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ADVANCED ACCOUNTANCY – III (7BCC3C4) 

 

UNIT - I 

 

Introduction and Meaning  
In order to meet the requirements of a growing business, two or more persons may become joint 

owners therefore, each bringing in a certain amount of capital and sharing the profits in agreed 

proportions. Such a relationship is called partnership. 

 

Define the term ‘partnership’ 

According to section 4 of the Indian partnership Act 1932, partnership is defined as “the 

relationship between persons who have agreed to share the profits of a business carried on by all 

or any of them acting for all”. 

 

Enumerate the features/nature/characteristics of a partnership  

 

Persons required:  

In order to constitute a partnership firm, there must be at least two persons. The 

maximum number in a partnership is 20 in case the firm is doing ordinary business and 10 in 

case the firm is engaged in banking business. 

 

Agreement: 

 In order to have a partnership, it is necessary that there must be an agreement between 

partners. 

 

Sharing profit or loss: 

It is one of the important terms to constitute a partnership firm. Generally profits (or 

losses) are shared by partners equally if partnership deed is silent.  

 

Business: 

It includes trade, vocation and profession. The firm must be engaged in a lawful business. 

 

Management: 

The management of the partnership firm will be done either by all the partners or any one 

of them on behalf of all other partners. There is mutual agency among the partners. 

 

What is partnership deed? State its contents 

 

In the beginning, all partners have mutual love and affection and they are ready to work 

in team. Hence, it is desirable that they must have either verbal or written agreement in order to 

avoid the future dispute among the partners. The terms and conditions are inserted in the form of 

clauses in the deed. The document or the instrument, containing the agreement between partners, 

is known as partnership deed. 
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CONTENTS OF PARTNERSHIP DEED 

  * The name of the firm 

  * The nature of the business which the firm is supposed to do. 

  * The amount of capital and how this capital will be contributed by each partner. 

  * The proportion in which the partner will share profit and losses. 

  * The amount of drawings which a partner will share profit and losses 

  * Whether interest on capital will be allowed? If so, then what will be the rate of interest of 

interest charged     

     on the drawings of the partners? 

  * Whether capitals are to be fixed or fluctuating. 

  * Rate of interest on advances 

  * The amount of salaries or some allowances, if any, payable to the partners 

  * The amount which each partner can withdraw for his private expenses. 

  * The provision relating to keeping of [proper books of accounts 

  * The period after which the final accounts are to prepare. 

  * The audit of the accounts 

  * Admission of new partners and expulsion of the existing ones. 

  * The method of ascertaining the share of goodwill of a partner on his retirement or dearth 

  * Whether decision in the case of Garner vs. Murray is to apply in the case of insolvency of a        

      partner.  

 

 

Rules applicable in case of absence of partnership deed: 

 

 Profits or losses of the firm will be shared equally by the partners. 

 Interest on capital will not be allowed to any partner. If agreed the interest will 

be allowed only out of profits of the firm,. Similarly, no interest will be 

charged on drawings of the partners unless agreed upon. 

 If any partner has given a loan to the firm besides his share of capital, he will 

be allowed 6% interest on such loan. 

 No salary or remuneration will be allowed to any of the partners. 

 Every partner must take part in the management of the partnership business. 

 No person can be admitted without the consent of all existing partners. 

 The partnership books are to be kept at place of business of the partnership 

and every partner may have access to and inspect and copy any of them.   

 

Explain the types of capital involved in partnership accounts. 

Fixed capital 

When the partners agree that the amount of capital contributed by them shall remain fixed and 

shall not be reduced or increased during the term of the partnership except by special agreement, 

the capital accounts are said to be fixed. Under such circumstances, it becomes necessary to have 

current accounts of the partners. The usual adjustments at the end of the period in regard to 

interest on capital, interest on drawings, salary or commission, profit or loss will be made in the 

current accounts. A credit balance in current account will be shown on the liabilities side and a 

debit balance on the assets side of the balance sheet. 
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Capital accounts 

Particulars X Y Z Particulars X Y Z 

To balance c/d 000 000 000 By balance b/d 000 000 000 

 000 000 000  000 000 000 

 

Current accounts 

Particulars X Y Z Particulars X Y Z 

To drawings 

To interest on drawings 

To balance c/d 

000 

000 

000 

000 

000 

000 

000 

000 

000 

By balance b/d 

By interest on capital 

By salary 

By commission 

By share of profit 

000 

000 

000 

000 

000 

000 

000 

000 

000 

 000 000 000  000 000 000 

Fluctuating capital 

It is one which changes from year top year. When all the adjustments relating to interest on 

capital, interest on drawings, salary or commission, distribution of profit or loss will be made in 

the capital accounts the balance of capital accounts will fluctuate from year to year and that is 

why these are known as fluctuating capital accounts. In the absence of any contract to the 

contrary, partner’s capital accounts are fluctuating. Drawings account is maintained separately 

and will be closed at the end of year, by transferring its balance to capital accounts. 

Partners’ capital 

Particulars X Y Z Particulars X Y Z 

To drawings  

To interest on drawings 

To balance c/d 

000 

000 

000 

000 

000 

000 

000 

000 

000 

By balance b/d 

By interest on capital 

By commission 

By share of profit 

By salary 

000 

000 

000 

000 

000 

000 

000 

000 

000 

000 

000 

000 

000 

000 

000 

 000 000 000  000 000 000 

 

What are the necessary adjustments in accounts of partnership?  

1. Interest on capital: 

This allowed to partners as per agreement between them. In absence of agreement among the 

partners, no interest is allowed. This is generally allowed on capitals so that a partner who has 

contributed more capital than the required is properly compensated. There is no need for giving 

interest on capital to the partners if they have contributed equal capital and their profit sharing 

ratios are also equal. So interest on capital is allowed in those cases where capitals of the partners 

are equal but they share profits not in equal ratio or when capitals are unequal but they share 

profits and losses equally. This is necessary to balance capital accounts equitably so that any of 

the partners any not enjoy an unfair advantage over the others. 
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Calculation of opening capital 

 

               Capital at the end of the year             xxx 

         Add: Drawings and interest on drawings                 xxx 

                      xxx 

          Less: Additional capital if any                xxx 

xxx     

Less: Profit credited                    xxx 

              Opening capital      xxx 

 

The following journal entries are passed to adjust the interest on capital: 

 Interest on capital a/c     Dr  xxx 

  To Partners’ capital or current a/c           xxx 

 (For interest credited to partners) 

 Capital or current a/c     Dr  xxx 

  To Interest on capital a/c             xxx 

 (For transferring interest on capital) 

 

2. Interest on drawings 

If interest on capital is allowed, it is but natural that interest on drawings should also be charged 

subject to the provisions of the partnership deed. Interest on drawings may not be charged, if the 

partners draw a specific amount. But if any partner’s drawings exceed that limit, then he is 

required to pay interest on drawings. Where drawings of the partners are unequal, interest on 

drawings must be charged to equitably adjust the partners’ capital accounts. Interest on drawings 

is income to the firm and should be credited to profit and loss appropriation account. It should be 

debited to partner’s capital or current account. When drawings are made frequently, then interest 

on drawings can be easily calculated with the help of product method. The procedure is: 

i. Find out the number of months from the date of drawings to the date of drawings to the date of 

closure of the accounting year. 

ii. Multiply the amount of drawings with their respective months 

iii. Find out the total of the products 

iv. Calculate the interest by the following formula: 

     Total products * rate of interest 

Interest on drawings =  

      12 * 100 

When the amount withdrawn is the same and  

 i. drawings are made in the beginning of each month, interest can be calculated on the 

whole of the amount for 61\2 months. 

 ii. Drawings are made at the end of each month; the period for calculation of interest is 

51/2 months for the total amount; 

 iii. Drawings are made in the middle of each month; the period for calculation of interest 

is 6 months for the total amount. 

 

 The journal entry for interest on drawings will be: 

  Partners’ capital/current a/c   Dr 

          To Interest on Drawings a/c 
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  Interest on Drawings a/c   Dr 

         To Profit & Loss Appropriation a/c  

 

3. Partner’s salary or commission 

If a partner devotes more time to the working of the business or does some a special work or 

renders service, then an additional benefit in the name of salary or some percentage of 

commission is allowed. The commission is payable either before charging such commission or 

after charging such commission. Salary or commission is loss to the business and is debited to 

profit & loss appropriation account and credited to partner’s capital or current accounts being 

income or gain to them. 

 Profit & Loss Appropriation a/c   Dr xxx 

  To Partners’ capital or current a/c            xxx 

 

4. Interest on partners’ loan account 

When a partner gives some loan top the firm (besides his own contribution of capital) it should 

be credited to a separate loan account. In the absence of agreement, partnership act provides that 

interest 2 6% p.a. shall be allowed on such loan; irrespective of the profit. Interest on such loan 

should be credited either to loan account or current account.   Interest on partners’ 

loan a/c    Dr xxx 

      To Partners’ loan a/c     

 xxx 

     (Being provision for interest on partners’ loan) 

 

Profit & Loss Appropriation Account 

In case of partnership accounting, it is usual to allocate interest on capital, interest on drawings, 

salary, commission and the respective share of profit or loss to the capital accounts of partners 

through the profit and loss appropriation account. 

It is an extension of usual profit & loss account for the purpose of adjusting transactions relat ing 

to the partnership deed, via interest on partners’ capitals, drawings and loans; partners’ salary 

and commission etc. in order to arrive at the true and fair profit & loss before its division, the 

above mentioned adjustments are carried out in p & l appropriation account in the following 

manner: 

Profit & Loss Appropriation A/C For The Year Ended 

Particulars Amount Particulars Amount 

To P & L a/c (if there is trading 

loss)* 

To Interest on partners capital 

To Partners salary 

To Partners commission 

To Interest on partners loan a/c 

To Net profit (partners capital or  

current accounts) 

 By P& L (Trading profit before 

adjustments as per deed) 

By Interest on drawings 

By net loss (Partners capital or 

current a/c’s) 

 

    

 *Either there can be Trading profit or trading loss at the beginning of the account and not both. 
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Enumerate the difference between fixed capital and fluctuating capital methods 

S.No Factors Fixed capital method Fluctuating capital method 

1. No. of accounts in the 

name of each partner 

There will be two accounts in the 

name of each partner, viz., the 

capital account and the current a/c 

There will be only one account in the 

name of each partner, viz., the capital 

account 

2. Nature of the capital 

a/c 

The capital a/c of a partner 

remains almost unaltered 

throughout the life of the firm 

The capital a/c of a partner fluctuates 

from year to year 

3.  Yearly adjustments Yearly adjustments (such as 

interest on capital, drawings, etc) 

are made in the current a/c 

Yearly adjustments are made in the 

capital a/cs itself. 

4. Position in the B/S Both capital and current a/c in the 

name of each partner will appear 

in the balance sheet 

Only capital account in the name of 

each partner will appear in the balance 

sheet 

5. Specific provision Specific provision in the 

partnership deed is required for 

maintaining capital accounts 

according to fixed capital method 

No specific provision in the partnership 

deed is required for maintaining capital 

accounts according to fluctuating 

capital method 

 

FIXED AND FLUCTUATING CAPITAL 

1. On 1st January, 2002 A, B and C enter into partnership contributing Rs250000, Rs130000 and 

Rs120000 respectively per year. Interest on capitals is to be allowed at 5% per annum. 5% 

interest is to be charged on drawings. During the year A withdrew Rs40000; B Rs25000 and C 

Rs15000. interest being A Rs2250; B Rs1125 sand C Rs725. profit in 2002 before the above 

mentioned adjustments was Rs71400. show how the profit is distributed and also prepare the 

capital accounts (a) if they are fluctuating and (b) if they are fixed. 

 

2. M/s P, R and Z are in partnership and on 1.4.2002 their respective capitals were Rs80000, 

Rs55600 and Rs31800. R and Z are entitled to draw salary of Rs5000 & Rs4000 p.a respectively 

before division of profits. Interest is allowed on capital at 10% p.a and is not charged on 

drawings. Of the net profits, first Rs20000 of profit is divided in the ratio of 40:35:25 among P, 

R and Z respectively. Balance profit is shared equally. 

 The profit for the year ended 31.3.2003, after debiting partners’ salaries but before 

charging interest on capital, was Rs46340 and the partners had drawn Rs16000 each for personal 

expenses. 

Prepare profit & loss appropriation account and partners capital accounts for the year ended 

31.3.2003. 

 

3. P and Q share profits and losses equally, but by agreement Q out of his share pays P a salary 

of Rs50 p.m. the accounts at 31
st
 Dec 2002 show the following results: 

Capital:   P Rs38430 

    Q Rs 41790 

Net profit before charging interest on capital Rs 23505 

 

 Drawings: P Rs 75000 

       Q Rs 10500 
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Paid by Q to P in cash privately on account of salary: Rs30000. 

After charging 5% interest on capital, write up the capital account of each partner at the yearend. 

 

4. Show how the following will be recorded in the capital accounts of the partners’ saravanan 

and muthu when their capitals are fluctuating: 

        Saravanan   Muthu 

 Capital on 1.1.98                400000   300000 

 Drawings during 1998    50000    30000 

 Interest on capital       5%      5% 

 Interest on drawings     1250    750   

 Share of profit for 1998    60000    50000 

 Partner’s salary     36000      - 

 Commission      5000    3000 

 

PAST ADJUSTMENTS 

1. X and Y were partners in a firm sharing profit in the ratio of 3: 2. Following is the balance 

sheet of the firm as on 31
st
 December 1997: 

Balance sheet as on 31
st
 December 1997 

Particulars Amount Particulars Amount 

X’s capital 

Y’s capital 

30000 

10000 

Drawings: 

       X       4000 

       Y       2000 

Other assets       

 

 

 

6000 

34000 

40000 

Profit for the year 1997 Rs8000 was divided between the partners in the agreed ratio, but interest 

on capital at 5% and on drawings at 6% was inadvertently ignored. Adjust. Interest on the 

drawings may be calculated on an average basis for 6 months. You are required to give 

adjustment entry and revised balance sheet. 

 

2. The net Trading profit of P, Q, R & co for the year ended 31
st
 December 1993 was Rs60000 

distributed amongst the partners p, Q and R in their agreed ratio of 3/5
th
, 1/5

th
 and 1/5

th
 

respectively. It was subsequently discovered that the under mentioned transaction were not 

passed through the account: 

 i. interest on capital @ 5% p.a. 

 ii. Interest on drawings amounted top P Rs700, Q Rs500 and Rs300. 

 iii. Partners’ salary to p Rs10000 and Rs1500. 

 iv. An agreed commission of Rs6000 payable to P arising out of a special transaction of 

the firm. 

The capital accounts of the partners are P Rs100000; Q Rs 80000 and R Rs60000. you are 

required to pass necessary entries to rectify the position and show the partners’ current accounts 

incorporating the above items. 
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INTEREST ON CAPITAL AND DRAWINGS 

1. From the following balance sheet of X and Y, calculate interest on capital at %% p.a. for the 

year ending 31
st
 March 1997: 

Balance sheet as on 31
st
 Dec 1997 

Particulars Amount Amount Particulars Amount Amount 

X’s capital 

Y’s capital 

Profit and loss appropriation a/c-1997 

 10000 

8000 

4000 

22000 

Sundry asset  

Drawings, X 

 21000 

1000 

 

22000 

During the year X’s drawings were Rs 1000 and Y’s drawings Rs 3000. Profit during the 

year 1997 was Rs 6000. 

 

 

 

2. From the following balance sheet of A and B, calculate interest on capital at 5% p.a. for the 

year ending 31
st
 December 1996: 

Balance sheet as on 31.12.1996 

Particulars Amount Particulars Amount 

A’s capital 

B’s capital 

Profit and loss Appropriation a/c-1996 

20000 

16000 

8000 

44000 

Sundry assets 

Drawings ‘A’ 

42000 

2000 

 

44000 
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ADMISSION OF A PARTNER 

 

With a view to obtain additional capital, managerial expertise or some other facility, the partners 

of a firm may agree to admit one or more persons to the partnership. An incoming partner 

acquires two legal rights, viz., and right to share the assets of the firm, he has o contribute 

capital, as may be agreed upon. However, the Indian Partnership Act does not make it 

compulsory for the incoming partner to bring capital contribution. 

 

State the accounting treatments to be made at the time of admission of partner.  

When a one person is admitted as partner, one or more of the following accounting adjustment 

become necessary: 

 1. Adjustment in the profit sharing ratio 

 2. Adjustment for goodwill 

 3. Adjustment for revaluation of assets and liabilities 

 4. Adjustment of reserves and other accumulated profits. 

 5. Adjustment for capital 

 

1. ADJUSTMENT IN THE PROFIT SHARING RATIO 

The calculation of new profit sharing ratio will depend on the agreement between the old 

partners and the new partner but the following cases mat arise while calculating the profit 

sharing ratio. 

i) If the new partner’s share is given and nothing else is mentioned in the question, then it 

is presumed that the remaining partners will share the rest of the profits in the old ratio.   

ii) The new partner, in some cases, purchases his share of profit from the old partners in a 

particular ratio. New profit sharing ratio of the old partners will be calculated by 

deducting the proportion given to the new partner from the shares of old partner. 

iii) In some cases, old partner surrenders a particular proportion of his share in favour of 

a new partner. In this case, first of all surrendered proportion is to be calculated for each 

partner and then this will be deducted from his old profit sharing ratio.  

iv) sometimes a new partner acquires his share from the old partners in a particular ratio. 

Then it becomes necessary to calculate the fraction of share which he got from each 

partner. 

 

Sacrificing ratio 

When the new partner is admitted, the old partner forgoes a fraction of his share in favour of the 

new partner and thus reducing the share of profit or loss of the old partner. Sacrifice made by the 

old partners can be found out by deducting their new share from the old share, i.e,  

Scarifying Ratio = Old Ratio – New Ratio 

If in addition to the old ratio of the old partners, the new ratio of the incoming partners is given 

then in the absence of the details of the sacrifice made by the old partners the normal 

presumption is that the loss is suffered by the old partners in their old profit sharing ratio. 

 

2. REVALUATION OF ASSETS AND LIABILITIES 

It is in the interest of all partners that revaluation of assets and liabilities is done at the time of 

admission of a partner. When a new partner is admitted in to business, it is natural that he should 

not be benefited from any appreciation in the value of assets which has taken place nor he should 
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suffer because of any depreciation in the value of assets. Same is the case with liabilities. 

Therefore, assets and liabilities are revalued at the time of admission of a new partner. 

 The changes in the value of assets and liabilities are recorded in revaluation account (also 

known as profit and loss adjustment account); whatever profit or loss arises from such 

revaluation, should be credited or debited to the old partners’ capital accounts in their old profit 

sharing ratio.  

 

There are two methods to be followed at the time of admission: 

a. When revised values are to be recorded 

At the time of admitting a partner in to a firm the assets and liabilities are to be revalued for the 

benefit of all 

It is done for the purpose of preventing the new partners from sharing the value in the 

appreciated assets or making suffer because of depreciation in the value f assse6ts, the old 

partners have to revalue the their assets and liabilities. 

b. When revised values are not to be recorded 

Even though the assets and liabilities at the time of admission of a partner, the partners any 

prefer to retain the old values in the books. This is done by opening an account called 

memorandum Revaluation account. It is prepared in two parts. 

 i. the first part of the ‘memorandum revaluation a/c’ is debited with losses on revaluation 

of assets and liabilities and credited with gain on revaluation and any resultant profit or loss is 

transferred to the capital accounts of the old partners in the old profit sharing ratio. 

 ii. in the second part of the ‘memorandum revaluation a/c all the entries made in the first 

part are reversed and the profit or loss (if the first part shows profit, second part will show loss 

and vice versa) of the second part will be transferred to the capital accounts of all partne5rs, 

including the new partner, in the new profit sharing ratio. 

 The following journal entries will be passed in the books of the firm when values are to 

be altered in the books: 

 

(i) For any increase in the value of an asset 
 Asset a/c   Dr 

        To Revaluation a/c 

 

(ii) For any decrease in the value of an asset 

 Revaluation a/c Dr 

         To Asset a/c 

 

(iii) For any increase in the value of liabilities 

 Revaluation a/c Dr 

        To Liabilities a/c 

 

(iv) For any decrease in the value of liabilities 

 Liabilities a/c  Dr 

        To Revaluation a/c 
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(v) For profit on revaluation: 

 Revaluation a/c/ 

       To Old [partners’ capital a/c 

(vi) For any loss on revaluation 

 Old partners capital a/c Dr 

  To Revaluation a/c 

 

3. ADJUSTMENT OF GOODWILL 

Goodwill is the value of the reputation of a firm in respect of profits expected in future over and 

above the normal rate of profits, it attaches itself to a business which has been yielding super 

profits in the past and Where there is a reasonable like hood of equally profitable conditions 

having maintained in the future. It is ,thus, the present value of a firm’s anticipated excess 

earnings. 

 

 METHODS OF VALUATION OF GOODWILL 

The following are the usual methods of valuation of goodwill: 

  a) Simple profit method b) Super profit method c) Capitalization 

method 

a) Simple profit method: According to this method, Goodwill is valued on the basis of agreed 

number of year’s purchase of the annual profits, calculated by reference to recent years and 

having regard to the probable maintenance of such profits in future years.  So, goodwill is the 

product of average profit multiplied by the number of years.   Goodwill = Average Profit  

X Number of years’ Purchase 

 

b) Super Profit Method: This method is very popular for valuation of goodwill in case of Joint 

stock companies. Company’s average profit is contrasted with the normal profit on the capital 

employed in the company.  Excess of average profit over normal profit is known as super profits. 

Super Profit            =  Expected Average Profit  -  Normal Profit 

Expected Average Profit   =  Average of the no. of previous year’s profits after adjusting 

abnormal                

                 losses and gains and also future expected changes in expenses 

and     

                                                 ncomes 

Normal Profit          =  Average Capital Employed  X  Normal Rate of Return 

 

c) Capitalisation of Expected future net profits or Capitalisation Method 

 According to this method, the total value of the business is ascertained by capitalizing the 

expected average profits on the basis of normal rate of return on. 

 The value of goodwill is the difference between the capitalized value of the business so 

ascertained and the actual capital employed [(i.e.) net tangible assets] in the business. 

            Expected Average Net Profit 

                   Total value of the business   =   ---------------------------------------------    X   100 

               Normal Rate of Return 
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TREATMENT OF GOODWILL 

I) PREMIUM METHOD: 

 a) The amount of goodwill is paid privately by the incoming partner to the old partners 

b) The value of goodwill attributable to incoming partner’s share of profit is brought in 

cash and the   

    amount is retained in the business. 

a) The value of goodwill attributable to incoming partner’s share of profit is brought in 

cash and the amount is withdrawn by the old partners. 

 

Journal entries 

When goodwill is received in cash and retained in the business 

Cash a/c          Dr      Goodwill a/c    Dr 

       To Goodwill a/c             To Old partners capital a/c  

(Amount of goodwill brought in by new partner)  (Goodwill shared in the sacrificing 

ratio) 

 

When goodwill is received in cash and withdrawn by old partners in part or full 

Cash a/c          Dr      Goodwill a/c    Dr 

       To Goodwill a/c             To Old partners capital a/c  

(Amount of goodwill brought in by new partner) (Goodwill shared in the sacrificing ratio) 

 

Old partners capital a/c   Dr 

       To Cash a/c  

(Goodwill to the extent of withdrawal)  

When the amount of goodwill is paid privately  - No entry is required 

II) REVALUATION METHOD: When the incoming partner is not in a position to bring in the 

amount of goodwill in cash, then a goodwill account is raised in the books of the firm at full 

value, and credit is given to the capital accounts of the old partners in their old profit sharing 

ratio. The Journal entry necessary in this case would be:    

 Goodwill a/c      Dr 

       To Old partners capital a/c 

    (Goodwill at its full value) 

Since the goodwill indicates a debit balance it will be shown on the asset side of the balance 

sheet of the new firm. If the goodwill appears in the balance sheet of the old partners, it has to be 

treated in the following manner. 

Journal entries    1) When goodwill is understated in the books Goodwill a/c Dr 

          To Old partners 

capital   a/c 

        (New value – old value)   

 ii) When goodwill is overstated in the books  Old partners capital   a/c     Dr 

         To Goodwill  a/c 

        (Old value – new value) 

III) MEMORANDUM REVALUATION METHOD: When the incoming partner is not a 

position to bring in the amount on goodwill in cash, then a goodwill account is raised in the 

books of concern at full value and is credited to the capital accounts of the old partners in their 

old profit sharing ratio.  
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The goodwill so raised is immediately written off to the capital accounts of all the 

partners (including the incoming partner) in the new profit sharing ratio. Goodwill account in the 

case will not appear in the balance sheet of the new firm.   JOURNAL 

ENTRIES 

1) Goodwill a/c  Dr    2) All partners capital a/c          Dr 

 To Old partners capital a/c    To Goodwill a/c 

(Goodwill at full value)  (Amount of goodwill written off including new partner) 

4) Adjustments Regarding Reserves And Accumulated Losses 

 

The balances appearing in the form of reserves or profit and loss a/c balance should be 

transferred to the capital accounts of old partners in their old profit sharing ratio. For this the 

following journal entries are passed: 

1. For reserve and undistributed profits:  2. For accumulated losses 

 Reserves a/c  Dr    Old partners’ capital a/c Dr 

 Profit and loss a/c Dr     To Profit and loss a/c 

  To Old partners’ capital a/c 

 

 4. ADJUSTMENT OF RESERVES AND OTHER ACCUMULATED PROFITS 

If some undistributed profits appear in the name of general reserve or profit and loss 

account (Credit balance), that should be divided among the old partners in the old profit sharing 

ratio by passing the following journal entries:  The journal entries will be passed for 

accumulated profits:  

General reserve or profit and loss a/c  Dr 

  To old partners’ capital a/c 

The journal entries will be passed for accumulated losses: 

 Old partners’ capital/current a/c  Dr 

  To Profit & Loss a/c 

 

5. ADJUSTMENT FOR CAPITALS:  

It is often agreed among the partners that capital accounts of the partners should be 

adjusted on the admission of a partner, so that that may be in proportion to the new profit sharing 

ratio. This may be done either on the basis of new partner’s capital or the new comer may bring 

his share of capital on the basis of old partners’ capital after adjustment.  

 

i. When the capitals are to be adjusted on the basis of new partner:  

The total capital can be calculated on the basis of new partners’ share and the amount of 

capital. Capital required for each partner a can also is calculated on the basis of new profit 

sharing ratio. The required amount of capital will now be compared with the balance of amount 

in the capital account of each partner after all adjustments are made. If the balance is more than 

that required balance, the excess will be withdrawn by the partner from the firm or will be 

transferred to his current account. 

 

ii. When the new partner is required to bring in the amount of capital in proportion to his 

share in the firm:  
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Under such a case first of all, old partners’ capital accounts balances (after making all 

adjustments) should be calculated. The total capital of the old partners will be for the remaining 

share i.e. deducting new partner’s share from the whole share. On this basis the total capital of 

the firm should be calculated and then new partner’s share of the amount of capital can be easy 

calculated. 

PROBLEMS 

1. The following is the balance sheet of X And Y sharing the profits and losses in the ratio of 3:2 

as on 31
st
 December 2002. 

Liabilities Rs Assets Rs 

Sundry creditors 

Employee provident fund 

Reserves 

Capital 

            X             60,000 

            Y             40,000 

74,000 

6,000 

20,000 

 

 

1,00,000 

Cash at bank 

Debtors 

Stock 

Machinery 

Building  

P & L account 

10,000 

30,000 

45,000 

30,000 

80,000 

5,000 

 2,00,000  2,00,000 

On this date, they admit Z as a partner on the following terms: 

1. Z should bring in Rs 50,000 as capital for a sixth share in future profit 

2. Building should be valued at Rs 1,20,000, machinery at 20% less than the book value 

3. Provision for bad and doubtful be kept at 5% of debtors 

4. A liability of Rs 2,500 on repair bill outstanding be recorded in the books 

5. Creditors include Rs 6,000 not likely to be claimed  

6. The firm has unrecorded furniture of the value Rs 4,000 to be brought into the books 

Pass necessary journal entries, prepare revaluation account, capital accounts and balance sheet 

after admission. 

 

2. A, B and C are equal partners . On 31.12.2002 their balance sheet was as follows: 

Liabilities Rs Assets Rs 

Capital 

                                A              

                                B              

                                C                  

Creditors 

Bills payable 

 

16,800 

12,600 

6,000 

6,000 

3,300 

Land & Buildings 

Furniture 

Stock 

Debtors 

Bank 

 

19,500 

2,400 

11,400 

10,800 

600 

 44,700  44,700 

On that date D was admitted for 1/4
th
 share of profit on the following terms: 

a) That D brings in cash Rs 9,000 for goodwill and Rs 15,000 as capital 

b) That half of the goodwill shall be withdrawn by the old partners 

c) The stock and furniture be depreciated by 10% 

d) That a provision of 5% on debtors be created for doubtful debts 

e) That a liability for Rs 1,080 be created against bills discounted 

f) That the building be valued at Rs 27,000 

Give the necessary journal entries and ledger accounts and prepare the balance sheet of the new 

firm. 
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3. Ram singh and sujan singh were partners in a firm. They shared profits and losses in the ratio 

of 3:2. The following was their balance sheet as on 31.12.2003 

Liabilities Rs Assets Rs 

Capital account: 

          Ram singh 

          Sujan singh 

Creditors 

Bills payable 

 

1,00,000 

75,000 

85,000 

5,000 

 

Goodwill 

Plant 

Furniture 

Investment 

Stock 

Bills receivable 

Debtors 

Cash in hand and at bank 

20,000 

45,000 

12,500 

25,000 

57,500 

10,000 

55,000 

40,000 

 2,65,000  2,65,000 

On 1
st
 January 2004, they agreed to admit Bishan singh as a partner on the following terms: 

a) The new profit sharing ratio shall be Ram singh 2/5
th
, Sujan singh 2/5

th
 and Bishan 

singh 1/5
th

 

b) Bishan Singh to bring his capital of Rs 50,000 in cash and to pay his share of 

goodwill in the firm. Goodwill for this purpose is to be valued at two years of 

purchase of the average of the previous 4 years of profits. The profits for the previous 

4 years are: 

Year  2000  2001  2002  2003 

Profit  25,000  22,500  25,000  27,500 

c) The other assets are to be valued as follows 

            Plant Rs 52,500; Furniture Rs 10,000; Investment Rs 22,000; Stock Rs 63,000; 

Debtors Rs 50,000 

 

It was decided that for the purpose of balance sheet the values of assets except cash shall 

remain unchanged. Pass the necessary journal entries to record the above transactions and 

prepare the opening balance sheet of the new firm. 

 

 

RETIREMENT AND DEATH OF A PARTNER 

 

According to section 32 (1) of the Indian partnership act 1932, a partner may retire from 

the firm in the following cases: 

 with the assent of the existing partners of the partnership firm 

 When the partnership is at will by giving notice in writing to all partners of his 

intention to retire. 

 In accordance with an express agreement by the partners  

The only difference between admission and retirement of a partner is that in case of the former, 

the new partner joins the firm where as in case of retirement, he leaves the firm because of 

certain reasons as old age, ill health etc. 

 

What are the points require attention at the time of retirement of a partner 

 The accounting problems arising out of retirement of a partner are more or less similar to 

those of admission of a partner. The main points which require attention in case of retirement of 

a partner are: 
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1. Adjustment regarding Goodwill 

2. Revaluation of assets and liabilities 

3. Computation of gaining ratio         

4. Treatment of accumulated past profits or losses and reserves 

5. Adjustment of capitals of the continuing partners. 

6. Disposal of the total amount due to the retiring partner. 

 

1) ADJUSTMENT REGARDING GOODWILL: 

 Goodwill is valued according to any of the methods and as per provisions of the 

partnership deed. The following cases may be adopted: 

WHERE GOODWILL ACCOUNT DOES NOT APPEAR IN THE BOOKS 

a) Goodwill is raised in the books of the firm at full values debiting the goodwill account 

and crediting the capital accounts of all the partners in the old profit sharing ratio. In this 

case, goodwill account will appear in the books of the continuing partners at the full 

value. 

 

(b)     When the goodwill is raised in the books but is then written off:  In this case, two 

entries are necessary. Firstly, goodwill account is debited at its full value and all partners’ 

capital accounts credited in the old profit sharing ratio. Secondly, remaining partners are 

debited in their new profit sharing ratio and goodwill account is credited and closed and the 

remaining partners’ capital accounts are diminished accordingly. The required journal entries 

are: 

  

(c) Goodwill is raised in the books with the share of the retiring partner and is then written 

off in the gaining ratio: 

  In this case, goodwill account is debited and retiring partners’ capital account is 

credited with his share of goodwill. Secondly, capital; accounts of the remaining partners are 

debited in the ratio of their gain and goodwill account from appearing in the books i.e., the 

capital account of the remaining partners are debited in the ratio of their gain and the capital 

account of the retiring partner is credited with his share of goodwill. The journal entries to be 

passed are: 

(a) When the goodwill is raised: 

  Goodwill a/c  Dr 

   To retiring partners’ capital a/c 

(b) When goodwill is written off: 

  Remaining partners’ capital a/c Dr (in gaining ratio) 

   To goodwill a/c 

 

WHERE GOODWILL ACCOUNT ALREADY APPEAR IN THE BOOKS 

 Where the goodwill account already exists in the books of the firm any of the following 

alternatives may be adopted: 

1) Where goodwill account appears in the books of the firm at the correct value, no 

adjustment is necessary. 

2) Where goodwill account appears in the books at less than the full value, difference 

between the full value and book value of goodwill is debited to the goodwill account and 

credited to the capital of accounts of all the partners in the old profit sharing ratio. 
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3) If book value of goodwill is more than the full value, difference between the book and 

full value is credited to the goodwill account and debited to the capital accounts of all the 

partners in the old profit sharing ratio. 

 

2) REVALUATION OF ASSETS AND LIABILITIES: 

The aim of revaluation of assets and liabilities of a firm is to find out the appropriate 

share of the retiring partner in the firm. The only difference is that profit or loss on revaluation is 

to be divided among all the partners (including the retiring partner) in the profit sharing ratio in 

case of retirement of a partner. Assets and liabilities will then appear in the balance sheet at 

changed values. 

 Memorandum revaluation account is prepared, assets (except cash) and liabilities appear 

to the new balance sheet of continuing partners at old values. 

 

3) COMPUTATION OF GAINING RATIO: 

 This ratio is calculated when a partner retires from a firm. if new ratio of the continuing 

partners is not given in the question, it is presumed that the remaining partners will continue to 

share in the old ratio. If the new ratios of the partners are given in the question, the gaining ratio 

can be calculated by deducting the old ratios firm the new ones. This ratio is very important as it 

helps to determine the amount of compensation to be paid by each of the remaining partners in 

the firm to the retiring partner. 

 

    Gaining ratio = New ratio – Old ratio 

 

4) TREATMENT OF UNDISTRIBUTED PROFITS OR LOSSES: 

General reserve or credit balance of profit and loss account will be distributed by 

crediting to all the partners capital accounts in their profit sharing ratio and will not be shown on 

the liabilities side of the balance sheet after distribution. Alternately, only retiring partners’ share 

of these items may be credited to his account and residual amount of such accounts may be 

shown on the liabilities side of the balance sheet. Reverse treatment will be given if there is debit 

balance of profit and loss account on the assets side of the balance sheet. 

 

A. All accumulated profits & losses are distributed among all partners in the old ratio: 

  a. For distribution of accumulated profits: 

   General reserve or reserve fund or P & L a/c    

 Dr 

    To partners capital a/c 

  b. for writing off accumulated losses: 

   All partners capital a/c (including retiring partner)   

 Dr 

    To Profit & loss a/c  

  

B. Only retiring partners’ share of accumulated profit or loss transferred: 

Sometimes, only outgoing partners’ share of accumulated profits should be transferred to his 

capital account or current account. 

  a. for transferring retiring partners’ share of accumulated profit only: 
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   General reserve or reserve fund or P & L a/c    

 Dr 

    To retiring partners’ capital a/c 

  b. For transferring retiring partner share of accumulated losses only: 

   Retiring partners’ capital a/c 

    To Profit & loss a/c 

 

Calculation of total amount due to retiring partner 

The total amount due to a retiring partner may include  

  (i) Capital on the date of last balance sheet,  

  (ii) Interest or salary, if nay, payable to him  

  (iii) Share of profit or loss to the date of retirement,  

  (iv) Share in the general reserve or profit and loss account appearing in the 

balance sheet. The total amount calculated will be transferred to the retiring partners’ loan 

account. The entry will be: 

 Retiring partners’ capital a/c    Dr 

  To Retiring partners’ loan a/c  

 

DEATH OF A PARTNER 

The problem which arises in case of death of a partner is similar to those of a retiring partner 

except that the death of a partner are similar to those of a retire partner except that the death of a 

partner may occur at any time whereas the retirement of a partner is planned.  

The deceased partners’ capital account credited with 

The balance of capital at the beginning of the year 

Interest on capital (if allowed),  

Share of undistributed profits,  

Share of profit to the date of death 

His share of goodwill and Salary due 

Share of the proceeds of the joint life policy 

The amount which received from the life insurance corporation of 

India.  

And debited with  

Drawings to the date of death, Interest on drawings (if charged) and the balance is transferred to 

the executor account of the deceased partner, Loss on revaluation of assets and liabilities and 

 Loss in the business from the beginning of the accounting year till the date of death. 

 

Calculation of Deceased partners’ share of profit: 

The deceased partners’ share of profit is to be determined either on the basis of time or turnover. 

 

a. On the basis of time: In this case, it is assumed that the profit during the year provided 

previous year is taken as the base for calculation of profit. Sometimes average profits of the past 

three or four years are taken as base rather than the previous year. Whatever base may be taken it 

is to be multiplied by the period for which the deceased partner remained in the firm and also by 

his profit sharing ratio at the time of his death. 

 

    No. of days or months from     
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Profit from the date  the date of last balance sheet     

of last balance sheet  = to the date of death   number of past Average profit of given 

to the date of death  365 days or 12 months   numbers 

 

b. On the basis of turnover: In this method, average past profit id divided in to two portions, 

i.e. before the death and after the death on the basis of ratio of turnover to the date of death to 

average turnover and then deceased partners’ share is calculated and credited to his capital 

account.  

    Sales from the date of the last balance previous years profit 

or average Profit from the date  sheet to the date of death   profit 

of  a given number of 

of last balance sheet = previous year sales or average sales   past years 

to the date of death   of a given number of past years    

 

MODE OF PAYMENT 

 

i. Lump sum payment method: 

If the firm has sufficient amount to pay off the amount due to the deceased partner, it can 

pay the amount immediately, this is known as lump sum payment method. 

 

 a. For transferring the balance in deceased partners capital a/c: 

  Deceased partners’ capital a/c   Dr 

   To Executor a/c 

 

 b. For payment made to executor: 

  Executors’ a/c  

          To Bank a/c 

 

ii. Instalment payment method:  

When a firm is not in possession of sufficient amount for making payment to the executor 

of the deceased partner, it can pay the amount in instalment .In such a case, the total claim is first 

to be transferred to the executors’ loan account and all payment by instalment are recorded in 

this account. Payments may be made as per terms after charging interest on the amount due. 

 

iii. Annuity method:  

Payment may also be made by annuity. If it is so, accounting record will be the same as 

in the case of payment by annuity in retirement.  
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PROBLEMS 

RETIREMENT OF A PARTNER 

1. The balance sheet of A, B and C who was sharing profits in proportion to their capital stood as 

follows on December 31, 2002: 

Liabilities Rs Assets Rs 

Sundry creditors 

General reserve 

Capital accounts: 

       A  20000 

       B  15000 

       C  10000 

2400 

4500 

 

 

 

45000 

Cash at bank 

Sundry debtors 

Stock 

Machinery 

5500 

5000 

18000 

23400 

 51900  51900 

 B retired on the above mentioned date on the following terms: 

(i) A provision for doubtful debts be made @ 5% of sundry debtors. 

(ii) Machinery is depreciated by Rs 650. 

(iii) Goodwill of the entire firm be fixed at Rds10800 and without raising a goodwill account, 

B’s share of it be adjusted in to accounts of A and C who are going to share future profits in the 

ratio of 5:3 respectively. 

(iv) Capital of the new firm be fixed at Rs 48000; A and C to bring in cash to make their capital 

proportionate to their profit-sharing ratio 

(v) Amount due to B is paid in cash. 

Journalise the above mentioned transactions, show capital accounts and prepare the initial 

balance sheet of the new firm. 

 

2. A, B and C are partners in a business, sharing profits and losses in ratio of 3: 2: 1. Their 

balance sheet on 30
th
 June, 2002 was as follows: 

Liabilities Rs Assets Rs 

Sundry creditors 

Reserve fund 

Capitals: 

    A 

    B 

    C 

1600 

6000 

 

10000 

10000 

10000 

Cash in hand 

Cash at bank 

Sundry debtors 

Stock in hand 

Machinery 

Factory building 

600 

1000 

9000 

7000 

6000 

14000 

 37600  37600 

On that date C retires from business. It is agreed to adjust the values of assets as follows: 

(a) To make a provision of %% on sundry debtors for doubtful debts; 

(b) To depreciate stock by 5% and machinery by 10%; 

© Factory building to be revalued at Rs 15100 

 Show the revaluation account and the partners’ capital accounts and prepare the balance 

sheet of the continuing partners as on July 1, 2002. 
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DEATH OF A PARTNER 

1. P, Q, and R are in the partnership sharing profits equally. P dies on 31t march, 2003 and the 

partnership deed provided inter alia that: 

 (a) the share of the deceased partners’ capital account shall be taken at the balance on his 

capital account as t the date of the last financial close, less the withdrawals if any, made to the 

date of death. 

 (b) That his share of [profit to the date of death be calculated on the basis of the 

ava4erage of the 3 preceding years. 

 (c) That the goodwill pf the firm shall be taken at one year, purchase of the average 

profits of the preceding five years. 

 (d) That the firm freehold property shall be taken at an independent valuation. 

the balance sheet of P, Q and R as on 31
st
 Dec 2002 was under: 

 

Liabilities  Amount Assets  Amount 

Creditors 

Capital accounts: 

         P 60000 

        Q 40000 

        R 40000 

37800 

 

 

 

140000 

Cash at office 

Cash at bank 

Debts 

Stock 

Freehold property 

goodwill 

1000 

9000 

20000 

30000 

80000 

37800 

 177800  177800 

Freehold property was valued at Rs116000. the profits for the five years ended 31
st
 December, 

2002 were: 

 1998    23000 

 1999    28000 

 2000    18000 

 2001    16000 

 2002    20000 

Pass journal entries and show P’s capital account and the balance sheet of surviving partners. 

 

2. A, B and C carried on business in partnership, profits being divisible in the ratio of 3: 2: 1. The 

balance sheet on 31
st
 December 2002 showed their capitals to be Rs 5400; Rs2500; Rs1500. 

On 28
th

 February, 2003 A died, and you are instructed to prepare an account for 

presentation to his legal representatives having regard to these facts: 

(a) The firm had insured the partners’ lives severally: A’s for Rs4500, B’s for Rs2400 

and X’s for Rs1200. 

 The premium had been charged to profits and loss account and surrender value on 28
th

 February, 

2003, amounted in each case to one fourth of the sum assured. 

 (b) Capital carried interest at 105 Per annum 

 (c) A’s drawings from 1
st
 January 2003 to the date of his death amounted to Rs600. was 

to be taken at a sum calculated on the average of the last 3 completed years, and goodwill has to 

be raised on the basis of two years’ purchase of the average profits of those 3 years, the annual 

profits were Rs4600, Rs3700 and Rs4300 respectively. 

Show A’s capital account. 
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DISSOLUTION OF A FIRM 

 

WHAT IS MEANT BY DISSOLUTION OF FIRM? EXPLAIN 

Dissolution of firm means closing down the undertaking or suspending permanently the 

activities of partnership business. In other words, it refers to the complete breakdown of 

partnership and partners do not continue the firm. 

 According to sec 39 of the Indian partnership act 1932, “the dissolution of partnership 

between all partners of a firm is called the dissolution of the firm.” Thus, the dissolution of a 

firm is the complete breakdown of a partnership and partners do not continue the firm. On the 

other hand, dissolution of the partnership means a reconstitution of the firm due to the retirement 

of a partner or the insolvency of a partner or the death of a partner and the remaining partners 

provide for the continuance of the firm in pursuance of an express or implied agreement to that 

effect.  

 

EXPLAIN THE VARIOUS MODES OF DISSOLUTION OF FIRM. 

 Section 40 to 44 of the Indian partnership ac 1932 deal with the various ways in which a 

firm may be dissolved. A firm may be dissolved in any of the following ways: 

Dissolution by agreement: 

 A firm is dissolved when all the partners agree that it should be dissolved. A partnership 

firm is the creation of an agreement; similarly a firm can be dissolved by an agreement.  

Dissolution on the happening of contingencies: 

 A firm is dissolved in any of the following ways unless there is a contract between the 

partners to the contrary: 

 i) By the expiry of the term of duration of the firm 

 ii) By the completion of the adventure for which the firm was constituted. 

 iii) By the death of a partner  iv) By the adjustment of a partner as insolvent 

Dissolution by notice of partnership at will: 

 When the partnership is at will, the firm may y dissolved at any time by any parent giving 

notice in writing to al other partners of his intention to dissolve the firm. 

 

Dissolution by the court: 

 At the suit of a partner, a court may order the dissolution of the firm in any of the 

following ways: 

  i. When a partner becomes of unsound mind 

ii. When a partner suffers from permanent incapacity and becomes incapable of 

performing his duties as a partner 

iii. When a partner is guilty of misconduct affecting the business of the firm 

iv. When a partner commits willful or persistent breaches of agreement 

v. When a partner has transferred the whole of his interest in the firm to a third 

party or when his share has been attached under a decree or sold under process of 

law. 

vi. When the business of the firm cannot be carried on except at a loss 

vii. When the court is satisfied as to grounds which render it just and equitable to 

dissolve the firm. 

Compulsory dissolution or dissolution by the operation of law: 

  A firm is compulsorily dissolved in any of the following ways: 
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 i. when all the partners except one become insolvent. 

 ii. When all the partners become insolvent 

 iii. When the business becomes illegal 

iv. Where the number of partners exceed twenty in case of ordinary 

business or ten in                                                                                                                                                                           

case of banking business. 

 

ACCOUNTING TREATMENT TO BE FOLLOWED AT THE TIME OF DISSOLUTION 

OF FIRM 

1. For closing assets’ account 

A realization account is opened and all the assets at their book values (except cash and bank 

balances and debit balance of profit and loss account) are transferred to the debit side of the 

realization account. The entry is: 

 Realization a/c  Dr 

  To Stock a/c 

  To Debtors a/c 

  To Investment a/c (transferred at book value) 

  To joint life policy a/c 

  To Furniture a/c 

  To Plant a/c 

  To Land & Building a/c 

  To Goodwill a/c 

[All assets should be transferred except cash, bank, debit balance of capital accounts, profit & 

loss a/c (debit balance)] 

 Asset which is again having the provision or reserve has been created should be 

transferred to realization account at gross figure i.e. with out deducting a provision or reserve. 

 Provision for doubtful debts a/c  Dr 

 Provision for discounts a/c   Dr 

 Provision for depreciation a/c   Dr 

 Joint life policy reserve a/c   Dr 

 Contingency reserve a/c   Dr 

 Investment fluctuation fund a/c  Dr 

  To Realization a/c 

 

2. For closing liabilities account (all liabilities to third parties) 

 Creditors a/c     Dr 

 Bills payable a/c    Dr 

 Loan from partners’ wife a/c   Dr 

 Bank overdraft a/c    Dr 

 Outstanding expenses a/c   Dr 

  To Realization a/c 

3. For realizing assets 

(i) When sold for cash: 

 Bank/Cash a/c     Dr 

       To Realization a/c 

(ii) When asset is taken away by one by one of the partners: 
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 Partners’ capital or current a/c  Dr 

  To Realization a/c 

(iii) When asset is given away to a creditor in payment of dues: 

 

The value of asset taken away by creditor should be deducted from the claim of creditor and rest 

of the payment is made to him. The entry is made for the net payment. 

 

4. For discharging liabilities 

(i) When paid in cash: 

 Realization a/c     Dr 

  To Bank/cash a/c 

(ii) When one of the partners discharges the liabilities: 

 Realization a/c     Dr 

  To Partners capital or current a/c 

5. for expenses on dissolution 
(i) When expenses are paid in cash: 

 Realization a/c     Dr 

  To Bank/cash a/c 

(ii) When expenses are paid by any partner: 

 Realization a/c     Dr 

  To partners’ capital a/c  

(iii) But if a partner is to bear the expenses of realization personally as per agreement, there will 

be no entry in the books when he pays such expenses. 

 Partners’ capital a/c    Dr 

  To Bank/cash a/c 

6. For treatment of free reserves 

 Reserve a/c     Dr 

 Profit & loss a/c (credit balance)  Dr 

  To Partners capital a/c 

7. For closing realization account 

 (i) For profit on realization: 

  Realization a/c    Dr 

   To partners’ capital a/c 

 (ii) For loss on realization: 

  Partners’ capital a/c    Dr 

    To Realization a/c  

8. For payment of partners’ loan 
 Partners’ loan a/c    Dr 

  To Profit & loss a/c 

9. For closing accumulated losses (debit balance of p & l a/c) 

 Partner’s capital or current a/c  Dr 

  To profit & loss a/c 

10. For closing of current accounts 

 (i) if current show debit balance: 

  Partners’ capital a/c 

   To Partners current a/c 
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 (ii) if current show credit balance:  

  Partners current a/c   Dr 

   To Partners’ capital a/c 

11. For closing capital accounts: 

 (i) if capital account shows a debit balance: 

  Bank/cash a/c    Dr 

   To partners’ capital a/c 

 (ii) if capital account shows a credit balance: 

  Partners’ capital a/c   Dr 

   To Bank/cash a/c 

Treatment of goodwill on dissolution of firm 

  Cash/Bank a/c    Dr 

   To Realization a/c 

  (Being amount realized for goodwill) 

 

Treatment of undisclosed assets and liabilities: 

It is quite possible that on the dissolution date there may be some assets and liabilities which any 

not be appeared in the books. Such assets and liabilities have not been recorded in the books, so 

question of their transfer to realization account does not arise. But entries are recorded when 

such assets or liabilities are realized or paid. 

(i) When an unrecorded asset is realized, the entry is: 

 Cash/Bank a/c   Dr 

  To realization a/c 

 (ii) When an unrecorded liability is realized, the entry is: 

 Realization a/c   Dr 

  To Bank/Cash a/c 

(iii) When unrecorded asset are taken away by a partner: 

 Partners’ capital a/c  Dr 

  To Realization a/c 

(iv) When unrecorded liability is taken over by a partner: 

  Realization a/c   Dr 

   To Partners’ capital a/c 

 

When will you apply Garner Vs Murray rule in partnership? 

According to sec 42 (d) of the Indian partnership act 1932, if a partner’s capital account shows a 

debit balance on the dissolution of the firm, he is to pay the debit balance to the firm to settle this 

account. But if such partner is insolvent i.e. unable to satisfy his debt to the firm, then his 

deficiency which he is not able to bring will be borne by the other solvent partners in accordance 

with the decision in Garner Vs Murray. In this case it was ruled that, in the absence of any 

agreement to the contrary, the deficiency of the insolvent partners’ capital account must be borne 

by other solvent partners in proportion to their capital which stood before the dissolution of the 

firm.  

The following are the two effects of this rule on the accounts of the firm: 

 i. All the solvent partners should bring cash equal to their share of the loss on realization 
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 ii. The deficiency of the insolvent partner must be borne by the solvent partners in the 

ratio of their capitals then standing (i.e. after the solvent partners have brought in cash equal to 

their share of the loss on realization)  

  

The capital ratio will depend on whether the capital accounts are maintained under fixed or 

fluctuating method. 

1. Capital ratio under fixed capital method 

While determining the capital ratio of the solvent partners, distinction should be observed 

between fixed and fluctuating capital.  

i. If the capitals of the have been agreed to be fixed then no adjustment is required for 

accumulated  profits or losses, interest on capitals, drawings etc.  

ii. And deficiency of the insolvent partner is borne by the solvent partners in proportion 

to their agreed fixed capitals. 

 iii. Any loss at the time of realization pertaining to each partner is transferred to his 

current account. 

iv. The solvent partner should bring in cash for his respective share of loss on realization 

which is debited to cash/bank and credited to his current account. 

v. The solvent partners’ current accounts should now be closed by transfer top their 

respective capital accounts.  

vi. The deficiency of the insolvent partner should be transferred to the current accounts of 

the solvent partners in proportion to their agreed fixed capitals. The entry is: 

   Solvent partners’ current a/c   Dr 

    To Insolvent partners’ capital a/c  

 

2. Capital ratio under fluctuating ratio 

If the capital accounts are maintained on fluctuating basis, then capital accounts should be 

adjusted for reserves, profits or losses, interest on capitals, drawings and unrecorded assets and 

liabilities on the date of the balance sheet just before the dissolution of the firm. The capitals thus 

arrived t should be the basis of ratio according to which the deficiency of the insolvent partner is 

to be borne by the solvent partners. It may be remembered that the loss on realization is not be 

taken in to consideration while ascertaining the capital ratio of the solvent partners because 

deficiency of the insolvent partner is to be met by the solvent partners in proportion to their 

capitals which stood before the dissolution of the firm. The entry for meeting the deficiency is: 

 Solvent partners’ capital a/c    Dr 

  To Insolvent partners’ capital a/c 

 

INSOLVENCY OF ALL PARTNERS 

When all partners are insolvent and are not able to bring the amount due from them, then the 

creditors of the firm cannot be paid in full. In such a case, the creditors of the firm not transferred 

to the realization account but their separate account be prepared. If this is done, unpaid amount 

of creditors is transferred to the deficiency account to which account are also transferred the 

balances of partners’ capital accounts. The deficiency account shall be automatically closed and 

the books will thus be closed. 
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DISSOLUTION OF FIRM 

Ram, Rahim and Suresh share profits in the ratio of 3:2:1. On 31.12. 2004, their balance sheet 

was as follows: 

Liabilities Rs Assets Rs 

Creditors 

General reserve 

Capital: Ram 

             Rahim 

             Suresh 

12,000 

3,000 

20,000 

15,000 

10,000 

Machinery 

Stock 

Debtors 

Goodwill 

Cash 

25,000 

11,000 

9,500 

13,000 

1,500 

 60,000  60,000 

On the above date, the firm was dissolved. The assets except cash realised Rs 60,000. the 

creditors were settled at Rs 11,500. Dissolution expenses amounted to Rs 800. Close the books 

of the firm. 

 

INSOLVENCY OF A PARTNER 

1. X, Y and Z sharing profits in 1/2: 1/3: and 1/6 respectively decided to dissolve the firm from 

1.1.2003 when their balance sheet was as follows: 

  Liabilities Amount Assets Amount 

Creditors 

Bills payable 

X’s loan 

X’s capital 

Y’s capital 

Z’s capital 

X’s current a/c 

40000 

7000 

10000 

90000 

10000 

10000 

1500 

Land and buildings 

Stock 

Sundry debtors 

Bank 

Y’s current a/c 

Z’s current a/c 

P & L a/c 

57000 

50000 

50000 

3000 

2000 

5000 

1500 

 168500  168500 

Land and building were sold for Rs 40000 and stock and debtors realized Rs30000 and Rs 42000 

respectively. Goodwill was sold for Rs600. The expenses on realization came to Rs1200. Z is 

insolvent and a dividend of 50 paise in the rupee is received from his estate. Prepare necessary 

accounts to close the books of the firm applying the ruling in Garner Vs Murray.  

 

2. X, Y, and Z are partners sharing profits and losses in the ratio of 4: 2: 3. On 1
st
 January 2000, 

they agreed to dissolve the partnership; their balance sheet was as follows: 

Liabilities Amount Assets Amount 

Profit and loss 

Reserve fund 

Bills payable 

Sundry creditors 

Loan from X 

Capital accounts: 

            Z 

            Y 

            X 

4500 

12600 

4100 

9000 

4000 

 

3000 

46000 

68000 

Buildings 

Machinery 

Furniture 

Stock’ 

Debtors 

Investments 

Bills receivable 

Cash at bank 

Cash in hand 

45000 

15000 

3700 

19400 

31000 

24000 

5600 

6500 

1000 

 151200  151200 

The assets realized: Investments Rs20400; Bills receivable and debtors Rs28200; stock Rs14550; 

furniture Rs 2050; Machinery Rs 8600; Buildings Rs26400. all the liabilities were paid off. The 
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cost of realization was Rs600, Z had become bankrupt and Rs 1024 only was recovered from his 

estate once and for all. Partners were finally paid off. Show realization account, the bank 

account, and the capital accounts of the partners when the capitals are not fixed. 

INSOLVENCY OF ALL PARTNERS 

1. X, Y and Z were partners. Their balance sheet stood as under on the date when the firm was 

dissolved: 

Liabilities Amount Assets Amount 

Sundry creditors 

X’s capital a/c 

Z’s capital a/c 

60000 

22000 

10000 

Sundry assets 

Profit and loss a/c 

Y’s capital account 

55000 

12000 

25000 

 92000  92000 

The assets realized Rs 40000. The expenses of realization amounted to Rs 1000. The position of 

the partners was as follows:    

                 Private estate      Private liabilities 

X       18000      20000 

Y      12000      21000 

Z      12000      10000 

 Prepare the necessary ledger accounts to close the books of the firm. 

 

2. Anu, Banu and Chitra are in partnership sharing profits and losses 3/6, 2/6 and 1/6 

respectively. Their balance sheet on that date of dissolution was as follows: 

 

Liabilities Rs Assets Rs 

Capitals: 

Anu  

Banu 

Anu’s Loan 

Creditors 

30,400 

22,400 

5,500 

77,000 

 14,400 

61,120 

36,880 

19,720 

3,180 

 1,35,300  1,35,300 

The assets realized as follows: 

Stock Rs. 27680; machinery Rs. 10300 and debtors Rs. 58400. 

The creditors were paid less discount amount amounting to Rs. 500. Anu and Banu are solvent 

but Chitra is insolvent and she is unable to bring in anything. The expenses of dissolution were 

Rs. 1040. Prepare necessary accounts to close the books of the firm, assuming: 

(i) Partner’s capitals are fixed; (ii) Garner Vs Murray is followed. 
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UNIT V 

 

PIECEMEAL DISTRIBUTION 

 

It was assumed that all the assets were realised on the date of dissolution and accounts 

settled on the same date. However the process of realizing the assets takes a long time and cash 

is distributed as and when it is realized. Such a process of gradual distribution of money is 

known as “Piecemeal Distribution”. The following are the key methods for distribution of cash 

under piecemeal distribution: 

 

Proportionate Capital Method: If the capitals of the partners are in the ratio of their profit 

sharing arrangement, then each of them is paid out according to his capital ratio at each 

distribution.  

If the capitals of the partners are not in the profit sharing ratio then the first cash available 

(after making payment of outside liabilities and loans due to the partners) for distribution 

amongst the partners should be paid to those partners whose capitals are more than their profit 

sharing ratio so as to bring their capitals to their profit sharing levels.  

After this the cash available is distributed amongst all partners according to their profit 

sharing ratio. The unpaid balance of capital accounts will represent loss on realisation and this 

loss will be exactly in their profit sharing ratio. 

 

Maximum Loss Method: An alternative method of piecemeal distribution amongst partner is to 

calculate the maximum possible loss on every realisation after the outside liabilities and the 

partners loan has been paid.  

The amount available for distribution amongst partners is compared with the total amount 

of capital payable to the partners and the maximum loss is ascertained on the assumption that in 

future assets will not realize any amount.  

The maximum possible loss so ascertained is deducted from the capital balances of the 

partners in their profit and loss sharing ratio and the balance left in the capital account after 

deducting the maximum possible loss will be the amount payable to the partner. If a partner’s 

share of maximum possible loss is more than the amount standing to the credit of his capital 

account, he should be treated as insolvent and his deficiency should be debited to the capital 

accounts of the solvent partners in the proportion of their capitals which stood on the dissolution 

date as stated under the Garner V/s. Murray Rule.  

The amount standing to the credit of the partners after debiting their share of maximum 

loss and their share of insolvent partners deficiency will be equal to the cash available for the 

distribution amongst the partners. This process of maximum possible loss is repeated on each 

realisation till all the assets are disposed. 

 

 

 

 


