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7.0

OBJECTIVES

After Studying this unit you will be able to know :
● The meaning and features of goodwill,
● Various types of Goodwill,
● Methods of Computing Goodwill and
● The factors to be considered in valuation of goodwill.
7.1

INTRODUCTION

Goodwill is nothing but the reputation of a firm or a business. It is considered as an
intangible asset of a business concern. Goodwill arises when a company acquires the
business of another company. It is the balance of the cost of purchase or acquisition of
a company minus its fair and actual market value of its intangible assets. In other words
goodwill can be called as the advantage of a firm that has a direct link with its customers,
employees, creditors and also with the other outsiders. It can be also called as a push
factor that keeps the business going without any further efforts. Thus in case of
estimating goodwill, it is necessary to know the type of business and also the type of
customers.
Goodwill is created when one company acquires another for a price higher than the
fair market value of its assets; for example, if Company A buys Company B for more
than the fair value of Company B's assets and debts, the amount left over is listed on
Company A's balance sheet as goodwill.
1

In the words of Eric H Kohler : “ Goodwill is the present value of expected future
income in excess of a normal return on investment in tangible assets”.
According to SSAP-22, UK Accounting Standard on Accounting for Goodwill,
“Goodwill is the difference between the value of a business as a whole and the aggregate
of the fair values of its separable net assets.”
Lord Eldon : “Goodwill is nothing more than the profitability that the old customers
will resort to the old place.”
According to Lord Macraughton “Goodwill is a thing very easy to describe, very
difficult to define. It is the benefit and advantage of good name, reputation and
connection to a business. It is the attractive force which brings in customers. It is one
thing which distinguishes an old established business from a new business at its start.”
7.2
●
●
●
●
●
●

7.3

FEATURES OF GOODWILL
Goodwill is an intangible asset.
It is non-visible but it is not a fictitious asset.
It cannot be separated from the business and therefore cannot be sold like other
identifiable assets, without disposing off the business concern as a total.
The value of goodwill has no relation to the amount of capital invested or also with
the cost incurred in order to establish it.
Valuation of goodwill is highly dependent on the judgment of the valuer and hence
it is subjective.
The value of goodwill may fluctuate widely due to the internal and external factors
of business.
TYPES OF GOODWILL

(а) Purchased Goodwill:
Purchased goodwill arises when a business is purchased for an amount above the fair
value of the net assets. It is the difference between the value paid for an enterprise &
the difference between the sum of its assets and the sum of its liabilities. The purchased
goodwill is shown on the assets side of the Balance sheet. Para 36 of AS-10 ‘Accounting
for fixed assets’ states that only purchased goodwill should be recognized in the books
of accounts. Goodwill acquired when an entity is purchased as opposed to that which
has been internally generated. Positive goodwill arises where the purchase cost exceeds
the aggregate fair values of the assets and liabilities.
2

(b) Non-Purchased Goodwill / Inherent Goodwill:
It is referred to as internally generated goodwill and it arises over a period of time due
to the good reputation of a business concern. Inherent goodwill is the value of business
in excess of the fair value of its separable net assets. The value of goodwill may be
positive or negative. Positive goodwill arises when the value of business as a whole is
more than the fair value of its net assets. It is negative when the value of the business is
less than the value of its net assets. For example, if you are selling an outstanding
product or providing an excellent service consistently, you are going to build this
inherent goodwill a lot quicker. Additionally, factors such as favorable location, how
long you have been established and a hard work ethic which builds good relationships
with your customers and clients all play a huge role in the building of inherent goodwill.
7.4
●

●

●
●
●
●
●

●
●
●

FACTORS AFFECTING GOODWILL
Quality of Product: Better quality of product will definitely have better sales of a
company as well as increase its profitability and hence it will automatically attract
more goodwill.
Nature of Business : A business having a stable and continuous demand for its
products such as consumer goods is able to earn more profits and hence the business
has more goodwill.
Efficiency of Management: An efficient management in an organisation definitely
leads to cost effective business along with more productivity.
Monopolised Business : A monopolies business will have more goodwill as
compared to other businesses in which many rivals can enter the business.
Good relations : Good relations with the customers, suppliers, labour and
government leads to more goodwill.
Capital Required : If two businesses have the same amount of profit, the business
which requires a lesser amount of capital tends to enjoy more goodwill.
External resources: After sales service, Research & Development, Effectiveness
of Advertisement, the supply of electricity, import licenses, well-known
collaborators, long-term contracts for the supply of materials, trademarks, patents,
etc. certainly enjoy more goodwill.
Location: The better location will attract more customers resulting in an increase
in sales and profits which in turn, will result in an increase in goodwill.
Market Condition: The monopoly situation facilitates the concern to earn more
gains which leads to the more value of goodwill.
Other Factors :
➢ Possibility of competition;
➢ Government policy; and
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➢ Peace and security in the country700000.
7.5

NEED FOR VALUING GOODWILL

● If the goodwill has already been written-off in the past but value of the same is to

be recorded further in the books of accounts with revised amount.
● If an existing company is being taken with or amalgamated with another existing
company;
● If the Stock Exchange Quotation of the value of shares of the company is not
available in order to compute gift tax, wealth tax etc.; and
● If the shares are valued as per the intrinsic values, market value or fair value
methods.
7.6

METHODS OF VALUING GOODWILL

The valuation of goodwill depends upon assumptions made by the valuer. The valuation
of goodwill would depend on the circumstances of each case and are often based on the
customs of the trade.
A. Average Profit Method :
Under this method Goodwill is calculated by multiplying the Average profit by the
number of year’s purchase.
Goodwill = Future maintainable profit after tax x No. of years purchase
The first step under this method is the calculation of average profit based on the past
few years’ of profit. Average profit may be based on simple average or weighted
average. If profits are constant, equal weightage may be given in calculating the average
profits i.e., simple average. However, if the trend shows increasing or decreasing profit,
it is necessary to give more weightage to the profits of recent years, so weighted average
may be prefered. After calculating future maintainable average profits, the next step is
to determine the number of years’ purchase. The number of years purchased is
calculated with reference to the possibility of new business to catch up with an existing
business. It will differ from organisation to organisation. Normally the number of years
ranges between 3years to 5years.
Steps involves under average profit method :
● Calculate the past profits before tax.
● Calculate future-maintainable profit after making past adjustments before tax.
● Calculate Average Past adjusted Profits (On the basis of Simple average or
weighted average).
4

● Multiply Future Maintainable Profits by number of years’ purchase.
Illustration 01:
X Ltd. agreed to purchase the business of a sole trader. For that purpose, goodwill is to
be valued at 3 years’ purchase of average profits of the last 5 years.

Illustration 02:
Y Ltd. proposed to purchase business carried on by Mr. A. Goodwill for this purpose is
agreed to be valued at 3 year’s purchase of the weighted average profits of the past four
years.
The profit for these years and respective weights to be assigned are as follows:
Year

Profit

Weight

2010

20,200

1

2011

24,800

2

2012

20,000

3

2013

30,000

4

On a scrutiny of the accounts, the following matters are revealed:
(a) On 1st September, 2012 a major repair was made in respect of a plant incurring
Rs. 6,000 which was charged to revenue, the said sum is agreed to be capitalized
for goodwill calculation subject to adjustment of depreciation of 10% p.a. on
reducing the balance method.
(b) The closing stock for the year 2011 was over valued by Rs. 2,400; and

5

(c) To cover management costs an annual charge of Rs. 4,000 should be made for
the purpose of goodwill valuation.
You are required to compute the value of goodwill of the firm.

B. Super Profit Method :
Super profit is the difference between estimated future maintainable profits over normal
profits. An organisation may possess some advantages which enable it to earn some
6

extra profits over and above the normal profit and that will be called as super profit.
That would be earned if the capital of the business was invested in some other business
with similar risks. The goodwill under this method is ascertained by multiplying the
super profits by the number of year’s purchase.
Steps Involved in Calculating Goodwill under Super Profit Method:
● Calculation of capital employed (it is the aggregate of Shareholders’ equity and
long term debt or fixed assets and net current assets).
● Calculation of Normal Profits by multiplying capital employed with normal rate
of return.
● Calculation of average maintainable profit.
● Calculation of Super Profit as Super Profit = Average maintainable profits –
Normal Profits.
● Calculation of goodwill by multiplying super profit by number of year’s
purchase.
Illustration 03:
From the following information calculate the value of goodwill on the basis of 3 years
purchase of super profits of the business calculated on the average profit of the last four
years (simple average and weighted average):
(i)
(ii)
➔
➔
➔
➔
(iii)
(iv)

Capital employed – Rs. 50,000
Trading profit (after tax):
2010 Rs. 12,200;
2011 Rs. 15,000;
2012 Rs. 2,000 (loss); and
2013 Rs. 21,000
Rate of interest expected from capital having regard to the risk involved is 10%.
Remuneration from alternative employment of the proprietor (if not engaged in
business) Rs. 3,600 p.a.

7

C. Capitalisation Method :
Under this method the value of goodwill can be calculated by capitalizing average
normal profit or also capitalizing the super profits.
(i) Capitalisation of Average Profit Method:
● Under this method goodwill is ascertained by deducting Actual Capital
Employed (i.e., Net Assets ) from the capitalised value of the average profits on
the basis of normal rate of Return (also known as capitalised value of business)
● Goodwill = Capitalised Value – Net Assets of Business
Steps involved in calculating goodwill as per capitalisation of Average
Profits Method:
8

● Step 1: Calculate Average future maintainable profits
● Step 2: Calculate Capitalised value of business on the basis of Average Profits
●
● Step 3: Calculate the value of Net Assets on the valuation date
● Net Assets = All Assets (other than goodwill, fictitious assets and non-trade
investments) at their current values – Outsider’s Liabilities
● Step 4: Calculate Goodwill
● Goodwill = Capitalised Value – Net assets of business.
Illustration 04:
From the following calculate the value of goodwill according to capitalisation of
Average Profits Method:

(ii) Capitalisation of Super Profit Method:
The goodwill under this method is ascertained by capitalizing the super profits on the
basis of normal rate of return. This method assesses the capital needed for earning the
super profit.

9

The value of goodwill is computed as follows:

Illustration 05:
Balance Sheet of X Ltd. on 31st March, 2013 was as under:

10

D. Annuity Method :
Under this method goodwill is calculated by taking the average super profit as the value
of an annuity over a particular number of years. The present value (PV) of this annuity
is computed by discounting at the rate of interest (normal rate of return). This discounted
present value of the annuity is the value of goodwill. The value of annuity for Rupee 1
can be known by the help of annuity tables. If the value of annuity is not given, it can
be calculated with the help of following formula:

Illustration 06:
The net profit of a company after providing for taxation for the past five years is:

The net tangible assets in the business are Rs. 4, 00,000 on which the normal rate of
return is expected to be 10%. It is also expected that the company will be able to
11

maintain its super profits for next five years. Calculate the value of goodwill of the
business on the basis of an annuity of super profits, taking the present value of an
annuity of Rs. 1 for five years at 10% interest is Rs. 3.78.

7.7

LET US SUM UP

An established organisation earns a good name and reputation in the market by building
trust with the customers and also has more business networks in comparison to a newly
started business. Thus, the monetary value of this advantage, that a buyer is always
ready to pay is nothing but as Goodwill. There are various situations when it is necessary
to value the goodwill of a firm. In the case of a company, when two or more companies
amalgamate, or one company absorbs another company, or one company wants to
acquire another company or when the Government takes over the business, valuation of
goodwill becomes necessary. Goodwill is always paid for the future. The buyer of a
business is always interested in knowing whether the business will maintain its profits
in the future also. If the advantage is not likely to come to the buyer, the buyer will
agree to pay any amount for goodwill. Therefore, when calculating the amount of future
maintainable profits. The ability to earn future profits can be assumed by the profits
made by the business in the recent past years. Hence, analysis of past profits becomes
necessary to determine the average maintainable profit in the future.
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7.8
●

●

●

●

●
●

KEYWORDS
Intangible Asset: An intangible asset is an asset that is not physical in nature.
Goodwill, brand recognition and intellectual property, such as patents, trademarks,
and copyrights, are all intangible assets.
Fictitious Asset: Fictitious assets are the deferred revenue expenditure as well as
intangible assets i.e advertisement expenses, discount on issue of shares and
debentures.
Accounting Standard: An accounting standard is a common set of principles,
standards and procedures that define the basis of financial accounting policies and
practices.
Inherent Goodwill: Inherent goodwill is the value of business in excess of the fair
value of its separable net assets. It is referred to as internally generated goodwill
and it arises over a period of time due to good reputation of a business.
Monopolized Business: Monopolise refers to the process by which a company
gains the ability to raise prices or exclude competitors.
Annuity: A fixed sum of money paid to someone each year, typically for the rest of their
life.

●

●

●

7.9
●
●
●
●
●
●
●

Capitalistion: Capitalization is an accounting method in which a cost is included
in the value of an asset and expensed over the useful life of that asset, rather than
being expensed in the period the cost was originally incurred.
Future Profit: New business profit is a measure of profitability and is calculated
by discounting present value of future profits expected by the business for a given
period of time.
Government Policy: A government policy statement is a declaration of a
government's political activities, plans and intentions relating to a concrete cause
or, at the assumption of office, an entire legislative session.
FURTHER READINGS
Sehgal, Ashok and Deepak Sehgal. Corporate Accounting. Taxman Publication,
New Delhi.
Corporate Accounting, R.K. Mittal? S. Ahuja- V .K. Global Pub. Pvt. Ltd, New
Delhi.
Corporate Accounting – Anil Kumar, Mariappa- Himalaya Publishing House
Tulsian, P.C, Corporate Accounting, S. Chand
Monga, J.R. Fundamentals of Corporate Accounting. Mayur Paper Backs, New
Delhi.
Gupta, Nirmal. Corporate Accounting. Sahitya Bhawan, Agra.
Bhushan Kumar Goyal, Fundamentals of Corporate Accounting, International
Book House.
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7.10

TERMINAL QUESTIONS

Q1 :
Q2 :
Q3 :

What do you understand by Goodwill ? Under what circumstances does it arise?
Explain and illustrate the different methods of calculating goodwill.
Enumerate the factors that should be considered in valuing goodwill, briefly
explain their importance in this regard.
What do you consider the annuity system of goodwill to be superior to other
methods? If so then Why?
The profits of the firm for the last five years are 2002 Rs. 20,000; 2003 Rs.
16,000; 2004 Rs.24,000; 2005 Rs. 8000; 2006 Rs. 12,000. Calculate the
goodwill of the firm.
Calculate the goodwill from the following information goodwill is valued at
three years purchase of average profit of the last six years. Profit and losses of
the business in the last six years are as follows:

Q4 :
Q5 :

Q6 :

1st year, Rs, 40,000(Profit)
2nd Year, Rs, 60,000(Profit)
3rdYear, Rs, 10,000(Loss)
4thYear, Rs, 50,000(Profit)
5thYear, Rs, 30,000 (Loss)
6thYear, Rs, 80,000(Profit)
Q7 :

A firm with an average capital employed of R s. 1, 60,000 is expected to earn
Rs, 40,000 per annum in future. Calculate goodwill at three times the super profit
taking the normal rate of return as 15%

Q8 :

The books of a business showed that the capital employed on 31st December,
1992 was Rs.1, 00,000/-.Profits for the last five years are_1988, 1989, 1990,
1991 & 1992 were Rs, 60,000, Rs, 55,000, Rs, 75,000,Rs, 85,000 & Rs, 65,000
respectively. Goodwill is valued at 2 years purchase of the Super profit of the
business. NRR is 10%. Calculate the value of Goodwill.

Q9 :

M/s Vijay trading company earned net profit during the last four years as
follows.
1st Year
Rs, 57,000
2nd Year
Rs, 44,000
3rd Year
Rs, 61,000
4thYear
Rs, 58,000
The capital investment made by the company is Rs, 1, 50,000. Normal Rate of return
on capital is 20%. The remuneration of the partners during this period is Rs, 500 p.m.
14

Goodwill is valued at 2years purchase of Average Super profit of above mentioned
period. Calculate the value of Goodwill.
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8.0

OBJECTIVES

After studying this unit, you will be able to know :
● The basis purpose of valuation of shares,
● The various factors influencing the valuation of shares,
● Different methods used for valuation of shares and
● The difference between Ex Dividend and Cum Dividend
8.1

INTRODUCTION

When a new company is formed or incorporated, it requires capital for which it invites
funds from the general public by issuing shares. The Memorandum of Association
(MOA) has the information on the authorised share capital, number of shares and
normal value of each share. Authorised capital is defined as the maximum amount of
share capital that the company is authorized to issue to its shareholders by its
constitutional documents. Part of the authorized capital may remain unissued also. The
authorized capital can also be changed with the approval of the shareholders. The face
value or the normal value is the initial cost of the share that is fixed by the company.
Face Value is always constant and it never changes. The market value of stock is based
on the company's performance and also with the demand & supply of the share. Market
16

Value usually never goes less than the face value. The difference between what
shareholders agree to pay for a share and the face value is termed as additional paid-in
capital or premium. Out of the amount a shareholder pays, the only amount equivalent
to face value is his contribution to the company and the rest goes to the seller as
premium. That’s the reason, companies pay dividends on face value only.
Valuation of shares is the process of knowing the value of a company's shares. Share
valuation is done on the basis of quantitative techniques and the share value will vary
depending upon the market demand and supply. The share price of the companies which
are listed on a stock exchange and which are traded publicly can be known easily. But
in case of private companies whose shares are not publicly traded, valuation of shares
is really important and challenging also.
The value of share of a company depends many different factors such as:
1. Nature of business.
2. Government Policies
3. Supply & Demand of Shares
4. Rate of dividend
5. Yield of other shares in the Stock Exchange.
6. Net worth of the company.
7. Earning capacity.
8. Quoted price of the shares in the stock market.
9. Profits earned over a number of years.
10. Dividend paid on the shares over a number of years.
11. Prospective growth, enhanced earning per share, etc.
8.2
●
●
●
●
●
●
●
●
●

NEED OR PURPOSE OF VALUATION OF SHARES
When two or more companies amalgamate or one company absorbs another
company.
At the time of reconstruction when a company has decided to undergo a process to
reconstruct itself.
When preference shares or debentures are converted into equity shares.
When the shares of a company are taken over by the government
Shares are often pledged as security for raising loans.
When one company acquires a majority of the shares of another company.
The survivors of deceased persons who get some shares of company made by will.
To declare the net annual value (NAV) by the Finance or an Investment Trust
Company.
When the shares are held by the partners jointly in a company and dissolution takes
place., then the valuation of shares becomes necessary for proper distribution of
partnership property among the partners.
17

●

●

Shares of private companies are not listed on the stock exchange. If such shares are
appraisable by the shareholders or if such shares are to be sold, the value of such
shares will have to be calculated.
When shares are received as a gift, so to determine the Gift Tax & Wealth Tax the
valuation of such shares will have to be made.

8.3

FACTORS INFLUENCING VALUATION

The valuation of shares of a company is based, inter alia, on the following factors:
●
●
●
●
●
●
●
●

Current Stock market price of the shares.
Profits earned and dividend paid over the years.
Availability of reserves and future prospects of the company.
Realisable value of the assets
Current and deferred liabilities.
Status of plant and machinery
Net worth of the company.
Efficiency and honesty of the Board of Directors and other Managerial
Personnels of the company since past years.
● Quality of top and middle management of the company and their competence.
● Record of performance of the company in financial terms
8.4

METHODS OF VALUATION OF SHARES

8.4.1 Asset-Backing Method:
In this method the valuation is made on the basis of the assets of the company, it is
known as Asset- Backing Method or assets basis methods. The shares are valued on the
basis of real internal value of the assets of the company and that is why the method is
also termed as Intrinsic Value Method or Real Value Basis Method.
This method may be made either:
● On a going or continuing concern basis; and
● Break-up value basis.
In the case of the ongoing concern, the utility of the assets is to be considered for the
purpose of calculating the value of the assets, but, in the other case, the realizable value
of the assets is to be taken. Under this method, the value of the net assets of the company
is to be determined first.
After that the net assets are to be divided by the number of shares in order to find out
the value of each share. At the same time, the market value of goodwill and investment
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are to be added to net assets. Similarly, if there are any preference shares, then those are
also to be further deducted with their arrear dividends from the net assets.
The following steps should be followed while calculating Net Assets or the Funds
Available for Equity Shareholders:
●
●
●
●

Ascertain the total market value of fixed current assets;
Computation of the value of goodwill (as per the required method);
Ascertain the market value of non-trading assets which are to be added;
All fictitious assets (viz, Preliminary Expenses, Discount on issue of
Shares/Debentures, Debit-Balance of P&L A/c etc.) must be excluded;
● Deduct the total amount of Current Liabilities, Amount of Debentures with
arrear interest,” if any, Preference Share Capital with arrear dividend, if any.
● The balance left is called the Net Assets or Funds Available for Equity
Shareholders.

Alternatively:
Net Assets = Share Capital + Reserves and Surplus Revaluation – Loss on Revaluation
Application of this Method:
● The investors determine the value of shares in method while purchasing the
shares.
● Particularly this method is applicable when the shares are valued at the time of
Amalgamation, Absorption and Liquidation of companies.
● This method is also applicable when shares are acquired for control motives.
Illustration 01:
From the following Balance Sheet of X Ltd. you are asked to-ascertain the value of each
Equity Share of the company:

19

For the purpose of valuing the shares of the company, the assets were revalued as:
Goodwill Rs. 50,000; Land and Building at cost plus 50%, Plant and Machinery Rs. 1,
00,000; Investments at book values; Stock Rs. 80,000 and Debtors at book value, less
10%.

Intrinsic Value of each share = Funds available for Equity Shares/Total Number of
Shares Intrinsic Value of shares = Rs. 3, 30,000/20,000 = Rs. 16.50. Intrinsic Value of
Shares on the Basis of Valuation of Goodwill
Illustration 02:
X Ltd. presented the following Balance Sheet as on 31st March 2010:

20

Additional Information:
(a) Land and Building and Plant and Machinery were revalued at Rs. 15, 00,000
and Rs. 2, 28,000, respectively.
(b) Investments were valued at market value.
(c) Stock to be taken at Rs. 80,000 and Debtors subject to a deduction @ 10% for
bad debts.
(d) Net profit (before Tax) for the last five years were: Rs. 50,000; Rs. 70,000; Rs.
80,000; Rs. 1, 00,000 and Rs. 1, 25,000.
(e) Managerial Remuneration Rs. 8,000 to be charged against profit for every year.
(f) Normal Rates of Return 10%.
(g) Goodwill to be valued at 5 years’ purchase of Super-Profit.
(h) Rate of tax 50%.
Ascertain the Intrinsic Value of Shares.

21

Illustration 03:
The following Balance Sheets were presented by X Ltd. and Y Ltd. as on 31st Dec.
2008:

Solution:
(a) Calculation of Intrinsic Value of Shares:
22

(b) Calculation of Ratio of Exchange:
It can be calculated by two ways:
(i) Ascertain the L.C.M. of the intrinsic value of shares and the same is divided by
the intrinsic values in order to get the ratio of exchange.
We know, L.C.M. of 20 and 10 is 20.
Thus, one share of X Ltd. is equal to two shares of Y Ltd. since value of X Ltd.’s share
is Rs. 20 and that of Y Ltd.’s is Rs. 10.
So, we can say, the ratio of exchange is 1 share of X Ltd. is equal to 2 shares of Y Ltd.
(ii) Alternatively:
Net assets of Y Ltd. should be divided by the intrinsic value of X Ltd. in order to
calculate the number of shares to be issued on the basis of which they said ratio can be
ascertained.

Thus, the ratio of exchange is 5,000 shares of X Ltd. for 10,000 shares of Y Ltd. i.e.,
the ratio is 1 : 2 or 1 share of X Ltd. is equal to 2 shares of Y Ltd.
8.4.2 Yield-Basis Method:
Yield is the effective rate of return on investments. It is always expressed in terms of
percentage. Since the valuation of shares is made on the basis of Yield, it is called YieldBasis Method. For example, an investor purchases one share of Rs. 100 (face value and
paid-up value) at Rs. 150 from a Stock Exchange on which he earns a return (dividend)
@ 20%.
23

Under Yield-Basis method, valuation of shares is made on;
(i) Profit Basis;
(ii) Dividend Basis.
i)
Profit Basis:
Under this method, the profit should be ascertained according to past average profit;
after that the capitalized value of profit is determined on the basis of normal rate of
return, and the same is divided by the number of shares in order to find out the value of
each share.
The following procedure may be adopted:

Illustration 04:
Two companies, A Ltd. and B. Ltd., are found to be exactly similar as to their assets,
reserves and liabilities except that their share capital structures are different: The share
capital of A. Ltd. is Rs. 11,00,000, divided into 1,000, 6% Preference Shares of Rs. 100
each and 1,00,000 Equity Shares of Rs. 10 each. The share capital of B. Ltd. is also Rs.
11,00,000, divided into 1,000, 6% Preference Shares of Rs. 100 each and 1,00,000
Equity Shares of Rs. 10 each. . The fair yield in respect of the Equity Shares of this type
of companies is ascertained at 8%. The profits of the two companies for 2009 are found
to be Rs. 1, 10,000 and Rs. 1, 50,000, respectively. Calculate the value of the Equity
Shares of each of these two companies on 31.12.2009 on the basis of this information
only. Ignore taxation.
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Illustration 05:
From the following information of J. Adams Co. Ltd. compute the value of its equity
share by capitalisation of earning method:

It is the usual practice of the company to transfer Rs. 30,000 every year to General
Reserve. Assume rate of Taxation is at 50% and the rate of normal earnings at 12.5%.
Show workings also.

25

(ii) Dividend Basis:
Valuation of shares may be made either (a) on the basis of total amount of dividend, or
(b) on the basis of percentage or rate of dividend:
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Whether Profit Basis or Dividend Basis method is followed for calculating the value of
shares depends on the shares that are held by the shareholders. In other words, the
shareholders holding minimum number of shares (i.e., minority holding) may determine
the value of his shares on dividend basis since he has to satisfy himself having the rate
of dividend which is recommended by the Board of Directors, i.e., he has no such power
to control the affairs of the company.
On the contrary, the shareholders having the majority holding naturally have got more
controlling rights over the affairs of the company, including the recommendation for
the rate of divided among others. Under the circumstances, valuation of shares should
be made on profit basis. In short, Profit Basis should be followed in the case of Majority
Holding, and Dividend Basis should be followed in the case of Minority Holding. YieldBasis Method may also be termed as: Market Value Method; Profit Basis/Income Basis
Method; Earning Capacity Method etc.
Illustration 06:
On December 31, 2009 the Balance Sheet of MA KALI Ltd. disclosed the following
position:
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Of which 20% was placed in Reserve, this proportion being considered reasonable in
the industry in which the company is engaged and where a fair investment return may
be taken at 10%. Compute the value of the company’s share under yield-basis method.

Illustration 07:
Calculate the value of each Equity Share from the following information:
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8.4.3 Fair Value Method:
There are some accountants who do not prefer to use the above two methods such as
the Intrinsic Value or Yield Value for ascertaining the correct value of shares. They,
however, prescribe the Fair Value Method which is the average of Intrinsic Value
Method end Yield Value Method. The same provides a better indication about the value
of shares than the earlier two methods.

Illustration 08:
The following is the Balance Sheet of X Co. Ltd. as on 31.12.2009:

29

Ascertain the value of each equity share under Fair Value Method on the basis of the
information given:
Assets are revalued as:
Building Rs. 3, 20,000, Plant Rs. 1, 80,000, Stock Rs. 45,000 and Debtors Rs. 36,000.
Average Profit of the company is Rs. 1, 20,000 and 12½% of profit is transferred to
General Reserve, Rate of taxation being 50%. Normal dividend expected on equity
shares is 8% whereas fair return on capital employed is 10%. Goodwill may be valued
at 3 years’ purchase of super-profit.
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8.4.4 Return on Capital Employed Method:
Under this method, the valuation of shares is made on the basis of rate of a return (after
tax) on the amount of capital employed. Rates of return are taken on the basis of
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predetermined or expected rates of return which an investor may expect on the
investments. After ascertaining this expected return, the capital sum is determined.
Thus, the following steps have to be followed:
● Calculate the expected (maintainable) profit (after adjustments, if any);
● Calculate the normal rate of return on capital employed for a similar business;
● On the basis of expected rate of return, capitalize the (maintainable) profit.
Illustration 09:
Ascertain the value of each equity share under Return on Capital Employed Method
from the following particulars:

8.4.5 Price-Earnings Ratio Method:
The price-earnings ratio (PE Ratio) is the relation of company’s share price as well as
earnings per share (EPS). It refers to what the market is willing to pay for a company’s
profits. The P/E ratio is calculated by dividing the market value price per share by the
company's earnings per share. Earnings per share (EPS) is the amount of a company's
profit allocated to each outstanding share of a company's common stock, serving as an
indicator of the company's financial health. We know that it is the ratio which relates
the market price of the share to earning per equity share. It is calculated as:
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Illustration 10:
Compute the value per share and valuation of the business from the following
particulars:

8.5

EX DIVIDEND AND CUM DIVIDEND

Cum Dividend (CD) :
Cum dividend means "with dividend." When a company has declared that there will
be a dividend in the future but has not yet paid it out. Cum Dividend is the status of a
stock when the company is preparing to pay out a dividend in the near future. So
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basically, a dividend is declared, but is not paid. The 'cum dividend' status is like a
notice to investors. If the shareholder sells a "cum-dividend" stock, he/she will not be
entitled to the dividend.
Let's now take an example: one decides to sell the stock during the cum dividend ('CD')
period. 'Cum dividend' means 'alongside' or 'with' dividend. This literally means if we
own the stock during this period, we will get the dividends. Here the following cases
may arise
Case 01 : Once the stock is sold during the CD period, you are no longer entitled to the
dividend and hence, will NOT receive any dividends.
Case 02: If you don't have the stock and you decided that you want to invest in it during
the cum dividend period, you will be entitled for the upcoming dividend payout.

● If you buy during CD, you get the dividend.
● If you sell the stock during CD, you actually don't get the dividends.
Ex Dividend (XD) :
When a company's ordinary shares go Ex-Dividend, it means that from the date that the
share went Ex, the shares no longer trade with the benefit of a dividend. So, if the exdividend date is 20th June, then if you buy the shares on or after that date you will not
qualify for the latest dividend payment. If you bought on the 19th June, then you would
qualify for the dividend.
Ex Dividend is the status of a stock when the company has confirmed the list of
shareholders to receive the dividend. It is the classification of trading shares when a
declared dividend belongs to the seller rather and not to the buyer. Once the company
has confirmed their list and declared the XD status, the list of shareholders entitled to
the dividends will be 'locked in' and no further changes can be made. So ex dividend
would be the opposite of cum dividend. Which means, if you buy a stock during this
date or XD period, you would be excluded from the dividend.
Case 01: The shareholder who sells his/her shares during this period will still be entitled
the dividends, while the new owners will not.
Case 02: The investor who decides to invest into this stock during the ex dividend date
will receive no dividends.
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8.6

LET US SUM UP

Before investing in any company, it is important for us to understand the real value of
its shares. This can only be possible if we can calculate the intrinsic value of the share.
The process of calculating is known as share valuation. Generally investors invest in the
shares of a company after confirming whether his investment in shares will be safe or
not; and whether he will receive a fair return or not. BY considering the above two
factors any investors first value the shares and then think of an investment in a particular
company. Intrinsic value refers to the value that is not affected by its market price or it
may be called as a theoretical value.There are five methods of valuation of shares, i.e.,
(1) Asset Backing Method, (2) Yield-Basis Method, (3) Fair Value Method, (4) Return
on Capital Employed Method, and (5) Price-Earning Ratio Method.The factors affecting
share valuation primarily include the followings:
● The net earnings of the business;
● Cash flows and dividends of the business; and
● Normal rate of return of the industry.
The influence of these factors depends on whether they are applied to the calculation of
the share value.
8.7
●

●

●

●
●

●
●

KEYWORDS
Intrinsic Value : Intrinsic value refers to an investor's perception of the inherent
value of an asset, such as a company, stock, option, or real estate. Knowing an
investment's intrinsic value is useful for value investors who have a goal of buying
stocks and other investments at a discount to this amount.
Absorption : Absorption is the process under which an existing large company
purchases the business of another small company or companies doing similar
business.
Fictitious Assets : Fictitious assets are the expenses or losses which are not fully
written off (not offset in the Profit and Loss A/c) during a particular accounting
period.
Preliminary Expenses : Preliminary expenses are those expenses which are
incurred before the incorporation and commencement of the business
Break Up Value : Break-up value is the value of one share of stock in a company
based only on the value of the company's assets. The ruling price of its share at the
stock exchange is grossly under-valued relative to its break-up value.
Wealth Tax : Wealth tax is a tax levied on the value of held assets.
Gift Tax : A gift tax is a federal tax applied to an individual giving anything of
value to another person
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●
●
●

Amalgamation : An amalgamation is a combination of two or more companies
into a new entity
Yield : Yield is the ratio of annual dividends divided by the share price.
Authorised Capital : The authorized capital of a company is the maximum amount
of share capital that the company is authorized by its constitutional documents to
issue to shareholders.

8.8
●
●
●
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8.9

TERMINAL QUESTIONS

Q1 :
Q2 :

Under which circumstances valuation of Shares is needed?
What do you understand by Valuation of Shares? Discuss the different methods
of Valuation of Shares.
Differentiate between Ex Dividend and Cum Dividend.
Write short notes on the followings:
a. Price Earning Ratio

Q3 :
Q4 :

b. Break Up Value
c. Net Annual Value
d. Return on Capital Employed

Q4 :

From the information given below and the balance sheet of Cipla Limited on
31st December, 2009, find the value of shares by Intrinsic value method.
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Balance Sheet
Particulars
1000, 8% Preference Shares of ` 100
each fully paid
4,000 Equity Shares of ` 100 fully
paid
Reserves
Profit and Loss account
Creditors

`

1,00,000
4,00,000
1,50,000
5,10,000
48,000

Particulars
Buildings
Furniture
Stock (Market value)
Investment at cost (face
4,00,000)
Debtors
Bank
Preliminary Expenditure

12,08,000

`
70,000
3,000
4,50,000
value 3,35,000
2,80,000
60,000
10,000
12,08,00
0

Building is now worth of ` 3,50,000 and the Preferential shareholders are having
preference as to capital and dividend.
Q5 :

The following particulars are available in respect of Good luck Limited:
(a) Capital 450, 60% preference shares of ` 100 each fully paid and 4,500 equity
shares of ` 10 each fully paid.
(b) External liabilities: ` 7,500.
(c) Reserves and Surplus ` 35,000.
(d) The average expected profit (after taxation) earned by the company ` 8,500.
(e) The normal profit earned on the market value of equity shares (full paid) of
the same type of companies is 9%.
(f) 10% of the profit after tax is transferred to reserves.
Calculate the intrinsic value per equity share and value per equity share
according to dividend yield basis. Assume that out of total assets, assets worth
of ` 350 are fictitious

Q6 :

The capital structure of company as on 31st March, 2009 was as under:
Equity Share Capital
11% Preference Share Capital
12% Secured Debentures
Reserves

5,00,000
3,00,000
4,00,000
3,00,000

The company on an average earns a profit of ` 4,00,000 annually before deduction of
interest on Debentures and Income Tax, which works out to 45%. The normal return on
equity shares on companies similarly placed is 15% provided:
(a) The profit after tax covered the fixed interest and fixed dividends at least four times.
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(b) Equity capital and reserves are 150% of debentures and preference capital.
(c) Yield on shares is calculated at 60% of profits distributed and 5% on undistributed
profits. The company is regularly paying an equity dividend of 18%. Ascertain the
value of equity share of the company.
Q7 :

From the following information of Dell Ltd., calculate the value of share by
yield basis.
Balance Sheet as on 3/12/09

Particulars

`

800 Equity shares of 100 each
80,000
4,000 Preference shares of ` 10 40,000
each
6% Debentures
20,000
Sundry Creditors
40,000

Particulars

`

Land and Building
Plant and Machinery
Patents
Sundry Debtors
WIP and Stock
Cash and Bank

50,000
60,000
20,000
30,000
50,000
10,000

2,20,000

2,20,000

Land and Building to be valued at ` 90,000. The company’s earnings were as follows:
Year

Profit before Tax

Tax

2005
2006
2007
2008
2009

30,000
40,000
10,000
50,000
55,000

8,000
16,000
(Strike) 4,000
23,000
30,000

The company paid managerial remuneration of Rs 6,000 per annum but it will become
Rs 10,000 in future. There has been no change in capital employed. The company paid
dividend of Rs 9 per share and it will maintain the same in future. The company
proposed to build up a plant rehabilitation reserve at 15% of profit after tax. Dividend
rate in this type of company is fluctuating and the asset backing of the equity share is
about 1½ times. The equity share with an average dividend of 8% sold at par.
Q8 :

The following is the Balance Sheet of M/s. Mahendra Ltd., as at 31-3-2013.

Liabilities
Share Capital : Authorised

Rs

Assets

Rs

Fixed Assets
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50,000 8% Cumulative Preference 5,00,000
Shares of ` 10 each

Land & Building

2,20,000

40,000 Equity Shares of ` 10 each 4,00,000

Plant & Machinery

4,40,000

Issued and Fully Paid up:

Furniture

80,000

40,000 8% Cumulative Preference 4,00,000
Shares of ` 10 each

Current Assets

30,000 Equity shares of ` 10 each

3,00,000

Stock in Trade

3,10,000

General Reserve

1,10,000

Debtors

3,50,000

Profit and Loss Account

1,00,000

Cash & Bank Balance

1,70,000

Current Liabilities & Provisions

Miscellaneous Expenditures

Current Liabilities

1,00,000

Provision for Depreciation

4,55,000

Provision for Taxation

90,000

Proposed Dividend

85,000

Deferred Advertising Expenses

16,40,000

70,000

16,40,000

The Turnover, Net Profit and Dividend paid on Equity shares of the last 3 years ended
31st March, 2012 are as given below:
Year

Turnover `

Net Profit `

% of Dividend on
Equity Shares

2009-2010
2010-2011
2011-2012

31,20,000
40,44,000
50,00,000

3,05,000
4,50,000
5,60,000

15%
15%
18%

Calculate the fair value of Equity Shares of the company, assuming that the fair return
in investment in the company doing similar business is 12%.
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