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FINANCIAL STATEMENTS FOR A PARTNERSHIP

INTRODUCTION AND LEGAL BACKGROUND

1. DEFINE PARTNERSHIP

The law relating to partnership in Sri Lanka is contained in the English partnership ordinance of 1890.

The definition, provided by the Partnership ordinance 1890, 

2. WHAT ARE THE KEY ELEMENTS IN A PARTNERSHIP?

Two or more individuals

A partnership includes at least two individuals (partners). In certain jurisdictions, there may be an 
upper limit to the number of partners.

Business carried on common view

A partnership exists to carry on a business.

Profit motive

As it is a business, the partners seek to generate a profit.

Unincorporated business entity

A partnership is an unincorporated business entity. That means:

the reporting entity (business entity) principle applies to a partnership, so for accounting 
purposes, the partnership is a separate entity from the partners

the partners have unlimited liability, and

If the partnership is unable to pay its liabilities, the partners may be called upon to use their 
personal assets to clear unpaid liabilities of the partnership.

3. ADVANTAGES AND DISADVANTAGES OF A PARTNERSHIP

Advantages

Business risks are spread among more than one person.

Individual partners can develop specialist skills upon which the other partners can rely.

Certain partners may be able to inject more capital resources.

Less formal than setting up a company, which requires the issue of shares and the 
appointment of directors. If the partners wish to dissolve the business, that is easier to 
achieve by a partnership than by a company.
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Disadvantages

Effect of disputes between partners.

or the debts of the partnership.

This means that if one partner is being sued in relation to the business of the partnership, 
the other partners share in the responsibility

In a company the shareholders may be protected from the creditors of the company as 
regards the payment of outstanding debts.

4. WHAT ARE THE METHODS OF CREATING A PARTNERSHIP?

a. Oral agreement
b. Implied agreement
c. Written agreement

5. EXPLAIN THE LEGAL BACKGROUND OF PARTNERSHIP

Partnerships are governed by the Partnership ordinance 1890; the relevant provisions with regards 
to accounting are section 24 and section 42.

Section 24 provisions

Section 24 of the partnership ordinance 1890 applies either when there is no agreement partnership 
deed among partners or when the agreement fails to cover any situations.

1. All partners are entitled to share equally in the capital and Profits in the business and must 
contribute equally towards the losses whether capital or otherwise.

2. No interest to be allowed to partners capital balances

3. No interest to be charged to any partners drawings

4. Interest to be allowed to partners loans at 5 % per annum 

5. No partner shall be entitled to receive remuneration for acting in the partnership 

6. Every partner may take part in the management of the partnership

7. Every partner has access to the books when he thinks fit. Those books should be kept at the 
principal place of the business

8. Admission of a new partner needs unanimous consent.

Section 42 provisions

Section 42 of the partnership act provides that interest should be paid on any amount owing to an 
outgoing partner either at 5 % per annum or at such rate as a court would determines as 
attributable to the use of the assets of the partner concern.

6. WHAT IS MEANT BY ARTICLE OF PARTNERSHIP (PARTNERSHIP AGREEMENT)?

A written agreement which contains the various terms and conditions as to the relationship of the 
partners to each other is called the Article of Partnership of Partnership deed.
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7. CONTENTS OF A PARTNERSHIP AGREEMENT

1. Agreements for sharing of profits
2. The agreed ratio of holding capital balances 
3. Any additional responsibility and rewards
4. Limitation on partners drawings, if any
5. Authority to obtain loans and enter into contracts
6. Authority to change the nature of the business 
7. Authority to admit a new partner
8. Requirements on accounting and auditing

8. WHY IS IT NECESSARY TO HAVE A PARTNERSHIP DEED (PARTNERSHIP AGREEMENT)?

The three reasons for having a written agreement (partnership deed) are as follows:-
I. In case of dispute it will serve as evidence in the court of law.

II. Accounts of partnership firm are regulated by those contents.
III. It regulates the rights, duties and responsibilities of each partner.

9. IN THE ABSENCE OF PARTNERSHIP DEED, HOW ARE MUTUAL RELATIONS OF PARTNERS 

GOVERNED?

In the absence of partnership deed rules will be applied for 
governing the partnership (Section 24 and Section 42)

(a) Partners contribute capital equally; 
(b) Partners share profits and contribute equally towards losses;
(c) Partners are not entitled to interest on capital;
(d) Partners are not entitled to receive salaries;
(e) Partners are entitled to interest at 5% per annum on any advances beyond their agreed 

capital from the date of advance;
(f) A new partner may not be introduced without the consent of all the existing partners;
(g) Matter arising from disagreements must be decided by a majority of partners.

SPECIAL ACCOUNTS IN PARTNERSHIP

1. APPROPRIATION ACCOUNT

Appropriation account is prepared to identify the ways in which the net profit of the partnership is 
appropriated among partners. It will show,

1. The amounts that partners receive from the partnership in the capacity of a partner (Debited 
to Appropriation A/C)

2. The amounts that the partnership receives from partners-which partners pay to the 
partnership in the capacity of a partner (Credited to the appropriation A/C.

2. PARTNERS CAPITAL AND CURRENT ACCOUNTS

Partners normally draw out monies for their personal use during the year, expecting his share of 
profit being agreed at the end of the year. This means that there is a potential risk individual 



13

partners may draw out monies that exceed their share of the potential profit. This has two bad 
effects upon a partnership. First, a partner may unintentionally draw out monies that had been 
contributed as capital; second, excessive drawings may reduce the partnership working capital to 
levels lower than what may be regarded as satisfactory.

As a precaution against this, partners usually agree that capital contribution should be recorded in a 
capital account and that such amount should not normally be regarded as available for their 
withdrawal until the partnership is dissolving.

PAST PAPERS

Exercise 01
2020 JAN AAT II Q4
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Exercise 02
2020 JAN AAT II Q8
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Exercise 03
2019 JUL AAT II Q3
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Exercise 04
2019 JUL AAT II Q9
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Exercise 05
2018 JUL AAT II Q5
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Exercise 06
2018 JUL AAT II Q6
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Exercise 07
2018 JUL AAT II Q9
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Exercise 08
2018 JAN AAT II Q9
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Exercise 09
2017 JUL AAT II Q8
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Exercise 10
2017 JAN AAT II Q3

Exercise 11
2016 JUL AAT II Q7
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Exercise 12
2017 JAN AAT II Q9
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Exercise 13
2016 JAN AAT II Q5
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Exercise 14
2016 JAN AAT II Q6
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Exercise 15
2016 JAN AAT II Q7
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