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Goodwill in Accounting

Goodwill is a special type of asset in accounting that isn’t something you can see
or touch, like cash or buildings. Instead, it represents the extra value of a
business beyond its physical assets. This extra value comes from things like the
company’s good reputation, loyal customers, strong brand, and positive
relationships with suppliers.
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Valuation of Goodwill

Valuing goodwill means figuring out how much this intangible asset (the extra
value of a business beyond its physical assets) is worth. The value of goodwill is
important because it can significantly affect the overall value of a business,
especially when one company buys another.

Methods of Valuation of Goodwill

: There are several ways to calculate the value of goodwill. Here are the most
— Banking & .
ST common methods:

1. Average Profit Method:

LN « How it works: This method involves calculating the average profit‘of the
Siyes business over a certain number of years and then multiplying that average profit
by a certain number of years (often called the "years of purchase”).
o Formula: Goodwill = Average Profit x Number of Years’ Purchase
m State Govt. N Example: If a business’s average profit over the last 5 years is ¥1,00,000 and
(PTPPPaR the business is expected to earn this profit for 3 more years, the goodwill would
be: Goodwill = ¥1,00,000 x 3 = X3,00,000
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2. Super Profit Method:
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LI . How it works: This method compares the actual profit of the business to the

normal profit expected in the industry. The difference between the two is called

"super profit." Goodwill is calculated by multiplying the super profit by a certain
MBA number of years (years of purchase).

I ¢ Formula: Goodwill = Super Profit x Number of Years’ Purchase

o Example: If the normal profit in the industry is ¥80,000, but your business

earns ¥1,00,000, the super profit is 20,000. If this profit is expected to continue

for 4 years, the goodwill would be: Goodwill = 20,000 x 4 = 80,000
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3. Capitalization Method:

o How it works: This method determines what the total value of the business
should be based on its profits and then subtracts the actual net assets (physical
assets minus liabilities) to find the value of goodwill.

o Formula: Goodwill = Total Business Value - Net Assets

o Example: If the business is making %1,00,000 profit, and the normal rate of
return in the industry is 10%, the business’s total value should be ¥10,00,000
(because %1,00,000 is 10% of ¥10,00,000). If the actual net assets of the business
are %8,00,000, the goodwill is: Goodwill = ¥10,00,000 - ¥8,00,000 = ¥2,00,000
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Why Valuing Goodwill is Important:

Goodwill valuation is crucial when buying or selling a business, merging with
another company, or during negotiations in business deals. It helps both buyers
and sellers understand the true value of a business beyond just its physical

= Banking & assets, ensuring fair and informed decisions.
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