PARTNERSHIPS:

FORMATION, OPERATION,
AND OWNERSHIP CHANGES

LEARNING OBJECTIVES

@ Describe the characteristics of a general partmership, a limited partnership,
and a joint venture.

List some important items to be included in the partnership agreement,

ee

Understand the differences between partnerships” and corporations’ equity
accounts in the balance sheet.

Explain the purpose of the partners” drawing accounts and capital accounts.

Prepare journal entries to form a parmership using the bonus and the
goodwill methods.

® 66

Describe some commeon agreements used to allocate partmership net income
or loss.

@

Explain why salary allowances and interest allowances are used in allocating
partmership profits and losses.

C

Describe the methods used to record partnership changes when a new partner
is admitted or when a partner withdraws from the partnership.

©

Describe the rationale hehind the gaodwill method in accounting for changes
in partmership membership.

“Sustainability can be a 2 + 2 = 5 {or even 50) game. To achieve outstanding triple
bottom line perfarmance, new types of economic, social, and environmental
partnership are needed. Long-standing enemies must shift from mutual subversion
to new forms of symbiosis. The resulting partnerships will help each partner perform
traditional tasks more efficiently, while providing a platform from which to reach
toward goals that none of the partners could hope to achieve on his own.”’

The next two chapters deal exclusively with accounting and reporting problems asso-
ciated with the partnership form of business organization. These chapters cover the
complete life cycle of a partnership from its formation and operation w its liqui-
dation. Partnerships are covered in this text because they are a common form of

' Environinental Qualily Management, “Partnerships from Cannibals with Forks: The Triple Bouwom Line af
2s-Century Business,” by John Elkington, Autumn 19495, p. 37,

773
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business organization. They are popular because they permit the pooling of limited
resources, are easy to form (no special governmental approval is required), and may
have certain tax advantages. Because pnrlncl‘ships are common, accountants are often
called on to account for, and serve in, an advisory capacity to partnerships. Although
many of the accounting concepts applicable 1o a sole proprietorship or a corporation
are also applicable to partnerships, some aspects ol partnership formation, operation,
and liquidation require additional consideration. The unique aspects of accounting
for a partnership are the focus of these chapters. Figure 15-1 presents a summary of
statistics for partmerships in the United States from 2007 and 2008,

Accounting for a parmership is influenced by the agreement made among the
parmers and by the appropriate state statutes. Partnerships operate within the legal
framework of the state in which they are organized and the statutes may vary from
state to state. In order to illustrate statntory provisions, the Uniform Partnership Act
(UPA) is integrated throughout the partership chapters because it, or some mod-
ification thereol, is the partnership law that has been adopted by the majority of the
states. An in-depth study of the legal aspects of partmerships is generally contained
in the typical business law course.

S il iR s NSRS R

PARTNERSHIP DEFINED

A partnership is defined by the UPA as “an association of two or more persons to carry
on as co-owners a husiness for pn_)lil."‘*1 Persans in this definiton include individuals,
partmerships, corporations, and other associations. Not onlv are corporations some-
rimes partners, but also partnerships can be sharcholders in a corporation.

EToys Inc. is betting that a lot of American parents want to buy Barbie, Arthur and
other favorite playthings without visiting the mall, let alone chasing screaming
children down toy store aisles. “"We're benefiting from eToys’ success and are happy
to be their partner’ says a Mattel spokesman. If the eToys’ offering is completed as
planned, it will mean big gains for the firm’'s top management and a small squad of
venture capitalists. The company’s biggest shareholders are varicus partnerships
affiliated with Idealab!, a business incubator and venture-capital firm run by
inventor Bill Gross.®

In some cases, it may be difficult to determine whether a parmership has been
formed or whether an individual is a partner in a business arrangement. To
determine the existence of a partership, it may be helpful to look for the following
three attributes: (1) there must be an agreement, either expressed or implied,
between two or more persons; (2) the business must be operated for the purpose
of making a profit; and (3) members of the firm must be co-owners of the business.
Co-ownership involves the right of each partner to share in the profits of the
business, to participate in the management of the business, and to hold an interest
in properties conveyed to the partnership. These rights are shared equally unless
agreed o otherwise in the partmership agreement,

® UPA. Scction 6,
TWSS “EToys Plans to Join Web-Retailer Parade with Its Own IPO,” by George Anders and Lisa Bannon,
4/6/99, p, BI.
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T =

REASONS FOR FORMING A PARTNERSHIP

The prospective owner(s) ol a business should consider the various attributes of the
different forms of business arganizations before selecting the one that they believe
best meets their organizational objectives and personal goals. A form suitable for
one set of business objectives may not be appropriate for another. Tt is passible fora
firm to start as a proprietorship and, as the business and personal environments
change, to move to a partnership form, and ultimately, to incorporate.

One of the major advantages of a parmership is that it permits the pooling of
capital and other resources without the complexities and formalities of a corpora-
tion. A parmership is easier and less costly 1o establish than a corporation and is
generally not subject to as much governmental regulation. Furthermore, the part-
ners may be able to operate with more flexibility because they are subject neither to
the control of a board of directors nor to outside shareholders. There may also be
certain tax advantages to a parmership, discussed later.

Chip Bell, senior partner with Performance Research Associates in Dallas, compares
partnering to dancing. He suggests six steps to great partnerships:

e Focus, or prepare to partner. There should be a clear commitment to some purpose.

e Audition, or pick great partners. Auditions are about discovery and disclosure. Be
open for warning cues.

* Rehearse, or get the partnership in shape. Work the plan, ignoring opposition ar
objections.

® Dance, or keep the magic in motion, Great partnerships keep going and growing.

e Hurt, or manage the pain. Great dances are rarely flawless, and the capacity to
bend and continue in the face of adversity makes for resilience.

s Bowr out, or know when to call it curtains.”

CHARACTERISTICS OF A PARTNERSHIP

I-'éi) Characteristics
ol a general
partnership.

Some partnership characteristics may make it more difficult for a partnership to
raise capital than for a corporation. Parmerships are thus most common in compar-
atively small businesses, professional organizations, such as medical clinics or an ac-
counting practice, and some limited projects undertaken to accomplish a single
goal, such as an oil and gas exploration project or the purchase of a parcel of real
estate for invesunent purposes. However, there is no limit to the size or number of
parmers in a lirm, For example, in the large international CPA firms, the number
of partners is in the thousands and revenue is in the millions of dollars.

One distinetive characteristic of a parmership is its advantageous federal
income tax treatment. A partmership is treated as a “flow through” entity from a fed-
eral income tax perspective and as such, income is not subject to taxation at the
partnership level. A partnership must file an information return with the IRS in
which income or loss is allocated to the individual partners. A partner’s respective
share of the income or loss is then reported on his or her individual income tax re-
turn, whether distributed by the partmership or not,

; :\{’l.‘lplr(] fram Danece Lessons: Six Stefis to Corent ez a'.ur'r.\.fi."‘,‘..u i Duesiness and Life, 1:}' (_:I'IEI'I Bell and Heather
Shea (St Paul, MN: Highbridge Company, 1998). Also see Fxecutive Excellence, “Steps to Great Partner-
ships,” by Chip Bell and Heather Shea, March 1999, pp. 5-6.
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General Partnership

In a general parmership, each member is a general parter within the firm. That is,
there is no “limited partner” in the organization. The following are characteristics
of a general partmership.

Mutual Agency Every general parter is an agent of both the partnership and
every other partner. Thus, a partner can bind the other partners to a conuact il
lie or she is acting within the apparent scope of the business. Outside parties
transacting with a partner can assume the partner has the power to bind the part-
nership unless they are informed otherwise. Outside parties should be aware, how-
ever, that for certain acts, such as the assignment of partnership property. unanimous
consent ol the partners is required.

Right to Dispose of a Partnership Interest A capital interest in a general partner-
ship is a personal asset of the individual partner that ean be sold or disposed of in any
legal way. However, the UPA, recognizing the highly personal relationship of the
partners, provides that a purchaser of another partner's interest does not have the
right ta participate in management unless he or she is accepted by all the partmers.
The new partner is entitled to the profit allocation acquired and, in the event of lig-
uidation, to receive whatever assets the selling partner would have received had he
or she continued in the partership.

Unlimited Liability 1n a general partnership, each parmer is jointly and severally
liable for the debts and obligations of the partnership. This means that in the case
of liquidation, the creditors of the partmership, if not satisfied from assets of the
partnership, can look to each partmer’s personal resources for recovery of unsatis-
fied claims. Jointly and severally means that a creditor can seek recovery from all the
parters or can proceed against ane or more of them separately.

Limited or Uncerlain Life A general partnership may be dissolved for a number ol
reasons, including the death of a parter, the bankruptey of an individual parmer, the
withdrawal of a partner from the partnership, or a judgment by a court that a parier
is unsound of mind and incapable of performing his or her parmership duties.

The characteristics just discussed underline the importance of careful selection
of the individuals to be associated in a general parmership. In particular, murual
agency and unlimited liability are distinctive features of a general partnership that
could result in extensive personal liability resulting from the acts of other partners,

Recentlv. state laws have authorized the existence of a popular new form of
general partmership known as a Iimited liability partnershipp (LLP). An LLP addresses
the issue of unlimited liability by granting partners personal protection from partner-
ship obligations arising from the actions of other partners. However, partners are still
held personally liable for their own actions and those of others under their authority.

“Partnerships aren't for everyone. They require an investment of energy and
demand vulnerability. And partnerships diminish the protection of anonymity.
They are poor associations in which to hide. Partnership means working onstage,
not backstage. Done well, partnerships work at amplifying disclosure and
enhancing exposure’”®

* Executive Exeellence, “Steps 1o Great Partnerships,” by Chip Bell and Heather Shea, March 1999, pp. 5-6.
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Limited Partnership

"@ Characteristcs
of a limited
partership.

In a limited partnership, one or more of the partners are general partmers and one or
more are limited partners. While general partners manage the firm and are personally
liable for obligations of the partnership, limited parmers invest capital only and limit
their liability for partmership obligations to the amount of their invesrment. In return,
limited partners give up the right to participate in the management of the firm,

The limited partmership form of organization is selected when the general part-
ners want to raise capital without giving up management control of the business.
It is also an attractive form when the tax benefits associated with a partnership are
desired, but the investors do not want to assume personal liability for the obligations
of the partnership. For these reasons, the limited partnership form is often used for
professional sports franchises and offerings of partnership interests made to the
public for the purpose of carrying out a specific business plan, such as real estate
ventures ar oil and gas exploration projects.

Joint Ventures

u@ Characteristics

of a joint venture.

“Gene Phillips was at the helm when a now-defunct real estate partnership firm called
Southmark sank into hankruptcy. His investors lost heavily. Phillips lived lavishly in
Texas....They say onWall Street of limited partnerships: In the beginning, the limited
partners have the money and the general partner has the experience. In the end the

roles are reversed, especially if Gene Phillips is in the picture.’®

A joint venture is an arrangement entered into by two or more parties io accomplish
a single or limited purpose for the mutual benelit of the members of the group.
often to carn a profit. For example, a firm in one country may enter into an agree-
ment with a firm ot another country to pool their resources to construct an automo-
bile manufacturing plant, or two or more firms may enter into an arrangement (o
develop a new product that requires complementary technological knowledge.
Thus, the life of the joint venrure is limited to that of the undertaking. which may
be of short- or long-term duration.

The relationship between the parties in the arrangement is generally governed
by a written agreement. A distinguishing characteristic of the agreement is that each
jointventurer participates directly or indirectly in the overall management of the re-
sources. Accordingly, major decisions require the consent of the ownership group.

Joint ventures are commonly organized as corporations or partnerships. If
organized as a corporation, the investment in the joint venture generally must be
accounted for using the equity method in accordance with the provisions of
Accounting Principles Board Opinion No. 187 As a corporation, a joint venture is
governed hy carporate law. If the arrangement is a partnership joint venture, inter-
pretations of Opinion No. 18 indicate that many of the provisions of that opinion are
appropriate in accounting for the investment.” In general, partnership law applies
to a parmership joint venture, but the authority of a joint venturer is limited to a
b Farbes, “The Old Double Dip,” by Grewchen Morgenson, 7/7/97, pp. 54-56.
 Opinion of tie Acconnting Principles Board No. 18, “The Equity Method of Accounting for Investments in
Common Stock” (New York: AICPA, 1971). [ASC 323]

* Accounting  Interpretations of APD Opinion No. 18 (New York: AICPA, 1972), par. 2. [ASC
393-30-15-3]
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}_')':I'L‘HIUI' extent than that of a g(‘il(fl‘lll ])li1'111{‘!'. For {?1\'?]111])]{'5, a5 4 g(?ll{?]':ll l'l:li{tf one
party to the arrangement is not an agent of the other parties.

PARTNERSHIP AGREEMENT

A partnership is @ voluntary association based on the contractual agreement be-
tween or among legally competent persons. The contract between the parties is
called the partnership agreement, partnership contract, or articles of partnership. The
partnership agreement generally contains provisions related to the nature of the

1 2__) Impaortant
iiems in a
partnership
agreement.

business, operating policies, and the relations between the partners in operating
and terminating the business. In the contract, the partners should clearly express
their intention, and the document should cover all aspects of operating the partner-
ship. If there are subsequent disputes and the partners are unable to reach a
satisfactory agreement, it may be necessary to resort to litigation.

The partnership agreement should rellect [ully the precise intentions ol the
parties and be as unambiguous as possible, The agreement should include the fol-
lowing important points:

. The name of the firm and identity of the parmers.
The nature, purpose, and scope of the business.

f-ﬁ!\:}'—‘

. The effective date of organization.
. The length of time the parmership is to operate.

SN

. Location of the place of business.
Provision for the allocation of profit and loss,

-~ &
s

. Provision for salarics and withdrawals of assets by parwers.

o

The rights, duties, and obligations ol each partner such as the amount of time
cach partner will spend on business activities, and whether each partner is a
general or limited partner.

9. Authority of each partner in contract situations,

10. Procedures for admitting a new partner.

11. Provisions that specify how operations are to be conducted and how the various
partners’ interests are to be satisfied on the withdrawal or the death ol a partner,

12. Procedures for the arbitration ol disputes.

13. Fiscal period of the partnership.

14. Identification and valuation ol initial asset investments and the specification of
capital interest that each partner is 1o receive.

15. Situations that may cause the dissolution of the parmership and provisions for
terminating or continuing the business.

16. Accounting practices to be followed, such as depreciation policies, the se-
quence of closing procedures, and whether the cash or accrual basis is to be
used in measuring net income.

17. Whether or not an audit is to be performed.

Some of the items listed will be discussed in more detail in later sections.

The law does not specify the form of the agreement. Although it may be oral, it
is a good business practice to have the agreement in writing for the protection of
the individual partners. A written agreement tends to reduce the number of dis-
agreements resulting from misunderstandings and “loss of memory.”

Legally, the partners have a great deal of flexibility in drafting an agreement
among themselves, but they must recognize that the UPA specilies certain rights of
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and obligations to outside parties that may not be avoided by the individual part-
ners. For example, as noted previously, the UPA (Section 13) imposes unlimited li-
ability on each general partner for partnership debts and obligations. A provision in
a partnership agreement that exempts a general partner from this obligation would
be superseded by the provision in the UPA,

In drafting the agreement, the partners should seck both legal and accounting
assistance to assure that their rights are protected and to help anticipate and avoid
as many points of conflict as possible. Il there are later disputes related to the rela-
tions among the partners, most provisions set out in the UPA control only if the
partners have failed to make an express agreement, or if the partners are unable to
reach a mutually satisfving agreement. For example, in rthe absence of an agreement
concerning how to share profits, the UPA provides that profits are to be shared
cqually. Differences arising from ordinary matters may be decided by a majority vote
of the parters [UPA, Section 18(H)].

The Greatest Show on Earth

William Cameron Coup organized a show in 1869 that staged simultaneous
performances in two rings. He later formed a partnership with PT. Barnum, and in
1871 they opened “The Greatest Show On Earth” in Brooklyn, N.Y. About ten years
later, Barnum went into partnership with James Anthony Bailey, another American
showman and one of the hest organizers in the business, and with two other
impresarios. Eventually, however, Barnum and Bailey became sole partners, with
their circus giving simultaneous shows in three rings.?

Capital Interest versus Profit Interest

In preparing the partnership agreement, the partners must recognize that there is
a distinction between a parter’s eapital interest and his or her interest in income
and losses subsequently reported by the partnership. A partner’s capital interest is a
claim against the net assets of the partnership as shown by the balance in the
partner’s capital account; an inferest in income and loss determines how the partner’s
capital interest will increase or decrease as a result of subsequent operations. The
partners may agree that an individual partner is to reecive a one-third capital
interest in the partnership, but the same partner’s interest in income and loss may
be equal to, greater than, or less than one-third.

ACCOUNTING FOR A PARTNERSHIP

l’@ Partnerships'

Equity versus
shareholders'
equity.

For accounting purposes, a partnership is considered a separate economic and
accounting entity. The assets, liabilities, and residual capital interest, as well as the
transactions and events that affect the accounts of the partmership, are areas of in-
terest that require a separate accounting to provide information to the partners and
other interested parties. Separation of these activities from the personal transac-
tions of the individual partmers is necessary in order o evaluate the performance
of the partnership. This does not mean that other forms of statements cannot be
prepared for other purposes. For example, a general partner has unlimited liability to

" From Funk and Wagnalls' New Eneyelopedia, Cambridge, MA: Funk and Wagnalls, Corp., 1996, Infopedia,
Softkey Multimedia Inc., 1996,
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L‘@ Drawing and

capital accounts.

the ereditors of the parmership. Accordingly, the creditors may require information
concerning the personal assets and debt position of individual partners, as well as
the linancial statements of the firm.

There is significantly more freedom in choosing a partnership accounting
method than for other types of organizations, such as a corporation. While it is gen-
erally assumed that accounting for a partnership basically adheres to the same
generally accepted accounting principles as accounting for a proprietorship or a
corporation, it should be noted that small or specialized partnerships may utilize
cither cash basis or tax basis accounting as apposed to GAAP. Since partnerships are
required to submit informational returns to the IRS that help determine individual
partners’ federal income tax, tax-based accounting may provide these parmerships
with added convenience over GAAP-based accounting. While these varving meth-
ods are acceptable, this text will assume GAAP-based partnership accounting.

The primary difference in accounting for the different forms of organization
is in the recording and reporting of capital transactions, A corporation’s equity sec-
tion reports the different sources of capital (for example, the issue of capital stock,
additional paid-in capital from various sources, and retained carnings). Because
cach share of commaon stock has the same proportonal interest in net income, div-
idends, voting rights, and assets in liquidation as any other share ol the same class
of stock, a separate capital account for each shareholder is not needed. However,
in the case of a partnership, the capital interest in assets of each parmer can vary.
In addition, the partners’ interest in net income or loss can vary and may not he
proportional to their respective capital interests. As a result, the relationship of
the partners’ capital interest will change over time. To report the interest of cach
pariner, a partnership’s equity section normally consists of two accounts for
cach partner: one capital aceount and one drawing account.

Practice varies as 1o which of the two accounts is changed by capital transac-
tions. Generally, investments and withdrawals of assets considered to be other than
temporary are recorded in the capital account. The drawing account is typically
debited to record withdrawals ol assets in anticipation ol prolitable operations or
payments of personal expenses of a parmer from partnership assets. It is common
practice to close the income summary account to either the drawing account or the
capital account. The drawing account may be closed periodically to the capital
account. The varions sources of capital may thus be combined into one account.
In this text, the income summary account and cach partner’s drawing account will
be closed to the appropriate pariners' capital accounts.

To illustrate the entries, assume that Ed Bell and Jane Peters operate a partner-
ship in which they each originally contributed $25,000 cash. In the current year. in-
come of 560,000 is to be allacated equally and each partner withdraws $1,000 per
month or $12.000 a year. The entries follow:

Ab the beginning of the partnership:

Cash 50,000
Bell. Capital 25,000
Peters, Capital 25,000

To form the parnership.

el imanih to vecovd withidrawals:

Bell, Drawing 1,000
Peters, Drawing 1,000
Cash 2 000

Tor record monthly withdrawals.
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Al the evd of the period:

Income Summary 60,000
Bell, Capital 30,000
Peters, Capital 30,000

To close the income summary account,

Bell, Capital 12,000

Peters, Capital 12,000
Bell. Drawing 12,000
Pelers, Drawing 12,000

To close the partmers’ drawing accounts.

Generally, the same accounting concepts are used Lo determine net income for
proprietorships, partnerships, and corparations. There are, however, several differ-
ences. First, because a partnership is not subject to income tax, no income tax ex-
pense is reported in the income statement. Second, interest on capital investment
and salaries to partners have wraditionally been treated as allocations of net in-
come, rather than as expenses of the business. This practice is considered appro-
priate under the proprietary theory view of the firm in which all rransactions with
the owners are viewed as capital transactions. In other words, no revenue or ex-
pense should he recognized in transactions with the partners. Also, since the part-
ners are owners of the business, the interest and salaries may not represent
objectively determined amounts,

In addition to the transactions discussed before that affect a parmer’s capital
interest, an individual partner may also lend cash to the partnership that may be
accounted for as a liability of the partnership. A partner may also borraw cash from
the partnership with the intention of repaying the loan to the partnership. In con-
trast to capital transactions, such as the withdrawal of assets as part of a profit allo-
cation, an advance to a partner is accounted for as a receivable of the partnership,
provided that the receivable satisfies the normal tests of collectibility. Generally
accepted accounting standards should also be followed in accounting for, and
disclosing, receivables from officers or members of a firm.

Recording the Formation of a Partnership

Assets invested in the partnership, any debts assumed by the partnership, and the
capital interest each parter is to receive should be specified in the partnership
agreement. A listing ol partnership assets is important, because creditors of the
partnership must satisfy their claims from partnership assets before seeking recov-
cry of unpaid claims from the personal assets of individual partners.

Assets invested in the partnership can be either cash or noncash assets, such as
a patent, land, or equipment. Noncash assets invested in the partnership are prop-
erly recorded at fair values on the date of investment.!" Liabilities assumed by the
partership should also be recorded at their fair values.

Once the partners agree as to the identification and valuaton of assets being in-
vested, liabilities being assumed by the partnership, and the capital interest that
each partner is to receive, the assets, liabilities, and equities are recorded on the

1 FASE ASC paragraph 845-10-30-1,
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@ Recording the

formation of a
partership.

books of the parmership. To illustrate, assume that the following items are being in-
vested to form WY Partnership:

Agreed Frir Varlues

{nvesimen! Investinent

oy Wrigiit by Youne

Cash 10,000 510,000
Inventory 10,000 —_—
Land — 20,0y
Building — 400,00y
Equipment 20,000 —0—
Totals 40,000 70,000
Mortgage on building assumed by the partnership —— 20,000

Net assets invested 540,000

The journal entry to record the initial investment, assuming that Wright and
Young agree that each partner is to receive a capital credit equal to the fair value of
the net assets each partmer invested, is as follows:

Cash 20,000

Inventory 10,000

Land 20,000

Building 40,000

Equipment 20,000
Mortgage Pavable 20,000
Wright, Capital 40,000
Young, Capial 50,000

A problem results if the sum of the agreed net asset values does not equal the
negotiated capital interest or if the agreement is unclear. For example, there are sev-
eral possible interpretations of an agreement that cach partner is to receive an
cqual capital interest. Two passible types of entries, the bonus method and the
goodwill method, might be used to record the formation. Assuming the facts in the
preceding paragraph, these entries are as follows:

[ i
Banus Method Goolaitl Method
Cash 20,000 20,000
Inventory 10,000 10,000
Land 20,000 201,000
Building 40,000 4,000
Equipment 20,000 201,000
[ntangible Asser™ — 10,000
Mortgage Payable 20,000 200,000
Wright, Capital 45,000 50,000
Young, Capital 45,000 50000

#Generully referred o as partnership goodwill,

Under the banus method, there is a capital interest transter of $5.000 from Young
to Wright to equalize the capital balances. Such an entry is made il Young recognizes
that Wright is contributing something to the firm other than tangible assets, but the
partmers are reluctant to recognize an intangible asset, or a value for it cannot be de-
termined objectively. Under the goedwill method, il equal capital interests are 1o be
given to cach partner, Wright's capital is increased by $10,000. This is accomplished by
recognizing an intangible asset of $10,000 with a corresponding increase in the credit
to the capital account of Wright. It is assumed that Wright is contributing something
of value to the partnership that is intangible in nature, and which could not he
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specifically identified. The value assigned to the intangible asset could have been
more than $10,000. Young may also be contributing an intangible assct to the partner-
ship in addition to the tangible assets identified and valued. Unless the intangible is
specilically identifiable, such as a patent, it should probably not be recognized. It is dif-
ficult to justify the recognition of an unspecitied intangible such as goodwill on the
books of a new partnership that does not have an established earnings record.

Allocation of Net Income or Net Loss

L96) Allocating net

income or loss.

The partners should include in the articles of partnership a provision indicating
how income and losses are to be allocated. The profit and loss agreement deter-
mines how much each partner’s interest in the firm increases or decreases as a
result of operations. Often one of the major problems of accounting for a partner-
ship is to determine the intent of the parmers as indicated in the partnership agree-
ment. The partners have much [lexibility in the area. However, to avoid disagree-
ment and potential litigation, the profit and loss agreement should be explicitly
stated. In the absence of an agreement, courts have generally concluded that the in-
tent of the parties was to allocate profits and losses equally. Il a provision for profits,
but not losses, is included in the agreement, the courts have generally concluded
that losses should be allocated in the same ratio that profits are allocated. There-
fore, the partnership agreement should state whether losses are to be allocated dif-
ferently than profits,

The ohjective of the profit and loss agreement should he to reward the individ-
ual partners for their contributions of resources to the partnership. Some of the
more common agreements are based on some combination of the following:

1. Afixed ratio.

2, Aratio based on capital balances.

3. Interest on capital investment.

4. An allocation for time or managerial talent devoted to the parmership operation,
cither in the form of a fixed salary allocation or a bonus as a percentage of income.

Partnerships have a number of allocation possibilities and sometimes use several
of the following strategies to allocate income or losses. Unless otherwise stated,
income for the period is assumed to be 520,000 in the following examples.

Fixed Ratio One of the simplest agreements is for each parimer to be allocated
profit or loss each period on the basis of an equal percentage or some other speci-
fied ratio. For example, Adams and Brown may agree that profit and loss are to be
allocated in the ratio 7:3. A profit of $20,000 would be allocated $14,000 to Adams
and $6,000 to Brown. The entry to close the Income Summary account would take
the following form:

Income Summary 20,000
Adams, Capital 14,000
Brown, Capital 6,000

Note that the allocation determines the increase in each partner’s interest in
net assets resulting from operations. It has nothing to do with the withdrawals of as-
sets by partners, which are recorded as debits to the capital or drawing accounts.

Unless stated otherwise, a loss of $20,000 would also be allocated using a 7:3 ratio.
If this is not the intent of the partners, a separate loss agreement should be stipulated.
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ILLUSTRATION 15-1

Capital Balances Assets invested in the partnership are important resources.
The allocation of profits on the basis of the ratio of capital balances may result in an
equitable allocation of profits when the operation of the partnership requires little
of the parters’ time, such as the operation of an apartment building in which there
is a hired manager. To avoid conflicts, the capital ratio should be based upon the
capital balance at a specific point in time, such as the amount of original invest-
ment, beginning-ofyear balances, on average, or end-of-year balances. Allocations
based on beginning and ending balances could be inequitable. For example, if the
allocation ratio is based on ending balances, a partner could make a large capital in-
vesunent at the end of the year. To avoid such abuse, partners may want to specify
restrictions or use a weighted-average capital balance.

Assuming that the ratio is based on heginning capital balances and that Adams
and Brown had balances of $60,000 and $40,000, respectively, the net income of
$20,000 would be allocated as [ollows:

Capital Investment Nel Inconie Altocation

Adams S 60,000

($60,000/3100,000) * $20,000 = S12,000
Brown 40,0000 ($40,000/2100,000) x $20,000 = 8,000
$100,000 $20.000

Net incame allocation based on a weighted-average capital investment ratio is
computed in Hlustration 15-1. The weighted average is computed by multiplying the
various capital balances that each partmer maintained during the vear by the fraction
of the year that a particular capital balance was maintained. The $20,000 net income
is allocated on the basis of the ratio of the weighted-average capital investment.

The allocation of a loss on the basis of the ratio of capital balances would mean
that Adams, who has invested the most capital, would ahsorb the greatest amount of

Computation of Weighted-Average Capital Balances

(A) (B) (C) )

Inerease Cumulative Iraction Weighted

(Decrease) Capital of Year Average

Aduams, Capiial in Capital Balanee in Mowlhs (1) X (C)

January 1 Beginning Balance 360,000 3/12 $15,000

April 1 Added $30,000 Investment 530,000 90,000 a/12 29,500

July 1 Withdrew $10,000 (10,000} 80,000 6/12 40,000

Weighted-Average Capital Balance $77.500
Brown, Capital

January 1 Beginning Balance 40.000 9/12 330,000

October 1| Withdrew 510,000 S(10,000) 30,000 3712 7.500

Weighted-Average Capital Balance $37.500

Weighted-Average Investmenl

Adams

Brown

$ 77,500

37,500
$115,000

Net Income Aifocation

($77.500,8115,000) % §20,000
($37.500/8115,000) > $20,000

$19,478
6,522
$20,000
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the loss, which may be considered an unreasonable allocation. If this is the case, the
partners may want to stipulate a different ratio for the allocation of losses.

Interest on Capital Investment  Using the ratio of capital balances us the hasis for
allocation of profit assumes that invested capital is the most important resource of
the partnership. However, in many prolitmaking organizations, other important re-
sources should also be recognized. To accomplish this and still provide an equitable
allocation, the partners may want to provide for interest on capital investment
and allocate the remaining income on some other basis. Such a provision may also
provide an incentive for additional capital to be invested, if necessary. The agree-
ment should specify a minimum:

1. The interest rate,
2. The proper capital balance (beginning, ending, or average),
3. How remaining profits should be allocated, and

4. Whether or not interest should still be allocated in case of loss or in case profits
are less than the agreed interest allocation.

Frequently, the interest allocation is based on weighted-average capital invest-
ment. To illustrate, assume the average investment in Ilustration 15-1. Interest is
then computed on this amount. Assuming a net income ol 520,000, an 8% rate of
interest, and that any remaining profit is to be divided equally, the profit (or loss,
if negative) is allocated as follows:

Titerest Allocation Adams Erown Total
277,500 X 08 = 56,200 S 6,200
37,500 % .08 = 33,000 3,000
Towal interest allocated 63,200 3,000 5,200
Remainder shared equally 2,400 10,800
Total to be allocated $11,600 520,000

Salury 'The partners may provide, as part of the profit and loss formula, a salary
allowance in recognition of personal services rendered by a partner. The amount by
which net income exceeds the salary allowances may then be divided by any ratio
agreed upon by the partners. For example, if Adams devotes full time to the business
activity and Brown spends a limited amount of time, the partnership agreement may
specily that Adams is allowed a salary of S1,000 per month and that the remaining
income is to be divided on the basis of the ratio of the beginning capital balances
(560,000 and $40.000, respectively). The allocation would be as follows:

Adams Brown Total
Salary allowance 512,000 S—0— 512,000
Remainder
(S60,000/3100,000) X $8,000 4,800 }
($:40,000/$100,000) = $8,000 5.200 5,000
416,800 $20,000

A salary agreement is considered a part of the profit and loss allocation formula
and may be made independent of the agreement hetween the partners as to the
right to withdraw cash or other assets from the partnership. The withdrawal of cash
reduces the partner’s capital interest (debit to the drawing account) but plays no
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part in the allocation of net income. Since the term salary is normally understood
to mean a cash payment for services received, it is important that the parmers
specify their intentions as to an allocation of profit or permission to withdraw assets.

Bonus  Instead of basing the salary allocation on a fixed amount. the partners may
provide for a bonus arrangement as a percentage of income or some other basis.
Since a number of interpretations can result, lhu'purtlmrs should explicitly state the
basis to be used in calculating the bonus. Some possibilities based on net income are:

1. Net income before any allocation of income to partners (for example, before
interest on capital, salaries to partners, and any bonus).

2. Netincome after other income allocations, but before subtracting the bonus.

3. Net income aflter subtracting the bonus, but before subtracting the other alloca-
tions.

4. Netincome alter subtracting the bonus and other allocations from net income,

Caleulation of the bonus in the first two alternatives is straightforward. To illus-
trate alternatives 3 and 4, assume that net income is 324,000, and a bonus of 209% is
ta be paid to Adams. Also, interest of 54,000 and $2,000 is 1o be allocated 1o Adams
and Brown, respectively, and any remainder is to be allocated equally. The bonus
and a proof of the calculation are as follows:

Allernalive 3 Nternative 4

Bonus = L2(%24,000 — Bonus) Bonus =, 2(524,000 — $6,000 — Bonus)
Bonus = $4,300 — 2Bonus Bonns =.2(318.000 — Bonus)
1.2 Bonus = $4,800 Banus = §5,600 — 2Bonus
Bonns = %4.000 1.2 Bonus = 53,600

Biarns = $£3,000

Proof:
Alternatioe 3 Alternative 4

Net income 324,000 524,000
Bonus 1,000 5,000
Interest
Income subject to bonus 520,000

Bonus = .2(320,000) Bonus = .2(315,000)
Bonus = 54,000 Bonus = 53,000

Insufficient Income to Cover Allocation

In some cases, the partmership net income may be less than the interest and/or
salary provided for in the partnership agreement. If the parters fail to provide for
such an occurrence in the profit and loss formula, the established practice is to al-
locate the interest and/or salary as if sufficient income had been earned. The
amount by which the salary and/or interest exceeds the net income is allocated to
the individual partners in their agreed ratio for allocating residual income. For ex-
ample, assume that Adams and Brown agree to divide profits as follows:

1. Salary: Adams, $4,000; Brown, $2,000.

Interest: 8% on average capital balances (see Hlustration 15-1).

]

3. Remainder: To be divided equally.



788 Chaptar 15 Partnerships: Formation, Operation, and Cwnership Changes

A net income of §11,000 would be allocated as follows:

Adams Brown Toial
Salary $ 4,000 42,000 % 6,000
Interest 6,200 3,000 9,200

10,200 5,000 15,200
Excess allocation ($11,000 — $15,200)  {(2,100) (2,100) (4,2000
Income allocation ¥8,100 $ 2,900 $11,000

The entry to close the Income Summary account is:

Income Summary 11.000
Adains, Capital 8,100
Brown, Capital 2,900

As will be shown in the next section, this procedure produces the same results
as if each partner’s salary and interest had bheen treated as an expense in the deter-
mination of the partnership net income or loss.

In the case of a loss of $20,000, the allocarion would be as follows:

Adams Brown 1olai
Salary 3 4,000 § 2.000 $ 6,000
Interest 6,200 3,000 9,400

10,200 7,000 15,200
Excess allocadon (—3%20,000 — $15,200) (17.600) (17,600) (35,200
Loss allocation 3 (7.400) $(12,600) 5(20,000)

To avoid such an allocation, the partners may clect Lo stale an alternative allocation
in the articles of partnership. Once again, this situation indicates the need for carc-
ful planning in drafting the p;l.rl‘.m:mhil.J agreement,

TEST
YOUR KNOWLEDGE

NOTE: Solutions to Test Your Knowledge questions are found at the end of each chapter before
the end-ofchapter questions.

Multiple Chaoice

1. Bob andTom form a partnership on January 1, 2008. Bob contributes $50,000, while
Tom contributes $100,000 cash and a building worth $200,000. The building is sub-
ject to a mortgage of $40,000, which is assumed by the partnership. They agree to
share profits and losses equally. Tom's capital account on January 1, 2008, should be:

. $300,000
. $280,000
. $155,000
. $260,000

o O TR

A —————proTI

SPECIAL PROBLEMS IN ALLOCATION OF INCOME AND LOSS

Salaries and Interest as an Expense

In the foregoing illustrations, salaries and interest were accounted for as an alloca-
tion of net income, rather than as an expense in the determination of net income.
However, the partners may find the income statement more uscful for evaluating
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the operating performance of the partmership if either or both salary and interest
allocations were treated as an expense in the determination of net income. If the
salary levels and interest rates are reasonable for the resources provided, the in-
come statement for the partership may be more comparable to income statements
of nonparmership forms of organization. To illustrate, assume that the partnership
reported net income of §11,000 before the interest and salaries of the partners, The
partners are to be allocated salaries and interest as fallows:

Adeany Brown
Salary $4,000 52,000
Interest 6,200 3.000

The partners agree to allocate residual income and loss evenly. Journal entries to

record the salaries and interest would be:

Salary Expense
Adams, Capital
Brown, Capital

Interest Expense
Adams, Capital
Brown, Capital

Net loss for the period after salarics and interest would he $4,200.

[ollows:

Net income before salares and interest
Less: Salary expense

Less: Interest expense

Net loss

(3,000

9.200

§6,000
_9,200

4.000
2,000

6,200
3.000

S11,000

5,200
4,200

computed as

After the revenue and expense accounts are closed, Income Summary would
have a debit balance of $4,200, which would he allocated evenly to the parters as
agreed. The following entrv would be recorded to close the income summary

account.

Adams, Capital
Brown, Capital

2,100
2,100

Income Summary 4,200
Changes in the capital accounts are presented here:

Adams, Capital

From Income Summary 2,100 Salarv entry 4,000

Interest entry 6,200

~ Net change in capital 8,100
Brown, Capital

From Income Summary 2,100 Salary entry 2000

Interest entry 3,000

Net change in capital 2,900
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This procedure results in the same change in the capital accounts as it the
salaries and interest were considered an allocation of profit. (See the previous illus-
tration where profits were insufficient to cover salary and interest allocations.) The
method of reporting that is selected should be the one that provides the most use-
ful information to the parimers. Since the normal practice is to recognize salaries
and interest as an allocation of profit, any such amounts (reated as an expense
should be adequately disclosed so the statement reader can properly evaluate the
operating performance of the firm.

Adjustment of Income of Prior Years

Errors may occur in accounting for partmership operations, such as failure to accrue
or defer expenses or revenue, errors in the inventory count or pricing, or errors i
the calculation or amortization of fixed assets. Problems in the allocation of profit
and loss can resultif (1) errors are discovered that occurred in specific prior years,
and (2) the partners have altered the profit and loss agreement since the period in
which the error occurred. In a corporation, an error correction is accounted lor
as an adjustment to the beginning retained earnings balance. llowever, in a
partnership the correction is allocated to the individual partners’ capital accounts.
The allocation should be based on the profit and loss agreement in effect during
the period of the error.

Other allocation problems may arise, such as market changes in assets being
held for investment purposes that occur before a change in the allocation formula,
or an adjustment for bad debts that cannot be attributed (o any specific period.
There is no clear-cut answer to such problems. Litigation can be avoided by providing
[or the treatment of such potental problems in the partnership agrecment.

FINANCIAL STATEMENT PRESENTATION

The income statement, balance sheet, and statement of cash flows for a partnership
presented in conformity with GAAP are prepared in much the same manner as they
are for a corporation. The following is a list of some of the dillerences in partner-
ship reporting:

1. On the balance sheet or in a supplementary schedule, changes in partner’s
equity during the year should be disclosed. !

2. Partners’ salary allowances are generally recognized as an allocation of net
income, not as an expense in the determination of net income.

3. There is no income tax expense, The partners report their share of the partmer-
ship income or loss for the period on their individual income tax returns.

4. Interest paid to a parmer on a loan balance is recognized as an expense. Interest
allowance on capital investment is considered an allocation of profiL.

A statement of changes in partners’ capital is prepared to disclose changes in the
interest of each partner during the year as shown in Mustration 15-2. For some

" This disclosure is usually not made when the number of partners is very large. Far example, some
accounting firms have thousands of pariners.
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ILLUSTRATION 15-2

AB Partnership

Statement of Partners’ Capital
far the Year Ended December 31, 2004

Adams Browm Total
Capital Balance, Janunary 1 S 60,000 S40,000 3100,000
Add: Additional Investment 30,000 —i)— 50,000
Net Incame Allocation 16,800 3,200 20,000
106,800 43,200 150,000
Less: Withdrawals 10,000 10,000 20,000
Capital Balance, December 31 S 96,800 533,200 ;

external reporting purposes, such detail may not be considered necessary. The part-
nership capital, for example, may be reported as one amount, and the capital balance
of cach partner may be disclosed in a supplementary schedule or not disclosed at all.

CHANGES IN THE OWNERSHIP OF THE PARTNERSHIP

The UPA (Section 29) defines dissolution as “the change in the relaton of the
partners caused by any partner ceasing to be associated in the carrying on as
distinguished from the winding up of the business.” The partership dissolution
may be voluntary (for example, mutual agreement by the partners) or involuntary
(for example, bankruptey of an individual partner or the parwmership itsell).
Although dissolution means the end of a specific relationship among the partners,
it does not automatically result in the termination of business activity, For example,
in some forms ofl dissolution, such as the bankruptey of the partmership, the part-
nership operations are eventually terminated and the partnership ceases to exist. In
other cases of dissolution the partnership may be dissolved, but the remaining
partners may continuc the normal operations of the partnership without any visible
interruptons of the firm's operations.

In this chapter we consider the accounting problems associated with changes in
the ownership of a continuing partnership. The changes that will be considered
result from (1) admission of a new partner by the purchase of an interest directly
from one or more current partners, which is [requently referred to as an assignment
of a partnership interest, (2) admission of a new partner by investing asscts in the
partnership, and (3) withdrawal of a partmer as a result ol retirement or death.
Unless precluded from doing so in the partnership agreement, generally a partner
may insist on liquidation ol the partnership in these forms of dissolutions. Because
the going-concern value of the business is usually greater than its liquidation
value, the partners may provide in the partnership agreement that such changes
in the relations of the partners do not dissolve the partnership. Dissolution of
the partnership in which operations are eventually terminated will be covered in the
next chapter.

Valuation—A Central Issue
When there is a change in the membership of the partership, the problem of as-
signing a fair value to the [irm arises. For example, if a parter withdraws from the
parmership and there are no express provisions in the partnership agreement for
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determining the settlement, an equitable payment for his or her interest must be
negotiated among the existing partners. Similarly, before admission, an incoming
partner must negotiate with the existing partners an equitable purchase price
for the interest he or she acquires. The settlement or purchase price is based on a
number of factors, one of which is the fair values of the partmership assets. However,
the fair values of the parmership assets are generally not reflected on the part-
nership books. In accordance with generally accepted accounting standards,
parinership asscts are recorded at cost, and subsequent increases in their market
value are not recognized.

One approach is to first revalue assets and liabilities to their fair values and
record any identifiable unrecorded assets and liabilities before recording the admis-
sion or withdrawal of a partner. In addirion. the settlement price paid to a withdraw-
ing partner or the purchase price paid by a new parter may be used to infer a value
for the firm as a whole. Any dilference between the value of the firm implied by the
payment and the fair value of the net assets may be assigned 10 an intangible assct
frequently referred to as partnership goodwill. An increase or decrease in net assets
is allocated to the appropriate partners in their profit or loss ratio. Under this ap-
proach, the use of fair values provides an equitable measure of each partner’s capi-
tal interest in the partnership. Furthermore, when a new partner is admitted, failure
to recognize fair values will result in unrecorded value changes realized later being
allocated in the profit- and loss-sharing ratio unless a separate provision is made. An
unrecorded increase in value would benefit the new partmer, whereas an un-
recorded decrease would be a dewiment. Revaluation of assets and liabilities is sup-
ported on the basis that, in dissolution, the old partmership is dissolved and a new
entity is formed.

In practice, some accountants are reluctant to recognize a change in the value
of an assct, even though there may be objective evidence that a specific asset is un-
dervalued. They argue that recording an increase in fair value for external report-
ing purposes is not in accordance with generally accepted accounting practice and
that economic substance should take precedence over legal form. That is, even
though the partnership may be legally dissolved, the economic substance of some
types ol dissolution is that the business activity continues without interruption. Pro-
ponents of this method would retain the historical cost carrving value, and either
prescribe in the agreement that unrecorded changes in value will not be shared
with a new partmer when realized, or will require a disproportionately high capital
investment in relation o the new partner’s income-sharing percentage. In this
chapter, the revaluation of assets is shown as one of the approaches to recording
changes in ownership because it is commonly advocated as an acceptable alternative
and its use has somc merit.

Methods of Recording Changes in the Membership of the Partnership

Recording

partnership
changes.

Two methods are frequently used to record changes in partnership membership:

L. The bonus methed. When this method is used, the assets of the partnership arc in-
creased by the amount of the assets invested by the partner being admitted. Any
difference between the assets invested and the credit 1o the new partner’s capital
account is adjusted to the capital accounts of the other partners involved in the
negotatons. If a parter withdraws from a partership, the partners may agree
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to settle his or her capital interest by permitting the withdrawal of partmership
assets. Il the bonus method is used to record the withdrawal, the difference
hetween the recorded value of the assets withdrawn and the debit 1o the with-
drawing partner’s capital account is adjusted to the capital accounts of the
remaining partners,

2, The goodwill method. When this method is used, a new asset is recorded that is
based on the difference between the value implied by the amount of considera-
tion negotiated in the admission or withdrawal of a partner and the values
reported in the parmership books.

Whether the bonus method or goodwill method is used, unrecorded changes in the
value of existing assets and liabilities that are objectively determinable may be
recarded before the change in membership is recorded.

As will be demonstrated, il certain limited conditions related to the profit and
loss agreement are satisfied, the bonus and goodwill methods will pl'()ducc the same
result, I these conditions are met, the use of the bonus method precludes the prob-
lem of recording an intangible asset.

The bonus and goodwill methods are used for either admission of a new partner
or the withdrawal of a partner, described in the following sections A and B.

SECTION A: ADMISSION OF A NEW PARTNER

An individual may acquire an interest in a parmership: (1) by purchasing all or part
of an interest directly from one or more existing partners (this transaction occurs
outside the partnership and represents a transfer of assets between individuals), or
(2) by being admitted as an additional partner on the investment of assets in the
firm. Generally, the individual invests cash and/or other assets (for example, land,
patent rights, equipment, marketable securities). A new pariner could be admirted,
however, by contributing a resource such as managerial talent. Because accountants
ordinarily do not record such assets, unless the partners agree to transfer capital to
the new partner’s account, he or she will begin with a zero capital balance.

Assignment of an Interest by an Existing Partner

L@ 3 OIS A partner is entitled to sell his or her interest in the firm, but no partner can be forced
to accept a new member 1o the parmership. The UPA (Section 27) provides that the
purchasing party acquire only the right to receive profits and assets in the event of lig-
uidation to which the selling partner would otherwise be entitled, The purchaser does
not acquire the right to participate in management unless all remaining parmers
agree to grant this right. The mere act of selling an interest does not dissolve the part-
nership, because the overall relation of the partners is not changed.

In the following illustrations, it is assumed that the partnership currently con-
sists of two partners, Alan Adams and Bill Brown, with respective capital interests of
$60,000 and $40,000. Adams and Brown share income and losses in the ratio of 6:4.
Both partners agree to the admission of a new partner.

record partnership
changes.

Acquisition of Interest by Payment to One Partner  1f an individual acquires an inter-
est in a partnership by making payment directly Lo an existing partner, the interest
acquired is recorded in a new capital account by transterring a corresponding
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amount equal to the percentage interest acquired from the selling parter's capital
account. For example, assume that Adams sold one-half of his interest in the firm
to Carol Call for $36,000. The only entry necessary on the partnership books is to
record the transfer of capital interest from the selling partner to the capital account
established for the new partner. The entry is:

Adams, Capital (.50 > S60,000) 30,000
Call, Capital 30,000

The following should be noted:

1. Since this is a personal transaction between the two individuals, the entry is the
same regardless of the amount paid by Call directly to Adams.

2. Net assets and equities of the firm are not changed as a direct result of the trans-
action, since the sale was negotiated outside the partnership. However, as noted
carlier, the partmers may choose o revalue assets and liabilities.

3. The amount of capital transferred to Call is cqual to Adams’ recorded capital
multiplied by the percentage interest in Adams’ capital acquired by Call.

4. Call now has a capital interest of 30% ($30,000 of total interest of $100,000), but
her profit interest does not have to equal this percentage.

A simplified balance sheet after the admission of Call would be as [ollows:

Net asscts $100,000 Adams, Capital $ 50,000
Brown, Capital 40,000
Call, Capital 30,000
Tonal $100,000 Towl $100,000

Acquisition of an Interest by Payment to Mare Than One Partner 1f Call had pur-
chased a 30% interest from each partner for $36,000, the entry would be:

Adams, Capital (.30 X § 60,000) 18,000
Brown, Capital (.30 % § 40,000) 12,000
Call, Capital (.50 x $100,000) 30,000

The observations outlined before when the purchase was made from one part-
ner apply in this case as well. Furthermare, this entry has no effect on how the cash
payment made by Call is to be distributed to Adams and Brown outside the parmer-
ship. The amount and distribution of cash is a negotiated transaction between indi-
viduals and does not affect the partnership accounts unless the amount is used as a
basis for the revaluation of the firm.

Goodwill Implied by the Purchase Price In the foregoing examples, the amount
paid hy Call to gain admission to the firm was ignored in recording the transfer of
interest. This procedure is often referred to as the bonus method. Some argue that
the payment of $36,000 for a $30,000 interest in the partnership indicates that the
firm has assets that are unrecorded or undervalued. The assumption is that the ne-
gotiated purchase price ok into consideration such factors as the fair values of the
firm’s assets, the present value of the firm’s liabilities, and the valuation of the firm
on the basis of future prospects. Thus, the payment can be used to approximate the
value of the firm. I Call is willing to pay $36,000 for a 30% interest in the firm, then
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ILLUSTRATION 15-3
Schedule of Account Balances

Net Capital

Assets + Goodwill = Adeas f Brown f Coll
Book Values s100.000 + § —0— = S(60,000) -+ S¢d0000y + § —0—
Record Goodwill 20.000 (12,000) (8,000 —{(—

100,000 + 20,000 = (72,000) +  (48,000) + —O0—
Transler of Capital 21,600 14,400 {36,000)
Balance aflter Admission -

of Call $100,000 + S20,000 = S(H0400) —  S(35,600) — $(36,000)

Fln this chapter, () means that an acceonnt bas a coedit bakaince or a credit posted to an account.

the implied value of the partmership net assets is $120,000 ($36.000 = .30). Net
assets and capital should be increased by $20,000 from the recorded amounts of
$100,000. Since this represents an unrecorded inerease in the value of the firm'’s
assets, the increase in assets of $20.000 is allocated to Adams and Brown in their
profit=sharing ratio. To the extent that the excess cannot be assigned to specific
identifiable recorded assets, the remaining amount is recorded as partnership
goodwill. Assuming that the book values ol assets and liabilities equal their fair
values, the entries to record the increase in assets and admission of Call are
as follows:

Gaocwill 20,000
Adams, Capital (.60 3 520,000) 12,000
Brown, Capital {40 X 520,000) 8,000
Adliums, Capital (.30 X § 72,000) 21,600
Brown, Capital (.30 % $ 48,000) 14,400
Call, Capital (.30 % 3120,000, also equal to cash paid) 36.000

This results in account balances as presented in Mustration 15-3.

Comparison of Bonus and Goodwill Methods In the illustration, Call is credited
with a 80% interest in the firm under the bonus and the goodwill methods. To assist
the partners in making a decision between the two methods, it may be helpful
to demonstrate the effects ol the two methods on their respective capital balances.
If the firm were forced to liquidate, the goodwill would probably be of no value and,
therefore, would represent a loss to the partmership.

The honus and goodwill methods will vield the same result if two conditions
related to the new profit and loss agreement are met. These are:

1. The new partner’s profitsharing percentage must be equal to his or her percentage
interest in capital. In this illustration, Call received a capital interest of 30%. Her
profit-sharing ratio must be 30%.

2. The old partmer’s profit-sharing ratio in the new partnership must be relatively
the same as it was in the old partership. Thus, if Call is to reccive 30% of the
profit in the new partnership, Adams and Brown must receive the remaining
70%. Ta he in the same relative ratio of 6:4, Adams must receive 12% (.6 X.70)
of profits, and Brown must receive 28% (.4 ¥.70). The two methods are equiva-
lent if, after recording g(m(lwill impairment, the account balances are the same
as they would be under the bonus method. The balances for each method are
presented in Hlustration 15-1.
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ILLUSTRATION 15-4
Schedule of Account Balances

Nt Cupiital
Mﬁ:ﬁ;ud Assets  + Goodwill = Adamws Browon = Call
Balances alter
recording goodwill
and admitting Call S100,000 + $20.000 = S(30.400) +  S(33,600) + S(35,000)
Impairment of goodwill (20,000)
§20,000 ¢ 42 8,400
20,000 x .28 5,600
20,000 % .30 6,000
Totals $100,000 + $—0— = S{12,000) 4+ $(28000) -+ $(30,000)
Bonus Method
Balances after
recording admission
= 50420007 +  S(28,000) -+ $(30,000)

of Call $100,000 + $—0—

The two methods will also vield the same results if the bonus method is used
and the unrecorded assets ($20,000) are ultimately realized and allocated to the
partners in the ratio of 42:28:30.

Acquisition of an Interest by Investing Assets

An individual may obtain a partnership interest in capital and future income by in-
vesting something of value to the firm. Il assets are invested, the admission is
recorded by debiting the assets invested and adjusting the net capital interest in the
firm by a corresponding amount. It is important that the assets invested be fairly val-
ued. Any gain or loss recognized on sales subsequent to recording the admission
will be allocated on the basis of the new profit and loss formula.

Three situations can exist when an individual invests assets in a [irm:

1. Book value of the capital interest acquired is equal to the fair value of the assets
invested.

2. Book value of the capital interest acquired is less than the fair value of the assets
invested.

3. Book value of the capital interest acquired is greater than the fair value of the
assets invested.

The book value of the eapital interest acquired is computed as follows:

Y

L. ’ : Percentage Book value
Capital balances of | Investment of y £ "
By 1 X interest acquired = of capital
existing partners new parimer : .
by new partner interest acguired

To illustrate the three situations, assume that Adams and Brown have capital in-
terests of $40,000 and $30,000, respectively. Assume further that, unless stated oth-
erwise, the book values of the recorded assets and liabilities of the firm equal their
fair values. Profits are shared in the ratio of 6:4. Call is to be admitted Lo the partner-
ship, after whicli the profit ratio is to be 4:4:2. For simplicity, we will assume in all
cases that Call invests cash.
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Cuse 1: Bvok Value Acquired Is Equal to Assets Invested Assume that Adams,
Brown, and Call agree that Call is to invest $35,000 for a one-third capital interest in
the parmership. The book value of Call’s interest is equal (o the assets invested and
is computed as follows:

(870,000 + $35,000) x 13 — $35,000
The entry to record the admission of Call is simply:

Cash 35,000
Call, Capital 35,000

Adams’ and Brown’s capital accounts remain unchanged at $70,000, which rep-
resents the remaining two-thirds interest in the firm. Call’s capital account properly
reflects a one-third interest of $35,000. It should be noted that the ratio of the cap-
ital balance ol 40:30:35 does not equal the agreed profit and loss ratio 4:4:2.

Case 2: Book Value Acquired Is Less Than Assets Invested  Assume now that Call is
to invest $50,000 for a one-third capital interest in the firm. Book value of the inter-
est acquired is:

(70,000 1+ S50.000) = 1/3 = $40,000

In this case, the amount invested exceeds the book value interest acquired by
$10,000. There could be a number of explanations for Call’s willingness to pay this
$10,000 excess. It could be that, as a result of a profitable and favorable outlook for
the firm’s operations, Adams and Brown are in a strong bargaining position.

The accounting problem is to record the admission of Call in accordance with
the negotiated intentions of the parties involved. Obviously, if Call's capital account
is credited with $50,000, her interest would exceed one-third of the partnership’s to-
tal capital. Either the bonus method or the goodwill method can be used to record
the admission so that Call will end up with a one-third capital interest.

Bonus Method When the bonus method is used, the excess of the amount in-
vested over the book value interest received is considered a bonus to the existing part-
ners. In this example, Call invested $10,000 more than the capital interest received.
The 510,000 bonus is allocated to the old partners on the basis of their profit and loss
ratio, since this is an inerease in partership assers. The entry to admit Call is:

Cash 50.000
Adams, Capial (.G X 510,000) 6,000
Brown, Capital (.4 X 510,000} 4,000
Call, Gapital ((1/3) X §120,000) 40,000

Adams and Brown now have capital balances of $46,000 and $34,000 for a total
capital interest of $80,000, which is a two-thirds interest in total capital of $120,000.
Call has the remaining one-third interest of $40,000,

The assets of the partnership may have been revalued before the admission of a
new partner was recorded. The bonus method is frequently used when the parties
do not want to record an intangible asset. Notice in the entry to record the
admission that the assets are increased only by the amount invested. Any difference
between the capital credit for Call and the cash invested is an adjustment to the
capital accounts of Adams and Brown,
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Goudwill Method  Call may negotiate that she is to receive a capital credit equal
to her investment. If Call is to receive a capital credit of $50,000 for a one-third in-
terest, the total capital interest implied by this contract is $150,000. Adams and
Brown must have the remaining rwo-thirds interest, or $100,000. Since their current
balances of §70,000 represent their interest in the net assets, assets and capital
appear to he understated by $30,000."" Assuming that the specific assets and liabili-
ties are fairly valued, this understatement is recognized as goodwill attributable to
the old partners and is allocated 1o Adams and Brown on the basis of their current
profit and loss ratios. The journal entry is:

Goodwill 30,000
Adams, Capital (.G0O > §30,000) 13.000
Brown, Capital (.40 > $30,000) 12,000

The entry to record the admission of Call is:

Cash 50,000
Call, Capital 50,000

Net Assets Undervalued  Had the net assets not been fairly valued as assumed here,
the excess payinent by Call could mean that specific assets of the [irm are underval-
ued, or that partnership liabilities are overstated. If so, the specific assets (whether tan-
gible or identifiable intangible assets) and liabilities of the partnership could be ad-

justed instead of creating a goodwill account, However, the specific accounts should
J 5§48 P

not be adjusted in the absence of objective evidence that there are unrecorded
changes in value,

Case 3: Book Value Acquired Is Greater Than Assets Invested  Assume that Call is to
invest $20,000 for a one-third capital interest in the firm. Book value of the interest
acquired is:

(870,000 + 320,000} = 390,000 = (1/3) = $30,000

In this case, the book value interest acquired exceeds the value of the assets in-
vested by Call, which could imply that assets are overvalued ((1/3) (company value) =
$20,000; or, company value = $60,000), or that [or some reason, Adams and Brown
are willing to grant Call a capital credit greater than the amount of assets she is in-
vesting. In some cases, for example, a partnership may be in need of operating cap-
ital and the partners may be willing to sacrifice their interest in existing assets to ac-
quire the cash; or it could be that Call is bringing some particularly needed talent
or reputation to the partnership.

In this case, as in Case 2, the admission could be recorded either by the bonus
method or by the goodwill method. Under either method, Call will end up with a
one-third interest in the net assets of the firm.

Bonus Method When the bonus method is used, assets are not increased above
what the new partner is investing. If Call is to receive a 330,000 capital credit on in-
vestment of $20,000, then a bonus of $10,000 is being granted to Call. This bonus is

" An alternate way to calealate gaodwill is: Net value of firm implied by contract of $150,000 minus
F120,000 (capital balances of Adams and Brown plus Call's invesument) equals goodwill of S30,000,
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allocated to reduce Adams’ and Brown’s capital in their agreed profit and loss ratio.
The following entry reflects the bonus to Call and a resulting one-third interest in
the total capital of $90,000:

Cash 20,000
Adame, Capital (.60 > 510,000 0,000
Brown, Capital (.40 X 510,000) 4,000
Call, Capiral S0,000

Adams and Brown now have capital balances of 534,000 and $26,000, respec-
tively, for a total of $60,000, or a two-thirds interest.

Goadwill Method  1f Adams and Brown are unwilling to reduce their capital ac-
counts on the admission of Call, then an alternative to the bonus method is to com-
pute and record the goodwill implicit in the agreement. Since Adams’ and Brown's
capital interests are to remain unchanged, the old partners’ capital balances are
used as the hase to compute the value of the firm. If their interest represents a two-
thirds interest in the net assets ol the new partnership, then a three-thirds interest
in the firm is $§105,000 {(or 370,000 = 2/3), of which Call is to receive a capital eredit
of $35,000 ((1/3) X $105,000). The $15,000 difference between the capital credit
of $35,000 and Call’s investment of $20,000 is goodwill. The entry to record the ad-
mission of Call is:

Cash 20,000
Goodwill 15,000
Call, Capirtal 535,000

The entry recognizes that the new partner is investing cash and is bringing an
intangible asset to the partnership. The amount recorded is based on the value im-
plied by the partners’ agreement.

Net Assets Overvalued  The payment of $20,000 by Call for a larger capital inter-
est may provide evidence that the recorded value of the firm’s net assets does not re-
flect fair values and that the use of the bonus method or the creation of a goodwill
account is an elfort to avoid a reduction in net assets. The 520,000 invested by Call
for a one-third interest could be used to impute a value for the partnership’s net as-
sets after the admission of Call of only $60,000.17 The journal entries to revalue the
asscts and admit Call are as follows:

Adams, Capital 18,000
Brown, Capital 12,000

Assets (570,000 + 520,000 = $50,000) 50.000
Cash 20,000

Call, Capiral 20,000

Account balances that result from the admission of Call for the three alterna-
tives discussed are given in Illustration 15-5. Subsequent events alone can indicate
which methed should have been used o record the admission. An examination of

Y The implied value of 360,000 compared 1o the wtal reoried value of net assets of 3HLO00 (540,000 +
F30,.000 + 520,000), including Call's investment. suggests that recorded assets are overvadued hy SA0,000.
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ILLUSTRATION 15-5

Schedule of Account Balances

Binrues Coodwill Oweroalued
Debit Method Mothed Net Assels
Net Assels £90,000 $105.000 60,000
Credits
Adams, Capital 34,000 S 40,000 522 000
Brown, Capital 20,000 50,000 18,000
Call, Capital 30,000 55,000 20,000
Torals 240,000 S105,000 S60,000

one of a number of events that could result will emphasize the importance of the
initial asser valuation. Assume that the bonus method was used ro record the admis-
sion of Call and that the assets were overvalued and subsequently sold at a loss of
$30,000. The agreed profit and loss ratio is 4:4:2. After this transaction, the part-
ners’ capital balances are as follows:

Adliriny Bvone Call
Balance alter adimission of Call S(34,000) S{26,000) $(50,000)
Share of 330,000 loss 12,000 12,000 6,000
$(22,000) $(14,000) $(24,000)

The selection of the bonus method as opposed to reducing overvalued assets
results in a gain in Call's capital relative to Brown's. Additional comparisons of the
three methods assuming various other subsequent events could be developed.

NQTE: Solutions to Test Your Knowledge questions are found at the end of each chapter before
the end-olchapter questions.

Richard, Dave, and Luke have been operating a magazine stand for several years. They

share profits and losses equally, and each has a $50,000 capital balance. They decided

te admit a new partner, Craig. Craig is to receive a 25% interest in the partnership.

1. Determine the amount of cash that Craig must pay if the partners do not wish to
recognize any goodwill or bonus.

2. Determine Craig's initial capital balance if he contributes $60,000 cash and the
bonus method is applied.

3. Determine Craig's initial capital balance if he contributes $60,000 cash and the
goodwill method is applied.

SECTION B: WITHDRAWAL OF A PARTNER

A partner cannot be prevented from withdrawing from a partnership by the other
partners. Although some complex legal issues are involved, the partnership agree-
ment may specify conditions for withdrawal and provisions for computing the
settlement. If a settlement is not specifically provided for in the partership agree-
ment, Section 42 of the UPA states that *he or his legal representative. . . may have
the value of this interest ascertained and shall receive as an ordinary creditor an
amount equal to the value of this interest.”
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Changes in

partership.

A buy/sell agreement can mandate that the exiting partner or heirs, in the case of
death, sell his or her interest to the remaining owners, who are legally bound to buy
the interest according to an agreed-upon method of valuation. It can also designate
which partner becomes the buyer and which the seller if it comes to that end.™

I & partner withdraws in violation of the partnership agreement and without
approval of the remaining partmers, he is entitled only to his interest in the firm
without consideration of goodwill. In such a case, the withdrawing partner is liable
for damages sustained by the remaining parties for his breach of the partnership
agreement. A partner who is forced to withdraw from a parmership is entirled to
compensation for his full interest including goodwill.

In the following examples, it is assumed that the partners mutually agree to the
withdrawal such that: (1) the withdrawing partner may elect to sell his interest to an
outside party; (2) the withdrawing partner may elect to sell his interest 1o one or
more of the remaining partners; or (3) the partners may mutually agree to transfer
partnership assets to the withdrawing partner for his interest in the firm. Case 1 has
been discussed earlier and need not he reviewed again. The same considerations ap-
ply to Case 2, if negotiated outside the partnership. In Case 3 the parmership agree-
ment may include requirements for determining the settlement price. In most cases
the capital account does not reflect the current value of the partner’s interest. To be
equitable the fair values of the assets and liabilities need to be determined. It may
be necessary to recognize unrecorded assets, correct the accounts for crrors, or re-
flect changes in estimates such as the book value of depreciable assets. In the ab-
sence of a specific agreement, the partners may have to negotiate a settlement price
at the date of withidrawal. Determination of an equitable value may be very difficult.
The agreed settlement price may he equal to, greater than, or less than the book
value interests of the withdrawing partner.

To illustrate the accounting for the withdrawal of a partner by transferring firm
assets, assume a partnership consisting of three parmers, Adams, Brown, and Call,
with capital balances of $30,000, $40,000, $30,000, and a profit and loss ratio of
5:3:2. Any agreed asset and liability revaluations have already been recorded,

Bad things can happen if an outsider makes a bid for a piece of the company—the
lead partner’s sharg, say, but not everyone else’s. You don’t want to be forced to
work alongside an incompetent heir or a crook. Solution: The buy/sell agreement
dictates that an outsider cannot buy a majority interest without offering to buy out
everyone else on the same terms. Alternatively, it might provide that the remaining
partners have a right of first refusal on any shares being sold."®

Payment to a Retiring Partner

Payment in Excess of Book Value to a Withdrawing Partner  Assume now that Adams
is withdrawing from the partership and the parmers have mutnally agreed that he
is to receive payment ol $10,000. The partners may agree to use the bonus method
or the goodwill method to record the withdrawal,

1 Forbes. “Planning for Divorce,” by Leigh Gallagher, 3/22/04, pp. 94-95.

' Forbes. “Planning for Divorce,” by Leigh Gallagher, 3/22/99, pp. 94-95.
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The rationale for the
bonus method is the
historical cost
prineiple and the
absence of an arm’s-
length transactian.
The rationale for

the goodwill method
is that formation of a
new entity should be
based on fair values.
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Bonus Method  1f the bonus method is used, the remaining partners are charged
with the amount of the payment that exceeds the book value of the retiring part-
ner's capital balance. The amount of the bonus paid o the retiring partner is com-
monly allocated to the remaining partners on the basis of their relative profit and
loss ratio (in this case the relative ratio ol Brown to Call is 3:2). Supponrt for this
methad is based on the cost principle. The bonus method may also be justified
when the remaining partners are simply anxious to get rid of a partmer for various
reasons. Any recognition of goodwill is difficult to justify in the absence of an arm’s-
length transaction. The entry to record the withdrawal would be as follows:

Adams, Capital 30,000
Brown, Capital 6,000
Call, Capital 4,000
Liability to Adams 40,000

Goodwill Method The goodwill method is used if (1) Brown and Call do not agree
to a reduction in their capital balances; (2) the partners made specific provisions in
the partnership agreement on how the withdrawal is to be recorded; or (3) the part-
ners agree that an intangible asset should be recognized. II' the partership has been
profitable, the firm as a whole may be worth more than the fair value of the net assets.
Once again, the goodwill methaod is supported on the basis that a new entity is being
formed and the accounts of the new entity should be based on fair values, One alter-
native is 1o calculate the implied goodwill from the price paid to the retiring partner.
In our example, Adams receives a $10,000 excess payment over his capital balance.
Since Adams’ capital account is increased by 50% of any increase in assets, then a
510,000 excess payment implies a total goodwill of 520,000, The entries are:

G m(lwill EU,UOU
Adams, Capital 10,000
Brown, Capital 6,000
Call, Capital 4,000
Adams, Capital 40,000
Liability to Adams 40,000

Some argue that, in accordance with the cost basis, only the goodwill of §10,000
that has been purchased should be recorded (called the partial goodwill method)
and the entry should be:

Goodwill 10,000

Adams, Capital 10,000
Adams, Capital 40,000

Liability to Adams 40,000

Others would contend that the basis for recognizing goodwill should be “all or
nothing at all.”

[t is probably difficult to justify recognition of any goodwill. If the goodwill is re-
lated to Adams, it will not exist if he withdraws. However, as discussed before, if the
goodwill is based on past operations, the withdrawal may provide the objective evi-
dence necessary to recognize it in the partnership accounts.

Payment of Less Than Book Value to a Withdrawing Partner A partner who is anx-
ious to dispose of his or her interest in the partnership may agree to accept less than
his or her book value interest in the partmership. The partner may do so for a num-
ber of reasons, such as (1) he or she may view the future of the company negatively,
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(2) he or she may need operating capital for personal reasons, or (8) the business
association mav no longer be acceptable to the partner and, in his or her opinion,
a forced liquidation of the [irm might be detrimental 1o his or her interest. In such
cases, use of the bonus method is justified, since the settlement may not be based on
the economic value ol the firm.

To illustrate, assume that Adams withdraws from the ABC Partnership and
agrees to settle his 330,000 interest for $25.000. A bonus of $5,000 accrues to the re-
maining partners. The common practice is to allocate the bonus on the basis of
their relative profit and loss ratio of 8:2. The entry would be:

Adams, Capital S0,0010
Brown, Capital 8,000
Call, Capirtal 2000
Liahility to Adams 25,000

A payment to Adams that is less than his capital interest may be an indication that
assets are overvalued. Assets should be written down to [air values if it is determined
that they are overvalued and that the settlement price is based on the net assets’ fair
value. In particular, if goodwill was previously recorded, an agreement to accept a pay-
ment that is less than the partner’s book value interest may provide evidence that the
intangible is overstated. Accordingly, the intangible should be reduced by the differ-
ence between the settlement price and the capital interest being retired. Assuming
that assets are overvalued by $10,000, the sequence of entries hecomes:

Adlains, Capital 5,000
Brown, Capital 5,000
Call, Capital 2,000
Assel 11,000
Adams, Capital 25,000
Liahility to Adams 25,000

Reducing the assets to fair value provides an equitable starting point for the new
parmership formed by Brown and Call. As long as Brown and Call share profits in
the same relative ratio, they will he indifferent as to the method used. However, it is
more informative and conceptually preferred for the recorded asset values to reflect
Fair values if such values can be derermined.

Death of a Partner

While historically under the UPA a partnership was dissolved by the death of a part-
ner, recent changes now allow the partnership to continue operating by mandating
a buyout of the deceased partner’s interest.

Determining a partmer’s equity interest in the firm can result in disagreements
between the stviving partners and the executor of the estate. To avoid litigation, the
articles of partnership should contain procedures for determining a deceased partner's
current equity in the partership and the method of settlement. In the absence of spe-
cific provisions, the surviving partners and the executor of the estate must negotiate a
settlement. To determine a partmer’s equity interest at the time of death, the assets
and liabilities normally are adjusted to cuurent values and the accounts are closed to
determine the net income or loss carned sinee the end of the last fiscal period.

The partnership agreement may provide that the interest is to be settled by distrib-
uting partnership assets to the estate or the estate may receive payment by selling the
interest to an outside party or 1o one or more of the surviving parmenrs as individuals. En-

tries to record both types of settlements were presented in earlier sections of this chapter.
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Describe the charvacteristics of a general partnership, a lim-
ited partnership, and a joint venture. Ina general part-
nership, the partners can bind the partnership into
contracts, and the partnership interest is similar to
a personal asset that can be sold. The primary
difference between a general partnership and a
limited partnership is that general partners are per-
sonally liable for the debts of the partnership, while
a limited partner is only liable for the amount in-
vested in the partnership. A joint venture occurs
when two or more parlies (agents) enter into an
arrangement (o pursue a specific purpose. When

Jjoint ventures are structured as p;n'lm‘rsllip.-i, they

follow the partnership laws. One exception is that
one party cannot act (enter into a contract) on be-
half of the joint venture withour the consent of the
other agents.

List some imporiant ilems to be included in the pariner-
ship agreement. Impartant items to include in the
partnership agreement are the name of the part-
nership, the identity of the partners, the effective
date and the length of operations, the pravision [or
allocating profits and losses, provisions for salaries
and withdrawals, contracting authorities, proce-
tlures for :|dmil!ing a new pariner, anel |'1|'m'.t:ci1|rus
for dissolution of the partnership.

Uniderstand the differences betiveen partnerships” and cor-
porations’ equity accounts in the balance sheet. In a cor-
poration, amounts contributed by the owners (i.e.,
stockholders) are recorded in capital stock ac-
counts. In addition, any income or loss earned by
the corporation is reported in rewained carnings.
Dividends are considered a distribution of carn-
ings and thus reduce retained earnings. In a part-
nership, amounts contributed by the owners (ie.,
parmers) are recorded in the partners’ capital ac-
counts, Any income or loss carned by the partner-
ship is allocated to the partners’ capital accounts.
If a parer takes money out of the partmership, a
drawing account 1s often used.

Explain the purpose of the partners’ drawing accounds
and capital accounts. In general, the partners’ cap-
ital accounts are for permanent investments and
should bhe updated periodically for withdrawals.
Drawing accounts are often used in anticipation
of carnings or to pay for personal expenses. Draw-
ing accounts record withdrawals during the year
and are closed to the partners’ capital accounis at
year-end,

5.

=)
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Prepare jowrnal entries lo form a partnership using the
borues andd the goodwill methods. A choice between the
bonus and the goodwill methods for recording the
formation of a partnership is needed il the amounts
contributed by cach partner do not agree with the
amount of capital to be credited to each partner
(for example, one parmer contributes 40% of the
assets but is to be given a 50% interest). For exam-
ple, suppose that Bob and Ed enter into a parter-
:illip. Bob contributes $40 cash and Fd contributes
$60. Yet each is to be given an equal interest. The

journal entries nnder the bonus and goodwill meth-

ods are as follows:

Bonus Method
Cash S100
Bab, (T'.upit:ﬂ S50
Ed, Capital $50
Goodivill Method
Cash $100
Intangible Asset $ 20
Bob, Capital 360
Lid, Capirtal 60

Under the bonus method, the total amount con-
tributed is allocated to all partners in accordance
with their agreed-upon capital share (equally in this
illustration, resulting in a transfer of $10 from Ed to
Bob). Under the goodwill method, Bob is assumed
to be contributing an intangible asset to the firm.
Since Ed contribured $60 and Bob only $40, an in-
tangible asset of 320 is recorded 1o increase Bob's
capital to 360,

Describe some commen agreements used (o allocate partner-
shifp net income or loss. Common agreements to allo-
cate partnership net income or loss include using (1)
fixecl ratios, (2) a ratio based on the partners’ capital
balances, (3) an implicit interest rate based on the
partners’ capital accounts (such as 10% of the year-
end capital halance), and (4) various amounts that
represent salaries or bonuses. In addition, the
ment must specify how any excess or deficit after an
ariginal allacation is divided among the partners.

dagree-

Explain why salary allowances and interest allowances
are wsed in allocating parinership profils and losses.
Interest allowances are often used as an incentive
for capital to be invested and stay invested in the
partnership. If a partmer withdraws money [from
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the parmership, that parmer will reeeive a lower
amount of interest and thus a smaller allocation of
total profits. I the partner conuributes more funds,
that partner will receive a higher allocation. Simi-
larly, a salary allowance is a common methad 1o re-
ward partners providing services to the partmership
far their efforts.

Describie the wmethods used fo record partnership changes
when a new parviner is adwitted or when a partaer with-
draws from the pavinership. When a new partner is ad-
mitted, the new parmer can purchase the interest
from an existing partner or the new partner can
contribute additional assets to the partnership. As
when a partnership is formed, either the bonus or
the goodwill method may be used if the amount
contributed does not agree with the amount of cap-
ital to be credited to the new partner. Upon the
withdrawal ol a partner, the same procedures are
applied. If the amount paid o the withdrawing
partner is more or less than the partner’s existing
capital balance, either the bonus or the gm:m(lwill
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method can be used. In this case, the withdrawing
partner’s final capital balance must equal the
amount paid. Under the bonus method, this is
achieved by a transler from (to) the remaining part-
ners’ capital accounts to (from) the withdrawing
parmer’s capital balance. Under the soodwill
method, the firm is revalued using the amount paid
to the withdrawing partner. All partners’ capital ac-
counts are adjusted.

g

Deseribe the vationiale behind the govduwidl method in ac-
conending for changes in pertuershify membershifi. Under
the goodwill method of accounting for changes
in partnership membership, the capital interest
assigned to the new or withdrawing partner implies
a certain value for the firm. Since records are
maintained on historical cost, differences in net
asset values are likelv, In addidon, significam
intangible assets may have been created by the
partnership over tme. The goodwill method
assumes that the assigned capitl interest provides a
basis for total firm valuation.

TEST
YOUR KNOWLEDGE
SOLUTIONS
15-1 1.d
15-2
1. (150,000 + .75) = 200,000 less existing capital of 160,000 = $50,000 cash
contribution.
2.{150,000 + 60,000) = 210,000 % 0.25 = $52,500 capital balance.
3. (860,000 + 0.25) = $240,000 total capital implied < 0.25 = $60,000 capital balance.
QUESTIONS

1. Deseribe the tax vreatment of parmership income,
2. Distinguish between a parter’s interest in capi-
tal and his interest in the partnership’s income
and losses. Also, make a general distinction be-
tween a parter’s capital account anc his draw-
ing account.

Explain why a parmership is viewed in account-
ing as a “separate economic entity.”

o

g

What are some of the methods commonly used
in allocating income and losses to the partners?

™

Iixplain the distinction between the terms “with-
drawals” and “salaries.”

List some of the alternative methods of caleular-
ing a bonus that mayv appear in a partmership
agreement.

&

7. What is meant by dissolution and what ave its
causes:

198} 8. Discuss the methods used 1o record changes in
partnership membership.

@8 9. Differentiate beuveen the admission of a new
partmer through assignment of an interest and
through investment in the parinership.

Le8 1 10. Under what two conditions will the bonus and
goodwill methods of recording the admission of
a partner vield the same resule?

Describe the circumstances where ncither

the goodwill nor the bonus method should
be used to record the admission ol a new
parter,

1_9'5"} 12. How might a parter withdrawing in violadon of
the partnership agreement and without the con-
sent ol the other partners be treated? What
about a parmer wha is forced to withdraw?
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Business Ethics

Many companies with defined benefit plans are curtail-
ing or eliminating the plans altogether. With a defined
benefit plan, the COMPANY SUArAniees some set amount
(or formula-determined payment) when the ttmpln}’c_‘c
retires. Because most pension assets are invested in the
stock market, whether a pension plan is fully funded of-
ten depends on the strength of the stock marker. Be-
cause of this volatility, companies often find themselves
unexpectedly in a position where they must either in-
crease funding or disclose significant underfunding.
Because of this, many companics simply reduce or elim-
inate the plan. Consider the pension plan of Golden

EXERCISES

Chaptar 16 Partnerships: Formation, Operation, and Ownership Changes

Years Company (GYC). Historically, GYC has been a
great company to work for, with strong employee
benelits. GYC's pension liability is approximately
$15 million. INowever, recently the company has been
experiencing minor financial troubles in a decreas-
ing stock market and, consequently, announced the
termination of the pension plan in an effort to save
costs. However, the pension plan was fully funded by
39 million (the [air value of assets exceeded the ex-
pected liability).
1. How does the firm reconcile the wade-ofl
between [inancial performance and the respon-
sibility 1o its employees?

EXERCISE 15-1

Partmership Formation: Bonus and Goodwill Methods L@

EXERCISE 15-2

John, Jeff, and Jane decided 1o engage in a real estate venture as a partnership. John invested

100,000 cash and Jell provided office equipment that is carried on his books al $82,000. The

partners agree that the equipment has a fair value of $110,000. There is a $30,000 note

payable remaining on the equipment to be assumed by the parmership. Although Jane has

no physical assets to invest in the partnership, both John and Jeff believe that her experience

as a real estate appraiser is a valuable skill needed by the partership and is a basis for grant-

ing her a capital interest in the parmership.

Required:

Assuming that each partner is to receive an equal capital intervest in the partnership,

A. Record the partnership formation under the bonus method.

B. Record the partmership formation under the goodwill method, and assume a total good-
will of S80.000,

C. Discuss the appropriateness of using either the bonus or goodwill imethods to record the
formation ol the partnership.

Parmership Transactions and Capital Statements L@ L@
Tom and Julie formed a management consulting partmership on January 1, 2008, The fair
value of the net assets invested hy each parmer follows:

Tom Julie
Cash 213,000 S12,000
Accounts receivahle 8,000 (5,000
Office supplies 2,000 800
Office equipment 30,000 —_
Land P 30,000
Accounts payable EXI0] 3,000
Mortgage pavable — 18,800

During the year, Tom withdrew $15,000 and Julic withdrew $12,000 in antcipation of operat-
ing profits. Net profit for 2008 was 550,000, which is to be allocated based on the original net
capital invesunent.



Exercises

EXERCISE 15-3

EXERCISE 154

EXERCISE 15-5

EXERCISE 15-6

807

Required:

A, Prepare journal entries o;
(1) Record the initial investunent in the paruership.
(2) Record the withdrawals.
(3) Close the Income Summary and Drawing accounts.

B. Prepare a statement of changes in partners’ capital for the yvear ended December 31,
201008,

Allocation of Income or Loss !-Fig)

Jones, Silva, and Thompson form a partmership and agree to allocate income equally after
recognition of 10% interest on beginning capital balances and monthly salary allowances of
52,000 to Jones and $1.500 to Thompson. Capiwl balances on January 1 were as {ollows:

Jones S40.,000
Silva 25.000
Thompson 30,000

Required:

Calculate the net income (loss) allocation to each partner under each of the following ince-
pendent situations.

1. Netincome for the year is 599,600,

2. Netincome for the year is 538,300

3. Net loss for the year is $15,100.

Allocation of Net Loss LF{G—_)

Mary and Naney invested 380,000 cach to form a partnership, Mary has been authorized a
salary of $20,000, while Nancy's salary is $25.000. Each partner is 1o receive 10% on the orig-
inal capital invesunent. The profit and loss agreement stipulates that any remaining income
ar loss is to be divided equally. The partnership had a net loss of $20,000 this year.
Required:

Prepare the journal entry to record the allocation of the net loss for the year. Show support-
ing computations.

Bonus Agreement L(B:)

On January 1, 2008, Tony and Jon formed T&] Personal Financial Planning with capital in-

vestments of $480,000 and $340,000, respectively. The partners wanted to draft a profit and

loss agreement that would reward each individual for the resources invested in the pariner-

ship. Accordingly, the partnership agreement pravides that profits are to be allocated as

tallows:

1. Annual salaries of $42,000 and $66.000 are granted to Tony and Jon, respectively.

2. Inaddition to the salary, Jon is entitled to a honus of 10% of net income after salarics and
honus but before interest on capital investments is subtracted.

3. Lach partner is to receive an interest eredit of 8% on the original capitl investment,

4. Remaining profits are to he allocated 40% ro Tony and 60% 1o Jon.

On December 31, 2008, the parmership reported net income before salaries, interest, and

bonus of $188,000.

Required:

Calculate the 2008 allocation of partnership profit.

Profit Distribution and Capital Statements L@

Hill, Jones, and Vose have been partners throughout 2008, Their average balances for the year
and their balances at the end of the year before closing the nominal accounts are as follows:
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Auverage Balances

Partvier Balances 12/31/08

Tl $97.500 370,000

Jones 27,500 21,300
Jose 14,250 11,700%

* Dichit balance,

The income for 2008 is $108,000 hefore charging partners’ salary allowances and before pay-
ment of interest on average balances at the agreed rate of 5% per annum. Annual salary allo-
cations are $12,000 to Hill, $9,600 o Jones, and $8,800 to Vose. The balance of income is to
be allocated at the rate of 60% to Hill, 10% to Jones, and 30% to Vose.

Itis intended to distribute cash to the parimers so that, after credits and allocations have
been made as indicated in the preceding paragraph, the balances in the partmers’ accounts
will be proportionate o their residual profitsharing ratios. None of the partners is to invest
additional cash, but they wish to distribute the lowest possible amount ol cash.

Required:
Prepare a schedule of partners’ accounts, showing balances at the end of 2008 before closing,

the allocations of the net income for 2008, the cash distibuted, and the closing balances.
{AICPA adapted)

Partner Admission L@

Phil Phocnix and Tim Tueson are partners in an electrical repair business. Their respective
capital balances are $90,000 and $50,000, and they share profits and losses equally. Because
the partners are confronted with personal financial problems, they decided to admit a new
partner to the partmership. After an extensive interviewing process they elect to admit Don
Dallas into the partnership.

Required:

Prepare the journal entry to record the admission of Don Dallas into the parmership under

each of the following conditions:

1. Don acquires one-fourth of Phil’s capital interest by payving $30,000 directly to him.

2. Don acquires aneifth of each of Phil’s and Tim’s capital interests. Phil receives $25,000
and Tim receives $15,000 directly from Don.

3. Don acquires a onedifth capital interest for a $60,000 cash investment in the partnership,
Total capital after the admission is to be $200,000,

4. Don invests $40.000 for a one-fifth interest in partnership capital, Implicit goodwill is to
be recorded.

Adjusting Entries for Partner Admission l.

Bill and Janc share profits and losses in a 70:30 ratio. Mike is to be admiued into a parmer-
ship upon the invesunent of $14,000 for a one-third capital interest. Account balances for Bill
and Jane an June 30, 2008 just befare the admission of Mike are as follows:

Lehit Credil
Cash 5 6,000
Accounts Receivahle 5,000
Nates Receivable 2,000
Merchandise Inventory 12,000
Prepaid Insurance 500
Accounts Payvable $ 9,500
Bill, Capital 12,000
Jane, Capital 8,000

$29,500 10
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It is agreed that for purposes of establishing the interests of the former partners, the following
adjustments shall be made:

1. An allowance for doubtful accounts of 2% of the accounts receivable is to be established.
2. The merchandise inventory is to be valued at $10,000.

3. Accrued expenses of 5600 are 1o be recognized.

4. Prepaid insurance is to be valued ar 5300,

5. The goodwill method is to be used to record the admission af Mike.

Required:
Prepare the entries to adjust the account balances in establishing the interests of Bill and
Jane and o record the investment by Mike.

Pariner Admission L@

Beth, Steph, and Linda have been operating a small gift shop for several years, After an ex-
tensive review of their past operating performance, the partners cancluded that the business
needed to expand in order to provide an adequate return to the parmers. The following bal-
ance sheet is for the parmership prior 1o the admission of a new partner, Mary.

Cash $160,000
Orther Assers 640,000

$800,000
Liabilities S200,000
Beth, (":.L|)'il:|| {40%) 265.000
Steph, Capital (10%) 215,000
Linda, Capital {20%) 120.000

800,000

Figures shown parenthetically reflect agreed profitand-loss sharing percentages.

Required:

Prepare the necessary jonrnal entries 1o record the admission of Mary in each of the follow-

ing independent situations. Some situations may be recorded in more than one way.

1. Mary is to invest sufficient cash to receive a one-sixth capital interest. The parties agree
that the admission is o be recorded withoul recognizing goodwill ar banus.

2. Mary is to invest $160,000 for a one-lifth capital interest.

3. Mary is to invest $160,000 for a one-fourth capital interest.

4. Mary is to invest $160,000 for a 40% capital interest.

Multiple Choice i- L@
Seclect the best answer [or each of the following.

1. Jon and Joe tormed a parmership on July 1, 2008, and invested the [ollowing assets:

Jon Joe
Cash S65.000 $125,000
Realty 250,000

The realty was subject to a mortgage of $25,000, which was assumed by the partnership. The
partnership agreement provides that Jon and Joe will share profits and losses in the ratio of
one-third and two-thirds, respectively. Joe’s capital account at July 1, 2008, should be

(a) $375,000

(b) $366,667

(c) $285,000

(d) $350,000
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Operating performance and other capital transactions were as [ollows.

Capital Transactions

G Dauve Brian Perul
Year-End (Loss)  Investiment Withdrawals — Invesiment Withdrawals — Inovestiment Withdvaials
12/51/08  S(5.4000  $15.000 S17,000 315,000 7,000 S6,000 33,200
12/31/708 27,000 —— 17,000 —(— 7,000 6,000 3,200
12/51/710 120,000 —)— 19,000 —{)— 9.000 6,000 3,200
Required:

A. Prepare a schedule of changes in partners’ capital accounts for each of the three years.

B. Prepare the journal entry to close the income summary account to the partners’ capital
accounts at the end of each year.

Conversion from Cash to Accrual Basis  148)

The partnership of Cain, Gallo, and Hamm engaged vou to adjust its accounting records and
convert them uniformly to the accrual basis in anticipation of admitting Kerns as a new pari-
ner. Some accounts are on the accrual basis and some are on the cash basis. The partnership’s
hooks were closed at December 31, 2008, by the bookkeeper, who prepared the general
ledger rrial balance that appears as follows:

Cain, Gallo, and Hamm
General Ledger Trial Balance
December 31, 2008

Dehit Credit

Cash & 15,000
Accounts Receivable 40.000
Inventory 30,000
Land 9.000
Buildings 50,000
Allowance for Depreciation of Buildings S 6,000
Equipment 56,000
Allowance for Depreciation of Equipment 6,000
Goodwill 5,000
Accounts Payable 56,000
Allowance for Future Inventory Losses 8,000
Cain, Capital 87,000
Gallo, Capital 60,000
Hamm, Capital

Totals 205,000

Your inquiries disclose the following:

1. The partnership was organized on January 1, 2007. No provision was made in the parter-
ship agreement for the allocation of partmership profits and losses. During 2007, profits
were allocated equally among the partners. The partnership agreement was amended, ef*
tective January 1, 2008, to provide for the following profit and loss ratio: Cain, 40%; Gallo,
40%; and Hamm, 20%. The amended parmership agreement also stated that the ac-
counting records were (o be maintained on the accrual basis and that any adjustments
necessary for 2007 should be allocated according to the 2007 profit allocation agreement.

1]

The following amounts were not recorded as prepayments or accruals.

JJ!TF'}}.’I’I'}' 3 ]’

2008 2007
Prepaid insurance 700 5 800
Advances from customers ao0 1,500
Accrued interest expense - 450

The advances from customers were recorded as sales in the year the cash was received.



Problems

PROBLEM 154

8156

3. In 2008, the parmership recorded a provision of $8,000 for anticipated declines in inven-
tory prices. You convinced the partners that the provision was unnecessary and should be
removed from the books.

4. The partnership charged equipment purchased for $4,400 on January 1, 2008, to ex-
pense. This equipment has an estimated life of 10 years and an estimated salvage value of
$400. The partnership depreciates its capitalized equipment using the declining balance
method at twice the straight-line depreciation rate.

5. The partners agreed 1o establish an allowance for doubtful accounts at 2% of current ac-
counts receivable and 5% of past-due accounts. At December 31, 2007, the partnership
had 854,000 of accounts receivable, of which only $4,000 was past due. At December 31,
2008, 20% of accounts receivable was past due, of which $4,000 represented sales made
in 2007 and was considered collectible. The partmership had written off uncollectible
accounts in the year the accounts became worthless as follows:

Aceonents Weitten Off In

2008 2007
2008 accounts S 800 .
2007 accounts 1.000 S250

6. Goodwill was recorded on the books in 2008 and credited to the parmers” capital ac-
counts in the profit and loss ratio in recognition of an increase in the value of the busi-
ness resulting from improved sales volume. The partners agreed to write off the goodwill
belore admitting the new parter.

Required:

Prepare a worksheet showing the adjusunents and the adjusted wial balance for the parmer-
ship on the accrual basis at December 51, 2008, All adjustments affecting income should be

made directly w partners’ capital accounts. Supporting computations should be in good
form. (Do not prepare formal financial statements or formal jowrnal entries.)
(ALCPA adapled)

Partner Admission LQTB:}

Brown and Coss have been operating a tax accounting service as a partnership for five vears,

Their current capital balances are 592,000 and $88,000, respectively, and they share profits in

a G0:40 ratio. Because of the grawth in their tax business, they decide that they need a new

partner. Moore is admitted to the parmership, after which the parters agree 1o share profits

40% to Brown, 35% o Coss, and 25% o Moore,

Required:

Prepare the necessary journal entries to admit Moore in each of the following independent

conditions. If the information is such that both the bonus and goodwill methods are appro-

priate, record the admission using both methods.

1. Moaore invests $90.000 in cash and receives a aone-third capital interest.

2. Moare invests §120,000 cash lor a 45% capital interest. Total capital after his admission is
10 he 33000000,

3. Moore agrees to invest $120,000 cash [or a one-third capital interest, but will not accept a
capital credit for less than his invesrment.

4. Moore invests 340,000 cash for a one-fourth capital interest. The partners agree that as-

sets and the firm as a whole should not be revalued.
. Moore invests 535,000 cash for a one-fifth capital interest. The parters agree that total
capital after the admission of Maore should he $225,000.

6. Moore invests land in the parimership as a site for a new office building. The land, which
originally cost Moore 590,000, now has a current market value of $150.000. Moore is ad-
mitted with a one-third capital interest.
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7. Moore isadmitted to the partnership by purchasing a 50% eapital interest from cach paruer.
A payment of $35,000 is made outside the partnership and is split between Brown and Coss.

Adjusting Entries for Partner Admission L@)

The CAB Partnership, although operating profitably, has had a cash flow problem. Unable wo
meet its current commitments, the firm barrowed 534,000 from a bank giving a long-term
note. During a recent meeting, the parters decided to obtain additional cash by admitting a
new parter to the firm. They feel that the firm is an attactive investment, but that proper
management of their liquid assets will be required. Meyers agrees to invest cash in the firm if
her chiel accountant can review the accounting records of the partmership.

The balance sheet for CAB Partnership as of December 31, 2008, is as follows:

Assets

Cash S 8,000
Accounts Receivable 33,600
Inventory (at cost) 33,750
Land 27.000
Building (ner of depreciation) 41,600
Equipment (net of depreciation) 27,250

Total §173,200

Lialnlities and Captiial

Accounts Payable S 32,450
Other Current Liabilities 6,750
Long-Term Note (8% due 2003) 34,000
Cox, Capital 37,500
Andrews, Capital 25,000
Bennet, Capital A7.500

Total $173.,200

The review of the accounts resulted in the aceumulation of the following information:

1. Approximately 5% of the accounts receivable are uncollectible. The old partnership had
been using the direct write-off method of accounting for bad debts.

2, Current replacement cost of the inventory is $41,250.

3. The market value of the land based on a current appraisal is $65,000.

4. The partners had been using an unreasonably long estimated life in establishing a
depreciation policy for the building. On the basis of sound value (current replacement
cost adjusted for use), the value of the building is $32,750.

5. There are unrecorded accrued liabilities of $3,275.

The partners agree to recognize the foregoing adjustments to the accounts. Cox,
Andrews, and Bennet share profits 40:30:30. After the admission of Meyers, the new profit
agreement is 1o he 30:20:30:20. Mevers is to receive a 25% capital interest in the partner-
ship alter she invests sufficient cash 1o increase the total capital interest 1o §150,000. Be-
cause of the uncertainty of the business, no goodwill is to be recognized before or after
Mevers is admitted.

Required:

A. Prepare the necessary journal entries on the books of the old parmership o adjust the
accounts.

B. Record the admission of Meyers,

C. Prepare a new balance sheet giving effect 1o the foregoing requirements,
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PROBLEM 156 Adjusting Entries for Partner Withdrawal l_dj}}

The December 31, 2008, balance sheet of the Datunation Partnership is shown below.

Datamation Partnership
Balance Sheet
December 31, 2008

Assets
Cash S 80.000
Accounts Receivable 80,000
Inventory 62,000
Equipment 290.000
Tatal Assels $512.000

Liubilities and Partiers’ Equily

Accounts Pavable = GL000
Notes Payable to Dave, 8% dated September 1, 2008 22,000
Dave, Capital 22(3,000
Allen, Capial 110,000
Maut, Capital 100,000

Total Liabilities and Partners” Equity $512,000

Dave, Allen, and Matt share profits and loses in the ratio of 50:30:20. The nventory on
December 31 has a fair value of $68,000; accrued interest on the note payable to Dave is Lo be
recognized as of December 31. The book values ol all the other accounts are equal to their
fair values. Allen withdrew from the partnership on December 31, 2008,

Required:

Prepare the journal enury or entries to record the withdrawal of Allen, given each of the

following situations. Assume that the bonus method is used to account lor the withdrawal,
Allen receives $36,624 cash and a $75,000 note from the partnership for his interest

2. Matt purchases Allen’s interest for $110,000.

3. The parmership gives Allen S35,000 cash and equipment with a hook value and a fair
value of 390,000 for his interest,
The pariership gives Allen 100,000 cash for his interest.

5. Allen sells one-fourth of his interest 10 Dave for 540,000 and three-fourths o Mau fon
$90,000.

PROBLEM 157  Partner Withdrawal and New Profit-Loss Ratio  196) 198)
Neal, Palmer, and Ruppe are partners in a real estate company. Their respective capital
balances und profitsharing ratios are as follows:

As of December 31, 2008

Partners Capital Balance Profii-Sharing Relio
Neal S250.000 4
Palmer 150,000 3
Ruppe 100,000 5

Neal wishes to withdraw from the parmership on January 1, 2009, Palmer and Ruppe have
agreed to pay Neal $300,000 from the partnership assets for his 50% capital interest. This
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