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Chapter: Framework for Preparation and Presentation of Financial Statements 

 
Q1. What are the qualitative characteristics of the financial statements (FS) which improve the usefulness of the information 

furnished therein?  
Ans. The framework suggests that the financial statements (FS) should observe and maintain the following qualitative 

characteristics as far as possible within limits of reasonable cost/ benefit.   
(1) Understandability: FS should present information in a manner as to be readily understandable by the users with 

reasonable knowledge of business and economic activities.  
(2) Relevance: Information, which is likely to influence the economic decisions by the users. is said to be relevant. 

Such information may help the users to evaluate past, present or future events. 
(3) Materiality: Information is material if its omission or misstatement could influence the economic decisions of users 

taken on the basis of the financial statements. 
(4) Reliability: To be useful, the information must be reliable; that is to say, they must be free from material error and 

bias. The information provided are not likely to be reliable unless: Transactions and events reported (a) are 
faithfully represented; (b) reported in terms of their substance and economic reality not merely on the basis of their 
legal form; (c) neutral, i.e. free from bias; (d) Prudence is exercised in reporting and (e) Completeness. 

(5) Comparability: The financial statements should permit both inter-firm and intra-firm comparison. One essential 
requirement of comparability is disclosure of financial effect of change in accounting policies.  

(6) True and Fair View: Financial statements are required to show a true and fair view of the performance, financial 
position and cash flows of an enterprise.  

 
Q2.  “One of the characteristics of financial statements is neutrality”- Do you agree with this statement?  
Ans. Yes, one of the characteristics of financial statements is neutrality. To be reliable, the information contained in financial 

statement must be neutral, that is free from bias.  Financial Statements are not neutral if by the selection or 
presentation of information, they influence the making of a decision or judgement in order to achieve a pre-
determined result or outcome.  Financial statements are said to depict the true and fair view of the business of the 
organization by virtue of neutrality. 

 
Q3. Write short note on main elements of Financial Statements. 
Ans. Items of financial statements can be classified in five broad groups depending on their economic characteristics:  

Asset Resource controlled by the enterprise as a result of past events from which future economic benefits are 
expected to flow to the enterprise. 

Liability Present obligation of the enterprise arising from past events, the settlement of which is expected to result 
in an outflow of a resource embodying economic benefits. 

Equity Residual interest in the assets of an enterprise after deducting all its liabilities. 
Income/gain Increase in economic benefits during the accounting period in the form of inflows or enhancement of 

assets or decreases in liabilities that  result  in  increase  in  equity  other  than  those  relating  to 
contributions from equity participants 

Expense/loss Decrease in economic benefits during the accounting period in the form of outflows or depletions of assets 
or incurrence of liabilities. that result in decrease in equity other than those relating to distributions to 
equity participants. 
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Q4. Explain in brief, the alternative measurement bases, for determining the value at which an element can be recognized in 
the Balance Sheet or Statement of Profit and Loss. 

Ans. A brief explanation of each measurement basis is as follows: 
1. Historical Cost: Historical cost means acquisition price.  
2. Current Cost: It gives an alternative measurement basis. Assets/Liabilities are carried out at the amount of cash or cash 

equivalent that would have to be paid if the same or an equivalent asset was acquired/settle the obligation currently.  
3. Realisable (Settlement) Value: As per realisable value, assets are carried at the amount of cash or cash equivalents that 

could currently be obtained by selling the assets in an orderly disposal. Liabilities are carried at their settlement values; 
i.e. the undiscounted amount of cash or cash equivalents paid to satisfy the liabilities in the normal course of business. 

4. Present Value: Under PV convention, assets/ Liabilities are carried at present value of future net cash flows generated/ 
expected to be required to settle by the concerned assets/liabilities respectively in the normal course of business.  

 
Chapter: Departmental Accounts 

 
Basis of Allocation of Common Expenditure among different Departments 
1. Expenses incurred specially for each department are charged directly thereto, e.g., insurance charges of stock held by a 

department. 
2. Common expenses, the benefit of which is shared by all the departments and which are capable of precise allocation 

are distributed among the departments concerned on some equitable basis considered suitable in the circumstances of 
the case. 

S.No.  Expenses     Basis 
1.  Rent, rates and taxes, repairs and   Floor area occupied by each department (if 

maintenance, insurance of building   given) other wise on time basis 
2.  Lighting and Heating expenses   Consumption of energy by each department 

(eg. energy expenses) 
3.  Selling expenses, e.g., discount, bad  Sales of each department 

debts, selling commission, freight 
outward, travelling sales manager’s 
salary and other costs 

4.  Carriage inward/ Discount received   Purchases of each department 
5.  Wages/Salaries      Time devoted to each department 
6.  Depreciation, insurance , repairs and  Value of assets of each department 

maintenance of capital assets   otherwise on time basis 
7.  Administrative and other expenses,   Time basis or equally among all departments 

e.g., salaries of managers, directors, 
common advertisement expenses, etc. 

8.  Labour welfare expenses     Number of employees in each department 
9.  PF/ESI contributions     Wages and salaries of each department 

• There are certain expenses and income, most being of financial nature, which cannot be apportioned on a 
suitable basis; therefore they are recognised in the combined Profit and Loss Account for example-interest on 
loan, profit/loss on sale of investment etc. 
 

Chapter: Branch 
 

Q1. Why goods are marked on invoice price by the head office while sending goods to the branch?  
Ans. To achieve the following objectives:  

(i) To keep secret from the branch manager, the cost price of the goods and profit made, so that the branch manager 
may not start a rival and competitive business with the concern; and   

(ii) To have effective control on stock i.e stock at any time must be equal to opening stock plus goods received from 
head office minus sales made at branch.  

(iii) To dictate pricing policy to its branches, as well as save work at branch because prices have already been decided. 
 

Chapter: Banking Company 
 

Q1.   Define Acceptance and Endorsement. 
Ans. A bank has more acceptable credit as compared to that of its customer, because of this more often than not the bank 

is called to accept or endorse a bill on behalf of its customers. The bank has to honour this acceptance on behalf of its 
client only in the event of a client failing to honour the bill on the due date. 
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  As against this liability, the bank has a corresponding claim against the customer on whose behalf it has undertaken to 
be a party to the bill, either as an acceptor or as an endorser. 

   Such Acceptance (Liabilities) which are outstanding at the close of the year and the corresponding asset (security) is 
disclosed as Contingent liability. As a safeguard against the customer not being able to meet the demand of the bank 
in this respect, usually the bank requires the customer to deposit a security equivalent to the amount of the bill 
accepted on his behalf. 

  If the bill, at the end of its term, has to be retired by the bank and the amount cannot be collected from the customer 
on demand, the bank reimburses itself by disposing of the security deposited by the customer. 

 
Q2. Write short note on Non-Performing Assets./Specify the condition when cash credit overdraft account is 

treated as “Out of Order”? 
Ans. An asset is classified as non-performing asset (NPA) if:- 

A) Bills purchased and discounted:-  If they remain overdue and unpaid for a period of more than 90 days.  
B) A term loan is treated as a NPA if interest and/or instalments of principal remains overdue for a period of more 

than 90 days.  
C) A cash credit/overdraft account is treated as NPA if it remains out of order for a period of more than 90 days.  

An account is treated an ‘out of order’ if any of the following conditions is satisfied: 
(a)  the outstanding balance remains continuously in excess of the sanctional limit/drawing power. 
(b) though the outstanding balance is less than the sanctioned limit/drawing power— 

(i)there are credits continuously for more than 90 days as on the date of balance sheet or 
(ii) credits during the aforesaid periods are not enough to cover the interest debited during the same period. 

[For out of order also Included these two lines 
a. If Borrower fails to submit stock statement for continuous period of 6 months 
b. If cash credit is not paid on due date fixed by the bank.] 

* If any advance or credit facility granted by a bank to a borrower becomes non-performing, then the bank will have to 
treat all the advances/credit facilities granted to that borrower as non-performing without having any regard to the fact 
that there may still exist certain advances/credit facilities having performing status. 
**Income from NPA  can only be accounted for as and when it is actually received. 
Note:- Necessary provision should be made for non-performing assets after classifying them as sub-standard, doubtful 
or loss asset as the case may be.(As discussed in class) 

 
Q3. Write short note on Classification of advances in the case of a Banking Company. 
Ans. Banks have to classify their advances into four broad groups: 

(i) Standard Assets- Standard assets is one which does not disclose any problems and which does not carry more 
than normal risk attached to the business. Such an asset is not a NPA as discussed earlier. 

(ii) Sub-standard Assets- Sub-standard asset is one which has been classified as NPA for a period not exceeding 12 
months. In other words, such an asset will have well-defined credit weaknesses that jeopardise the liquidation of 
the debt and are characterised by the distinct possibility that the bank will sustain some loss, if deficiencies are not 
corrected. 

(iii) Doubtful Assets-A doubtful asset is one which has remained sub-standard for a period exceeding 12 months. A 
loan classified as doubtful has all the weaknesses inherent in that classified as sub-standard with added 
characteristic that the weaknesses make collection or liquidation in full, on the basis of currently known facts, 
conditions and values, highly questionable and improbable. 

(iv) Loss Assets-A loss asset is one where loss has been identified by the bank or internal or external auditors or the 
RBI inspectors but the amount has not been written off, wholly or partly. 
 
*The classification of advances should be done taking into account :- 
(i) Degree of well defined credit worthiness and (ii) Extent of dependence on collateral security. 
The above classification is meant for the purpose of computing the amount of provision to be made in respect of 
advances and not for the purpose of presentation of advances in the balance sheet. 

 
Chapter: Insurance Company 

 
Q1:- Explain in short, the following principles and term of insurance business:  

(a) Principle of Indemnity; (b) Insurable interest;  (c) Principle of “UBERRIMAE FIDEI”. (d) Catastrophic Loss  
 Ans. 
(a) Principle of indemnity: Insurance is a contract of indemnity. The insurer is called indemnifier and the insured is the 

indemnified. In a contract of indemnity, only those who suffer loss are compensated to the extent of actual loss 
suffered by them. One cannot make profit by insuring his risks.  
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(b) Insurable interest: All and sundry cannot enter into contracts of insurance. For example, A cannot insure the life of B 
who is a total stranger. But if B happens to be his wife or his debtor or business manager, A has insurable interest i.e. 
vested interest and therefore he can insure the life of B. For every type of policy insurable interest is insisted upon. In 
the absence of such interest the contract will amount to a wagering contract.  

(c) Principle of UBERRIMAE FIDEI: Under ordinary law of contract there is no positive duty to tell the whole truth in 
relation to the subject-matter of the contract. There is only the negative obligation to tell nothing but the truth. In a 
contract of insurance, however there is an implied condition that each party must disclose every material fact known to 
him. All contracts of insurance are contracts of UBERRIMAE FIDEI, i.e., contracts of utmost good faith. This is because 
the assessment of the risk and the determination of the premium by the insurer depend on the full and frank disclosure 
of all material facts in the proposal form.  

(d) Catastrophic Loss: A loss (or related losses) which is unbearable i.e. it causes severe consequences such as 
bankruptcy to a family, organization, or insurer.  

 
 Q2. Write short note on (a) Unexpired Risks Reserve and (b) Re-insurance.  
Ans. 
(a) Unexpired Risks Reserve: In most cases policies are renewed annually except in some cases where policies are issued 

for a shorter period. Since insurers close their accounts on a particular date, not all policies expire on that date. Many 
policies extend into the following year based on the date on which they were taken and as such the risk continues 
beyond the date of closing of books for the insurer. Therefore on the closing date, there is unexpired liability under 
various policies which may occur during the remaining term of the policy beyond the financial year and therefore, a 
provision for unexpired risks is made at normally 50% in case of Fire Insurance & Miscellaneous Insurance and 100% of 
in case of Marine Insurance. This reserve is calculated on the net premium income earned by the insurance company 
during the year.  
 

(b) Re-insurance: If an insurer does not wish to undertake the whole risk under a policy written by him, he may reinsure a 
part of the risk with some other insurer. In such a case the insurer is said to have ceded a part of his business to other 
insurer. The reinsurance transaction may thus be defined as an agreement between a ‘ceding insurance company’ and 
another insurance company called the ‘reinsurer’ whereby the former agrees to ‘cede’ and the latter agrees to accept a 
certain specified share of risk or liability under a insurance policy upon terms as set out in the agreement.  
A ‘ceding company’ is the original insurance company which has accepted the risk and has agreed to ‘cede’ or pass on 
that risk to another insurance company or a reinsurance company. It may however be emphasised that the agreement 
of reinsurance is purely an arrangement between two insurance companies and the original insured does not acquire 
any right under a reinsurance contract against the reinsurer.  
There are two types of reinsurance contracts, namely, facultative reinsurance and treaty reinsurance. Under facultative 
reinsurance each transaction has to be negotiated individually and each party to the transaction has a free choice, i.e., 
for the ceding company to offer and the reinsurer to accept. Under treaty reinsurance a treaty agreement is entered 
into between ceding company and the reinsurer whereby the volume of the reinsurance transactions remain within the 
limits of the treaty. 
 

Q3. What are the differences between Life insurance and other forms of insurance? 
S.N. Reason Life Insurance Other forms of Insurance 
1 Timing of 

Payment of Claim 
Insurable amount is payable either  on  
the  happening  of the event (death) or at 
the maturity  

Reimbursement of loss or liability incurred will 
be paid at the happening of the uncertain event 
only. 

2 Value of Policy Insurance can be done for any value 
depending upon the premiums the 
insured is willing to pay. 

The sum payable under it is limited to the 
amount of loss actually suffered or the liability 
incurred, notwithstanding the amount of policy. 

3 Duration  of 
Contract  

These are long term contracts running 
over the number of years.  

These are only for one year though renewable 
after year. 

4 Assurance Life insurance is also known by another 
term ‘assurance’ since the insured gets an 
assured sum. 

Policies covering other than life  are  known  as  
insurance policies. 

5 Determination of 
Liability 
 

Actuaries periodically estimate the liability 
under existing policies.  On that basis 
a valuation balance sheet is prepared to 
determine the profit. 

A portion of  the  premium  is carried forward as 
a provision for unexpired liability and the 
balance  net  of  claims  and expenses is taken 
as profit or loss. 
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Chapter: Employee Stock Option Plan 
 

Q1. What is employee stock option plan? Explain the importance of such plans in the modern time. 
Ans. Employee Stock Option Plan: It is a plan under which the enterprise grants employee stock options. Employee 

stock option is a contract that gives the employees of the enterprise the right, but not the obligation, for a specified 
period of time to purchase or subscribe the shares of the company at a fixed or determinable price. Employee stock 
option plans encourage employees to have higher participation in the company.  
The importance of these plans is as follows: 

(a) Stock options provide an opportunity to employees to contribute in the growth of the company. 
(b) Stock option creates long term wealth in the hands of the employees. 
(c) They are important means to attract, retain and motivate the best available talent for the company. 
(d) It creates a common sense of ownership between the company and its employees. 

Q2. State the conditions of issuance of Sweat Equity Shares by Joint Stock Companies. 
Ans. A company may issue sweat equity shares of a class of shares already issued, if the following conditions are fulfilled-  
(i) the issue of sweat equity shares is authorised by a special resolution passed by the company in the general meeting.  
(ii) the resolution specifies the number of shares, current market price, the consideration if any, and the class or classes of 

directors or employees to whom such equity shares are to be issued.  
(iii) not less than one year has, at the time of the issue, elapsed since the date on which the company was entitled to 

commence business. 
(iv) the sweat equity shares of company, whose equity shares are listed on a recognised  stock exchange, are issued in 

accordance with the regulations made by the SEBI.  
 
Q3. Graded vesting under an employee stock option plan. 
Ans. Graded vesting under an employee stock option plan: In case the options/shares granted under an employee stock 
option plan do not vest on one date but have graded vesting schedule, total plan should be segregated into different groups, 
depending upon the vesting dates. Each of such groups would be having different vesting period and expected life and, 
therefore, each vesting date should be considered as a separate option grant and evaluated and accounted for accordingly. 
For example, suppose an employee is granted 100 options which will vest @ 25 options per year at the end of the third, 
fourth, fifth and sixth years. In such a case, each tranche of 25 options would be evaluated and accounted for separately. 
 

Chapter: Underwriting of Shares and Debentures 
 

Q1. Write a short note on Firm underwriting and Partial underwriting along with firm underwriting. 
Ans. In firm underwriting the underwriter agrees to subscribe upto a certain number of shares/debentures irrespective of 
the nature of public response to issue of securities. He gets these securities even if the issue is fully subscribed or over-
subscribed. These securities are taken by the underwriter in addition to his liability for securities not subscribed by the 
public. Under partial underwriting along with firm underwriting, unless otherwise agreed, individual underwriter does not get 
the benefit of firm underwriting in determination of number of shares/debentures to be taken up by him. 
 

Chapter: Buy-Back of Equity Shares 
 

Q1. What are the conditions to be fulfilled by a Joint Stock Company to buy-back its equity shares. Explain in brief. 
Ans. As per section 68 of the Companies Act 2013, a joint stock company has to fulfill the following conditions to buy-back 

its own equity shares: 
(1) A company may purchase its own shares or other specified securities (hereinafter referred to as buy-back) out of- 

(a) its free reserves; 
(b) the securities premium account; or 
(c) the proceeds of the issue of any shares or other specified securities(not being the proceeds of an earlier issue 

of the same kind of shares or other specified securities.) 
(2) The buy-back is authorised by its articles; 
(3) A special resolution has been passed at a general meeting of the company authorising the buy-back. 
(4)  The buy-back is twenty-five percent or less of the aggregate of paid-up capital and free reserves of the company. 
(5) The ratio of the aggregate of secured and unsecured debts owed by the company after buy-back is not more than 

twice the paid-up capital and its free reserves (Provided that the Central Government may, by order, notify a higher 
ratio of the debt to capital and free reserves for a class or classes of companies) 

(6) All the shares or other specified securities for buy-back are fully paid-up; 
(7) Every buy-back shall be completed within a period of one year from the date of passing of the special resolution. 
(8) The buy-back under sub-section (1) may be— 

(a) from the existing shareholders or security holders on a proportionate basis; 
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(b) from the open market; 
(c) by purchasing the securities issued to employees of the company pursuant to a scheme of stock option or 

sweat equity. 
 

Chapter: Redemption of Debentures 
 

1. Debenture Redemption Reserve: The Company is required to create a sinking fund described as Debenture Redemption 
Reserve Fund. Appropriate annually a certain percentage of, or a fixed sum out of, its profit to credit of Debenture 
Redemption Reserve Fund. Such an arrangement would ensure that the company will have sufficient liquid funds for the 
redemption of debentures at the time they shall fall due for payment. 
 
 
Adequacy of Debenture Redemption Reserve (DRR) 

(i) For debentures issued by All India Financial Institutions 
(AIFIs) regulated by RBI and Banking Companies for both 
public as well as privately placed debentures. 

No DRR is required 

(ii) For debentures issued by NBFCs registered with the RBI. 25% of the value of debentures issued through 
public issue. No DRR is required in the case of 
privately placed debentures. 

(iii) For debentures issued by other companies including 
manufacturing and infrastructure companies. 

25%  

 
2. Investment of Debenture Redemption Reserve (DRR) Amount:- Every company required to create DRR should 

before the 30th day of April of each year, deposit or invest, as the case may be, a sum which should not be less than 
15% of the amount of its debentures maturing during the year ending on the 31st day of March next following in any 
one or more of the following methods, namely: 
(a) in deposits with any scheduled bank, free from charge or lien; 
(b) in unencumbered securities of the Central Government or of any State Government; 
(c) in unencumbered securities mentioned in clauses (a) to (d) and (ee) of Section 20 of the Indian Trusts Act, 1882; 
(d) in unencumbered bonds issued by any other company which is notified under clause (f) of Section 20 of the Indian 

Trusts Act, 1882; 
The amount deposited or invested, as the case may be, above should not be utilised for any purpose other than for the 
repayment of debentures maturing during the year referred to above, provided that the amount remaining deposited or 
invested, as the case may be, should not at any time fall below 15% of the amount of debentures maturing during the 
31st day of March of that year. 

 
3. Liability of the Company to Create Debenture Redemption Reserve  

Section 71 in the Companies Act 2013 covers the requirement of creating the DRR. The Section 71 states as follows:  
1. Where a company issues debentures under this section, it shall create a debenture redemption reserve account out 

of its profits which are available for distribution of dividend every year until such debentures are redeemed.  
2. The amounts credited to the DRR shall not be utitlised by the company except for the purpose aforesaid. 
3. The company referred to in sub-section (1) shall pay interest and redeem the debentures in accordance with the 

terms and conditions of their issue.  
4. Where a company fails to redeem the debentures on the date of maturity or fails to pay the interest on debentures 

when they fall due, the Tribunal may, on the application of any or all the holders of debentures or debenture 
trustee shall, after hearing the parties concerned, direct, by order, the company to redeem the debentures 
forthwith by the  payment of principal and interest due thereon.  

 
Chapter: Liquidation of Company 

 
Q 1. Define “B LIST CONTRIBUTORIES” 
Ans. The shareholders who transferred partly paid shares (otherwise than by operation of law or by death) within 1 year, 

prior to the date of winding up may be called upon to pay an amount (not exceeding the amount not called up when 
the shares were transferred) to pay off such creditors as existed on the date of transfer of shares.  
Their liability will crystallize only  
(i) when the existing assets available with the liquidator are not sufficient to cover the liabilties;  
(ii) when the existing shareholders fail to pay the amount due on the shares to the liquidator. 
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Q2. What are the contents of “Liquidators’ statement of account”? How frequently does a liquidator have to submit such 
statement?   

Ans.The statement prepared by the liquidator showing receipts and payments of cash in case of voluntary winding up is 
called “Liquidators’ statement of account”  
Receipts are shown in the following order: 
(a) Amount realised from assets are included in the prescribed order. 
(b) In case of assets specifically pledged in favour of creditors, only the surplus from it, if any. 
(c) In case of partly paid up shares, the ESH should be called up to pay necessary amount if creditors’ claims/claims of 

preference shareholders can’t be satisfied with the available amount. PSH would be called upon to contribute for 
paying of creditors. (not exceeding the amount of uncalled capital). 

(d) Amounts received from calls to contributories made at the time of winding up are shown on the Receipts side. 
(e) Receipts per Trading Account are also included on the Receipts side.  
Payments are made and shown in the following order:  
(a) Legal charges; 
(b) Liquidator’s expenses including Liquidator’s Remuneration; 
(c) Debentureholders (including interest) 
(d) Creditors: (i) Preferential (in actual practice, preferential creditors are paid before debenture holders having a 

floating charge); (ii) Unsecured creditors;  
(e) Preferential shareholders (Including Arrears of dividends on cumulative preference shares) should be paid up to the 

date of commencement of winding up); and  
(f) Equity shareholders.  

 
Q3. Statement of affairs should accompany eight lists: 
       List A  Full particulars of every description of property not specifically pledged and included in any other list are 

to be set forth in this list.  
List B  Assets specifically pledged and creditors fully or partly secured.  
List C  Preferential creditors for rates, taxes, salaries, wages and otherwise.  
List D  List of debenture holders secured by a floating charge.  
List E  Unsecured creditors.  
List F  List of preference shareholders.  
List G  List of equity shareholders.  
List H  Deficiency or surplus account. 

 
Chapter: Partnership 

 
 Q 1. Explain Garner V/S Murray rule applicable in the case of partnership firms. State, when is this rule not applicable.  

Ans. 
(a) Garner vs. Murray rule: When a partner is unable to pay his debt due to the firm, he is said to be insolvent and the 

share of loss is to be borne by other solvent partners in accordance with the decision held in the English case of Garner 
vs. Murray. According to this decision, normal loss on realisation of assets is to be brought in cash by all partners 
(including insolvent partner) in the profit sharing ratio but a loss due to insolvency of a partner has to be borne by the 
solvent partners in their capital ratio. In order to calculate the capital ratio, no adjustment will be made in case of fixed 
capitals. However, in case of fluctuating capitals, ratio should be calculated on the basis of adjusted capital before 
considering profit or loss on realization at the time of dissolution.  

(b) Non-Applicability of Garner V/S Murray rule:  
i. When the solvent partner has a debit balance in the capital account. Only solvent partners will bear the loss of 

capital deficiency of insolvent partner in their capital ratio. If incidentally a solvent partner has a debit balance in 
his capital account, he will escape the liability to bear the loss due to insolvency of another partner.  

ii. When the firm has only two partners.  
iii. When there is an agreement between the partners to share the deficiency in capital account of insolvent partner.  
iv. When all the partners of the firm are insolvent.  

 
2. Piecemeal Payments:- 
Generally, the assets sold upon dissolution of partnership are realised only in small instalments over a period of time. In 
such circumstances, the choice is either to distribute whatever is collected or to wait till the whole amount is collected. 
Usually, the first course is adopted. Two methods may be followed for determining the order in which the payment should 
be made. 
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A. Maximum Loss Method:- Each instalment realised is considered to be the final payment i.e., outstanding assets and 
claims are considered worthless and partners’ accounts are adjusted on that basis each time when a distribution is 
made, following either Garner vs. Murray Rule or the profit-sharing ratio rule. 

B. Highest Relative Capital Method:- According to this method, the partner who has the higher relative capital, that is, 
whose capital is greater in proportion to his profit-sharing ratio, is first paid off. This method is also called as 
proportionate capital method.  

 
Q3. W paid a premium to other partners of the firm at the time of his admission to the firm, with a condition that the will 

not be dissolved before expiry of five years. The firm is dissolved after three years. W claims refund of premium.  
(i) List the criteria for the calculation of the amount of refund.  
(ii) Also list any two conditions when no claim in this respect will arise.  

Ans. If the firm is dissolved before the term expires, as is the case, W being a partner who has paid premium on admission 
will have to be repaid / refunded. 
The criteria for calculation of refund amount are:  

(i) Terms upon which admission was made,  
(ii) The time period for which it was agreed that the firm will not be dissolved,  
(iii) The time period for which the firm has already been in existence.  

No claim for refund will arise if: 
(i) The firm is dissolved due to death of a partner,  
(ii) If the dissolution of the firm is basically because of misconduct of W,  
(iii) If the dissolution is through an agreement and such agreement does not have a stipulation for refund of 

premium.  
 

Chapter:- LIMITED LIABILITY PARTNERSHIP 
 
1. The LLP in India were introduced by Limited Liability Partnership Act, 2008 which lay down the law for the formation and 

regulation of Limited Liability Partnerships.  
 

2. Definitions:  
Section 2 of the Limited Liability Partnership (LLPs) Act, 2008 defines the following terms as:  
(a) "Limited Liability Partnership Agreement"  means any written agreement between the partners of the LLP or 

between the LLP and its partners which determines the mutual rights and duties of the partners and their rights and 
duties in relation to that LLP;  

(b) "Foreign Limited Liability Partnership" means a limited liability partnership formed, incorporated or registered 
outside India which establishes a place of business within India. 

(c) "business"  includes every trade, profession, service and occupation; 
(d) " designated partner"  means any partner designated as such pursuant to section 7 of the Act;  
(e) "partner",  in relation to a limited liability partnership, means any person who becomes a partner in the limited liability 

partnership in accordance with the limited liability partnership agreement;  
 

3. Nature of Limited Liability Partnership  
a) It is a body corporate formed and incorporated under this Act and is a legal entity separate from that of its 

partners.  
b) It shall have perpetual succession.  
c) Any change in the partners of a LLP shall not affect the existence, rights or liabilities of the LLP.  

 
4. Non-applicability of the lndian Partnership Act, 1932:- Save as otherwise provided, the provisions of the Indian 

Partnership Act, 1932 shall not apply to a LLP.  
 

5. Minimum number of partners:- As per section 5 of the LLP Act, any individual or body corporate may be a partner in a 
LLP; Provided that an individual shall not be capable of becoming a partner of a LLP, if-  

(a) he has been found to be of unsound mind by a Court of competent jurisdiction and the finding is in force;  
(b) he is an undischarged insolvent; or  
(c) he has applied to be adjudicated as an insolvent and his application is pending  
As per section 6 of the LLP Act, every limited liability partnership shall have at least two partners. If at any time the number 
of partners of a LLP is reduced below two and the LLP carries on business for more than six months, the person, who is the 
only partner of the LLP carries on business after those six months and has the knowledge of the fact that it is carrying on 
business with him alone, shall be liable personally for the obligations of the LLP incurred during that period.  
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6. Designated partners  
As per Section 7 of the LLP Act, every LLP shall have at least two designated partners who are individuals and at least one of 
them shall be a resident in India: Provided that in case of a LLP in which all the partners are bodies corporate or in which one 
or more partners are individuals and bodies corporate, at least two individuals who are partners of such LLP or nominees of 
such bodies corporate shall act as designated partners.  
Explanation.- For the purposes of this section, the term "resident in India" means a person who has stayed in India for a 
period of not less 182 days during the immediately preceding one year.  
Subject to the provisions of sub-section (1),  

(1) if the incorporation document-  
(a) specifies who are to be designated partners, such persons shall be designated partners on incorporation; or  
(b) states that each of the partners from time to time of LLP is to be designated partner;  

(2) any partner may become or cease a designated partner by and in accordance with the LLP agreement. 
(3) he has given his prior consent to become a designated partner and act as such to the LLP in such form and manner as 

may be prescribed. 
(4) Every LLP shall file with the registrar the particulars of every individual who has given his consent to act as designated 

partner in such form and manner as may be prescribed within thirty days of his appointment. 
(5) An individual eligible to be a designated partner shall satisfy such conditions and requirements as may be prescribed. 

7. Liabilities of designated partners:- As per Section 8 of LLP Act, unless expressly provided otherwise in this Act, a 
designated partner shall be-  
(a) responsible for the doing of all acts, matters and things as are required to be done by the LLP in respect of compliance 

of the provisions of this Act including filing of any document, return, statement and the like report pursuant to the 
provisions of this Act and as may be specified in the LLP; and 

(b) liable to all penalties imposed on the LLP for any contravention of those provisions. 
 

8. Changes in designated partners  
A LLP may appoint a designated partner within thirty days of a vacancy arising for any reason and provisions of sub-section 
(4) and sub-section (5) of section 7 shall apply in respect of such new designated partner: Provided that if no designated 
partner is appointed, or if at any time there is only one designated partner, each partner shall be deemed to be a designated 
partner.  
 

9. Distinction between an ordinary partnership firm and an LLP  
SN Key Elements Partnerships LLPs 
1 Applicable Law Indian Partnership Act 1932 Partnerships Act, 2008 
2 Registration Optional Compulsory with ROC 
3 Creation Created by an Agreement Created by Law 
4 Body Corporate No Yes 
5 Separate Legal Entity No Yes 
6 Perpetual Succession Partnerships do not have perpetual 

succession 
It has perpetual succession and individual partners 
may come and go. 

7 Number of Partners Minimum 2 and Maximum 20 
(subject to 10 for banks) 

Minimum 2 but no maximum limit 

8 Ownership of Assets Firm cannot own any assets. The 
partners own the assets 

The LLP is an independent entity can of the firm own 
assets 

9 Liability of Partners / 
Members 

Unlimited: Partners are severally 
and jointly liable for actions of other 
partners and the firm and their 
liability 

Limited to the extent of their contribution towards 
LLP except in case of intentional fraud or extends to 
personal assets wrongful act of omission or 
commission by a partner. 

10 Principal Agent 
Relationship 

Partners are the agents of the firm 
and of each other 

Partners are agents of the firm only and not of other 
partners. 

 
10. Formation of LLP:- Two or more persons associated for the purpose of carrying on a lawful business with a view to earn 

profits may subscribe their names to an incorporation document and file the same with the Registrar of the state in which the 
Registered Office of the LLP is to be situated, in such manner with such fees as may be prescribed along with a statement in 
the prescribed form made by an advocate, a CS or a CA or a Cost Accountant that all the requirements of the LLP Act 2008 
and the rules made there under have been complied with. 
 

11. Limitation of Liability of an LLP and its partners  
(i) Under section 27 (3) of the LLP Act, 2008 an obligation of an LLP arising out of a contract or otherwise, shall be 

solely the obligation of the LLP;  
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(ii) The Liabilities of an LLP shall be met out of the properties of the LLP;  
(iii) Under section 28 (1) a partner is not personally liable, directly or indirectly, for an obligation referred to in Section 27 

(3) above, solely by reason of being a partner in the LLP;  
(iv) Section 27 (1) states that an LLP is not bound by anything done by a partner in dealing with a person, if:  

  • The partner does not have the authority to act on behalf of the LLP in doing a particular act; and  
• The other person knows that the partner has no authority or does not know or believe him to be a partner in the 
LLP  

(v) Under section 30 (1) the liability of the LLP and the partners perpetrating fraudulent dealings shall be unlimited for all 
or any of the debts or other liabilities of the LLP.  

 
12. Financial Disclosures & Returns  

(i) Maintain such proper books of accounts as may be  prescribed relating to its affairs for each year of its existence on 
cash basis or accrual basis and according to the double entry system of accounting and shall maintain the same at its 
registered office for such period as may be prescribed;  

(ii) LLP shall within six months of the end of each financial year prepare a Statement of Account and Solvency for the 
said financial year as at the last day of the said financial year, in such form as may be prescribed, and such 
statement shall be signed by the designated partners of the LLP;  

(iii) Every LLP shall file within the prescribed time, the Statement of Account and Solvency with the Registrar every year 
in such form and manner and accompanied by such fee as may be prescribed;  

(iv) The accounts of an LLP must be audited in accordance with such rules as may be prescribed. 
(v)  Every LLP is required to file an Annual Return which is duly authenticated with the registrar within sixty days of the 

closure of its financial year in such form and manner and with such fees as may be prescribed.  
 

13. Assignment and Transfer of Partnership Rights:- 
(i) The rights of the share of profits and losses and to receive distribution are transferable wholly or in part;  
(ii) The transfer of any right by a partner as above does not by itself cause the disassociation of the partner or a 

dissolution or winding up of the LLP;  
(iii) Similarly the transfer of the right as above does not entitle the transferee to participate in the management or the 

conduct of activities of the LLP, or give access to any information concerning the transactions of the LLP. 
 

14. Conversion of firm into Limited Liability Partnership: 
(i) Section 55 of LLP Act: A firm may convert into a LLP in accordance with the provisions of the Act and the Second 

Schedule to the Act.  
(ii) Section 56 of LLP Act: A private limited company may convert into an LLP in accordance with the provisions of the 

Act and the Third Schedule to the Act.  
(iii) Section 57 of LLP Act: An unlisted public limited company may convert into an LLP in accordance with the 

provisions of the Act and the Fourth Schedule to the Act.  
15. Winding up and Dissolution 

(i) Section 63: An LLP may be wound up voluntarily or by the Tribunal and such LLP so wound up may be dissolved  
(ii) Under section 64 and LLP may be wound up by the Tribunal:  

a) If the LLP decides that it should be wound up by the Tribunal;  
b) If for a period of more than six months, the number of partners of the LLP is reduced below two;  
c) If the LLP is unable to pay its debts;  
d) If the LLP has acted against the interests of the integrity and sovereignty of India, the security of the state or 

public order;  
e) If the LLP has defaulted in the filing of the Statement of Account and Solvency with the Registrar for five 

consecutive financial years;  
f) If the Tribunal is of the opinion that it is just and equitable that the LLP be wound up.  

 
Chapter: Accounting Standards (ASs) 

 
Meaning of Accounting Standards (ASs): are written policy documents issued by the Government or other regulatory bodies 
or expert Accounting body covering the aspects of  

(a) recognition,  
(b) measurement,  
(c) presentation and  
(d) disclosure  

of accounting transactions in the financial statements. 


