
 

 

VALUATION OF GOODWILL 

 

 

Meaning of valuation 

a) Valuation means measurement of an item in monetary term. 

b) Bases of Valuation:, Historical cost, Current cost./ Replacement (cost) value, 

Realisable (settlement) value./ Net Realisable Value, Present value/Economic 

value, Recoverable (amount) value, Fair value 

 

Approaches of Valuation 

BASES OF VALUATION 

 

a) Historical cost. Assets are recorded at the amount of cash or cash equivalents 

paid or the fair value of the other consideration given to acquire them at the 

time of their acquisition. 

b) Current cost. Assets are carried at the amount of cash or cash equivalents that 

would have to be paid if the same or an equivalent asset were acquired 

currently. 

c) Realizable (settlement) value. Assets are carried at the amount of cash or cash 

equivalents that could currently be obtained by selling the asset in an orderly 

disposal. 

d) Present value. Assets are carried at the present value of the future net cash 

inflows that the item is expected to generate in the normal course of business. 

 

Valuation of goodwill 

Meaning 

Assumed value of the attractive force that generates sales revenue in a business 

and adds value to its assets.  

 

Terms to be understood 

The different variables which influence the valuation of goodwill under ‘Super 

Profit method’ are: 

 

Super Profit: Every firm in an industry is expected to earn a normal rate of return. 

If a particular firm of the industry manages to earn a rate of return that happens 

to be more than the normal industry rate of return, then such a firm is said to be 



 

earning ‘Super Profits’. The value of goodwill, under this method, is correlated with 

this extra profit earning capacity of the firm. 

 

Average Future Maintainable Profit: It refers to the profit that is expected to be 

earned by the entity in the future under normal circumstances. For this purpose, 

the past profits that are required to be adjusted/ modified for any abnormal or 

non-recurring items (whether gain or loss). 

 

Capital Employed: Capital Employed refers to the amount of capital that has been 

invested in the firm. It is measured as the excess of current value of Total Assets 

(excluding Goodwill and Fictitious assets) over the current liabilities. Alternatively, 

it is the aggregate of Owned Capital, Accumulated Profits and Borrowed Capital, 

if any. 

 

Average Capital Employed: Average Capital Employed is determined by averaging 

the capital employed at the beginning of the accounting period and that at the 

end of the accounting period. Mathematically, 

Average Capital Employed =Opening Capital Employed + Closing Capital Employed 
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Normal Rate of Return: It is the rate of return that is usually earned by any firm 

belonging to a particular industry. 

 

Number of Years’ Purchase: For valuation of goodwill, the super profit is usually 

multiplied by a figure referred to as “Number of Years’ Purchase”. The phrase 

‘Number of Years’ Purchase’ refers to the expected number of future years for 

which the firm is expected to earn such super profits from the year of purchase 

 

  



 

 

Method of Valuation 

 

1. Average profits method 

a) Goodwill = Average profit × No. of years of purchase 

 

2. Super profit method 

a) Goodwill = Super profit × No. of years for which Super Profit can be 

maintained 

b) Super profit = Future maintainable profit minus (Actual Capital employed 

× Normal rate of return) 

 

3. Capitalisation Method 

a) Goodwill =Super profits/Normal rate of return 

b) Goodwill = Normal Capital Employed – Actual Closing Capital Employed 

c) Where normal capital employed  is Future maintainable profit/ Normal rate   

    of return 

 

4. Annuity method, Goodwill = Super profit × Annuity factor 

 

 


