g
ANDERSEN.

Capital Contribution vs.
Advance Against Equity:
Understanding the Difference

mu.Andersen.com




Newsletter B

DO you understand the distinctions between capital contributions and advance against equity (also known
as share application monies) for accurate financial reporting and investor transparency?

This article explores these concepts and their impact on the equity section of a balance sheet.

Capital Contributions

Capital contributions refer to funds injected into a company by shareholders without the expectation of repayment. These
contributions increase the company’s equity base and are generally recorded as part of the shareholders’ equity. They are
typically used to support business growth, fund new projects, or stabilise the company during financial difficulties. The key
feature of capital contributions is their permanence; they are not intended to be repaid to the shareholders.

Advance Against Equity (Share Application Monies)

Advance against equity, or share application monies, represent funds received from investors who intend to purchase shares
in the company. Initially, these funds are recorded as a liability until the shares are officially allotted. Once the shares are
issued, the advance is converted into equity. This process ensures that the company accurately reflects its financial position
during the share issuance process.

Inclusion in the Equity Section

Advance against equity can also be included in the equity section of the balance sheet. Initially, these funds are recorded as a
separate line item within equity, reflecting the pending issuance of shares. Once the shares are formally issued, the advance
is then reclassified and converted into share capital within the same equity section. This process ensures that the financial
statements accurately represent the company’s equity structure at each stage of the share issuance.

Criteria for Liability Classification

There are specific criteria under which advance against equity may be classified as liabilities rather than equity:
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Intent to Repay
Ifthere is a clear intention to repay
the advance, it is more likely to be
classified as a liability. This applies
in cases where there is a formal
agreement or understanding that
the funds will be returned if shares
are not issued.

Capital Contributions

Terms of the Advance
Advance with specific terms,
such as a fixed repayment date,
interest payments, or collateral,
are typically treated as liabilities.
These terms indicate a debt-like

nature of the advance.
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Ability to Repay
The company’s ability to repay
the advance, based onits financial
health and creditworthiness, can
influence classification. If the
company has a strong capacity
to repay, the advance may be
considered a liability.

Subordination to Other Debts
If the advance is subordinate
to other debts, it may be more
appropriately classified as equity.
However, if it has a similar
priority to other liabilities, it is
likely to be treated as a liability.

Capital contributions and advance against equity are primarily governed by IAS 32 (International Accounting Standard
32) and IFRS 9 (International Financial Reporting Standard 9):

1. IAS 32: Financial Instruments: Presentation

This standard provides guidance on distinguishing between liabilities and equity issued by an entity. It outlines the
classification of financial instruments, including equity instruments such as capital contributions.
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2. IFRS 9: Financial Instruments

This standard addresses the recognition and measurement of financial assets and financial liabilities, including advance
against equity.

Key Differences
1. Purpose

Capital contributions are permanent funds, while advance against equity are temporary and contingent on share
issuance.

2. Recording

Capital contributions are directly added to equity, whereas advance against equity are initially recorded as liabilities/
equity and later converted into share capital.

3. Repayment Expectation

There is no expectation of repayment for capital contributions, whereas advance against equity are converted into shares,
fulfilling the investors' expectations.

Understanding these distinctions enables companies to maintain accurate financial records and provides investors
with a clear picture of the company’s financial health. Proper classification and reporting of these funds are crucial for
transparency and compliance with accounting standards.
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