
o b j e c t i v e s

13
ACCOUNTING FOR 
PARTNERSHIPS AND LIMITED
LIABILITY CORPORATIONS

After studying this chapter, you
should be able to:

1 Describe the basic characteristics of
proprietorships, corporations, partner-
ships, and limited liability corpora-
tions.

2 Describe and illustrate the equity re-
porting for proprietorships, corpora-
tions, partnerships, and limited
liability corporations.

3 Describe and illustrate the accounting
for forming a partnership.

4 Describe and illustrate the accounting
for dividing the net income and net
loss of a partnership.

5 Describe and illustrate the accounting
for the dissolution of a partnership.

6 Describe and illustrate the accounting
for liquidating a partnership.

7 Describe the life cycle of a business,
including the role of venture capital-
ists, initial public offerings, and under-
writers.
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IIf you were to start up any type of business, you would want to separate the busi-
ness’s affairs from your personal affairs. Keeping business transactions separate from
personal transactions aids business analysis and simplifies tax reporting. For example,
if you provided freelance photography services, you would want to keep a business
checking account for depositing receipts for services rendered and writing checks for
expenses. At the end of the year, you would have a basis for determining the earn-
ings from your business and the information necessary for completing your tax re-
turn. In this case, forming the business would be as simple as establishing a name
and a separate checking account. As a business becomes more complex, the form of
the business entity becomes an important consideration. The entity form has an im-
pact on the owners’ legal liability, taxation, and the ability to raise capital. The four
major forms of business entities that we will discuss in this chapter are the propri-
etorship, corporation, partnership, and limited liability corporation.

A variety of legal forms exist for forming and operating a business. The four most
common legal forms are proprietorships, corporations, partnerships, and limited lia-
bility corporations. In this section, we describe the characteristics of each of these
business entities.

Proprietorships
As we discussed in Chapter 1, a proprietorship is a business enterprise owned by
a single individual. Internal Revenue Service (IRS) data indicate that proprietorships
comprise 70% of the business tax returns filed but only 5% of all business revenues.
This statistic suggests that proprietorships, although numerous, consist mostly of
small businesses. The most common type of proprietorships are professional service
providers, such as lawyers, architects, realtors, and physicians.

A proprietorship is simple to form. Indeed, you may already be a proprietor. For
example, a person providing child-care services for friends of the family is a pro-
prietor. There are no legal restrictions or forms to file in forming a proprietorship.
The ease of forming a proprietorship is one of its main advantages. In addition, the
individual owner can usually make business decisions without consulting others.
This ability to be one’s own boss is a major reason why many individuals organize
their businesses as proprietorships.

A proprietorship is a separate entity for accounting purposes, and when the owner
dies or retires, the proprietorship ceases to exist. For federal income tax purposes,
however, the proprietorship is not treated as a separate taxable entity. The income
or loss is said to “pass through” to the owner’s individual income tax return.1 Thus,
the income from a proprietorship is taxed only at the individual level.

A primary disadvantage of a proprietorship is the difficulty in raising large amounts
of capital. Investment in the business is limited to the amounts that the owner can
provide from personal resources, plus any additional amounts that can be raised
through borrowing. In addition, the owner is personally liable for any debts or legal
claims against the business. In other words, if the business fails, creditors have rights
to the personal assets of the owner, regardless of the amount of the owner’s actual
investment in the enterprise.

Corporations
As we discussed in Chapter 12, the major benefits of the corporate form are its abil-
ity to provide limited liability to its owners and its potential for raising large amounts

o b j e c t i v e 1
Describe the basic characteris-
tics of proprietorships, corpo-
rations, partnerships, and
limited liability corporations.

1The proprietor’s statement of income is included on Schedule C of the individual 1040 tax return.

AA lternate Forms of Business Entities
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of capital through issuing stock. For these reasons, most large businesses use the
corporate form of entity.

However, corporations also have disadvantages. Forming a corporation requires
legal filings to and approvals by state regulatory agencies. In addition, corporations
are more complex to manage and must be operated in accordance with the corpo-
rate bylaws. Corporations are taxed as a separate entity. Thus, when earnings are
distributed to shareholders in the form of dividends, they are also taxed again at
the individual level.

To avoid the double taxation of dividends, a business may organize as a Subchapter
S Corporation. Under an S corporation, the IRS allows income to pass through the
corporation to the individual stockholders without the corporation having to pay taxes
on the income. However, the S corporation has a number of legal limitations, includ-
ing a limitation on the number of stockholders.2 In recent years, the S corporation has
become less popular due to the emergence of the limited liability corporation and its
many advantages, which we will discuss later in this chapter.

2Presently, the law limits S corporations to 75 stockholders, who must be natural persons (not other business entities).
3The definition of a partnership is included in the Uniform Partnership Act, which has been adopted by most states.

THE TEMPTATION OF COMPENSATION

might be tempted to pay himself or herself “compensa-
tion” rather than dividends. However, the IRS requires that
compensation not exceed the fair value of the services de-
livered to the company. Using compensation to subvert
the double taxation of dividends is considered fraudulent.

I N T E G R I T Y  I N  B U S I N E S SI N T E G R I T Y  I N  B U S I N E S S

Partnerships
A partnership is an association of two or more persons who own and manage a
business for profit.3 Partnerships have several characteristics with accounting im-
plications.

A partnership has a limited life. A partnership dissolves whenever a partner ceases
to be a member of the firm. For example, a partnership is dissolved if a partner with-
draws due to bankruptcy, incapacity, or death. Likewise, admitting a new partner dis-
solves the old partnership. When a partnership is dissolved, the remaining partners
must form a new partnership if operations of the business are to continue.

In most partnerships, the partners have unlimited liability. That is, each part-
ner is individually liable to creditors for debts incurred by the partnership. Thus, if
a partnership becomes insolvent, the partners must contribute sufficient personal
assets to settle the debts of the partnership.

Partners have co-ownership of partnership property. The property invested
in a partnership by a partner becomes the joint property of all the partners. When
a partnership is dissolved, the partners’ claims against the assets are measured by
the amount of the balances in their capital accounts.

Another characteristic of a partnership is mutual agency. This means that each
partner is an agent of the partnership. The acts of each partner bind the entire part-
nership and become the obligations of all partners. For example, any partner can
enter into a contract on behalf of all the members of the partnership. This is why
partnerships should be formed only with people you trust.

An important right of partners is participation in income of the partnership. Net
income and net loss are distributed among the partners according to their agreement.

I’m an agricultural
cooperative founded
in 1930 and owned
by more than 900

growers in the United States and
Canada. Most of my products are
based on a fruit grown primarily
in Wisconsin and Massachusetts
that’s commonly harvested in large
beds of water. In 1995, I intro-
duced dried Craisins. I’m the No. 1
brand of canned and bottled juice
drinks in America and my offer-
ings are sold in nearly 50 countries
around the world. I’m popular
around the holidays. My annual
sales top $1 billion, and my com-
petitors include Northland, Tropi-
cana, and the National Grape
Cooperative. Who am I? (Go to
page 543 for answer.)

AAn owner/manager of a corporation can be taxed on in-
come at the corporate level and again at the individual
level for dividends. In contrast, compensation is a tax-
deductible expense for business purposes and therefore
is taxed only at the individual level. An owner/manager
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A partnership, like a proprietorship, is a nontaxable entity and thus
does not pay federal income taxes. However, revenue and expense and
other results of partnership operations must be reported annually to the
Internal Revenue Service. The partners must, in turn, report their share of
partnership income on their personal tax returns.

A partnership is created by a contract, known as the partnership agree-
ment or articles of partnership. It should include statements regarding
such matters as amounts to be invested, limits on withdrawals, distributions
of income and losses, and admission and withdrawal of partners.

A variant of the regular partnership is a limited partnership. A limited
partnership is a unique legal form that allows partners who are not involved

in the operations of the partnership to retain limited liability. In such a form, at least
one general partner must operate the partnership and retain unlimited liability. The
remaining partners are considered limited partners.

The partnership form is less widely used than the proprietorship and corporate
forms. For many business purposes, however, the advantages of the partnership
form are greater than its disadvantages.

A partnership is relatively easy and inexpensive to organize, requiring only an
agreement between two or more persons. A partnership has the advantage of bring-
ing together more capital, managerial skills, and experience than does a propri-
etorship. Since a partnership is a nontaxable entity, the combined income taxes paid
by the individual partners may be lower than the income taxes that would be paid
by a corporation, which is a taxable entity.

A major disadvantage of the partnership is the unlimited liability feature for part-
ners. Other disadvantages of a partnership are that its life is limited, and one partner
can bind the partnership to contracts. Also, raising large amounts of capital is more
difficult for a partnership than for a corporation. To overcome these limitations, other
hybrid forms of organization, such as limited liability corporations (LLCs), have been
replacing partnerships as a means of organization.

Limited Liability Corporations
A limited liability corporation (LLC)4 is a relatively new business entity form that
combines the advantages of the corporate and partnership forms. Many features of
a partnership are retained in an LLC. The owners of an LLC are termed “members”
rather than “partners.” The members must create an operating agreement, which
is similar to a partnership agreement. For example, the operating agreement nor-
mally indicates how income is to be distributed to the members. Thus, unlike a cor-
poration, income need not be distributed according to the number of shares owned
by each member. Instead, income might be distributed according to the amount of
time each member devotes to the business.

For tax purposes, an LLC may elect to be treated as a partnership. In this way,
income passes through the LLC and is taxed on the individual members’ tax returns.5

Thus, the LLC may avoid the double taxation characterized by the corporate form.
Unless specified in the operating agreement, LLCs have a limited life and must

dissolve when a member withdraws. In addition, the members may elect to oper-
ate the LLC as a “member-managed” entity, which allows individual members to
legally bind the LLC, like partners bind a partnership.

LLCs also have some features of a corporation. One of the most important cor-
porate features is that LLCs provide limited liability for the members, even if they
are active participants in the business. Thus, members’ personal assets are not sub-
ject to claims by creditors of the LLC.

A partnership is a nontaxable
entity that has a limited life
and unlimited liability, and it
is bound by the actions of
each partner.

4The term limited liability company is the correct legal term, while the term limited liability corporation is the common
business term. We will use the common terminology in this text rather than the seldom used, although correct, legal
term.
5LLCs may also elect to be treated as a corporation for tax purposes, although this election would remove any “pass-
through” benefits. Thus, this is a less common election.

Companies commonly use partner-
ships and LLCs in forming joint
ventures. Joint ventures are used
to diversify risk or expand exper-
tise in operating identifiable busi-
nesses or projects. For example,
Viacom Inc. uses regionally
placed joint venture partners to
broadcast MTV, VH1, Nickelodeon,
and TV Land around the world.
Viacom’s joint venture partners
bring local customs, language, and
culture to the broadcast offerings.
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Like a corporation, LLCs must file “articles of organization” with state govern-
mental authorities. In addition, the LLC may elect to be “manager-managed” rather
than “member-managed.” In a “manager-managed” structure, only authorized mem-
bers may legally bind the LLC. This allows members to share in the income of the
LLC without being concerned about managing the business, much like stockholders
of a corporation.

Comparison of Alternate Entity
Characteristics
Exhibit 1 summarizes the four business entity forms discussed in this section. The
columns of Exhibit 1 are the major characteristics of the organizational forms: ease
of formation, legal liability, taxation, limitation on life of the entity, and access to
capital. As one expert who has been involved in a number of start-up businesses
replied when asked what structure makes the most sense: “It depends. Each situa-
tion I’ve been involved with has been different. You can’t just make an assumption
that one form is better than another.”6 Generally, the corporate form will be pre-
ferred if the business is risky and requires access to capital. Otherwise, the other
three forms all have their advantages, depending on the need for simplicity, liability
limitation, flexibility, and tax considerations.

6Laura Tiffany, “Choose Your Business Structure,” Entrepreneur, March 19, 2001.

Limitation Access
Organizational Ease of Legal on Life of to
Form Formation Liability Taxation Entity Capital

Proprietorship Simple No Nontaxable Yes Limited
limitation (pass-through)

entity

Corporation Complex Limited Taxable entity No Extensive
liability

Partnership Simple No Nontaxable Yes Average
limitation (pass-through)

entity

Limited Moderate Limited Nontaxable Yes Average
Liability liability (pass-through)
Corporation entity by

election

The owners of any business are concerned with their proportional ownership and
changes in their ownership. This is because the owners’ proportional ownership
often determines their share of earnings and the value of their ownership interest.
As a result, a business reports the ownership equity balances and changes in those
balances. In the following sections, such equity reports are illustrated for each en-
tity form.

o b j e c t i v e 2
Describe and illustrate the
equity reporting for propri-
etorships, corporations, part-
nerships, and limited liability
corporations.

EEquity Reporting for Alternate Entity Forms

•Exhibit 1•Exhibit 1 Characteristics of Organizational Forms
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Equity Reporting for Proprietorships
Since the proprietorship is a separate entity for accounting purposes, the transac-
tions of the proprietorship must be kept separate from the personal financial affairs
of the owner. Only in this way can the financial condition and the results of oper-
ations of the proprietorship be accurately measured and reported.

The accounting for a proprietorship was illustrated earlier in this text. This ac-
counting includes the use of a capital account to record investments by the owner
in the business. At the end of the period, the net income or net loss is closed to
the owner’s capital account by using Income Summary. Withdrawals by the owners
are recorded in the owner’s drawing account. At the end of the period, the draw-
ing account is closed to the owner’s capital account, and a statement of owner’s
equity is prepared.

The statement of owner’s equity summarizes changes in owner’s capital for a
period of time. To illustrate, the statement of owner’s equity for a proprietorship,
Greene Landscapes, owned by Duncan Greene, is shown below.

Greene Landscapes
Statement of Owner's Equity

For the Year Ended December 31, 2006

$345 0 0 0

44 0 0 0

$389 0 0 0

$79 0 0 0

35 0 0 0

Duncan Greene, capital, January 1, 2006

Net income

Less withdrawals

Increase in owner's equity 

Duncan Greene, capital, December 31, 2006

Equity Reporting for Corporations
The accounting for a corporation was illustrated in Chapter 12. This accounting
includes the use of capital stock accounts, such as Common Stock and Preferred
Stock, to record investments by the stockholders. Through the closing process,
dividends and the net income or net loss are recorded in the retained earnings
account.

Significant changes in stockholders’ equity should be reported for the period in
which they occur. When the only change in stockholders’ equity is due to net in-
come or net loss and dividends, a retained earnings statement such as the one il-
lustrated in the previous chapter is sufficient. However, when a corporation also has
changes in stock and other paid-in capital accounts, a statement of stockholders’
equity is normally prepared. This statement is often prepared in a columnar for-
mat, where each column represents a major stockholders’ equity classification.
Changes in each classification are then described in the left-hand column. Exhibit 2
illustrates a statement of stockholders’ equity for Telex Inc.

Equity Reporting for Partnerships 
and Limited Liability Corporations
Reporting changes in partnership capital accounts is similar to that for a proprietor-
ship, except that there is an owner’s capital account for each partner. The change in
the owners’ capital accounts for a period of time is reported in a statement of part-
nership equity. The statement of partnership equity discloses each partner’s capi-
tal account in the columns and the reasons for the change in capital in the rows.
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Telex Inc.
Statement of Stockholders' Equity

For the Year Ended December 31, 2006

$19,500 0 0 0

850 0 0 0

250 0 0 0

400 0 0 0

550 0 0 0

30 0 0 0

$20,220 0 0 0

$ 500 0 0 0

30 0 0 0

$ 530 0 0 0

Balance, January 1, 2006

Net income

Dividends on preferred stock

Dividends on common stock

Issuance of additional 

  common stock

Purchase of treasury stock

Balance, December 31, 2006

$2,000 0 0 0

850 0 0 0

250 0 0 0

400 0 0 0

$2,200 0 0 0

$10,000 0 0 0

500 0 0 0

$10,500 0 0 0

$3,000 0 0 0

50 0 0 0

$3,050 0 0 0

$5,000 0 0 0

$5,000 0 0 0

(               )
(               )

(             )(             )

(               )

(               )

(               )

(               )

Preferred
Stock

Common
Stock

Paid-In
Capital in

Excess of Par
Retained
Earnings

Treasury
Stock Total

Investors Associates
Statement of Partnership Equity

For the Year Ended December 31, 2006

$610 0 0 0

50 0 0 0

120 0 0 0

50 0 0 0

$730 0 0 0

$365 0 0 0

80 0 0 0

45 0 0 0

$400 0 0 0

Balance, January 1, 2006

Capital additions

Net income for the year

Less partner withdrawals 

Balance, December 31, 2006 

$245 0 0 0

50 0 0 0

40 0 0 0

5 0 0 0

$330 0 0 0

(           ) (             ) (             )

Dan Cross,
Capital

Kelly Baker,
Capital

Total
Partnership

Capital

The equity reporting for an LLC is similar to that of a partnership. Instead of a
statement of partnership capital, a statement of members’ equity is prepared. The
statement of members’ equity discloses the changes in member equity for a pe-
riod. The disclosure would be very similar to Exhibit 3, except that the columns
would be the members of the LLC rather than partners. The statement of members’
equity for HealthNet, LLC, is illustrated in Exhibit 4.

Accounting for Partnerships and 
Limited Liability Corporations
Most of the day-to-day accounting for a partnership or an LLC is the same as the
accounting for any other form of business organization. The accounting system de-
scribed in previous chapters may, with minimal changes, be used by a partnership

•Exhibit 2•Exhibit 2 Statement of Stockholders’ Equity

•Exhibit 3•Exhibit 3 Statement of Partnership Equity

Exhibit 3 illustrates the disclosure for Investors Associates, a partnership of Dan Cross
and Kelly Baker.
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HealthNet, LLC
Statement of Members' Equity

For the Year Ended December 31, 2006

$495 0 0 0

25 0 0 0

520 0 0 0

380 0 0 0

$660 0 0 0

   $175 0 0 0

25 0 0 0

240 0 0 0

180 0 0 0

$260 0 0 0

Balance, January 1, 2006

Capital additions

Net income for the year

Less member withdrawals 

Balance, December 31, 2006 

$320 0 0 0

280 0 0 0

200 0 0 0

$400 0 0 0

(               ) (               ) (               )

Dr. Roland
Campbell,
Member
Equity

Dr. Phyllis
Lambert,
Member
Equity

Total
Members'

Equity

FOX SPORTS NETWORKS

FOX SPORTS NETWORKS, LLC
CONSOLIDATED STATEMENTS OF MEMBERS’ EQUITY

For the Period Ended June 30, 2001
(Dollars in thousands)

Fox Regional Fox Sports Fox Regional Total
Sports Net Financing, Sports Members’

Holdings II, Inc. LLC Holdings, Inc. Equity

BALANCE, JUNE 30, 2000 . . . . . $(91,680) $119,753 $ (3,380) $24,693
Net income  . . . . . . . . . . . . . . . 10,466 13,000 10,466 33,932
BALANCE, JUNE 30, 2001 . . . . . $(81,214) $132,753 $ 7,086 $58,625

the largest positive capital account. This may be the result
of different initial capital contributions or the timing of
the capital contributions. Also, FRSH, Inc., and FRSH II, Inc.,
share the same proportional net earnings of the LLC, since
they both have the same net income attributed to their
member capital accounts. Fox Sports Net Financing, LLC,
receives a slightly higher portion of the LLC’s net income.
None of the members withdrew money from the LLC dur-
ing this period.

F I N A N C I A L  R E P O R T I N G  A N D  D I S C L O S U R EF I N A N C I A L  R E P O R T I N G  A N D  D I S C L O S U R E

or an LLC. However, the formation, division of net income or net
loss, dissolution, and liquidation of partnerships and LLCs give rise
to unique transactions.

In the following sections of this chapter, we will discuss and il-
lustrate these unique transactions for a partnership and an LLC. Since
an LLC is treated in the same manner as a partnership, except that
the terms “member” and “members’ equity” are used rather than “part-
ner” or “owners’ capital,” we show the parallel journal entries for an
LLC alongside the partnership entries.

Fill in the LLC term comparable to the
given partnership term.

Partnership Term Equivalent LLC Term
Partner ______________________
Partnership agreement ______________________
Partner capital ______________________

Answer: Member, Operating agreement, Member 
equity

AAn example of the statement of members’ equity for an
LLC is provided below for the Fox Sports Networks. As
can be seen, the columns are the three major members
of the network. The members are not natural persons but,
rather, another LLC and two other companies. Each mem-
ber represents a class of investors that have similar rights
according to the operating agreement. The Fox Regional
Sports Holdings (FRSH) II, Inc., member has a negative cap-
ital account, while the Fox Sports Net Financing, LLC, has

•Exhibit 4•Exhibit 4 Statement of Members’ Equity
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In forming a partnership, the investments of each partner are recorded in separate
entries. The assets contributed by a partner are debited to the partnership asset ac-
counts. If liabilities are assumed by the partnership, the partnership liability accounts
are credited. The partner’s capital account is credited for the net amount.

To illustrate, assume that Joseph Stevens and Earl Foster, owners of competing
hardware stores, agree to combine their businesses in a partnership. Each is to con-
tribute certain amounts of cash and other assets. Stevens and Foster also agree that
the partnership is to assume the liabilities of the separate businesses. The entry to
record the assets contributed and the liabilities transferred by Stevens is as follows:

o b j e c t i v e 3
Describe and illustrate the
accounting for forming a
partnership.

7 2 0 0 00

16 3 0 0 00

28 7 0 0 00

5 4 0 0 00

1 5 0 0 00

Cash

Accounts Receivable

Merchandise Inventory

Store Equipment

Office Equipment 

 Allowance for Doubtful Accounts

 Accounts Payable

 Joseph Stevens, Capital

 

1 5 0 0 00

2 6 0 0 00

55 0 0 0 00

1 Apr. Cash

Accounts Receivable

Merchandise Inventory

Store Equipment

Office Equipment 

 Allowance for Doubtful Accounts

 Accounts Payable

 Joseph Stevens, Capital

7 2 0 0 00

16 3 0 0 00

28 7 0 0 00

5 4 0 0 00

1 5 0 0 00

Cash

Accounts Receivable

Merchandise Inventory

Store Equipment

Office Equipment 

 Allowance for Doubtful Accounts

 Accounts Payable

 Joseph Stevens, Capital

 

1 5 0 0 00

2 6 0 0 00

55 0 0 0 00

1 Apr. Cash

Accounts Receivable

Merchandise Inventory

Store Equipment

Office Equipment 

 Allowance for Doubtful Accounts

 Accounts Payable

 Joseph Stevens, Capital

LLC Alternative
Cash 7,200

Accounts Receivable 16,300

Merchandise Inventory 28,700

Store Equipment 5,400

Office Equipment 1,500

Allowance for Doubtful Accounts 1,500

Accounts Payable 2,600

Joseph Stevens, Member Equity 55,000

A similar entry would record the assets contributed and the liabilities transferred
by Foster. In each entry, the noncash assets are recorded at values agreed upon by
the partners. These values normally represent current market values and thus usu-
ally differ from the book values of the assets in the records of the separate busi-
nesses. For example, the store equipment recorded at $5,400 in the preceding entry
may have had a book value of $3,500 in Stevens’ ledger (cost of $10,000 less ac-
cumulated depreciation of $6,500). As a further example, receivables contributed to
the partnership are recorded at their face amount. Only accounts that are likely to
be collected are normally transferred to the partnership.

Many partnerships have been dissolved because partners could not agree on how
to distribute income equitably. Therefore, the method of dividing partnership in-
come should be stated in the partnership agreement. In the absence of any agree-
ment or if the agreement is silent on dividing net income or net losses, all partners
share equally. However, if one partner contributes a larger portion of capital than
the others, then net income should be divided to reflect the unequal capital contri-
butions. Likewise, if the services rendered by one partner are more important than
those of the others, net income should be divided to reflect the unequal service
contributions. In the following paragraphs, we illustrate partnership agreements that
recognize these differences.

Dividing Income—Services of Partners
One method of recognizing differences in partners’ abilities and in amount of time
devoted to the business provides for salary allowances to partners. Since partners
are legally not employees of the partnership, such allowances are treated as divi-
sions of the net income and are credited to the partners’ capital accounts.

o b j e c t i v e 4
Describe and illustrate the
accounting for dividing the
net income and net loss of 
a partnership.

D

FForming a Partnership

Dividing Income
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To illustrate, assume that the partnership agreement of Jennifer Stone and Crys-
tal Mills provides for monthly salary allowances. Stone is to receive a monthly al-
lowance of $2,500 ($30,000 annually), and Mills is to receive $2,000 a month ($24,000
annually). Any net income remaining after the salary allowances is to be divided
equally. Assume also that the net income for the year is $75,000.

A report of the division of net income may be presented as a separate statement
to accompany the balance sheet and the income statement or disclosed within the
statement of partnership capital. Another format is to add the division to the bot-
tom of the income statement. If the latter format is used, the lower part of the in-
come statement would appear as follows:

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $75,000

Division of net income:

J. Stone C. Mills Total

Annual salary allowance $30,000 $24,000 $54,000
Remaining income 10,500 10,500 21,000
Net income $40,500 $34,500 $75,000

The net income division is recorded as a closing entry, even if the partners do
not actually withdraw the amounts of their salary allowances. The entry for divid-
ing net income is as follows:

75 0 0 0 00Income Summary

 Jennifer Stone, Capital

 Crystal Mills, Capital
40 5 0 0 00

34 5 0 0 00

31Dec. Income Summary

 Jennifer Stone, Capital

 Crystal Mills, Capital

LLC Alternative
Income Summary 75,000

Jennifer Stone, Member Equity 40,500

Crystal Mills, Member Equity 34,500

If Stone and Mills had withdrawn their salary allowances monthly, the withdrawals
would have been debited to their drawing accounts during the year. At the end of
the year, the debit balances of $30,000 and $24,000 in their drawing accounts would
be transferred as reductions to their capital accounts.

Accountants should be careful to distinguish between salary allowances and part-
ner withdrawals. The amount of net income distributed to each partner’s capital ac-
count at the end of the year may differ from the amount the partner withdraws
during the year. In some cases, the partnership agreement may limit the amount of
withdrawals a partner may make during a period.

Dividing Income—Services of Partners 
and Investments
Partners may agree that the most equitable plan of dividing income is to provide
for (1) salary allowances and (2) interest on capital investments. Any remaining net
income is then divided as agreed upon. For example, assume that the partnership
agreement for Stone and Mills divides income as follows:

1. Monthly salary allowances of $2,500 for Stone and $2,000 for Mills.
2. Interest of 12% on each partner’s capital balance on January 1.
3. Any remaining net income divided equally between the partners.

Stone had a credit balance of $80,000 in her capital account on January 1 of the
current fiscal year, and Mills had a credit balance of $60,000 in her capital account.
The $75,000 net income for the year is divided per the following schedule:
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Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $75,000

Division of net income:

J. Stone C. Mills Total

Annual salary allowance $30,000 $24,000 $54,000
Interest allowance 9,6001 7,2002 16,800
Remaining income 2,100 2,100 4,200
Net income $41,700 $33,300 $75,000
10.12 � $80,000
20.12 � $60,000

For the above example, the entry to close the income summary account is shown
below.

A partnership has net income of
$120,000. One of the partners,
Don Lowe, is the only partner with
a salary allowance. Lowe’s salary
allowance is $32,000, of which
$25,000 was withdrawn during
the year. Lowe shares in 20% of
the remaining income. How much
income is allocated to Lowe?

Answer: $49,600 {$32,000 �
[20% � ($120,000 � $32,000)]}

75 0 0 0 00Income Summary

 Jennifer Stone, Capital

 Crystal Mills, Capital
41 7 0 0 00

33 3 0 0 00

31Dec. Income Summary

 Jennifer Stone, Capital

 Crystal Mills, Capital

LLC Alternative
Income Summary 75,000

Jennifer Stone, Member Equity 41,700

Crystal Mills, Member Equity 33,300

Dividing Income—Allowances Exceed 
Net Income
In the preceding example, the net income exceeded the total of the salary and in-
terest allowances. If the net income is less than the total of the allowances, the re-
maining balance will be a negative amount. This amount must be divided among
the partners as though it were a net loss.

To illustrate, assume the same salary and interest allowances as in the preceding
example but that the net income is $50,000. The salary and interest allowances to-
tal $39,600 for Stone and $31,200 for Mills. The sum of these amounts, $70,800, ex-
ceeds the net income of $50,000 by $20,800. This $20,800 excess must be divided
between Stone and Mills. Under the partnership agreement, any net income or net
loss remaining after deducting the allowances is divided equally between Stone and
Mills. Thus, each partner is allocated one-half of the $20,800, and $10,400 is de-
ducted from each partner’s share of the allowances. The final division of net income
between Stone and Mills is shown below.

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000

Division of net income:

J. Stone C. Mills Total

Annual salary allowance $30,000 $24,000 $54,000
Interest allowance 9,600 7,200 16,800

Total $39,600 $31,200 $70,800
Deduct excess of allowances over income 10,400 10,400 20,800
Net income $29,200 $20,800 $50,000

In closing Income Summary at the end of the year, $29,200 would be credited
to Jennifer Stone, Capital, and $20,800 would be credited to Crystal Mills, Capital.



Bell, Capital

10,000 50,000
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When a partnership dissolves, its affairs are not necessarily finished. For example,
a partnership of two partners may admit a third partner. Or if one of the partners
in a business withdraws, the remaining partners may continue to operate the busi-
ness. In such cases, a new partnership is formed and a new partnership agreement
should be prepared. Many partnerships provide for the admission of new partners
and partner withdrawals in the partnership agreement so that the partnership may
continue operations without having to execute a new agreement.

Admitting a Partner
A person may be admitted to a partnership only with the consent of all the current
partners by:

1. Purchasing an interest from one or more of the current partners.
2. Contributing assets to the partnership.

When the first method is used, the equity of the incoming partner is obtained
from current partners, and neither the total assets nor the total owner’s equity of the
business is affected. When the second method is used, both the total assets and the
total owner’s equity of the business are increased. In the following paragraphs, we
discuss each of these methods.

Purchasing an Interest in a Partnership
The purchase and sale of a partnership interest occurs between the new partner and
the existing partners acting as individuals. The only entry needed is to transfer
owner’s equity amounts from the capital accounts of the selling partners to the cap-
ital account established for the incoming partner.

As an example, assume that partners Tom Andrews and Nathan Bell have capi-
tal balances of $50,000 each. On June 1, each sells one-fifth of his equity to Joe
Canter for $10,000 in cash. The exchange of cash is not a partnership transaction
and thus is not recorded by the partnership. The only entry required in the part-
nership accounts is as follows:

o b j e c t i v e 5
Describe and illustrate the
accounting for the dissolution
of a partnership.

LLC Alternative
Tom Andrews, Member Equity 10,000

Nathan Bell, Member Equity 10,000

Joe Canter, Member Equity 20,000

10 0 0 0 00

10 0 0 0 00

Tom Andrews, Capital

Nathan Bell, Capital

 Joe Canter, Capital 20 0 0 0 00

1June Tom Andrews, Capital

Nathan Bell, Capital

 Joe Canter, Capital

The effect of the transaction on the partnership accounts is presented in the fol-
lowing diagram:

Andrews, Capital

10,000 50,000
Canter, Capital

20,000

The preceding entry is not affected by the amount paid by Canter for the one-
fifth interest. Any gain or loss on the sale of the partnership interest accrues to the
selling partners as individuals, not to the partnership. Thus, in either case, the en-
try to transfer the capital interests is the same as shown above.

Partnership Accounts

PPartnership Dissolution
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After Canter is admitted to the partnership, the total owners’ equity of the firm is
still $100,000. Canter now has a one-fifth interest, or a $20,000 capital balance. How-
ever, Canter may not be entitled to a one-fifth share of the partnership net income.
The division of the net income or net loss will be made according to the new part-
nership agreement.

Contributing Assets to a Partnership
When a new partner is admitted by contributing assets to the partnership, both the
assets and the owners’ equity of the firm increase. For example, assume that Don-
ald Lewis and Gerald Morton are partners with capital accounts of $35,000 and
$25,000. On June 1, Sharon Nelson invests $20,000 cash in the business for owner-
ship equity of $20,000. The entry to record this transaction is as follows:

The major difference between admitting Nelson and admitting Canter in the pre-
ceding example may be observed by comparing the following diagram with the pre-
ceding diagram.

LLC Alternative
Cash 20,000

Sharon Nelson, Member Equity 20,000

20 0 0 0 00Cash

 Sharon Nelson, Capital 20 0 0 0 00

1June Cash

 Sharon Nelson, Capital

Partnership Accounts

Net Assets

60,000
20,000

Lewis, Capital

35,000

Morton, Capital

25,000

Nelson, Capital

20,000

By admitting Nelson, the total owners’ equity of the new partnership becomes
$80,000, of which Nelson has a one-fourth interest, or $20,000. The extent of Nelson’s
share in partnership net income will be determined by the partnership agreement.

Revaluation of Assets
A partnership’s asset account balances should be stated at current values when a
new partner is admitted. If the accounts do not approximate current market values,
the accounts should be adjusted. The net adjustment (increase or decrease) in as-
set values is divided among the capital accounts of the existing partners according
to their income-sharing ratio. Failure to adjust the accounts for current values may
result in the new partner sharing in asset gains or losses that arose in prior periods.

To illustrate, assume that in the preceding example for the Lewis and Morton
partnership, the balance of the merchandise inventory account is $14,000 and the
current replacement value is $17,000. Assuming that Lewis and Morton share net in-
come equally, the revaluation is recorded as follows:

LLC Alternative
Merchandise Inventory 3,000

Donald Lewis, Member Equity 1,500

Gerald Morton, Member Equity 1,500

3 0 0 0 00Merchandise Inventory

 Donald Lewis, Capital

 Gerald Morton, Capital
1 5 0 0 00

1 5 0 0 00

1June Merchandise Inventory

 Donald Lewis, Capital

 Gerald Morton, Capital

Partner Bonuses
When a new partner is admitted to a partnership, the incoming partner may pay a
bonus to the existing partners for the privilege of joining the partnership. Such a
bonus is usually paid expecting high partnership profits in the future due to the
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contributions of the existing partners. Alternatively, the existing partners may pay
the incoming partner a bonus to join the partnership. In this case, the bonus is usu-
ally paid recognizing special qualities or skills that the incoming partner is bringing
to the partnership. For example, celebrities such as actors, musicians, or sports fig-
ures often provide name recognition that is expected to increase partnership prof-
its in the future.

The amount of any bonus paid to the partnership is distributed among the partner
capital accounts.7 To illustrate, assume that on March 1 the partnership of Marsha
Jenkins and Helen Kramer is considering admitting a new partner, Alex Diaz. After
the assets of the partnership have been adjusted to current market values, the capital
balance of Jenkins is $20,000 and the capital balance of Kramer is $24,000. Jenkins
and Kramer agree to admit Diaz to the partnership for $31,000. In return, Diaz will
receive a one-third equity in the partnership and will share equally with Jenkins and
Kramer in partnership income or losses.

In this case, Diaz is paying Jenkins and Kramer a $6,000 bonus to join the part-
nership. This bonus is computed as follows:

Equity of Jenkins $20,000
Equity of Kramer 24,000
Diaz’s contribution 31,000
Total equity after admitting Diaz $75,000
Diaz’s equity interest after admission � 1/3
Diaz’s equity after admission $25,000

Diaz’s contribution $31,000
Diaz’s equity after admission 25,000
Bonus paid to Jenkins and Kramer $ 6,000

The bonus is distributed to Jenkins and Kramer according to their income-sharing
ratio. Assuming that Jenkins and Kramer share profits and losses equally, the entry to
record the admission of Diaz to the partnership is as follows:

7Another method used to record the admission of partners attributes goodwill rather than a bonus to the partners. This
method is discussed in advanced accounting textbooks.

Lowman has a capital balance of
$45,000 after adjusting assets to
fair market value. Conrad con-
tributes $24,000 to receive a
30% interest in a new partnership
with Lowman. How much bonus
does Conrad pay to Lowman?

Answer: $3,300 {24,000 �
[($45,000 � $24,000) � 30%]}

LLC Alternative
Cash 31,000

Alex Diaz, Member Equity 25,000

Marsha Jenkins, Member Equity 3,000

Helen Kramer, Member Equity 3,000

31 0 0 0 00Cash

 Alex Diaz, Capital

 Marsha Jenkins, Capital

 Helen Kramer, Capital

25 0 0 0 00

3 0 0 0 00

3 0 0 0 00

1Mar. Cash

 Alex Diaz, Capital

 Marsha Jenkins, Capital

 Helen Kramer, Capital

If a new partner possesses unique qualities or skills, the existing partners may
agree to pay the new partner a bonus to join the partnership. To illustrate, assume
that after adjusting assets to market values, the capital balance of Janice Cowen is
$80,000 and the capital balance of Steve Dodd is $40,000. Cowen and Dodd agree
to admit Ellen Chou to the partnership on June 1 for an investment of $30,000. In
return, Chou will receive a one-fourth equity interest in the partnership and will share
in one-fourth of the profits and losses. In this case, Cowen and Dodd are paying
Chou a $7,500 bonus to join the partnership. This bonus is computed as follows:

Equity of Cowen $ 80,000
Equity of Dodd 40,000
Chou’s contribution 30,000
Total equity after admitting Chou $150,000
Chou’s equity interest after admission � 25%
Chou’s equity after admission $ 37,500
Chou’s contribution 30,000
Bonus paid to Chou $ 7,500



Chapter 13 • Accounting for Partnerships and Limited Liability Corporations 531

Assuming that the income-sharing ratio of Cowen and Dodd was 2:1 before the
admission of Chou, the entry to record the bonus and admission of Chou to the
partnership is as follows:

30 0 0 0 00

5 0 0 0 00

2 5 0 0 00

Cash

Janice Cowen, Capital

Steve Dodd, Capital

 Ellen Chou, Capital 37 5 0 0 00

1June Cash

Janice Cowen, Capital

Steve Dodd, Capital

 Ellen Chou, Capital

LLC Alternative
Cash 30,000

Janice Cowen, Member Equity 5,000

Steve Dodd, Member Equity 2,500

Ellen Chou, Member Equity 37,500

Withdrawal of a Partner
When a partner retires or withdraws from a partnership, one or more of the remaining
partners may buy the withdrawing partner’s interest. The firm may then continue its
operations uninterrupted. In such cases, the purchase and sale of the partnership in-
terest is between the partners as individuals. The only entry on the partnership’s
records is to debit the capital account of the partner withdrawing and to credit the
capital account of the partner or partners buying the additional interest.

If the withdrawing partner sells the interest directly to the partnership, both the
assets and the owner’s equity of the partnership are reduced. Before the sale, the
asset accounts should be adjusted to current values, so that the withdrawing part-
ner’s equity may be accurately determined. The net amount of the adjustment should
be divided among the capital accounts of the partners according to their income-
sharing ratio. If not enough partnership cash or other assets are available to pay the
withdrawing partner, a liability may be created (credited) for the amount owed the
withdrawing partner.

Death of a Partner
When a partner dies, the accounts should be closed as of the date of death. The
net income for the current year should be determined and divided among the part-
ners’ capital accounts. The balance in the capital account of the deceased partner
is then transferred to a liability account with the deceased’s estate. The remaining
partner or partners may continue the business or terminate it. If the partnership con-
tinues in business, the procedures for settling with the estate are the same as those
discussed for the withdrawal of a partner.

When a partnership goes out of business, it usually sells the assets, pays the credi-
tors, and distributes the remaining cash or other assets to the partners. This winding-
up process is called the liquidation of the partnership. Although liquidating refers
to the payment of liabilities, it often includes the entire winding-up process.

When the partnership goes out of business and the normal operations are dis-
continued, the accounts should be adjusted and closed. The only accounts remain-
ing open will be the asset, contra asset, liability, and owner’s equity accounts.

The sale of the assets is called realization. As cash is realized, it is used
to pay the claims of creditors. After all liabilities have been paid, the re-
maining cash is distributed to the partners based on the balances in their
capital accounts.

The liquidating process may extend over a long period of time as indi-
vidual assets are sold. This delays the distribution of cash to partners but
does not affect the amount each partner will receive.

To illustrate, assume that Farley, Greene, and Hall share income and
losses in a ratio of 5:3:2 (5/10, 3/10, 2/10). On April 9, after discontinuing

o b j e c t i v e 6
Describe and illustrate the
accounting for liquidating a
partnership.

In liquidation, cash is
distributed to partners
according to their capital
balances.

LL iquidating Partnerships
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business operations of the partnership and closing the accounts, the following trial
balance in summary form was prepared:

Cash 11,000
Noncash Assets 64,000
Liabilities 9,000
Jean Farley, Capital 22,000
Brad Greene, Capital 22,000
Alice Hall, Capital 22,000
Total 75,000 75,000

Based on these facts, we show the accounting for liquidating the partnership by
using three different selling prices for the noncash assets. To simplify, we assume
that all noncash assets are sold in a single transaction and that all liabilities are paid
at one time. In addition, Noncash Assets and Liabilities will be used as account titles
in place of the various asset, contra asset, and liability accounts.

Gain on Realization
Between April 10 and April 30 of the current year, Farley, Greene, and Hall sell all
noncash assets for $72,000. Thus, a gain of $8,000 ($72,000 � $64,000) is realized.
The gain is divided among the capital accounts in the income-sharing ratio of 5:3:2.
The liabilities are paid, and the remaining cash is distributed to the partners. The
cash is distributed to the partners based on the balances in their capital accounts. A
statement of partnership liquidation, which summarizes the liquidation process,
is shown in Exhibit 5.

The entries to record the steps in the liquidating process are as follows:

72 0 0 0 00 Cash

 Noncash Assets

 Gain on Realization
64 0 0 0 00

8 0 0 0 00 

Cash

 Noncash Assets

 Gain on Realization

8 0 0 0 00Gain on Realization

 Jean Farley, Capital 

 Brad Greene, Capital

 Alice Hall, Capital

4 0 0 0 00

2 4 0 0 00

1 6 0 0 00

Gain on Realization

 Jean Farley, Capital 

 Brad Greene, Capital

 Alice Hall, Capital

Sale of assets:

Division of gain:

LLC Alternative
Cash 72,000

Noncash Assets 64,000

Gain on Realization 8,000

LLC Alternative
Liabilities 9,000

Cash 9,000

LLC Alternative
Gain on Realization 8,000

Jean Farley, Member Equity 4,000

Brad Greene, Member Equity 2,400

Alice Hall, Member Equity 1,600

Payment of liabilities:

26 0 0 0 00 

24 4 0 0 00 

23 6 0 0 00

Jean Farley, Capital

Brad Greene, Capital

Alice Hall, Capital

 Cash 74 0 0 0 00

Jean Farley, Capital

Brad Greene, Capital

Alice Hall, Capital

 Cash

9 0 0 0 00Liabilities

 Cash 9 0 0 0 00

Liabilities

 Cash

LLC Alternative
Jean Farley, Member Equity 26,000

Brad Greene, Member Equity 24,400

Alice Hall, Member Equity 23,600

Cash 74,000

Distribution of cash to partners:
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As shown in Exhibit 5, the cash is distributed to the partners based on the bal-
ances of their capital accounts. These balances are determined after the gain on re-
alization has been divided among the partners. The income-sharing ratio should not
be used as a basis for distributing the cash to partners.

Loss on Realization
Assume that in the preceding example, Farley, Greene, and Hall dispose of all non-
cash assets for $44,000. A loss of $20,000 ($64,000 � $44,000) is realized. The steps
in liquidating the partnership are summarized in Exhibit 6.

The entries to liquidate the partnership are as follows:

•Exhibit 5•Exhibit 5 Gain on Realization

Farley, Greene, and Hall
Statement of Partnership Liquidation

For Period April 10–30, 2006

Capital

Noncash Farley Greene Hall
Cash � Assets � Liabilities � (50%) � (30%) � (20%)

Balances before realization $ 11,000 $ 64,000 $ 9,000 $ 22,000 $ 22,000 $ 22,000
Sale of assets and division of gain �72,000 �64,000 — � 4,000 � 2,400 � 1,600
Balances after realization $ 83,000 $ 0 $ 9,000 $ 26,000 $ 24,400 $ 23,600
Payment of liabilities � 9,000 — �9,000 — — —
Balances after payment of liabilities $ 74,000 $ 0 $ 0 $ 26,000 $ 24,400 $ 23,600
Cash distributed to partners �74,000 — — �26,000 �24,400 �23,600
Final balances $ 0 $ 0 $ 0 $ 0 $ 0 $ 0

•Exhibit 6•Exhibit 6 Loss on Realization

Farley, Greene, and Hall
Statement of Partnership Liquidation

For Period April 10–30, 2006

Capital

Noncash Farley Greene Hall
Cash � Assets � Liabilities � (50%) � (30%) � (20%)

Balances before realization $ 11,000 $ 64,000 $ 9,000 $ 22,000 $ 22,000 $ 22,000
Sale of assets and division of loss �44,000 �64,000 — �10,000 � 6,000 � 4,000
Balances after realization $ 55,000 $ 0 $ 9,000 $ 12,000 $ 16,000 $ 18,000
Payment of liabilities � 9,000 — �9,000 — — —
Balances after payment of liabilities $ 46,000 $ 0 $ 0 $ 12,000 $ 16,000 $ 18,000
Cash distributed to partners �46,000 — — �12,000 �16,000 �18,000
Final balances $ 0 $ 0 $ 0 $ 0 $ 0 $ 0
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Sale of assets:

Division of loss:

Payment of liabilities:

Distribution of cash to partners:

44 0 0 0 00

20 0 0 0 00 

Cash

Loss on Realization

 Noncash Assets 64 0 0 0 00

Cash

Loss on Realization

 Noncash Assets

10 0 0 0 00

6 0 0 0 00

4 0 0 0 00

Jean Farley, Capital

Brad Greene, Capital

Alice Hall, Capital 

 Loss on Realization 20 0 0 0 00

Jean Farley, Capital

Brad Greene, Capital

Alice Hall, Capital 

 Loss on Realization

9 0 0 0 00Liabilities

 Cash 9 0 0 0 00

Liabilities

 Cash

12 0 0 0 00 

16 0 0 0 00 

18 0 0 0 00

Jean Farley, Capital

Brad Greene, Capital

Alice Hall, Capital

 Cash 46 0 0 0 00

Jean Farley, Capital

Brad Greene, Capital

Alice Hall, Capital

 Cash

LLC Alternative
Cash 44,000

Loss on Realization 20,000

Noncash Assets 34,000

LLC Alternative
Liabilities 9,000

Cash 9,000

LLC Alternative
Cash 10,000

Loss on Realization 54,000

Noncash Assets 64,000

LLC Alternative
Jean Farley, Member Equity 10,000

Brad Greene, Member Equity 6,000

Alice Hall, Member Equity 4,000

Loss on Realization 20,000

LLC Alternative
Jean Farley, Member Equity 12,000

Brad Greene, Member Equity 16,000

Alice Hall, Member Equity 18,000

Cash 46,000

Loss on Realization—Capital Deficiency
In the preceding example, the capital account of each partner was large enough to
absorb the partner’s share of the loss from realization. The partners received cash
to the extent of the remaining balances in their capital accounts. The share of loss
on realization may exceed, however, the balance in the partner’s capital account.
The resulting debit balance in the capital account is called a deficiency. It repre-
sents a claim of the partnership against the partner.

To illustrate, assume that Farley, Greene, and Hall sell all of the noncash assets
for $10,000. A loss of $54,000 ($64,000 � $10,000) is realized. The share of the loss
allocated to Farley, $27,000 (50% of $54,000), exceeds the $22,000 balance in her
capital account. This $5,000 deficiency represents an amount that Farley owes the
partnership. Assuming that Farley pays the entire deficiency to the partnership, suf-
ficient cash is available to distribute to the remaining partners according to their
capital balances. The steps in liquidating the partnership in this case are summa-
rized in Exhibit 7.

The entries to record the liquidation are as follows:

Sale of assets:

10 0 0 0 00

54 0 0 0 00 

Cash

Loss on Realization

 Noncash Assets 64 0 0 0 00

Cash

Loss on Realization

 Noncash Assets
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Distribution of cash to partners:

Division of loss:

Payment of liabilities:

Receipt of deficiency:

27 0 0 0 00

16 2 0 0 00

10 8 0 0 00

Jean Farley, Capital

Brad Greene, Capital

Alice Hall, Capital 

 Loss on Realization 54 0 0 0 00

Jean Farley, Capital

Brad Greene, Capital

Alice Hall, Capital 

 Loss on Realization

9 0 0 0 00Liabilities

 Cash 9 0 0 0 00

Liabilities

 Cash

5 0 0 0 00Cash

 Jean Farley, Capital 5 0 0 0 00

Cash

 Jean Farley, Capital

5 8 0 0 00

11 2 0 0 00

Brad Greene, Capital

Alice Hall, Capital 

 Cash 17 0 0 0 00

Brad Greene, Capital

Alice Hall, Capital 

 Cash 

LLC Alternative
Jean Farley, Member Equity 27,000

Brad Greene, Member Equity 16,200

Alice Hall, Member Equity 10,800

Loss on Realization 54,000

LLC Alternative
Cash 5,000

Jean Farley, Member Equity 5,000

LLC Alternative
Brad Greene, Member Equity 5,800

Alice Hall, Member Equity 11,200

Cash 17,000

If cash is not collected from a deficient partner, the partnership cash will not be
large enough to pay the other partners in full. Any uncollected deficiency becomes
a loss to the partnership and is divided among the remaining partners’ capital

LLC Alternative
Liabilities 9,000

Cash 9,000

•Exhibit 7•Exhibit 7 Loss on Realization—Capital Deficiency

Farley, Greene, and Hall
Statement of Partnership Liquidation

For Period April 10–30, 2006

Capital

Noncash Farley Greene Hall
Cash � Assets � Liabilities � (50%) � (30%) � (20%)

Balances before realization $ 11,000 $ 64,000 $ 9,000 $ 22,000 $ 22,000 $ 22,000
Sale of assets and division of loss �10,000 �64,000 — �27,000 �16,200 �10,800
Balances after realization $ 21,000 $ 0 $ 9,000 $ 5,000 (Dr.) $ 5,800 $ 11,200
Payment of liabilities � 9,000 — �9,000 — — —
Balances after payment of liabilities $ 12,000 $ 0 $ 0 $ 5,000 (Dr.) $ 5,800 $ 11,200
Receipt of deficiency � 5,000 — — � 5,000 — —
Balances $ 17,000 $ 0 $ 0 $ 0 $ 5,800 $ 11,200
Cash distributed to partners �17,000 — — — � 5,800 �11,200
Final balances $ 0 $ 0 $ 0 $ 0 $ 0 $ 0
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balances, based on their income-sharing ratio. The cash balance will then equal the
sum of the capital account balances. Cash is then distributed to the remaining part-
ners, based on the balances of their capital accounts.8

Errors in Liquidation
The most common error that occurs in liquidating a partnership is making an im-
proper distribution of cash to the partners. Such an error occurs because the distri-
bution of cash to partners in liquidation is confused with the division of gains and
losses on realization.

Gains and losses on realization result from the disposal of assets to outsiders. Re-
alized gains and losses should be divided among the partner capital accounts in the
same manner as the net income or net loss from normal business operations—using
the income-sharing ratio. On the other hand, the distribution of cash (or other as-
sets) to the partners in liquidation is not directly related to the income-sharing ra-
tio. The distribution of assets to the partners in liquidation is the exact reverse of
the contribution of assets by the partners at the time the partnership was established.
The distribution of assets to partners in liquidation is equal to the credit balances in
their capital accounts after all gains and losses on realization have been divided and
allowances have been made for any partner deficiencies.

8The accounting for uncollectible deficiencies is discussed and illustrated in advanced accounting texts.

Just as a person experiences a life cycle, so, too, does a business—from its initial
inception (birth) to its liquidation (death). During its life cycle, a business may change
entity forms. A business entity’s life cycle may begin as a proprietorship and end as
a corporation. In addition, during its life cycle, a business often utilizes venture cap-
italists, initial public offerings, and underwriters to raise funds.

To illustrate, consider the life cycle of the business shown in Exhibit 8. Jeff Ja-
cobi began the business as a proprietorship by obtaining a local business license
and opening a bank account in the name of the proprietorship, Della’s Delights
(proprietorship). The business manufactured and sold ice cream made from a fam-
ily recipe. Over several years, the business became successful locally and Jacobi de-
cided to grow the business regionally. To grow regionally, Jacobi invited a family
friend, Kim Lange, to join the business as the sales manager. To entice Lange, Ja-
cobi offered to admit her as a partner in the business and form Della’s Delights
(partnership). Lange agreed and was admitted to the new partnership by purchas-
ing an interest in Della’s Delights for cash.

Within three years, Jacobi and Lange had expanded the business regionally and
were considering going national. To go national, however, the business needed ad-
ditional funds (capital) that the partners were not able to raise from their personal
assets. A local banker suggested that they consider contacting a venture capitalist.
A venture capitalist (VC) is an individual or firm that provides equity financing
for new companies. The business strategy of most venture capitalists is to invest in
successful businesses, intending to sell their equity interest at a profit. In this way,
the venture capitalist earns income and obtains funds for investing in yet more busi-
nesses. Jacobi and Lange contacted a venture capitalist, who expressed interest in
owning a part of Della’s Delights. However, the venture capitalist was concerned
about the unlimited liability risk of the partnership form of organization. As a re-
sult, after consulting with their attorney and certified public accountant, Jacobi and
Lange changed Della’s Delights from a partnership to a limited liability corporation
(LLC). Having satisfied the venture capitalist’s concerns, the venture capitalist in-
vested in Della Delights, LLC, for an equity interest.

o b j e c t i v e 7
Describe the life cycle of a
business, including the role of
venture capitalists, initial public
offerings, and underwriters.

Why might owners choose to form
a new business as an LLC rather
than as a regular corporation?

Answer: An LLC is moderately
easy to form and is not taxed as
a separate entity. Thus, dividend
distributions from an LLC to the
members are taxed once only.
Additionally, an LLC has the bene-
fit of limited liability.

BBusiness Life Cycle
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Is formed easily:  
Jacobi forms a business 
by obtaining a local 
business license and 
opening a bank account.

Expands capital 
and expertise:  
Jacobi admits a new 
partner that contributes 
capital and expertise.

Has limited 
legal liability:  
The partnership is
changed to an LLC
to limit the legal
liability of owners.

Simplifies
raising capital: 
The LLC is changed to
a corporation to raise
capital from the public.

Provides exit:  
The company is sold
for cash.

JACOBI & LANGE, PARTNERS

Della’s DelightsDella’s Delights
P A R T N E R S H I P

Della’s DelightsDella’s Delights
L L C .

Della’s DelightsDella’s Delights
I N C .

Della’s Delights

Della’s Delights
I N C .

INTERNATIONAL 
FOODS INC.

A DIVISION OF

L I F E  C YC L E  O F  A  B U S I N E S S

Della’s Delights
P r o p r i e t o r s h i p

J e f f  J a c o b i ,  P r o p r i e t o r

BUSINESS STAGE PRINCIPAL ADVANTAGE

Formation as
Proprietorship

Formation as
Partnership

Formation as
Limited Liability

Corporation

Formation as
Corporation

Exit by Sale
of Corporation

•Exhibit 8•Exhibit 8



Chapter 13 • Accounting for Partnerships and Limited Liability Corporations538

Over the next five years, Della’s Delights candy became nationally known, and
the venture capitalist expressed interest in selling its equity interest and thus exit-
ing the business. One way to sell this interest would be to establish a public mar-
ket for Della’s Delights common stock. Thus, the venture capitalist suggested that
Jacobi and Lange take Della’s Delights public with a stock offering. In addition to
allowing the venture capitalist to exit the business, a public offering of stock would
bring more cash into the business to fund further expansion into international mar-
kets. As a result, Jacobi and Lange agreed to take Della’s Delights public with an
initial public offering (IPO) of common stock.

On the advice of their attorney and certified public accountant and with the ap-
proval of the venture capitalist, Jacobi and Lange decided to transfer the assets of
Della Delights, LLC, to a regular corporation, Della’s Delights, Inc. In return for the
transfer of assets, Jacobi, Lange, and the venture capitalist received common stock
in the new corporation in proportion to their LLC interests. Nine months later, Della’s
Delights retained an underwriter and filed the necessary forms with the Securities
and Exchange Commission for an initial public offering of common stock. Under-
writing firms, or investment banks, such as Merrill Lynch, help a company de-
termine the offering price for its stock. Underwriting firms also help market the stock
to their clients and the public.

ANALYST INDEPENDENCE

for recent common stock issues underwritten by their firm.
Criticism has been leveled that such research may be un-
objective, or even misleading. Merrill Lynch settled a
$100 million lawsuit brought by the New York state at-
torney general over these questionable analyst behaviors.

I N T E G R I T Y  I N  B U S I N E S SI N T E G R I T Y  I N  B U S I N E S S

Later that year, Della’s Delights common stock was offered to the public and was
completely sold out within the first day. Subsequently, Della’s Delights stock was
publicly traded on NASDAQ under the stock symbol DLITE. Within the next year,
the venture capitalist gradually sold its shares of stock and exited the business. Also,
Jacobi and Lange began implementing their international strategy by opening a man-
ufacturing and distribution facility in Belgium.

As Della’s Delights’ success grew internationally, it attracted the attention of In-
ternational Foods, Inc., a large diversified food company. As a result, International
Foods offered to acquire the stock of Della’s Delights at a premium price, 25% above
the current selling price of Della’s Delights’ common stock. Since Jacobi and Lange
controlled the majority of Della’s Delights’ common stock, they met to discuss what
action to recommend to the Board of Directors of Della’s Delights. Jacobi and Lange
decided that it was time to slow down and enjoy life. As a result, Jacobi and Lange
recommended that Della’s Board of Directors accept the bid of International Foods.

The Board approved the acquisition, and Jacobi and Lange exited the business
as multimillionaires. Subsequently, Jacobi retired to Montana to nurture his passions
for fly fishing and skiing. Lange, on the other hand, was last seen sailing with her
husband in the Caribbean on their 80-foot sailboat named DELIGHT.

In our illustration, Della’s Delights was purchased by another corporation. How-
ever, the last stages of a company may differ greatly from that of Della’s Delights.
Some businesses simply cease to exist, such as the Smith Corona Corporation (a
typewriter company), which ended in bankruptcy. Others may last a long time, such
as General Electric Company, which is over 125 years old. More frequently, though,

Pleasant Roland began producing
Amercian Girl® dolls in 1986 with
a $1 million investment. Twelve
years later, she sold Pleasant
Company to Mattel, Inc., for
$700 million. Today, American
Girl dolls are one of the most
profitable items for Mattel.

MMajor investment banks such as Salomon Smith Bar-
ney and Merrill Lynch underwrite new common stock
offerings. They also provide investors with analyses of
public companies. These two roles should be independent.
Recently, however, research analysts have been accused
of compromising independence by acting as cheerleaders
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firms lose their separate identities through merger or acquisition, as we illustrated
with Della’s Delights.

Not all businesses move sequentially through the business forms as we’ve illus-
trated here. Some businesses will remain in their initial form, while still others may
skip one or more of the forms. For example, a business may move directly from a
proprietorship to a corporation or begin as a limited liability corporation. It would
be rare, however, for a business to reverse the sequence we’ve illustrated in this
section, such as moving from a corporation to a partnership.

ORGANIZATIONAL FORMS IN THE ACCOUNTING AND CONSULTING INDUSTRY

recently enacted Sarbanes-Oxley Act has prohibited ac-
counting firms from providing auditing and consulting
services to the same client. As a result, the consulting seg-
ments of these firms were spun out into separate corpo-
rations. These newly created consulting firms, such as
Bearing Point (formally of KPMG), Cap Gemini Ernst &
Young (formally of Ernst & Young), and Accenture (for-
mally of Arthur Andersen) all trade on the stock market
as independent companies. As independent companies,
they are free to raise additional capital on the stock mar-
ket, reward executives with stock options, and more read-
ily focus on consulting. Very few of the large consulting
firms have remained as partnerships, due to the limita-
tions of this organizational form. One of the few excep-
tions is McKinsey & Co., a strategy-consulting firm. In the
future, we might expect to see new consulting firms try
the emerging limited liability company (LLC) form of orga-
nization, since it retains attractive features of both partner-
ships and corporations.

S P O T L I G H T  O N  S T R A T E G YS P O T L I G H T  O N  S T R A T E G Y

KKey Points

2 Describe and illustrate the 
equity reporting for proprietor-
ships, corporations, partner-
ships, and limited liability
corporations.

The equity reporting for proprietor-
ships shows the change in the
owner’s capital account from con-
tributions, net income, and with-
drawals. The statement of stock-
holders’ equity of a corporation
shows the changes in the major
stockholder equity accounts, such

for stockholders. Corporations are
taxed as a separate entity. Partner-
ships do not provide limited liability
but have the advantage of providing
additional expertise and capital from
partners. Partnership income flows
through to the individual tax return
and thus is not taxed as a separate
entity. Limited liability corporations
provide limited liability for members
while maintaining the tax advantages
of a partnership.

1 Describe the basic characteris-
tics of proprietorships, corpora-
tions, partnerships, and limited
liability corporations.

The advantages and disadvantages of
each of the four basic forms of busi-
ness organization—proprietorships,
corporations, partnerships, and lim-
ited liability corporations—were dis-
cussed. Proprietorships have the
major advantage that they are easy
to form. Corporations provide ease
in raising capital and limited liability

TThe four major accounting firms, KPMG Peat Marwick,
Ernst & Young, PricewaterhouseCoopers, and Deloitte
& Touche, all began as partnerships. This form was legally
required due to the theory of mutual agency. That is, the
partnership form was thought to create public trust by
requiring all partners to be jointly liable and responsible
for each other’s judgments. Each partner’s personal assets
were backing up every partner’s judgment. The partner-
ship form also restricted investment to the professionals
that actually provide the service in the public trust. Thus,
the partnership prevented outside investors from influenc-
ing professional decisions from a purely profit motive.

As these firms grew and the risk increased, all of these
firms were allowed to change, by law, to limited liability
partnerships (LLPs). Thus, while remaining a partnership,
the liability of the partners was limited to their investment
in the firm. For example, the partners of Arthur Andersen,
while losing most of their investment in the firm due to
the Enron fiasco, were protected against most additional
claims on their personal assets due to the LLP structure.

All of these firms also had significant consulting prac-
tices that were consolidated inside the LLP structure. The
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as common stock, paid-in capital in
excess of par value, retained earn-
ings, and treasury stock, in tabular
form. The statement of partnership
capital for a partnership shows the
changes in each partner’s capital ac-
count for a year, including the part-
ner’s contributions, share of net
income, and withdrawals. The state-
ment of members’ equity for a lim-
ited liability corporation shows the
changes in each member’s equity
account for a year, including the
member’s contributions, share of net
income, and withdrawals.

3 Describe and illustrate the 
accounting for forming a part-
nership.

When a partnership is formed, ac-
counts are debited for the assets con-
tributed, accounts are credited for
the liabilities assumed, and the part-
ners’ capital accounts are credited for
their respective net amounts. Non-
cash assets are recorded at amounts
agreed upon by the partners.

4 Describe and illustrate the ac-
counting for dividing the net
income and net loss of a part-
nership.

The net income (net loss) of a part-
nership is divided among the partners
by debiting (crediting) Income Sum-
mary and crediting (debiting) the

partners’ capital accounts. The net in-
come or net loss may be divided on
the basis of services rendered by in-
dividual partners and/or on the basis
of the investments of the individual
partners. In the absence of any agree-
ment, net income is divided equally
among the partners.

5 Describe and illustrate the 
accounting for the dissolution
of a partnership.

Any change in the personnel or own-
ership dissolves the partnership. A
partnership may be dissolved by ad-
mission of a new partner, withdrawal
of a partner, or death of a partner. A
partnership’s asset account balances
should be stated at current values at
the time of dissolution of the part-
nership.

A new partner may be admitted
to a partnership by buying an inter-
est from one or more of the exist-
ing partners. When a new partner is
admitted to a partnership, the in-
coming partner may pay a bonus to
the existing partners. Alternatively,
the existing partners may pay a
bonus to the new partner to join the
partnership. When a partner retires,
dies, or withdraws from a partner-
ship, one or more of the remaining
partners may buy the withdrawing
partner’s interest.

6 Describe and illustrate the ac-
counting for liquidating a part-
nership.

When a partnership liquidates, it
sells its noncash assets, pays the
creditors, and distributes the re-
maining cash or other assets to the
partners. Any gain or loss on the sale
of the noncash assets should be di-
vided among the partners according
to their income-sharing ratio. The fi-
nal asset distribution to partners is
based on the balance of the part-
ners’ capital accounts after all non-
cash assets have been sold and
liabilities paid.

7 Describe the life cycle of a
business, including the role of
venture capitalists, initial pub-
lic offerings, and underwriters.

A business often moves through
different organizational forms over
a life cycle. A business may begin
as a proprietorship, then become a
partnership and/or LLC, and finally
end as a regular corporation. Each
stage has advantages and disad-
vantages. Venture capitalists pro-
vide equity financing for young
businesses. Underwriters assist a
company in making an initial pub-
lic offering of common stock to the
investing public.

deficiency (534)
initial public offering (IPO) (538)
limited liability corporation (LLC)

(520)
liquidation (531)
partnership (519)

partnership agreement (520)
realization (531)
statement of members’ equity

(523)
statement of partnership equity

(522)

statement of partnership liquidation
(532)

statement of stockholders’ equity
(522)

underwriting firms (538)
venture capitalist (VC) (536)

Radcliffe, Sonders, and Towers, who share in income and losses in the ratio of
2:3:5, decided to discontinue operations as of April 30 and liquidate their part-
nership. After the accounts were closed on April 30, the following trial balance
was prepared:

KKey Terms

IIllustrative Problem



Chapter 13 • Accounting for Partnerships and Limited Liability Corporations 541

Cash 5,900
Noncash Assets 109,900
Liabilities 26,800
Radcliffe, Capital 14,600
Sonders, Capital 27,900
Towers, Capital 46,500

Total 115,800 115,800

Between May 1 and May 18, the noncash assets were sold for $27,400, and the
liabilities were paid.

Instructions
1. Assuming that the partner with the capital deficiency pays the entire amount owed

to the partnership, prepare a statement of partnership liquidation.
2. Journalize the entries to record (a) the sale of the assets, (b) the division of loss

on the sale of the assets, (c) the payment of the liabilities, (d) the receipt of the
deficiency, and (e) the distribution of cash to the partners.

Solution

1.

Radcliff, Sonders, and Towers
Statement of Partnership Liquidation

For Period May 1–18, 2006

Capital

�
Noncash

� �
Radcliffe

�
Sonders

�
Towers

Cash Assets Liabilities (20%) (30%) (50%)

Balances before realization $ 5,900 $ 109,900 $ 26,800 $ 14,600 $ 27,900 $ 46,500
Sale of assets and division of loss �27,400 �109,900 — �16,500 �24,750 �41,250
Balances after realization $ 33,300 $ 0 $ 26,800 $ 1,900 (Dr.) $ 3,150 $ 5,250
Payment of liabilities �26,800 — �26,800 — — —
Balances after payment of liabilities $ 6,500 $ 0 $ 0 $ 1,900 (Dr.) $ 3,150 $ 5,250
Receipt of deficiency � 1,900 — — � 1,900 — —
Balances $ 8,400 $ 0 $ 0 $ 0 $ 3,150 $ 5,250
Cash distributed to partners � 8,400 — — — � 3,150 � 5,250
Final balances $ 0 $ 0 $ 0 $ 0 $ 0 $ 0

2. a.

b.

c.

d.

27 4 0 0 00

82 5 0 0 00

Cash

Loss and Gain on Realization

 Noncash Assets 109 9 0 0 00

16 5 0 0 00

24 7 5 0 00

41 2 5 0 00

Radcliffe, Capital

Sonders, Capital

Towers, Capital

 Loss and Gain on Realization 82 5 0 0 00

26 8 0 0 00Liabilities

 Cash
 

26 8 0 0 00

1 9 0 0 00Cash

 Radcliffe, Capital 1 9 0 0 00
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the remainder divided equally. What would be
Tracey’s share of a net income of $45,000?
A. $22,500 C. $19,000
B. $22,000 D. $10,000

4. Lee and Stills are partners who share income in the
ratio of 2:1 and who have capital balances of
$65,000 and $35,000 respectively. If Morr, with the
consent of Stills, acquired one-half of Lee’s interest
for $40,000, for what amount would Morr’s capital
account be credited?
A. $32,500 C. $50,000
B. $40,000 D. $72,500

5. Pavin and Abdel share gains and losses in the ra-
tio of 2:1. After selling all assets for cash, dividing
the losses on realization, and paying liabilities, the
balances in the capital accounts were as follows:
Pavin, $10,000 Cr.; Abdel, $2,000 Cr. How much of
the cash of $12,000 would be distributed to Pavin?
A. $2,000 C. $10,000
B. $8,000 D. $12,000

1. As part of the initial investment, a partner con-
tributes office equipment that had cost $20,000 and
on which accumulated depreciation of $12,500 had
been recorded. If the partners agree on a valuation
of $9,000 for the equipment, what amount should
be debited to the office equipment account?
A. $7,500 C. $12,500
B. $9,000 D. $20,000

2. Chip and Dale agree to form a partnership. Chip is
to contribute $50,000 in assets and to devote one-
half time to the partnership. Dale is to contribute
$20,000 and to devote full time to the partnership.
How will Chip and Dale share in the division of
net income or net loss?
A. 5:2 C. 1:1
B. 1:2 D. 2.5:1

3. Tracey and Hepburn invest $100,000 and $50,000
respectively in a partnership and agree to a divi-
sion of net income that provides for an allowance
of interest at 10% on original investments, salary al-
lowances of $12,000 and $24,000 respectively, with

1. What are the main advantages of (a) proprietorships, (b) corporations, (c) part-
nerships, and (d) limited liability corporations?

2. What are the disadvantages of a partnership over the corporate form of organi-
zation for a profit-making business?

3. Alan Biles and Joan Crandall joined together to form a partnership. Is it possi-
ble for them to lose a greater amount than the amount of their investment in
the partnership? Explain.

4. What are the major features of a partnership agreement for a partnership or op-
erating agreement for a limited liability corporation?

5. In the absence of an agreement, how will the net income be distributed be-
tween Michael Evans and Janice Farr, partners in the firm of E and F Environ-
mental Consultants?

6. Paul Boyer, Fran Carrick, and Ed DiPano are contemplating the formation of a
partnership. According to the partnership agreement, Boyer is to invest $60,000
and devote one-half time, Carrick is to invest $40,000 and devote three-fourths
time, and DiPano is to make no investment and devote full time. Would DiPano
be correct in assuming that, since he is not contributing any assets to the firm,
he is risking nothing? Explain.

SSelf-Examination Questions (Answers at End of Chapter)

CC lass Discussion Questions

e.
3 1 5 0 00

5 2 5 0 00

Sonders, Capital

Towers, Capital

 Cash 8 4 0 0 00
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7. What are the required disclosures in the statement of stockholders’ equity for a
corporation?

8. How is the statement of members’ equity similar to the statement of partners’
equity?

9. As a part of the initial investment, a partner contributes delivery equipment that
had originally cost $50,000 and on which accumulated depreciation of $37,500
had been recorded. The partners agree on a valuation of $15,000. How should
the delivery equipment be recorded in the accounts of the partnership?

10. All partners agree that $200,000 of accounts receivable invested by a partner will
be collectible to the extent of 90%. How should the accounts receivable be
recorded in the general ledger of the partnership?

11. During the current year, Helen Bray withdrew $3,000 monthly from the part-
nership of Bray and Cox Water Management Consultants. Is it possible that her
share of partnership net income for the current year might be more or less than
$36,000? Explain.

12. a. What accounts are debited and credited to record a partner’s cash withdrawal
in lieu of salary?

b. At the end of the fiscal year, what accounts are debited and credited to record
the division of net income among partners?

c. The articles of partnership provide for a salary allowance of $5,000 per month
to partner C. If C withdrew only $4,000 per month, would this affect the di-
vision of the partnership net income?

13. Explain the difference between the admission of a new partner to a partnership
(a) by purchase of an interest from another partner and (b) by contribution of
assets to the partnership.

14. Why is it important to state all partnership assets in terms of current prices at
the time of the admission of a new partner?

15. Why might a partnership pay a bonus to a newly admitted partner?
16. In the liquidation process, (a) how are losses and gains on realization divided

among the partners, and (b) how is cash distributed among the partners?
17. Why might a business go through different organizational forms through its

life cycle?

Remember! If you need additional help, visit South-Western’s Web
site. See page 28 for a description of the online and printed materials
that are available. http://warren.swlearning.com

Answer: Ocean Spray

The stockholders’ equity accounts of Tender Heart Greeting Cards Inc. for the cur-
rent fiscal year ended Decmber 31, 2006, are shown on the following page. Prepare
a statement of stockholders’ equity for the fiscal year ended December 31, 2006.

EXERCISE 13-1
Statement of stockholders’
equity

Objective 2

EExercises
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Todd Jost and D. Caldwell decide to form a partnership by combining the assets of
their separate businesses. Jost contributes the following assets to the partnership:
cash, $6,000; accounts receivable with a face amount of $96,000 and an allowance
for doubtful accounts of $6,600; merchandise inventory with a cost of $85,000; and
equipment with a cost of $140,000 and accumulated depreciation of $90,000.

The partners agree that $5,000 of the accounts receivable are completely worth-
less and are not to be accepted by the partnership, that $8,000 is a reasonable al-
lowance for the uncollectibility of the remaining accounts, that the merchandise
inventory is to be recorded at the current market price of $76,500, and that the
equipment is to be valued at $90,000.

Journalize the partnership’s entry to record Jost’s investment.

ACCOUNT Common Stock, $2 Par

Date Item Debit

Balance

CreditDebit Credit

Jan.

Mar.

2006
1 

13

500 0 0 0 00 

600 0 0 0 00100 0 0 0 00

Balance

Issued 50,000 shares

ACCOUNT Paid-In Capital in Excess of Par

Date Item Debit

Balance

CreditDebit Credit

Jan.

Mar.

2006
1 

13

400 0 0 0 00 

445 0 0 0 0045 0 0 0 00

Balance

Issued 50,000 shares

ACCOUNT Treasury Stock

Date Item Debit

Balance

CreditDebit Credit

Apr.
2006

30 25 0 0 0 00 25 0 0 0 00Purchased 10,000 shares

ACCOUNT Retained Earnings

Date Item Debit

Balance

CreditDebit Credit

Jan.

Dec.

2006
1 

31 

31 50 0 0 0 00

240 0 0 0 00

1,075 0 0 0 00 

1,315 0 0 0 00 

1,265 0 0 0 00

Balance

Income summary

Cash dividends

ACCOUNT Cash Dividends

Date Item Debit

Balance

CreditDebit Credit

June

Dec.

2006
30 

30 

31

25 0 0 0 00 

25 0 0 0 00

50 0 0 0 00

25 0 0 0 00 

50 0 0 0 00 

— —Closing

EXERCISE 13-2
Entry for partner’s original
investment

Objective 3

!Total stockholders’ equity,
Dec. 31, $2,285,000
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Dan Moore and T. J. Knell formed a partnership, investing $240,000 and $120,000
respectively. Determine their participation in the year’s net income of $120,000 un-
der each of the following independent assumptions: (a) no agreement concerning
division of net income; (b) divided in the ratio of original capital investment; (c) in-
terest at the rate of 10% allowed on original investments and the remainder divided
in the ratio of 2:3; (d) salary allowances of $40,000 and $50,000 respectively, and
the balance divided equally; (e) allowance of interest at the rate of 10% on original
investments, salary allowances of $40,000 and $50,000 respectively, and the remainder
divided equally.

Determine the participation of Moore and Knell in the year’s net income of $180,000,
according to each of the five assumptions as to income division listed in Exercise
13-3.

Jane Williams and Y. Osaka formed a partnership in which the partnership agree-
ment provided for salary allowances of $40,000 and $60,000, respectively. Determine
the division of a $20,000 net loss for the current year.

Sixty-year-old Jim Ebers retired from his computer consulting business in Boston and
moved to Florida. There he met 27-year-old Ann Bowers, who had just graduated
from Eldon Community College with an associate degree in computer science. Jim
and Ann formed a partnership called E&B Computer Consultants. Jim contributed
$15,000 for startup costs and devoted one-half time to the business. Ann devoted full
time to the business. The monthly drawings were $1,500 for Jim and $3,000 for Ann.

At the end of the first year of operations, the two partners disagreed on the divi-
sion of net income. Jim reasoned that the division should be equal. Although he de-
voted only one-half time to the business, he contributed all of the startup funds. Ann
reasoned that the income-sharing ratio should be 2:1 in her favor because she de-
voted full time to the business and her monthly drawings were twice those of Jim.

Can you identify any flaws in the partners’ reasoning regarding the income-
sharing ratio?

LaToya Bennings and Lamar Hodges formed a limited liability corporation (LLC) with
an operating agreement that provided a salary allowance of $32,000 and $53,000 to
each member, respectively. In addition, the operating agreement specified an income-
sharing ratio of 3:2. The two members withdrew amounts equal to their salary al-
lowances.

a. Determine the division of $106,000 net income for the year.
b. Provide journal entries to close the (1) income summary and (2) drawing accounts

for the two members.

Media Properties, LLC, has three members: WXXY Radio Partners, John Higgins, and
Daily Call Newspaper, LLC. On January 1, 2006, the three members had equity of
$160,000, $95,000, and $250,000, respectively. WXXY Radio Partners contributed an
additional $50,000 to Media Properties, LLC, on June 1, 2006. John Higgins received
an annual salary allowance of $125,000 during 2006. The members’ equity accounts
are also credited with 8% interest on each member’s January 1 capital balance. Any
remaining income is to be shared in the ratio of 4:3:3 among the three members.
The net income for Media Properties, LLC, for 2006 was $710,000. The salary and
interest allowances were distributed to the members.

a. Determine the division of income among the three members.
b. Prepare the journal entry to close the net income and withdrawals to the indi-

vidual member equity accounts.
c. Prepare a statement of members’ equity for 2006.

EXERCISE 13-3
Dividing partnership
income

Objective 4
!b. Moore, $80,000

EXERCISE 13-4
Dividing partnership
income

Objective 4
!c. Moore, $81,600

EXERCISE 13-5
Dividing partnership net
loss

Objective 4

EXERCISE 13-6
Negotiating income-sharing
ratio

Objective 4

EXERCISE 13-7
Dividing LLC income

Objective 4
!a. Bennings, $44,600

EXERCISE 13-8
Dividing LLC net income
and statement of members’
equity

Objectives 2, 4

!a. Higgins, $295,980
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The capital accounts of Walt Bigney and Dan Harris have balances of $80,000 and
$95,000, respectively, on January 1, 2006, the beginning of the current fiscal year. On
April 10, Bigney invested an additional $10,000. During the year, Bigney and Harris
withdrew $72,000 and $84,000, respectively, and net income for the year was $160,000.
The articles of partnership make no reference to the division of net income.

a. Journalize the entries to close (1) the income summary account and (2) the draw-
ing accounts.

b. Prepare a statement of partners’ equity for the current year for the partnership of
Bigney and Harris.

The notes to the annual report for KPMG LLP (U.K.) indicated the following poli-
cies regarding the partners’ capital:

The allocation of profits to those who were partners during the financial year
occurs following the finalization of the annual financial statements. During
the year, partners receive monthly drawings and, from time to time, additional
profit distributions. Both the monthly drawings and profit distributions repre-
sent payments on account of current-year profits and are reclaimable from part-
ners until profits have been allocated.

Assume that the partners draw £20,000 million per month for 2006 and the net
income for the year is £200 million.

a. Provide the journal entry for the monthly partner drawing for January.
b. Provide the journal entry to close the income summary account at the end of the

year.
c. Provide the journal entry to close the drawing account at the end of the year.
d. Provide the journal entry required by the partners at the end of the year, due to

the reclaimable portion according to the operating agreement.

Jenny Kirk and Harold Spock are partners who share in the income equally and
have capital balances of $90,000 and $62,500, respectively. Kirk, with the consent
of Spock, sells one-third of her interest to Benjamin McCoy. What entry is required
by the partnership if the sale price is (a) $20,000? (b) $40,000?

The public accounting firm of Grant Thornton disclosed global revenues of $1.84
billion for a recent year. The revenues were attributable to 2,270 active partners.

a. What was the average revenue per partner? Round to the nearest $1,000.
b. Assuming that the total partners’ capital is $300,000,000 and that it approximates

the fair market value of the firm’s net assets, what would be considered a mini-
mum contribution for admitting a new partner to the firm, assuming no bonus is
paid to the new partner? Round to the nearest $1,000.

c. Why might the amount to be contributed by a new partner for admission to the
firm exceed the amount determined in (b)?

The capital accounts of Susan Yu and Ben Hardy have balances of $100,000 and
$90,000 respectively. Ken Mahl and Jeff Wood are to be admitted to the partner-
ship. Mahl buys one-fourth of Yu’s interest for $27,500 and one-fifth of Hardy’s in-
terest for $20,000. Wood contributes $35,000 cash to the partnership, for which he
is to receive an ownership equity of $35,000.

a. Journalize the entries to record the admission of (1) Mahl and (2) Wood.
b. What are the capital balances of each partner after the admission of the new

partners?

EXERCISE 13-9
Partnership entries and
statement of partners’
equity

Objectives 2, 4

EXERCISE 13-10
Partner income and
withdrawal journal entries

Objective 4

EXERCISE 13-11
Admitting new partners

Objective 5

EXERCISE 13-12
Admitting new partners

Objective 5

EXERCISE 13-13
Admitting new partners
who buy an interest and
contribute assets

Objective 5
!b. Yu, $75,000

!b. Higgins, capital, Dec. 31,
$98,000
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After the tangible assets have been adjusted to current market prices, the capital ac-
counts of Cecil Jacobs and Maria Estaban have balances of $61,000 and $59,000 re-
spectively. Lee White is to be admitted to the partnership, contributing $45,000 cash
to the partnership, for which she is to receive an ownership equity of $55,000. All
partners share equally in income.

a. Journalize the entry to record the admission of White, who is to receive a bonus
of $10,000.

b. What are the capital balances of each partner after the admission of the new
partner?

Center City Medical, LLC, consists of two doctors, Conway and Patel, who share in
all income and losses according to a 2:3 income-sharing ratio. Dr. Lindsey Truett
has been asked to join the LLC. Prior to admitting Truett, the assets of Center City
were revalued to reflect their current market values. The revaluation resulted in med-
ical equipment being reduced by $14,000. Prior to the revaluation, the equity bal-
ances for Conway and Patel were $300,000 and $340,000, respectively.

a. Provide the journal entry for the asset revaluation.
b. Provide the journal entry for the bonus under the following independent situa-

tions:
1. Truett purchased a 30% interest in Center City Medical, LLC, for $340,000.
2. Truett purchased a 26% interest in Center City Medical, LLC, for $190,000.

The partnership of Angel Investor Associates began operations on January 1, 2005,
with contributions from two partners as follows:

Jan Strous $31,500
Cara Wright 58,500

Strous and Wright agree to an income-sharing ratio equal to their capital contri-
bution ratio.

The following additional partner transactions took place during the year:

1. In late March, Michael Black is admitted to the partnership by contributing $30,000
cash for a 20% interest. Assets were adjusted downwards by $10,000 prior to ad-
mitting Black.

2. Net income of $172,000 was earned in 2006. In addition, Jan Strous received a
salary allowance of $12,000 for the year.

3. The partners withdrawals are equal to half of the increase in their capital bal-
ances resulting from net income.

Prepare a statement of partnership equity for the year ended December 31, 2006.

Glenn Otis is to retire from the partnership of Otis and Associates as of March 31,
the end of the current fiscal year. After closing the accounts, the capital balances of
the partners are as follows: Glenn Otis, $200,000; Tammie Sawyer, $125,000; and
Joe Parrott, $140,000. They have shared net income and net losses in the ratio of
3:2:2. The partners agree that the merchandise inventory should be increased by
$15,000, and the allowance for doubtful accounts should be increased by $3,100.
Otis agrees to accept a note for $150,000 in partial settlement of his ownership eq-
uity. The remainder of his claim is to be paid in cash. Sawyer and Parrott are to
share equally in the net income or net loss of the new partnership.

Journalize the entries to record (a) the adjustment of the assets to bring them
into agreement with current market prices and (b) the withdrawal of Otis from
the partnership.

EXERCISE 13-14
Admitting new partner
who contributes assets

Objective 5
!b. Jacobs, $56,000

EXERCISE 13-15
Admitting a new LLC
member

Objective 5

EXERCISE 13-16
Partner bonuses, statement
of partners’ equity

Objectives 2, 5

EXERCISE 13-17
Withdrawal of partner

Objective 5

!Strous capital, Dec. 31,
2006, $59,200
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The statement of members’ equity for Aztec Mines, LLC, is as follows:

Aztec Mines, LLC
Statement of Members’ Equity

For the Years Ended December 31, 2005 and 2006

Jason
Golden Aztec Holdings, Fields, Total

Properties, LLC, Ltd., Member Member Members’
Member Equity Equity Equity Equity

Members’ equity, January 1, 2005 $290,000 $420,000 $ 710,000
Net income 50,000 75,000 125,000
Members’ equity, December 31, 2005 $340,000 $495,000 $ 835,000
Member contribution (reduction) (8,000) (12,000) $203,750 183,750
Net income 106,880 160,320 66,800 334,000
Less member withdrawals (32,000) (48,000) (50,000) (130,000)
Members’ equity, December 31, 2006 $406,880 $595,320 $220,550 $1,222,750

a. What was the income-sharing ratio in 2005?
b. What was the income-sharing ratio in 2006?
c. Do the member withdrawals in 2006 match the income-sharing ratios for the three

members? Why or why not?
d. How much cash did Jason Fields contribute to Aztec Mines, LLC, for his interest?
e. Why do the member equity accounts of Golden Properties, LLC, and Aztec Hold-

ings, Ltd., have negative entries for Jason Fields’ contribution?
f. What percentage interest of Aztec Mines did Jason Fields acquire?

Hires and Bellman are partners, sharing gains and losses equally. At the time they
decide to terminate their partnership, their capital balances are $5,000 and $20,000,
respectively. After all noncash assets are sold and all liabilities are paid, there is a
cash balance of $20,000.

a. What is the amount of a gain or loss on realization?
b. How should the gain or loss be divided between Hires and Bellman?
c. How should the cash be divided between Hires and Bellman?

Jacob Goldburg and Harlan Luce, with capital balances of $57,000 and $40,000 re-
spectively, decide to liquidate their partnership. After selling the noncash assets and
paying the liabilities, there is $67,000 of cash remaining. If the partners share in-
come and losses equally, how should the cash be distributed?

Bakki, Towers, and Nell share equally in net income and net losses. After the part-
nership sells all assets for cash, divides the losses on realization, and pays the lia-
bilities, the balances in the capital accounts are as follows: Bakki, $20,000 Cr.; Towers,
$57,500 Cr.; Nell, $17,500 Dr.

a. What term is applied to the debit balance in Nell’s capital account?
b. What is the amount of cash on hand?
c. Journalize the transaction that must take place for Bakki and Towers to receive

cash in the liquidation process equal to their capital account balances.

Allyn Meyer, Jim Ball, and Laura David arranged to import and sell orchid corsages
for a university dance. They agreed to share equally the net income or net loss of
the venture. Meyer and Ball advanced $175 and $125 of their own respective funds
to pay for advertising and other expenses. After collecting for all sales and paying
creditors, the partnership has $600 in cash.

a. How should the money be distributed?
b. Assuming that the partnership has only $120 instead of $600, do any of the three

partners have a capital deficiency? If so, how much?

EXERCISE 13-18
AZTEC MINES, LLC
Statement of members’
equity, admitting new
member

Objectives 2, 4, 5
!a. 2:3

EXERCISE 13-19
Distribution of cash upon
liquidation

Objective 6
!a. $5,000 loss

EXERCISE 13-20
Distribution of cash upon
liquidation

Objective 6
!Goldberg, $42,000

EXERCISE 13-21
Liquidating partnerships—
capital deficiency

Objective 6
!b. $60,000

EXERCISE 13-22
Distribution of cash upon
liquidation

Objective 6
!a. Meyer, $275
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Duncan, Tribe, and Ho are partners sharing income 3:2:1. After the firm’s loss from
liquidation is distributed, the capital account balances were: Duncan, $15,000 Dr.;
Tribe, $50,000 Cr.; and Ho, $40,000 Cr. If Duncan is personally bankrupt and un-
able to pay any of the $15,000, what will be the amount of cash received by Tribe
and Ho upon liquidation?

After closing the accounts on July 1, prior to liquidating the partnership, the capi-
tal account balances of Gibbs, Hill, and Manson are $24,000, $28,000, and $14,000,
respectively. Cash, noncash assets, and liabilities total $11,000, $85,000, and $30,000,
respectively. Between July 1 and July 29, the noncash assets are sold for $61,000,
the liabilities are paid, and the remaining cash is distributed to the partners. The
partners share net income and loss in the ratio of 3:2:1. Prepare a statement of part-
nership liquidation for the period July 1–29.

Ellis, Roane, and Clausen are members of City Signs, LLC, sharing income and losses
in the ratio of 2:2:1, respectively. The members decide to liquidate the limited lia-
bility corporation (LLC). The members’ equity prior to liquidation and asset realiza-
tion on March 1, 2006, are:

Ellis $28,000
Roane 45,000
Clausen 12,000
Total $85,000

In winding up operations during the month of March, noncash assets with a book
value of $125,000 are sold for $96,000, and liabilities of $44,000 are satisfied. Prior
to realization, City Signs has a cash balance of $4,000.

a. Prepare a statement of LLC liquidation.
b. Provide the journal entry for the final cash distribution to members.

EXERCISE 13-23
Liquidating partnerships—
capital deficiency

Objective 6

EXERCISE 13-24
Statement of partnership
liquidation

Objective 6

EXERCISE 13-25
Statement of LLC
liquidation

Objective 6

On November 1, 2005, E. Tsao and Mark Ivens form a partnership. Tsao agrees to
invest $15,000 cash and merchandise inventory valued at $55,000. Ivens invests cer-
tain business assets at valuations agreed upon, transfers business liabilities, and con-
tributes sufficient cash to bring his total capital to $85,000. Details regarding the
book values of the business assets and liabilities, and the agreed valuations, follow:

Ivens’ Ledger Agreed-Upon
Balance Valuation

Accounts Receivable $33,250 $31,500
Allowance for Doubtful Accounts 500 800
Merchandise Inventory 42,500 42,900
Equipment 50,000

25,000
Accumulated Depreciation 29,700
Accounts Payable 9,700 9,700
Notes Payable 10,000 10,000

The partnership agreement includes the following provisions regarding the divi-
sion of net income: interest of 10% on original investments, salary allowances of
$24,000 and $18,000 respectively, and the remainder equally.

Instructions
1. Journalize the entries to record the investments of Tsao and Ivens in the part-

nership accounts.

PROBLEM 13-1A
Entries and balance sheet
for partnership

Objectives 3, 4

!3. Tsao net income,
$40,000

(continued)
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2. Prepare a balance sheet as of November 1, 2005, the date of formation of the
partnership of Tsao and Ivens.

3. After adjustments and the closing of revenue and expense accounts at October
31, 2006, the end of the first full year of operations, the income summary ac-
count has a credit balance of $75,500, and the drawing accounts have debit bal-
ances of $26,000 (Tsao) and $17,500 (Ivens). Journalize the entries to close the
income summary account and the drawing accounts at October 31.

Phil Haddox and Russ French have decided to form a partnership. They have agreed
that Haddox is to invest $120,000 and that French is to invest $180,000. Haddox is
to devote full time to the business, and French is to devote one-half time. The fol-
lowing plans for the division of income are being considered:

a. Equal division.
b. In the ratio of original investments.
c. In the ratio of time devoted to the business.
d. Interest of 10% on original investments and the remainder in the ratio of 3:2.
e. Interest of 10% on original investments, salary allowances of $60,000 to Haddox

and $30,000 to French, and the remainder equally.
f. Plan (e), except that Haddox is also to be allowed a bonus equal to 20% of the

amount by which net income exceeds the salary allowances.

Instructions
For each plan, determine the division of the net income under each of the follow-
ing assumptions: (1) net income of $150,000 and (2) net income of $90,000. Present
the data in tabular form, using the following columnar headings:

$150,000 $90,000

Plan Haddox French Haddox French

The ledger of Dan Reeves and Ron Strange, Attorneys-at-Law, contains the following
accounts and balances after adjustments have been recorded on December 31, 2006:

Cash $ 24,500
Accounts Receivable 40,500
Supplies 2,400
Land 50,000
Building 150,000
Accumulated Depreciation—Building 77,500
Office Equipment 40,000
Accumulated Depreciation—Office Equipment 22,400
Accounts Payable 1,000
Salaries Payable 1,500
Dan Reeves, Capital 75,000
Dan Reeves, Drawing 50,000
Ron Strange, Capital 55,000
Ron Strange, Drawing 60,000
Professional Fees 316,750
Salary Expense 84,500
Depreciation Expense—Building 10,500
Property Tax Expense 10,000
Heating and Lighting Expense 9,900
Supplies Expense 5,750
Depreciation Expense—Office Equipment 5,000
Miscellaneous Expense 6,100

The balance in Strange’s capital account includes an additional investment of
$5,000 made on April 5, 2006.

Instructions
1. Prepare an income statement for the current fiscal year, indicating the division of

net income. The articles of partnership provide for salary allowances of $25,000

PROBLEM 13-2A
Dividing partnership
income

Objective 4

!1. f. Haddox net income,
$93,000

PROBLEM 13-3A
Financial statements for
partnerships

Objective 4

!2. Dec. 31 capital—
Strange, $91,000
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to Reeves and $35,000 to Strange, allowances of 12% on each partner’s capital
balance at the beginning of the fiscal year, and equal division of the remaining
net income or net loss.

2. Prepare a statement of partner’s equity for 2006.
3. Prepare a balance sheet as of the end of 2006.

Adrian Capps and Lisa Knight have operated a successful firm for many years, shar-
ing net income and net losses equally. Todd Aguero is to be admitted to the part-
nership on June 1 of the current year, in accordance with the following agreement:

a. Assets and liabilities of the old partnership are to be valued at their book values
as of May 31, except for the following:
• Accounts receivable amounting to $3,250 are to be written off, and the allowance

for doubtful accounts is to be increased to 5% of the remaining accounts.
• Merchandise inventory is to be valued at $63,400.
• Equipment is to be valued at $108,000.

b. Aguero is to purchase $25,000 of the ownership interest of Capps for $37,500
cash and to contribute $25,000 cash to the partnership for a total ownership eq-
uity of $50,000.

c. The income-sharing ratio of Capps, Knight, and Aguero is to be 2:1:1.

The post-closing trial balance of Capps and Knight as of May 31 is as follows:

Capps and Knight
Post-Closing Trial Balance

May 31, 2006

Cash 9,500
Accounts Receivable 29,250
Allowance for Doubtful Accounts 500
Merchandise Inventory 60,100
Prepaid Insurance 2,000
Equipment 162,000
Accumulated Depreciation—Equipment 72,500
Accounts Payable 9,850
Notes Payable 20,000
Adrian Capps, Capital 120,000
Lisa Knight, Capital 40,000

262,850 262,850

Instructions
1. Journalize the entries as of May 31 to record the revaluations, using a temporary

account entitled Asset Revaluations. The balance in the accumulated depreciation
account is to be eliminated.

2. Journalize the additional entries to record the remaining transactions relating to the
formation of the new partnership. Assume that all transactions occur on June 1.

3. Present a balance sheet for the new partnership as of June 1, 2006.

After the accounts are closed on May 10, 2006, prior to liquidating the partnership,
the capital accounts of Mark Wilson, Donna Crowder, and Janice Patel are $27,800,
$8,300, and $13,900, respectively. Cash and noncash assets total $6,500 and $89,100,
respectively. Amounts owed to creditors total $45,600. The partners share income
and losses in the ratio of 2:1:1. Between May 10 and May 30, the noncash assets
are sold for $37,500, the partner with the capital deficiency pays his or her defi-
ciency to the partnership, and the liabilities are paid.

Instructions
1. Prepare a statement of partnership liquidation, indicating (a) the sale of assets

and division of loss, (b) the receipt of the deficiency (from the appropriate part-
ner), (c) the payment of liabilities, and (d) the distribution of cash.

!3. Total assets, $232,600

PROBLEM 13-4A
Admitting new partner

Objective 5

PROBLEM 13-5A
Statement of partnership
liquidation

Objective 6

(continued)
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2. If the partner with the capital deficiency declares bankruptcy and is un-
able to pay the deficiency, explain how the deficiency would be divided between
the partners.

On May 3, 2006, the firm of Imhoff, Baxter, and Wise decided to liquidate their part-
nership. The partners have capital balances of $30,000, $90,000, and $120,000, re-
spectively. The cash balance is $10,000, the book values of noncash assets total
$285,000, and liabilities total $55,000. The partners share income and losses in the
ratio of 1:2:2.

Instructions
Prepare a statement of partnership liquidation, covering the period May 3 through
May 29 for each of the following independent assumptions:

1. All of the noncash assets are sold for $345,000 in cash, the creditors are paid,
and the remaining cash is distributed to the partners.

2. All of the noncash assets are sold for $175,000 in cash, the creditors are paid,
and the remaining cash is distributed to the partners.

3. All of the noncash assets are sold for $105,000 in cash, the creditors are paid, the
partner with the debit capital balance pays the amount owed to the firm, and the
remaining cash is distributed to the partners.

PROBLEM 13-6A
Statement of partnership
liquidation

Objective 6

On May 1, 2005, Crystal Hall and Doug Tucker form a partnership. Hall agrees to
invest $10,500 in cash and merchandise inventory valued at $36,500. Tucker invests
certain business assets at valuations agreed upon, transfers business liabilities, and
contributes sufficient cash to bring his total capital to $40,000. Details regarding the
book values of the business assets and liabilities, and the agreed valuations, follow:

Tucker’s Ledger Agreed-Upon
Balance Valuation

Accounts Receivable $20,750 $18,000
Allowance for Doubtful Accounts 950 1,000
Equipment 79,100

40,000
Accumulated Depreciation 35,200
Accounts Payable 14,000 14,000
Notes Payable 15,000 15,000

The partnership agreement includes the following provisions regarding the divi-
sion of net income: interest on original investments at 10%, salary allowances of
$18,000 and $21,000 respectively, and the remainder equally.

Instructions
1. Journalize the entries to record the investments of Hall and Tucker in the part-

nership accounts.
2. Prepare a balance sheet as of May 1, 2005, the date of formation of the partner-

ship of Hall and Tucker.
3. After adjustments and the closing of revenue and expense accounts at April 30,

2006, the end of the first full year of operations, the income summary account
has a credit balance of $72,700, and the drawing accounts have debit balances
of $20,000 (Hall) and $26,000 (Tucker). Journalize the entries to close the income
summary account and the drawing accounts at April 30.

PROBLEM 13-1B
Entries and balance sheet
for partnership

Objectives 3, 4

!3. Hall net income,
$35,200
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Garland and Driscoe have decided to form a partnership. They have agreed that
Garland is to invest $200,000 and that Driscoe is to invest $100,000. Garland is to
devote one-half time to the business and Driscoe is to devote full time. The fol-
lowing plans for the division of income are being considered:

a. Equal division.
b. In the ratio of original investments.
c. In the ratio of time devoted to the business.
d. Interest of 12% on original investments and the remainder equally.
e. Interest of 12% on original investments, salary allowances of $30,000 to Garland

and $60,000 to Driscoe, and the remainder equally.
f. Plan (e), except that Driscoe is also to be allowed a bonus equal to 20% of the

amount by which net income exceeds the salary allowances.

Instructions
For each plan, determine the division of the net income under each of the follow-
ing assumptions: (1) net income of $90,000 and (2) net income of $240,000. Present
the data in tabular form, using the following columnar headings:

$90,000 $240,000

Plan Garland Driscoe Garland Driscoe

The ledger of Peter Dixon and May Fawler, attorneys-at-law, contains the following
accounts and balances after adjustments have been recorded on December 31, 2006:

Cash $ 22,000
Accounts Receivable 38,900
Supplies 1,900
Land 25,000
Building 130,000
Accumulated Depreciation—Building 69,200
Office Equipment 39,000
Accumulated Depreciation—Office Equipment 21,500
Accounts Payable 2,100
Salaries Payable 2,000
Peter Dixon, Capital 75,000
Peter Dixon, Drawing 60,000
May Fawler, Capital 55,000
May Fawler, Drawing 75,000
Professional Fees 285,650
Salary Expense 80,500
Depreciation Expense—Building 10,500
Property Tax Expense 8,000
Heating and Lighting Expense 7,900
Supplies Expense 2,850
Depreciation Expense—Office Equipment 2,800
Miscellaneous Expense 6,100

The balance in Fawler’s capital account includes an additional investment of $5,000
made on August 10, 2006.

Instructions
1. Prepare an income statement for 2006, indicating the division of net income. The

articles of partnership provide for salary allowances of $30,000 to Dixon and
$40,000 to Fawler, allowances of 12% on each partner’s capital balance at the
beginning of the fiscal year, and equal division of the remaining net income or
net loss.

2. Prepare a statement of partner’s equity for 2006.
3. Prepare a balance sheet as of the end of 2006.

PROBLEM 13-2B
Dividing partnership
income

Objective 4

!1. f. Garland net income,
$36,000

PROBLEM 13-3B
Financial statements for
partnership

Objective 4

!2. Dec. 31 capital—
Fawler, $67,000
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Tom Denney and Cheryl Burks have operated a successful firm for many years, shar-
ing net income and net losses equally. Sara Wold is to be admitted to the partner-
ship on May 1 of the current year, in accordance with the following agreement:

a. Assets and liabilities of the old partnership are to be valued at their book values
as of April 30, except for the following:
• Accounts receivable amounting to $1,900 are to be written off, and the allowance

for doubtful accounts is to be increased to 5% of the remaining accounts.
• Merchandise inventory is to be valued at $53,100.
• Equipment is to be valued at $100,000.

b. Wold is to purchase $20,000 of the ownership interest of Burks for $25,000 cash
and to contribute $20,000 cash to the partnership for a total ownership equity of
$40,000.

c. The income-sharing ratio of Denney, Burks, and Wold is to be 2:1:1.

The post-closing trial balance of Denney and Burks as of April 30 is as follows:

Denney and Burks
Post-Closing Trial Balance

April 30, 2006

Cash 7,900
Accounts Receivable 22,500
Allowance for Doubtful Accounts 550
Merchandise Inventory 50,600
Prepaid Insurance 1,650
Equipment 145,000
Accumulated Depreciation—Equipment 65,000
Accounts Payable 12,100
Notes Payable 10,000
Tom Denney, Capital 80,000
Cheryl Burks, Capital 60,000

227,650 227,650

Instructions
1. Journalize the entries as of April 30 to record the revaluations, using a temporary

account entitled Asset Revaluations. The balance in the accumulated depreciation
account is to be eliminated.

2. Journalize the additional entries to record the remaining transactions relating to the
formation of the new partnership. Assume that all transactions occur on May 1.

3. Present a balance sheet for the new partnership as of May 1, 2006.

After the accounts are closed on May 3, 2006, prior to liquidating the partnership,
the capital accounts of Ann Booth, Harold Owen, and Carla Ramariz are $20,000,
$3,900, and $10,000, respectively. Cash and noncash assets total $1,900 and $62,000,
respectively. Amounts owed to creditors total $30,000. The partners share income
and losses in the ratio of 2:1:1. Between May 3 and May 29, the noncash assets are
sold for $26,000, the partner with the capital deficiency pays his deficiency to the
partnership, and the liabilities are paid.

Instructions
1. Prepare a statement of partnership liquidation, indicating (a) the sale of assets

and division of loss, (b) the receipt of the deficiency (from the appropriate part-
ner), (c) the payment of liabilities, and (d) the distribution of cash.

2. If the partner with the capital deficiency declares bankruptcy and is un-
able to pay the deficiency, explain how the deficiency would be divided between
the partners.

PROBLEM 13-4B
Admitting new partner

Objective 5

!3. Total assets, $202,220

PROBLEM 13-5B
Statement of partnership
liquidation

Objective 6
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On October 1, 2006, the firm of Ewing, Johnson, and Landry, decided to liquidate
their partnership. The partners have capital balances of $100,000, $90,000, and
$30,000, respectively. The cash balance is $20,000, the book values of noncash as-
sets total $250,000, and liabilities total $50,000. The partners share income and losses
in the ratio of 2:2:1.

Instructions
Prepare a statement of partnership liquidation, covering the period October 1 through
October 30 for each of the following independent assumptions:

1. All of the noncash assets are sold for $330,000 in cash, the creditors are paid,
and the remaining cash is distributed to the partners.

2. All of the noncash assets are sold for $120,000 in cash, the creditors are paid,
and the remaining cash is distributed to the partners.

3. All of the noncash assets are sold for $50,000 in cash, the creditors are paid, the
partner with the debit capital balance pays the amount owed to the firm, and the
remaining cash is distributed to the partners.

PROBLEM 13-6B
Statement of partnership
liquidation

Objective 6

Ted Miller, M.D., and Glen Harrison, M.D., are sole owners of two medical prac-
tices that operate in the same medical building. The two doctors agree to combine
assets and liabilities of the two businesses to form a partnership. The partnership
agreement calls for dividing income equally between the two doctors. After several
months, the following conversation takes place between the two doctors:

Miller: I’ve noticed that your patient load has dropped over the last couple of
months. When we formed our partnership, we were seeing about the same
number of patients per week. However, now our patient records show that
you have been seeing about half as many patients as I have. Are there any
issues that I should be aware of?

Harrison: There’s nothing going on. When I was working on my own, I was re-
ally putting in the hours. One of the reasons I formed this partnership was to
enjoy life a little more and scale back a little bit.

Miller: I see. Well, I find that I’m working as hard as I did when I was on my
own, yet making less than I did previously. Essentially, you’re sharing in half
of my billings and I’m sharing in half of yours. Since you are working much
less than I am, I end up on the short end of the bargain.

Harrison: Well, I don’t know what to say. An agreement is an agreement. The
partnership is based on a 50/50 split. That’s what a partnership is all about.

Miller: If that’s so, then it applies equally well on the effort end of the equation
as on the income end.

Discuss whether Harrison is acting in an ethical manner. How could Miller
rewrite the partnership agreement to avoid this dispute?

John Adair and Raul Fontana decide to form a partnership. Adair will contribute
$300,000 to the partnership, while Fontana will contribute only $30,000. However,
Fontana will be responsible for running the day-to-day operations of the partner-
ship, which are anticipated to require about 50 hours per week. In contrast, Adair
will only work 5 hours per week for the partnership. The two partners are attempting
to determine a formula for dividing partnership net income. Adair believes the part-
ners should divide income in the ratio of 7:3, favoring Adair, since Adair provides
the majority of the capital. Fontana believes the income should be divided 7:3, fa-
voring Fontana, since Fontana provides the majority of effort in running the part-
nership business.

ACTIVITY 13-1
Partnership agreement

ACTIVITY 13-2
Dividing partnership
income

SSpecial Activities
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How would you advise the partners in developing a method for dividing
income?

The following table shows key operating statistics for the four largest public ac-
counting firms:

Revenue Split

U.S. Net No. of Accounting
Revenues No of. Professional and Management

(in millions) Partners Staff Auditing Tax Consulting

PricewaterhouseCoopers $8,056 2,784 33,454 35% 19% 46%
Deloitte & Touche 6,130 2,283 20,472 33 21 35
Ernst & Young 4,485 1,934 13,871 58 39 0
KPMG 3,171 1,471 10,438 62 38 0

Source: “PAR Top 100 Report,” Public Accounting Report, Aspen Publishers.

a. Determine the revenue per partner and revenue per professional staff for each
firm. Round to the nearest dollar.

b. Interpret the differences between the firms in terms of your answer in (a) and
the table information.

The partnership of Felix and Diaz, CPAs, has 200 partners and 1,500 staff profes-
sionals. Each partner shares equally in partnership income. Assume that the aver-
age income for partners in CPA firms across the country is $230,000 per year, and
the average income for staff professionals is $75,000 per year. The partnership in-
come statement for the year is as follows:

Revenues $174,000,000
Staff professional salaries $120,000,000
Nonprofessional salaries 6,000,000
Supplies 1,000,000
Travel 2,000,000
Litigation losses 10,000,000 139,000,000
Net income $ 35,000,000

The total partnership capital balance is $20,000,000 for 200 partners or $100,000
per partner.

a. Evaluate the financial performance of the partnership from a partner’s
perspective. That is, if you were a partner in this firm, would you be satisfied or
dissatisfied with partnership performance? Support your answer.

b. What are some explanations for the partnership’s performance.

Henry Blodget was the famed Internet analyst for Merrill Lynch, a Wall Street un-
derwriter, and stockbroker. The Attorney General of the state of New York released
internal Merrill Lynch e-mails that gave a picture of the inside of the research arm of
a major investment bank. The following article summarizes some of those insights:

InfoSpace, an investment banking client from August 2000 to December 2000,
was featured as a “Favored 15” Merrill Lynch stock. During that time Blodget
wrote [internally] that he had “enormous skepticism” about the stock and called
it a “piece of junk,” about which large investors had made “bad smell comments.”

However, InfoSpace wasn’t downgraded until December 11, 2000, when it
had fallen more than 90 percent from its high. And even then, it was only
downgraded to “accumulate” for investors looking for gains within 12 months
and “buy” for those with a longer-term horizon.

Then there’s GoTo.com, now known as Overture Service. Blodget got an in-
quiry from an institutional investor asking “what’s so interesting about GoTo

ACTIVITY 13-3
Four largest public
accounting firms

ACTIVITY 13-4
Financial analysis

ACTIVITY 13-5
Ethical role of the
underwriter
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except banking fees?” Blodget replied, “Nothin.” But that didn’t stop his team
from rating GoTo as a long-term “buy.”

In addition, in a move fraught with conflicts of interest, a junior analyst so-
licited input from GoTo management, which sometimes typed recommended
changes right onto a draft report.

Frustrated with pressures to inflate the rating, the junior analyst wrote to
Blodget in an expletive-filled e-mail. The rating, she said, would mean “John
and Mary Smith are losing their retirement because we don’t want [GoTo’s CFO]
to be mad at us.”

She went on to say that “the whole idea that we are independent from bank-
ing is a big lie.” Without the investment banking pressures, she said, she’d rate
the stock “neutral” in the short term and “accumulate” in the longer term.

Yet another case involved Internet Capital Group, an investment banking
client that Merrill rated starting in August 1999 at “accumulate” for the next
12 months and “buy” in the longer term. After reaching a high of $212 in the
late 1990s, the stock was trading at $12.38 in October 2000.

Blodget confided in an e-mail to another analyst that he thought the stock
was “going to 5,” adding the next day that Internet Capital “has been a disas-
ter . . . there really is no floor to the stock.”

However, it wasn’t until a month later that Merrill downgraded the stock,
and then only to “accumulate” for both the short- and long-term.

Source: Deborah Lohse, “Probe Finds Analysts Recommending Stocks They Privately Bad-Mouthed,”
San Jose Mercury News, Calif. 04/12/2002, KRTBN Knight-Ridder Tribune Business News: San Jose
Mercury News.

1. What is the nature of the problem identified in the article above?
2. How could this problem be solved?

ebay, Inc., the Internet auction company, was founded in 1995 by Pierre Omidyar
as a result of his interest in collecting and trading Pez dispensers. The company
quickly became successful and on May 20, 1996, was incorporated, with 14,700,000
shares being sold to Omidyar for $14,262. Benchmark Capital, a venture capital firm,
purchased approximately 3,000,000 shares in the middle of 1997 for approximately
$3,000,000. In September 1998, the company had an initial public offering of com-
mon stock. The offering prospectus made the following disclosures:

Common stock offered by the Company  . . . . 3,489,275 shares
Common stock to be outstanding after

this offering  . . . . . . . . . . . . . . . . . . . . . . . 39,739,076 shares
Use of proceeds  . . . . . . . . . . . . . . . . . . . . . . For capital expenditures, to repay indebtedness,

and for general corporate purposes,
including working capital.

Proposed Nasdaq National Market
symbol  . . . . . . . . . . . . . . . . . . . . . . . . . . . “EBAY”

Initial Public Underwriting Proceeds to Proceeds to
Offering Price Discount Company Selling Stockholder

Per share  . . . . . . $18.00 $1.26 $16.74 $16.74
Total  . . . . . . . . . $63,000,000 $4,410,000 $58,410,463 $179,537

The stockholders’ equity prior to the IPO showed a balance of approximately
$9 million, including contributions from a variety of venture capital firms and in-
dividuals.

a. Why did Omidyar incorporate the business in 1996?
b. If Benchmark Capital sold its interest in eBay shortly after the IPO, how much

was its gain?
c. How much was the underwriter paid for underwriting eBay’s IPO?

ACTIVITY 13-6
Life cycle of a business

(continued)
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d. What percent of eBay’s voting stock did public shareholders receive on the IPO
date?

e. What percent of the shareholders’ equity did the public shareholders supply to
eBay as of the IPO date?

f. How much unrealized gain does Omidyar have in eBay stock today, assuming
that no stock has been acquired or sold since the initial purchase at incorpora-
tion? Use the Internet to find eBay’s current stock price to answer this question.

1. B Noncash assets contributed to a partnership
should be recorded at the amounts agreed upon by
the partners. The preferred practice is to record the
office equipment at $9,000 (answer B).

2. C Net income and net loss are divided among the
partners in accordance with their agreement. In the
absence of any agreement, all partners share equally
(answer C).

3. C Tracey’s share of the $45,000 of net income is
$19,000 (answer C), determined as follows:

Tracey Hepburn Total

Interest allowance $10,000 $ 5,000 $15,000
Salary allowance 12,000 24,000 36,000

Total $22,000 $29,000 $51,000
Excess of allowances over income 3,000 3,000 6,000
Net income distribution $19,000 $26,000 $45,000

4. A When an additional person is admitted to a part-
nership by purchasing an interest from one or more
of the partners, the purchase price is paid directly
to the selling partner(s). The amount of capital
transferred from the capital account(s) of the sell-
ing partner(s) to the capital account of the incom-
ing partner is the capital interest acquired from the
selling partner(s). In the question, the amount is
$32,500 (answer A), which is one-half of Lee’s cap-
ital balance of $65,000.

5. C Partnership cash would be distributed in accor-
dance with the credit balances in the partners’ cap-
ital accounts. Therefore, $10,000 (answer C) would
be distributed to Pavin (Pavin’s $10,000 capital bal-
ance).

AAnswers to Self-Examination Questions


