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Preface

Praise to Almighty ALLAH who gave me the
strength, patience, and ability to complete this
textbook.

This textbook has been written to provide student
with a very comprehensive introduction to Financial
Accounting regarding partnerships. Therefore, this
textbook is divided into a variety of chapters intended
to put the students, who study business, on the right
way towards understanding financial accounting
concerning partnership form of organization. Chapter
one of this issue covers the nature of partnerships.
Chapter two introduces to the accounting for
operations of partnership. Chapter three is entitled
changes in membership of the partnership.

Qena, September 2021.
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CHAPTER ONE

THE NATURE OF PARTNERSHIPS

A partnership is defined as an “association of two or
more persons to carry on as co-owners a business
for profit” (Baker, Lembke and King, 2005) This
definition includes three distinct factors:

1. Association of two or more persons. The
persons are usually individuals; however, they
could be corporations or other partnerships.

2. To carry on as co-owners. A partnership is an
aggregation of partners’ individual rights. This
means that all partners are co-owners of
partnership property and are co-owners of the
profits or losses of the partnership.

3. Business for profit. A partnership may be
formed to perform any legal business’ trade,
profession, or other service. Nevertheless, the
partnership must attempt to make a profit; hence,

not-for-profit organizations, such as fraternal or
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brotherly groups (societies), may not be

partnership.

In practice, partnerships are the least common
form of business organization, maybe because they
often end of or wind up with too many bosses.
Nevertheless, they are widely used for professional
practices, such as medicine, law, and public
accounting. Furthermore, partnerships also are used
for many small businesses, especially those which
are family-owned.

For accounting purposes, a partnership is viewed
as an entity separate from the other activities of its
owners. But under the law, the partnership is not
“separate” from its owners. Rather, the law regards
the partners as personally and jointly responsible for
the activities of the business. The assets of a
partnership do not belong “to the business. Rather,
they belong jointly to all of the partners. Unless
special provisions are made, each partner has
unlimited personal liability for the debts of the
business. From a legal standpoint, partnerships have

10



Partnership Accounting Dr. A.A. Rawy
limited lives. A partnership ends upon the

withdrawal or death of an existing partner. Admission
of a new partner terminates the old partnership and
creates a new legal entity.

Nevertheless, this is only a legal distinction or
difference. Most partnerships have continuity of
existence extending beyond the participation of
individual partners. Partnership agreements often
have provisions that make the retirements of partners
and the admission of new partners’ routine events
that do not affect the operations of the business
(Meigs, et al., 1996).

11
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A chief advantage of the partnership form of entity is
ease of formation. Accordingly, the agreement to
form a partnership may be as informal as a
handshake or as formal as a several-paged
agreement typically termed the articles of co-
partnership. Each partner must agree to the
formation agreement, and partners are strongly
advised to have a formal written agreement to avoid
potential problems that may arise or emerge during
the operation of the business. The articles of co-
partnership should include the following items
(Larsen, 2000; Baker, Lembke and King, 2005):

1) The name of the partnership and the names of
the partners.

2) The type of business to be conducted by the
partnership and the duration of the partnership
agreement.

3) The initial capital contribution of each partner
and the method by which to account for future
capital contributions. The procedure for valuing

noncash investments and the penalties for a
12
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partner’s failure to invest and maintain the agreed

amount of capital.

4) A complete specification of the profit or loss
distribution, including salaries, interest on capital
balances, bonuses, limits on withdrawals in
anticipation of profits, and the percentages used
to distribute any residual profit or loss

5) Procedures wused for changes in the
partnership, such as admission of new partners
and the retirement of a partner.

6) Other aspects of operations the partners
decide on, such as the management rights of
each partner, election procedures, and accounting
methods.

7) Insurance on the lives of partners, with the
partnership or surviving partners named as
beneficiaries.

8) Provision for liquidation of the partnership at
the end of the term specified in the contract or at

the death or retirement of a partner.

13
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Each partner should sign the partnership

agreement to indicate acceptance of the terms. A
carefully prepared partnership agreement can
eliminate many of the more common types of
problems and disputes that may arise in the

partnership’s future operations.

14
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Actually, partnerships have several features or
characteristics that distinguish them from other forms

of business organizations.

1.3.1 Limited Life:
A partnership legally terminates as a business entity

each time there is a change in membership. This
legal termination is called “dissolution of the
partnership.” Most partnerships encompass
provisions in their articles of copartnership for
changes in membership so that the business is not
interrupted. These provisions provide procedures for
electing new partners and for valuing a partner's
capital balance at the time of death or retirement,
thus ensuring continued business operations during
the period of change. The most common causes of
partnership’s dissolution are the death, retirement,
bankruptcy, or incapacity of a partner. As mentioned
in the previous sections, the admission of a new
partner to the partnership legally dissolves the

former partnership and establishes a new one.

15
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1.3.2 Ease of Formation:

In contrast with a corporation, partnership may be
created by an oral or a written contract between two
or more persons, or may be implied by their
conduct. This advantage of convenience and
minimum cost of formation of a partnership in some
cases may be offset by certain difficulties inherent in

such an informal organizational structure.

1.3.3 Co-Ownership of Partnership Assets and
Earnings:

When individuals invest assets in a partnership, they
retain no claim to those specific assets but acquire
ownership equity in net assets of the partnership.
Every member of a partnership also has an interest
in partnership earnings; in fact, participation in
earnings and losses is one of the tests of the

existence of a partnership.

1.3.4 Agency Relationship (Mutual Agency):
As mentioned above, each partner is a co-owner of

the partnership assets and liabilities. So, creditors

view each partner as an agent of the partnership

16
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capable of transacting business in the partnership’s

name. consequently, any partner can bind or oblige
the partnership when acting within the scope of the
partnership activities. for example, partner A can sign
a lease in the partnership name even though the
articles of co-partnership specify that only partner B
may sign leases. The partnership is still bound by the
lease because the other party to the lease can
assume or commit mutual agency of each partner.
Any legal remedy is strictly between partners A and
B.

Accordingly, each partner has the authority to act
for the partnership and to enter into contracts on its
behalf. However, acts beyond the normal scope of
business operations, such as the obtaining of a bank
loan by a partner, generally do not bind the
partnership unless specific authority has been given

to the partner to enter into such transactions.

17
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It was discussed that a partnership is an
unincorporated business owned by two or more
partners. A partnership often is referred to as a firm,
enterprise, company, and so on.

Practically and in order to satisfy the various
needs of different groups of investors interested in
the investment fields, different types of partnerships
have been developed. The term partnership actually
includes three distinct types of organizations: general
partnerships, limited partnerships, and limited liability
partnerships (Meigs, 1996; Larsen, 2000; and Baker,
Lembke, and King, 2005).

1.4.1 General Partnerships:
The general partnership is the traditional form of

partnership, in which all partners have unlimited
personal liability for unpaid debts of the partnership.
In a general partnership, each partner has rights
and responsibilities similar to those of a sole
proprietor. For instance, each general partner can

withdraw cash and many other assets from the

18
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business at will, except real estate, as title to real

estate is held in the name of the partnership and,
accordingly, cannot be sold or withdrawn by any
partner at will.

Furthermore, each partner has the full “authority
of an owner” to negotiate contracts binding upon the
business. This concept is called mutual agency (4 )
i f A jadl 4wl ), Hence, every partner also
has unlimited personal liability for the debts of the
firm.

Aggregating the characteristics of unlimited
personal liability and mutual agency makes a general
partnership a potentially dangerous form of business
organization. For example, assume that you enter
into a general partnership with Sami Ahmed. You
agree to split (distribute) profits and losses “50-50".
While you are on vacation, Sami commits the
partnership to a contract that it simply does not have
the resources to complete. Your firm’s failure to
complete the contract causes large financial losses
to the customer. The customer sues or appeals

19
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(3o adp o =W) your firm and is awarded a

judgment of L.E.5,000,000 by the court.

Sami has few financial resources and declares
personal bankruptcy (u«24). The holder of the
judgment against your firm can hold you personally
liable for the whole L.E.5,000,000. The fact that you
and Sami agreed to appropriate everything “50-50”
does not lessen or minimize your personal liability to
your firm’s creditors. You may have a legal claim
against Sami for his half of the debt, but so what?
Sami is bankrupt.

To sum up, general partnerships involve the same
unlimited personal liability as sole proprietorships.
Such risk is intensified, however, because you may
be held financially responsible for your partner's

actions, as well as for your own.

1.4.2 Partnerships That Limit Personal Liability:
The modified forms of partnerships include “limited”

partnerships and “limited liability” partnerships.

The purpose of these modified forms of partnerships

20
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iIs to place limits upon the potential liability of

individual partners.

1.4.2.1 Limited Partnerships:
A limited partnership (e« 4uasil 45,4 has one or

more “general partners”, and also one or more
‘limited partners”. The general partners are partners
in the traditional sense or meaning, with unlimited
personal liability for the debts of the business, and
also the right to make managerial decisions.

The limited partners are basically “passive or
silent partners”. Silent or passive partners ( S,
us=sdl) share in the profits of the business, but they
don’t participate actively in management and are not
personally liable fore debts of the business. Thus, if
the firm “goes under” or sinks, the losses incurred by
the limited partners are “limited” to the amounts
they have invested in the business.

For example, Pyramids, the professional football
team, is organized as a publically owned limited
partnership. This means you can easily purchase a
partnership interest in the team. As one of the limited

21
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partners, you can participate in all distributions of the

team’s profits. But you cannot make management
decisions: You can't hire players, send in plays, or
fire the head coach. On the other hand, if the
Pyramids cannot pay their bills, the team’s creditors
won’t come after you.

In the past, limited partnerships were widely used
for various “investment ventures” ( 3_<bwll & L)
4 badl i) such as drilling for oil, developing
real estate, or making a motion picture. These
businesses often lost money-at least in the early
years; if they were profitable, the profits come in later
years. For such ventures, the limited partnership
concept had great appeal to investors. Limited
partner’s financial risk was limited to the amount of

their equity investment.

1.4.2.2 Limited Liability Partnerships:
A limited liability partnership ((f-siae palid/ 45 is

a relatively new form of business organization. Over
the years, many professional partnerships have

grown in size. Several public accounting firms, for

22
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example, now have thousands of partners and

operate in countries all over the world. Also, lawsuits
against professional firms have increased greatly in
number and in pound amount. To prevent these
lawsuits from bankrupting ‘innocent’ partners, the
concept of the limited liability partnership has
emerged. In this type of partnerships, each partner
has unlimited personal liability for his or her own
professional activities, but not for the actions of other
partners. Unlike a limited partnership, all of the
partners in a limited liability partnership may
participate in management of the firm.

Many public accounting and other professional
services now have the letters LLP after the name of
their partnership. The LLP means that the
partnership is a limited liability partnership. The
limited liability partnership provides that the partners
are not personally liable for any debt, obligation, or
liability that chargeable to the partnership. Also, the
partners are still liable up to the amount of their

23
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capital accounts, but their personal assets are

protected from the partnership’s creditors.

24
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The individual partners must agree to the percentage
of equity that each will have in the net assets of the
partnership. In general, the capital balance is
determined by the proportionate share of each
partner’'s capital contribution. For example, if A
contributes 60% of the net assets in a partnership
with B, then A will have a 60 percent capital share
and B will have a 40 percent capital share.

In recognition of intangible factors, such as a
partner's special expertise or necessary business
connections, however, partners may agree to any
proportional division of capital. Therefore, before
recording the initial capital contribution, all partners
must agree on the valuation of the net assets and on
each partner’s capital share.

In the real world, when a partner contributes his or
her capital share, he/she may introduce cash
amount, cash and other assets, or a sole

proprietorship (both assets and liabilities).

25
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lllustration _of Accounting for Partnership
Formation:

As discussed previously, accounting in a partnership

Is similar to that in a sole proprietorship, except that
separate capital accounts are maintained for each
partner. These capital accounts show for each
partner the amounts invested, the amounts
withdrawn, and the appropriate share of partnership
net income. Hence, each partner is provided with a
history of his or her equity in the firm.

Separate drawing accounts also are maintained
for each partner. These drawing accounts are
debited to record all withdrawals of cash or other
assets including the use of partnership funds to pay a
partner’s personal debts.

[llustration 1.1:
To illustrate the opening entries for a newly formed

partnership, assume that on January 1, 2020,
Hassan and Husain, who operate competing retalil
stores, decide to form a partnership by consolidating
their two businesses. A capital account will be
opened for each partner and credited with the agreed

26
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valuation of the net assets (total assets less total

liabilities) that the partner contributes.

Instructions:
Prepare the journal entries to open the accounts of

the partnership of Hassan and Husain.

Solution

Journal entries:

27
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Additional Investments:
Assume that after five months of operation, the

organization is in need of more cash, and the
partners make additional investments of L.E.100,000

each on June 1. These additional investments are

credited to the capital accounts as presented below:

lllustration 1.2:
Alaa, a sole proprietor, has been developing software

for several types of computers. The business has the

following account balances as of December 31, 2019
(L.E.):

Alaa needs additional technical assistance to

meet the increasing sales and offers Basim an
28
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interest in the business. Alaa and Basim agree to

form a partnership. Alaa’s business is audited, and
its net assets are appraised. The audit and appraisal
disclose that L.E.20,000 of liabilities has not been
recorded, inventory has market value of L.E.180,000,
and the equipment has a fair value of L.E.380,000.

On January 1, 2020, Alaa and Basim prepare and
sign articles of copartnership that include all
significant operating polices. Basim will contribute
L.E.200,000 cash for a one-third (4) capital interest.
The AB Partnership is to acquire all of Alaa’s
business and assume its debts.

Instructions:
1- Prepare the journal entry to record the initial

capital contribution on the partnership’s books, and

the journal entry to close Alaa’s business records.

2- Prepare the opening balance sheet of AB
Partnership on January 1, 2020.

29
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1. Journal entries:

30
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2. Opening Balance Sheet of AB Partnership:

Basic Observations from lllustration:
1) Note that the partnership is an accounting entity

separate from each of the partners and that the
assets and liabilities are recorded at their market
values at the time of contribution. No accumulated
depreciation is carried forward from the sole
proprietorship to the partnership. All liabilities are

recognized and recorded.

31
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3) Each partner’s capital amount recorded does not
necessarily have to equal his or her capital
contribution. The partners could decide to divide

the total capital equally regardless of source of the

contribution.  FORINEXampIEINalRGUGRNNAISE
remaining L.E.300,000 as a capital credit. On the

surface this may not seem to be a reasonable
action by Alaa, but is possible that Basim has
some particularly important business experience
needed by the partnership and Alaa agrees to the
additional credit to Basim in recognition of his
experience and skills. The key point is that the
partners may allocate the capital contributions in

any manner they desire. The accountant must be

32
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sure that all partners agree to the allocation and

then record it accordingly.

Key Accounting Practices in Partnerships:
In most respects, partnership accounting is similar to

that in a sole proprietorship, except there are more
owners. Accordingly, a separate capital account,
drawing account, and current account is maintained
for each partner.

Partnerships, like sole proprietorships, recognize
no salaries expense for services provided to the
enterprise by the partners. Amounts paid to partners
are recorded by debiting the partner's drawing
account.

The statement of owner’s equity is replaced by a
statement of partners’ equity, which shows
separately the changes in each partner's capital
account. In some cases, especially in firms with a
large number of partners, this statement is
condensed to show only the changes in total
partners’ equity. A typical statement of partners’

equity appears below:
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1.6 Questions:

CONCEPTUAL QUESTIONS:
1. What are the two factors that make ownership of

an interest in a general partnership particularly risky?
a. Mutual agency and unlimited personal liability.

b. Limited life and unlimited personal liability.

c. Limited life and mutual agency.

d. Double taxation and mutual agency.

2. Which of the following types of business owners
do not take an active role in the daily management of
the business? (Indicate all correct answers.)

a. General partners.

b. Limited partners.

c. Sole proprietors.

d. Stockholders in a publicly owned corporation.

3. What is meant by the term mutual agency?

4. Distinguish among a general partnership, a limited
partnership, and a limited liability partnership.

5. Which form of partnership would be most

appropriate for law practice? Explain.

35
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EXERCISES AND PROBLEMS:

making a general journal entry to record the

investment by Douglas.
POELLLLLLLLELLLLLLLLLLLLLLLEE
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(2) The partnership of Effendi and Pasha was formed

on January 1, 2020, when Mira Effendi and Dinah
Pasha agreed to invest equal amounts and to share
profit and losses equally. The investment by Effendi
consists of L.E.300,000 cash and an inventory of
merchandise valued at L.E.560,000.

Pasha also is to contribute a total of L.E.860,000.
However, it is agreed that her contribution will consist
of the following assets of her business along with the
transfer to the partnership of her business liabilities.
The agreed values of the various items as well as
their carrying values on Pasha’s records are listed
below. Pasha also contributes enough cash to bring
her capital account to L.E.860,000.

Investment by Pasha
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Instructions:
a. Prepare general journal entries to record the

investments of Effendi and Pasha in the new
partnership.

b. Prepare the beginning balance sheet of the
partnership on January 1, 2020, reflecting the

above transfers to the firm.

LLLLLLLLLLLLLLLLLLLLLLLLLVO
(3) On January 1, 2020, Samira and Samar agreed

to establish general partnership of L.E.700,000 as
initial investments (S&S Partnership). Capital shares
for Samira and Samar are L.E.400,000 and
L.E.300,000, respectively. They decided to transfer
their sole proprietorships to be a one new
partnership. Balance sheet of each of their sole
proprietorships was as follows:

Assets Liabilities & O. Equity
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They agreed to transfer all the above balances to

the S&S Partnership and accepted values disclosed
in the above balance sheets. They agreed also to
pay or withdraw any difference between the
presented net assets and the agreed shares of
capitals.

Instructions:
1. Prepare the journal entry to record the initial

capital contribution on the partnership’s books,
and the journal entry to close Samira’s business
records.

2. Prepare the opening balance sheet of S&S

Partnership on January 1, 2020.
CLLLLLLLLLLLLLLLLLLLLLLLLEE
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CHAPTER TWO

ACCOUNTING FOR OPERATIONS
OF A PARTNERSHIP

Practically, like sole proprietorship, a partnership
provides services or sells products in pursuit of profit.
These transactions are recorded in the appropriate
journals and ledger accounts. Many partnerships use
accrual accounting and generally accepted
accounting principles to keep their books because
GAAP result in better measures of income than
alternative accounting methods such as the cash
basis or modified cash basis.

Partnership financial statements are prepared for
the partners and occasionally for partnership
creditors. Accountants often encourage the use of
GAAP for financial statements purposes because the
partners may then compare the partnership’s
financial statements with those of other business
firms (Baker, Lembke, and King (2005).
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Accounting for partnership differs from accounting for
a single proprietorship or a corporation with
regarding the sharing of net income and losses and
the maintenance of the partners’ ledger accounts.
Although it could be possible to maintain partnership
accounting records with only one ledger account for
each partner, the common application or practice is
to keep a group of accounts.

The partnership may maintain several accounts
for each partner in its accounting records. These
partnership accounts consist of (1) capital accounts,
(2) drawing or personal-current- accounts, and (3)
accounts for loans to and from partners. These

partners’ accounts are as follows:

The initial investment of a partner, any subsequent
capital contributions, profit or loss distributions, and
any withdrawals of capital by the partner are
ultimately recorded in the partner’s capital account.

The original investment by each partner is recorded
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by debiting the assets invested, crediting any

liabilities assumed by the partnership, and crediting
partner’s capital account with current fair value of the
net assets invested. On occasion, a partner’s capital
account may have a debit balance, called a
deficiency or sometimes termed a deficit, which
occurs because the partner's share of losses and
withdrawals exceeds his or her capital contribution
and share of profits. A deficiency is usually
eliminated by additional capital contributions. The
balance in the capital account represents the

partner’s share of the partnership’s net assets.

Generally, partners make withdrawals of assets from
the partnership during the year in anticipation of
profits. A separate drawing account often is used to
record the periodic withdrawals and is then closed to
the partner’s capital account at the end of the period.
For example, the following entry is done in the H&H
Partnership’s books for a L.E.15,000 cash withdrawn
by Hassan on May 1, 2020:

45



Partnership Accounting Dr. A.A. Rawy

Noncash drawings should be valued at their
market values at the date of the withdrawal. A few
partnerships make an exception to the rule of market
value for partners’ withdrawals of inventory. They
record withdrawals of inventory at cost, by which not

recording a gain or loss on these drawings.

Partnership may look to its present partners for
additional financing. This is considered a loan rather
than an increase in the partner’s capital account
balance. This transaction is recorded by a credit to
Loans Payable to Partners and generally is
accompanied by the issuance of a promissory note.
Conversely, a partner may receive cash from the
partnership with the intention of repaying this
amount. Such a transaction may be debited to the
Loans Receivable from Partners ledger account
46



Partnership Accounting Dr. A.A. Rawy
rather than to the partner’'s drawing account. Loans

receivable from partners are displayed as asset in
the partnership balance sheet and loans payable to
partners are displayed as liabilities.

Any loans between a partner and the partnership
should always be accompanied by proper loan
documentation. Unless all partners agree otherwise,
the partnership is obligated to pay interest on the
loan to the individual partner for loan payable. On the
contrary, interest is not required to be paid on capital
investments unless the partnership agreement states
that capital interest is to be paid. The partnership
records interest on loans payable as an operating
expense. On the other hand, the interest income is
recognized on the partnership’s income statement
concerning loans receivable. The following journal

entry is made to record a L.E.20,000, 10%, one-year

loan from Husain to the partnership on July 1, 2020:
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The loan payable to Husain is recorded in the

partnership’s balance sheet. A loan from a partner is
a related-party transaction for which separate
footnote disclosure is required, and it must be
reported as a separate balance sheet item, not
included with other liabilities.

If a substantial unsecured loan has been made by
a partnership to a partner and repayment appears
doubtful, it is appropriate to offset the receivable

against the partner’s capital account balance.

In practice, partners’ capital accounts can be
maintained either on fixed capital system, or
fluctuating (changing) capital system.

Fixed Capital System:
In case of a fixed capital system, there are two

accounts for each partner:
a) Partner’s Capital Account.
b) Partner’s Current Account
The capital account for each partner remains year
by year at the figure of capital put into the firm by the

partners. The partner's capital account is credited
48
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with the original amount of capital introduced by the

partner into the business. It is to be credited
subsequently with extra capital introduced by the
partner or debited with the amount of capital
permanently withdrawn by the partner. No other
adjustments are made in this account.

The partner’s current account is maintained for
making all entries relating to interest, share of profit,
drawings, etc. Accordingly, the profits, interest on
capital and the salaries to which the partner may be
entitted are then credited to a separate current
account for the partner, and the drawings and
interest on drawings are debited to it. The balance of
the current account at the end of each financial year
will then represent the amount of undrawn (or
withdrawn) profits. A credit balance will be undrawn
profits, while a debit balance will be drawings in
excess of the profits to which the partner was
entitted. The balance in this account will go on
fluctuating but the balance of the capital account will

remain fixed.
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Fluctuating Capital System:
In case of fluctuating capital system, there is only

one account for each partner. This account is termed
as capital account. All entries relating to initial capital,
drawings, interest, profit etc. are made in this
account. The balance in the capital account,

therefore, goes on fluctuating.
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2.3 Allocation Profit or Loss to Partners:
In the business world, a wide range of profit

distribution plans is found. Some partnerships have
straightforward distribution plans; others have
extremely complex ones. It is the accountant’s
responsibility to distribute the profit or loss according
to the partnership agreement regardless of how
simple or complex that agreement is. A profit
distribution is similar to dividends for corporation:
These distributions should not be included in the
income statement (or profit & loss account)
regardless of how the profit is distributed. Profit
distributions are recorded directly into the partner’s
personal account (whether capital or current
account), not as expense items.

The many possible plans for sharing of net income
or loss among partners of a partnership may include
the following categories:

(1) Equally, or in some other ratio.
(2) In the ratio of partners’ capital account

balances on a particular date, or in the ratio of
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3)

(4)

(5)
(6)

average capital account balances during the
year.

Allowing interest on partners’ capital account
balances and dividing the remaining net
income or loss in a specified ratio.

Allowing salaries to partners and dividing the
resultant net income or loss in a specified ratio.
Bonus to managing partner based on income.
Allowing salaries to partners, allowing interest
on capital account balances, and dividing the
remaining net income or loss in a specified

ratio.

The alternative income-sharing plans emphasize

that the value of personal services rendered by

individual partners may vary widely, as may the

amounts of capital invested by each partner. The

amount and quality of managerial services rendered

and the amount of capital invested often are

important factors in the success or failure of a

partnership. Therefore, provisions may be made for

salaries to partners and interest on their respective
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capital account balances as a preliminary step in the

division of income or loss. Any remaining income or
loss then may be distributed in a specified ratio.
Another factor affecting the success of a
partnership may be that one of the partners has large
personal financial resources, thus giving the
partnership a strong credit rating. Similarly, partners
who are well known in a profession or an industry
may contribute importantly to the success of the
partnership even though they may not participate
actively in the operations of the partnership. These
two factors may be incorporated in the income-
sharing plan by carful selection of the ratio in which
any remaining net income or loss is divided (Larsen,
2000).
Most partnerships use one or more of the
following distribution methods:
1. Preselected ratio.
2. Interest on capital balances.
3. Salaries to partners.
4. Bonuses to partners.
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Preselected Ratio:
Preselected ratios are usually the result of

negotiations between the partners. Ratios for profit
distributions may be based on the percentage of total
partnership capital, time and effort invested in the
partnership, or a variety of other factors. Smaller
partnerships often split or distribute profits evenly
among the partners. Furthermore, some partnerships
have different ratios if the firm suffers a loss rather
than earns a profit. The partnership form of business
allows a wide selection of profit distribution ratios to
meet the partner’s individual desires.

For example, suppose the capitals were Al
L.E.200,000 and Peter L.E.100,000, many people
would share the profits in the ratio of two-thirds to
one-third, even though the work to be done by each
partner is similar. A look at the division of the first few

years’ profits on such a basis would be:
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compensating for the investment of extra capital, the
concept of interest on capital was introduced or
devised.

Interest on Capital Balances:
Distributing partnership income based on interest on

capital balances recognizes the contribution of the

partners’ capital investments to the partnership’s

profit-generating capacity. This interest on capital is

not an expense of the partnership; it is a distribution

of profits. If the work to be done by each partner is of

equal value but the capital contributed is unequal, it
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is equitable to grant interest on the partners’ capitals.

This interest is treated as a deduction prior to the
calculation of profits and their distribution according
to the profit-sharing ratio.

The rate of interest is a matter of agreement
between the partners, but it should theoretically
equal the return which they would have received if
they had invested the capital elsewhere. Taking Ali &
Peter again, but sharing the profits equally after

charging 5% annual interest on capital, the

appropriation of profits would become:
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Salaries or Bonuses to Partners:
If one or more of the partners’ services are important

to the partnership, the profit distribution agreement
may provide for salaries or bonuses. For example,
one partner may have more responsibility or tasks
than the others. As a reward for this, rather than
change the profit and loss sharing ratio, he/she may
have a salary which is deducted before sharing the
balance of profits. Again, these salaries paid to
partners are a form of profit distribution, not an
expense of the partnership.

Interest on Drawings:
It will obviously be in the best interests of the

business if cash is withdrawn from the partnership by
the partners in accordance with the two basic
principles of (Wood, 1993):

a. As little as possible.

b. As late as possible.
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The more cash that is left in the business the

more expansion can be financed. To deter or prevent
the partners from taking out cash, partners can be
charged interest on each withdrawal, calculated from
the date of withdrawal to the end of the financial
year. The amount charged to them helps to swell or
inflate the profits distributable between the partners.
Suppose that Ali and Peter have decided to charge
interest on drawings at 5% annually, and that their
yearend was 31 December. The following drawings

are made:

The amount of profit may be arrived at after

making adjustments for interest on capital, interest

on drawings, and salaries to partners. The profit or
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loss distribution is recorded with a closing entry at

the end of each period. The revenue and expenses
are closed into an income summary account. In the
following examples, an income summary account is
used, the balance of which is net income or net loss
after the revenue and expense accounts are closed
and before the income or loss is distributed to the
partners’ personal accounts.

The entries for each one of the distribution items

will be as follows:

[llustration 2.1:
During 2020, the A&B Partnership earns L.E.90,000

of revenue and incurs L.E.70,000 in expenses,

leaving a profit of L.E.20,000 for the year. Amine
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maintains a capital balance of L.E.40,000 during the

year, but Baker’s capital investment varies during the

year as follows:

Calculating Profit Sharing Ratio:
The partners agree to share profits or losses in the

ratio of 60% to Amine and 40% to Baker (this ratio is

specified as 3:2). The following schedule illustrates
how the net income is distributed using a 3:2 profit

sharing ratio:
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This schedule shows how net income is distributed to

the partners’ capital accounts. The actual
appropriation is accomplished by closing the Income
Summary account. Additionally, the drawing
accounts are closed to the personal accounts (capital

or current accounts) at the end of the period.

Calculating Interest on Capital Balances:

As stated earlier, the articles of copartnership may
provide for interest to be credited on the partners’
capital balances as part of the distribution of profits.
The rate of interest is often a stated percentage.

Again, interest calculated on partners’ capital is not
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an expense of operating the business. The

calculation is made after net income is determined in
order to decide how appropriate the income. Special
caution must be exercised whenever interest on
capital balances is encompassed in the profit
appropriation plan. For instance, the amount of the
distribution can be significantly different depending
on whether the interest is calculated on opening
capital balances, closing balances, or average capital
balances for the period.

Most terms for interest on capital determine that a
weighted-average capital should be used. This
method explicitly recognizes the time span for which
each capital level is maintained during the period.

Accordingly, Baker's weighted-average capital

balance for 2020 is calculated as follows:
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If Amine and Baker agreed to allow interest of

15% on the weighted-average capital balances with
any remaining profit to be divided in the 60:40 ratio,

the appropriation of [RENRE20,0007profit would be

calculated as follows:

Calculating Salaries:
As stated earlier, salaries to partners are often

included as part of the profit appropriation plan to
recognize and reward for differing amounts of
personal services provided by partners to firm. A
general concept of partnership accounting is that
salaries to partners are not operating expenses but
are part of the profit distribution plan. This approach

or concept is closely related to the proprietary
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concept of owner's equity. According to the

proprietary theory, the proprietor invests capital and
personal services in pursuit of income. The earnings
are a result of those two investments.

Logically, the same idea applies to the partnership
form of organization. Some partners invest capital
while others invest personal time. Those who invest
capital are typically compensated with interest on
their capital balances; those who invest personal
time are rewarded with salaries. Nevertheless, both
interest and salaries are a result of the respective
investments and are used not in the determination of
income but in the determination of the proportion or
division of income to credit to each partner’s personal
account (capital or current account).

On the other hand, an interesting question arises
if the partnership experiences losses. Can salaries to
the partners during the year be treated as a
distribution of profits? Although any amounts actually
paid to partners during the year are really drawings
made in anticipation of profits, the agreed salary
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amounts usually are added to the loss and that total

Is then distributed to the partners’ capital or current
accounts.

To examine partnership salaries, assume that the
partnership agreement provides for salaries of
L.E.4,000 to Amine and L.E.10,000 to Baker. Any
residual is to be distributed in the profit and loss-

sharing ratio of 60:40 percent. The profit distribution

Is computed as below:

Calculating Bonuses:
Sometimes, bonuses are used as a means of

providing additional compensation to partners who
have provided services to the partnership. Bonuses
are typically stated as a percentage of income either
before or after the bonus. Sometimes the partnership
agreement requires a minimum income to be earned

before a bonus is calculated. The bonus is easily
65



Partnership Accounting Dr. A.A. Rawy
calculated by deriving and solving an equation. For

instance, a bonus of 10% of income in excess of
L.E.10,000 is to be credited to Baker’'s personal
account before appropriating the remaining profit.

Case (1): The bonus is computed as a percentage of

income before subtracting the bonus. Accordingly,

the bonus is calculated as follows:

Case (2): The bonus is calculated as percentage of
income after subtracting the bonus. Accordingly the

bonus is computed as follows:

66



Partnership Accounting Dr. A.A. Rawy
The distribution of net income based on Case (2) is

calculated as follows:

Multiple Bases of Profit Allocation:
In the real world, a partnership agreement may

provide a combination of several allocation

procedures to be used to distribute profit. For

example, the profit and loss agreement of the A&B

Partnership specifies the following allocation method:

1. Interest of 15% on weighted-average -capital
balances.

2. Salaries of L.E.4,000 for Amine and L.E.10,000 for
Baker.

3. A bonus of 10% to be paid to Baker on
partnership income exceeding L.E.10,000 before
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subtracting the bonus, partners’ salaries, and

interest on capital balances.

4. Any residual to be allocated in the ratio of 60% to

Amine and 40% to baker.

The partnership agreement should also contain a
provision to determine the allocation process in the
event that partnership income is not sufficient to
satisfy all allocation procedures. Some partnerships
specify a profit distribution to be followed to whatever
extent is possible. Most agreements specify that the
entire process is to be completed and any residual is

to be allocated in the profit and loss ratio as

illustrated in the following schedule:

68



Partnership Accounting Dr. A.A. Rawy

In this case, the first two distribution steps created
a deficiency. The A & B partnership agreement
provided that the entire profit allocation process must
be completed and any deficiency distributed in the
profit and loss ratio. A partnership agreement could
specify that the profit distribution process stop at any
point in the event of any operating loss or the
creation of a deficiency.

[llustration 2.2:
Ant & Bee Partnership has a net income of

L.E.300,000 for the year ended December 31, 2020,

the first year of operations. The partnership contract

provides that each partner may withdraw L.E.5,000
cash on the last day of each month; both partners did
so during 2020. the drawings are recorded by debits
to the partners’ drawing accounts and are not a
factor in the division of net income or loss; all other
withdrawals, investments, and net income or loss are

entered directly in the partners’ capital accounts.
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Partner Ant invested L.E.400,000 on January 1,

2020, and an additional L.E.100,000 on April 1.
Partner Bee invested L.E.800,000 on January 1, and
withdrew L.E.50,000 on July 1. These transactions
and events are summarised in the following Capital,

Drawings, and Income Summary ledger accounts:

The net income of L.E.300,000 for Ant & Bee

Partnership is transferred by a closing entry on

December 31, 2020, from the Income Summary
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ledger account to the partners’ capital accounts, and

also the drawing accounts are closed to the partners’

capital accounts, by the following journal entries:

After the drawing accounts are closed, the

balances of the partners’ capital accounts show the
ownership equity of each partner on December 31,
2020. If Ant & Bee Partnership has a net loss of, for
example, L.E.200,000 during the vyear ended
December 31, 2020, the Income Summary ledger
account would have a debit balance of L.E.200,000.
This loss would be transferred to the partners’ capital

accounts-or current accounts- by a debit to each
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capital account for L.E.100,000 and a credit to the

Income Summary account for L.E.200,000.

Allocation of Earnings in _Ratio of Partners’
Capital Account Balances:
Allocation of partnership net income in proportion to

the capital invested by each partner is most likely to
be found in partnerships in which substantial
investment is the principal ingredient for success. To
avoid controversy, it essential that the partnership
contract specify whether the income-sharing ratio is
based on (1) the original capital investments, (2) the
capital account balances at the beginning of each
year, (3) the balances at the end of each year (before
the distribution of net income or loss) or (4) the
average balances during each year.

Assume that the partnership contract of Ant & Bee

Partnership stipulates for division of net income in

the ratio of original capital investments. The net
income of L.E.300,000 for 2020 is distributed as

follows:
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Assume that the net income is allocated in ratio of

capital account balances at the end of the year
(before drawings and the distribution of net income),
the net income of L.E.300,000 for 2020 is divided as

follows:
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2.4 Partnership Financial Statements:
For accounting purposes, a partnership is a separate

reporting entity. If the sales, stock and expenses of
partnership were exactly the same as that of a sole
trader, then the trading and profit and loss account
(income statement) would be identical with that as
prepared for the sole trader. Nevertheless, a
partnership would have an extra section shown
under the profit and loss account. This section is
called the Profit and Loss Appropriation Account,
and it is in this account that the distribution of profits
IS shown.

The three financial statements-income statement
(or trading and profit and loss account), balance
sheet, and statement of cash flows-typically are
prepared for the partnership at the end of each
reporting period. In addition to the three principal
financial statements, a statement of partners’
capital (equity) is usually prepared to show the
changes in the partners’ capital accounts for the

period.
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Income Statement:
Sometimes explanations of the distribution of net

income (or loss) among partners may be included in
the partnership’s income statement or in a note to the
financial statements. Such information is referred to
as the division of net income section of the income
statement. Accordingly, the income statement for a
partnership differs from that of a sole proprietorship
in only one respect: a final section may be added to
show the allocation of the net income among the

partners, as illustrated below for the partnership of

Basil & Waal, for the year ended December 31,
2020:

75




Partnership Accounting Dr. A.A. Rawy

Statement of Partners’ Capital:
Partners and other users of partnership financial

statements generally want a complete explanation or
picture of the changes in the partners’ capital
accounts each year. To meet this requirement, a

statement of partners’ capital is prepared. For

example, the statement of partners’ capital for the
A&B Partnership for 2020 is a follows:

[llustration 2.3:
Beginning balances in the partners’ capital accounts

were Adam, L.E.160,000, and Eve, L.E.40,000. At

year-end, the Income Summary account showed a

credit balance of L.E.96,000, representing the net
income for the year. The net income will be

distributed in the light of the following assumptions:
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1. Salaries to Partners, with Remainder in a Fixed
Ratio:

Because partners often contribute different amounts

of personal services, partnership agreements often

provide for partners’ salaries as a factor in the

distribution of profits.

IEN210000ANaNGIVERIYEaR Accordingly, the profit-

and-loss sharing agreement should also determine a
fixed ratio for allocating any profit or loss remaining
after giving consideration to the agreed-upon salary
allowances. It is assumed that Adam and Eve agree
to divide any remaining profit or loss equally.

The appropriation of the L.E.96,000 in partnership
net income between Adam and Eve is illustrated in
the following schedule. The first procedure is to
divide to each partner his or her agreed-upon salary

allowance.

77



Partnership Accounting Dr. A.A. Rawy

=

The amount of cash or other assets that a partner
withdraws from the partnership may be greater than
or less than the partner’s salary allowance. Even if a
partner decides to withdraw an amount of cash equal
to his or her “salary allowance,” the withdrawal
should be recorded by debiting the partner’s drawing
account, not by debiting an expense account.
Salary allowances to partners should not be recorded

as expenses of the business.
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2. Interest Allowances on Partners Capital, with
Remainder in a Fixed Ratio:
For example, assume that Adam and Eve agree that

both partners are to be allowed interest at 15% on
their beginning capital balances, with any remaining

profit or loss to be distributed equally. Net income to

be divided is L.E.96,000, and the opening capital
balances are Adam, L.E.160,000, and Eve,
L.E.40,000.
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3. Salary Allowances, Interest on Capital, and
Remainder in a Fixed Ratio:

4. Authorized Salary and Interest Allowance in
Excess of Net Income:
Suppose that the net income had been only

L.E.30,000. If the partnership agreement provides for
salaries and interest on invested capital, these
provisions are to be followed even though the net
income for the year is less than the total of the
authorized salaries and interest. If the net income of
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the partnership of Adam and Eve amounted to only

L.E.30,000, this amount would be allocated as shown

below:

.,
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2.5 Questions:
(1) The partnership agreement of Jud and Hood has

the following provision:

a. The partners are to earn 8% interest on the
average capital.

b. Jud and Hood are to earn salaries of L.E.35,000
and L.E.25,000, respectively.

c. Any remaining income or loss is to be divided
between Jud and Hood in a 60-40 ratio.

d. Jud’s average capital is L.E.100,000, and Hood’s
is L.E.60,000.

Instructions:
Prepare an income distribution schedule assuming

the income of the partnership is (1) L.E.100,000 and
(2) L.E.40,000.

LLLLLLLLLLLLLLLLLLLLLLLLLEE
(2) West and East are partners. Their capital

accounts during 2020 were as follows:
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Partnership net income is L.E.100,000 for the year.

The partnership agreement provides for the division

of income as follows:

1. Each partners is to be credited 8% interest on his
or her average capital.

2. Any residual income or loss is to be divided
equally.

Instructions:

Prepare an income appropriation plan.
LLELLLLLLLLLLLLLLLLLLLLLLVO
(3) The income statement for the Apple & Orange

Partnership for the year ended December 31, 2020,

follows:
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Additional Information for 2020:

1.

Apple began the year with a capital balance of
L.E.81,600.

Orange began the year with a capital balance of
L.E.224,000.

On April 1, Apple invested an additional
L.E.30,000 into the partnership.

On August 1, Orange invested an additional
L.E.40,000 into the business the partnership.
Throughout 2020, each partner withdrew L.E.800
per week in anticipation of partnership net income.
The partners agreed that these withdrawals are
not to be included in the computation of average
capital balances for the purposes of income

distributions.

Apple and Orange have agreed to distribute

partnership net income according to the following

plan:
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Instructions:
1. Prepare a schedule that presents the division of

partnership net income for 2020. Show supporting
calculations in good form. Round to the nearest
pound.

2. Prepare the statement of partners’ capital at
December 31, 2020, supposing that fluctuating
capital method is adopted.

4. How would your answer to part 1 change if all the
provisions of the income distribution plan were the
same except that the salaries were L.E.60,000 to
Apple and L.E.70,000 to Orange?

LLLLLLLELELLLLLLELELLLLLLLLLLLO
(4) Sunday and Friday, both of whom are CPAs, form

a partnership, with Sunday investing L.E.200,000

and Friday, L.E.160,000. They agree to share net

income as follows:

1. Salary allowances of L.E.160,000 to Sunday and
L.E.120,000 to Friday.

2. Interest allowances at 15% of beginning capital

account balances.
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3. Any partnership earnings in excess of the amount

required to cover the interest and salary
allowances to be divided 60% to Sunday and 40%
to Friday.
The partnership net income for the first year of
operations amounted to L.E.494,000 before interest
and salary allowances.

Instructions:
Show how this L.E.494,000 should be divided

between the two partners. Use a three-column

schedule. List on separate lines the amounts of

interest, salaries, and the residual amount divided.
COOLLLLLLLLLLLLLLLLLLLLLLLVE
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CHAPTER THREE

CHANGES IN MEMBERSHIP OF THE
PARTNERSHIP

A partner’s interest often is considered a share in the
partnership that may be transferred, much as shares
of a corporation’s capital stock are transferred among
stockholders, without disturbing the continuity of the
partnership. Changes in the ownership of a
partnership raise a number of accounting and
managerial issues. Among these issues are the
setting of terms for admission of a new partner, the
possible revaluation of existing partnership assets,
the development of a new plan for the allocation of
net income or loss, and the determination of the
amount to be paid to a retiring partner.

Of course, new partners are often a primary
source of additional capital or needed business
expertise. The legal structure of a partnership
requires that the admission of a new partner be

subject to the unanimous approval of the present
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partners. Additionally, public announcements are

typically made about new partner admission so that
third parties transacting business with the partnership

are aware of the partnership change.
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When a new partner is admitted to a firm of two or
three partners, it is appropriate to adjust the
partnership accounting records to restate the
carrying amounts of assets and liabilities to current

fair values before a new partner is admitted.

An individual may acquire a partnership interest
directly from one or more of the partners. In such
cases, the event is recorded by establishing a capital
account for the new partner and decreasing the
capital account balances of the selling partners by
the same amount. No assets are received by the
partnership; the transfer of ownership is a private
transaction between two or more partners. In other
words, in this type of transaction, cash or other
assets are exchanged outside the partnership, and
the only entry necessary on the partnership’s records
is a reclassification of the total capital of the
partnership.
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A concept used with some frequency is book

value. The book value of a partnership is simply
the total amount of the capital, which is also the
difference between total assets and total liabilities.
Book value is essential because it serves as a basis

for asset revaluations or goodwill recognition.

lllustration 3.1:
After operations and partners’ withdrawals during

2018 and 2019, A & B Partnership has a book value
of L.E.300,000 and profit percentages on January 1,

2020, as follows:

The following information describes the case:
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In this illustration, C’s 25% share of partnership
profits or losses is the same as his/her one-fourth
capital interest. These two percentage shares do not

have to be the same. Of course, a partner’s capital
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interest may change over time because of profit

distributions,  withdrawals  (fluctuating  capital
method), or additional investments in capital.
Additionally, C could have acquired his/her entire
capital interest directly from either partner. It is not
necessary that a new partner directly purchasing an
interest do so in a proportionate reclassification from
each of the prior partners.

On the other hand, the transaction is between C
and the individual partners and is not reflected on the
partnership’s records. The only entry in this case is to

reclassify the partnership capital. Both A and B

provide one-fourth of their capital to C, as follows:
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calculated as follows:

A and B could use the evidence from C’s
acquisition to revalue the partnership’s assets and
fully reflect the changes in values that have taken
place before the admission of C. Failure to do so
could result in C’s sharing proportionately in the
increases in value when the increases are realized.

For instance, if the partnership has land that is
understated or undervalued BYNIEEI60,000 that it
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sells after C is admitted to the partnership, C will

share in the gain on the sale according to the profit
ratio. To avoid this possible situation, some
partnerships revaluate the assets at the time a new
partner is admitted even if the new partner purchases
the partnership interest directly from the present
partners. In such situation, A and B could recognize
the increase in the value of the land immediately
before the admission of C and properly divide the

increase to their capital accounts in their 60:40 profit

ratios, as below:

EE60,000 fevaltiation)l The transfer of a one-fourth

capital to C is recorded as follows:
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A new partner may gain admission to acquire a share
of the partnership by investing in the business.
Accordingly, the total assets of the partnership and
partners’ capital will increase. For example, assume
that Wally and Yasser are partners in a partnership.
They share net profit or loss equally and that each
has a capital account balance of EE:300,000!
Assume also that the book value of the partnership
assets is approximately equal to current fair values
and that Zaid has land that might be used for
expansion of partnership operations. Wally and
Yasser agree to admit zaid to the partnership by
investment of the land; net profit or losses of the new
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firm are to be shared equally. Fheland'had costZaid

Practically, when a new partner invests in a

partnership, three cases can be observed:

First Case: The new partner’s investment equals the

partner’'s proportion (share) of the partnership’s
carrying amount (book value).
Second Case: The investment is for more than the

new partner's proportion of the partnership’s book
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value. In such a case, there is an indicator that the

partnership’s prior (before admission of a new
partner) net assets are understated (undervalued) on
the books or that unrecorded goodwill exists.

Third Case: The investment is for less than the new

partner’s share of the partnership’s book value. Such
case suggests that the partnership’s prior net assets
are overstated (overvalued) on its accounting records
or that the new partner may be contributing good will
in addition to other assets.

The preceding discussion can be summarized as

follows:
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lllustration 3.2:

First Case: Investment Equals Proportion of the
Partnership’s Book Value
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The amount of a new partner's investment is
usually the result of negotiations between the prior
partners and the prospective partner. The new
partner's investment is then a function of the
percentage of partnership capital being acquired. As
such, C must think that [N investment
required is a fair price for a one-fourth interest in the
resulting partnership; otherwise, he/she would not
make the investment decision.

After the amount of investment is agreed on, it is
possible to compute the new partner’s proportionate
book value. For a L.E.100,000 investment, C will

have a one-fourth interest in the partnership, as

calculated below:
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The following schedule shows the key concepts in

the First Case:
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Second Case: New Partner’s Investment More
than Proportion of the Partnership’s Book Value
In some occasions, a new partner may invest more in

an existing partnership than his or her proportionate
share of the partnership’s book value. This means
that the partner perceives some value in the
partnership that the accounting records do not
reflect. For instance, C invests L.E.110,000 for a
one-fourth capital interest in the ABC Partnership.
The first step is to compare the new partner’s
investment with the new partner’s proportionate book

value, as follows:
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Commonly, an excess of investment over the

respective book value of the partnership interest

implies that the partnership’s prior net assets are

undervalued or that the partnership has some

unrecorded goodwill. Three alternative accounting

treatments exist in this situation:

1. Revalue assets upward. Under this alternative:

a.

Asset book values are increased to their

market values.

. The prior partners’ capital accounts are

increased for their respective shares of the

increase in the book values of the assets.

. The partnership’s total resulting capital reflects

the prior capital balances plus the amount of
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asset revaluation plus the new partner's

investment.
2. Record wunrecognized goodwill. With this
method:

a. Unrecognized goodwill is recorded.

b. The prior partners’ capital accounts are
increased for their respective shares of the
goodwill.

c. The partnership’s total resulting capital reflects
the prior capital balances plus the goodwill
recognized plus the new partner’s investment.

3. Use bonus method. In essence, the bonus
method is a transfer of capital balances among
the partners. This method is used when the
partners do not wish to record adjustments in
asset accounts or recognize goodwill. Under this
method:

a. The prior partners’ capital accounts are

increased for their respective shares of the

bonus paid by the new partner.
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b. The partnership’s total resulting capital

reflects the prior capital balances plus the

new partner’s investment.

llustration 3.3 (Revaluation of Assets Approach):
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C is acquiring a one-fourth interest in the total

resulting capital of the ABC Partnership. His/her
capital credit, after revaluating the land, is computed

as follows:

The journal entry to record the acceptance of C into

the partnership follows:
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When the land is eventually sold, C will participate in
the gain or loss calculated on the basis of new
EE70,0007000K value, which is the land’s market
value at the time of his/her admission into the
partnership. The entire increase in the land value

before C’s admission belongs to the prior partners.

lllustration 3.4 (Goodwill Recognition):
In a profitable and well-established organization, the

existing partners may require that a portion of the
investment by a new partner be allocated to them as
a bonus or that goodwill be recognized and credited
to the existing partners. The new partner may accept
such terms because of the benefits to be gained
when he/she becomes a member of an enterprise
with high earning power. Therefore, a new partner

may be paying an excess amount because of
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unrecognized  goodwill, evidenced by the

partnership’s high profitability. Some partnerships
use the change in membership as an opportunity to
record unrecognized goodwill created by the existing
partners. Recording unrecognized goodwill is allowed
for partnership accounting because of the need to

establish appropriate capital equity among the

partners.
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Another method to view the creation of goodwill at
the time of a new partner’'s admission is to use a T-
account form for the partnership’s balance sheet.
Any additional net assets, such as recognizing
goodwill, must be balanced with additional capital, as

follows:
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The unrecorded goodwill is recorded, and the old
partners’ capital accounts are credited for the
increase in assets. The adjustments to the capital
accounts are in the profit and loss ratio that existed
during the periods the goodwill was developed
(before the admission of a new partner). This

increased A’s capital by 60% of the goodwill and B'’s
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capital by 40%. The journal entries to record goodwill

and the admission of C, are as below:

Another reason for recording goodwill is that the
new partner may want his or her capital balance to
equal the amount of investment contributed. The
investment is based on the market value of the
partnership, and for this equality to happen; the

partnership must restate its prior net assets to their

fair values. [FNSIIRECESSANNONKNOW NHATNINE
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In future years, any essential loss of goodwill
will be charged against partnership earnings before
net income is allocated to the partners.
Consequently, C’s future profit division may be
affected by the goodwill recognized at the time of his
or her admission into the partnership.

[llustration 3.5 (Bonus Method):
In some cases, partnerships may be reluctant to

recognizing asset revaluations or unrecorded
goodwill when a new partner is admitted. Instead,
they record a portion of the new partners
contribution or investment as a bonus to the existing
partners to align or settle the capital balances

properly at the time of the new partner’s admission.
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Fevallling asseis! The value of the capital credit

acquired by the new partner is accounted for as:

The journal entry to record the admission of C under

the bonus method is as follows:

The following schedule presents the key concepts in

the Second Case:
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lllustration 3.6 (Bonus Method):

Assume that in Cola and Dola Partnership, the two
partners share net income and losses equally and
have capital account balances of L.E.450,000 each.
The carrying amounts (book values) of the
partnership net assets approximate current fair
values. The partners agree to admit Emma to a one-
third interest in capital and a one-third share in net

income or losses for a cash investment of

L.E.600,000. The net assets of the new firm amount
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lllustration 3.7 (Goodwill Recognition):
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Third Case: New Partner’s Investment Less than
Proportion of the Partnership’s Book Value
A new partner may be admitted to a partnership

because it needs cash or because the new partner
has valuable skills and business relationships or
contacts. To ensure the admission of the new
partner, the present firm may offer the new partner a
larger equity in net assets than the amount invested
by the new partner.
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Therefore, it is possible that a new partner may

pay less than his or her proportionate share of the
partnership’s book value. For instance, C invests
L.E.80,000 for a one-fourth capital interest in the
ABC Partnership ( refer to the prior illustrations). The
first step is to compare the new partner’s investment

with new partner’s proportionate book value, as

follows:

The fact that C’s investment is less than the book
value of a one-fourth interest in the partnership
indicates that the partnership has overvalued assets
or the prior partners recognize that C is contributing
additional value in the form of expertise or skills
he/she possesses that are needed by the
partnership. In this case, C is investing L.E.80,000 in
cash and an additional amount that may be viewed

as goodwill.
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From the legal standpoint, when a partner retires or
withdraws from a partnership, the partnership is
dissolved, but the remaining partners may wish to
continue operating the firm. The articles of
copartnership  (agreement or contract) must
determine the procedures to be followed by the
partnership to insure that the agreement of the
partners is carried out.

The key accounting issue is the proper
measurement of the retiring partner’s capital account.
This sometimes requires a determination of the
partnership’s fair value when the partner retires,
including the computation of the partnership income
since the end of the last fiscal period. A partner
retiring from a partnership usually receives cash or
other assets from the partnership. It is also possible
that a retiring partner might arrange for the sale of
partnership interest to one or more of the continuing

partners or to an outsider.
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Accounting Problems on Retirement of a

Partner:
The accounting problems in the event of retirement

of a partner can be summarized as follows:

(1) Adjustment for Goodwill.

(2)Revaluation of assets and liabilities.

(3)Adjustments regarding Reserves and other
unallocated profits.

(4)Payment to the retiring partner.

(1) Goodwill:
The retiring partner will be entitled to his share of

goodwill in the business. The problem of goodwill can

be handled in the following two different methods:

a. Where goodwill account is already appearing in
the accounting records:

e In such a case if goodwill is soundly valued, no
further adjustment will be needed. The amount

has already been credited to all the partners

including the retiring one.
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b. Where goodwill account is not appearing in the

accounting records. There could be several

alternatives:

e Goodwill account may be raised in the books:
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e In case continuing partners decide not to continue

with the goodwill account, it may be written off:

e Entry may be made only with the share of goodwill

of the retiring partner:

e The share of goodwill of the retiring partner may
be adjusted in the accounts of the continuing

partners without raising a goodwill account:

lllustration 3.8:

Instructions:

You are required to make proper journal entries for

each of the following cases:
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1. When goodwill account is to be raised in the

books.

2. When the goodwill account raised is subsequently
written off.

3. When only C’s share is to be recorded.

4. When C’s share is to be adjusted into accounts of
A and B without raising a goodwill account in the
firm’s books.

Solution
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(2) Revaluation of Assets and Liabilities:

The revaluation of assets and liabilities will be dealt

with in detail in Section 3.4 of the current chapter.

(3) Reserves and Other Unallocated Profits:
The amount of reserves or undistributed profits in the

accounting records of a business should be allocated
among all the partners in their existing profit sharing

ratio. The journal entry to do this will be as follows:

If it is desired that only retiring partner should be
credited with his/her share in reserves or

undistributed profit, the following journal entry will be

made:
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The balance of reserves or unallocated profits will

continue to appear in the balance sheet after such
retirement.

In case it is desired that the retiring partner should
be given the benefit of reserves or undistributed
profits without distributing such reserves or

undistributed profits, the following journal entry will

be done:

lllustration 3.9:
A, B and C, are partners in a firm sharing profits and

losses in the ratio of 2:2:1. C Retires from the
partnership. The General Reserve amounts
L.E.50,000 on the date of C’s retirement. A and B
agree to share the future profits in the ratio of 3:2,
respectively.

Instructions:
You are required to make the necessary journal

entries for allocation of General Reserve if:
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1. The General Reserve is not allowed to be

maintained in the books.
2. The General Reserve is maintained only at
amount remaining after giving C his or her share.
3. The General Reserve is allowed to be kept at the

full amount.

Solution

(4) Payment to Retiring Partner:
In essence, the amount due to the retiring partner will

be paid as per terms of the partnership agreement or

as otherwise mutually agreed. When the amount
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payable to the retiring partner is specified, it will be

transferred to his/her account (
Retired Partner Account or Loan etc), by the

following journal entry:

When the continuing partners agree to bring cash

to pay off the retiring partner, the entries will be as

follows:

In case the continuing partners decide to pay the
retiring partner in their individual money according to

their profit sharing ratio, the entry will be as follows:
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lllustration 3.10 (Bonus to_Continuing
Partners):

Assume that the three partners of Mohamed, Noh &

Adam Partnership share net income or losses
equally, and that each has a capital account balance
of L.E.600,000. Noh retires from the partnership and

receives L.E.500,000. The journal entry to record

Noh'’s retirement follows:
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Usually, when a firm is sold, and the sale price of the
assets exceeds their book values, there will be a
profit on the sale. This realized profit will be shared
between the partners in their profit and loss sharing
ratios. On the contrary, any loss on sale would be
shared in the same way. This means that whatever
one of the following happens:

e A new partner is admitted,

e An old partner leaves (retires from) the firm;

e The partners change profit and loss sharing ratios;
The assets and liabilities will have to be revalued.

Of course, if this were not done, the new partner
admitted would benefit from increases in value
before he joined the firm, without having to pay
anything for it. In the same way, if the value of assets
had decreased or fallen before he had joined the
firm, and no revaluation took place, he would share

that loss of value without any adjustment being made
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for it. Partners who leave or where there is a change

to the profit and loss sharing ratios would also either
gain or lose, without payments or allowances for

such gains or losses.

It is important that there should be a revaluation with
a change of partners or a change in profit sharing
ratio. If the revaluation shows no difference in assets
values, no additional action is needed. Such situation
will not happen very often, especially if assets
include lands and buildings. Such assets are
normally shown at cost, but this is very rarely the
actual value after the land or buildings have been

owned for a few years.

lllustration 3.11:
The balance sheet of W & Y Partnership as at 31

December 2020, who shared net income and losses

in ratios W two-thirds Y one-third, is as follows:
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From January 1, 2021, the profit and loss sharing
ratios are to be altered to W one-half; Y one-half.
Also, on January 1, the assets are revalued to be:
Premises L.E.90,000, Fixtures L.E.11,000. Other
assets remained at the same values.

Instructions:
Prepare the required accounts to show the assets at

revalued amounts.

Solution:
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lllustration 3.12:

A, B and C partners in a business sharing profits in
the ratio of 3:2:1. Their balance sheet on December

31, 2020 is as below:
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C retires on January 1, 2021. The following
arrangement is agreed upon:

1. The value of the firm’s goodwill is L.E. 150,000.
C’s share of the goodwill is to be adjusted in the
capital accounts of A and B.

2. The assets are revalued as follows (L.E.): Stock
250,000 and Plant 520,000.

3. A provision for bad debts is to be created of 10%
on debtors.

4. The amount due to C is to be transferred to a loan

account in his/her name.

Instructions:
You are required to prepare the Revaluation Profit

and Loss Account, Partners’ Capital Accounts, and

the Balance Sheet of the firm.
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3.5 Questions:

Instructions:

VLLLLLLLLLLLLLLLLLLLOLLLLLLLE

Instructions:
Record L’'s admission for each of the following

independent situations:
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1. L invests L.E.60,000, and goodwill is to be

recorded.

2. L invests L.E.60,000. Total capital is to be
L.E.200,000.

3. L purchases the 20% interest by paying J
L.E.22,000 and K L.E.11,000. L is assigned 20%
of each of J’s and K’s capital accounts.

4. L invests L.E.32,000. Total capital is to be
L.E.172,000.

5. L invests L.E.32,000, and goodwill is to be

recorded.
LOLLLLLLLLLLLLLLLLLLLLLLLVE

Instructions:
Prepare journal entries to record K’s withdrawal

according to each of the following independent
assumptions:
1. K'is paid L.E.38,000, and no goodwill is recorded.
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2. K is paid L.E.42,000, and only his share of the

goodwill is recorded.
3. K is paid L.E.35,000, and all implied goodwill is

recorded

CLOLLLLLLLLLLLLVLLLLOLLOLLLVLO
(4)
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Instructions:
Prepare the necessary journal entries to record Eid’s

retirement from the partnership for each of the six

independent cases.

OLOLLOLLLLLOLLVLLLLOLLOLLLLLO
(5)

Instructions:
Record Walla’s admission for each of the following

independent situations:

a. Walla directly purchases half of Mai’'s investment
in the partnership for L.E.90,000.

b. Walla invests the amount needed to give her a
one-third interest in the capital of the partnership if
no goodwill or bonus is recorded.

c. Walla invests L.E.110,000 for a one-fourth
interest. Goodwill is to be recorded.
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d. Doha and Mai agree that some of the inventory is

obsolete. The inventory account is decreased
before Walla is admitted. Walla invests
L.E.100,000 for a one-fourth interest.

e. Walla directly purchases a one-fourth interest by
paying Doha L.E.80,000 and Mai L.E.60,000. The
land account is increased before Walla is
admitted.

f. Walla invests L.E.80,000 for a one-fifth interest in
the total capital of L.E.440,000.

g. Walla invests L.E.100,000 for a one-fifth interest.

Goodwill is to be recorded.

LOLLLLLLELELLLLLLELELLLLLLLLLLLO
(6) The following condensed balance sheet is

presented for the partnership of Duck, Emi, and

Opera, who share profits and losses in the ratio of

4:3:3, respectively.
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Assume that the partnership decides to admit Suzan

as a new partner with a one-fourth interest.

Instructions:
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LLLLLLLLLLLLLLLLLLLLLLLLLLE
(7) The partnership of Ahmed, Jack, and Said has

been in business for 30 years. On December 31,
2020, Said decided to retire from the partnership.
The partnership balance sheet declared the following
capital balances for each partner at December 31,
2020:

Instructions:

Record Said’s withdrawal under each of the following

situations.

a. Jack acquired Said’s capital interest for
L.E.150,000 in a personal transaction. Partnership
assets were not revalued, and partnership

goodwill was not recognized.
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b.

Assume the same facts as in part a except that
partnership goodwill applicable to the entire
business was recognized by the partnership.

Said received L.E.180,000 of partnership cash
upon retirement. Capital of the partnership after
Said’s retirement was L.E.290,000.

. Said received L.E.60,000 of cash and partnership

land with a fair value of L.E.120,000. The carrying
amount of the land on the partnership books was
L.E.100,000. Capital of the partnership after
Said’s retirement was L.E.310,000.

. Said received L.E.150,000 of partnership cash

upon retirement. The partnership recorded the

portion of goodwill attributable to Said.

. Assume the same facts as in part e except that

partnership goodwill attributable to all the partners
was recorded.

Due to limited cash in the partnership, Said
received land with a fair value of L.E.100,000 and
a note payable for L.E.50,000. The carrying
amount of the land on the partnership books was
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L.E.60,000. Capital of the partnership after Said’s

retirement was L.E.360,000.

CLELLLELLLLLELLLLLLLLLLLLLLLEE
(8) A and B are partners in a partnership, sharing

profits and losses equally. The following is the B/S of

their partnership as on December 31, 2020.

Assets Liabilities

000 Gkl 128000
£ 750000
1075000 |

On Januaryl, 2021, C admitted to the partnership
according to the following:

a. Partnership’s assets are revalued as follows
(L.E.): Goodwill 85,000, Land 335,000, Machine
385,000, Equipment 125,000, Debtors 60,000,
provision for doubtful debts 10%, and Creditors
192,500.
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b. C directly purchases a one-half-capital interest

from A and B for an amount of L.E.329,250, which
will be personally paid to A and B, after recording
revaluation results. Profits and losses will be
shared equally after C’s admission to the

partnership.

Instructions:
Record C’s admission to the partnership, prepare the

Revaluation Profit and Loss Account, Partners’
Capital Accounts, and prepare the partnership’s
balance sheet upon the admission of C, as on
January 1, 2021.

LLLLLLLLLLLLLLLLLLLLLLLLLEE
(9) The partnership of Ahmed, Borai, and Cool has

been in business for 25 years, sharing profits and

losses equally. The partnership balance sheet at July
31, 2021 follows:
Assets Liabilities
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On July 31, 2021, partner Cool decided to retire

from the partnership. On that date, the following

information is provided:

a. Partnership’s assets and liabilities are revalued as
follows (L.E.): Cars 35,000, Equipment 75,000,
provision for doubtful debts 25,000, and Inventory
100,000.

b. Partners Ahmed and Borai decided to purchase

Cool’s capital interest equally.

Instructions:
Record Cool's retirement from the partnership,

prepare the Revaluation Profit and Loss Account,

Partners’ Capital Accounts, and prepare the

partnership’s balance sheet upon the retirement of

Cool, as on July 31, 2021, under each of the

following cases:

e The remaining partners pay for the retired partner
from their individual fund in the partnership’s bank
account.

e The remaining partners pay for the retiring one

from their individual funds outside the partnership.

OLLLLLLLLLLLLLLLLLLLLLLLOLLE
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