
Chapter 23: Accounting for Partnerships: Chapter Overview 
 

Accounting for Partnerships: Chapter Objectives 

 

Learning Objectives 

 

After studying Chapter 23, in addition to defining key terms, you will be able to: 

 

 LO1 Journalize entries to record investments by partners. 

 LO2 Journalize entries to record withdrawals by partners. 

 LO3 Prepare a distribution of net income statement for a partnership. 

 LO4 Prepare an owners' equity statement for a partnership. 

 LO5 Calculate and record a gain on realization. 

 LO6 Calculate and record a loss on realization. 

 LO7 Journalize entries to liquidate a partnership. 

 

Accounting for Partnerships: Accounting in the Real World 

 

  

Accounting for Partnerships: Accounting in the Real World 

 

Subway 

 

More than 35,000 restaurants in 98 countries, easy-to-remember advertising slogans, and one of the fastest growing 

food chains in the world—that's Subway! But what else is there to know about Subway? 

 

The first Subway shop was opened in 1965 by Fred DeLuca, a 17-year-old, recent high-school graduate. Fred had hopes 

of becoming a medical doctor but needed to earn money to pay for college. A family friend and doctor, Peter Buck, 

encouraged Fred to open a submarine sandwich shop. In addition, Dr. Buck handed Fred a $1,000 check and offered to 

become his partner. The first two shops were not successful, but the two partners continued to expand. In 1974, they 

decided to allow others to participate in the expansion of the company through franchising. 

 

A franchise is a right granted to an individual or business to sell the products or services of another, larger business 

within a defined geographic area. The company granting the franchise is called the franchisor, and the holder of the 

franchise is called the franchisee. Franchisees typically receive support services from the franchisor, gain the advantage 

of national advertising, and receive rights to the use of the franchisor's trademarks. 

 

Subway is a franchise company, which means that many local shops are owned by franchisees. To become a Subway 

franchisee, you must pay $15,000 up front, plus the cost of obtaining and preparing a shop. As a franchisee, you are able 

to take advantage of Subway's training programs and support, use its trademarks, and take advantage of nationwide 

purchase programs. Currently, a franchise pays 12.5% of weekly sales to Subway, which covers franchise royalties and 

advertising. The franchisee keeps any additional profit. A franchise is one way to own your own business while sharing in 

benefits that only large corporations can offer. 

 

As with many franchise opportunities, Subway franchises are available to partners. Owning a franchise with a partner 

allows you to enter into business ownership with a smaller capital investment. It also allows you to benefit from the 

expertise of your partner(s). 

 



Critical Thinking 

 

1. If you were going to start a business with someone else, how would you choose your partner? 

2. Search the Internet for a franchise that is for sale. Write a report including the name of the franchise, the 

amount of investment required, the amount and kind of ongoing fees that must be paid, and what services are 

provided for these fees. 

 

 Accounting for Partnerships: Key Terms 

 

 partnership 

 partner 

 partnership agreement 

 distribution of net income statement 

 owners' equity statement 

 liquidation of a partnership 

 realization
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Lesson 23-1: Forming a Partnership 

 

 LO1 Journalize entries to record investments by partners. 

 LO2 Journalize entries to record withdrawals by partners. 

 

Partnerships 

 

Delgado Web Services, the business described in Part 1, is a proprietorship, a small business owned by one person. 

ThreeGreen Products, Inc., and Sun Treasures, Inc., the businesses described in Parts 2 and 3, are organized as 

corporations. Businesses that require the skills and capital of more than one person, but that do not wish to be 

organized as a corporation, may choose another form of business. A business in which two or more persons combine 

their assets and skills is called a partnership . Each member of a partnership is called a partner . As in other forms of 

ownership, reports and financial records of the business are kept separate from the personal records of the partners. 

[CONCEPT: Business Entity] Each form of ownership has its advantages and disadvantages. Some of these are listed 

below. 

Form    Advantages     Disadvantages 

Sole Proprietorship  Ease of formation   Unlimited liability 

       Retention of all profits   Less capital available 

       Total control    Limited vision and skills 

       Simple tax structure   Terminates with life of owner 

 

Partnership   Ease of formation 

      More capital available   Unlimited liability 

       Share work; each partner can operate in their area of expertise 

       Simple tax structure   Liable for partner's actions     

            Must share profits 

            Hard to dissolve 

            Terminates with life of one partner 

 

Corporation   Limited liability    Harder/more expensive to form 

       Ease of transfer of ownership  Less control 

       Unlimited life of the organization; does not terminate with death of investor 



Double taxation 

            More government regulations 

 

Partnership Agreements 

 

A written agreement setting forth the conditions under which a partnership is to operate is called a partnership 

agreement . Legally, a partnership agreement may be either written or oral. However, a written agreement may limit 

misunderstandings in the future; therefore, a partnership agreement should be in writing. It should include the name of 

the business and the partners, the investments of each partner, the duties and responsibilities of each partner, how 

profits and losses are to be divided, what happens if a partner dies, how the partnership is to be dissolved, and the 

duration of the agreement. 



  
 

Initial Investments by Owners LO1 

 

  



 
Must-Have Gadgets' partnership agreement calls for Sarah Hatcher to contribute cash and for Parker O'Reilly to 

contribute cash and office equipment to the new partnership. A separate journal entry is made for each partner's initial 

investment. 

 

  
January 1. Received cash from partner, Sarah Hatcher, as an initial investment, $20,000.00. Receipt No. 1. 

 

The asset account, Cash, increases by a debit, $20,000.00. The owner's capital account, Sarah Hatcher, Capital, increases 

by a credit, $20,000.00. 

 

January 1. Received cash, $17,000.00, and office equipment valued at $3,000.00, from partner, Parker O'Reilly, as an 

initial investment. Receipt No. 2. 

      

A partnership can consist of two or more partners. 

Partnerships are usually thought of as having only a 

few partners, but a partnership could have hundreds of 

partners. 

 

  

The asset account, Cash, increases by a debit, 

$17,000.00. The asset account, Office Equipment, 

increases by a debit, $3,000.00. The owner's capital 

account, Parker O'Reilly, Capital, increases by a credit, 

$20,000.00. 

 

Journalizing Receipt of Partners' Initial Investment 

1 Credit Sarah Hatcher, Capital for the amount invested, $20,000.00. 

2 Debit Cash for the same amount. 



3 Debit Office Equipment for its value, $3,000.00. 

4 Credit Parker O'Reilly, Capital for the total amount invested, $20,000.00. 

5 Debit Cash for the amount invested, $17,000.00. 

 

Withdrawal of Cash by Partner LO2 

 

 
During a fiscal period, partners may take assets out of the partnership in anticipation of the net income for the period. 

As in a proprietorship, assets taken out of a business for the personal use of an owner are known as withdrawals. The 

three types of assets generally taken out of a merchandising business are cash, supplies, and merchandise. The 

partnership agreement may limit the amount of assets that may be withdrawn. 

 

  
While income increases the capital in the business, withdrawals reduce the amount of capital. The account titles of the 

partners' drawing accounts are Sarah Hatcher, Drawing and Parker O'Reilly, Drawing. Since capital accounts have credit 

balances, partners' drawing accounts have normal debit balances. Therefore, the drawing accounts increase by a debit 

and decrease by a credit, as shown in the T accounts. 

 

January 15. Parker O'Reilly, partner, withdrew cash for personal use, $750.00. Check No. 12. 

 

The owner's drawing account, Parker O'Reilly, Drawing, has a normal debit balance because withdrawals decrease 

owner's equity. Therefore, increases in withdrawals are recorded by a debit, $750.00. The asset account, Cash, 

decreases by a credit, $750.00.  

Journalizing Withdrawals of Cash by Partners 

1 Debit Parker O'Reilly, Drawing for the amount withdrawn, $750.00. 

2 Credit Cash for the same amount. 

 

Withdrawal of Supplies by Partner 

 



 

 
A partner usually withdraws cash for personal use. However, a partner may also withdraw supplies for personal use. This 

withdrawal increases the account balance of Sarah Hatcher, Drawing and decreases the Supplies account balance. 

 

January 15. Sarah Hatcher, partner, withdrew supplies for personal use, $450.00. Memorandum No. 1. 

 

Sarah Hatcher's drawing account increases by a debit of $450.00. The asset account, Supplies, decreases by a credit of 

$450.00. This transaction is recorded in the general journal. 

 
Journalizing Withdrawals of Merchandise by Partners 

 

1 Debit Sarah Hatcher, Drawing for $450.00. 

 

2 Credit Supplies for the same amount. 

 

End of Lesson Review 

 

 LO1 Journalize entries to record investments by partners. 

 LO2 Journalize entries to record withdrawals by partners. 

 

Terms Review 

 partnership 

 partner 

 partnership agreement 

 

Audit Your Understanding 

 

1. List at least three items that should be included in a partnership agreement. 



2. Which accounts are debited and credited when a partner withdraws supplies from the partnership? 

 

Work Together 23-1 

 

Journalizing partners' investments and withdrawals 

 

Cash receipts, cash payments, and general journals are given in the Working Papers. Your instructor will guide you 

through the following examples. 

 

Journalize the following transactions completed by Carpet World during April of the current year: 

 

    Transactions: 

 

    Apr. 1. Received cash of $15,000.00 and supplies valued at $4,000.00 from partner, Sofie Pavlov, as an initial 

investment. Receipt No. 1. 

 

    1. Received cash from partner, Noah Mancini, as an initial investment, $22,000.00. Receipt No. 2. 

 

    30. Sofie Pavlov, partner, withdrew cash for personal use, $1,000.00. Check No. 18. 

 

    30. Noah Mancini, partner, withdrew supplies for personal use, $1,200.00. Memorandum No. 6. 

 

On Your Own 23-1 

 

Journalizing partners' investments and withdrawals 

 

Cash receipts, cash payments, and general journals are given in the Working Papers. Work this problem independently. 

 

Journalize the following transactions completed by Ballo Brothers during October of the current year: 

 

    Transactions: 

 

    Oct. 1. Received cash of $30,000.00 and equipment valued at $10,000.00 from partner, Abdalla Ballo, as an initial 

investment. Receipt No. 1. 

 

    1. Received cash from partner, Rashad Ballo, as an initial investment, $36,000.00 Receipt No. 2. 

 

    30. Abdalla Ballo, partner, withdrew cash for personal use, $1,500.00. Check No. 47. 

 

    30. Rashad Ballo, partner, withdrew supplies for personal use, $1,900.00. Memorandum No. 8. 

 

Chapter 23: Accounting for Partnerships: Ethics in Action: Can You Share Client Names?  

 

Ethics in Action: Can You Share Client Names?   

  

Instructions 

  



After working six years with a national public accounting firm, Raymond Steele decided to venture out on his own. 

Raymond's new firm, Steele Consulting, specializes in helping companies that are facing severe financial difficulties. 

When delivering proposals to potential clients, Raymond proudly lists the names of his current clients. 

 

The Code of Professional Conduct for the American Institute of Certified Public Accountants “prohibits a member in 

public practice from disclosing confidential information without the client's consent.” Raymond is aware of this rule but 

believes he is not violating it. 

Instructions 

 

Access the AICPA Code of Professional Conduct. Determine if Raymond's actions violate the confidentiality rule. (Hint: 

Remember that the Code includes rules, interpretations, and ethics rulings.) 

 

Chapter 23: Accounting for Partnerships: Why Accounting?: Can Advertising Attract Tourists?  

 

Why Accounting?: Can Advertising Attract Tourists?   

 

Advertising seems to be everywhere—on television, on your computer screen, enclosed with bills, on the inside and 

outside of public busses, and even in public bathrooms. Every year, we hear how much sponsors pay for a 30-second 

advertisement during the Super Bowl. There are even awards given for the best advertisements each year. But how do 

we know if the money spent on advertising is effective? 

 

Many states have an office of tourism which, in the past, spent millions of dollars each year to attract tourists. 

Unfortunately, advertising is often the first cost to be cut from an unbalanced state budget. The USA Today Travel 

section reported that many states are decreasing the amount of money they budget for tourism. The state of 

Washington closed its tourism office completely, having to choose between public education and paying for glossy 

marketing campaigns. 

 

 With reduced budgets for tourism, many states are becoming more selective in where and how they advertise. Many 

are eliminating national television spots, focusing on target markets and lower-cost computer advertisements. Some 

tourism experts feel these cuts are shortsighted and will cost states more in lost tourism than was saved by the budget 

cuts. 

 

Critical Thinking 

 

1. List two methods that a state tourism office could use to determine if advertising dollars were effective in 

bringing in tourists. 

2. Use the Internet to research a state department of tourism. Find one fact published by that office relating to the 

amount budgeted for tourism, the amount of revenue generated from tourism dollars, or what means are used 

to attract tourism to the state. 

 

Sources: “States Cut Back on Efforts to Draw Tourists,” www.travel.usatoday.com , August 1, 2011; William Yardly, “A 

Tourism Office Falls Victim to Hard Times,” The New York Times, July 11, 2011. 

 

Chapter 23: Accounting for Partnerships: Lesson 23-2: Distribution of Net Income and 

Owners' Equity Statements 
 

Lesson 23-2: Distribution of Net Income and Owners' Equity Statements   

  



 LO3 Prepare a distribution of net income statement for a partnership. 

 LO4 Prepare an owners' equity statement for a partnership. 

 

Distribution of Net Income Statement LO3 

 

  

 
 

A partnership's net income or net loss may be divided in any way agreed upon by the partners in their partnership 

agreement. Sarah Hatcher and Parker O'Reilly, partners in Must-Have Gadgets, agreed to share net income or net loss 

equally. 

 

A partnership's distribution of net income or net loss is usually shown on a separate financial statement. A partnership 

financial statement showing net income or loss distribution to partners is called a distribution of net income statement . 

 

The income statement for a partnership is prepared in the same way as an income statement for a proprietorship, 

described in Chapter 7. Must-Have Gadgets' income statement shows a net income of $15,725.00 for the month ended 

January 31. This net income is used to prepare the distribution of net income statement. 

 

Preparing a Distribution of Net Income Statement 

 

1 Write the heading of the distribution of net income statement on three lines. 

 

2 Write one partner's name, Sarah Hatcher, on the first line at the extreme left. 

 

3 Indent about one centimeter on the next line, and write Sarah Hatcher's share of net income as a percentage, 50.0% of 

Net Income. Write Ms. Hatcher's share of net income, $7,862.50 (50.0% × $15,725.00), in the amount column on the 

same line. 

 

4 Write the other partner's name, Parker O'Reilly, on the next line. 

 

5 Indent about one centimeter on the next line, and write Parker O'Reilly's share of net income as a percentage, 50.0% 

of Net Income. Write Mr. O'Reilly's share of net income, $7,862.50 (50.0% × $15,725.00), in the amount column on the 

same line. 

 

6 Write Net Income on the next line at the extreme left of the wide column. 

 



7 Add the distribution of net income and write the total amount, $15,725.00, in the amount column. Verify accuracy by 

comparing the total amount, $15,725.00, with the net income reported on the income statement, $15,725.00. The two 

amounts must be the same. 

 

8 Rule double lines across the amount column to show that the distribution of net income statement has been verified 

as correct. 

 

Distribution of Net Income Statement with Unequal Distribution 

 

  

 
Regardless of how earnings are shared, the steps in preparing a distribution of net income statement are the same. The 

only difference is the description of how the earnings are to be shared by the partners. 

 

Ling Wang and Lucas Fornier are partners in a business. Because Ms. Wang spends more time in the business than Mr. 

Fornier, the partners agree to share net income or loss unequally. Ms. Wang gets 70.0% of net income or loss. Mr. 

Fornier gets 30.0% of net income or loss. With a net income of $67,500.00, Ms. Wang receives 70.0%, or $47,250.00. Mr. 

Fornier receives 30.0%, or $20,250.00. 
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Partners' Capital and Drawing Accounts 

 

  



 
The amount of net income earned is important to business owners. Owners are also interested in changes that occur in 

owners' equity during a fiscal period. A financial statement that summarizes the changes in owners' equity during a fiscal 

period is called an owners' equity statement . Business owners can review an owners' equity statement to determine if 

owners' equity is increasing or decreasing and what is causing the change.  

Three factors can change owners' equity: 

 

1. Additional investments. 

2. Withdrawals. 

3. Net income or net loss. 

 

An owners' equity statement shows information about changes in each partner's capital during a fiscal period. 

Information needed to prepare an owners' equity statement is obtained from the distribution of net income statement, 



shown on page 728, and the general ledger capital and drawing accounts shown above. The distribution of net income 

statement shows each partner's share of net income or net loss. Three kinds of information are obtained from each 

partner's capital and drawing account: 

 

1. Beginning capital amount. 

2. Any additional investments made during the fiscal period. 

3. Each partner's withdrawal of assets during the fiscal period. 

 

Owners' Equity Statement LO4 

 

 
Neither Sarah Hatcher nor Parker O'Reilly invested any additional capital during the month ended January 31 after the 

initial investments on January 1. Both partners withdrew either cash or supplies during the month. Some businesses 

include the owners' equity statement information as part of the balance sheet. An example of this method of reporting 

changes in owner's equity is shown in Chapter 7. 

 

Preparing an Owners' Equity Statement 

1 Write the heading of the owners' equity statement on three lines. 

2 Write the name Sarah Hatcher on the first line at the extreme left. 

3 Calculate the net increase in capital and ending capital amount for Sarah Hatcher. 

a. Indent about one centimeter on the next line, and write Capital, January 1, 20--. Write the amount $20,000.00 in the 

second amount column. (This amount is obtained from the capital account.) 

b. Indent about one centimeter on the next line, and write Share of Net Income. Write the amount $7,862.50 in the first 

amount column. (This amount is obtained from the distribution of net income statement.) 

c. Indent about one centimeter on the next line, and write Less Withdrawals. Write the amount $450.00 in the first 

amount column. (This amount is obtained from the drawing account.) 

d. Indent about one centimeter on the next line, and write Net Increase in Capital. Write the amount $7,412.50 in the 

second amount column. ($7,862.50 – $450.00 = $7,412.50) 

 



e. Indent about one centimeter on the next line, and write Capital, January 31, 20--. Write the amount $27,412.50 in the 

third amount column. ($20,000.00 + $7,412.50 = $27,412.50) 

4 Write the name Parker O'Reilly on the next line at the extreme left of the wide column. 

5 Calculate the net increase in capital and ending capital amount for Parker O'Reilly. Follow Step 3. 

6 Write Total Owners' Equity, January 31, 20-- on the next line at the extreme left of the wide column. Write the amount 

$54,525.00 in the third amount column. 

 

7 Rule double lines across the three amount columns to show that the totals have been verified as correct. 

 

Owners' Equity Statement with an Additional Investment and a Net Loss 

  

 
On December 31, the capital accounts of Markus Jensen and Emma Johansen showed additional investments of 

$9,600.00 each. Also, the income statement for their company, J & J Tree Service, showed a net loss of $4,544.00. The 

partners agreed to share net income or net loss equally. The owners' equity statement above shows the net loss as a 

deduction from the owners' capital. 

 

Balance Sheet for a Partnership 

 



 
The Asset and Liability sections of a balance sheet for a partnership are prepared in the same way as the Asset and 

Liability sections of a balance sheet for a proprietorship. The only section that is different is the Equity section. The 

Equity section lists the capital account for each partner. The balances of these two accounts are added together and 

listed as Total Owners' Equity. Total Liabilities and Total Owners' Equity are added together to determine Total Liabilities 

and Owners' Equity. 

 

End of Lesson Review 

 

 LO3 Prepare a distribution of net income statement for a partnership. 

 LO4 Prepare an owners' equity statement for a partnership. 

Terms Review 

 

 distribution of net income statement 

 owners' equity statement 

 

Audit Your Understanding 

 

1. What information used to prepare an owners' equity statement is obtained from the distribution of net income 

statement? 

2. What information used to prepare an owners' equity statement is obtained from the partners' capital and 

drawing accounts? 

3. What is the procedure for calculating an owner's end-of-year capital when the partnership earned a net income 

for the year? 

 

Work Together 23-2 

 

Preparing distribution of net income and owners' equity statements 

 

Carpet World is a partnership owned by Sofie Pavlov and Noah Mancini. Information from Carpet World's general ledger 

and income statement is given below. Forms for completing this problem are given in the Working Papers. Your 

instructor will guide you through the following examples. 

 



Net income for the month ended April 30  $32,600.00 

Sofie Pavlov, Capital April 1 balance  19,000.00 

Noah Mancini, Capital April 1 balance  22,000.00 

Sofie Pavlov, Drawing April 30 balance  1,000.00 

Noah Mancini, Drawing April 30 balance  1,200.00 

 

 

1. Prepare a distribution of net income statement for Carpet World. Net income or loss is to be shared equally. 

2. Using the balances of the general ledger capital and drawing accounts, prepare an owners' equity statement for 

Carpet World. No additional investments were made. 

 

On Your Own 23-2 

 

Preparing distribution of net income and owners' equity statements 

 

Ballo Brothers is a partnership owned by Abdalla Ballo and Rashad Ballo. Information from Ballo Brothers' general ledger 

and income statement is given below. Forms for completing this problem are given in the Working Papers. Work this 

problem independently. 

 

Net income for the month ended October 31  $62,500.00 

Abdalla Ballo, Capital October 1 balance  40,000.00 

Rashad Ballo, Capital October 1 balance  36,000.00 

Abdalla Ballo, Drawing October 31 balance  1,500.00 

Rashad Ballo, Drawing October 31 balance  1,900.00 

 

1. Prepare a distribution of net income statement for Ballo Brothers. Net income or loss is to be distributed 60% to 

Abdalla Ballo and 40% to Rashad Ballo. 

2. Using the balances of the general ledger capital and drawing accounts, prepare an owners' equity statement for 

Ballo Brothers. No additional investments were made. 
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Financial Literacy: Lease Agreements 

Activities 

 

 Consumers should review their personal finances at least once a year to assess income and spending. It is a good time 

to review the cost of your living arrangements. Most financial experts recommend that no more than 30% of net pay be 

spent on housing. 

 

While home ownership comes with tax advantages, privacy, and fewer restrictions, many find renting more appealing. 

The flexibility to relocate quickly and the benefit of maintenance-free living are two advantages to renting that many 

find attractive. Renters are sometimes tempted by luxuries, such as pools and clubhouses that come with the rental unit, 

to rush into a lease agreement without a full understanding of the costs or properly budgeting for them. A lease 

agreement is a binding legal contract for both the tenant and the landlord. It should not be rushed into. 

 

In addition to listing the names of the lessor and the lessee and the address of the property, a lease agreement will also 

contain: the amount of the rent, when rent is due, additional fees for pets and/or parking, restrictions (including noise 

and visitors), lease start and end dates, amount of notice needed for termination, conditions upon which the landlord 

can enter the property, and signatures. A security deposit is almost always required. It is paid in advance to the landlord 



to cover possible damage to the property. It is reimbursed if the property is left as described in the lease agreement. The 

amount of the deposit is usually equivalent to one month's rent. 

Activities 

 

Read and respond to the following items. Be sure to give reasons. 

 

1. Brandon's lease just ended, and he moved to another apartment. Several months ago, Brandon allowed his 

friend Brady to stay with him temporarily. Now, Brandon's landlord will not return his $500 security deposit 

because of damage caused by his friend's dog. The landlord claims that the $500 will partially cover the cost of 

replacing carpeting in three rooms due to soiling and tears. Brandon disagrees because pets were allowed by the 

lease agreement, and he feels if anyone should incur the charges it should be Brady. Who is correct, Brandon or 

the landlord? 

2. If you were the landlord, indicate at least five rules and/or restrictions that you would place in your lease 

agreement to protect yourself in the situations described in number 1. 

3. Research the Federal Fair Housing Act and Fair Housing Amendments to determine what types of housing 

discrimination are legal. 

 

Chapter 23: Accounting for Partnerships: Careers in Accounting  

Careers in Accounting   

 

Activity 

 

 Jenna Fitch 

 

GOVERNMENTAL ACCOUNTANT 

 

Jenna Fitch is an accountant for a midsized city in the state of Washington. A city government is not expected to make a 

profit. Therefore, the records kept by Ms. Fitch do not focus on revenues and expenses. Instead, the emphasis is on 

making sure that monies spent by the city are within specific limits. Each year, the city council presents and approves a 

budget for the coming year. Once approved, the budget must be followed. One of Ms. Fitch's major tasks is to make sure 

that the city does not spend more money in any budget category than was approved in the budget. 

 

As a governmental accountant, Ms. Fitch follows different guidelines than would be followed by an accountant for a 

corporation. Instead of having one general ledger, Ms. Fitch keeps financial records for several separate funds, including 

a fire department fund, a water department fund, a fund for a street repaving project, and a general fund. She must 

keep separate records of revenues and expenditures for each fund. 

 

Governmental accountants use a modified accrual basis of accounting as opposed to the accrual basis of accounting 

used by corporations. In the accrual basis, revenue is recognized when it is earned. In the modified accrual basis, 

revenue is recognized when it becomes both available and measurable. 

 

Salary Range: Salaries vary depending on the type and size of government agency. The average salary for state and local 

agencies is $55,700. Federal agencies tend to be higher, with an average salary of $88,190. 

 

Qualifications: A governmental accountant has to have many of the same qualifications as most other accountants. 

Minimum education for an entry-level position is a basic knowledge of accounting with some classes in not-for-profit 

accounting. Promotion to a manager-level position usually requires a bachelor's degree in accounting. Good 

communications skills are required, especially when working with donors or taxpayers. 

 



Occupational Outlook: The growth for governmental accounting positions is projected to be in the average range 

(between 7% and 13%). 

Activity 

 

Research job openings for governmental accountants in your area. Record the educational requirements and the salary 

range for the position(s) listed. Summarize your findings in a written report. 

Lesson 23-3: Dissolving a Partnership  (pp.  735-741) 

 

Chapter 23: Accounting for Partnerships: Lesson 23-3: Dissolving a Partnership 
Lesson 23-3: Dissolving a Partnership  

 

 LO5 Calculate and record a gain on realization. 

 LO6 Calculate and record a loss on realization. 

 LO7 Journalize entries to liquidate a partnership. 

 

Account Balances before Realization 

 

  
If a partnership goes out of business, its assets are distributed to the creditors and partners. The process of paying a 

partnership's liabilities and distributing remaining assets to the partners is called liquidation of a partnership . 



 

Cash received from the sale of assets during liquidation of a partnership is called realization . Typically, when a 

partnership is liquidated, the noncash assets are sold, and the available cash is used to pay the creditors. Any remaining 

cash is distributed to the partners according to each partner's total equity. 

 

On June 30, Gerald and Jon Bakken liquidated their partnership. At that time, adjusting entries were made and financial 

statements were prepared; then closing entries were journalized and posted. After the end-of-fiscal-period work was 

completed, the partnership had account balances as shown in the T accounts above. 

 

Calculating Gain on Realization LO5 

 

 
 

Noncash assets might be sold for more than the recorded book value. When this happens, the amount received in 

excess of the book value is recorded as a gain on realization. 

 

  

A gain on realization is calculated as shown above. 

The account, Gain on Realization, is used to record 

the amount of the gain. Most companies will have to 

add this account to their charts of account. Gain on 

Realization is usually included in the Other Revenue section of the chart of accounts. 

 

 

Calculating a Gain on Realization 

1 Determine the book value of the asset sold. 

2 Subtract the book value from the cash received. 

3 Record the amount of gain on realization. 

 

Recording a Gain on Realization 

  



 
July 1. Received cash from sale of machinery, $21,500.00: original cost, $25,000.00; total accumulated depreciation 

recorded to date, $5,000.00. Receipt No. 712. 

 

  

 
The transaction is recorded in the cash receipts journal. After the transaction is posted, the Machinery and the 

Accumulated Depreciation—Machinery accounts will have a zero balance. 

 

Recording a Gain on Realization 

 

1 Debit Accumulated Depreciation—Machinery for $5,000.00. 

 

2 Credit Machinery for $25,000.00, the original cost of the machinery sold. 

 

3 Credit Gain on Realization for $1,500.00, the amount of the gain. 

 

4 Debit Cash for $21,500.00, the amount of cash received. 

 

Calculating Loss on Realization LO6 

 

  



 
Noncash assets might be sold for less than the recorded book value. When that happens, the amount by which the book 

value exceeds the amount received is recorded as a loss on realization. 

 

A loss on realization is calculated as shown above. The account, Loss on Realization, is used to record the amount of the 

loss. Most companies will have to add this account to their charts of account. Loss on Realization is usually included in 

the Other Expenses section of the chart of accounts. 

 

Calculating a Loss on Realization 

 

1 Determine the book value of the asset sold. 

 

2 Subtract the book value from the cash received. 

 

3 Record the amount of loss on realization. 

 

Recording a Loss on Realization 

 

  

 
July 1. Received cash from sale of supplies, $1,700.00; balance of Supplies account, $2,000.00. Receipt No. 713. 

 

  

 

The transaction is recorded in the cash receipts journal. After the 

transaction is posted, the Supplies account will have a zero 

balance. 

 

Recording a Loss on Realization 

1 Debit Loss on Realization for the amount of the loss, $300.00. 

2 Credit Supplies for $2,000.00, the book value of the supplies 

sold. 

3 Debit Cash for $1,700.00, the amount of cash received. 

 



Liquidating Liabilities LO7 

 

 

 
 

The partnership's available cash is used to pay creditors. The entry is recorded in the cash payments journal as shown. 

 

July 1. Paid cash to all creditors for the amounts owed, $8,500.00. Check No. 825. 

 

After this entry is posted, the Accounts Payable account will have a zero balance. 

Account Balances after Liquidation of Noncash Assets and Payment of Liabilities 

 

When this transaction has been journalized and posted, the partnership has only five general ledger accounts with 

balances as shown. 

  

  

  



Distributing Loss or Gain on Realization 

 

When all creditors have been paid, the balances of Gain on Realization and Loss on Realization are distributed to the 

partners based on the method of distributing net income or net loss as stated in the partnership agreement. The 

percentages for the Bakken partnership are Gerald Bakken, 60%, and Jon Bakken, 40%. The distribution of the balances 

of the two accounts is calculated as shown. 

 

   
 

  
 

  

 
Each partner's capital account is debited for the partner's share of the loss on realization. 

 

July 6. Recorded distribution of gain on realization: to Gerald Bakken, $900; to Jon Bakken, $600. Recorded distribution 

of loss on realization: to Gerald Bakken, $180.00; to Jon Bakken, $120.00. Memorandum Nos. 531 and 532. 

 

After this entry is posted, the balances of Gain on Realization and Loss on Realization are zero. The total of the two 

capital accounts equals the balance of the Cash account. 

 

Using One Realization Account 

 



The partnership in this lesson uses two separate realization accounts: one for loss on realization and one for gain on 

realization. A partnership could choose to use only one realization account. This account is usually titled Loss and Gain 

on Realization. When only one realization account is used, losses on realization are recorded on the debit side of the 

account and gains on realization are recorded on the credit side of the account. After all assets have been liquidated, the 

balance in this account will be equal to the net loss or net gain on realization and is closed into the partners' capital 

accounts. 

 

  
 Partnerships must file tax returns with the IRS to report how income was divided among the partners. However, 

partnerships do not pay income taxes. Net income passes through to the partners according to the terms of their 

partnership agreement. That income must be reported on each partner's individual tax return. 

 

Distributing Remaining Cash to Partners 

 

 

 
All remaining cash is distributed to the partners. The cash is distributed according to each partner's capital account 

balance, regardless of the method used to distribute net income or net loss. 

 

July 6. Recorded final distribution of remaining cash to partners: to Gerald Bakken, $22,720.00; to Jon Bakken, 

$19,980.00. Check Nos. 826 and 827. 



After these journal entries are journalized and posted as shown above, all of the partnership's general ledger accounts 

will have zero balances. The partnership is liquidated. 

 

 
End of Lesson Review 

 

 LO5 Calculate and record a gain on realization. 

 LO6 Calculate and record a loss on realization. 

 LO7 Journalize entries to liquidate a partnership. 

 

Terms Review 

 

 liquidation of a partnership 

 realization 

 

Audit Your Understanding 

 

1. How is a gain on realization recorded? 

2. How is a loss on realization recorded? 

3. Which accounts are debited when distributing remaining cash to partners during liquidation? 

 

Work Together 23-3 

 

Liquidation of a partnership 

 

Johanna and Stefan Salo agreed to liquidate their partnership on March 31 of the current year. On that date, after 

financial statements were prepared and closing entries were posted, the general ledger accounts had the balances 

shown in the Working Papers. 

 

A cash receipts journal, a cash payments journal, and a general journal are provided in the Working Papers. Your 

instructor will guide you through the following examples. Journalize the following transactions: 

 

    Transactions: 

 



    Apr. 1. Received cash from sale of office equipment, $12,000.00. R421. 

 

    1. Received cash from sale of supplies, $1,900.00. R422. 

 

    3. Received cash from sale of truck, $15,000.00. R423. 

 

    5. Paid cash to all creditors for amounts owed. C547. 

 

    6. Distributed balance of Gain on Realization to Johanna Salo, 60%; to Stefan Salo, 40%. M65. 

 

    6. Distributed balance of Loss on Realization to Johanna Salo, 60%; to Stefan Salo, 40%. M66. 

 

    6. Distributed remaining cash to partners. C548 and C549. 

 

On Your Own 23-3 

 

Liquidation of a partnership 

 

Carlo Diaz and Olivia Thompson agreed to liquidate their partnership on June 30 of the current year. On that date, after 

financial statements were prepared and closing entries were posted, the general ledger accounts had the balances 

shown in the Working Papers. 

 

A cash receipts journal, a cash payments journal, and a general journal are provided in the Working Papers. Work this 

problem independently. 

 

Journalize the following transactions: 

 

    Transactions: 

 

    July 1. Received cash from sale of office equipment, $1,600.00. R348. 

 

    1. Received cash from sale of supplies. $3,100.00. R349. 

 

    3. Received cash from sale of truck, $10,800.00. R350. 

 

    5. Paid cash to all creditors for amounts owed. C265. 

 

    6. Distributed balance of Gain on Realization to Carlo Diaz, 60%; to Olivia Thompson, 40%. M33. 

 

    6. Distributed balance of Loss on Realization to Carlo Diaz, 60%; to Olivia Thompson, 40%. M34. 

 

    6. Distributed remaining cash to partners. C266 and C267. 

 

Chapter 23: Accounting for Partnerships: Think Like an Accountant: Condensed Financial Statements  

 

Think Like an Accountant: Condensed Financial Statements   

Large businesses have many levels of managers. Operational managers organize and monitor the daily activities of a 

business. Common tasks of an operational manager might include: 

 



 Set employee work schedules. 

 Purchase inventory and supplies. 

 Plan advertising and promotions. 

 

In contrast, strategic managers focus on the long-term operations of the business. Common tasks of a senior manager 

might include: 

 

 Identify expansion opportunities. 

 Make capital acquisition decisions. 

 Determine dividends or partnership distributions. 

 Hire and monitor operational managers. 

 

The information needs of these managers differ. Operational managers need very detailed information. Senior managers 

prefer summarized information. 

 

Even small businesses can have hundreds, even thousands, of general ledger accounts. This level of detail is necessary 

for operational managers to monitor daily activities. For example, a sales manager may use 30 or more accounts to 

classify the expenses of his department. In contrast, a strategic manager may only want to know the total of sales 

expenses. 

 

A financial statement containing summarized amounts is referred to as a condensed financial statement. A condensed 

income statement might contain a single line for sales expenses. Strategic managers, investors, and government 

agencies require only condensed financial statements. 

 

Open the Spreadsheet TLA_CH23 

 

The worksheet contains the income statement of a partnership. Prepare the income statement so it can be used by any 

level of manager. 

 

Chapter 23:Accounting for Partnerships: End of Chapter Review  

 

Accounting for Partnerships: A Look at Accounting Software 

Setting Up a New Partnership 

 

You were first introduced to the Company Setup window in Chapter 1, where a proprietorship was started. Setting up a 

partnership requires more information. In this chapter, you saw that Must-Have Gadgets was created on January 1, 20--, 

with two partners having equal shares in the business. The window at the right illustrates how that partnership might be 

set up in a computerized accounting system. 

 

There are different types of partnership organization. Some of those types allow “limited” partners. That is, partners 

with limited liability. Must-Have Gadgets is a general partnership. Accounting software programs differ greatly in how 

partner information is entered, but the information illustrated here would be the minimum required. 

 

  



 
 1 The Company Setup window is opened from the System Manager window. The Company Information tab opens by 

default. When this tab is completed, the user would open other tabs to set up the general ledger accounts, customer 

and vendor accounts, etc. Must-Have Gadgets has no employees, so there would be no need to open that tab. 

 

2 When the user selects Partnership from the drop-down list for the type of organization, the system knows that 

additional information is required, and a popup window opens to accept that information. 

 

3 The minimum number of partners is two, so space is available to enter information for the two. The user would enter 

the names and addresses of both partners, along with their social security numbers (Tax ID#). 

 

4 Must-Have Gadgets is a general partnership, so the user would click on the General button for both partners. 

 

5 The percent ownership for each partner is entered. The system initially assumes that there are only two partners. As 

soon as the first percentage is entered, the system enters the balance of 100% for the other partner. The user can 

change the percentage if an entry error was made or if an additional partner is to be added. If these two percentages do 

not add up to 100%, the system will pop up a warning to the user to correct the entries or add another partner. 

 

6 To add an additional partner, the user would click the Add Partner button. Clicking Cancel would close the window 

without saving, but the partnership cannot be set up in the system until this information is entered and saved. 

 

7 The user clicks Save to exit the popup window. The popup will close and the user will continue entering information on 

the Company Information tab. 

 

Accounting for Partnerships: Chapter Summary 

 



A partnership is one form of business ownership. It offers the advantage of sharing the work load, opportunity for more 

capital investment, and ease of formation. A written partnership agreement sets forth the conditions under which a 

partnership operates. Partners can invest cash or other assets in the partnership. A capital account is maintained for 

each partner. Investments by the partners are recorded in these capital accounts. Partners can also withdraw cash or 

merchandise from the partnership. Withdrawals by partners are recorded in temporary drawing accounts. 

 

Partnership earnings are divided between the partners according to the terms of the partnership agreement. The ending 

capital balance for each partner reflects investments, share of earnings, and withdrawals. The balance sheet for a 

partnership is similar to that for a sole proprietorship except for the Equity section, which lists a capital account for each 

partner. 

 

When a partnership is dissolved, several steps are required. First, noncash assets are sold, usually at either a gain or a 

loss. Then cash is used to pay any remaining liabilities. Finally, the remaining cash is distributed to the partners according 

to each partner's equity balance. 

 

Accounting for Partnerships: Explore Accounting 

 

 Is It Tax Avoidance or Tax Evasion? 

 

Once you start earning enough income, you will probably have to start paying some form of income tax to federal, state, 

and/or local governments. Some American taxpayers, both individuals and corporations, pay out a sizable percentage of 

their income for these taxes. However, we don't all pay out the same percent of our earnings in income tax. The United 

States has a graduated, or progressive, income tax system which increases the tax rate as income rises. However, due to 

provisions in the tax code, some individuals and corporations don't pay any income taxes at all. 

 

Not paying taxes is not necessarily illegal. Using the provisions in the tax code to reduce one's taxes by legal means is 

known as tax avoidance, or more recently, tax mitigation. Not only can all tax-paying Americans apply tax laws to reduce 

the taxes they owe, but they are also encouraged to do so by the U.S. Legislature and courts of law. A judge who became 

famous for his decisions on tax avoidance versus tax evasion once said “… for nobody owes any public duty to pay more 

than the law demands: taxes are enforced exactions, not voluntary contributions.” Some tax avoidance methods include 

contributing income to charitable organizations, delaying the receipt of income through the use of approved retirement 

accounts, and decreasing taxable income by the payment of mortgage interest. 

 

In contrast, using illegal methods to reduce one's taxes is known as tax evasion and is punishable by a fine and/or a 

prison sentence. The news media often report on prominent individuals or companies that have been found guilty of 

some form of tax evasion. Some tax evasion practices include failure to report all income earned, overstating expenses 

so as to lower taxable income, and overstatement of charitable contributions. 

 

The Internal Revenue Service has a name for the difference between the amount of tax legally owed and the amount 

actually collected. It is called the tax gap. A recent study estimated the tax gap to be $450 billion. 

 

Instructions 

 

1. Use the Internet to search for a recent case of tax evasion. Write a summary of your findings including the name 

of the person, the method used to evade tax, and the punishment given. 

2. Interview five people, asking them to give their views on tax avoidance versus tax evasion. Summarize your 

findings in a short written report. 

 

Sources: Helvering v. Gregory, 69 F.2d 809, 810 (2d Cir.1934), aff'd, 293 U.S. 465, 55 S.Ct. 266, 79 L.Ed. 596 (1935);  



  

Accounting for Partnerships: Apply Your Understanding: Application Problem 

 

INSTRUCTIONS: Download problem instructions for Excel, QuickBooks, and Peachtree from the textbook companion 

website at www.C21accounting.com . 

 

23-1 Application Problem: Journalizing Partners' Investments and Withdrawals LO1, 2 

 

Cash receipts, cash payments, and general journals are given in the Working Papers. 

 

Instructions: Journalize the following transactions completed during May of the current year: 

 

Transactions: 

 

May 1. Received cash of $4,000.00 and equipment valued at $66,000.00 from partner, Alka Wozniak, as an investment. 

Receipt No. 1. 

 

1. Received cash from partner, Florian Kaminski, as an initial investment, $60,000.00. Receipt No. 2. 

 

30. Florian Kaminski, partner, withdrew cash for personal use, $7,200.00. Check No. 42. 

 

30. Alka Wozniak, partner, withdrew supplies for personal use, $9,600.00. Memorandum No. 8. 

 

23-2.1 Application Problem: Preparing Distribution of Net Income and Owners' Equity Statements (Net Income) LO3, 4 

 

Agnes Carlsson and Viktor Lindberg are partners in Sharp Appliances, a merchandising business. Forms for completing 

this problem are given in the Working Papers. The following information was taken from the records on December 31 of 

the current year. 

Partner  Balance of Capital Account 
January 1  

Balance of Drawing 
Account  

Distribution of Net 
Income/Loss 

Carlsson  $79,500.00  $8,775.00  60.0% 

Lindberg  $71,300.00  $9,400.00  40.0% 

 

Instructions: 

 

1. On December 31, the partnership had a net income of $41,630.00. Prepare a distribution of net income 

statement for the partnership. 

2. Prepare an owners' equity statement for Sharp Appliances. No additional investments were made. 

 

23-2.2 Application Problem: Preparing an Owners' Equity Statement (Net Decrease in Capital) LO4 

 

Heather Graham and Travis Owens are partners in Evergreen Gardens, a merchandising business. Forms for completing 

this problem are given in the Working Papers. The following information was taken from the records on December 31 of 

the current year. 

Partner  Balance of Capital Account 
January 1  

Balance of Drawing 
Account  

Distribution of Net 
Income/Loss 

Graham  $62,150.00  $6,975.00  $1,875.00 

Owens  $59,000.00  $7,450.00  $1,875.00 

 

    



Instructions: 

 

Prepare an owners' equity statement for Evergreen Gardens. Additional investments made during the year: Heather 

Graham, $6,000.00; Travis Owens, $5,000.00. 

 

23-3 Application Problem: Liquidating a Partnership LO5, 6, 7 

 

Rebecca and Doris Dixon agreed to liquidate their partnership on March 31 of the current year. On that date, after 

financial statements were prepared and closing entries were posted, the general ledger accounts had the following 

balances. 

Cash  $10,000.00 

Supplies  1,000.00 

Office Equipment  20,000.00 

Accumulated Depreciation—Office Equipment  11,000.00 

Truck  34,000.00 

Accumulated Depreciation—Truck  24,400.00 

Accounts Payable  1,000.00 

Rebecca Dixon, Capital  14,600.00 

Doris Dixon, Capital  14,000.00 

 

Instructions: 

 

Journalize the following transactions which occurred during April of the current year: 

 

Transactions: 

 

Apr. 1. Received cash from sale of office equipment, $8,000.00. R364. 

 

1. Received cash from sale of supplies, $400.00. R365. 

 

3. Received cash from sale of truck, $10,000.00. R366. 

 

5. Paid cash to all creditors for amounts owed. C534. 

 

6. Distributed balance of Gain on Realization to Rebecca Dixon, 65%; to Doris Dixon, 35%. M141. 

 

6. Distributed balance of Loss on Realization to Rebecca Dixon, 65%; to Doris Dixon, 35%. M142. 

 

6. Distributed remaining cash to partners. C535 and C536. 

 

      

Peachtree 

1. Journalize and post transactions related to liquidating a partnership to the general journal. 

2. Journalize and post the distribution of remaining cash in the Write Checks window. 

3. Print the general journal and trial balance. 

 

Quickbooks 

1. Journalize and post transactions related to liquidating a partnership to the journal. 

2. Journalize and post the distribution of remaining cash in the Write Checks window. 

3. Print the journal and trial balance. 



 

      

Excel 

1. Journalize transactions related to liquidating a partnership to the general journal. 

2. Journalize and post the distribution of remaining cash to the cash payments journal. 

3. Print the worksheets. 

      

AAOnline 

1. Go to www.cengage.com/login 

2. Click on AA Online to access. 

3. Go to the online assignment and follow the instructions. 

 

Accounting for Partnerships: Apply Your Understanding: Mastery Problem 

 

23-M Mastery Problem: Recording Partners' Investments and Withdrawals, Preparing Financial Statements, and 

Liquidating a Partnership LO1, 2, 3, 4, 5, 6, 7 

 

Sean and Shannon Fleming are partners in a business called CarpetClean. Journals and forms for completing this 

problem are given in the Working Papers. CarpetClean completed the following transactions during the current year. 

 

Transactions: 

 

Jan. 15. Received cash as an investment from partner, Sean Fleming, $12,000.00. Receipt No. 110. 

 

15. Received cash of $3,000.00 and equipment valued at $10,000.00 from partner, Shannon Fleming, as an investment. 

Receipt No. 111. 

 

Mar. 31. Shannon Fleming, partner, withdrew supplies for personal use, $2,000.00. Memorandum No. 81. 

 

31. Sean Fleming, partner, withdrew cash for personal use, $1,600.00. Check No. 212. 

 

Instructions: 

 

1. Journalize the investments on January 15. 

 

2. Journalize the withdrawals on March 31. 

 

Additional information is given below. 

Sean Fleming, Capital, January 1 balance  $35,620.00 

Shannon Fleming, Capital, January 1 balance  31,760.00 

Net income for the year ended December 31  29,200.00 

 

3. Prepare a distribution of net income statement for CarpetClean for the year ended December 31. Net income or loss 

is to be distributed equally to the partners. 

 

4. Using the balances of the general ledger capital accounts, prepare an owners' equity statement for CarpetClean for 

the year ended December 31. The investments made on January 15 are the only additional investments made by the 

partners this year. The withdrawals made on March 31 are the only withdrawals made by the partners this year. 

 



The Flemings decided to liquidate CarpetClean and retire on December 31. On that date, after financial statements were 

prepared and closing entries were posted, the general ledger accounts had the following balances: 

Cash  $108,980.00 

Merchandise Inventory  4,000.00 

Equipment  30,000.00 

Accumulated Depreciation—Equipment  20,000.00 

Accounts Payable  5,000.00 

Sean Fleming, Capital  60,620.00 

Shannon Fleming, Capital  57,360.00 

 

The following transactions occurred on December 31 of the current year: 

 

Transactions: 

 

a. Received cash from the sale of merchandise inventory, $3,600.00. R345. 

 

b. Received cash from the sale of equipment, $14,000.00. R346. 

 

c. Paid cash to all creditors for amounts owed. C575. 

 

d. Distributed balance of Gain on Realization to the partners on an equal basis. M288. 

 

e. Distributed balance of Loss on Realization to the partners on an equal basis. M289. 

 

f. Distributed remaining cash to partners. C576 and C577. 

 

5. Journalize the transactions. Continue on the next available line of the journals used in instructions 1 and 2. 

 

Accounting for Partnerships: Apply Your Understanding: Challenge Problem 

 

23-C Challenge Problem: Preparing a Distribution of Net Income Statement and an Owners' Equity Statement with 

Unequal Distribution of Net Loss and Additional Investment LO3, 4 

 

Kalima Verma and Amar Tambe are partners in a merchandising business, Travel Trinkets. Forms for completing this 

problem are given in the Working Papers. The following information was taken from the records on December 31 of the 

current year. 

Partner  Balance of Capital Account 
January 1  

Balance of Drawing 
Account  

Distribution of Net 
Income/Loss 

Verma  $62,647.00  $9,000.00  65.0% 

Tambe  $50,980.50  $8,150.00  35.0% 

 

   View PDF 

 

Instructions: 

 

    On December 31, the partnership had a net loss of $16,170.00. Prepare a distribution of net income statement for the 

partnership. 

    Prepare an owners' equity statement for Travel Trinkets. Additional investments made during the year: Kalima Verma, 

$5,500.00; Amar Tambe, $4,750.00. 

 



Time Value of Money—The Power of Compounding 

 

Theme: Financial, Economic, Business, and Entrepreneurial Literacy 

 

Skills: Flexibility and Adaptability, Initiative and Self-Direction 

 

The value of a dollar today is not the same as the value of that dollar at some point in the future. If you were asked 

whether you would prefer to receive $100 today or $100 a year from now, you'd take it today. If you don't actually need 

the money today, you might agree to wait a year if you are offered $105. Why? Because money has a time value. The 

time value of money is expressed as a rate of interest. 

 

There are many terms used in the discussion and calculation of the time value of money. You may be familiar with some 

of them: simple interest, compound interest, present value, and future value. Simple interest is easy to understand. If 

you save $100 at 6% annual interest, you will get $6 more for every year the money is on deposit. After two years, you'd 

get back $112. Compound interest is harder to grasp because it depends on the number of times during each year that 

interest is added. Suppose interest is added every three months (quarterly). The interest rate is divided by four, so after 

three months your $100 earns 1.5% and is worth $101.50. After six months, another 1.5% is added, not just to the 

original $100, but to the $101.50. Now, the value is $103.02. After nine months, it's worth $104.57; after one year, its 

value is $106.14, and at the end of the second year, its value is $112.65. So quarterly compounding increased your 

return by $0.65 over the simple interest amount. 

 

Using the above example, the present value of $100 has a future value of $112.65 in two years. The future value is what 

it will be worth at some time in the future given a specific rate of interest, the amount of time, and the number of 

compounding periods in each year. In the example, the interest rate is 6%, the time is two years, and the number of 

compounding periods is four. 

 

Most people take home more money than they need to live on. If you begin saving that extra money when you are 

young, the time value of money will work for you. Save as early as you can. The sooner you begin, the more time your 

money has to grow. If you saved that $100 at 6% interest for 40 years, and the interest compounded every month, you 

could withdraw $1,095.75, nearly 11 times what you saved. 

 

Application 

 

1. Calculate the future value of an investment with a present value of $10,000 compounded monthly for one year 

at 6% interest. Hint: An interest rate of 6% compounded monthly means 6% divided by 12 months. Calculate the 

future value of the same investment at 6% simple interest. Explain the impact of time when calculating future 

value. 

2. Calculate the future value of an investment presently worth $10,000 compounded annually for 20 years with 

interest rates of 2%, 4%, 6%, and 8%. Create a line graph to illustrate the different interest rates. Explain the 

importance of the interest rate in growing wealth. 

 

Accounting for Partnerships: Auditing for Errors 

 

Dorothy Wizen and Jonathan Yates are partners in New Market Foods. The following information was taken from the 

records on December 31 of the current year. 

Partner  Balance of Capital Account 
January 1  

Balance of Drawing 
Account  

Distribution of Net 
Income/Loss 

Wizen  $30,000.00  $4,600.00  40.0% 

Yates  $24,000.00  $2,200.00  60.0% 



On December 31, the partnership had a net income of $29,000.00. No additional investments were made. 

 

Review and Answer 

The following statements were prepared using the information above. Audit the statements. Prepare a list that 

describes any errors you discover and how they should be corrected. 

 

   
Accounting for Partnerships: Auditing for Errors 

 

 
Accounting for Partnerships: Analyzing Nike's Financial Statements 

 

Look at the Liabilities and Shareholders' Equity section of Nike's Consolidated Balance Sheets in Appendix B on page B-6. 

Instructions 

How would this section be different if Nike were a partnership owned by two partners instead of a corporation? 


