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Proprietorships and Partnerships
[bookmark: _GoBack]To this point, the corporate form of business organization has been studied. This chapter will discuss the nature of proprietorships and partnerships, and how to account for various types of transactions within these entities. International Financial Reporting Standards do not apply to proprietorships and partnerships. Specific accounting conventions may be prescribed by legislation in various political jurisdictions.

Chapter 12 Learning Objectives
LO1 – Describe the characteristics of a proprietorship. 
LO2 – Describe how the financial statements of a proprietorship are different from those of a corporation.
LO3 – Describe the characteristics of a partnership.
LO4 – Account for a partnership’s profits and losses and prepare a statement of partner’s capital.
LO5 – Account for the admission or withdrawal of partners from a partnership.
LO6 – Account for the liquidation of a partnership.
[bookmark: _Toc352246372]

[image: ]A.	Proprietorships
A proprietorship is a business owned by one person. It is not a separate legal entity like a corporation. This means that the business and the owner are considered to be the same. For example the profits of a proprietorship are taxed as part of the owner’s personal income tax return. Also, a corporation has limited liability. Creditors cannot normally access the personal assets of shareholders to satisfy debts. On the other hand, a proprietorship has unlimited liability. If the business cannot pay its debts, the owner is responsible for these even if the business’ debts are greater than the owner’s personal resources. Another difference: a corporation has unlimited life. Shares can be bought or sold, or inherited by others. A proprietorship ceases to exist when the owner dies.LO1 - Describe the characteristics of a proprietorship. 

Investing in a Proprietorship
When the shareholders invest in a corporation, shares are issued. A typical journal entry would be:
2019
Jan. 1	Cash				10,000
		Common Shares			10,000
To record the issuance of 1,000 common shares at $10 per share.
The shares represent how much of the corporation is owned by each shareholder. In a proprietorship, there is only one owner, and the proprietorship and owner are not considered to be separate legal entities. As a result, there is no need to keep track of share capital and retained earnings in separate accounts as in a corporation. When an owner invests in a proprietorship, a typical journal entry would be:
2019
Jan. 1	Cash				10,000
		Proprietor’s Capital			10,000
To record a cash contribution by the owner.
When a corporation earns net income, it is closed to the Retained Earnings at the end of each fiscal year. When a proprietorship earns net income, the income statement accounts are closed to the same Proprietor’s Capital account.
Distribution of Income in a Proprietorship—Withdrawals
A corporation distributes a portion of income earned to shareholders in the form of dividends. In a proprietorship, the owner distributes a portion of the business’s income in the form of withdrawals and these are recorded as debits to the Proprietor’s Withdrawals account. At year-end, this account is closed to Proprietor’s Capital account. A typical journal entry to record a cash withdrawal would be:
2019
Jan. 31	Proprietor’s Withdrawals		1,000
		Cash				1,000
To record a cash withdrawal by the owner.
Closing Entries for a Proprietorship
In effect, all transactions with the proprietor are recorded in one account – Proprietor’s Capital. Because of this, the four closing entries for a proprietorship are slightly different from those of a corporation:
Figure 12–1 compares the closing entries for a proprietorship and a corporation, assuming revenue of $10,000, expenses of $6,000, and withdrawals/dividends of $1,000 for the year ended December 31, 2019.
	
	
	Corporation
	
	Proprietorship

	2019
	
	(1)
	
	
	
	(1)
	
	

	Dec. 31
	
	Revenue
	10,000
	
	
	Revenue
	10,000
	

	
	
		Income Summary
	
	10,000
	
		Income Summary
	
	10,000

	
	
	To close revenue to the Income Summary.
	
	To close revenue to the Income Summary.

	
	
	
	
	
	
	
	
	

	
	
	(2)
	
	
	
	(2)
	
	

	Dec. 31
	
	Income Summary
	6,000
	
	
	Income Summary
	6,000
	

	
	
		Expenses
	
	6,000
	
		Expenses
	
	6,000

	
	
	To close expenses to the Income Summary.
	
	To close expenses to the Income Summary.

	
	
	
	
	
	
	
	
	

	
	
	(3)
	
	
	
	(3)
	
	

	Dec. 31
	
	Income Summary
	4,000
	
	
	Income Summary
	4,000
	

	
	
		Retained Earnings
	
	4,000
	
		Proprietor’s Capital
	
	4,000

	
	
	To close the Income Summary to Retained Earnings. 
	
	To close the Income Summary to Proprietor’s Capital.




	
	
	(4)
	
	
	
	(4)
	
	

	Dec. 31
	
	Retained Earnings
	1,000
	
	
	Proprietor’s Capital
	1,000
	

	
	
		Dividends
	
	1,000
	
		Prop. Withdrawals
	
	1,000

	
	
	To close dividends to Retained Earnings.
	
	To close withdrawals to Proprietor’s Capital.


Figure 12–1	Comparing Closing Entries for a Proprietorship and Corporation
Financial Statements of a ProprietorshipLO2 – Describe how the financial statements of a proprietorship are different from those of a corporation. 

The financial statements for a proprietorship are much the same as those of a corporation. One difference is that the income statement of a proprietorship does not include income taxes expense (since its profits are included in the owner’s personal income tax return). As well, no salaries expense paid the proprietor is recorded on a proprietorship’s income statement, since the proprietor receives all the net income of the business. This is the owner’s remuneration. 
The effects of these differences are shown in Figure 12–2, Assume a slight variation on the information presented above: revenue of $10,000, salaries to owner of $2,000, income taxes expense of $500, other expenses of $3,500. The 2019 income statement s (bolded for illustrative purposes) would show:
	ABC Corporation
Income Statement 
For the Year Ended December 31, 2019
	
	ABC Proprietorship
Income Statement 
For the Year Ended December 31, 2019

	
	
	
	
	
	
	
	

	Revenue
	
	
	$10,000
	
	Revenue
	
	$10,000

	Salaries 
	$2,000
	
	
	
	
	
	

	Other expenses
	3,500
	
	5,500
	
	Other expenses
	
	3,500

	Income before income taxes
	
	
	4,500
	
	
	
	

		Income taxes
	
	
	500
	
	
	
	

	Net income
	
	
	$  4,000
	
	Net income
	
	$ 6,500



Figure 12–2	Comparing the Income Statement of a Corporation and a Proprietorship 
Net incomes are different because salaries expense and income taxes expense are included in the corporation’s income statement , but excluded from the proprietorship’s income statement . Rather, these two expenditures are considerd to be proprietor withdrawals, and are included in the statement of proprietor’s capital. This is illustrated below.
The statement of changes in equity for each of a proprietorship and corporation includes the same elements: beginning equity, additional investments by the shareholders/owner, net income, distribution of income to the shareholders/owner, and the ending equity. However, the proprietorship statement combines all the equity items in one account, the Proprietor’s Capital account. In a corporation, shareholders’ equity is divided between share capital and retained earnings. These differences are illustrated in Figure 12–3. Assume the same information as above. In addition, assume that no opening equity balances, shares issued/ proprietor’s contributions of $5,000 for the year, and cash dividends/withdrawals of $1,000. The statements of changes in equity (bolded for illustrative purposes) would show:
	ABC Corporation
Statement of Changes in Equity
For the Year Ended December 31, 2019
	
	ABC Proprietorship
Statement of Proprietor’s Capital
For the Year Ended December 31, 2019

	
	Share
capital
	
	Retained earning
	Total 
equity
	
	
	
	

	Bal. at Jan. 1, 2019
	$       -0-
	
	$       -0-
	$       -0-
	
	Bal. at Jan. 1, 2019
	
	$        -0-

	Shares issued 
	5,000
	
	
	5,000
	
	Contributions
	
	5,000

	Net income
	
	
	4,000
	4,000
	
	Net income
	
	6,500

	Dividends
	
	
	(1,000)
	(1,000)
	
	Withdrawals
	
	(3,500)

	Bal. at Dec. 31, 2019
	$  5,000
	
	$  3,000
	$  8,000
	
	Bal. at Dec. 31, 2019
	
	$  8,000


Figure 12–3	Comparing the Statement of Changes in Equity for a Corporation and a Proprietorship 
Although net income differs, ending total equity ($8,000) is the same in both cases. Salaries and income taxes expenses omitted on the proprietorship income statement are instead added to the proprietor withdrawals. These differences offset each other.
The statement of financial position for each of a proprietorship and corporation includes the same elements: assets, liabilities, and equity. Only the equity section of the statement differs. In a proprietorship, all the equity items are combined in one account, the owner’s capital account. In a corporation, equity is divided between share capital and retained earnings. These differences are illustrated in Figure 12–4. Asset and liability amounts are all assumed. (Items are bolded for illustrative purposes.)


	ABC Corporation
Statement of Financial Position
At December 31, 2019
	
	ABC Proprietorship
Statement of Financial Position 
At December 31, 2019

	Assets
	
	Assets

	Current
	
	
	
	
	Current
	
	

		Cash
	
	
	$  9,500
	
		Cash
	
	$9,500

		Accounts receivable
	
	
	    8,500
	
		Accounts receivable
	
	    8,500

	Total assets
	
	
	$18,000
	
	Total assets
	
	$18,000

	Liabilities
	
	Liabilities

	Current
	
	
	
	
	Current
	
	

		Accounts payable
	
	
	$10,000
	
		Accounts payable
	
	$10,000

	Shareholders’ Equity
	
	Proprietor’s Capital

	Share capital
	$5,000
	
	
	
	
	
	

	Retained earnings
	3,000
	
	    8,000
	
	AB Carr, capital
	
	    8,000

	Total liabilities and shareholders’ equity
	
$18,000
	
	Total liabilities and proprietor’s capital
	
	
$18,000


Figure 12–4	Comparing the Statement of Financial Position of a Corporation and a Proprietorship 
[bookmark: _Toc352246374][bookmark: _Toc352246373]B.	Partnerships
A partnership is an unincorporated business owned by more than one person. Partners should have a partnership agreement that stipulates such things as each partner’s rights and duties, the sharing of net income, limits on withdrawals, and means to terminate the partnership. Like a proprietorship, a partnership is not a separate legal entity. For example, each partner’s share of the partnership profits is included as income on the partner’s personal income tax return. Also like a proprietorship, partnerships have unlimited liability.[footnoteRef:1] Each partner is personally liable for debts that the partnership cannot pay. In the event that a partner is unable to pay a proportionate share of partnership debts, the other partners can required by creditors to pay these. [1:  Limited liability partnerships (LLP) are permitted in certain jurisdictions. The details of this type of business organization are beyond the scope of this text.] 
LO3 - Describe the characteristics of a partnership.

Also like a proprietorship, a partnership has a limited life. For example, an existing partnership is dissolved when a new partner is admitted, or an existing partner withdraws or dies. Partner dissolution does not necessarily mean that normal operations cease. Usually the same business continues under a new partnership agreement. Accounting for partnership capital therefore involves issues related to the formation and dissolution of partnerships and to the allocation of the profits and losses to the individual partners.
Partnerships also have a number of unique characteristics. These include mutual agency, co-ownership of assets, and sharing of profit and losses. As a result, accounting for partners’ capital differs from accounting for shareholders’ equity and proprietor’s capital. These characteristics are described below. 
Mutual Agency
Unless otherwise stated in the partnership agreement, each partner is able to make decisions that are legally binding, not only on the partnership, but also on the other partners. This is known as mutual agency. The only exception involves activities that fall outside the normal activities of the partnership. For example, a partnership formed to sell used cars would not normally include the buying and selling of footwear; in this case, partners would not be legally bound to footwear contracts signed by only one of the partners. 
Co–Ownership of Assets
Unless the partnership agreement specifies otherwise, all assets contributed to the partnership by individual partners are co-owned by all partners.  Each partner, therefore, has a claim against all partnership assets up to the amount of his/her capital balance. Therefore, partnership assets are often sold on liquidation to facilitate their distribution to partners in the form of cash.
Sharing of Profits and Losses
The partnership agreement usually stipulates the manner in which profits and losses will be shared. If no such provision is specified, then partners share all profits and losses equally. Accounting issues related to the division of profits and losses are discussed below.
Advantages of a Partnership
A partnership has several advantages over other forms of business organizations. It can be easily formed, without the legal process and costs involved in incorporation. A partnership is less subject to government supervision; there are usually fewer government regulations and less paper work regarding partnerships than corporations. Because a partnership is not a legal entity, it is not subject to corporate income tax; individual partners file personal income tax returns, which include their allocation of partnership profits. Since a partnership includes at least two individuals, it has access to more capital and expertise than does a proprietorship.
Disadvantages of a Partnership
Partners have to answer to other partners for their actions and each has mutual agency and unlimited liability. Therefore, individual partners are legally liable for the financial debt arising from actions of other partners. A partnership is dissolved on the death or withdrawal of a partner, although the business may continue with new partners. This arrangement is more cumbersome than the selling of shares in a corporation. Shares can usually be transferred easily among investors. Also, a corporation usually has access to a larger amount of capital, since shares can be issued to a wider range investors, particularly those who want to be involved with running the business. Corporate tax rates can be more favourable than personal tax rates.
Partnership Accounting
Before considering the differences in record keeping for incorporated and unincorporated businesses, we will examine the differences in the statement of financial position reporting for each type of organization. The example below shows the owners’ equity section of the statement of financial position for three businesses that have identical financial positions. Although the asset and liability presentation is the same, the presentation of the equity section differs in each case, as follows:
a. Corporation
	Shareholders’ Equity

	Share capital
	
	$10,000

	Retained earnings
	
	5,000

	Total shareholders’ equity
	
	$15,000


b. Proprietorship
	Proprietor’s Capital

	Jane Jones, capital
	
	$15,000

	
	
	





c. Partnership
	Partners’ Capital

	Jane Jones, capital
	
	$7,500

	Jack Brown, capital
	
	7,500

	Total partners’ capital
	
	$15,000


As discussed before, the shareholders’ equity section of a corporation’s statement of financial position is divided into two categories – share capital and retained earnings. The first category represents the owner’s investments in shares of the company. The second category is the accumulated earnings of the corporation less any dividends paid to owners from commencement of operations.
For a partnership, and similar to that of a proprietorship, each owners’ equity is shown as individual Partner’s Capital accounts. The capital account reflects each partner’s capital contributions to the business, the partner’s share of accumulated earnings, and any withdrawals by the particular partner.
Business transactions for a partnership are recorded in the same manner as those for a proprietorship. Distributions are recorded in a Partner’s Withdrawals account. Individual capital and withdrawal accounts are maintained for each partner in the general ledger. The withdrawals account balance is closed to each partner’s capital account at the end of the accounting time period.
Partnership Capital Accounts
Each partner has an individual account that is credited with capital contributions to the partnership. The following entry records a $5,000 cash contribution by partner A.
Cash				    5,000
A, Capital			    5,000
To record investment by A.
If non–cash assets are contributed, then the appropriate asset account is debited instead of cash. 
Partner withdrawals of assets from the partnership are recorded in each partner’s withdrawals account. If partner 


A withdraws $1,000 cash, for example, the following entry is recorded:
A, Withdrawals		    1,000
Cash				    1,000
To record withdrawals by A.
At year-end, each partner’s withdrawals account is closed to their capital account. The following closing entry would close partner A’s withdrawals account, assuming no further withdrawals have been made.Each withdrawals account is closed directly to the capital account of the applicable partner.

 A, Capital	 		   1,000
A, Withdrawals			    1,000
To close partner A withdrawals to A’s capital account.
If a partner withdraws any asset, including cash for personal use, the withdrawals account is debited for the cost of the asset and the appropriate asset account is credited for the same amount. For example, if partner A takes a dress from the business with a cost of $20 and a selling price of $100, the journal entry will be:
A, Withdrawals			   20
Inventory			    20
To record dress taken from inventory by partner A.
If an owner uses the business’s funds to pay personal debts, the withdrawals account is again debited. For example, if partner B writes a cheque drawn on the partnerships’ bank account for $35 to pay for his child’s swimming lessons, the journal entry will be:
B, Withdrawals	  		  35
Cash				    35
To record personal expenditure by partner B.
C.	Allocation of Partnership Profits and Losses
Recall that individual revenue and expense accounts are closed to the Income Summary general ledger account at the end of each fiscal year. In a partnership, and similar to a proprietorship, the Income Summary is then closed directly to each partner’s capital account in the general ledger at the fiscal year-end in accordance with an agreed-upon formula. LO4 – Account for a partnership’s profits and losses and prepare a statement of partner’s capital. 



For example, if a partnership earned $15,000 and the partnership agreement states that profits and losses are to be split evenly between partner A and partner B, the closing entry would be:
Income Summary	15,000
A, Capital			7,500
B, Capital			7,500
To close Income Summary to partners’ capital accounts.
Profits and losses are allocated according to a formula. This is usually specified in the partnership agreement. The formula may consider three factors: a return to each partner for the amount of capital invested in the partnership, a payment to each partner for services rendered, and a further division of any remaining profit (or loss) according to a specified profit and loss sharing ratio. 
Division Using a Fixed Ratio
The division of profits and losses according to a fixed ratio is appropriate when each partner makes an equal contribution to the business. Ideally, each partner would have an equal amount of capital invested in the partnership and would devote an equal amount of time and effort in the business. However, usually the amount of capital differs, and time and effort devoted to the business is unequal. The initial calculation of a fixed ratio inclusion in the partnership agreement considers these factors.  Partners can agree to share profits in any manner – for example, in a fixed ratio, such as 3:2. A ratio of ‘3:2’ means that 60 per cent (3/5) of the partnership income is allocated to partner A and 40 per cent (2/5) is allocated to Partner B. Assuming that A and B share profits in the ratio of 3:2, a $15,000 profit would be divided and recorded by the following entry:
Income Summary	  15,000
 A, Capital (3/5 x 15,000)			    9,000
 B, Capital (2/5 x 15,000)			    6,000
To record division of partnership profits.
Partnership losses are allocated in the same manner. Assume that partners A and B share profits and losses at a fixed ration of 4:5. In this case, a $9,000 loss would be divided as follows:
A, Capital (4/9 x 9,000)	  4,000
B, Capital (5/9 x 9,000)	  5,000
Income Summary			   9,000
To record division of partnership loss.
Division Using Salary and Interest Allocations
Since the time and effort devoted by individual partners to the business is often unequal and the amount of capital balance varies among partners, other allocation method may be used. Profits and losses can be allocated by interest on partners’ capital balances and salaries to partners to each partner, in accordance with individual contributions. Any remaining profits and losses can be divided through the profit and loss sharing ratio. It is important to understand that the salary and interest allocations are not deducted as expenses on the income statement; salary and interest used here refer only to individual factors used in dividing profits and losses among partners.
To illustrate: Before beginning their partnership, A and B agreed that 12 per cent interest would be allocated to their capital balances and that A deserved more compensation because of his valuable technical skills. Accordingly, allocation of profit was also to be based on salaries of $7,000 to A and $5,000 to B. They also agreed that any remaining profit and loss should be shared in the ratio of 3:2.
Assume A and B have each contributed $10,000 to the partnership, and that net income for the year is $15,000. The net income would be allocated as follows:
	
	A
	
	B
	
	Total

	Amount of profit to be allocated to partners
	
	
	
	
	$15,000 

	Salary allocation
	7,000
	
	5,000
	
	(12,000)

	Balance
	
	
	
	
	3,000

	Interest allocation:
A:  $10,000 x 12%
B:  $10,000 x 12%
	
$  1,200

	
	

$  1,200
	
	

(2,400) 

	Balance
	
	
	
	
	600

	Balance allocated in profit and loss sharing ratio:
A:  $600 x 3/5
B:  $600 x 2/5
	

360
             
	
	


240
	
	


(600) 

	Balance
	
	
	
	
	 –0–

	Allocated to partners
	$  8,560
	
	$  6,440
	
	

	
	
	
	
	
	





The following entry records this profit allocation between A and B:
Income Summary	  15,000
A, Capital			    8,560
B, Capital			    6,440
To record division of profit per partnership agreement and schedule.
If the $15,000 partnership income had been inadequate to cover the salary and interest allocated to A and B, the difference would have been allocated in the profit and loss sharing ratio. Assuming that partnership net income had amounted to $9,000, the following calculation of amounts allocated to the partners would be made:
	
	A
	
	B
	
	Total

	Amount of loss to be allocated to partners
	
	
	
	
	($9,000) 

	Salary allocation
	$ 7,000
	
	$ 5,000
	
	(12,000)

	Balance
	
	
	
	
	(3,000)

	Interest allocation:
A:  $10,000 x 12%
B:  $10,000 x 12%
	
1,200

	
	

1,200
	
	

(2,400) 

	Balance
	
	
	
	
	(5,400)

	Balance allocated in profit and loss sharing ratio:
A:  ($5,400) x 3/5
B:  ($5,400) x 2/5
	

(3,240)
             
	
	


(2,160)
	
	


5,400 

	Balance
	
	
	
	
	 –0–

	Allocated to partners
	$ 4,960
	
	$ 4,040
	
	

	
	
	
	
	
	


The journal entry to allocate the loss would be:
Income Summary	  9,000
 A, Capital			    4,960
 B, Capital			    4,040
To record division of loss per partnership agreement and schedule.
Partnership Financial Statements
Like a proprietorship, the income statement of a partnership or proprietorship is similar to that of a corporation, except that there is no income taxes expense. Income taxes are paid personally by partners on all sources of income, including their amounts of partnership income allocated each year. A partnership income statement also does not record any salaries expense paid to partners. “Salaries” consist of the allocation of net income or loss each year to the respective partner, as described above.
Similar to a proprietorship’s statement of equity, a statement of partners’ capital shows each partner’s contributions to the business, net income (or loss) allocations, and withdrawals during the year. 
Assume that for the year ended December 31, 2019, partners A and B each had opening capital balances of $10,000. Each contributed $5,000 to the partnership during the fiscal year. Net income for the year equalled $15,000, allocated as A: $8,560; B: 6,400. Partner A withdrew $10,000 during the year; partner B withdrew $15,000. The statement of partners’ capital for A and B Partnership would appear as follows:
	A and B Partnership
Statement of Partners’ Capital
For the Year Ended December 31, 2019

	
	
	A
	
	B
	
	Total

	Bal. at Jan. 1, 2019
Contributions
Net income 
	
	$  5,000
5,000
8,560
	
	$  5,000
5,000
6,440
	
	$10,000
10,000
15,000

	Withdrawals
	
	 (10,000)
	
	 (15,000)
	
	 (25,000)

	Bal. at Dec. 31, 2019
	
	$  8,560
	
	$  1,440
	
	$10,000


The statement of financial position of a partnership can show the equity of each partner if there are only a few. For instance, the partners’ capital section of A and B Partnership could appear as follows on the statement of financial position:
	Partners’ Capital

	A, capital
B, capital
	
	$  8,560
1,440

	Total partners’ capital
	
	$10,000


If there are many partners, only a total capital amount could be shown ($10,000 in this case), with details of each partner’s capital account disclosed in the statement of partners’ capital. 


D. Admission and Withdrawal of Partners
The admission of a new partner results in the creation of a new partnership. Although the business of the former partnership can continue, the former partnership ceases to exist. Since the liability, agency, and profit sharing arrangements may be altered, a new partnership agreement is required.LO5 – Account for the admission or withdrawal of partners from a partnership. 

Assume the following statement of financial position information.
	A and B Partnership
Statement of Financial Position
At December 31, 2019

	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	22,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$10,000
	
	

	
	
	
	
	B, capital
	
	10,000
	
	20,000

	
	
	$27,000
	
	
	
	
	
	$27,000


New partner C wants to enter the A and B partnership. C can be admitted either by purchasing an existing partner’s interest or by contributing assets to the partnership.
Purchase of an Existing Partner’s Interest
Assume C is going to purchase B’s interest in A and B Partnership, and B will leave. The purchase of an existing partner’s interest in a partnership is a private transaction between the new partner and the applicable existing partner. The new partner C makes a payment to the existing partner B, who in turn transfers the partnership interest. This type of purchase does not affect the assets of the partnership. Only an entry recording the change in ownership is made in the partnership books. The following entry illustrates the recording of C’s purchase of B’s interest.
B, Capital		  10,000
 C, Capital			  10,000
To record transfer of B’s partnership interest to C.


The statement of financial position of the partnership would show the following:
	A and C Partnership
Statement of Financial Position
At December 31, 2019

	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	22,000
	
	

	
	
	
	
	Partners’ capital

	
	
	
	
	A, capital
	
	$10,000
	
	

	
	
	
	
	C, capital
	
	10,000
	
	20,000

	
	
	$27,000
	
	
	
	
	
	$27,000


The amount paid by C to B is not reflected in the partnership records. Assume now that C purchased only ½ of B’s interest. In this case, only half of B’s interest would be transferred to C by the following entry:
B, Capital	  	  5,000
 C, Capital			    5,000
To record transfer of half B’s partnership interest to C.
The statement of financial position of the partnership would show the following:
	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	22,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$10,000
	
	

	
	
	
	
	B, capital
	
	5,000
	
	

	
	
	
	
	C, capital
	
	5,000
	
	20,000

	
	
	$27,000
	
	
	
	
	
	$27,000


Investment in the Partnership
Rather than purchase an existing partner’s interest, the new partner could contribute cash or other assets in return for a partnership interest. This method differs from the purchase of an existing partner’s interest; in this case, both the assets and equity of the partnership are increased. Assume that C contributes assets at their fair value of $10,000 (referred to as other assets for illustrative purposes) to the partnership for a one-third interest in the partnership capital after his contribution. 
This investment is recorded as follows:
Other Assets		  10,000
 C, Capital			  10,000
To record C’s investment in the partnership.
Following the investment, the statement of financial position would appear as follows:
	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	
	
	

	($22,000 + 10,000)
	
	32,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$10,000
	
	

	
	
	
	
	B, capital
	
	10,000
	
	

	
	
	
	
	C, capital
	
	10,000
	
	30,000

	
	
	$37,000
	
	
	
	
	
	$37,000


In some cases, C may receive more or less than a $10,000 capital balance because a bonus may be given either to the new partner or to the existing partners. 
The partnership may want to add a new partner who can bring certain technical skills, management abilities, or some other desirable business strengths. To entice a desirable individual, a bonus may be offered in excess of the amount invested by the new partner. In this case, the existing partners allocate a portion of their capital to C.
Bonus to the New Partner
Assume instead that C invests assets at their fair value of $4,000 into the partnership for a one-third ownership interest. The new total capital amounts to $24,000 ($10,000 + 10,000 + 4,000); of this amount, $8,000 ($24,000 x 1/3) belongs to C. In this case, an equal amount of capital must be contributed by A and B to C to make up the difference between what C contributes and C’s capital balance. A bonus is used to accomplish this. Assuming that A and B share profits equally, the new partner’s entry is recorded as follows:
Other Assets	   	 4,000
A, Capital		  2,000
B, Capital		    2,000
C, Capital		    8,000
To record payment of bonus to partner C on admission.
The partnership statement of financial position following the recording of C’s investment would appear as follows:
	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	
	
	

	($22,000 + 4,000)
	
	26,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$8,000
	
	

	
	
	
	
	B, capital
	
	8,000
	
	

	
	
	
	
	C, capital
	
	8,000
	
	24,000

	
	
	$31,000
	
	
	
	
	
	$31,000


Bonus to Existing Partners
If the partnership business is particularly successful and profitable, the existing partners may require the new partner to pay them a bonus as an admission requirement. Assume that C invests assets at their fair value of $13,000 in the partnership for a one-third ownership interest. The new total capital amounts to $33,000 ($10,000 + 10,000 + 13,000); of this amount, $11,000 ($33,000 x 1/3) belongs to C.
The bonus to existing partners is recorded as follows:
Other Assets		  13,000
A, Capital			    1,000
B, Capital			    1,000
C, Capital			  11,000
To record admission of partner C and payment of bonus to existing partners.
The $13,000 invested by C results in only an $11,000 capital balance for C. A and B receive a $1,000 increase in each of their capital balances as a result of C’s $13,000 investment in the partnership.


The partnership statement of financial position, following the recording of C’s investment, would appear as follows:
	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	
	
	

	($22,000 + 13,000)
	
	35,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$11,000
	
	

	
	
	
	
	B, capital
	
	11,000
	
	

	
	
	
	
	C, capital
	
	11,000
	
	33,000

	
	
	$40,000
	
	
	
	
	
	$40,000


Withdrawal of an Existing Partner
It is common for an existing partner to withdraw from a partnership. Settlement of the exiting partner’s ownership interest is made in accordance with provisions of the partnership agreement.
The withdrawal of a partner can be accounted for as a sale to a new partner, as a sale to one or more of the existing partners, or through a payment of partnership assets to the withdrawing partner. The following statement of financial position of A, B, and C Partnership will be used to illustrate the concepts in this section:
	A, B, and C Partnership
Statement of Financial Position
At December 31, 2019

	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	32,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$10,000
	
	

	
	
	
	
	B, capital
	
	10,000
	
	

	
	
	
	
	C, capital
	
	10,000
	
	30,000

	
	
	$37,000
	
	
	
	
	
	$37,000


Sale to a New Partner
This method is similar to the purchase of an existing partner’s interest. Assume C sells a partnership interest to D. Payment for the ownership interest is a private transaction, though the existing partners must approve the new arrangement. There is no change in either the assets or the capital of the partnership as a result of this transaction. However, the following journal entry would be made:
C, Capital		  10,000
D, Capital			  10,000
To record transfer of C’s partnership interest to D.
The statement of financial position would show the following:
	A, B, and D Partnership
Statement of Financial Position
At December 31, 2019

	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	32,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$10,000
	
	

	
	
	
	
	B, capital
	
	10,000
	
	

	
	
	
	
	D, capital
	
	10,000
	
	30,000

	
	
	$37,000
	
	
	
	
	
	$37,000


Sale to the Remaining Partners
An alternate method is for the withdrawing partner to the ownership interest to the remaining partner(s). This transaction is also private. The assets and the total equity of the partnership are not altered. An entry is made to record the change in the partnership books. If C wants to withdraw, and A and B both purchase C’s interest, the following entry would be recorded:
C, Capital	 	 10,000
A, Capital			    5,000
B, Capital			    5,000
To record transfer of C’s partnership interest to A and B.
Although more or less than $10,000 may have been paid personally by A and B to C, the entry to transfer C’s ownership is based on the capital balance of the partnership.


The statement of financial position would show the following:
	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	32,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$15,000
	
	

	
	
	
	
	B, capital
	
	15,000
	
	30,000

	
	
	$37,000
	
	
	
	
	
	$37,000


Payment from Partnership Assets
A third method involves a payment to the withdrawing partner for the amount of her capital balance. Assuming the payment is made in cash, the following entry would be prepared:
C, Capital		  10,000
Cash				  10,000
To record C’s withdrawal from the partnership.
The statement of financial position would now show:
	Assets
	
	Liabilities

	Other assets
	
	$ 32,000
	
	Bank overdraft
	
	$5,000
	
	

	
	
	
	
	Accounts payable
	
	7,000
	
	$ 12,000

	
	
	
	
	
	
	
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$10,000
	
	

	
	
	
	
	B, capital
	
	10,000
	
	20,000

	
	
	$32,000
	
	
	
	
	
	$32,000


Note that this transaction results in a $5,000 bank overdraft. The remaining partners will have to contribute more cash, or the partnership will have to sell of its assets for cash, or obtain a bank loan to cover the cash deficiency.
Often, the withdrawing partner may receive either more or less than the recorded capital balance. The difference can result from undervalued or overvalued partnership assets, anticipated future profitable operations in excess of normal returns to which the exiting partner is entitled, or to settle inter–personal conflicts among partners. As a result, the partners calculate an agreed amount that is due to C; the difference is treated as a bonus to either the withdrawing partner or the remaining partners. For instance, if C is paid $12,000, or $2,000 more than her capital balance, the capital balances of both A and B would each be reduced by $1,000.
C, Capital		  10,000
A, Capital		    1,000
B, Capital		    1,000
 	Cash				  12,000
To record C’s withdrawal from the partnership.
In this case, the two remaining partners are assumed to share the difference equally. C, therefore, receives a total of $12,000, represented by the $10,000 capital balance and a bonus of $2,000, which is paid equally by A and B.
If C is paid $3,000 less than his capital balance, the capital balances of both A and B would be increased by $1,500.
C, Capital		  10,000
	A, Capital			    1,500
B, Capital			    1,500
Cash				    7,000
To record C’s withdrawal from the partnership.
C receives $7,000 in cash; the $3,000 difference, shared equally by A and B, increases their capital balances.
E. Liquidation of a Partnership
The liquidation of a partnership results in a termination of the partnership business. Its assets are sold, debts are paid, and any remaining cash or unsold assets are distributed to the partners in settlement of their capital balances. The amount of cash available to partners depends on the amount of proceeds from the sale of partnership assets after liabilities have been paid. The following partnership post–closing statement of financial position at December 31, 2019 will be used to illustrate the accounting for the liquidation of A, B, and C Partnership.LO6 – Account for the liquidation of a partnership. 



	A, B, and C Partnership
Statement of Financial Position
At December 31, 2019

	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  7,000

	Other assets
	
	32,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	A, capital
	
	$10,000
	
	

	
	
	
	
	B, capital
	
	10,000
	
	

	
	
	
	
	C, capital
	
	10,000
	
	30,000

	
	
	$37,000
	
	
	
	
	
	$37,000


For purposes of this section, profits and losses are assumed to be shared in a ratio of 5:3:2 (A: 50%; B: 30%; C: 20%). All the following transactions take place on January 1, 2020.
Gain on Sale of Assets
Each partner’s share of gains realized on the sale of assets is recorded as an increase in his/her capital account. If the other assets are sold for $42,000, the following entry is prepared to record the gain.
Cash	 		 42,000
Gain on Sale of Assets			  10,000
Other Assets			  32,000
To record the gain on sale of other assets.
The $10,000 gain is then divided among the partners in their 5:3:2 profit and loss sharing ratio:
Gain on Sale of Assets	  10,000
A, Capital			    5,000
B, Capital			    3,000
C, Capital			    2,000
To record the division of the gain from sale of other assets.
The liabilities are then paid; the journal entry to record the payment follows.
Accounts Payable	7,000
Cash				7,000
To record payment of liabilities.


At this point, the statement of financial position would show:
	Assets
	
	Partners’ Capital

	Cash
	
	$40,000
	
	A, capital
	
	
	$15,000

	
	
	
	
	B, capital
	
	
	13,000

	
	
	
	
	C, capital
	
	
	12,000

	
	
	$40,000
	
	
	
	
	$40,000


The following entry is prepared to record payment of the three capital account balances and complete the liquidation of the partnership:
A, Capital		15,000
B, Capital		13,000
C, Capital		12,000
Cash				  40,000
To record payment of capital accounts.
Note that all capital account balances are zero following the distribution of cash.
Loss on Sale of Assets
In the case of a loss on sale of assets, losses resulting from the conversion of assets to cash are also allocated to partners in their profit and loss sharing ratio. The discussion that follows assumes the partners’ capital balances are sufficient to absorb the applicable share of the loss.
Adequate Amount of Capital Balances
Assume that the sale of the $32,000 of other assets in the example given earlier realizes only $22,000. The following entry records the sale:
Cash			  22,000
Loss on Sale of Assets	  10,000
	Other Assets			  32,000
To record loss on sale of assets.


The $10,000 loss is then allocated to each partner in accordance with the 5:3:2 profit and loss sharing ratio.
A, Capital		    5,000
B, Capital		    3,000
C, Capital		    2,000
Loss on Sale of Assets			  10,000
To record the division of loss from sale of assets.
The payment of liabilities is then recorded.
Accounts Payable	7,000
Cash				7,000
To record payment of accounts payable.
The partnership statement of financial position would show:
	Assets
	
	Partners’ Capital

	Cash
	
	$20,000
	
	A, capital
	
	
	$  5,000

	
	
	
	
	B, capital
	
	
	7,000

	
	
	
	
	C, capital
	
	
	8,000

	
	
	$20,000
	
	
	
	
	$20,000


The following entry records the final distribution of cash to the partners:
A, Capital		    5,000
B, Capital		    7,000
C, Capital		    8,000
 	Cash				  20,000
To record payment of capital accounts.
Note that the balance in each capital account is again zero following the distribution of cash, and the liquidation is complete.
Inadequate Amount of Capital Balances
The sale of partnership assets may result in a debit balance in one partner’s capital account following allocation of the loss. Assume that sale of the previous $32,000–worth of other assets realizes only $8,000. 


The following entry records the sale:
Cash	    			8,000
Loss on Sale of Assets		  24,000
	Other Assets			  32,000
To record loss on sale of assets.
This $24,000 loss is next allocated to each partner in accordance with the 5:3:2 profit and loss sharing ratio.
A, Capital		  12,000
B, Capital		    7,200
C, Capital		    4,800
 	Loss on Sale of Assets			  24,000
To record the division of loss from sale of assets.
The payment of liabilities is then recorded.
Accounts Payable	    7,000
	 Cash	    			7 000
To record payment of accounts payable.
The partnership statement of financial position now appears as follows:
	Assets
	
	Partners’ Capital (Deficiency)

	Cash
	
	$  6,000
	
	A, deficiency
	
	
	$(2,000)

	
	
	
	
	B, capital
	
	
	2,800

	
	
	
	
	C, capital
	
	
	5,200

	
	
	$  6,000
	
	
	
	
	$  6,000


Partner A has a deficiency (debit balance) in his capital account. A would be expected to contribute $2,000 cash to the partnership to make up this debit balance. If A does not contribute this amount, then this $2,000 debit balance is allocated to the remaining partners in their agreed profit and loss sharing ratio, in this case 3:2. The following entry illustrates the allocation of A’s debit balance to B and C.
B, Capital		    1,200
C, Capital		       800
 A, Capital			    2,000
To record allocation of A’s debit balance.


At this point, the partnership statement of financial position shows:
	Assets
	
	Partners’ Capital

	Cash
	
	$  6,000
	
	B, capital
	
	
	$  1,600

	
	
	
	
	C, capital
	
	
	4,400

	
	
	$  6,000
	
	
	
	
	$  6,000


The distribution of cash to B and C would be recorded by the following entry, and the liquidation would be complete:
B, Capital		    1,600
C, Capital		    4,400
 	Cash				    6,000
To record payment of capital accounts.
Statement of Partnership Liquidation
A statement of partnership liquidation can be prepared to show the progress of the liquidation over a period of time. The prior information involving the sale of $32,000 of other assets for $8,000, allocation of  loss to the partners, payment of liabilities, allocation of A’s debit balance to B and C, and final distribution of cash, are summarized in the following statement.
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	A, B, and C
Statement of Partnership Liquidation
For the Day Ending January 1, 2020


	
	
	
Cash
	
	Other assets
	
	Accounts payable
	
	
Partners’ capital

	
	
	
	
	
	
	
	
	A
	
	B
	
	C

	Opening balance
Sale of other assets
Allocation of loss ($24,000)
	


	$	5,000
	8,000

	


	$	32,000
	(32,000)

	
	$	7,000


	


	$	10,000

	(12,000)
	


	$	10,000

	(7,200)
	


	$	10,000

	(4,800)

	Balances
	
		13,000
	
	$	–0–
	
		7,000
	
		(2,000)
	
		2,800
	
		5,200

	Payment of liabilities
	
		(7,000)
	
	
	
		(7,000)
	
	
	
	
	
	

	Balances
	
		6,000
	
	
	
	$	–0–
	
	
	
	
	
	

	Allocation of A’s debit balance
B: 3/5 x $2,000
C: 2/5 x $2,000
	


	
	


	
	


	
	


		2,000


	
	
	(1,200)

	


	

	(800)

	Balances
	
	
	
	
	
	
	
	$	–0–
	
		1,600
	
		4,400

	Distribution of cash
	
		(6,000)
	
	
	
	
	
	
	
		(1,600)
	
		(4,400)

	Balances
	
	$	–0–
	
	
	
	
	
	
	
	$	–0–
	
	$	–0–

	
	
	
	
	
	
	
	
	
	
	
	
	



Summary of Chapter 12 Learning Objectives
LO1 – Describe the characteristics of a proprietorship.
A proprietorship is a business owned by one person. It is not a separate legal entity, which means that the business and the owner are considered to be the same. The profits of a proprietorship are reported on the owner’s personal income tax return. A proprietorship has unlimited liability. If the business cannot pay its debts, the owner would be responsible even if the business’s debts were greater than the owner’s personal resources. A proprietorship has limited life. It ceases to exist upon the proprietor’s death, for instance. 
LO2 – Describe how the financial statements of a proprietorship are different from those of a corporation. 
A proprietorship’s income statement does not show items like salaries paid to the proprietor or income taxes expense, since the business and owner are the same legal entity. A proprietorship’s statement of equity and statement of financial position do not distinguish between share capital and retained earnings. All contributions, withdrawals, and net income or losses are recorded in the Proprietor’s Capital account.
LO3 – Describe the characteristics of a partnership.
A partnership is a business owned by more than one person. Like a proprietorship, a partnership is not a separate legal entity. It also has unlimited liability and a limited life. The partnership ceases when a partner joins or leaves the firm, or upon the death of a partner. Unlike a proprietorship, partners are subject to mutual agency. Each partner is an authorized agent of the partnership. A partner can commit the partnership to a contract. The closing entries for a partnership are the same as those for a proprietorship except there is more than one capital account and more than one withdrawals account. The closing of the income summary to each partner’s capital account is based on the allocation of net income, which should be detailed in the partnership agreement.
LO4 – Account for a partnership’s profits and losses and prepare a statement of partner’s capital. 
Profits and losses are allocated according to a formula. This is usually specified in the partnership agreement. The formula may consider three factors: a return to each partner for the amount of capital invested in the partnership, a payment to each partner for services rendered, and a further division of any remaining profit (or loss) according to a specified profit and loss sharing ratio. Individual revenue and expense accounts are closed to the Income Summary general ledger account at the end of each fiscal year. The Income Summary is then closed directly to each partner’s capital account in the general ledger at the fiscal year-end.
LO5 – Account for the admission or withdrawal or partners from a partnership. 
The admission of a new partner results in the creation of a new partnership. New partners can be admitted either by purchasing an existing partner’s interest or by contributing assets to the partnership. A bonus may be paid to the new partner, or by the new partner to existing partners. The withdrawal of a partner can be accounted for as a sale to a new partner, as a sale to one or more of the existing partners, or through a payment of partnership assets to the withdrawing partner.
LO6 – Account for the liquidation of a partnership. 
The liquidation of a partnership results in a termination of the partnership business. Its assets are sold, debts are paid, and any remaining cash or unsold assets are distributed to the partners in settlement of their capital balances.


A   S   S   I   G   N   M   E   N   T         M   A   T   E   R   I   A   L   S
Concept Self-Check

1. What are some of the characteristics of a proprietorship that are different from those of a corporation?
2. What is the journal entry to record the investment of cash by the owner into a proprietorship?
3. How are the closing entries for a proprietorship different than those recorded for a corporation?
4. Why is there only one equity account on a sole proprietorship’s statement of financial position and multiple accounts in the equity section of a corporate statement of financial position? 
5. Define a partnership and briefly explain five characteristics.
6. What are the advantages and disadvantages of partnerships?
7. How does accounting for a partnership differ from that for a corporation?
8. How can partnership profits and losses be divided among partners?
9. Why are salary and interest bases used as a means to allocate profits and losses in a partnership?
10. How are partners’ capital balances disclosed in the statement of financial position?
11. What is a partnership bonus? How is it calculated when a new partner is admitted?
12. Distinguish between the sale of a withdrawing partner’s interest to a new partner and sale of an interest to his/her existing partner(s).
13. Explain how a deficiency (debit balance) in one partner’s capital account is handled if that partner is unable to contribute additional assets to cover it.	



Comprehension Problems

CP 12–1
You are given the following data for the proprietorship of R. Black.
	R. Black Proprietorship
Trial Balance
December 31, 2019

	
	
	Debit
	
	Credit

	Cash
Accounts receivable
Merchandise inventory
Accounts payable
R. Black, capital
R. Black, withdrawals
Sales
Cost of goods sold
Rent expense
Income taxes expense
	
	$  10,000
20,000
30,000


7,000

100,000
24,000
5,000
	
	


$  25.000
5,000

166,000


               

	Totals
	
	$196,000
	
	$196,000


Black contributed $5,000 capital during the year.
Required:
1. Prepare an income statement for the year.
2. Prepare a statement of proprietor’s capital for the year in the following format:
	R. Black Proprietorship
Statement of Proprietor’s Capital
For the Year Ended December 31, 2019

	Balance at Jan. 1, 2019
Contributions
Net income 
	
	
	$



	Withdrawals
	
	
	

	Balance at Dec. 31, 2019
	
	
	$


3. Prepare a statement of financial position at December 31, 2019.
4. Prepare closing entries at year-end.



CP 12–2
Refer to CP 12–1. Assume that the proprietorship is instead a corporation named R. Black Ltd., with 1,000 common shares issued on January 1, 2019 for a stated value of $5 per share. Assume there are no opening retained earnings and consider withdrawals to be dividends. Assume income taxes expense applies to corporate earnings.
Required: 
1. Prepare an income statement for the year ended December 31, 2019.
2. Prepare a statement of changes in equity.
3. Prepare a statement of financial position at December 31, 2019.
4. Prepare closing entries at year-end.
CP 12–3
Assume the following information just prior to the admission of new partner I:
	Assets
	
	Liabilities

	Cash
	
	$  5,000
	
	Accounts payable
	
	
	
	$  8,000

	Accounts receivable
	
	43,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	G, Capital
	
	$30,000
	
	

	
	
	
	
	H, Capital
	
	10,000
	
	40,000

	
	
	$48,000
	
	
	
	
	
	$48,000


Required: Prepare journal entries to record the following unrelated scenarios:
5. New partner I purchases partners G’s partnership interest for $40,000.
6. New partner I receives a cash bonus of $2,000 and a one-tenth ownership share, allocated equally from the partnership interests of G and H.
7. New partner I contributes land with a fair value of $100,000. Relative ownership interests after this transaction are:
	Partner
	
	Ownership interest

	G
	
	 20%

	H
	
	   5%

	I
	
	  75%

	
	
	100%




CP 12–4
Assume the following information just prior to the withdrawal of Partner X:
	Assets
	
	Liabilities

	Cash
	
	$20,000
	
	Accounts payable
	
	
	
	$  5,000

	Inventory
	
	50,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	X, Capital
	
	$10,000
	
	

	
	
	
	
	Y, Capital
	
	20,000
	
	

	
	
	
	
	Z, Capital
	
	35,000
	
	65,000

	
	
	$70,000
	
	
	
	
	
	$70,000


Required: Prepare journal entries to record the following unrelated scenarios:
1. Partner X sells his interest to new partner T for $25,000.
2. Partner X sells his interest to partner Y for $30,000.
3. Partner X sells his interest  and is paid a share of partnership net assets as follows
	Cash
	
	$  5,000

	Inventory
	
	5,000

	Accounts payable
	
	(2,000)

	
	
	$ 8,000


Partner Y receives a 60% share of the partnership interest of X. Partner Z receives 40%.

CP 12–5
The following statement of financial position is for the partnership of Able, Brown, and Crown at November 1, 2019.
	Assets
	
	Liabilities

	Cash
	
	$  20,000
	
	Accounts payable
	
	
	
	$  50,000

	Other assets
	
	180,000
	
	

	
	
	
	
	Partners’ Capital

	
	
	
	
	Able, capital 
	
	$37,000
	
	

	
	
	
	
	Brown, capital
	
	65,000
	
	

	
	
	
	
	Crown , capital
	
	48,000
	
	150,000

	
	
	$200,000
	
	
	
	
	
	$200,000


The profit and loss sharing ratio is Able 40%; Brown: 40%, and Crown: 20%. The partnership is dissolved and liquidated during November by selling the other assets for $100,000 and paying off the creditors.
Required: 
1. Prepare a schedule of partnership liquidation for the month ending November 30, 2019. Assume any capital deficiency is absorbed by the other partners.
2. Prepare the journal entries to record the dissolution.

Problems

P 12–1
You are given the following data for the partnership of B. White and C. Green.
	B. White and C. Green Partnership
Trial Balance
December 31, 2019

	
	
	Debit
	
	Credit

	Cash
Accounts receivable
Merchandise inventory
Accounts payable
B. White, capital
B. White, withdrawals
C. Green, capital
C. Green, withdrawals
Sales
Cost of goods sold
Rent expense
Advertising expense
Delivery expense
Office expense
Utilities expense
	
	$  41,000
68,400
27,000


7,000

5,000

160,500
36,000
27,200
9,600
12,800
    23,300
	
	


$  45,800
30,000

20,000

322,000





               

	Totals
	
	$417,800
	
	$417,800


Each partner contributed $10,000 capital during the year; the opening credit balance in each capital account was White $20,000 and Green $10,000. The partners share profits and losses equally.
Required:
1. Prepare an income statement for the year.
2. Prepare a statement of partners’ capital for the year in the following format:
	Statement of Partners’ Capital
For the Year Ended December 31, 2019

	
	
	White
	
	Green
	
	Total

	Balance at Jan. 1, 2019
Contributions
Net income 
	
	$


	
	$


	
	$



	Withdrawals
	
	
	
	
	
	

	Balance at Dec. 31, 2019
	
	$
	
	$
	
	$

	
	
	
	
	
	
	


3. Prepare a statement of financial position at December 31, 2019.
4. Prepare closing entries at year-end.

P 12–2
Refer to P 12–1. 
Required: Prepare the equivalent statement of partners’ capital at December 31, 2019 assuming that the partnership is instead:
1. A proprietorship owned by B. White. (Combine C. Green balances and transactions with those of B. White.)
2. A corporation named BW and CG Ltd. with 100 common shares issued to each of B. White and C. Green for a stated value of $1 per share. Assume opening retained earnings equal $29,800 and that 20,000 common shares were issued during 2019 for a stated value of $1 per share.


P 12–3
Refer to P 12–1. 
Required: Prepare the journal entry to allocate net income to each of the partners assuming the following unrelated scenarios:
1. Net income is allocated in a fixed ratio of 5:3 (White: Green).
2. Net income is allocated by first paying each partner 10% interest on opening capital balances, then allocating salaries of $30,000 for White and $10,000 for Green, then splitting the remaining unallocated net income in a fixed ratio of 3:2 (White:Green).

P 12–4
On January 1, 2019, Bog, Cog, and Fog had capital balances of $60,000, $100,000, and $20,000 respectively in their partnership. In 2019 the partnership reported net income of $40,000. None of the partners withdrew any assets in 2019. The partnership agreed to share profits and losses as follows:
a.	A monthly salary allowance of $2,000, $2,500, and $4,000 to Bog, Cog and Fog respectively.
b.	An annual interest allowance of 10 per cent to each partner based on her capital balance at the beginning of the year.
c.	Any remaining balance to be shared in a 5:3:2 ratio (Bog:Cog:Fog).
Required:
1. Prepare a schedule to allocate the 2019 net income to partners.
2. Assume all the income statement accounts for 2019 have been closed to the income summary account. Prepare the entry to record the division of the 2019 net income.


P 12–5
Bo and Diddley have decided to establish a partnership. Bo contributes $50,000 in cash; Diddley contributes $100,000 cash. They are evaluating two plans for a profit and loss sharing agreement:
Plan A	Bo to receive a salary of $15,000 per year, the balance to be divided between Bo and Diddley according to their opening capital balance ratios.
Plan B	Bo to receive a salary of $12,000 per year; Bo and Diddley to receive 8 per cent interest per year each on their opening capital balances, and the balance of profit or loss to be split equally.
Required: 
1. Calculate the division under each plan in the following schedule, assuming: (a) a profit of $60,000 per year, and (b) a loss of $30,000 per year.
	Profit and loss sharing plan
	
	Division with profit of $60,000
	
	Division with loss of $30,000

	
	
	Bo
	
	Diddley
	
	Bo
	
	Diddley

	Plan A:
Salary
Balance
Total
	


	
	


	
	


	
	


	



	Plan B:
Salary
Interest
Balance
Total
	



	
	



	
	



	
	



	


2. Comment on the advantages and disadvantages of each plan.


P 12–6
Good, Hood, and Food are partners, sharing profits equally. They decide to admit Mood for an equal partnership (25%). The balances of the partners’ capital accounts are:
	Good, capital
Hood, capital
Food, capital
	
	$30,000
26,000
  19,000

	
	
	$75,000


Required: Prepare journal entries to record admission of Mood, using the bonus method:
1. assuming the bonus is paid to the new partner; Mood invests $15,000 cash;
2. assuming the bonus is paid to existing partners; Mood invests $45,000 cash; the remaining partners benefit equally from the bonus.

P 12–7
The statement of financial position of A, B, and C Partnership is shown below. The partnership has decided to liquidate. The general ledger shows the following balances on March 1, 2019:
	Cash
Other assets
Accounts payable
A, capital
B, capital
C, capital
	
	$  10,000
125,000
10,000
25,000
37,500
62,500


Proceeds from the sale of non-cash assets during March were $42,500.
Required: 
1. Prepare a statement of partnership liquidation for the month ending March 31, 2019. Assume profits and losses are shared equally and that any capital deficiency is absorbed by the other partners. 
2. Prepare the journal entries to record the dissolution. Dates are not required.
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