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Mittal Steel Corp sets out for shopping. It zeroes-in on a target company. The target company has barely been in existence for four years with a bad profit record & locational advantage being the attraction for the proposed take-over deal. What price will the predator be willing to pay for acquisition of such a business? Definitely a nominal one. On the other hand, let’s suppose the target company has been in existence for over fifteen years now with an impressive profit record. In addition it has a healthy dividend payout history & has won accolades for customer satisfaction. Now, what price will the predator be willing to pay to acquire the business? Definitely a substantial one. Why this discrimination? & on a closer analysis we would find that the price offered often surpasses the net asset value of the target. The additional consideration is often on account of the standing of the target in the market & also by the reason of its extra profit earning capacity compared to other businesses in the same industry. The whole thing cracks down to one point i.e., there is an existence of a special element in the latter target as compared to former target. This special element is “Goodwill” as per an accountant’s dictionary.
Be it a simple admission of a partner to the profits of a firm, or be it a high-funda corporate merger or an acquisition deal, payment for goodwill becomes inevitable. A series of questions crop up in this regard. How can value be attached to goodwill? Or how can it be quantified? What are the criterions which determine its valuation?

What is Goodwill?

Goodwill is an accounting term used to reflect the portion of the market value of a business entity not directly attributable to its assets and liabilities; it normally arises only in case of an acquisition. It reflects the ability of the entity to make a higher profit than would be derived from selling tangible assets. Goodwill is also known as an intangible asset.
Now let’s have a look on various methods of goodwill valuation followed by explanation of various terms used in goodwill valuation.

Valuation methods: There are basically four methods of goodwill valuation.

1) Capitalisation Method:  This method consists of the following steps:
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Determine Actual Capital Employed (ACE):
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Determine Normal Rate of Return (NRR)
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Determine Future Maintainable Profit (FMP)
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Determine Normal Capital Employed (NCE)
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Determine Goodwill

Example I: The Balance Sheet of Mr. Bachhan discloses the following position on 31.12.2006
                                                        Balance Sheet

	Liabilites
	Rs.
	Assets
	Rs.



	Share Capital

General Reserve

Profit & Loss A/c

Trade Creditors
	5,00,000

2,00,000

50,000

4,50,000


12,00,000
	Land & Buildings

Plant & Machinery

Stock

Debtors

Cash & Bank
	3,00,000

4,00,000

2,00,000

2,00,000

1,00,000


12,00,000


Additional Information:s
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Bachhan Limited was incorporated on 1st Jan 1995 and its first accounts were made upto 31st Dec 1995.
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It manufactures abrasive materials involving technical skill and it has engaged two foreign experts since 1995.
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No provision for taxation is required
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The Fixed Assets of the company is adequately depreciated
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The present market value of its Land & Buildings is Rs.5,00,000 and of Plant & Machinery Rs.6,00,000.
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The profit & losses of the company for the last 3 years after charging depreciation & tax have been as follows: 2001- Rs 1,01,000; 2002- Rs. 1,50,000; 2003- Rs. 1,69,000
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The sales of the company during last 3 years were Rs. 12,99,000; Rs.13,77,000; & Rs. 18,22,000.
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The investor wants 4% additional return on his investment to cover the risk attached. If bank rate is 6%, calculate normal expectation of the investor.

Calculate the value of Goodwill of Bachhan Ltd. under Capitalisation Method.

Solution:

Step 1: Determination of Actual Capital Employed: Capital employed represents the fair value of the net assets used in the business for earning the profits. Following points also should be kept in mind while calculating capital employed.
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Non trading asset & fictitious asset should be ignored while calculating capital employed (E.g.: Non trade investments)
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Fixed asset, stocks, etc should be valued at current cost.
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Book value of goodwill, if any, to be ignored. Purchase goodwill, if any, is to be taken into account.
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Debentures & Loans are not part of capital employed when shareholder's fund approach is followed.

Actual capital employed is neither the opening capital employed nor the closing capital employed. It should be the average capital employed.

Average capital employed can be calculated in any of the following manner:
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Average Capital Employed =  (Opening capital employed + Closing capital employed)
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Average Capital Employed = Opening capital employed + ½ of profit earned during the year.
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Average Capital Employed = Closing capital employed - ½ of profit earned during the year.

With reference to the above given problem, Actual Capital Employed can be calculated as follows:

Statement of Actual Capital Employed:

	Particulars
	Rs

	Land & Building

Plant & Machinery

Stock

Debtors

Cash & Bank

Less: Creditors


	5,00,000

6,00,000

2,00,000

2,00,000

1,00,000

(4,50,000)

	Actual Capital Employed
	11,50,000


Step 2: Determination of Normal Rate of Return: NRR represents the rate of return expected from industry comprising enterprises of similar size. It is the aggregate if risk free return and risk premium. Risk Free Return is the rate of return from Risk Free Investment. For E.g.: Return on Government Securities. Risk Premium is the additional return a businessman expects due to the investment in a risky project as a compensation for the risk undertaken.

With reference to the above given problem, Normal Rate of Return can be calculated as follows:

Normal Rate of Return = Risk free rate + Risk premium = 6% + 4% = 10%

Step 3: Determination of Future Maintainable Profit: Future Maintainable Profit (Earning After Tax) is calculated taking into account the past profits. It is calculated in the following manner:

Since past profits are used to make an estimation, it is necessary to make appropriate adjustments for better estimation. The adjustments are made with respect to the following:
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Elimination of any abnormal effect in the past profit
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Any income from non-trading assets
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If there is a change in the rate of tax, new tax rate should be applied in the past profits
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Effect of change in accounting policies should be neutralized.

Future Maintainable Profit is calculated:
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Taking the Simple Average of the adjusted Past Profits calculated under Step 1 when the adjusted past profits do not show any definite trend.
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Weighted Average of the adjusted Past Profits calculated under Step 1 when the adjusted Past Profits show definite trend.

With reference to the above given problem, Future Maintainable Profit can be calculated as follows:

Statement of Future maintainable Profit

Profits as a percentage of sales are as follows:

2001 – 1,01,000/12,99,000*100 = 7.78%

2002 – 1,50,000/13,77,000*100 = 10.89%

2003 – 1,69,000/18,22,000*100 = 9.28%

Since profit as a percentage of sales does not reflect any definite trend, we can take simple average. So, the Future maintainable Profit is: (1,01,000+1,50,000+1,69,000)/3 =Rs.1,40,000
Step 4: Determination of Normal Capital Employed: Normal Capital Employed is calculated as follows:

Normal Capital Employed = Future Maintainable Profit / Normal Rate of Return*100

With reference to the above given problem, Normal Capital Employed = Rs. 1,40,000/10% = Rs. 14,00,000
Step 5: Determination of Goodwill: Goodwill under Capitalisation method is calculated as follows:

Goodwill = Normal Capital Employed – Actual Capital Employed.

With reference to the above given problem, Goodwill = Rs.14, 00,000 – Rs.11, 50,000 = Rs. 2,50,000
2) Super Profit Method: This method consists of the following steps:
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Determine Actual Capital Employed (ACE)
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Determine Normal Rate of Return (NRR)
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Determine Normal Profit (NP)
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Determine Future Maintainable Profit (FMP)
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Determine Super Profit (SP)
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Determine Goodwill

Example II: Consider example I & calculate the value of Goodwill of Bachhan Ltd. on the basis of 5 years of purchase under Super Profit Method:

Solution:

Step 1: Determination of Actual Capital Employed:

Actual Capital Employed = Rs 11,50,000 (As calculated above)

Step 2: Determination of Normal Rate of Return:

Normal Rate of Return = 10% (As calculated above)

Step 3: Determination of Normal Profit: Normal Profit is calculated as follows:
Normal Profit = Actual Capital Employed * Normal Rate of Return

With reference to the above given problem, Normal Profit = Rs.11,50,000*10% = Rs. 1,15,000.

Step 4: Determination of Future Maintainable Profit:

Future Maintainable Profit = Rs. 1,40,000 (As calculated above)

Step 5: Determination of Super Profit: Super Profit is calculated as follows:
Super Profit = Future Maintainable Profit – Normal Profit

With reference to the above given problem, Super Profit = Rs 1,40,000- Rs 1,15,000= Rs 25,000.

Step 6: Determination of Goodwill: Goodwill under Super Profit method is calculated as follows:

Goodwill = Super Profit * Number of years of purchase

With reference to the above given problem, Goodwill = Rs.25, 000* 5 = Rs.1,25,000
3) Annuity Method: Annuity method is same as super profit method. The only difference is super profit method does not take into account time value of money. Under annuity method present value of future profit is taken into account.

Goodwill = Super profit* Discounting rate @ 15% for 5 years

Example III: Consider example II & calculate the value of Goodwill of Bachhan Ltd. on the basis of 2 years of purchase under Annuity Method. Discounting rate being 15%.

Solution:

With reference to the above given problem, Goodwill  = Rs. 25,000*3.352 = Rs. 83,800.

Note:            Discounting rate @ 15% for 5 years = 3.352

4) Sliding scale valuation method: Simple number of years purchase method is based on the implicit assumption that the amount of super profit per annum remains same for a fixed number of years and after that the super profit would disappear. As against this, sliding scale method is based on more realistic assumption that the amount of super profit per annum would decrease every year and after a fixed period of time super profit would disappear.

Example IV: The amount of super profit were estimated at Rs.25,000 and it also estimated that the first Rs.12,000 profit would be purchased for 3 years, next Rs.8000 profit would be purchased for 2 years and balance Rs.5000 profit would be purchased for 1 year.

Solution:     Goodwill under sliding scale valuation method = [(Rs.12000*3) + (Rs.8000*2) +

(Rs.5000*1)] = Rs.57, 000
Goodwill valuation with reference to AS-11:

Certain items appearing in the balance sheet, which form a part of computation of capital employed, attract applicability of AS-11 dealing with accounting for fluctuation in foreign exchange rates.

Transactions involving foreign currencies should be recorded by applying the exchange rate between the reporting currency & the foreign currency at the date of the transaction.

For reporting at the end of each accounting period, items in the balance sheet are required to classified into monetary and non-monetary items. For translation of balance sheet items that are denominated in foreign currency, the following principles apply:
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Apply closing rate for monetary items like cash balances, account receivables & payables.
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Apply transaction-date rate or the rate that existed on fair-value estimation date for non-monetary items.

Example V: From the following, show adjustment in profits due to change in accounting policy with respect to gain/loss for foreign exchange rate fluctuations:

	Year
	PAT
	Tax Rate

	1999
	1728
	46%

	2000
	1456
	48%

	2001
	864
	52%


Additional information:

The company has export sales. Sundry debtors at different balance sheet date in dollar terms and in rupee terms are given below along with their collection amount:

	Year End
	Sundry debtors ($)
	Sundry debtors (Rs)
	Year end exchange rate
	Collection time exchange rate

	31.12.1999
	80,000
	880,000
	11.20
	-----

	31.12.2000
	90,000
	10,80,000
	12.10
	12.20

	31.12.2001
	60,000
	780,000
	13.25
	13.50


Sundry debtors outstanding at the end of a year are collected in the next year. The company charges profit/loss arising out of exchange rate fluctuations in the year of collections.

Solution:      Statement of adjustment in profits due to change in accounting policy with respect to gain/loss for foreign exchange rate fluctuation:

	Year
	Effect already considered
	Effect to be considered

	1999
	Nil
	(11.20-11)*80,000 = 16,000

	2000
	(12.20-11)*80,000 = 96,000
	[(12.20-11.20)*80,000] + [(12.20-12)*90,000] = 89,000

	2001
	(13.50-12)*90,000 = 135,000
	[(13.50-12.10)*90,000] + [(13.25-13)*60,000] = 141,000


Note:

To determine effect already considered for a particular year we have to consider the following:
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Last year's sale date exchange rate 'and'
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Current year's collection time exchange rate.

To determine effect to be considered for a particular year we have to consider the following:
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 Opening balance sheet date rate & collection time rate for the year.
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 Current year sale date rate & closing balance sheet date rate.

The very fact that goodwill is an intangible asset makes its valuation a challenging task. Unlike other tangible assets like building or machinery whose fair market values are readily available for valuation purposes, the same is not the case with goodwill. Hence it becomes inevitable for business houses to take the aid of any one of the above-discussed methods of valuation in order to quantify this intangible.  The factors determining goodwill differ from case to case & depending on the situation, the nature of business, information at hand & future estimates an appropriate valuation method can be adopted to come up with a fair value for this component. On a conclusive note, since the valuation process is not governed by any statute or an accounting standard, one can always explore a possibility of coming up with a better valuation method which attaches a near perfect value to this Hidden Treasure!!













