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Unit-I 

Partnership Accounts- I 

The Indian Partnership Act, 1932, governs partnerships in India. Here are some basics of the 

act: 

1. Definition of Partnership: According to the act, a partnership is the relation between 

persons who have agreed to share the profits of a business carried on by all or any of 

them acting for all. 

2. Partnership Deed: While not mandatory, it's advisable for partners to have a written 

agreement known as a Partnership Deed. This deed typically includes details such as 

profit-sharing ratios, responsibilities of each partner, capital contributions, etc. 

3. Minimum and Maximum Partners: The act requires a minimum of 2 partners to 

form a partnership, while the maximum number of partners can't exceed 100 in case 

of banking and 20 in other cases. 

4. Rights and Duties of Partners: Partners in a firm have certain rights and duties as 

defined by the act. This includes the right to participate in the management, access to 

books and information, and the duty to act in good faith and with the utmost loyalty 

towards the firm. 

5. Liability of Partners: Partnerships are typically characterized by unlimited liability, 

meaning each partner is personally liable for the debts and obligations of the firm. 

This means that creditors can go after the personal assets of the partners to settle the 

firm's debts. 

6. Profit Sharing: The act specifies that profits and losses of the partnership are shared 

among the partners as per the partnership deed. In the absence of a partnership deed, 

profits and losses are shared equally among partners. 

7. Management of Partnership: Unless otherwise agreed, every partner has the right to 

take part in the management of the partnership business. 

8. Dissolution of Partnership: The partnership may be dissolved in various ways such 

as by agreement among partners, by the expiry of the term mentioned in the 

partnership deed, by mutual consent, by court order, or by the death or insolvency of a 

partner. 

In the context of partnership accounting, the terms "fixed capital method" and "fluctuating 

capital method" refer to two different approaches for maintaining capital accounts and 

distributing profits and losses among partners. Here's an overview of each method: 

1. Fixed Capital Method: 

o In the fixed capital method, partners' capital accounts are maintained based on 

their initial contributions to the partnership. 

o Each partner's capital account remains fixed unless there are specific 

agreements or events that trigger changes, such as additional investments, 

withdrawals, or adjustments based on the partnership agreement. 

o Profits and losses are typically allocated among partners based on their fixed 

capital contributions, regardless of changes in the partnership's performance or 

financial position. 



o This method provides stability and predictability in the allocation of profits 

and losses among partners, as each partner's share is determined by their initial 

investment. 

 

2. Fluctuating Capital Method: 

o In the fluctuating capital method, partners' capital accounts are adjusted 

periodically to reflect changes in the partnership's financial position, such as 

profits, losses, additional investments, and withdrawals. 

o Partners' capital account balances may fluctuate over time based on the 

partnership's performance and financial transactions. 

o Profits and losses are typically allocated among partners based on their current 

capital account balances at the time of allocation, rather than their fixed capital 

contributions. 

o This method allows for a more dynamic and responsive allocation of profits 

and losses, as partners' shares are adjusted based on their current stake in the 

partnership. 



 

Each method has its advantages and may be suitable for different types of partnerships or 

business environments.  

A Profit and Loss (P&L) Appropriation Account, also known as an Income and Expenditure 

Account or an Appropriation Account, is a financial statement that shows how the net profit 

or loss of a business entity has been appropriated or distributed among various stakeholders 

such as shareholders, retained earnings, reserves, etc. 

The purpose of the P&L Appropriation Account is to provide a clear picture of how the 

profits or losses of the business are being distributed or allocated among different parties. It 

helps stakeholders understand how the company is managing its earnings and whether it is 

reinvesting profits for future growth or distributing them to shareholders. 

 

The admission of a partner in a partnership, as per the Partnership Act of 1932 (which 

governs partnerships in India), involves several steps and considerations. Here's a general 

overview: 



1. Consent of Existing Partners: The existing partners must consent to the admission 

of a new partner. Unanimous consent is typically preferred, but the partnership 

agreement may specify a different requirement. 

2. Agreement: A new partnership agreement or an amendment to the existing 

partnership agreement is usually made to reflect the terms and conditions of the 

admission of the new partner. This agreement outlines the rights, responsibilities, 

profit-sharing ratios, capital contributions, etc., of the new partner. 

3. Valuation of the Firm: If the new partner is required to contribute capital to the 

partnership, the value of the partnership's assets and liabilities may need to be 

assessed to determine the appropriate capital contribution. 

4. Capital Contribution: The new partner typically contributes capital to the 

partnership, either in the form of cash, assets, or goodwill. The amount of capital 

contributed may vary depending on the terms agreed upon in the partnership 

agreement. 

5. Public Notice: In some jurisdictions, the admission of a new partner may require 

public notice to be given to creditors and the general public. This helps protect the 

interests of existing creditors who may have claims against the partnership. 

6. Documentation: Legal documentation, such as a partnership deed or an amended 

partnership deed, is prepared to formalize the admission of the new partner. This 

document should outline the terms and conditions of the partnership, including the 

rights and obligations of all partners. 

 

 A revaluation account is a financial account used to record changes in the 

value of assets or liabilities of a business, typically as a result of a revaluation 

process. This process involves reassessing the carrying amount of assets and 

liabilities to reflect their fair market value. The purpose of revaluation is to 

ensure that the financial statements provide a more accurate representation of 

the company's financial position. 



 

Illustration: 

 



 

 

 

The death or retirement of a partner in a partnership brings about significant changes to the 

structure, ownership, and operations of the business. Here's an overview of the typical steps 

and considerations involved in such situations: 

1. Notification: In the case of death, the partnership should be notified immediately, and 

appropriate steps should be taken to address the situation. If retirement is planned, the 



partner should provide advance notice to the other partners according to the terms of 

the partnership agreement. 

2. Valuation: The value of the deceased or retiring partner's interest in the partnership 

needs to be determined. This usually involves assessing the partnership's assets, 

liabilities, and any goodwill or intangible assets. The partnership agreement may 

specify a method for valuation, such as using book value, fair market value, or a 

predetermined formula. 

3. Settlement: The partnership agreement typically outlines the terms for settling the 

departing partner's interest. This may involve a lump sum payment, installment 

payments over time, or the transfer of assets to the departing partner. 

4. Financial Statements: The departure of a partner may require adjustments to the 

partnership's financial statements. The partnership's balance sheet should reflect the 

changes in ownership and capital contributions resulting from the departure. 

5. Legal Documentation: Legal documents such as a retirement agreement or a buyout 

agreement may be drafted to formalize the terms of the departure. These documents 

should specify the rights and obligations of both the departing partner and the 

remaining partners. 

Unit-II 

Partnership-II 

The dissolution of a partnership refers to the process of ending the partnership business. It 

involves winding up the affairs of the partnership, liquidating its assets, paying off its 

liabilities, and distributing any remaining assets among the partners. Here's an overview of 

the steps involved in the dissolution of a partnership: 

1. Partnership Agreement: The first step is to review the partnership agreement to 

understand the provisions related to dissolution. The agreement may outline specific 

circumstances under which the partnership can be dissolved and the procedures to be 

followed. 

2. Unanimous Consent or Legal Grounds: Depending on the partnership agreement 

and the relevant laws, the partnership may be dissolved by unanimous consent of the 

partners or due to specific legal grounds such as expiration of the partnership term, 

death or incapacity of a partner, bankruptcy of a partner, or judicial decree. 

3. Notice to Creditors and Other Stakeholders: Once the decision to dissolve the 

partnership is made, notice should be given to creditors, suppliers, customers, 

employees, and other relevant parties. This allows them to assert any claims they may 

have against the partnership. 

4. Inventory of Assets and Liabilities: An inventory of the partnership's assets and 

liabilities should be prepared to determine the value of the partnership's net assets 

available for distribution to the partners. 

5. Liquidation of Assets: The partnership's assets are liquidated, which may involve 

selling assets such as inventory, equipment, and real estate. The proceeds from the 

sale of assets are used to pay off the partnership's debts and liabilities. 

6. Payment of Creditors: The partnership's creditors are paid from the proceeds of 

asset liquidation. This includes paying off outstanding loans, accounts payable, and 

other liabilities. 

7. Distribution of Remaining Assets: After all debts and liabilities are paid off, any 

remaining assets are distributed among the partners according to their respective 



ownership interests as outlined in the partnership agreement. If there are any surplus 

funds, they are distributed among the partners in proportion to their capital 

contributions or profit-sharing ratios. 

8. Filing Dissolution Documents: Depending on local laws and regulations, formal 

dissolution documents may need to be filed with the appropriate government 

authorities, such as the state's secretary of state office or a similar agency. 

9. Final Tax Returns: The partnership must file final tax returns with the relevant tax 

authorities, reporting its income, expenses, and assets during the dissolution period. 

10. Termination of Business Operations: Once all legal and financial obligations are 

fulfilled, the partnership's business operations are officially terminated. 

 A Realisation Account is a temporary account used in partnership accounting 

during the process of winding up or dissolving a partnership. It is created to 

record the realization of assets, payment of liabilities, and the distribution of 

remaining assets among the partners. 

Here's how it typically works: 

1. Transfer of Assets: When a partnership is dissolved, its assets are sold or transferred 

to convert them into cash. The proceeds from the sale of these assets are recorded on 

the debit side of the Realisation Account. 

2. Payment of Liabilities: Simultaneously, the partnership's liabilities, including 

creditors, outstanding expenses, loans, etc., are paid off. The payments made to settle 

these liabilities are recorded on the credit side of the Realisation Account. 

3. Realisation of Assets and Settlement of Liabilities: As the assets are sold and 

liabilities are paid off, the Realisation Account keeps track of these transactions until 

all assets are converted into cash, and all liabilities are settled. 

4. Distribution of Surplus or Settlement of Deficit: After settling all liabilities, any 

remaining balance in the Realisation Account represents the surplus or deficit. If there 

is a surplus, it is distributed among the partners in accordance with their profit-sharing 

ratio. If there is a deficit, it is borne by the partners in the same ratio. 

5. Transfer to Partners' Capital Accounts: Once the Realisation Account is balanced, 

the surplus (if any) is transferred to the partners' capital accounts. This effectively 

closes the Realisation Account and completes the process of winding up the 

partnership. 



 

Illustration: 

 



 

 

 



 The insolvency of a partner in a partnership can have significant legal, 

financial, and operational implications for the partnership and its remaining 

partners. Here's how it may be handled: 

1. Review Partnership Agreement: The partnership agreement should be reviewed to 

understand the provisions related to insolvency. It may outline procedures for 

handling the insolvency of a partner, including buyout clauses, the distribution of 

assets, and the admission of new partners. 

2. Notification: If a partner becomes insolvent, the partnership should be notified 

promptly. The insolvent partner may also need to notify the partnership and relevant 

authorities of their insolvency. 

3. Assessment of Impact: The remaining partners need to assess the impact of the 

insolvent partner's situation on the partnership's operations, finances, and liabilities. 

This may involve reviewing contracts, agreements, and financial obligations that the 

insolvent partner was involved in. 

4. Buyout or Settlement: Depending on the partnership agreement and applicable laws, 

the remaining partners may have the option to buy out the insolvent partner's interest 

in the partnership. This could involve negotiating a settlement amount or arranging 

for the transfer of the insolvent partner's share of assets and liabilities. 

5. Continuation or Dissolution: If the partnership agreement allows for the admission 

of new partners, the remaining partners may choose to admit a new partner to replace 

the insolvent partner. Alternatively, if the partnership cannot continue without the 

insolvent partner, it may need to be dissolved. 

 In the Garner vs. Murray case, the court held that a trustee cannot use their 

position to profit personally or to benefit someone other than the beneficiaries. 

Specifically, the rule prohibits a trustee from making secret profits or engaging 

in self-dealing transactions without the beneficiaries' knowledge and consent. 

 The rule essentially imposes a duty of loyalty and impartiality on trustees, 

requiring them to act solely in the beneficiaries' best interests and to avoid any 

conflicts of interest. If a trustee breaches this duty by engaging in self-dealing 

or making secret profits, they may be held personally liable for any resulting 

losses to the beneficiaries. 

 The Garner vs. Murray rule is an important principle in trust law and is often 

cited in cases involving allegations of breach of fiduciary duty by trustees or 

other fiduciaries. It underscores the importance of transparency, honesty, and 

integrity in fiduciary relationships, ensuring that beneficiaries' interests are 

protected and upheld. 

 

 The sale of a partnership typically involves one or more partners selling their 

ownership interest in the partnership to another individual or entity. Here's a 

general overview of the process: 

1. Agreement among Partners: Before initiating the sale process, partners must review 

the partnership agreement to determine if there are any provisions related to the sale 

of partnership interests. The agreement may outline procedures, restrictions, and 

approvals required for the sale. 

2. Valuation of Partnership Interest: The partners involved in the sale, along with any 

potential buyers, should agree on the valuation of the partnership interest being sold. 



Valuation methods may include the book value method, income-based method, or 

market-based method, depending on the partnership's agreement and industry 

standards. 

3. Search for Buyers: Partners looking to sell their interest may search for potential 

buyers within their network or industry. Alternatively, they may engage a business 

broker or advisor to help find suitable buyers. 

Illustration : 

 



 

 

 

 

 

 

 

 

 

 

 



Unit-III 

Issue of Shares, debentures, underwriting  bonus shares 

When a company decides to issue shares, it can do so at different price points relative to the 

nominal or face value of the shares. These price points are typically categorized as issuing 

shares at par, at a premium, or at a discount. 

1. Issue at Par: When shares are issued at par, it means they are sold at their nominal or 

face value. For example, if the face value of a share is Rs10, and the company issues 

shares at par, each share will be sold for Rs10. 

2. Issue at Premium: If shares are issued at a premium, it means they are sold at a price 

higher than their face value. This premium represents additional value perceived by 

investors. For instance, if the face value of a share is Rs10 and the company issues 

shares at a premium of Rs2, each share will be sold for Rs12. 

3. Issue at Discount: Conversely, issuing shares at a discount means they are sold at a 

price lower than their face value. This could be done for various reasons, such as 

attracting investors or incentivizing existing shareholders to participate in the 

offering. Using the same example, if the face value of a share is Rs10 and the 

company issues shares at a discount of Rs2, each share will be sold for Rs8. 

Each approach has its implications: 

 Issuing shares at a premium can indicate strong investor demand and confidence in 

the company's prospects. It also helps the company raise more capital per share sold. 

 Issuing shares at a discount may dilute the existing shareholders' ownership more than 

issuing at par or at a premium. However, it can also be seen as a way to quickly raise 

capital or to reward existing shareholders. 

 Issuing shares at par is the simplest method and ensures that the company receives the 

full-face value of each share sold, without diluting existing shareholders' ownership or 

offering additional incentives to new investors. 

Companies typically make these decisions based on their current financial situation, market 

conditions, and strategic objectives. 



 

Pro rata allotment, also known as pro rata rights or pro rata subscription rights, refers to the 

practice of allotting securities to existing shareholders in proportion to their existing 

ownership stakes in the company. 

When a company decides to issue additional shares through a right offering, it offers existing 

shareholders the opportunity to purchase additional shares in proportion to their current 

holdings. This means that if a shareholder owns 10% of the company's shares before the 

rights offering, they will have the opportunity to purchase 10% of the new shares being 

issued. 

Forfeiture and reissue of shares occur when a shareholder fails to comply with certain 

obligations, leading to the cancellation of their shares, which are then reissued to new or 

existing shareholders. Here's how it typically works: 

1. Forfeiture: Share forfeiture happens when a shareholder fails to fulfill their 

obligations, such as paying for the shares they subscribed to. This failure could be due 

to non-payment of calls (the installment payments on shares) or breaching other terms 

of the share agreement. 

2. Reissue: Once the shares are forfeited, the company can reissue them to new or 

existing shareholders. The reissuance process may involve offering the shares to 

existing shareholders on a pro rata basis or selling them to new investors through a 

private placement or public offering. 



 

Issuing debentures is another way for companies to raise funds. Debentures are long-

term debt instruments used by corporations and governments to borrow money from 

investors. 

Underwriting of shares is a process where an investment bank or a group of investment 

banks, known as underwriters, commit to purchasing a company's shares from it directly and 

then reselling them to investors or the public. This process is typically used during initial 

public offerings (IPOs) or secondary offerings. 

Here's how the underwriting process generally works: 

1. Selection of Underwriters: The company planning to issue shares selects one or 

more investment banks to act as underwriters. These underwriters will assist the 

company in structuring the offering, determining the offering price, and selling the 

shares to investors. 

2. Due Diligence: The underwriters conduct due diligence on the company to assess its 

financial condition, business prospects, and potential risks. This helps them evaluate 

the company's valuation and determine the terms of the offering. 

3. Agreement: The company and the underwriters negotiate the terms of the 

underwriting agreement, including the underwriters' commitment to purchase the 

shares from the company at a predetermined price and the fees they will receive for 

their services. 

4. Registration: The company files a registration statement with the relevant regulatory 

authorities, such as the Securities and Exchange Commission (SEC) in the United 

States, to register the shares for sale to the public. The registration statement contains 

detailed information about the company and the offering. 

5. Marketing and Pricing: The underwriters work with the company to market the 

offering to potential investors, including institutional investors, retail investors, and 

other interested parties. They help set the offering price based on investor demand, 

market conditions, and the company's valuation. 

6. Allocation and Distribution: Once the offering price is determined, the underwriters 

allocate the shares among investors who have placed orders to purchase them. They 

may allocate shares based on various factors, such as investor demand, the size of 

their orders, and their relationship with the underwriters. 

7. Stabilization: After the shares begin trading on the stock exchange, the underwriters 

may engage in stabilization activities to support the share price and maintain orderly 

trading. This can include purchasing additional shares in the market to offset selling 

pressure or underwriting syndicate members agreeing not to sell their shares for a 

specified period. 

8. Settlement: Finally, the underwriters settle the transaction with the company by 

purchasing the shares at the agreed-upon price and delivering the proceeds to the 

company. The shares are then transferred to the investors who purchased them. 

Underwriting shares provides companies with a way to raise capital and access the public 

markets, while also providing investors with confidence in the offering through the 

underwriters' commitment to purchase the shares. However, underwriting fees and the risk of 

under-subscription are factors that companies must consider when choosing this method of 

raising capital. 



Under the Companies Act, 2013, bonus shares can be issued by a company subject to 

certain regulations and procedures. Bonus shares are additional shares distributed to existing 

shareholders at no additional cost, in proportion to their current shareholdings. Issuing bonus 

shares does not involve raising new capital from the market but rather redistributes the 

company's reserves or retained earnings into additional shares. 

Here are the key provisions regarding the issue of bonus shares under the Companies Act, 

2013: 

1. Authorization: The issuance of bonus shares must be authorized by the company's 

Articles of Association. If the Articles do not provide for the issuance of bonus shares, 

they must be amended through a special resolution of the shareholders. 

2. Source of Bonus Issue: Bonus shares can be issued out of the company's: 

o Free reserves: Profits earned by the company that are not already earmarked 

for any specific purpose, such as dividends or reserves required by law. 

o Securities premium account: Additional funds received by the company in 

excess of the nominal value of its shares, which are maintained as a premium 

account. 

3. Approval: The issuance of bonus shares requires approval from the company's board 

of directors. If the bonus issue results in a reduction of the company's net worth, 

approval from the shareholders in a general meeting is required. 

4. Capitalization of Profits: The company must have sufficient accumulated profits or 

reserves available for capitalization into bonus shares. These profits or reserves are 

capitalized by transferring them to the company's share capital account. 

5. Shareholder Approval: Shareholders' approval is required for the capitalization of 

reserves and the issuance of bonus shares. This approval is obtained through an 

ordinary resolution passed at a general meeting of the shareholders. 

 

  



Unit- IV 

COMPANY FINAL ACCOUNTS AND PROFIT PRIOR TO 

INCORPORATION 

Preparing a statement of profit and loss (P&L) and balance sheet in accordance with the 

Companies Act, 2013 involves following specific guidelines and formats mandated by the 

Act and accounting standards. Here are general instructions to prepare these financial 

statements: 

Statement of Profit and Loss (P&L): 

1. Revenue Recognition: Recognize revenue in accordance with the revenue 

recognition principles outlined in the Companies Act, 2013 and applicable accounting 

standards (e.g., Indian Accounting Standards, or Ind AS). 

2. Expenses Classification: Classify expenses into appropriate categories such as cost 

of goods sold, operating expenses, finance costs, and exceptional items. 

3. Depreciation and Amortization: Recognize depreciation and amortization expenses 

based on the useful lives of assets and the applicable depreciation methods (e.g., 

straight-line method, reducing balance method). 

4. Exceptional Items: Disclose exceptional or non-recurring items separately in the 

P&L statement. 

5. Taxation: Calculate and disclose income tax expense based on applicable tax laws 

and regulations. 

6. Earnings per Share (EPS): Calculate and disclose basic and diluted earnings per 

share as per the Companies Act, 2013. 

7. Comparative Figures: Present comparative figures for the previous period for 

meaningful analysis. 

8. Format: Prepare the statement of profit and loss in the prescribed format specified by 

the Companies Act, 2013 and relevant accounting standards. 

Balance Sheet: 

1. Assets Classification: Classify assets into current assets and non-current assets based 

on their liquidity and holding period. 

2. Liabilities Classification: Classify liabilities into current liabilities and non-current 

liabilities based on their maturity and settlement period. 

3. Equity: Present equity shareholders' funds, including share capital, reserves, and 

surplus. 

4. Non-Current Assets: Provide detailed disclosures for non-current assets such as 

property, plant, and equipment, intangible assets, and investments. 

5. Non-Current Liabilities: Disclose long-term borrowings, deferred tax liabilities, and 

other non-current liabilities separately. 

6. Current Assets and Liabilities: Present current assets and liabilities separately, 

including inventories, trade receivables, trade payables, and short-term borrowings. 

7. Comparative Figures: Include comparative figures for the previous period to 

facilitate analysis and comparison. 

8. Format: Prepare the balance sheet in the prescribed format specified by the 

Companies Act, 2013 and relevant accounting standards. 



Additional Instructions: 

 Ensure compliance with the disclosure requirements specified by the Companies Act, 

2013, and relevant accounting standards. 

 Use accurate and consistent accounting policies and estimates in preparing the 

financial statements. 

 Review the financial statements for accuracy, completeness, and compliance with 

regulatory requirements before finalization. 

Following these instructions will help ensure that the statement of profit and loss and balance 

sheet are prepared in accordance with the Companies Act, 2013 and provide relevant, 

reliable, and comparable financial information to stakeholders. 

 

Where compliance with the requirements of the Act including Accounting Standards as 

applicable to the companies require any change in treatment or disclosure including addition, 

amendment, substitution or deletion in the head or sub-head or any changes, in the financial 

statements or statements forming part thereof, the same shall be made and the requirements 

of this Schedule shall stand modified accordingly. 

(2)    The disclosure requirements specified in this Schedule are in addition to and not in 

substitution of the disclosure requirements specified in the Accounting Standards prescribed 

under the Companies Act, 2013. Additional disclosures specified in the Accounting 

Standards shall be made in the notes to accounts or by way of additional statement unless 

required to be disclosed on the face of the Financial Statements. Similarly, all other 

disclosures as required by the Companies Act shall be made in the notes to accounts in 

addition to the requirements set out in this Schedule.  

(3) (i) Notes to accounts shall contain information in addition to that presented in the 

Financial Statements and shall provide where required 

 a)      narrative descriptions or disaggregation’s of items recognised in those statements; and  

b)      Information about items that do not qualify for recognition in those statements. (ii) 

Each item on the face of the Balance Sheet and Statement of Profit and Loss shall be cross-

referenced to any related information in the notes to accounts. In preparing the Financial 

Statements including the notes to accounts, a balance shall be maintained between providing 

excessive detail that may not assist users of financial statements and not providing important 

information as a result of too much aggregation. 



 



 

 



 



 



 

 

 

Profit Prior to Incorporation: 

Under the Companies Act, 2013, the treatment of profit prior to incorporation is not explicitly 

addressed. The Act primarily deals with the legal framework governing the formation, 

operation, and regulation of companies in India. However, accounting standards issued by the 

Institute of Chartered Accountants of India (ICAI), particularly Indian Accounting Standard 

(Ind AS) 1 - Presentation of Financial Statements, provide guidance on the presentation and 

disclosure of financial information. 

According to Ind AS 1, a company's financial statements should present fairly its financial 

position, financial performance, and cash flows. While there is no specific provision 

regarding profit prior to incorporation, the accounting principles generally require that 

financial statements reflect accurate and reliable information about the entity's financial 

affairs. 

In practice, profit prior to incorporation is typically treated as follows: 

1. Disclosure: Companies may choose to disclose profit prior to incorporation in their 

financial statements, particularly in the notes to the financial statements or in a 

separate schedule, to provide transparency regarding the entity's financial history. 

2. Accounting Treatment: The profit prior to incorporation may be accounted for 

separately from post-incorporation profits to distinguish between the two periods. It is 

usually recorded as part of the initial capital contribution or reserves, depending on 

how it is utilized after incorporation. 

3. Utilization: The profit prior to incorporation, if retained by the company, may be 

used for various purposes such as contributing to the initial capital, settling 

incorporation expenses, or funding initial operations. The utilization of such profit 

should be disclosed in the financial statements. 
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Unit-V 

VALUATION OF GOODWILL AND SHARES 

Goodwill represents the intangible value of a business, often stemming from factors like 

brand reputation, customer loyalty, employee talent, and proprietary technology. Here's why 

businesses might need to value goodwill and methods for doing so: 

Need for Valuation: 

1. Mergers and Acquisitions (M&A): When one company acquires another, it's 

essential to understand the value of the acquired company's goodwill. This helps in 

determining a fair purchase price and assessing the overall financial health of the 

transaction. 

2. Financial Reporting: Goodwill needs to be reported on the balance sheet, and its 

accurate valuation is crucial for providing stakeholders with a true picture of the 

company's financial position. 

3. Impairment Testing: Companies are required to periodically assess whether the 

recorded value of goodwill is impaired. Accurate valuation helps in determining 

impairment charges and ensuring compliance with accounting standards. 

4. Loan Collateral: Goodwill can sometimes be used as collateral for loans. Lenders 

may require a valuation to assess the value of this intangible asset. 

Methods of Valuation of Goodwill 

The choice of the method of goodwill valuation depends entirely on the partners or the 

partnership deed when they have made it. 

1. Average Profits Method 

i] Simple Average: Under this method, the goodwill is valued at the agreed number of years of 

purchase of the average profits of the past years. Goodwill = Average Profit x No. of years’ 

of purchase 

ii] Weighted Average: Under this method, the goodwill is valued at an agreed number of years 

of purchase of the weighted average profits of the past years. We use the weighted average when 

there exists an increasing or decreasing trend in the profits giving the highest weight to the 

current year’s profit. 

 Goodwill = Weighted Average Profit x No. of years’ of purchase 

 Weighted Average Profit = Sum of Profits multiplied by weights/ Sum of weights 

2. Super Profits Method 

(i) The Number of Years Purchase Method: Under this method, the goodwill is valued at the 

agreed number of years of purchase of the super profits of the firm. 

https://www.toppr.com/guides/business-communication-and-ethics/essential-of-good-english/choice-of-words/
https://www.toppr.com/guides/quantitative-aptitude/averages/average/
https://www.toppr.com/guides/accountancy/recording-transactions/purchases-journal-and-purchase-return-book/


 Goodwill = Super Profit x No. of years of purchase 

 Super Profit = Actual or Average profit – Normal Profit 

 Normal Profit = Capital Employed x (Normal Rate of Return/100) 

(ii) Annuity Method: This method considers the time value of money. Here, we consider the 

discounted value of the super profit. 

 Goodwill = Super Profit x Discounting Factor 

3. Capitalization Method 

(i) Capitalization of Average Profits: Under this method, the value of goodwill is calculated by 

deducting the actual capital employed from the capitalized value of the average profits on the 

basis of the normal rate of return. 

 Goodwill = Normal Capital – Actual Capital Employed 

 Normal Capital or Capitalized Average profits = Average Profits x (100/Normal 

Rate of Return) 

 Actual Capital Employed = Total Assets (excluding goodwill) – Outside 

Liabilities 

(ii) Capitalization of Super Profits: Under this method, Goodwill is calculated by capitalizing the 

super profits directly. 

 Goodwill = Super Profits x (100/ Normal Rate of Return) 

Illustration:  

https://www.toppr.com/guides/principles-and-practice-of-accounting/average-due-date/meaning-calculation-of-average-due-date-in-various-situations/


 



 

 

Valuation of shares 

Method 1) Net Asset Method: 

This is also known as Balance Sheet Method or Intrinsic Method or Break-up Value 

Method or Valuation of Equity basis or Asset Backing Method. Here the emphasis is on 

the safety of investment as the investors always need safety for their investments . Under 

this method, net assets of the company are divided by the number of shares to arrive at 

the net asset value of each share. 

 

 

 

 

 

 

 



 

 

Method 2) Yield Method: 

Under the Net Asset Method, the weightage is given on the safety of the investment. 

One, who invests money on shares, always needs safety. Even if the return is low, safety 

is always looked upon. At the same time under the yield method, the emphasis goes to 

the yield that an investor expects from his investment. The yield, here we mean, is the  

possible return that an investor gets out of his holdings—dividend, bonus shares, right 

issue. If the return is more, the price of the share is also more. Under this method the 

valuation of shares is obtained by comparing the expected rate of return with normal rate 

of return. 



 

 

Method 3 Fair Value Method: 

There are some accountants who do not prefer to use Intrinsic Value or Yield Value for 

ascertaining the correct value of shares. They however, prescribe the Fair Value Method 

which is the mean of Intrinsic value and Yield Value method and the same provides a 

better indication about the value of shares than the other methods.  

Fair Value = (Intrinsic Value + Yield Value)/2 



 

 

 

Important questions: 





 

 

 


