Financial Accounting 		Nimesh Sir 
[bookmark: _GoBack]Chapter 4: Profit Prior to Incorporation
"Profit prior to incorporation" is the profit earned or loss suffered during the period before incorporation/registration. Profit Prior to incorporation is a capital profit and is not legally available for distribution as dividend because a company cannot earn a profit before it comes into existence. Profit earned after incorporation is revenue profit, which is available for dividend.
Profit up to certificate of commencement is capital profit. However strictly speaking profit prior to incorporation means only the profit earned up to the date of incorporation.
Pre-Incorporation Period - the period before incorporation of company is called pre-incorporation period.
Post-Incorporation Period - the period after incorporation of company is called post- incorporation period.
Utilization of profit prior to incorporation • the profit prior to incorporation cannot be treated as business profit and hence cannot be available for distribution as dividend. This profit is to be treated as capital profit and hence should be transferred to capital reserve.
Utilization of profit post incorporation • it transferred to profit & loss appropriation account. It can be distributed as dividend
Trading A/C will be prepared as usual for full year to find out the gross profit. Profit and loss account will be prepared/divided in to two columns Pre-Incorporation and Post-Incorporation.
Method of Accounting of Profit/Loss Prior to Incorporation:
Step I: A Trading Account should be prepared at first for the whole period, i.e., between the date of purchase and the date of final accounts, in order to calculate the amount of gross profit. 
Step II: Calculate the following two ratios: 
(i) Sales Ratio: Amount of sales should be calculated for the pre-incorporation and post-incorporation periods. 
(ii) Time Ratio: It is calculated after considering the time period, i.e., one is required to calculate the period falling between the date of purchase and the date of incorporation and the period between the date of incorporation and the date of presenting final accounts. 
Step III: A statement should be prepared for calculating the amount of net profit before and after incorporation separately on the following principle: 
(i) Gross Profit should be allocated for the two periods on the basis of sales ratio 
(ii) Fixed Expenses or expenses incurred on the basis of time, viz., Rent, Salary, Depreciation, Interest, etc. should be allocated for the two periods on the basis of time ratio. 
(iii) Variable Expenses or expenses connected with sales should be allocated for the two periods on the basis of sales ratio. 
(iv) Certain expenses are not apportioned since they relate to a particular period. 
Pre-Incorporation				Post-incorporation 
Partner’s/ Vendor’s Salary 			Directors Fees 
Interest on Partner’s Capital 			Preliminary Expenses 
						Share transfer fees
						Goodwill W/off 
						Salary to Director 
(v) Provision for tax it will be divided in the ratio of Net Profit Before Tax

· Interest on purchase consideration, it will be divided in specific time ratio, for this purpose following dates will be considered.
Date of purchase of business	
Date of incorporation 
Date of payment of purchase consideration
· If there is loss in the pre period then it will be transferred to Goodwill A/C.
· If there is gain in the pre period then it will be transferred to Capital Reserve A/C.
· If there is gain or loss in the post period then it will be transferred to profit and loss account.


Q. 1 ABC Ltd. was incorporated on 1.5.2019 to take over the business of DEF and Co. from 1.1.2019. The summarized Profit and Loss Account as given by ABC Ltd. for the year ending 31.12.2019 is as under:
Summarized Profit and Loss Account
	Particulars
	₹`
	Particulars
	₹

	To
	Rent and Taxes
	90,000
	By By
	Gross Profit
Interest on Investment
	10,64,000

	To
	Salaries including manager’s salary of  Rs 85,000
	3,31,000
	
	
	36,000

	To
	Carriage Outwards
	14,000
	
	
	

	To
	Printing and Stationery
	18,000
	
	
	

	To
	Interest on Debentures
	25,000
	
	
	

	To
	Sales Commission
	30,800
	
	
	

	To
	Bad Debts (related to sales)
	91,000
	
	
	

	To
	Underwriting Commission
	26,000
	
	
	

	To
	Preliminary Expenses
	28,000
	
	
	

	To
	Audit Fees
	45,000
	
	
	

	To
	Loss on Sale of Investments
	11,200
	
	
	

	To
	Net Profit
	3,90,000
	
	
	

	
	
	11,00,000
	
	
	11,00,000


Prepare a Statement showing allocation of expenses and calculations of pre- incorporation and post- incorporation profits after considering the following information:
(i) G.P. ratio was constant throughout the year.
(ii) Sales for January and October were 1½ times the average monthly sales while sales for December were twice the average monthly sales.
(iii) Bad Debts are shown after adjusting a recovery of Rs. 7,000 of Bad Debt for a sale made in July, 2019.
(iv) Manager’s salary was increased by Rs. 2,000 p.m. from 1.5.2019.
(v) All investments were sold in April, 2019.

The entire audit fees relates to the company.




Q.2 ABC Ltd. took over a running business with effect from 1st April, 2019. The company was incorporated on 1st August, 2019. The following summarized Profit and Loss Account has been prepared for the year ended 31.3.2020:
	Particulars
	₹
	Particulars
	₹

	To
	Salaries
	48,000
	By Gross  profit
	3,20,000

	To
	Stationery
	4,800
	
	

	To
	Travelling expenses
	16,800
	
	

	To
	Advertisement
	16,000
	
	

	To
	 Miscellaneous trade expenses
	37,800
	
	

	To
	Rent (office buildings)
	26,400
	
	

	To
	Electricity charges
	4,200
	
	

	To
	Director’s fee
	11,200
	
	

	To
	Bad debts
	3,200
	
	

	To
	Commission to selling agents
	16,000
	
	

	To
	Tax Audit fee
	6,000
	
	

	To
	Debenture interest
	3,000
	
	

	To
	Interest paid to vendor
	4,200
	
	

	To
	Selling expenses
	25,200
	
	

	To
	Depreciation on fixed assets
	9,600
	
	

	To
	Net profit
	87,600
	
	

	
	
	3,20,000
	
	3,20,000



Additional information:
(a) Total sales for the year, which amounted to Rs 19,20,000 arose evenly up to the date of 30.9.2019. There after they recorded an increase of two-third during the rest of the year.
(b) Rent of office building was paid @ Rs 2,000 per month up to September, 2019 and thereafter it was increased by Rs 400 per month.
(c) Travelling expenses include Rs 4,800 towards sales promotion.
(d) Depreciation include Rs 600 for assets acquired in the post incorporation period.
(e) Purchase consideration was discharged by the company on 30th September, 2019 by issuing equity shares of Rs 10 each.
Prepare Statement showing calculation of profits and allocation of expenses between pre and post incorporation periods.
Q. 3 . M/S Evergreen Ltd. was formed to take over a running business with effect from 1st April 2019. The company was incorporated on 1st October 2019. The following profit & loss account has been prepared for the year ended on 31st march 2020.
	Particulars
	₹
	Particulars
	₹

	To Salaries
To Printing and Stationery To Travelling Expenses To Advertisement
To Miscellaneous Trade Expenses To Rent (Office Building)
To Electricity Charges To Preliminary Expenses To Bad Debts
To Commission on Selling agents To Audit Fees
To Debenture Interest
To Interest paid on Vendors To Selling Expenses
To Depreciation To Net Profit c/d




Total
	240000
24000
84000
80000
189000

132000
21000
56000
16000
80000

30000
15000
21000
126000
48000
438000

1600000
	By Gross Profit b/d

















Total
	1600000

















1600000



Relevant information:
1. Total sales during the year, which amounted to Rs. 96,00,000 arose evenly up to the date of the certificate of incorporation, where after they spurted to record increase of two- thirds during the rest of the year.
2. Rent of the office building was paid @ Rs. 120000 per annum up to September, 2001 and thereafter it was increased by Rs. 24000 per annum.
3. Travelling expenses include Rs. 24000 towards sales promotion.
4. Depreciation includes Rs. 3000 for assets acquired in the post incorporation period.
5. Purchase consideration was discharged by the company on 31st October, 2019 by issuing  equity shares of Rs. 10 each.
Prepare the profit & loss account in columnar form, showing distinctly the allocation of profit between pre incorporation & post incorporation periods, indicating the basis of allocation.
Q. 4 Chaman Ltd. was incorporated on 1st august, 2019 to take over the business of Mr. Champaklal with effect from 1st April 2019.
The following profit and loss account was prepared for the year ended 31st march, 2020:

	Particulars
To Office Salaries To Chinmay’s Salary To Advertisement
To Printing and Stationary To Travelling Expenses To Office Rent
To Electricity Charges To Director’s Fees
To Auditor’s Fees To Bad Debts
To Commission on Sales To Preliminary Expenses To Debenture Interest To Interest on Capital
To Depreciation To Net profit
	₹ 24000
2000
18000
1500
4000
9600
5100
1200
600
1200
7000
2000
2300
800
2100
20600

102000
	Particulars
By gross profit
By share transfer fees
	₹ 100000
2000














102000


Additional information:
1. Total sales for the year amounted to Rs. 800,000, arose evenly per month upto 30-9- 2019 where after they recorded, an increase of two-third par month during the rest of the period.
2. Office Rent was paid @ Rs. 8400 p.a. upto 30th September 2019 and thereafter, it was paid @Rs. 10800 p.a.
3. Travelling expenses include Rs. 1600 towards sales promotion. The balance of travelling expenses are fixed in nature.
4. Depreciation includes Rs. 600 for assets acquired in the post incorporation period.
5. Allocate other expenses and incomes in an appropriate manner.
Prepare Profit and Loss Account showing separately Pre-incorporation and Post- incorporation Profits for the year ended 31-3-2020.


Q. 5 Rama Udyog Limited was incorporated on August 1, 2020. It had acquired a running business of Rama & Co. with effect from April 1, 2020. During the year 2020-21, the total sales were Rs. 36,00,000. The sales per month in the first half year were half of what they were in the later half year. 
The net profit of the company, Rs. 2,00,000 was worked out after charging the following expenses:
(i) Depreciation Rs. 1,23,000, (ii) Directors’ fees Rs. 50,000, (iii) Preliminary expenses Rs. 12,000, (iv) Office expenses Rs. 78,000, (v) Selling expenses Rs.72,000 and (vi) Interest to vendors upto August 31, 2020 Rs. 5,000.
You are required to ascertain pre-incorporation and post-incorporation profit for the year ended 31st March, 2021.
Q. 6 The promoters of Glorious Ltd. took over on behalf of the company a running business with effect from 1st April, 2011. The company got incorporated on 1st August, 2011. The annual accounts were made up to 31st March, 2012 which revealed that the sales for the whole year were Rs. 16,00,00,000 lakhs out of which sales till 31st July, 2011 were Rs. 4,00,00,000.      Gross profit ratio was 25%.
The expenses from 1st April 2011, till 31st March, 2012 were as follows:
	Salaries
	6900000

	Rent, Rates and Insurance
	2400000

	Sundry Office Expenses
	6600000

	Travellers’ Commission
	1600000

	Discount Allowed
	1200000

	Bad Debts
	400000

	Directors’ Fee
	2500000

	Tax Audit Fee
	900000

	Depreciation on Tangible Assets
	1200000

	Debenture Interest
	1100000



Find out pre & post incorporation profit.
Q. 7 P Ltd. was incorporated on 1-7-2019 to take over the business of Patel Brothers w.e.f.1-4-2019. The following information was made available for the year ended 31-3-2020.
Gross profit Rs. 98000; Commission paid Rs. 2625; Advertisement Rs.5250; Discount allowed Rs. 350; Director’s Fees Rs. 9000; Salaries Rs.18000; Depreciation Rs.2800; Insurance Rs. 600; Preliminary Expenses Rs. 700; Rent and Taxes Rs. 3000; Bad Debts Rs. 1250; Interest to Patel Brothers (up to 1-10-2019) Rs. 2000; Audit Fees Rs. 2000; Bad Debts Recovered (on 1-5-2019) Rs. 500.
The following additional information is also available:
1. Average monthly turnover from September onwards was double than that of average monthly turnover of the first four months. However, in august 2019, the turnover was 150% of the turnover in the following month i.e. September 2019.
2. Rent for the first three months was Rs. 200 per month and thereafter it was increased by Rs. 500 per month.
3. Bad debts for the period from 1-7-2019 to 31-3-2020 amounted to Rs. 550 only.
4. Audit fees was allocated on the time basis.
You are the required to prepare the profit and loss account for the pre and post incorporation period clearly showing the basis of allocation.





