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Abstract 
Development of new Islamic financial products like Islamic bonds (Sukuk), diminishing 

Musharakah certificates, participating finance certificates (PFC) has resulted into a number 

of accounting and reporting issues related to recognition, measurement and disclosure. The 

underlying rationale of this paper is that proper development of Islamic financial market as 

well as Islamic financial instruments requires a well defined set of sound valuation standards 

and accounting and reporting mechanism that not only meet the requirements of shari’ah, but 

are also relevant to and consistent with current accounting practices. This study specifically 

examines the contemporary valuation and accounting issues with reference to redeemable 

capital and recommends that valuation on historical basis i.e. par value or book value is 

irrelevant as it does not consider the economic profit, un-realized gains and loss, change in 

value of underlying assets , goodwill and concept of maintenance of capital. Discounted cash 

flow techniques do not fulfill the strict criteria of sharia’h compliance and are therefore not 

appropriate due to excessive uncertainty associated with future. Market value is not 

determinable in case of unlisted securities. Thus technical valuation based on objective 

indicators and logical and conservative parameters agreed between stakeholders is the best 

way to determine the redemption price of securities. It facilitates the achievement of main 

objective of even distribution the gains and loss on investment among equity providers 

according to the spirits of sharia’h. This study also suggests an accounting framework which 

ensures that any significant gain (or loss) attributed to redemption of equity shares is treated 

in the books in a manner that achieves compliance with all relevant laws and good accounting 

practices. The proposed accounting treatment not only saves the company from tax liability 

arising as a result of redemption on technical valuation but also ensures the presence of 

flexibility and capability of the company to pay dividends. 

 

Introduction 

Islam is a comprehensive code for spiritual and material life. The Quran offers 

guidance on social and commercial issues. Rules of marriage and inheritance address 

our social life. Rules of contract, finance, business, zakat and ethical rules for 

conducting business and writing contracts provide guidance on commercial issues. 
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Islamic finance can be characterized with three major features; (i) Prohibition of Riba 

(interest) (ii) Prohibition of Gharar (uncertainty) and (iii) Prohibition of Maysir 

(gambling). Under Shari’ah, all business practices that involve the use of riba are 

strongly forbidden.  

Qur’an states  

“Those who benefit from interest shall be raised like those who have been 

driven to madness by the touch of the Devil; this is because they say: 

“Trade is like riba” while God has permitted trade and forbidden riba. 

Hence those who have received the admonition from their Lord and desist 

may have what has already passed, their case being entrusted to God; but 

those who revert shall be the inhabitants of the fire and abide therein 

forever” (Al- Baqarah 2:275) 

Thus use of interest-bearing bonds and preference shares are prohibited also use of 

interest in leasing transactions, notes receivable and notes payable is not acceptable 

under shari’ah. Therefore, entrepreneurs cannot enter into contractual relationships 

involving riba. They must use riba free modes of financing such as, mudharabah, 

musharakah, murabahah, ijarah and bay’al-Salam. The main reason advocated for 

the abolition of interest in all economic transactions, including bonds, debentures, 

etc., is that it concentrates wealth and promotes inequality through exploitation. It has 

been pointed out by Siddiqi (1981, pp-63) that:” In the case of consumption loans, it 

violates the basic function for which Allah has created wealth, which envisages that 

the needy be supported by those who have surplus wealth. In the case of productive 

loans, guaranteed return to capital is unjust in view of the uncertainty surrounding 

entrepreneurial profits” 

During the Islamization process of early eighties, concept of ‘redeemable capital' is 

introduced in the Companies Ordinance 1984 it includes outside capital not based on 

interest and raised for business other than the permanent part of equity of a company. 

Redeemable capital' includes finance obtained through Participation Term Certificate 

(PTC), Musharakah Certificate, Term Finance Certificate (TFC) or any other 

instrument not based on interest other than an ordinary share of a company. These 

instruments or certificate have specified denomination, called the face value or 

nominal value. These instruments serve as symbols or evidence of investment of the 

holder in the capital of the company on specific terms and conditions. Of the said 

redeemable capital' '' such part or instrument which is entitled to participate in the 

profit or loss of a company is known as 'participatory redeemable capital'. The 

instruments and certificates described, under ' redeemable capital' take the place of 

debentures and bonds of the interest-based system and have been devised to facilitate 

the system of interest-free banking. 
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The growth of Islamic financial products, institutions and Islamic financial market 
has resulted in the need for different accounting requirements. The modern Islamic 
accounting is an emerging discipline. Islamic accounting is needed to serve different 
principles of financial instruments that are founded on the Islamic worldview and 
shari’ah requirements. The interests on Islamic accounting are growing but it is still at 
the infancy stage. This creates an urgent need to undertake studies that attempt to 
understand, design and adopt accounting practices that are based on philosophy 
underlying Islamic socio economic system.  

The paper aims at arriving at a procedure that attains the following objectives: 

• To evaluate the various valuation techniques for accurate assessment of the value 
of the shares being redeemed 

• To identify an accounting frame work that can cater for the needs of proposed 
valuation methods 

• To ensure that any significant gain (or loss) attributed to redemption of equity 
shares is treated in the books in a manner that achieves compliance with all 
relevant laws and good accounting practices, 

• To ensure that the company’s ability to sustain dividends (or other related 
financial policies) is not unduly hampered 

Section 2 provides an overview of literature and also deals with nature, issue and 
challenges of Islamic equity instruments. Section 3 has a discussion on valuation 
techniques. Section 4 discuss accounting issues and proposes an accounting treatment 
for recording such transaction in the books of the firm.  
 

Islamic Instruments: Nature, Issues and Challenges  

Islamic financing instruments can be classified into four major forms:  

• Equity based instruments like Mudarabah and Musharakah,  

• Sale based instruments like Murabahah and bay’al-Salam 

• Rent based instruments like Ijarah,  

• Asset backed securities like Sukuk 

These four financing instruments affect the firm’s contractual relationships, choice of 
financing and investment policy. Mudarabah and Musharakah are considered as the 
ideal forms of permissible contracts in Islamic finance because they spread the risk 
inherent to a project between all the stakeholders.  

Mudaraba is a contract between two parties whereby one party, the rabb al-mal 
(beneficial owner or the sleeping partner), entrusts money to the other party called the 
mudarib (managing trustee).The mudarib utilizes it in an agreed manner and then 
returns to the rabb al-mal the principal and the pre-agreed share of the profit. The 
division of profits between the two parties must necessarily be on a proportional basis 
and cannot be guaranteed return. The investor is not liable for losses beyond the 
capital he has contributed and mudarib does not share in the losses except for the loss 
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of his time and efforts. Mudarabah contract may be compared to a contract with an 
investment fund. 

Musharakah is a partnership formed to carry out a specific project. It is therefore 
similar to a western-style joint venture, and is also regarded by some as the purest 
form of Islamic financial instrument, since it conforms to the underlying partnership 
principles of sharing in, and benefiting from, risk. Participation in a Musharakah can 
either be in a new project, or by providing additional funds for an existing one. Profits 
are divided on a pre-determined basis, and any losses shared in proportion to the 
capital contribution. Musharakah may be compared to partnerships, limited 
partnerships or joint ventures. Under Musharakah agreements the profit and loss are 
shared in the ratio of the capital invested i.e. the rate of return on the total capital 
employed will be applicable to Musharakah funds. This basis is applicable to both 
long term redeemable and non-redeemable Musharakah's funds. 

Musharakah and Mudarabah are the most suitable alternatives to interest based 
system.  

In practice, Musharakah and Mudarabah could not capture reasonable market share due 
to reservations on the part of both bankers and entrepreneurs about the success of 
Mudarabah and Musharakah instruments. One major apprehension of bankers relates to 
manipulation of the accounting data by the businessmen to achieve a desired profit/loss 
figure. The said reservation stems from moral hazard and technical manipulation under 
the umbrella of generally accepted accounting principles. Between the two profit-
sharing methods, Musharakah has the edge over Mudarabah as capital owner in the 
former case has the right to interfere in the management and have some control over 
problems created by informational asymmetry and moral hazard. 

'Diminishing Musharakah' is another form of Musharakah. According to this concept, 
the enterprise is supposed to redeem the capital after a certain period of time. This 
redemption of capital may be gradual or in the form of balloon payment. In case of 
gradual redemption, the share of the provider of the finance further divided into a 
number of units and it is planned that the enterprise will redeem the holdings of 
securities holder/ financier periodically, thus increasing his own share till all the units 
of the financier are purchased by him so as to make him the sole owner of the 
property, or the commercial enterprise, as the case may be.  

Karim (1996) says that in the case of diminishing Musharakah financing, at the end of 
a financial period the share of the Islamic bank is measured at historical cost less the 
portion transferred to the partner at fair value. The difference is recognized as profit 
(loss) in the income statement. In addition, if the diminishing Musharakah financing 
is liquidated before the share of the banks is transferred to the partner, the recovered 
amount (by liquidation) from the Islamic bank's share therein should be deducted 
from the Musharakah financing capital and the resulting profit (loss) from the 
difference between the book value and the recovered amount should be recognized in 
the income statement. 
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The Diminishing Musharakah based on the above concept has taken different shapes. 
'X Ltd’ wants to start the garments business and needs financing for that business. 
They issue redeemable capital i.e. Diminishing Musharakah certificates and arrange 
40% of the investment for 5 years and 60% is arranged by 'X Ltd' through internally 
generated funds or equity issue. Musharakah Term Certificates may be offered to 
general public or placed with institutional investors. The proportion of profit 
allocated for each group equity holder and redeemable capital providers is expressly 
agreed upon. But at the same time redeemable capital in the business is divided to 
specific equal units and 'X Ltd ' keeps purchasing these units on gradual basis until 
after the end of 5 years all redeemable capital is adjusted. The other option is full 
redemption of capital at the end of 05 year. In above diminishing musharakah 
transaction providers of redeemable capital contribute 40% of the capital for 
launching a business. This arrangement is composed of two ingredients only. 

In the first stage, a simple Musharakah arrangement is in place whereby two partners 
invest different amounts of capital in a joint enterprise and agreed to share profit in a 
defined ratio. Second stage is redemption of the capital. This may be in the form of a 
separate and independent promise to purchase the issued securities by the enterprise. 

We can not fix the redemption value of such capital in the promise to purchase, 
because if the price is fixed before hand at the time of entering into Musharakah, it 
will indicate that the principal invested by the investor with or without profit has been 
ensured, which is strictly prohibited in the case of Musharakah. If all these 
transactions have been combined by making each one of them a condition to the 
other, then this is not allowed in Islam, because it is a well settled rule in the Islamic 
legal system that one transaction cannot be made a pre-condition for another. If the 
condition is expressly mentioned at the time of sale, it means that the sale will be 
valid only if the condition is fulfilled and if the condition is not fulfilled in future, the 
present sale will become void. This makes the transaction of sale contingent on a 
future event which may or may not occur. It leads to uncertainty (Gharar) in the 
transaction which is totally prohibited in Shari‘ah. The mark-up through buy-back 
arrangement has been severely criticized on Shari'ah basis. Ibrahim(1994)states that 
in case of Musharakah profit allocation is made when the project finishes. No partner 
is entitled to a salary or commission 

In accounting, capital can be said to be the collection of tangible and intangible 
assets, both monetary and non-monetary, less any liabilities of the entity. Capital 
Maintenance is a very important concept in income measurement. The idea of capital 
and its maintenance depends on the definition and valuation system adopted. For 
example capital can be defined as money capital, physical capital, potential 
consumption (economist's discounted cash flow measurements) or purchasing power. 
Values could include historical cost, current replacement cost, net realizable value or 
present value. All these possibilities give various permutations of income and capital. 
In Islam, capital maintenance is essential as profit is recognized only after capital is 
returned. This concept has the highest support in the sayings of the Prophet 
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Muhammad (PBUH) which is considered as the second source of Islamic Law after 
the Qur'an. (Udovitch 1970: 247) 

The Prophet (PBUH) is reported to have said:  

“the believer is likened unto the merchant. Just as the merchant's profit is 
not complete until his capital is restored, so too are the believer's 
supererogatory works incomplete until his prescribed duties have been 
fulfilled"  

Lee (1985) defines valuation as the process of measurement of the sacrifices or 
choices made and states that it is temporal in nature. It can also be situational i.e. 
entry or exit values. Valuation requires a valuing agent which is the asset used to 
express the value of other heterogeneous assets in order to give cumulative effect to 
arrive at an aggregate valuation of net assets. The valuation agent is usually money. 
However to be an effective valuation agent, money needs to standardized and non-
variable. Unfortunately, in inflationary times, the purchasing power of money varies 
and money becomes an unstable valuing agent. Despite this problem and attempts to 
solve it, accountants continue to use money as the valuing agent as valuation of 
capital. Presently available standards, practices and legal framework only give the 
perspective of financial institutions and do not provided any guidance to the users 
Islamic modes of financing regarding conceptual framework and accounting standards. 
For example, in Pakistan Musharakah agreement provides that at the expiry of 
Musharakah Agreement or its earlier termination, the Client shall redeem the 
Institution’s Investment and any unpaid share of Institution’s profit. Where the 
Musharaka is for a period of limited years, the Institution shall have the right to convert 
into the shares of the Client the full amount of its investment outstanding at the time of 
such conversion. Such conversion shall, be at the Market Value of the shares of the 
Client. However, whenever the Institution decides to sell the shares acquired by it under 
this clause, the existing shareholders of the Client, shall have the first right of refusal to 
purchase the same at a price at which the Institution wishes to sell them. 

AAOIFI’s provides that recognition for investment in sukuk and shares shall be 
recognized at cost on the acquisition date. If at the end of accounting period, 
investment in sukuk and shares held for trading purposes and available for sale shall 
be measured at their fair value. The unrealized gains or losses as a result of re-
measurement need to be recognized in the income statement. In the case of sukuk 
held to maturity, it needs to be measured based on historical cost except that if there 
is impairment in value it should be measured at fair value. The difference in value 
will then need to be recognized in the income statement and the information related to 
the fair value is then need to be disclosed in the notes to the financial statements. 
Quoted market price is used as the measure of fair values. However, quoted market 
prices may not available for certain financial instruments. In the case of unquoted 
securities, conventionally the estimate is based on valuation techniques. The 
determination of fair value for unquoted securities requires the availability of 
objective indicator and expertise, as well as conservatism in the valuation process. In 
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the case of participation term certificates (PTCs), market values could be observable 
if an active market in these instruments exists. Such a market for the PTCs is not fully 
developed in countries experimenting with the interest free banking system. The 
value of long-term investments would fluctuate with the changes in the expected cash 
flows as well as the opportunity cost of capital. In the absence of an active market in 
these investments, the valuation process could be very imprecise and costly. The 
objective of Islamic valuation should be to provide both relevant and reliable value 
that can be relied on by the users of financial statements to make useful judgment and 
decision. We first take some examples  

Sukuk Al-Ijarah worth US$ 600 Million were issued by Government of Pakistan in 

2005. National highway authority (a GOP entity) owns the identified Asset used to 

issue asset backed securities. Then a SPV is created locally by GOP as a LLC. SPV 

issued certificate and proceeds (purchase price) were paid to NHA (Seller).SPV 

leases the Asset to the GOP (Lessee).The GOP (Lessee) pays periodic rentals to the 

SPV which is distributed among Sukuk holders. At maturity GOP (Lessee) is 

supposed to pays to the SPV exercise price under an irrevocable purchase 

undertaking to purchase the Asset certificates at face value. Then asset is transferred 

on maturity to the GOP. Here investor has been ensured the return of capital whereas 

a fixed lease rental has also been guaranteed. 

Sitara Chemical Industries Ltd raised PKR 360 Million through issuance of 

Musharaka Sukuk to finance expansion of its Caustic Soda plant.A group of Financial 

Institutions financed expansion based on Profit & Loss sharing on Operating levels of 

Chemical Business. SCIL issued Musharaka Sukuk in return for Cash proceeds from 

the investors. In order to mange the risk, SCIL contributed an amount (PKR 50mn) to 

create Takaful reserve and decided to maintain it during the tenor of the Sukuk. In 

case of no loss during the Sukuk tenor, the amounts contributed to Takaful reserve 

will be paid back on final settlement. SCIL is committed to pay periodic profit 

payments to Sukuk holders. At maturity SCIL will redeem the certificate at par. If 

upon finalization of the annual audited accounts a loss has been incurred then the 

share of loss attributable to the TFC holders will be set off against the takaful reserve.  

However, if the amount available in the Takaful reserve is insufficient to absorb the 

entire loss attributable to the TFC holders then at the time of redemption of principal 

amount, the unabsorbed losses will be adjusted against the principal amount. As 

TFCs matures, the proportionate balance of the Takaful reserves relating to that, if 

positive, will be paid out to TFC holders and to the company in accordance with their 

respective shares in the balance of Takaful reserve. In both the cases redemption of 

capital has been ensured at par.  

However, when we deal with redemption of equity shares, it is very important that an 

accurate assessment of the value of the shares being redeemed should be made. Two 

basic questions arise here: 
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1. Are the shares being redeemed entitled to a proportionate share of the retained 
earnings? If so, given that ascertainment of book profits is generally a subjective 
exercise, dependent on corporation’s choice of accounting policies, how do we 
accurately ascertain the retained earnings at the time of redemption? The Islamic 
principles demand sharing of true profits, not just book profits. 

2. Certain gains and losses may not have been taken to books at all, e.g. revaluation 
gain on fixed assets, capital gains/losses on securities, deferred expenditure, 
impact of inflation, deflation, or changing currency values, goodwill write-in or 
write off, development of rights that may have capital gain potential, etc. All 
these items have a direct impact on the valuation of equity shares. Do the shares 
being redeemed deserve a slice of these gains (or losses)? If so, how do we 
accurately measure these at the time of redemption? 

Ascertainment of Value of redeemable capital  

These questions have a bearing on the method or process to be adopted for 
measurement of redemption value of equity shares. Theoretically, several basis of 
valuation are available, but each has attendant issues. There is difference among the 
alternative asset valuation and income determination models that arise from the 
different attributes measured (historic cost, replacement cost, Net Realizable value 
and Present and capitalized value) and the units of measure (constant dollars or 
nominal dollars) used. Each valuation base gives a particular concept of capital 
maintenance and a particular income concept. Some alternatives available for 
valuation at the time of redemption are as under  

• Securities can be redeemed at par. 

• Securities can be redeemed at book value, i.e. value per share assessed by 
dividing total equity (as per balance sheet) by number of outstanding equity 
shares.  

• Securities can be redeemed at market value. 

• Securities can be redeemed at value determined by using discounted cash flow 
techniques. 

• Securities can be redeemed at a value technically assessed at the time of 
redemption.  

Now we evaluate these possible methods in detail. 

We take the overview Sukuk structures used in Pakistan  

Historical cost is generally considered as a preferred method of valuation. Value may 
be ascertained on historical cost basis but it is not justified because in any business 
accounting profit may not be same as economic profits. Similarly certain 
discretionary items in the income statement like various types of provision can result 
in misleading figures. Secondly, in case of profit sharing recognized gains have been 
share but unrealized gains arising as a result of change in value of assets and creation 
of goodwill which equity provider shares are not distributed evenly. Third redemption 
of capital at historical value is also in contravention to the concept of maintenance of 
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capital. So such a valuation will not lead to in correct distribution of profits. This 
would be inequitable in light of Sharia’h as it excludes the capital provider of his 
rightful share in retained and unrealized earning earnings. 

Similarly second option redemption of Equity shares at book value is again based on 
the concept of historical cost value. It considers the undistributed gains but still it 
does not pay attention to unrealized gains, goodwill created and change in value of 
assets so this may not lead to a very accurate value due to subjective nature of profit 
computation and other limitations briefly described above. Thus capital provider will 
be deprived of its rightful share in the gains arising from his investment. 

Third alternative is the redemption of the capital at market value appears justifiable 

but still it has it limitations. As long as the market value of the shares is above the 
properly assessed value of an equity share, the funds provider has no cause for 

complain. In such a case, company’s refusal or inability to redeem the shares at 
assessed value becomes irrelevant as the shareholder has recourse to the market. Thus 

is applicable when an equity holder wants to sell its holding before maturity period. 
However, stock exchanges in developing countries are seldom perfect and market 

value of traded stocks is seldom close to their fair value. The markets are also subject 
to manipulation. Under these circumstances, if the market value of an equity share is 

below its true value, its redemption at market value may be inequitable. Also 
pertinent is the fact that the option of redeeming shares at market value may not be 

available to unlisted shares at all. Similarly, when a security will reach a maturity 
period than it is supposed to be buy back by the enterprise and in the absence of 

defined parameter an uncertainty will arise. So observance of principle of arms length 
that the provider of capital is allowed to sell his share to any body will not be helpful 

in distribution of rightful profits and measurement of income and asset value. 
According to Hameed, Islam frowns on unearned income and wishes the dignity of 

labour. Hence if we use the net change in value method, using NRV or CCE, the 
operational aspect of the business is not emphasized  

The use of net present values for valuation is filled with theoretical problems. One 
main reason for disallowing the use of net present value is that Muslims believe that 
the future is in the hands of Allah Almighty. Therefore, the use of net present value is 
disallowed. Khan (1991) argues that pricing mechanism of Islamic financial 
instruments may be similar to that for conventional financial instruments as time 
value of money financial transactions is acceptable in Islam. But major difference is 
that the time value of money cannot be realized as a part of the loan contract. It can 
be realized only as an integral part of a real transaction. Similarly some Muslim 
scholars like Hameed (2001) says that the key point which seems to be missed by 
most Islamic critics of DCF (discounted cash flow) is that the discount rate is not an 
interest rate in the sense of being a fixed rate of interest with no risk of capital loss; it 
is the yield investors expect given the uncertainties they face. Even Western 
Capitalist finance theory says that, in the absence of capital rationing, the relevant 
discount rate is the firm's weighted average cost of capital. These arguments, 
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however, really establish only whether a hurdle rate concept is acceptable to Islam. 
Shari'ah does not prevent personal choice; hence, individuals are free to choose 
among consumption time patterns One may conclude therefore that the general 
concepts of a "hurdle rate," the concept of time, preference, and the process of 
discounting does not violate the Shari'ah. Can one, however, determine, in practice, a 
specific discount rate using Western tools of analysis without breaching Islamic 
principles? Attention will now be given to this question.  

Equity shares can be technically valued (internally or externally) at the time of 
redemption to arrive at their true redemption value, taking into account not only the 
retained earnings but also the unbooked gains and losses. The refinement of the 
valuation technique to be used may vary according to the magnitude of the 
redemption amount involved. If the value of the business has increased, the price will 
be higher and if it has decreased the price will be less. Such valuation may be carried 
out in accordance with the recognized principles through the experts, whose identity 
may be agreed upon between the parties when the promise is signed. Above process 
of Technical valuation should be guided by the relevance, reliability, 
understandability and comparability of the information to be provided to the users. In 
order to ensure the reliability and comparability of the technical value, it must be 
supported with objective indicators; logical and relevant valuation methods; 
consistency of the use of valuation methods; expert valuation; and conservatism in 
the valuation process.  

Thus option of redemption of the capital on the basis of technical valuation of the 

business at the time of the redemption appears more logical as it not only considers 

economic profit but also gives due weight to un recognized gains and true profit and 

loss sharing and equity of income distribution that lies in the heart of Islamic 

philosophy of prohibition of riba. Islamic concept of zakat is based on current value 

assets not on income so this method will also lead to ascertainment of current value of 

asset which serves as base for determination of zakat. 

Accounting Treatment of Redemption 

After determination of correct value of the redeemable capital, the next stage is 
accounting treatment of redemptions.  

Quran emphasizes:  

“...Never get bored with recording it, however small or large, up to its 
maturity date, for this is seen by Allah closer to justice, more supportive 
to testimony, and more resolving to doubt..” 

(Ali 1997, Khan 1994) says the re-assertion of Islam in the political, economic and 
social spheres have resulted in the establishment of Islamic banking, insurance and 
other financial that resulted in the use of equity-funding/leasing and installment sale 
techniques of financing by these institutions. The basis of financing ventures in Islam 
is equity participation. These techniques rely heavily on the income number to 
distribute the agreed share of profit or losses. In addition general wish of Muslims to 
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abide by the Shari’ah in their business dealings necessitates the search of an 'Islamic' 
accounting alternative which will meet the needs of these organizations and the 
Muslim societies in which they operate.” 

The recording of the Islamic accounting transaction is not different from conventional 
accounting. But present standards and agreements cover only the perspective of 
financial institution and do not provide any guidance to the issuer of redeemable 
capital. Here, we take a perspective of a company that issued the redeemable capital. 

Once a company succeeds in accurately ascertaining the unrecorded gains/losses and 
decides to give due credit for retained earnings and all unbooked gains to the shares 
being redeemed, there arise two issues:  

Firstly, should the company bring these gains/losses in its books? If not, how 
would it give credit to shares being redeemed? If yes, then should these gains 
be booked in entirety or only to the extent that they relate to redeemable 
shares? In this context we may use both options as nothing is in contravention 
to shriah. If we only revalue assets through technical valuation than the 
component to be redeemed is adjusted to memorandum redemption premium 
account. 

Proposed Accounting Treatment 

1. We believe that net effect of all un-booked gains (or losses) can be established by 
carrying out a professional/technical revaluation of all assets and liabilities. The 
revaluation exercise, undertaken with due care, fairness and professionalism, will 
automatically take the impact of all pertinent factors whether or not they have been 
booked in the company’s ledger. These factors include: 

• Unrealized gains (or losses) on revaluation of assets 

• Un realized gains (or losses) from operations not yet booked 

• Extra-ordinary gains (or losses) not yet booked 

• Goodwill as a going concern, not taken into books 

• Over/under provisions made in respect of receivables or investments 

• Contingent liabilities that have a reasonable chance of materializing 

• Sustainable reduction/increase in market value of liabilities 

2. At the end of each financial year, a technical revaluation of all assets and 
liabilities should be carried out. The guiding principles for this revaluation would be 
“going concern basis”. 

3. The net worth revealed by subtracting market value of liabilities from market 
value of assets would encompass the effect of all unrealized gains and losses, arising 
from whatever cause namely operations, revaluations, extra-ordinary situations, etc. 
Let us call such a net worth as Assessed Value of Equity (AVE). 

4. Book value of equity (BVE), i.e. share capital and reserves as shown by the 
books, should be subtracted from AVE to arrive at the amount of unrealized/ 
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unbooked revaluation gains or losses. It is recommended that two memo accounts 
should be opened in the ledger, namely Memo Revaluation Reserve Account and 
Memo Unrealized Net Assets (UNE) to bring this unrealized revaluation gain to 
books, by:  

a. Dr Memo Unrealized Net Assets  

b. Cr Memo Revaluation Reserve 

with the amount of unrealized revaluation gains or losses. 

This entry will have no tax implication as it does not pass through the Income 
Statement. The two new memo accounts can be shown as a Contingent Asset and a 
Contingent Liability in the Balance Sheet. This will therefore not breach any 
accounting standard while giving all share-holders (including holders of redeemable 
equity shares) a fair idea of the assessed value of their holding. 

5. While directors may carry out the technical revaluation at the end of each 
financial year internally for the purpose of ascertaining the unrealized revaluation 
gain/loss, it is recommended that at least twice during the tenure of redeemable equity 
shares, the valuation may be carried out externally, through a professional evaluator 
who holds necessary certification/license for the purpose. These two occasions would 
be middle of the tenure and immediately before the redemption date. 

6. In the year of redemption, a full fledged professional revaluation of assets and 
liabilities should be carried out to ascertain the amount of unrealized gain or loss on 
revaluation. Once this has been established, the redemption value of the shares being 
redeemed can be ascertained by: 

Redemption value = (A / tN) * rN 

Where A = Assessed value of equity as computed per para 4 above. 

tN = total number of outstanding shares, and 

rN = number of shares being redeemed.  

i.e. dividing the total assessed value of equity (AVE) over the total number of 
outstanding shares, multiplied by number of shares being redeemed.  

7. The difference between total redemption value (as computed above) and the par 

value (not book value) of the shares being redeemed would represent the premium on 
redemption. This should be brought to books by passing the following entry: 

Dr Profit & Loss Appropriation Account 

Cr Premium on Redemption Account (a liability) 

The amount accounted for is the premium on redemption. 

In most countries, premium on redemption of shares is not considered a tax 
deductible expense for the company - hence, the recommendation to pass the above 
entry through Appropriation Account so as to have no tax implication for the 
company. If such a premium on redemption is allowed as a tax deductible expense for 
the company in any country, the companies in that country can pass this entry through 
Income Statement. 
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8. When actual redemption takes place: 

Dr Share Capital Account (par value of shares being redeemed) 

Dr Premium on Redemption Account (liability created above) 

Cr Cash/Bank, actual amount paid out 

9. If the entire redeemable share capital has been redeemed, the company may 
discontinue maintaining memo accounts for revaluation and/or including contingent 
assets and contingent liability relating to redeemable shares in its Balance Sheet. But 
no harm will accrue if it continues with the practice of publishing these memo 
figures. 

Alternatives to the above accounting treatment 

An alternative to the above accounting treatments is to make all the above entries 
(except that on redemption) in memorandum accounts and show the balances of these 
memorandum accounts not within the body of Balance Sheet but as Notes to the 
Balance Sheet. 

And secondly, if the company decides maintain its books at revalued amount which is 
permissible under existing conventional accounting standards that recognizes the 
entire gain (in order to retain its capacity to keep paying dividends) than it may face 
an unrealistic corporation tax liability. At the same time, debiting P&L Appropriation 
Account with a sizeable premium on redemption may impair the company’s ability to 
sustain dividend payments. In such situations, it is proposed that revaluation reserve 
credit may be booked in respect of only that gain that relates to the redeemable capital 
which will then keep the book net worth of the remaining shares intact, while 
subjecting the company to tax only on the share of revaluation gain attributable to 
shares being redeemed. 

Conclusion  

An examination of contemporary valuation and accounting issues with reference to 
redeemable capital reveals that valuation on historical basis i.e. par value or book 
value is irrelevant as it does not consider the economic profit, un realized gains and 
loss, change in value of underlying assets , goodwill and concept of maintenance of 
capital. Discounted cash flow techniques are not appropriate as excessive uncertainty 
associated with future fails to fulfill the strict criteria of sharia’h compliance. Market 
value is not determinable in case of unlisted securities. Thus technical valuation based 
on objective indicators and logical and conservative parameters agreed between 
stakeholders is the best way to determine the redemption price of securities. It 
facilitates the achievement of main objective of even distribution of the gains and loss 
on investment among equity providers according to the spirits of sharia’h. In such a 
situation an accounting framework which ensures that any significant gain (or loss) 
attributed to redemption of equity shares is treated in the books in a manner that 
achieves compliance with all relevant laws and good accounting practices is the need 
of time. It is proposed that companies maintain memo accounts to reflect such 
revaluation or unrealized gains/losses and show them as contingent items in the 
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Balance Sheet during the tenure of redeemable shares. These entries should not pass 
through the Income Statement. At the time of redemption, the share attributable to 
redeemed shares should be taken to books through P&L Appropriation account. If 
such an entry results in impairment of company’s ability to sustain future dividends, 
revaluation gains may be formally taken into books. 

The proposed accounting treatment not only saves the company from tax liability 
arising as a result of redemption on technical valuation but also ensures the presence 
of flexibility and capability of the company to continue paying dividends. 
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