SPCS Form Four

Principles of Accounts


Notes on Chapter 15 & 16 (vol. 2)

Limited Company: Issue of Shares & Debentures – Part I
15.1 Introduction

A business can be owned by an individual (a sole proprietor), several people in common (a partnership), or by an entity registered under the Company Ordinance.

15.2 Methods of raising fund

1. Borrow money from the bank

2. Issue shares

· A company limited by shares has its capital in the form of shares.  The capital is called Share Capital.  A limited company can issue several kinds of shares.  Those who buy the shares of that company are called the shareholders.  They are the owners of the company.  The following are the two main types of shares:

(a) Preference Shares

- Preference shareholders have a preferential right to dividends usually at a fixed rate / percentage, and or to the return of capital in the event of winding up.   They are entitled to the dividends before any dividend is distributed to the ordinary shareholders.  Preference shareholders normally have no voting rights at the company’s general meetings.

(b) Ordinary Shares

- Ordinary shareholders are not entitled to any dividends until the preference shareholders have received their fixed dividends.  They are not guaranteed a fixed percentage or a fixed amount of dividends.  Ordinary shareholders normally have full voting rights at the general meetings of the company.

3. Issue debentures

· When a company raises capital from shareholders, it issues shares to acknowledge the payment of capital.  When a company borrows money, usually on a long-term basis, it commonly does so by issuing debentures. 

· Debentures are simply loans to a company.  The company pays interest on the loans to the debenture holders.  Interest is payable on debentures and must be paid regardless of whether a profit is made.  Ordinary shareholders, on the other hand, earn dividends only when profits are made.  Debenture holders are creditors of the company, not owners.  If the interest is paid in arrears, we must accrue the amount in the same way as we accrue unpaid expenses.

15.3 Classification of capital

1. Authorized capital / registered capital / nominal capital

- It is the maximum amount of capital a company is authorized to raise.  It must appear by way of note on the balance sheet.

2. Issued capital

- It is the actual amount of capital raised by a company through the issue of shares.  A company will not normally issue all of its authorized share capital when it commences.  It will, however, wait until it needs additional funds.

15.4 Issue of shares

A company may raise its capital by issuing shares up to the authorized capital amount.  A subscriber may be invited to apply for shares of a limited company.  The directors will then decide whether to accept his subscription by resolving at a board meeting to allot shares to him.  

15.4a Issued price

- Shares can be issued at par, at a premium or at a discount.

(1) Issued at Par
· Shares are issued at their nominal value.  The issue price is the same as the ‘nominal’ or ‘face’ value of the share or debenture.

[e.g. a share of a nominal value of $10 is issued at the same value of $10]

(2) Issued at a Premium
- Shares are issued at a price higher than the par / nominal value.  The difference between the issue price and the par value is known as share premium.


[e.g. a share of a nominal value of $10 is issued at $15]

(3) Issued at a Discount
· Shares are issued at a price lower than the par / nominal value.  The difference between the issue price and the par value is known as share discount.

· Issuing shares at a discount has to be authorized by a resolution of the general meeting of members and sanctioned by the court.


[e.g. a share of a nominal value of $10 is issued at $8]

15.4b Methods of payment – Full payment on application

- The full amount of the issue price of the shares and debentures should be paid to the company on application regardless of whether the applicant will be allotted the shares / debentures.

Example 1: Shares issued at Par

Sunshine Limited issued 80,000 ordinary shares at a nominal value of $10 each.  The shares are to be paid in full on application.  Applications together with the necessary amounts for 80,000 shares were received on 1 October 2005.  The directors accepted the application and allotted the shares to the applicants on 15 October 2005.

	Transaction
	Accounting entries

	Receipt of applicant’s money
	Dr: Bank

Cr: Ordinary share applicants

	Shares allotted
	Dr: Ordinary share applicants

Cr: Ordinary share capital


Journal entries:

	The Journal

	Date
	Details
	Folio
	Debit (Dr)
	Credit (Cr)

	2005
	
	
	$
	$

	Oct. 1
	Bank (80,000 x $10)
	
	800,000
	

	
	        Ordinary share applicants
	
	
	800,000

	
	Application money received in full for 80,000 ordinary shares at $10 each.
	
	
	

	Oct. 15
	Ordinary share applicants
	
	800,000
	

	
	         Ordinary share capital
	
	
	800,000

	
	Allotment of 80,000 ordinary shares at $10 each.
	
	
	


Entries in ledger accounts:
	Ordinary Share Applicants

	2005
	
	
	$
	2005
	
	
	$

	Oct. 15
	Ordinary share capital
	
	800,000
	Oct. 1
	Bank
	
	800,000

	
	
	
	
	
	
	
	


	Bank

	2005
	
	
	$
	
	
	
	

	Oct. 1
	Ordinary share applicants
	
	800,000
	
	
	
	

	
	
	
	
	
	
	
	


	Ordinary Share Capital

	2005
	
	
	$
	2005
	
	
	$

	
	
	
	
	Oct. 15
	Ordinary share applicants
	
	800,000

	
	
	
	
	
	
	
	


Example 2: Shares issued at Premium

Anita Limited issued 120,000 ordinary shares (with a nominal value of $6 each) at a price of $10.  The premium is thus $4 per share.  The shares are to be paid in full on application.  Applications for 120,000 shares were received on 1 November 2006 with cheques as required.  On 15 November 2006, the directors of the company made an allotment of 120,000 shares to all applicants.

	Transaction
	Accounting entries

	Receipt of applicant’s money
	Dr: Bank

Cr: Ordinary share applicants

	Shares allotted (nominal value)
	Dr: Ordinary share applicants

Cr: Ordinary share capital

	Premium of shares allotted
	Dr: Ordinary share applicants

Cr: Share premium


Journal entries:

	The Journal

	Date
	Details
	Folio
	Debit (Dr)
	Credit (Cr)

	2006
	
	
	$
	$

	Nov. 1
	Bank (120,000 x $10)
	
	1,200,000
	

	
	        Ordinary share applicants
	
	
	1,200,000

	
	Application money received in full for 120,000 ordinary shares at $10 each.
	
	
	

	Nov. 15
	Ordinary share applicants (120,000 x $6)
	
	720,000
	

	
	         Ordinary share capital
	
	
	720,000

	
	Allotment of 120,000 ordinary shares at nominal value of $6 each.
	
	
	

	Nov. 15
	Ordinary share applicants (120,000 x $4)
	
	480,000
	

	
	          Share premium
	
	
	480,000

	
	Share premium of $4 per share on the issue of 120,000 ordinary shares.
	
	
	


Entries in ledger accounts:
	Ordinary Share Applicants

	2006
	
	
	$
	2006
	
	
	$

	Nov. 15
	Ordinary share capital
	
	720,000
	Nov. 1
	Bank
	
	1,200,000

	“
	Share premium
	
	480,000
	
	
	
	

	
	
	
	1,200,000
	
	
	
	1,200,000

	
	
	
	
	
	
	
	


	Bank

	2006
	
	
	$
	
	
	
	

	Nov. 1
	Ordinary share applicants
	
	1,200,000
	
	
	
	

	
	
	
	
	
	
	
	


	Ordinary Share Capital

	2006
	
	
	$
	2006
	
	
	$

	
	
	
	
	Nov. 15
	Ordinary share applicants
	
	720,000

	
	
	
	
	
	
	
	


	Share Premium

	2006
	
	
	$
	2006
	
	
	$

	
	
	
	
	Nov. 15
	Ordinary share applicants
	
	480,000

	
	
	
	
	
	
	
	


Example 3: Shares issued at Discount

Tin Tin Limited issued 800,000 ordinary shares (with a nominal value of $4 each) at $3.  The discount is thus $1 per share.  The shares are to be paid in full on application.  Applications for 800,000 shares are received on 1 July 2008 with cheques as required.  On 15 July 2008, the directors of the company made an allotment of 80,000 shares to all applicants. 

	Transaction
	Accounting entries

	Receipt of applicant’s money
	Dr: Bank

Cr: Ordinary share applicants

	Shares allotted (nominal value)
	Dr: Ordinary share applicants

Cr: Ordinary share capital

	Discounts on shares allotted
	Dr: Shares discount

Cr: Ordinary share applicants


Journal entries:

	The Journal

	Date
	Details
	Folio
	Debit (Dr)
	Credit (Cr)

	2008
	
	
	$
	$

	Jul. 1
	Bank (80,000 x $3)
	
	240,000
	

	
	        Ordinary share applicants
	
	
	240,000

	
	Application money received in full for 80,000 ordinary shares at $3 each.
	
	
	

	Jul. 15
	Ordinary share applicants (80,000 x $4)
	
	320,000
	

	
	         Ordinary share capital
	
	
	320,000

	
	Allotment of 80,000 ordinary shares at nominal value of $4 each.
	
	
	

	Jul. 15
	Share discount (80,000 x $1)
	
	80,000
	

	
	          Ordinary share applicants
	
	
	80,000

	
	Share discount of $1 per share on the issue of 80,000 ordinary shares.
	
	
	


Entries in ledger accounts:
	Ordinary Share Applicants

	2008
	
	
	$
	2008
	
	
	$

	Jul. 15
	Ordinary share capital
	
	320,000
	Jul. 1
	Bank
	
	240,000

	
	
	
	
	“
	Share discount
	
	80,000

	
	
	
	320,000
	
	
	
	320,000

	
	
	
	
	
	
	
	


	Bank

	2008
	
	
	$
	
	
	
	

	Jul .1
	Ordinary share applicants
	
	240,000
	
	
	
	

	
	
	
	
	
	
	
	


	Ordinary Share Capital

	2006
	
	
	$
	2008
	
	
	$

	
	
	
	
	Jul. 15
	Ordinary share applicants
	
	320,000

	
	
	
	
	
	
	
	


	Share Discount

	2008
	
	
	$
	
	
	
	

	Jul .15
	Ordinary share applicants
	
	80,000
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