According to Sec. 4 of the Indian Partnership Act, 1932, “Partnersh.ip is the relation between twg or
more persons who have agreed to share the profits of a business carried on by all or any of them acting
for all”. '
Features or Characteristics of Partnership: The main features of a partnership:
(i) There must be at least two persons to form a partnership.
(ii) There must be an agreement to form a partnership ‘
(iii) Partnership is to be formed for the purpose of carrying on some business.
(iv) The business to be carried on by the partners must be legal.
(v) The agreement must be to share the profits of the business.
(vi) Business can be carried on by all or any of them acting for all. N
* Partnership deed is the written agreement, which specifies the terms and conditions that govern the
pantnership. The deed contains the following particulars:
(i) Name and address of the firm.
(i) Names and addresses of the partners.
(iii) Address of the principal place of business.
(iv) Nature of business that the firm proposes to do.
(v) Date of commencement of partnership.
(vi) Capital contribution by each partner.
(vii) Rate of Interest on loan taken by partners from the firm and vice-versa.
(viii) Rate of interest, if any, to be allowed on capitals of partners.
(ix) Rate of interest, if any, to be charged on drawings of partners.
(x) Profit-Sharing Ratio among the partners.
(xi) Salaries, commission, etc, if payable to any partner.
(xii) Settlement of Accounts in case of retirement or death or dissolution of the firm.
(xiii) Valuation of Assets in case of its reconstitution.
(xiv) Accounting Period, i.e. date on which accounts shall be closed every year.
(xv) Rights and Duties of Partners
(xvi) Rules regarding operation of Bank Accounts
+ (xvii) Settlement of Disputes among the partners.
(xviii) Mode of auditor's appointment, if any.
* Partnership Deed is an Important Document Because:
(i) It regulates the rights, duties and liabilities of each partner.
(i) If any dispute arises between the partners, then it m
itact as a good evidence in the court.
* Provisions in Absence of a Partnership Deed:
(i) Profitand Losses are to be shared equally.
(i) No Interest on capital to be allowed.
(i) No Interest on dra wings to be charged.

(iv) Interest on Loan is payable @ 6% per annum even f there are losses.

(v) No Salary / Commission is to be paid to any partner for taking part in the conduct of business.
Profit and Loss Appropriation Account is prepared to show the
the partners. It is an extension of the Profit and Loss Account.

* Capltal Accounts: A parntnership firm maintains sep
Capital Accounts may be maintained in two manners:

(i) Fixed Capital Accounts: Under this m

are mainizined for each partner. The

ay be settled by referring partnership deed as

distribution of firm's net profit among
arate Capital Account for each partner. Partners’

ethod, two accounts (Capital Account and Current Account)

: / fransactions relating to introduction or withdrawal of capital
are rec;orded in the Capttaj Account. Other transactions like interest on capital, drawings, salary,
commussion, share of profit or loss, etc. are recorded in the Current Account.

(1) Fluctuating Capital Accoun ts: Under this method, only one account (Capital Account) is maintained

for each partner. Al the transactions relating to a partner (like profit or loss, drawings, interest on
capital, salary, etc.) are also recorded in this Capital Account.
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K Value of Goodwill: The main factors, which influence value of goodwill are:

Factors ftecting the
f Management: Efficient management enables the firm to earn higher profits, which

e value of gooadwill.
r location attracts more customers resulting in in

yrn, results in increase in the value of gooadwill
3, Nature of B siness: The firm that produces high value added produc

to eam more profit and more goodwill
Favourable Contracts: If firm has favourable contracts with other rep

goodwill is more.

special Advantages: If a firm enjoys special advantages like patents, tra

enjoys higher value of gooawill.

6. Market Conditions: The monopoly condition or limited competition ena
profits which leads to higher value of goodwill.

7. Time Factor: Eirm which is running for many years on profitable lines has

to a firm which has been just established. .
g Other Factors like good industrial relations , effective advertising, research and development efforts
also influence the value of goodwill.
. Classification of Goodwill: Goodwill can be classified into two categories:
1. Purchased Goodwill: Purchased goodwill arises when a business unit is purchased by another
id is in excess of the value of net assets (i.e. Assels -

pusiness concern and the purchase price pai
Liabilities) acquired.
2 Self-Generated Gooawill: It is an in
attributes that a running business poSSesses.
« Need for Valuation of Goodwill: The need for valuation of non-purchased goodwill arises in the following

circumstances:
1. Change in the
2. Admission of new partner

3. Retirement and Death of a partner
4, Dissolution of a firm involving sale of business as a going concern

5. Amalgamation of partnership firms
* Methods of Valuation of Goodwill: Some important methods to ca
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erage profitis found out (after adjusting for abnormal items, ifany). This average profit
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Capital Employed | |

ozpim’ Fmploygd represents the amount invested in the business. For the purpose of valuation of
dwill capital employed can be calculated by any one of the following two methods:
Liability Side Approach: Capital Employed (CE) is calculated as:

(0 CE= Capital + Free Reserves - Fictitious Assets — Non-trade investments

i) Assets Side Approach: Capital Employed is calculated as:

CE = All Assets (except goodwill, fictitious assets and non-trade investments) - Outsiders’
Liabilities.

Letus understand the concept of capital employed with the help of following Balance Sheet.

Liabilities Amt. (R) | Assets Amt. (3)
Partners’ Capital Fixed Assets | ..
Reserves | ... Current Assets | ...
External Liabilites | ... Non-trade investments | ...
Fictitious Assets | ...

Capital Employed = Partners’ Capital + Reserves — Non-trade investments - Fictitious Assets

Or
Capital Employed = Fixed Assets + Current Assets - External Liabilities

Steps involved in Valuation of Goodwill
Step1:  Calculate Average Capital Employed of the business as under:

Opening Capital Employed + Closing Capital Employed
2

Step2:  Calculate Normal Profit on capital employed as under:

Normal Rat
Normal Profit = Average Capital Employed x ormal R:Oi) of Return

Step3:  Calculate Actual Profit or average profit.
Step4:  Calculate Super Profit, i.e. Actual or Average Profit - Normal Profit
Step5:  Goodwill = Super Profit x Number of Years’ Purchase
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Capitalisation Method

Under this method, goodwill can be caleulated by two methods:

() Capitalisation of Average Profit Mcthod

(ii) Capitalisation of Super Profit Method

Capitalisation of Average Profit Mcthod

Under this method, the value of goodwillis determined by subtracting the actual capital emnplow
(net assets) in the business from the capitalised value of the average profits.

Steps involved in Valuation of Goodwill

Step1:  Calculate the value of Net Assets as on the date of valuation of Goodwill:

Net Assels = All Assets (except goodwill, fictitious assets and non-trade investmem
= Outsiders’ Liabilities

Step2:  Calculate Average Profit of agreed number of past ycars.
Step3:  Calculate capitalised value of average profits as under:
Average Profit « 100
Normal Rate of Retum
Step4:  Goodwill = Capitalised value of Average Profits - Net Asacts

Lot us undorstand dotormination of Goodwill by Capltalisation of Average Prof;; Method wih the net
of following illustrations.

Capitalised Value of Average Profits =

Mustration 15. A business has earned average profits of T 1,00,000 during the las: few veas
and the normal rate of return in a similar business is 10%. Determine the vatue of goodwall B
capitalisation of average profit method, if net assets of the business are ¢ 8.20,000.

Solution:

Average Proft « 100

Normal Fato of Fietun

'-00'0?8‘5 190 ¢ 1000.000

Capnalisod Valun of Avorage Profits =

Capnalieed Valuo of Average Profits =

Goodwill = Capitalited Valuo of Average Profits - Met Aseets
Goodwill = 10.00,000 - 8,270,000 = T 1,80,000







