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Insolvency accounts of non-corporate entities

(A)
Write short notes on:

Question 1

List the preferential creditors, who are eligible for preferential payment upon insolvency of an individual





 (4x4=16 Marks) (PE-II – May 2006)

Answer

Preferential creditors get preference over other unsecured creditors.  Hence, they are known as preferential creditors.  By law, the following are the preferential creditors:

(i)
all debts due to Government or any local authority.

(ii)
Salary and wages to staff in respect of the services rendered to the insolvent during 4 months preceding the date of presentation of insolvency petition, subject to the following limits:

(a)
Under the Presidency Towns Insolvency Act – Rs.300 for such clerk and Rs.100 each for each such servant or labourer. 

(b)
Under the Provincial Insolvency Act Rs.20 for each such clerk, servant or labourer.

(iii)
One month’s rent due to the landlord is preferential under the Presidency Towns Insolvency Act.  Rent is not at all preferential as per the provincial Insolvency Act .

(B) Practical Questions:

Question 1

Ram commenced business on 1.7.1997 with a capital of Rs. 2,00,000. On 31st March, 2003 an adjudication order for insolvency was made against him.  Following are the other details available relating to his business as on 31.3.2003:

	
	Rs.

	Sundry Creditors
	1,50,000

	Mortgage Loan (of building)
	1,00,000

	Godown Rent (2 months)
	5,000

	Wages due
	8,000

	Mrs. Ram loan (given out of her own source)
	25,000

	Cost of Building (estimated to realise Rs. 1,00,000)
	1,60,000

	Debtors (includes bad of Rs. 10,000)
	90,000

	Stock in trade (Realisation value 10,000)
	15,000

	Cash in Hand/Bank
	10,000


He maintained books upto 31.3.2000 and profit upto 31.3.2000 was Rs. 1,40,000.  He did not maintain books from 1.4.2000 onwards.  He has been drawing Rs. 4,000 per month and goods worth Rs. 1,500 per month uniformly from April, 2000 onwards.

Prepare statement of affairs and deficiency account.
        (16 marks) (PE-II–May 2003)

Answer 

Statement of Affairs as on 31.3.2003

	Rs.
	
	Rs.
	Rs.
	
	Rs.
	Rs.

	1,80,000
	Unsecured creditors As per list A
	
	
1,80,000
	Property as per list E

Cash in hand
	10,000
	10,000

	1,00,000
	Creditors fully secured as per list B
	1,00,000
	
	Stock in hand

Books debts as per list F
	15,000


	10,000



	
	Estimated value of
	
	
	Good
	80,000
	80,000

	Nil
	Security

Creditors partly secured as per list C
	1,00,000


	Nil

Nil
	Bad

Deduct creditors for
	10,000
	          Nil 

1,00,000 

	8,000
	Creditors for taxes, wages etc. being payable in full as per list D
	
     8,000
	
	wages as per list D


Deficiency as 
explained in
	
	  8,000

92,000

	_______
	Deducted as per contra         8,000
	_______
	list H
	
	   88,000

	2,88,000
	
	
	1,80,000
	
	
	1,80,000


Deficiency Account (List H)
	
	Rs.
	
	Rs.

	Excess of assets over liabilities on 1.7.1997

Net profit upto 31.3.2000
	
2,00,000

1,40,000
	Net loss arising from carrying on of business from 1.4.2000 to the date of adjudication (W.N. 2)
	

1,55,000

	Deficiency
	88,000
	Loss on realisation of 
	

	
	
	Building 
	60,000

	
	
	Stock in trade
	5,000

	
	
	Debtors
	10,000

	
	
_______
	Drawings for household expenses since 1.4.2000
	
1,98,000

	
	4,28,000
	
	4,28,000


Working Notes:

(1)
The unsecured creditors in this case will be as follows:

	
	Rs.

	Sundry Creditors
	1,50,000

	Godown Rent
	5,000

	Mrs. Ram loan
	   25,000

	(Since loan was given out of her own sources)
	

1,80,000


(2)
Since accounts were not prepared for the period of 1.4.2000 to 31.3.2003 it is necessary to ascertain the profit or loss incurred in these three years.  Hence, the following trial balance has been prepared with the given book figures.

Trial Balance

    Dr.








                   Cr.


	
	
	Rs.
	
	
	Rs.

	Building
	
	1,60,000
	Capital introduced
	2,00,000
	

	Book debt


Good


Bad

	80,000

10,000
	90,000
	Add: Profit upto 
30.3.2000
	
1,40,000

3,40,000
	

	Stock in trade
	
	15,000
	Less: Drawings for 
	
	

	Cash in hand/bank

Loss (balancing figure)
	10,000

1,55,000
	         (Rs. 5,500 × 36
           months)

Creditors
	
1,98,000
	
1,42,000

1,50,000

	
	
	
	Mortgage on building
	
	1,00,000

	
	
	
	Godown rent
	
	5,000

	
	
	
	Wages due
	
	8,000

	
	
	_______
	Mrs. Ram’s loan
	
	   25,000

	
	
	4,30,000
	
	
	4,30,000


Question 2

Mr. Shankar of Mumbai finding himself unable to meet his creditors, has to prepare a Statement of Affairs, for which the following particulars are available on the date of his adjudication as Insolvent as on 31.03.2003:

Leasehold property Rs. 2,00,000, estimated to realise, Rs. 1,90,000.

Plant & Machinery Rs. 80,000, estimated to realise Rs. 60,000.

Stock in Trade Rs. 40,000, estimated to realise Rs. 28,000.

Bookdebts: Good Rs. 1,20,000, Doubtful Rs. 10,000, estimated to realise 50%, Bad Rs. 28,000, Bills in Hand Rs. 7,500.

Life Policy for Rs. 50,000, whose Surrender value is Rs. 10,000 held by the insurance company against a loan of Rs. 4,000.

Household Furniture Rs. 7,200, Household Debts Rs. 5,800.

Bills Discounted Rs. 12,000, Rs. 4,000 likely to be dishonoured.

Loan on Mortgage of Leasehold Rs. 1,00,000, Cash in Hand Rs. 200.

Bank Overdraft secured by Personal Guarantee of  Shankar’s Brother, and Second Mortgage on Leasehold Rs. 1,00,000.

Unsecured Creditors Rs. 3,00,000.  Loan from Naresh Rs. 5,000 secured by a Second charge on Life Policy.  Ground Rent on Household for three months accrued Rs. 750.

He could not pay his office clerks (two persons) salaries for six months Rs. 3,000 and also Rates & Taxes amounting to Rs. 3,000 due to Government.

Prepare Statement of Affairs of Mr. Shankar as on 31.03.2003.    (16 marks) (PE-II–May 2004)

Answer 

Statement of Affairs of Mr. Shankar as on 31.3.2003

	Gross Liabilities

Rs.
	Liabilities (as stated and estimated by Debtor)
	Rs.
	Expected to Rank

Rs.
	Assets (as stated and estimated by Debtor)
	Book Value


Rs.
	Estimated to Produce

Rs.

	
	Unsecured Creditors 
	
	
	Properties as per List E 
	
	

	3,20,700
	as per List A
	
	3,12,700
	viz.,
	
	

	
	Creditors fully
	
	
	(a) Cash
	200
	200

	1,09,000
	secured as per list B
	1,09,000
	
	(b) Stock in trade
	40,000
	28,000

	
	Estimated value of
	
	
	(c) Plant & Machinery
	80,000
	60,000

	
	Securities
	2,00,000
	
	(d) Furniture
	7,200
	7,200

	
	Surplus
	91,000
	
	Book Debts as per List F
	
	

	
	Less: Amount thereof
	
	
	Good
	1,20,000
	1,20,000

	
	carried to List C
	90,000
	
	Doubtful
	10,000
	5,000

	
	Balance thereof to
	
	
	Bad
	28,000
	           (

	
	contra
	1,000
	
	Bills of Exchange as per
	
	

	
	Creditors partly
	
	
	List G
	7,500
	

	1,00,000
	secured as per List C
	1,00,000
	
	Estimated to realize
	
	7,500

	
	Less: Estimated
	
	
	Surplus from Securities in
	
	

	
	value  of Securities
	90,000
	10,000
	the hands of creditors
	
	

	
	Preferential Creditors
	
	
	fully secured (as per
	
	

	
	(Creditors for
	
	
	contra)
	_______
	      1,000

	
	Salaries and Wages,
	
	
	
	2,92,900
	2,28,900

	
	Rent etc.) payable in
	
	
	Deduct Preferential 
	
	

	    3,850
	full as per List D
	     3,850
	
	Creditors (as
	
	

	
	Deducted as per
	
	
	per Contra)
	
	     3,850

	
	contra
	     3,850
	
	
	
	2,25,050

	
	
	
	
	Deficiency as explained
	
	

	
	
	
	
	in List H
	
	   97,650

	5,33,550
	
	
	3,22,700
	
	
	3,22,700


Working Notes:


1. 
Unsecured Creditors as per List A

	
	Rs.

	Household Debts
	5,800

	Bills Discounted likely to be dishonoured
	4,000

	Unsecured Creditors
	3,00,000

	Two months rent (one month rent is preferential)
	500

	Clerk’s Salary (in excess of 300/- per clerk) (3,000 – 600)
	      2,400

	Unsecured Creditors
	3,12,700


       The gross liabilities of unsecured creditors includes full amount of discounted bills.

2. 
Fully Secured Creditors as per List B

	
	Amount
	Security

	
	Rs.
	Rs.

	Loan from Insurance Company
	4,000
	10,000

	Naresh
	5,000
	

	Loan on Mortgage of Leasehold
	1,00,000
	1,90,000

	
	1,09,000
	2,00,000


Note: Since the Surrender Value is Rs. 10,000, both the Insurance Company and Naresh can be fully covered leaving a surplus of Rs. 1,000.

3. 
Partly Secured Creditors as per List C


The bank will be partly secured because after meeting the first charge on Leasehold, Rs. 90,000 will be left which is insufficient to meet Bank overdraft fully.  The personal Guarantee of Shankar’s brother cannot be considered for preparing Shankar’s statement of affairs.

4. 
Preferential Creditors as per List D

	
	Rs.

	One month’s rent
	250

	Salaries of two clerks (Rs. 300 ( 2)
	600

	Rates and Taxes
	3,000

	Preferential Creditors
	3,850


Note: As shankar is a resident of Mumbai, the Presidency Towns Insolvency Act, 1909 will apply to him, and accordingly Preferential Creditors shall be calculated.

Question 3
Following is the Balance Sheet of Mr. Brown as at 31st March, 2005.  He has filed a petition in the court for being declared as insolvent:

	Liabilities
	Rs.
	Assets
	
	Rs.

	Capital
	18,000
	Goodwill
	
	5,000

	Bank loan (secured by first
	
	Machinery
	
	20,000

	charge on building)
	80,000
	Building
	
	1,15,000

	Loan from Finance Co.,
	30,000
	Investment in shares 
	
	5,000

	(secured by second charge
	
	Furniture
	
	7,000

	on building)
	
	Stock
	
	  9,000

	Sundry creditors
	59,000
	Debtors:
	
	

	Sales tax payable
	8,000
	Good
	14,000
	

	Loan from wife
	5,000
	Doubtful 
	  8,000
	

	
	
	Bad
	   2,000
	24,000

	
	​_______
	Cash and bank
	
	   15,000

	
	2,00,000
	
	
	2,00,000


Mr. Brown estimated that except the following, all tangible assets are realisable:

(i)
A machinery Rs. 5,000 included in the Balance Sheet has no value.

(ii)
Debtors (unrealisable) Rs. 7,600.

(iii)
Non-moving stock Rs. 3,000.

(iv)
Useless furniture Rs. 4,000.

(v)
Investment has no value.

Further Information:

(i)
Building expected to realise Rs. 1,20,000.

(ii)
Loan was given by his wife from her personal sources.

(iii)
A bill discounted for Rs. 10,000 is likely to be dishonoured.

(iv)
One creditor forgoes his claim for Rs. 4,000.

(v)
Mr. Brown started his business on 1.4.2001.  His household expenses upto 31.3.2005 is Rs. 48,000.  His private Life Insurance Policy matured for Rs. 30,000 on 31.3.2005.

He made profit of Rs. 40,000 upto 31.3.2003.

He incurred loss of Rs. 50,000 from 1.4.2003 to 31.3.2005.

Also, he suffered speculation loss of Rs. 10,000 in the year ended 31.3.2005.

Based on the above information, prepare Statement of Affairs of Mr. Brown as on 31.3.2005 and Deficiency Account.
 (16 marks) (PE-II – May 2005)

Answer 




Statement of Affairs of Mr. Brown as on 31st March, 2005

	Dr.
	
	
	
	Cr.

	Gross Liabilities
	Liabilities

(as stated and estimated by debtor)
	
	Expected to Rank
	Assets

(as stated and estimated by debtor) 
	Book Value


	Estimated to produce

	Rs.
	
	Rs.
	Rs.
	
	Rs.
	Rs.

	74,000
	Unsecured creditors as per List A
	
	
70,000
	Properties as per List E
	
	

	80,000
	Creditors fully secured as per List B
	
80,000
	

	Cash and Bank

Stock
	15,000

9,000
	15,000

6,000

	
	Less: Estimated value of 

         securities 
	1,20,000
	
	Machinery

Furniture
	20,000

7,000
	15,000

3,000

	
	Surplus

Less: Amount carried to 
	40,000


	
	Goodwill 

Investment in shares
	5,000

5,000
	           (
           (

	
	List C  
Balance thereof to contra
	  30,000
  10,000
	
(
	Book debts as per List F Good 
	
14,000
	14,000

	30,000


	Creditors partly secured as per List C
Less: Surplus carried from
	
30,000
	
	Doubtful

Bad


	8,000

  2,000

85,000
	2,400

          (
55,400

	
	List B 

Balance
	30,000

    (
	
(
	Surplus from securities in

the hands of fully
	
	

	8,000
	Preferential creditors 

payable in full as per List D
	
	secured creditors

(as per contra)
	
	
10,000

65,400

	
	Sales tax payable

Less: Deducted as per contra
	8,000


8,000
	

(
	Less: Preferential

creditors as per contra
	
	  8,000

   57,400

	
	
	
	 
	Add: Deficiency as

explained in List H
	
	12,600

	1,92,000
	
	
	70,000
	
	70,000


Deficiency Account (List H)

	
	Rs.
	
	Rs.
	Rs.

	Excess of assets over 

liabilities as on 01.04.2001
	56,000
	Net loss arising from business

since 01.04.2003
	
	50,000

	(Balancing figure)
	
	Bad debts as per list F
	
	7,600

	Net profit arising from 

business upto 31.03.2003

Profit on realisation of:
	   40,000
	Drawings for household expenses

Loss on realisation of :

Furniture
	4,000
	48,000

	Building

Life policy matured
	5,000

30,000
	Machinery

Stock
	5,000

3,000
	

	Creditors forgone claims
	4,000
	Goodwill
	5,000
	

	Deficiency as per
	
	Investment
	5,000
	22,000

	Statement of Affairs 
	   12,600

​_______
	Loss on dishonour of bill

Speculation losses
	
	10,000

   10,000

	
	1,47,600
	
	
	1,47,600


Question 4
Mr. A is insolvent.  He supplies to you the following information as on 31.3.2006:

	
	Rs.

	Cash in hand
	10,000

	Creditors for goods
	10,00,000

	Taxes due to Government
	35,000

	Bank loan secured by lien on stock
	1,50,000

	Furniture (expected to realize Rs 50,000)
	75,000

	Stock (expected to realize 50%)
	6,00,000

	Book debts (good)
	4,50,000

	Book debts (doubtful) expected to realize 40% 
	5,50,000

	Bills discounted (Rs.40,000 bad)
	1,40,000

	Loan from Nathan secured by second charge on stock
	2,00,000

	Bills receivable (Rs.40,000 bad)
	1,00,000


Mr. A started business four years ago with a capital of Rs.4,50,000.  He drew Rs.75,000 each year for private purposes, but did not maintain proper books of accounts.  Mrs. A gave up her jewellery valued Rs.1,00,000 to the receiver. 

Prepare Statement of Affairs of Mr. A as on 31.3.2006 and Deficiency Account as on that date.

(16 Marks) (PE II- May, 2007)      

Answer 

Statement of Affairs of Mr. ‘A’ as on 31.3.2006

	Gross Liabilities
	Liabilities
	
	Expected to Rank
	Property & Assets
	Book Value
	Expected to produce

	Rs.
	
	Rs.
	
	
	Rs.
	Rs.

	11,40,000
	Unsecured creditors as per list A
	
	
10,40,000
	Properties as per list E :
	
	

	1,50,000
	Fully Secured Creditors
	
	
	Cash in Hand
	10,000
	10,000

	
	as per List B (Bank Loan)
	1,50,000
	
	Furniture 
	75,000
	50,000

	
	Less: Estimated value of stock
	
3,00,000
	

	Jewellery from wife
	-
	1,00,000

	
	
Surplus transferred to List C
	1,50,000

1,50,000
	
-
	Book debts as per List F:
	
	

	2,00,000
	Partly secured creditors as per List C (Loan from Nathan) 
	

2,00,000
	
	Good
	4,50,000
	4,50,000

	
	Surplus transferred from List B
	
1,50,000
	
50,000
	Doubtful
	5,50,000
	2,20,000

	35,000
	Preferential creditors as per list D  (Taxes due to Government)
	

35,000
	
	Bills Receivable as per List G
	
1,00,000
	
60,000

	

	Deducted as per contra
	35,000
	
-
	
	11,85,000
	8,90,000

	
	
	
	
	Less: Preferential creditors as per contra
	
	

35,000

	
	
	
	
	
	
	8,55,000

	


	
	
	


	Deficiency as explained in List H
	
	
  2,35,000

	 15,25,000
	
	
	10,90,000
	
	
	10,90,000


Deficiency Account (List H)

	
	Rs.
	
	Rs.
	Rs.

	Excess of Assets over Liabilities
	4,50,000
	Bad debts as per List F
	
	3,30,000

	Accumulated Profit up to 31st March, 2006 (Refer Working Note 2)
	2,50,000
	Drawings (75,000x4)
Other Losses:
	
	3,00,000

	Profit from other sources: Jewellery from wife
	
1,00,000
	Loss on realization of 
Furniture
	
25,000
	

	Deficiency as per Statement of Affairs
	2,35,000
	Stock
	3,00,000
	

	
	
	Bills receivable
	   40,000
	3,65,000

	
	

	Loss on Bills Discounted
	    40,000

	
	10,35,000
	
	
	10,35,000


Working Notes:

 1. 
Calculation of unsecured creditors as per List A

	
	Gross 
	Expected to Rank

	
	Rs.
	Rs.

	Creditors for Goods
	10,00,000
	10,00,000

	Liabilities for Bills Discounted
	1,40,000
	     40,000

	
	11,40,000
	10,40,000


2. 
Calculation of Accumulated Profit/Loss

	Trial Balance

	Debit
	Rs.
	Credit
	Rs.

	Cash
	10,000
	Creditors
	10,00,000

	Furniture
	75,000
	Taxes due to Government
	35,000

	Stock
	6,00,000
	Bank Loan
	1,50,000

	Debtors (4,50,000 + 5,50,000)
	10,00,000
	Loan from Nathan
	2,00,000

	Bills Receivable
	1,00,000
	Capital
	4,50,000

	Drawings (75,000 x 4) 
	  3,00,000
	Accumulated Profit (b/f)
	  2,50,000

	
	20,85,000
	
	20,85,000



