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Name: _________________________________


Index No.: ________

Class: Sec ___________

Partnership (Part II)

· Admission of new Partner & Goodwill

A new partner can be admitted to an existing sole-proprietorship or partnership business. Existing sole-proprietorship or partnership businesses may admit new partner due to the following reasons:

· To tap on the expertise or experience of new partner;

· To expand the existing business with new capital contributed from new partner

However, when a new partner is admitted to an existing business, there are 2 important factors to be considered, namely:

· Goodwill

· Revaluation of assets & liabilities of the existing business

When a firm exists in the industry for some time, it would build up its reputation for its efficiency, good customer service, top product quality at competitive prices, and other attributing factors. This good reputation is known as goodwill. 

When a new partner is admitted to the existing business, he will enjoy all the benefits of the business just like the existing partners. Hence, it is only fair that he pays a sum of money for his share of business profits & assets.

· Goodwill

It is essential to value goodwill of a business when any of the following events takes place:

· A business is bought;

· A new partner is introduced into the existing business;

· Two businesses merge (join as one)

· The profit-sharing ratio of the partners change

Example 01A: (Case of a Sole-Trader)

On 31 Dec 2001, Chan Trading’s assets consisted of the following:




   S$

Premise


25,000

Office equipment
10,000

Stock


  6,000

Trade Debtors

  5,500




---------

Net Assets

46,500




=====

Upon admission of a new partner, and in anticipation of the higher than average profit that the new partner would enjoy, Chan has increased his net assets to S$55,000 to reflect the extra earning potential. Find out the value of goodwill.


Recording Goodwill

Goodwill is treated as fixed asset and is debited for the value paid for it. In addition, Goodwill is credited to the Capital Account together with other fixed assets.

Dr
Goodwill Account

Cr
Capital Account

· Writing off Goodwill

Depreciation is introduced to write down the value of fixed assets based on the principle of conservatism. Similarly, the value of goodwill will be written off by spreading it over a number of years, this loss is charged to the Profit & Loss Account.

Example 01B:

If Chan Trading decides to write off goodwill over a period of 5 years using Straight-line Method, calculate the depreciation charges for the first year.


Journal Entries for writing off Goodwill:

Dr 
Profit & Loss Account

Cr
Goodwill Account

Hence, in Example 01B, the journal entries for writing off goodwill are as follows:

Dr 
Profit & Loss Account
S$1,700

Cr
Goodwill Account
S$1,700

	Dr
	Goodwill Account
	Cr

	
	
	
	2001
	
	S$

	
	
	
	Dec 31
	Profit & Loss A/C
	1,700

	
	
	
	
	
	


	Dr
	Profit & Loss Account for the year ended 31 Dec 2001
	Cr

	
	
	S$
	
	
	

	Goodwill written off
	1,700
	
	
	

	
	
	
	
	
	


	Dr
	Balance Sheet as at 31 Dec 2001
	Cr

	
	
	S$
	
	
	

	Intangible Asset
	
	
	
	

	Goodwill
	8,500
	
	
	

	Less: Amount written off
	1,700
	
	
	

	
	6,800
	
	
	

	
	
	
	
	


Example 02A: (Case of a Partnership)

Tom Cruise, and Brad Pitt formed a partnership called “Tom & Brad Trading Co.”. In the their partnership agreement, it is stated that each partner will contribute a capital of S$20,000. As the partnership business has made profits over the past years, Leonardo Dicaprio is tempted to join the partnership business by contributing S$15,000 as capital. In addition, Leonardo has offered to pay a premium of S$5,000 to join the partnership business.

If Tom and Brad have agreed to share the premium equally, & retain the premium for business use., the journal entries will be as follows:

Journal Entries:

Dr
Cash at Bank Account

S$5,000

Cr
Capital Account: Tom Cruise
S$2,500




: Brad Pitt
S$2,500


Example 02B:

If Tom & Brad agree to give Leonardo (the new partner) ¼ share of the profits & losses, calculate the ratio for sharing the profits & losses. (Assuming that Tom & Brad share the profits & losses equally)

	Tom Cruise
	
	Brad Pitt
	
	Leonardo Dicaprio

	3
	:
	3
	:
	2


· Revaluation of assets & liabilities of the existing business (Admission of new partner)

Before admitting a new partner, it is sometimes necessary to revalue the assets of an existing business.

Example 02C:

Before admitting Leonardo Dicaprio, the Balance Sheet of “Tom & Brad Trading Co.” as at 31 Dec 2002 stands as follows:

	Dr
	Balance Sheet as at 31 Dec 2001
	Cr

	
	
	S$
	
	
	S$

	Premises
	20,000
	Capital: Tom Cruise
	20,000

	Office Equipment
	8,000
	          : Brad Pitt
	20,000

	Closing Stock
	3,000
	Trade Creditors
	3,000

	Trade Debtors
	2,500
	
	

	Cash at Bank
	8,000
	
	

	Cash in hand
	1,500
	
	

	
	43,000
	
	43,000

	
	
	
	


Additional information:

The following assets are revalued:

(a) Premises

S$25,000

(b) Office Equipment
S$  6,000

Prepare an adjusted Balance Sheet as at 31 Dec 2002 to show the revaluation of assets before admitting the new partner, Leonardo Dicaprio.

Journal Entries:

Dr
Premises Account

S$5,000 (S$25,000 – S$20,000)

Cr
Revaluation Account

S$5,000

Dr
Revaluation Account

S$2,000 (S$8,000 – S$6,000)

Cr
Office Equipment Account
S$2,000

	Dr
	Revaluation Account
	Cr

	
	
	S$
	
	
	S$

	Assets reduced in value:
	
	Assets increased in value:
	

	Office Equipment
	2,000
	Premises
	5,000

	Profit on Revaluation
	3,000
	
	

	
	5,000
	
	5,000

	Capital: Tom Cruise
	1,500
	Profit on Revaluation
	3,000

	          : Brad Pitt
	1,500
	
	

	
	3,000
	
	3,000

	
	
	
	


	Dr
	Balance Sheet as at 31 Dec 2001
	Cr

	
	
	S$
	
	
	S$

	Premises
	25,000
	Capital: Tom Cruise
	21,500

	Office Equipment
	6,000
	          : Brad Pitt
	21,500

	Closing Stock
	3,000
	Trade Creditors
	3,000

	Trade Debtors
	2,500
	
	

	Cash at Bank
	8,000
	
	

	Cash in hand
	1,500
	
	

	
	46,000
	
	46,000

	
	
	
	


· Readjustment of Partners’ Capitals

Capital contribution of existing partners may be adjusted when new partner admits into the partnership business.

Example 03:

Cathy & Alice formed a partnership business called “Cathy & Alice Trading”. Both Cathy & Alice have contributed S$10,000 each as capital. After operating the business for 2 years, Irene proposes to join the partnership business on 01 Jan 2003 based on the following terms:

(a) To bring in S$8,000 as capital in addition of S$2,000 as premium for her share of the goodwill (premium will be retained by the existing partners for business use);

(b) Cathy, Alice & Irene will share the profits & losses in the ratio of 3:3:2;

(c) Cash will be introduced by or repaid to Cathy & Alice so that their capitals are in proportion to the ratio, the partners share the profits;

(d) She will receive ¼ of the profits & losses.

Show the adjusted Capital Accounts of Cathy and Alice when admitting Irene as a new partner.


	Dr
	Capital Account - Cathy
	Cr

	2003
	
	S$
	2003
	
	S$

	Jan 01
	Balance c/d
	12,000
	Jan 01
	Balance b/d
	10,000

	
	
	
	
	Premium
	1,000

	
	
	
	
	Bank*
	1,000

	
	
	12,000
	
	
	12,000

	
	
	
	Jan 01
	Balance b/d
	12,000

	
	
	
	
	
	


	Dr
	Capital Account - Alice
	Cr

	2003
	
	S$
	2003
	
	S$

	Jan 01
	Balance c/d
	12,000
	Jan 01
	Balance b/d
	10,000

	
	
	
	
	Premium
	1,000

	
	
	
	
	Bank*
	1,000

	
	
	12,000
	
	
	12,000

	
	
	
	Jan 01
	Balance b/d
	12,000

	
	
	
	
	
	


* Additional cash to be introduced for adjusted capital

· Amalgamation of Businesses

Especially during economic crisis, sole-trader may consider to merge with another sole-trader to survive in the business world. Of course, if a sole-trader does not wish to merge with another sole-trader, and business prospect continues to worsen, he will have to close down his business to avoid deeper losses.

Before a merger, the owner of each business needs to:

· Consider the value of goodwill (if any);

· Revalue his assets;

· Disclose all liabilities

Example 04:

Considering the current pessimistic economic situation, Jason (Owner of “Jason Trading”) & Brendan (Owner of “Brendan Trading”) have decided to merge to survive in the business. The following Balance Sheets are extracted as follows:

	Dr
	Jason Trading

Balance Sheet as at 31 Dec 2001
	Cr

	
	
	S$
	
	
	S$

	Premises
	10,000
	Capital
	25,000

	Office Equipment
	5,000
	Trade Creditors
	3,000

	Closing Stock
	3,000
	
	

	Trade Debtors
	2,500
	
	

	Cash at Bank
	6,000
	
	

	Cash in hand
	1,500
	
	

	
	28,000
	
	28,000

	
	
	
	


The following adjustments have to be made before amalgamation:

1. To revalue Premises at S$12,000;

2. To make a provision for bad debts at 5%;

	Dr
	Brendan Trading

Balance Sheet as at 31 Dec 2001
	Cr

	
	
	S$
	
	
	S$

	Motor Vehicles
	10,000
	Capital
	26,000

	Office Equipment
	4,000
	Trade Creditors
	3,000

	Closing Stock
	2,000
	
	

	Trade Debtors
	3,500
	
	

	Cash at Bank
	8,000
	
	

	Cash in hand
	1,500
	
	

	
	29,000
	
	29,000

	
	
	
	


The following adjustments have to be made before amalgamation:

1. To be credited with goodwill S$1,000;

2. To revalue Motor Vehicles at S$8,500;

Prepare a combined Balance Sheet showing the financial position of the new partnership as at 31 Dec 2001.

Solution (Example 04)

Journal Entries:

Dr
Premises Account

S$2,000

Cr
Capital



S$2,000

Dr
Capital Account


S$125

Cr
Provision for Bad Debts

S$125

	Dr
	Jason Trading

Redrafted Balance Sheet as at 31 Dec 2001
	Cr

	
	
	S$
	
	
	S$

	Premises
	12,000
	Capital
	26,875

	Office Equipment
	5,000
	Trade Creditors
	3,000

	Closing Stock
	3,000
	
	

	Trade Debtors
	2,375
	
	

	Cash at Bank
	6,000
	
	

	Cash in hand
	1,500
	
	

	
	29,875
	
	29,875

	
	
	
	


Journal Entries:

Dr
Goodwill Account

S$1,000

Cr
Capital
Account


S$1,000

Dr
Capital
Account


S$1,500

Cr
Motor Vehicles Account

S$1,500

	Dr
	Brendan Trading

Balance Sheet as at 31 Dec 2001
	Cr

	
	
	S$
	
	
	S$

	Motor Vehicles
	8,500
	Capital
	25,500

	Office Equipment
	4,000
	Trade Creditors
	3,000

	Closing Stock
	2,000
	
	

	Goodwill
	1,000
	
	

	Trade Debtors
	3,500
	
	

	Cash at Bank
	8,000
	
	

	Cash in hand
	1,500
	
	

	
	28,500
	
	28,500

	
	
	
	


	Dr
	Jason & Brendan

Balance Sheet as at 31 Dec 2001
	Cr

	
	S$
	S$
	
	S$
	S$

	Fixed Assets
	
	
	
	

	Motor Vehicles
	8,500
	
	Capital: Jason
	26,875
	

	Office Equipment
	9,000
	
	          : Brendan
	25,500
	

	Premises
	12,000
	
	
	
	52,375

	
	
	29,500
	
	
	

	Intangible Asset
	
	
	Current Liability
	
	

	Goodwill
	
	1,000
	Trade Creditors
	
	6,000

	
	
	
	
	
	

	Current Assets
	
	
	
	
	

	Closing Stock
	5,000
	
	
	
	

	Trade Debtors
	5,875
	
	
	
	

	Cash at Bank
	14,000
	
	
	
	

	Cash in hand
	3,000
	
	
	
	

	
	
	27,875
	
	
	

	
	
	58,375
	
	
	58,375

	
	
	
	












































































































































Solution:





Total Capital 	= S$8,000 x 4 = S$32,000





Irene’s Capital	= S$8,000 (¼ x S$32,000)





			     3


Cathy’s Capital (New)	=  -- x S$32,000 = S$12,000


			     8





			     3


Alice’s Capital (New)	=  -- x S$32,000 = S$12,000


			     8














Note:


Revaluation Account will be opened to record the revaluated assets.





However, if Tom and Brad have decided not to retain the premium, the journal entries will be as follows:





Dr	Capital Account: Tom Cruise	S$2,500


			: Brad Pitt	S$2,500


Cr	Cash at Bank Account		S$5,000





Solution:





Depreciation (1st Year) 	= S$8,500 ( 5 years


			= S$1,700





Solution:





Value of goodwill 	= S$55,000 – S$46,500


			= S$8,500






















































































