HUMAN RESOURCE ACCOUNTING

Total value of Human Capital is to be found out by 

· Assuming all employees are starting from that age group (i.e. starting from same age) and end at the last age.
· Multiply average earnings with PVF.
· Multiply the present value earnings with total no of employees.

· Aggregate all present values to get value of Human Capital of a particular category.

ECONOMIC VALUE ADDED (EVA)

EVA 
= 
Net Operating Profit After Tax – Weighted Average Cost of Capital

         
= 
NOPAT – WACC

Where :- 


NOPAT
=  PAT + Interest (+/-) Extraordinary Items

WACC
=  (Equity/Cap Emp) * Ke + (Pref Shares/Cap Emp) * Kp + (Debt/Cap Emp) * Kd

Where:- 


Ke = Cost of Equity = Irf + Beta ( Irm – Irf)


Kd = Cost of Debt = [Interest(1-Tax Rate)/Long Term Borrowings] * 100



Note :

· If multiple Beta are given take Highest
· Capital Employed = Assets – Outside Liabilities (or) Total capital i.e Equity + Pref + Debt
· If market capitalization is given for equity that amount shall be considered for calculating rate of WACC on total capital employed. However while calculating WACC we take book value of equity.
VALUE ADDED STATEMENTS

PROFORMA : -

VALUE ADDED STATEMENT FOR THE YEAR ENDED XX.XX.XXXX
Particulars




Rs


Rs

%

Sales








xxx

Less : Cost of Bought in materials & services

Production & Operational Exp 


xx

Administration Exp



xx

Interest on Working Cap Loan


xx


 xx

Value added by mfg and trading activities




xxx

Add : Other Income






 xx

Gross Value Added






xxx

Application of Value Added :

To Pay Employees – Salaries, Wages




 xx 
To Pay Directors







 xx

To Pay Govt – Cess Local Taxes Prov for Tax



 xx

To Pay Debt fund Providers – Fixed Loans Debentures


 xx

To Pay Shareholders Dividend





 xx

To Management for Maintainence


- Depreciation



xx


- General Reserve (Increase)

xx


- Retained Profit (Increase)

xx


 xx










xxx
Notes : 
· Reconciliation statement shall be prepared between GVA and PBT if asked.
· GVA and Application total shall be tallied and % shall be provided for the application each item.
· Net Value Added (NVA) = GVA – Depreciation 
· Excise Duty can be taken as part of application or as a part of Value Added. Accordingly note shall be presented.
FUND BASED ACCOUNTING ( NON PROFIT ORGANISATION)
Statement of Income and Expenditure 

· Shall be prepared for Unrestricted fund and Restricted Fund. 

· Restricted Funds receipts shall be accounted to the extent it is used.
· Transfers shall be separately presented.

Statement of Changes in Fund Balance


Balance shall be arrived by Opening Balance + Additions – Deductions (+/-) Transfers.

It shall be prepared for various funds Restricted funds, Endowment , Development funds etc.


Individual Balance sheets shall be prepared for each fund and a general balance sheet shall be prepared for Unrestricted funds.

Notes: 

· Advances paid for purchase of land and payments to contractors for construction of buildings shall be shown directly in Balance sheet.
· Assets completed shall be transferred to general / unrestricted fund.

VALUATION OF GOODWILL
 I. Methods for Valuation of Goodwill:

· Capitalisation Method
· Super Profits Method
· Annuity Method
Capitalization Method Steps:
· Future Maintainable Profits (FMP)
· Normal Rate of Return (NRR)
· Normal Capital Employed (NCE = FMP/NRR)
· Actual Capital Employed (ACE)
· Goodwill = NCE – ACE
Super Profits Method Steps:
· Average Capital Employed (Avg CE)
· NRR
· Normal Profits (NP = Avg CE x NRR)
· FMP
· Super Profits (SP = FMP – NP)
· Goodwill = SP x No of Years
Annuity Method Steps:
· SP
· Goodwill = SP x Annuity Factor
II. Capital Employed:

· Liabilities Side Approach = Equity Share Capital + Reserves and Surplus – Non Trading Assets – Misc Expenditure (+/-) Adjustments in values of Assets or Liabilities
· Assets Side Approach = Total Assets (Excld Misc Expenditure and Non Trading Assets) – Outside Liabilities – Preference Share Capital
Notes:
· Non Trading assets shall be excluded (Investments mentioned in the balance sheet shall be excluded, if nothing is mentioned assume it as non trading investments. If nothing is given regarding purchase date of investment it is assumed it is purchased at the beginning of the year.
· Asset must be taken at current cost. If nothing is mentioned take value given in the balance sheet.
· If we already have goodwill in balance sheet that shall be excluded.
· Proposed dividend is not an outside liability whereas preference dividend is an outside liability. (Appearing in Balance Sheet)
· Dividend Paid last year if there is no proposed dividend then the dividend paid shall be taken into consideration for capital employed.
· Sinking Fund is a part of Reserves and Surplus
· Workmen’s Compensation fund is a part of Shareholders fund.
· Preference shares are treated as cumulative and non-participating if nothing is mentioned
· Unclaimed dividend is considered as outside liability it is different from proposed dividend.
· If the profits for past and profits for future are given we have to take profits of future for FMP. And less weightage shall be allotted to future profits.

· Gratuity fund, workmen’s compensation fund is a outside liability.
· Capital Employed for Long term funds = Capital Employed as calculated above + Loans and Preference Share Capital
· Difference in Balance sheet is outside liability if it appears on liability side and assets if vice versa.
III. Average Capital Employed:
· If two balance sheets are given


= Closing Capital Employed + Opening Capital Employed






2 

· If more than 2 years are given calculate first for two balance sheets then take consolidated average of all.

· If only one balance sheet is given then 

= Closing Capital Employed – ½ of Current Year Profit

IV. Normal Rate of Return:
· Without taking any risk the return we get.

· Last year dividend paid % is given in the problem along with the closing market price then we have to calculate NRR as follows:

FV * Dividend Rate %





MP
· If average price is given instead of the market price then average dividend rate shall be used to calculate NRR

V. Future Maintainable Profits:
· Calculate average profits of past years which represent tomorrow (futures); if there is a trend in profits (it is better to take trend in profit % on sales if sales is also given) take weighted average, otherwise simple average.

· Only Net Operating Profit shall be taken into consideration i.e. profit available to Equity Shareholders.

· Only Profits of Normal Years shall be taken into consideration i.e. abnormal transactions shall be eliminated.

· We have to adjust future likely expenses / income / tax rate.

· If direct profits not given increase in general reserve balance can be taken as profit.

· If profits of past and profits for future are given we have to take profits of future for FMP and less weightage shall be given for more future.

VI. Leverage effect:
· If goodwill of Long Term Funds is lower than that of Shareholders fund then it is a favorable leverage effect.
General Notes:
· Any contention asked in problem regarding doubtful of goodwill try all methods for valuation of goodwill.
· If nothing is mentioned in the problem calculate super profits method.
· Capitalization method is more appropriate if capital is important factor. (i.e. Conversion of Pvt into public)
VALUATION OF SHARES

Equity Shares:
· Net Assets Method

· Earnings Yield Method

· Dividend Yield Method

· Fair Value

Net Assets Method:
· Net Assets / No of Equity shares outstanding
· Value of Partly paid up shares = Value of Fully paid up as above – Unpaid call per share
· Net assets = Capital Employed as calculated in Goodwill + Non Trade Investments + Calls in arrears + Goodwill as per valuation
· No of shares outstanding if there are different face values then Net assets shall be divided by whole paid up capital and then multiplied by appropriate paid up capitals of different face values
· In case of value of share, dividends may be excluded to give ex-dividend value, alternatively dividends may be included as part of net assets to give cum-dividend value.
Earnings Yield Method: (FOR LARGE BLOCK)
· (Earnings Yield Rate/NRR) x Paid up value of Share
· Earnings Yield rate = (Earnings may be average available to equity / Total Equity) x 100
· Normal rate of return is adjusted to 0.5% increased or decreased according to situations if not satisfied.
· While determining EYR the transfer to reserves if any shall be considered it means that the profits otherwise available for payment of dividend i.e divisible profits shall be taken into account.
· In case of yield valuation it is always cum-dividend value.
Dividends Yield Method: (FOR SMALL BLOCK)
· (Dividend Yield Rate/NRR) x Paid up value of Share
· Dividends Yield rate = Dividend rate may be average
Fair Value Method: (FOR CONTROLLING INTEREST)


Average of Net Assets Value and Earnings Yield Value.
Preference Shares are valued on Dividend Yield method.

NOTES : 

· Capital Gearing Ratio = (Long term debts + Preference Capital) / Equity shareholder funds. High capital gearing ratio more risky.
· High Interest dividend coverage ratio less risky.

· Whenever Problem asks something about performance of a company we have to calculate some ratio based on the data given.

· Investments in Subsidiaries is always trade investments

· Opening Networth + Adjusted PAT = Closing Net worth

CONSOLIDATION (AS -21)
· Holding Company: A company which controls is holding.
· Subsidiary Company: A company which is been controlled is subsidiary.
· X is a holding of Y, Y is holding of Z, then Z is sub subsidiary of X.
· Time period difference of presentation of financial statements is 6 months for holding and subsidiary companies.
· Methods of Presentation of Investment of Subsidiary in B/S of Holding Company:

· Cost Method :  This is followed as per Indian Accounting standard. Here Pre acquisition dividend is reduced from cost of investment, whereas post acquisition dividend shown as revenue profits. It is always long term investment shown @ cost as per AS 13.
· Equity Method: Here share of profit is accounted notionally by giving debit to Investment and credit to Profit and Loss account. And whenever dividends are received Investment account is credited as we have already accounted for profit.
· Dates of Acquisition are very important in Holding Company  accounts.
· An statement pursuant to Sec 212 of Companies Act, 1956 is to be prepared by Holding Company showing details of information regarding subsidiary company/ies. Proforma of the above statement is shown as follows:
	Particulars
	S Ltd

	1. Financial year ending of subsidiary companies
	xx.xx.xx

	2. (a). No of Equity shares of Subsidiary Companies held at the end of Financial year of Subsidiary company & Extent of Holding of such shares.
	xxxxx nos

xx%

	2. (b). No of preference shares of  Subsidiary Companies held at the end of Financial year of Subsidiary company & Extent of Holding of such shares.
	xxxxx nos

xx%

	3. Net aggregated amount of profits less loss of subsidiary company for the year as above so far as it concerns members of H Ltd
	

	     a. Dealt within the accounts of H Ltd
	Pref Dividend + Accounting system for equity dividend and profits

	      b. Not dealt in accounts of H Ltd
	Total % of share in profits – (a)

	4. Net aggregated amount of profits less loss of subsidiary company for the earlier years so far as it concerns members of H Ltd
	

	     a. Dealt within the accounts of H Ltd
	Pref Dividend + Accounting system for equity dividend and profits

	      b. Not dealt in accounts of H Ltd
	Total % of share in profits – (a)

	5. Changes of Interest of H Ltd in the subsidiary between the end of Financial year of Subsidiary co & that of H Ltd
	Comes only of FY of S & H are different and date of acquisition of share is given.

	6. Material changes between the end of Financial year of the subsidiary and that of H Ltd.
	

	     a. Fixed Assets
	xxxx

	     b. Investments
	xxxx

	     c. Moneys lent by Subsidiary Company
	xxxx

	     d. Moneys borrowed by subsidiary company for any purpose other than that of meeting current liabilities.
	xxxx


PROCESS OF CONSOLIDATION

· The equity of subsidiary company will not be shown in consolidated balance sheet as it is and shall be eliminated fully.
· The investments held by holding companies in subsidiary companies shall be eliminated fully in the consolidated balance sheet. Conceptually in the balance sheet of holding company the investments are replaced by the net assets of subsidiary companies.
· When all the shares of subsidiary company are not held by holding companies there arises a question of minority shareholders. Therefore minority interest shall be computed and presented separately as last item in liabilities side of balance sheet. 
Calculation of Minority interest:


Proportionate share in paid up share capital



xxx

Add/Less: Proportionate share in the profits/lossess of subsidiary


Company








xxx





Minority Interest


xxx
In case the proportionate loss attributable to minority shareholders in subsidiary company exceeds share capital, there arises a debit balance. To the extent collectable from minority shareholders under obligation it will be shown on assets side of balance sheet. The balance shall be adjusted to majority interest. When the profits earned in later periods by subsidiary company it will be absorbed fully by majority till the earlier losses are set off.

· When the amount of investment is in excess of proportionate equity it is referred to as goodwill. When the amount of investment is less than the proportionate equity the result is known as capital reserve. It will be calculated as under.

Cost of Investments




xxxx


Less:  1. Paid up value of Investments

xx



2. Share in pre acquisition profits
xx



3. Pre acquisition dividend if any

xx
xxxx


Goodwill (+) / Capital Reserve (-)

xxxx
· Pre-acquisition profits:

For the purpose of calculation of goodwill/capital reserve the profits of subsidiary company shall be classified between pre acquisition and post acquisition period. The following is the procedure:

· Ascertain the date of acquisition. Usually it is not a problem. However when the shares are acquired, the date on which the company has become holding company for the first time is date of acquisition. When there are numerous number of dates go by practical date.

· Ascertain the profits as on the above date. This may be given in the problem. However when the date of acquisition is not coinciding with the beginning or the end of the year and profit figures are not available exactly on the date of acquisition, we should take the profits on previous reporting date. For the balance period the profits may be classified on time ratio basis , assuming that profits ate earned evenly throughout the year.

· There could be some appropriations between the date of acquisition and balance sheet date. The likely appropriations are capitalization of profits i.e. bonus shares and dividends.

· The proper adjustment has to be done for bonus shares. The adjustment is effect the profits from which these are issued and increase the number of shares held by holding company and minority shareholders.

· In case of dividend the profits of that particular year for which dividends are paid shall be effected as far as holding company is concerned any dividends received for the pre-acquisition period shall be credited to investment account and post acquisition shall be credited to profit and loss account.
· Having ascertained the pre-acquisition portion of profits a comparison will be made with balance sheet figures. Any changes there on shall be taken as post acquisition. 

· There will be some more adjustments to be affected during analysis of profits. They are

a. Revaluation of fixed assets: Usually the revaluation takes place on the date of acquisition. Therefore revaluation profit/loss shall be taken as pre-acquisition. However any depreciation after that revaluation shall be taken as post-acquisition.
b. Rectification of Errors: According to period adjustment shall be made.
c. Abnormal Events/transactions : According to period adjustment shall be made
d. Proposed dividends for current year : It shall be adjusted to the current year profits. In case a portion of current year profit taken as pre-acquisition the dividends also shall be treated like that proportionately.
· The following is the methodology in presenting consolidated balance sheet.
A minimum of 4 working notes shall be prepared as follows:

· Analysis of profits of subsidiary company
· Calculation of goodwill/capital reserve.
· Calculation of minority interest.
· Consolidated profits and reserves
While consolidating balance sheet items of balance sheet are to be consolidated on line by line basis i.e. likewise items of balance sheet are to be shown together. Any inter company owings/transactions shall be eliminated fully.
· Consolidation of Profits/Reserves:

· Take the amount of profits and reserves from the holding company balance sheet
· Add share of holding company in post acquisition profits in subsidiary company.

· The following are the likely adjustments:

a. Pre-acquisition dividends wrongly credited, if any shall be deducted.

b. Unrealized profit on stock shall be deducted

c. Unrealized profit on transfer of fixed assets shall be deducted.

d. Proposed dividend of holding company for current year, if any shall be deducted.

Notes:
· To cross verify consolidated balance sheet total please total all the balance sheets of holding subsidiary and make adjustments of assets side only i.e. removal of investments in subsidiaries addition of goodwill and removal of inter company etc.
· To cross verify group profits = Total Profits – Pre-Acquisition – Minority Profits
· Consolidation of Profit and Loss account:

For this purpose all revenue items are to be considered by line by line basis by adjusting inter-company transactions. All inter-company transactions shall be eliminated fully. Any unrealized profit in stock of goods shall be adjusted. It is also necessary to eliminate share of holding company in proposed dividend of subsidiary. It is also necessary to eliminate Minority interest profit in group profits.

To summarize following procedure may be adopted:

1. Provide 1 column each for Holding and subsidiary, 1 column to show adjustments and 1 column to show consolidated figures.

2. Inter-company transactions have to be eliminated by incorporating in adjustments column appropriately.

3. Find out profit of each company and consolidate in the normal way.
4. Provide for the following:

a) Stock reserve if any.

b) Pre acquisition profit transfer to cost of control.

c) Minority interest.
· Revenue of the subsidiary company shall be restated in case the different accounting policies are followed by subsidiary and holding company.
· Different Reporting Dates:
A situation will arise in which reporting dates of holding and subsidiary companies are different. In that situation subsidiary company often prepare, for consolidation purpose financial statement as at same date holding company prepares. When such statements cannot be prepared financial statements drawn upon different date may be used provided the difference is not more than 6 months. However adjustments shall be made for the effects of any significant event or intra-group transactions that occur between the date.
AMALGAMATION AND RECONSTRUCTION

Amalgamation:
· It may be of two types – Amalgamation in nature of merger and amalgamation in nature of Purchase.
· Amalgamation in nature of merger:
If the amalgamation satisfies all following conditions it may be termed as amalgamation in nature of merger. If any one of conditions is not satisfied it will be in nature of purchase.
· All assets and liabilities of Transferor Company become, after amalgamation, the assets of Transferee Company.

· Shareholders holding not less than 90% of the face value of equity shares of transferor company held therein immediately before amalgamation, shall become shareholders of transferee company by virtue of amalgamation.

· The consideration for amalgamation receivable by those equity shareholders of the transferor company who agree to become equity shareholders of transferee company is discharged by the transferee company wholly by issue of equity shares in transferee company except that cash may be paid in respect of fractional shares.

· The business of Transferor Company is intended to be carried on, after the amalgamation, by the transferee company.

· No adjustment is intended to be made to book values of assets and liabilities of Transferor Company when they are incorporated in financial statements of Transferee Company except to ensure uniformity of accounting policies.

· Methods of Accounting of Amalgamations:
· Pooling of Interests method: (Merger method)

The assets, liabilities and reserves of Transferor Company are recorded by the transferee company at existing carrying amounts after adjusting for uniform accounting principles.

The reserves are preserved in case of this method in the same form as it appeared in financial statements of transferor company. The difference between share capital issued and amount of share capital of transferor company is adjusted in reserves.
· Purchase method:
Transferee company Incorporates assets and liabilities of transferor company on basis of fair values. 

The identity of reserves other than statutory reserves like investment allowance reserve, development allowance reserve is not preserved. Difference may be termed as goodwill/capital reserve.

The amount of consideration is deducted from the value of net assets of transferor company if result is negative it is goodwill otherwise capital reserve.

The statutory reserve is recorded by giving a debit to amalgamation adjustment account under misc. expenditure on assets side.

· Treatment of Goodwill on amalgamation:

Goodwill shall be written off over a period of 5 years unless justified for longer period.

· Balance of Profit and Loss account:

In case of merger balance is aggregated with corresponding balance in transferee company.

In case of purchase it loses its identity.

· PURCHASE CONSIDERATION:
The purchase consideration represents the amount payable in the form of securities/cash by the transferee company to shareholders of Transferor Company. The calculation of PC may be based on following methods:

· Lump sum Payment: A consolidated lump sum amount may be agreed.

· Net Assets Method: Under this method intrinsic value of share which may include value of goodwill, shall be ascertained and exchange ratio will be computed.

· Net Payment Method: Under this method different amounts are agreed to be paid to shareholders of Transferor Company. Some of these payments represent purchase consideration.

· Other methods: May include the method based on earnings, market value of share or fair value of share etc.

· Other Notes:
· Cost of amalgamation, discharge of debentures etc. shall not be included in purchase consideration.
· When the transferee company holds some shares in transferor company the purchase consideration is amount payable to outside sundry shareholders.
· When transferor company holds some shares in transferee company the number of shares to be issued by transferee company under the scheme of amalgamation shall be reduced by no of shares held by transferor company.
· When both the companies are holding in both of the shares the above two points shall be effected.
· In case of fraction of shares there will be cash settlement.
JOURNAL ENTERIES IN THE BOOKS OF TRANSFEROR COMPANY:

· BEFORE MERGER:

· For Revaluation of Investments in Equity shares of Transferor co held by Transferee co, if any:

If appreciated:


Investment A/c

Dr



To General Reserve a/c.

Otherwise reverse.

· For declaration of dividend by transferee company just before merger:
P/L a/c


Dr


To Dividends payable a/c

· ENTERIES FOR AFFECTING AMALGAMATION:

· For Purchase consideration payable:
Business Purchase a/c
Dr


To Liquidator of Transferor Co a/c

· For Taking over various assets and Liabilities:
In case of Merger:
Assets a/c


Dr (Book Value)


To Liabilities (Book Value)


To Reserves


To Investments (if any)


To Business Purchase



In case of Purchase:



Assets a/c


Dr(Agreed Value)




To Liabilities


-do-




To Investments (if any)




To Business purchase

(Any difference in above entry shall be Goodwill(Dr)/Capital Reserve(Cr))

· For Discharge of Consideration:

Liquidator of transferor co

Dr


To ESC


To PSC


To Debentures (if any)


To Bank


To Securities Premium

· ENTRIES AFTER AMALGAMATION:
· For Adjusting unrealized profits on goods transfer:

P/L / Goodwill or Capital Reserve 
Dr


To Stock in Trade

· For Adjusting inter co Owings/mutual indebt ness:

Creditors/B/P/Loan

Dr


To Debtors/B/R/Loan

· For Cancellation of Dividend:
Proposed Dividend
Dr (Proposed dividend cancellation)


To P/L

OR

Dividends Payable
Dr (Adjustment of dividends declared)


To Dividends Receivable

· Adjustments for conformity uniform accounting policies shall be done. It may be anything like for eg. Investment may be quoted at MV in one company and at cost in other or change in depreciation rates of two companies. It may not be given in the problem we have to look at balance sheet and then decide.
· For discharge of debentures of Transferor co:

Debentures


Dr(Transferor co)


To Debentures 
   (Transferee co)

· The difference if any shall be accounted to reserve in case of amalgamation in the nature of merger, goodwill/capital reserve in nature of purchase.

· For expenses of amalgamation paid by transferee company:
Reserves/GW/CR

Dr


To Cash/Bank

· OTHER IMPORTANT NOTES:

· In case the two companies are merged into another third company which becomes holding company then while showing the balance sheet of holding company we have to be careful as all assets and liabilities will not be amalgamated into C Ltd. Show the share capital issued to Transferee Company on liabilities side and show as investments on the assets side.
· When holding company takes over subsidiary company it is merger whereas if subsidiary company takes over holding company it is reverse merger.
· If exchange ratio is not given in the problem then we have to find out by simultaneous equation method.

· Goodwill or capital reserve will arrive only if goodwill is there in valuation of net assets.

· Replacement value is always the highest and realizable value is least.

· In case of Reconstruction, we open capital reduction account and transfer all gains and reduction of loans and creditors, shares claims and then transfer of opposite entry of losses brought forward and balance shall be transferred to capital reserve account if any.
