therefore, insurance companies must provide for the risks associated with all such policies for which the premia has been received and the policies are still in force. Thus a large portion of the premia collected must be kept in reserve for unexpired risk. In case of marine insurance, the provision for unexpired risk should be 100% of the net premium and in case of other businesses (like accident, fire, theft etc) the provision should be 50% of the net premium.

Reversionary bonus: -

In the case of life policies with profits, policyholders are given the rights to participate in the profits of the company. Bonus can be paid in cash, adjusted against the future premium or it can be paid on the maturity of the policy, together with the policy amount. Bonus paid in the end along with the policy amount is called reversionary bonus.

Reinsurance: -

Reinsurance means transferring the whole or part of the risk undertaken by an insurer to another insurer. Reinsurance is usually made in those circumstances where an insurer feels that he has undertaken a larger risk than what ha can bear. Both, reinsurer and the original insurer share the premium in proportion to the risk undertaken by them. They also bear the loss in proportion to their risk. The amount of premiums and claims are shown in the revenue account after making proper adjustments for reinsurance claims and premiums. Reinsurance is possible both in case of life and general insurance; however it is more popular in case of general insurance. 
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