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INTRODUCTION

• Sometimes, the company acquires the whole running
business owned by a sole proprietor or a partnership firm.
In such a situation, it takes over all the assets and
liabilities of the firm and issues its shares and debentures
to the owners of the firm as purchase consideration
thereof.

• Similarly when partners of a firm decide to convert the
partnership firm into a limited company, they transfer all
assets and liabilities of the firm to the newly formed
company and take the shares and debentures of that
company in lieu thereof.

• Such an arrangement is termed as 'purchase of business'
by a company.

• From the accounting point of view, this involves the
ascertainment of the purchase consideration and making
the necessary entries in the books of the company for the
assets and liabilities taken over and for the payment of the
purchase consideration.



MEANING OF BUSINESS PURCHASE

• A purchase of business refers to the acquisition of a

running business.

• Such business may be owned by a corporate body

like a joint stock company or by a non-corporate

body like a proprietary concern or a partnership firm.

• In the context of company accounts, when the

business acquired by a company is owned by

another company, it is called 'absorption' or 'merger'

which involves a cumbersome legal process and a-

highly specialized accounting treatment.

• Here, the term 'purchase of business' is confined

to the acquisition of running business owned

by a sole proprietor or by a partnership firm.



NEED FOR BUSINESS PURCHASE

Why should a company go in for acquiring an existing 

business instead of starting its own business? 

• The answer is very simple. If a company wants to

start a new business of its own, it will have to buy

land at a suitable location, construct buildings, and

identify and install plant and machinery which may

take many years.

• Hence, in order to save time, effort and money, the

management may decide to acquire an existing

business provided such an opportunity is available.

• Purchase of business involves the taking over of

assets and liabilities of a firm for an agreed amount

of purchase consideration.



PURCHASE CONSIDERATION

• The important question in case of purchase of business

is to determine the purchase consideration. For this

purpose both the parties come to an agreement in

respect of values of assets and then purchase

consideration is determined.

• Purchase consideration refers to the amount of price

payable by the purchasing company to vendors of the

running business. This amount may be mutually agreed

to by the purchasing company and the vendors on the

basis of the assets and liabilities taken over.

Generally purchase consideration is calculated by either

of the following two methods:

1. Consideration Method

2. Net Assets Method



1.  CONSIDERATION METHOD

• The amount of purchase price may be given in the

example in which case there is no question of finding out

the amount of purchasing price.

• Sometimes, the consideration payable against purchase

price in the form of shares, debentures or cash is given,

and the purchase price can easily be ascertained by

totaling the consideration agreed upon.

• If however, the example mentions the values of shares,

debentures etc. and states that cash is paid for the

balance, then purchase consideration cannot be found

by Consideration Method, as the amount of cash given

is not known. Hence, Net Assets Method has to be used

for ascertaining purchase price.



1.  CONSIDERATION METHOD

• For example, a company which has taken over the

business of a firm agrees to issue 10,000 shares of Rs. 10

each at a premium of Re. 1 per share, 500 , debentures of

Rs. 100 each at a discount of 5% and pay Rs. 30,000 in

cash to the partners of the firm. In this case, the purchase

consideration shall be worked out as follows:

• 10000 Shares of Rs. 10 each           

(at a premium of Re. 1 per share)  1,10,000

• 500 Debenture of Rs. 100 each

(at a discount of 5%)                      47,500

• Cash                                                                  30,000

Purchase Consideration                                     1,87,500



2. NET ASSETS METHOD
• Where neither the lump sum amount of purchase

consideration is given nor the details of shares, debenture

etc., issued to the owners and the creditors are available, the

purchase consideration shall be worked out on the basis of

the net assets (Assets (-) Liabilities taken over by the

company).

• For this purpose, we shall take into account the agreed value 

(not the book value) of the assets and liabilities taken over by 

the company. To this we shall add the agreed amount of 

goodwill, if any.

• Sometimes, the assets and liabilities taken over by the 

company are not clearly specified. In such a situation, the 

assets like goodwill, patents, etc. are also included. But, the 

fictitious assets like debit balance of P& L  A/C, the unwritten 

off amount of deferred revenue expenditure, etc. are not 

included.



2. NET ASSETS METHOD



GOODWILL
• When the purchase consideration is calculated on

the basis of net assets acquired, the amount of

goodwill is clearly stated. But, when the purchase

consideration is given as a lump sum amount or it is

calculated on the basis of net payments made, the

goodwill can be ascertained by comparing the

purchase consideration with the amount of net

assets acquired.

• If the amount of purchase consideration is more

than the value of net assets acquired, the difference

is attributed to goodwill.

• (Generally goodwill is valued at 3 to 5 times the

Super Profit of the business).



GOODWILL



CAPITAL RESERVE
• If the value of net assets acquired is more than the purchase

consideration, the difference may be treated as Capital Reserve.

It represents a provision against the possible fall in the value of

some assets whose values could not be ascertained at this

stage.

• A running business, if not profitable may be purchased at the

value which is less than its Net Assets. In this case, the

Purchasing Company makes a profit which is equal to difference

between Net Assets and Purchase Price. The profit is

transferred to Capital Reserve Account which can be utilized in

writing off shares etc.

• Suppose in the above case, the business is purchased at

Rs. 1,40000, then the Capital Reserve will be as follows:

Capital Reserve =  Net Assets (-) Purchase Consideration

= Rs. 1,55,000 (-) Rs. 1,40,000

= Rs. 15,000.



ENTRIES IN THE BOOKS OF THE PURCHASE COMPANY
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