SPCS Form Four

Principles of Accounts


Company Accounts – Part I

14.1 Final accounts in limited company

A company must publish its accounts annually in a form, which meets the requirements of the Company Ordinance.  This chapter deals with accounts, which are prepared for use internally by the directors and management.

14.2 Trading and profit and loss account

The trading and profit and loss accounts for both private and public companies are drawn up in exactly the same way.  

The trading account of a limited company is no different from that of a sole proprietorship or a partnership.  There are, however, some differences, which may be found in the profit and loss account.  Expenses, which would be found only in company accounts, are directors’ remuneration and debenture interest. 

14.3 Directors’ remuneration

As directors only exist in companies, this type of expense is found only in company accounts.

Directors are legally employees of the company, appointed by the shareholders.  Their remuneration is charged to the main profit and loss account.

14.4 The profit and loss appropriation account

Next, under the profit and loss account is a section called the profit and loss appropriation account.  The appropriation account shows how the net profits are to be appropriated, i.e. how the profits are to be used.

We may find any of the following in the appropriation account:

Credit items

(a) Net profit for the year

- This is the net profit brought down from the main profit and loss account.

(b) Balance brought forward from last year / previous accounting period

- All the profits may not be appropriated during the period.  This then will be the balance on the appropriation account, as brought forward from the previous year.

Debit items

(a) Transfers to reserves

· The directors may decide that some of the profits should not be included in the calculation of how much should be paid out as dividends.  These profits are transferred to reserve accounts.

· There may be a specific reason for the transfer such as a need to replace fixed assets.  In this case, an amount would be transferred to a fixed assets replacement reserve account.

· Or the reason may not be specific.  In this case, an amount would be transferred to a general reserve account.

(b) Amounts of goodwill written off

· Any amounts written off as goodwill should be shown in the appropriation account and not in the main profit and loss account.

(c) Amounts of preliminary expenses written off

· When a company is formed, there are many kinds of expenses concerned with its formation.  These include, for example, legal expenses and various government taxes.
(d) Interim and proposed Dividends

- Out of the remainder of the profits, the directors propose what dividends should be paid.

(e) Balance carried forward to next year / accounting period

- After the dividends have been proposed, there will probably be some profits that have not been appropriated.  These profits will be carried forward to the following year.

14.5 Balance sheet

The balance sheet of a limited company is prepared generally in an ordinary way except that certain company legal requirements are to be satisfied.

(Refer to appendix I and II for a sample of final accounts)
14.6 Debenture interest

Debenture holders are paid interest at an agreed percentage.  This is known as debenture interest.  It must be paid even if the company is making a loss.  In contrast, dividends are payable only if profits have been made.  Debenture interest is an expense to be charged in the main profit and loss account.

Exercise 1:

	Trial balance (extract)

	12% Debenture
	
	$300,000

	Debenture interest
	$20,000
	


	Profit and loss account

	
	
	
	$
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


	Balance sheet

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


14.7 Dividend

Net profit from ordinary activities of the business of limited company will be distributed to its shareholders of preference shares and ordinary shares according to the level of net profit and the dividend policy of the company.

(a) Interim dividend

· Interim dividend is the dividend that has been paid to the shareholders in the middle of the financial year.  The accounting entries are:

Dr:
Interim dividend



Dr: 
Profit and loss appropriation account

Cr:
Bank




Cr: 
Interim dividend

(b) Proposed / Final dividend

· Proposed dividend is the dividend, on top of the interim dividend, which would be paid in the early of next financial period.  The accounting entries are:

Dr: 
Profit and loss appropriation account

Cr: 
Proposed dividend

Exercise 2:

	Trial balance (extract)

	$1 Ordinary share capital
	
	$500,000

	7% Preference share capital
	
	$300,000

	Interim dividend                   Preference shares
	$10,500
	

	                                            Ordinary shares
	$20,000
	


Notes:

1. The authorized share capital comprised of 700,000 ordinary shares of $1 each and 400,000 7% preference shares of $1 each.

2. The directors proposed a final dividend of 5% on ordinary shares.

	Profit and loss and appropriation account

	
	
	
	$
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


	Balance sheet

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


Exercise 3:

	Trial balance (extract)

	$2 Ordinary share capital
	
	$600,000

	8% Preference share capital
	
	$150,000

	Interim dividend                   Ordinary shares
	$28,000
	

	                                             Preference shares
	$6,000
	


Notes:

Case 1: The directors proposed a final dividend of 6% on ordinary shares.

	Profit and loss and appropriation account

	
	
	
	$
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


	Balance sheet

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


Case 2: The directors proposed a final dividend of 4 cents per share on ordinary shares.

	Profit and loss and appropriation account

	
	
	
	$
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


	Balance sheet

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


Exercise 4:

	Trial balance (extract)

	$5 Ordinary share capital
	
	$1,000,000

	6% Preference share capital
	
	$400,000

	Interim dividend                   Ordinary shares
	$60,000
	

	                                             Preference shares
	$12,000
	


Notes:

Case 1: The directors proposed a final dividend of 4% on ordinary shares.

	Profit and loss and appropriation account

	
	
	
	$
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


	Balance sheet

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


Case 2: The directors proposed a final dividend of 10 cents per share on ordinary shares.

	Profit and loss and appropriation account

	
	
	
	$
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


	Balance sheet

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


14.8 Reserves

Part of the net profit for the financial year may be transferred from the appropriation account to the reserves to meet the future requirements or for specific purpose.  The accounting entries are:

Dr:
Profit and loss appropriation account

Cr:
Reserves account

Exercise 5:

	Trial balance (extract)

	General reserve
	
	$80,000


Notes:

1. The directors proposed to transfer $5,000 to the general reserves.

	Profit and loss and appropriation account

	
	
	
	$
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


	Balance sheet
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