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Chapter 4# Conversion/ Sale of Partnership firm into Limited Company
INTRODUCTION
Conversion: A firm may be converted by the partners into a limited company. This isdone to take the following advantages: (a) a company is not affected by death or retirementof a member. (b) the liability of shareholders is limited. (c) the shares are easily transferable. (d) there is no limit on the maximum number of shareholders. (e) a limited company can raise large capital from public and carry on the business on a much larger scale.
PURCHASE CONSIDERATION
Meaning: On sale or conversion, the limited company takes over the business of the firm for an agreed price. This price is known as “purchase consideration”. It is the price paid for taking over the net assets (assets less liabilities) of the firm. The price may be settled by the company partly by paying cash and partly by allotting its shares and debentures to the partners.
Methods: The amount of purchase consideration may be determined by three methods: (1) Lump Sum Method (2) Payments Method or (3) Net assets Method.
(1) Lump Sum Method: Sometimes, the purchase consideration is given as lump sum amount.
(2) Payments Method: In this method, the purchase consideration is equal to the totalof all the payments made by the company to the partners. The payments may be in any form e.g. cash, shares, debentures etc. The shares or debentures may be issued at par or atpremium or at discount.
(3) Net Assets Method: In this method, the purchase consideration is equal to the Agreed Value of Assets Taken Over Less the Agreed Value of the Liabilities Taken Over.
(4) Discharge: The actual payment of the price by the company to the partners is knownas the discharge of the purchase consideration. The price may be paid by the company partly in cash and partly by allotment of its own shares or debentures.

Distribution: First the shares or debentures received from the company are divided among the partners. Then the final balance in capital accounts is paid in cash in the end. The division can be made in any ofthe following ways:
(1) Specific Ratio: If any specific ratio is given, the shares or debentures are divided in the given ratio.
(2) Equitable Approach: If it is stated that the purchase consideration should be distributed equitably (fairly): (a) equity shares should be divided among the partners in their profit sharing ratio; and (b) preference shares and debentures should be divided among the partners in the ratio of their capitals.
(3) Legal Approach: If no instructions are given, shares and debentures should be divided in the ratio of the partners’ capitals. Note: Shares or debentures are always issued in whole numbers and not in fractions.If after distribution, a partner is entitled to get 100 and 1/2 shares, he should be given 100shares and the value of 1/2 share should be paid in cash.
ENTRIES IN BOOKSOF FIRM
The entries in the books of the firm are passed in the following manner:
(5) Balance Sheet: The Balance Sheet of the firm as on the date of the take over is thestaring point.
(6) Accounts to be Opened: The following accounts are opened to record the varioustransactions:
(i) Realisation A/c

(ii) Partners’ Capital Accounts (Columnar form).
(iii) Cash and Bank Account (if not taken over by Company).
(iv) Account of the Limited Company.
(v) Account for each item received from Company e.g. Equity Shares A/c,Preference Shares A/c, Debentures A/c etc.
(7) Transfer Asset A/cs: The various asset accounts shown in the balance sheet on thedate of takeover are transferred as follows:
(i) All the real assets, whether taken over by the company or not, are transferredto the Realisation A/c. The Journal entry is:
Realisation A/c	Dr.	Total
To Various Assets A/cs	Balance as per B/S
Notes:
(1) If the cash or bank balance is taken over by the company, it is also transferred to the Realisation A/c.
(2) If the cash or bank balance is not taken over by the company, it is not transferred to the Realisation A/c. It appears as the opening balance on the debit side of the Cash/Bank Account opened in step No. (2) above.

(3) Gross Value of Debtors is transferred to the debit of the Realisation A/c. Amount of Reserve/Provision for Doubtful Debts is transferred separately to the credit of the Realisation A/c.
(4) If Goodwill A/c appears in the balance sheet, it too is transferred along with otherassets.
(ii) Fictitious Assets like Profit & Loss A/c (Debit) balance which indicates the accumulated losses and Deferred Revenue Expenditure not written off are transferred, notto the Realisation A/c, but to the partners’ capital accounts in their profit sharing ratio. TheJournal Entry is:
Partners’ Capital Accounts	Dr. Profit Sharing Ratio To Profit & Loss A/c (Debit)		Balance as per B/S
To Deferred Revenue Exp. A/c	Balance as per B/S
(4) Transfer Liability A/cs: The various liability accounts shown in the balance sheetof the firm on the date of take over are transferred as follows:
(i) Outside Liabilities: (e.g. bank loans, creditors, provisions, etc.) whether taken over by the company or not, are transferred to the Realisation A/c. The Journal Entry is:
Various Liabilities A/cs	Dr. Balances as per B/STo Realisations A/c		Total
(ii) Accumulated Profits like Profit & Loss A/c (Credit) balance and various reserves. (General Reserve etc.) are transferred to the partners’ capital accounts in their profit sharing ratio. The Journal Entry is:
	Profit & Loss A/c (Credit)
	Dr.
	Balance as per B/S

	Various Reserve Accounts
	Dr.
	Balance as per B/S

	To Partners’ Capital A/cs
	
	In Profit Sharing Ratio



(5) Purchase Consideration Due: The purchase consideration due is recorded throughthe following entry:

ABC Company’s A/c	Dr.	Agreed Price To Realisation A/c
(6) Purchase Consideration Received: The various items (cash, shares, debentures etc.) received by the firm from the Company are recorded by the following entry:

	Cash or Bank A/c
	Dr.

	Equity Shares in ABC Co. A/c
	Dr.

	Pref. Shares in ABC Co. A/c
	Dr.




	Debentures of ABC Co. A/c
	Dr.

	To ABC Company’s A/c
	Dr.


(7) Assets not taken over by Company: The assets not taken over by the company may be: (a) sold to outsiders for cash or (b) taken over by a partner of (c) gifted to a partner.
(a) Sold for Cash:

	


(b)
	Cash A/c
To Realisation A/cTaken over by Partner: Partner’s
Capital A/c
	Dr.
Dr.
	Sale Price


Agreed Value


To Realisation A/c
(8) Unrecorded Assets: There may be an unrecorded asset e.g. A debt written off as bad now recovered which does not appear in the balance sheet. If such unrecorded assetsare disposed of (sold for cash or taken over by a partner) the same entries as in (7) above are passed. Thus, the sale price or agreed value of such unrecorded assets is directly credited to the Realisation A/c. If Goodwill does not appear in the books, it may be treatedas an unrecorded asset as above on its disposal.
(9) Liabilities Not Taken Over By Company: The liabilities not taken over by the company may be
(a) paid in cash or (b) taken over by a partner at an agreed value or (c) settled by giving an asset in exchange.
(a) Paid in Cash:

	


(b)
	Realisation A/c
To Cash A/c Taken over by Partner:
Realisation A/c
	Dr.
Dr.
	Amount Paid


Agreed Value


To Partner’s Capital A/c
(c) Asset given Against Liability: If an asset is given in full settlement of a liability, noentry is passed. If an asset is given in part settlement of a liability, the agreed amount of asset is deducted from the liability. The balance paid in cash isaccounted an in a) above.
(10) Unrecorded Liabilities: There may be an unrecorded liability e.g. a contingent liability now becoming an actual liability, which does not appear in the balancesheet. If such unrecorded liabilities are settled (paid in cash or taken over by a partner onan asset is given in exchange) the same entries as in (9) above are passed. Thus, the amountpaid or agreed value of such unrecorded liabilities is directly debited to the Realisation A/c.

(11) Expenses of Take Over: Certain expenses may be incurred on realisationof assets or for dissolution e.g. Legal fees, commission, stamp duty, bank charges, etc. When the expenses are paid by the firm, the following entry is passed:

Realisation A/c	Dr. Amount of Expenses To Cash A/c Notes:
(a) It the expenses are to be borne by the company, the amount will be included whilecalculating the purchase consideration. There is no need to pass any further entry for recovery by firm from company.
(b) If the expenses are paid by the company, no entry is passed in the books of the firm.
(12) Payment of Partners’ Loans: After the outside liabilities settled, the partners’ loans are paid off.

Partners’ Loan A/cs	Dr.	Amount of Loan To Cash A/c Notes:
(a) Any interest paid on such loans is debited to the Realisation A/c. Any rebate ordiscount on repayment of such loans is credited to the Realisation A/c.
(b) A partner may be given shares or debentures instead of cash in settlement of hisloan. The entry is:
Partners’ Loan A/cs	Dr.	Amount of Loan To Equity Shares in ABC Co. A/c
To Pref. Shares in ABC Co.A/cTo Debentures
in ABC Co. A/c
(13) Profit of Loss on Realisation: At this stage, the realisation of assets and paymentof liabilities is complete. Now is the right time to balance the Realisation A/c and find outthe profit or loss on realisation. If the credit side of the Realisation A/c is larger, there is a profit on realisation, and if the debit side is larger, there is a loss. The profit or loss is transferred to the Partners’ Capital Accounts in their profit sharing ratio.
(a) Profit on Realisation:

	
	Realisation A/c
	Dr.
	Amount of Profit

	
	To Partners’ Capital A/cs
	
	In Profit Sharing Ratio

	(b)
	Loss on Realisation:
	
	

	
	Partners’ Capital A/cs
	Dr.
	In Profit Sharing Ratio




	To Realisation A/c
	Amount of Loss


(14) Distribution of Shares etc.: The shares, debentures etc. received from the company are divided among the partners. The entry is:
Partner’s Capital A/c	Dr.
To Equity Shares in XYZ Co. A/cTo Pref. Shares in XYZ Co. A/c To Debentures in XYZ Co. A/c
(15) Partners’ Capital Accounts: If there are Partners’ Current Account balances, they are transferred to the Partners’ Capital Accounts. At this stage the partners’capital accounts are balanced. If a partner’s capital account shows a debit balance, it meanshe owes money to the firm. Then he brings in cash to settle his account:
(a) Cash A/c  Dr. [image: ] Balance in Capital A/c To Partner’s Capital A/c Note:

Only a solvent partner can bring in cash. An insolvent partner cannot bring in cash. His deficiency is borne by the solvent partners either in the agreed ratio or in the ratio of their capitals just before dissolution (as per the Court decision in Garner Vs. Murray).
If a partner’s account shows a credit balance, it means the firm owes money to him.
Then the firm pays cash to him to settle his account.
(b) Partner’s Capital A/c Dr. [image: ]	Cr. Balance in Capital A/cTo Cash
Note: With the above entries, the Cash/Bank A/c and the Capital Accounts are closed.

(16) ENTRIES IN BOOKS OF COMPANY
The following entries are passed in the books of the company:
(i) Take over of Assets & Liabilities for Agreed P. C.:
Various Assets Accounts	Dr.	Agreed ValuesTo Various Liabilities Accounts		Agreed Values
To XYZ Firm’s A/c	Amount of P.C.
Note: Normally, the purchase consideration is equal to Assets Less liabilities. However, if the purchase consideration is more, the difference is debited to the goodwill A/c. It indicates payment by the company towards goodwill of the firm. If the purchase consideration is less, the difference is credited to Capital Reserve A/c.

(ii) Payment of Purchase Consideration:

	XYZ Firm’s A/c
	Dr.
	Amount of P.C.

	Discount of issue of shares
	Dr.
	If any

	To Cash/Bank A/c
	
	

	To Equity Shares A/c
	
	

	To	% Pref. Shares A/c
	
	

	To ....% Debentures A/c Share Premium A/c (if any)
	To
	



(iii) Dissolution Expenses Paid by Company:
Goodwill A/c	Dr. [image: ] Amount of ExpensesTo Cash or Bank A/c








Conversion Sums
Q1. A, B and C share profits and losses in the ratio of 3:2:1 respectively. Their Balance sheet as an 31/12/2018 is as follows:

	Capital
	
	Goodwill
	20,000

	A
	1,40,000
	Land
	40,000

	B
	1,60,000
	Building
	2,20,000

	C
	20,000
	Machinery
	1,00,000

	General Reserve
	36,000
	Vehicles
	56,000

	Investment Fluctuation
	8,000
	Furniture
	24,000

	loan
	
	
	

	C’s Loan
	66,000
	Investment
	36,000

	Mrs. A’s loan
	30,000
	Loose Tools
	14,000

	Creditors
	1,52,000
	Bills Receivable
	40,000

	Outstanding Expenses
	40,000
	Debtors	80,000
	

	Bills Payable
	28,000
	Provision  4,000
	76,000

	Bank Over Draft
	1,20,000
	Cash
	38,000

	
	
	C’s Current A/c
	1,12,000

	
	
	Profit & Loss A/c
	24,000

	
	8,00,000
	
	8,00,000



Adjustments :

1) The partners decided to convert the firm into ABC Ltd. a Joint Stock Company having an authorized capital of 1,00,000 equity shares of ₹10 each.

The purchase consideration was decided at ₹5,80,000 and settled by paying ₹1,00,000 in cash and balance through equity shares.
2) The outstanding expenses was to be settled by the firm.
3) Loose Tools, vehicles, furniture and investments are sold by the firm at ₹10,000; ₹50,000; ₹25,000 and ₹42,000 respectively.
4) The Partner’s and their spouses loan are taken over by the respective partners along with current A/c balances.

Prepare the ledger accounts in the books of the partnership firm.

Q2. Amar, Akbar and Anthony were carrying on a Partnership business sharing profits & losses in the ratio of 4 : 3 : 1. Their business was expanding rapidly and hence they decided to convert their firm to AB Ltd., a joint stock company on 1/4/2018.

The Balance sheet of the firm as on 31/3/2018 was as follows :

	Capital
	
	Property
	3,60,000

	Amar
	4,00,000
	Equipment
	2,40,000

	Akbar
	3,00,000
	Debtors
	3,00,000

	Anthony
	2,60,000
	Stock
	2,60,000

	Bank Loan
	80,000
	Bank balance
	40,000

	Creditors
	1,60,000
	
	

	
	12,00,000
	
	12,00,000



Adjustments :
1) The Co. agreed to take the assets & liabilities at the following values :

Property - ₹4,40,000 Equipment - ₹2,00,000 Debtors - ₹2,75,000 Stock -	₹2,50,000 Creditors -  ₹1,45,000
2) The Co. agreed to pay ₹8, 00,000 through equity shares of ₹10 each and balance in cash.

3) The expenses of liquidation of the firm amounted to ₹10,000.

Journalise all the transactions in the books of the partnership firm.

Q3. Kavita and Savita are equal partners. Their Balance sheet as on 31/3/2018 is as follows :

	Liabilities
	Rs.
	Assets
	Rs.

	Capital
	
	
	

	Kavita
	1,50,000
	Bank
	15,000

	Savita
	1,40,000
	Fixed Assets
	2,15,000

	Creditors
	1,00,000
	Stock
	1,00,000

	Bank overdraft
	40,000
	Debtors
	1,00,000

	
	4,30,000
	
	4,30,000



The partners sold the business to KS Ltd. a Company on 1/4/2018. The value of goodwill was fluid at ₹15,000 and rest of the assets & liabilities were taken at the Balance sheet values. The company paid the purchase consideration through

1) 2500 10% debentures of ₹100 each and
2) Equity shares of ₹10 each

Prepare the Balance sheet of the Ltd. Co.

Q4. Abhishek, Aishwarya and Aradhya were partners sharing Profit and Loss in the ratio of 2 : 1 : 1. Their Balance sheet as on 31/12/2018 was as follows:

	Liabilities
	Rs.
	Assets
	Rs.

	Creditors
	60,000
	Bank
	30,000

	Capital
	
	Debtors
	60,000

	Abhishek
	1,80,000
	Bills Received
	30,000

	Aishwarya
	1,50,000
	Fixed Assets
	3,00,000

	Aradhya
	30,000
	
	

	
	4,20,000
	
	4,20,000



On 1/1/2019; they farmed a Ltd. Co. “Pink Ad Films Ltd.” on the following conditions:

3) Distribute the bank balance amongst themselves.
4) The Company would discharge the P.C. through
a) 10% Debentures - ₹60,000
b) 15% Preference shares - ₹1,20,000
c) 15,000 equity shares of ₹10 each of ₹12 share
5) The partners agreed to share the debentures as : Aishwarya -
₹30,000 & Aradhya - ₹30,000
6) The Preference shares were to be allotted in the PSR and the equity shares will adjust the remaining capital balances.

Prepare the Realisation A/c and partners capital in the books of the partnership firm and Balance sheet of the new Co.

Q5. Following is the Balance sheet of Amar and Naman sharing Profit & Loss in the ratio of 2 : 3.

	[bookmark: _GoBack]Liabilities
	Rs.
	Assets
	Rs.

	Capital
	
	Plant & Machinery
	4,00,000

	Aman
	4,00,000
	Equipment
	4,00,000

	Naman
	5,00,000
	Stock
	65,000

	Bank Loan
	75,000
	Debtors
	50,000

	Creditors
	50,000
	Bills Received
	45,000

	
	
	Bank
	65,000

	
	10,25,000
	
	10,25,000



Aman & Naman sold their business to Mr. Shaman who formed a new company Namaste Ltd. The Co. took over all the assets at book values excluding equipment which was taken at
₹3,00,000. The Co. settled the P.C. by issuing.

i) 40,000 equity shares of ₹10 each
ii) 4000 10% Preference shares of ₹100 each &
iii) 11% Debentures - ₹1,50,000

Close the books of the partnership firm and prepare the Balance sheet of the Co.




image1.png




image2.png




image3.png




