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Goodwill is also one of the special aspects of partnership accounts which requires adjustment
(also valuation if not specified) at the time of reconstitution of a firm viz., a change in the profit
sharing ratio, the admission of a partner or the retirement or death of a partner.

Over a period of time, a well-established business develops an advantage of good name,
reputation and wide business connections. This helps the business to earn more profits as
compared to a newly set up business. In accounting, the monetary value of such advantage is
known as “goodwill”. It is regarded as an intangible asset. In other words, goodwill is the value
of the reputation of a firm in respect of the profits expected in future over and above the normal
profits. It is generally observed that when a person pays for goodwill, he/she pays for something,
which places him in the position of being able to earn super profits as compared to the profit
earned by other firms in the same industry. In simple words, goodwill can be defined as “the
present value of a firm’s anticipated excess earnings” or as “the capitalised value attached to
the differential profit capacity of a business”. Thus, goodwill exists only when the firm earns
super profits. Any firm that earns normal profits or is incurring losses has no goodwill.

The main factors affecting the value of goodwill are as follows:

1. Nature of business: A firm that produces high value added products or having a stable demand
is able to earn more profits and therefore has more goodwill.

2. Location: If the business is centrally located or is at a place having heavy customer traffic, the
goodwill tends to be high.

3. Efficiency of management: A well-managed concern usually enjoys the advantage of high
productivity and cost efficiency. This leads to higher profits and so the value of goodwill will also
be high.

4. Market situation: The monopoly condition or limited competition enables the concern to earn
high profits which leads to higher value of goodwill.



5. Special advantages: The firm that enjoys special advantages like import licences, low rate and
assured supply of electricity, long-term contracts for supply of materials, well-known
collaborators, patents, trademarks, etc. enjoy higher value of goodwill.

Normally, the need for valuation of goodwill arises at the time of sale of a business. But, in the
context of a partnership firm it may also arise in the following circumstances:

1. Change in the profit sharing ratio amongst the existing partners;
2. Admission of new partner;

3. Retirement of a partner;

4. Death of a partner; and

5. Dissolution of a firm involving sale of business as a going concern.

6. Amalgamation of partnership firms.

Since goodwill is an intangible asset it is very difficult to accurately calculate its value. Various
methods have been advocated for the valuation of goodwill of a partnership firm. Goodwill
calculated by one method may differ from the goodwill calculated by another method. Hence,
the method by which goodwill is to be calculated, may be specifically decided between the
existing partners and the incoming partner.

The important methods of valuation of goodwill are as follows:
1. Average Profits Method
2. Supper Profits Method

3. Capitalisation Method



