Accounting Differences between among different types of Business Organizations

The Accounting Practices Specific to:

1.
Sole Proprietorship
The SP is the simplest form of organization. In the balance sheet of the SP, the balance on the owner’s capital account represents total owner’s equity. Investment of assets is credited to the capital account and withdrawals of assets are debited to the capital account. At the end of the accounting period, the drawings account and the income summary are closed to the capital account. (Recall closing entries). The earnings from the business must be included in the owner’s personal income tax return.

2.
Partnerships

A partnership is an unincorporated business owned by two or more individuals, engaged in business for profit. A partnership is often referred to as a firm. This business form is more popular among personal service enterprises i.e. professional practices, than merchandising businesses. E.g. partnerships are common among legal, medical and public accounting professions. Many small businesses, especially those that are family owned, also operate as partnerships. For accounting purposes, a partnership is viewed as an entity, separate from its owners, but legally partners are regarded as being personally and jointly responsible for the activities of the business. Unless special provisions are made, each partner has unlimited personal liability for the debts of the business. The partnership itself pays no income taxes, but the partners include their share of the firm’s income when filing their personal income tax returns.

The Partnership Agreement

This provides a contractual foundation for resolution of conflicts. Although there is no standard form of partnership agreement, the following provisions should be included

i) Date of agreement

ii) Names of partners

iii) Signature of each partner

iv) Kind of business to be engaged in

v) Name and location of business

vi) Investment of each partner

vii) Basis on which profits and losses are to be shared amongst partners

viii) Salary allowance to partners

ix) Whether partners are allowed to withdraw assets from the business

x) Whether interest is to be charged on drawings made by partners

xi) Length of time that the partnership is to run

xii) Whether partners are entitled to interest on capital.

The list given is by no means exhaustive, as partners are at liberty to include whatever they so desire.

Interest on Capital

This comes about when partners are doing equal work but capital contribution is unequal. Interest on capital is therefore given as a means compensating the major capital contributors. The interest is treated as a deduction prior to arriving at distributable profits. The rate of interest should reflect a return which the partners would have received had the capital been invested elsewhere e.g. on the stock market, in real estate etc.

Drawings and Interest on Drawings

Drawing is not an expense and therefore should not be grouped with operating expenses. As was in the case of the SP, drawings will be reflected in the Statement of Equity.

Interest on drawings is used as a means of deterring partners from taking out assets unnecessarily. Interest on drawings serves to increase the profits divisible by the partners.

Salaries

This is a means of compensating partners for duties undertaken by them. Salaries are deducted before arriving at the amounts of profits to be shared.

In the absence of a PA, S.24 of the Partnership Act of 1890 will be applied. The provisions of this section are as follows:

i) All partners are entitled to share equally in profits and contribute equally to losses

ii) Partners are not entitled to salaries

iii) Partners are not entitled to interest on capital

iv) A partner is entitled to interest of 5% per annum on advances made over and above his/her agreed capital.

v) No interest on drawings is to be charged.

Types of Partnerships.

a)
General Partnership (GP)

In a GP, partners have unlimited liability and is viewed as potentially a very, if not the most dangerous form of organization.

Characteristics of a GP

· Co-ownership of Assets

All assets held by the partnership are co-owned by all partners. If one person contributes an asset, the asset is jointly owned.

· Mutual agency

Any partner can bind the other partners to a contract if he or she is acting within the general scope of the business. Each partner has full authority to act on behalf of the business.

· Limited Life

Partnerships have a limited life. It may be dissolved as a result of any change in ownership e.g. death, withdrawal or bankruptcy of a partner, addition of a new partner and retirement of a partner. Some partnership agreements often have provisions that make the retirement of partners and the admission of new partners routine operations and do not affect the operation of the business.

· Unlimited Liability

Each partner is personally liable for all debts incurred by the partnership. If the partnership cannot pay a bill, creditors will expect payment from the personal assets of the partners.

Because of the nature of the GP, over the years laws have evolved to allow modified forms of partnerships. These place limits on the potential liability of individual partners.

b) Limited Partnership (LP)

· Has one or more general partner and one or more limited partners

· The general partner(s) has (have) unlimited liability for the debts of the business.

· The general partner makes management decisions on behalf of the business.

· Limited partners are very often passive investors i.e. they provide capital and share in the profits and losses of the business but are not actively engaged in managing the business.

· The liability of a limited partner is limited to the amount of capital invested in the business i.e. he/she is not liable for the debts of the business.

c) Limited Liability Partnership (LLP)

· Each partner’s personal liability is unlimited for his/her own professional activities but limited as far as the activities of the partners are concerned.

· Unlike a limited partnership, all the partners in a LLP may participate in the management of the firm.

Partnership accounting is similar to that in the SP, except that there are more owners. As a result, a separate capital account and a separate drawings account is kept for each partner. Statement of Partners Equity replaces statement of Owner’s Equity.

Division of Partnership Net Income

	
	A
	B
	

	Net Income to be divided

Interest on drawings

Salary Allowance

Income after salary allowance

Interest on beginning capital

Remaining Income

Shared

Total Share to Each Partner
	xxxxx

xxxxx

xxxxx

xxxxx

xxxxx
	xxxxx

xxxxx

xxxxx

xxxxx

xxxxx


	xxxxx

xxxxx

xxxxx

(xxxxx)

xxxxxx

(xxxxx)

xxxxxx

(xxxxx)

0


Statement of Partners Equity

	
	A
	B

	Balance @ 1/1/-

Add: Additional Investment

Share of Income

Less: Withdrawals

Balance @ 31/12/-
	xxxxxx

xxxxxx

xxxxxx

xxxxxx

xxxxxx

xxxxxx

xxxxxx
	xxxxxx

xxxxxx

xxxxxx

xxxxxx

xxxxxx

xxxxxx

xxxxxx


This allocation of net income between or among partners is simply a book keeping entry and does not involve any distribution of cash or other asset to the partners

3)
Corporation

Most large businesses and many small businesses are organized as corporations. A corporation is a legal entity, having an existence separate and distinct from that of its owners. The owners of a corporation are called stockholders or shareholders. A corporation is more difficult and more costly to form than the other two business forms. Authorization must be received to issue shares of capital stock (Memo and Articles of Association). Formation usually requires the service of an attorney.

Stockholders elect a BOD. The BOD determines corporate policies and selects the officers to manage the corporation. The directors make major policy decisions such as whether profits should be distributed to stockholders.

Characteristics of Forms of Organizations

	
	Sole Proprietorship
	General Partnership
	Corporation

	1.Legal Status


	Not a separate legal entity


	Not a separate legal entity
	Separate legal entity

	2. Liability of owners for business debts
	Unlimited personal liability
	Unlimited personal liability
	No personal liability

	3. Accounting status


	Separate entity
	Separate entity
	Separate entity

	4. Tax status


	Income taxable to owner
	Income taxable to partners
	Files corporation tax return and pays income taxes on earnings

	5. Manager
	Owner
	All partners
	Professional managers

	6. Continuity
	Cease with retirement or death of owner
	New partnership with any change in partners
	Indefinite existence


Accounting for Corporation

Unlike the unincorporated businesses, corporations must pay income taxes on their earnings. Taxes are usually paid in quarterly instalments. Income tax expense should be recognized in the period in which the taxable income is earned.

Income Tax Expense = Taxable Income x Tax Rate.

Taxable income is calculated in accordance with income tax regulations and not GAAP.

Dr Income Tax Expense and Cr Income Tax Payable

Income Tax Payable is a S-T liability that will appear in the BS. IT expense, unlike other expenses do not help to generate revenue, hence it is shown separately in the IS.

When losses are incurred, the corporation can recognize negative amount of income tax expense, by debiting Income Tax Payable and crediting Income Tax expense. Negative IT expense means that the company expects to recover from the government some of the IT recognized as expense in earlier profitable periods. This does not involve any movement of cash but rather set-off against before tax loss.

Salaries Paid to Owners (Employees)

Unlike partnerships and sole proprietorships, owners of a corporation cannot make drawings. Many of a corporation’s owners may also be employees. All salaries paid to employees, including shareholders/employees, are recognized as salary expense.

Owners Equity

In all business forms, owners’ equity can be either in the form of investment by the owner or earnings from profitable operations. Corporations are required to show both components separately on the face of the balance sheet.

Stockholders Equity


Capital Stock



xxxxx


Retained Earnings


xxxxx



Total Stockholders Equity
xxxxx 

Retained Earnings

· Earnings accumulated over the life of the business

· Resources distributed to shareholders is referred to as dividends

· Like drawings in an unincorporated business, dividends reduce both total assets and shareholders equity.

Accounting for Dividends

Dividends must be formally authorized or declared by the corporation’s BOD. Dividend is officially declared by the BOD on one date (declaration date) and then paid in the future (payment date). Record date means that only stockholders holding shares on the date will receive dividends. 

Declaration date
Debit Dividends and credit Dividends Payable.

Payment date

Debit Dividends Payable and credit Cash.

Year end date

Debit Retained Earnings and Credit Dividends

No journal entries are made on the record date.

Comparing Closing Entries

	Sole Proprietorship
	Partnership
	Corporation

	Close revenues to IS
	Close revenues to IS
	Close revenues to IS

	Close expenses to IS
	Close expenses to IS
	Close expenses to IS

	Close IS to Owners Equity
	Close IS by allocating each partner’s share of NI or loss to the individual capital accounts.
	Close IS to retained earnings

	Close drawings to owner’s capital account
	Close each partner’s drawing account to the individual capital account
	Close dividends account to retained earnings


Statement of Retained Earnings

Retained earning @ 1/1/-

$xxxxx

Add NI for the year


xxxxxx






xxxxxx

Less Dividends


xxxxxx

Retained earnings @ 31/12/-

xxxxxx

Concept of Double Taxation

· Corporation pays IT and stockholders pay taxes on dividends – this is referred to as double taxation. However, in Jamaica, stockholders no longer pay taxes on dividends.
· If company retains all of its profits, double taxation can be avoided.
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