Discussion question:
Mr. Asim and Mr. Rehan are Equal Partners in Zaman Bros. with reference to capital and profit sharing.  
Recently, they have decided to admit Mr. Talha in the firm for one-third share against his capital contribution in cash of Rs. 200,000. 
Total capital of the firm before his admission is Rs. 440,000. 
Mr. Talha is hesitant to invest Rs. 200,000 in the business. He has argued that as per his investigations, some amount of account receivable seems irrecoverable and inventories and other short period investments seem to be unable to recover their book value in the fair market. He is of the opinion to provide for these amounts being as expected future losses in the recent year’s accounts of the firm.
 But, Mr. Asim and Mr. Rehan have denied this argument as they thought to have been provided fairly against such losses in the accounts. 
Yet, after a long discussion, they agreed to admit Mr. Talha against his capital of Rs. 160,000 with no other change. Furthermore, it is mutually decided that in the new firm, capital as well as the profit sharing ratio of all the partners would be equal.   
Required: 
Discuss the accounting treatment in the new firm’s books on the admission of Mr. Talha - if the capital difference is charged to the old partners. Also suggest the probability of recognizing goodwill in the new firm’s accounts with valid arguments.
Solution:
Mr. Asim and Mr. Rehan’s old profit sharing ratio, 1/2:1/2.

As, it is mentioned that in new ratio partners will have the equality in profit and capital so, new capital sharing ratio for Mr. Asim, Mr. Rehan and Mr. Talha will be 1/3 each.

So, new firm’s Total Capital = Old Capital + New Capital = 440,000 + 160,000 = 600,000
Hence, they will have equal shares (1/3 each) on capital, so each of them will have the capital of 200,000 (=600,000/3). Here Mr. Talha will be given a bonus of 40,000(=200,000-160,000) which will be credited to his capital account and debated to the old partner’s capital a/c equally (20,000 each) .
Accounting treatment in the book of new firm at the admission of Mr. Talha: 
Cash A/c				160,000 (Dr.)
Mr. Asim’s Capital A/c		20,000(Dr.)
Mr. Rehan’s Capital A/c		20,000 (Dr)
		Mr. Talha’s Capital A/c	200,000 (Cr.)
In this case there is probability of recognizing goodwill, as per the investigation of Mr. Talha firm is expecting losses, investments, inventories and accounts receivables are irrecoverable. So, the firm having normal profits has no goodwill. Because, goodwill exists only when the firm is earning superior profits.
Reference: 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.
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(iif) Adjustment of Surplus/Deficiency through Cash : For this purpose, the following entries will be passed
(@) Ifcapital of old partners falls short (deficit), bring in cash :
Cash/Bank Alc Dr.
To Partners’ Capital Alc
(b) 1f capital of old partner has a surplus, withdraw cash :
Partners’ Capital Alc Dr.
To Cash/Bank Alc
(i) Adjustment of Surplus/Deficiency through Partner’s current account : Surplus or deficit in parters’ capital accounts

may be transferred to newly opened partners” current account instead of actual cash to be paid off or brought in by the old
partners. In that case, following entries wil be passed

(@) 1f the existing capital is more than bis required capital (surplus)
Partner’s Capital Alc Dr.
To Partner's Current Ale
(b) 1 the existing capital i less than his required capital (deficit)
Partner’s Current Ale Dr.
To Partner’s Capital Ale
acredit balance, it s taken o the labilites side of the balance sheet. However, if current account

itis placed on the assets side of the balance sheet,
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(c) Premium for goodwill not brought in cash : When the new partner is not able to bring his share of premium for goodwill
in cash, in such a situation his share of premium for goodwill can be adjusted through partners capial accounts. The
following journal entry will be recorded -

New Partner's Capital A or.
To Sacrificing (old) Parners’ Capial Current Ales

(For new partners share of goodwill ransferted 0 0ld

panners in thei sacrificing ratio)

Note  The effectof above mentioned cntry s just ke parnr brngs i his share of v o for goodwill in cash. Thus.
altemateeniry may b preferred because new parner's capial should be maintained s per agreement, The entry willbe
as ollows

New Partner's Curtent Alc/Loan Ale: Dr.
To Sacrificing Partner's Capital Alc

(For new partners share of goodwill ransferred 0 okd

partner's capital a/es n their sacrificing ratio)





