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[bookmark: _Toc372025837]Introduction
Within reporting, goodwill is a topic that has been of interest for many years due to changing regulatory. Before the introduction of IFRS (International Financial Reporting Standards), for listed companies in the European Union from the reporting year 2005, Dutch companies had to report goodwill that was charged from profit or equity, or that was systematically depreciated. With introduction of IFRS (IAS 36) it was no longer possible to depreciate goodwill, but the reported goodwill was annually (at balance sheet date) assessed for impairment: the goodwill impairment-test (International Accounting Standards Board, 2004). There is impairment when the realisable value of an asset is lower than the book value of this asset. Impairment then takes place at the lower realizable value. This impairment is charged from the income statement or charged of the revaluation. This change in reporting is related with the general developments in reporting to a system where balance sheet items are measured at fair value. In such a system do systematically depreciations not fit, but periodically assessed whether the carrying amount is at least equal to the realizable value (Vergoossen, 2004). Performing the annual goodwill impairment is associated with choices in valuations. Because of this matter, goodwill impairment gets a subjective character. Van Triest and Weimer (2005) write the following: ’the prescribed valuation methods allow in principle the space to a relatively large bandwidth of the depreciation of goodwill, certainly under IAS 36’. This uncertainty could may be limited by more detailed regulatory, but keeps inherent to values of economic entities. The result of a key value is always subjective. When the impairment-test is not robust enough it could lead to earnings management. One of the most widely used definitions of earnings management is the one of Healy and Wahlen (1999):
’Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers’.

There are investigations in the field of goodwill impairments in relation to earnings management, for example from Van de Poel et al. (2008), Lemans (2010) and Jordan and Clark (2004). Conclusions that these authors found on this topic is as follows:
· Van de Poel et al: The authors found evidence that companies typically make their impairments when earnings are ‘unexpectedly’ high (smoothing) or when they are ‘unexpectedly’ low (big bath accounting). 
· Lemans: Her research implies that goodwill impairments are highly subjective and therefore she recommended to lower this subjectivity for instance by developing guidelines for management to perform the impairment test.
· Jordan and Clark: Found evidence which supported those companies with unusual low earnings in a year reported a large impairment loss in order to lower the reported earnings further, which is an indicative of big bath accounting.

On basis of the above mentioned conclusions one can expect that this thesis also suggests that earnings management can be managed through goodwill impairment. This thesis is going to take a closer look to the possibility of goodwill impairment as a tool for earnings management in order to deepen this subject. I will include the influence of the revised IFRS 3 standard, since this new standard allows the use of the full goodwill method which can have an effect on financial statements. There seems to be less material about the extent of goodwill impairment which can be used as a tool for earnings management in the period 2010-2012. For this thesis the countries Germany, France, Spain, Portugal, the Netherlands and the United Kingdom have been chosen because they are the biggest European powers.

There are two types of goodwill: 1) internally generated and 2) acquired goodwill (part of the acquisition). Because goodwill from acquisition can be derived from purchase valuation, it is logical that I will only focus on this type of goodwill because this is mentioned on the balance sheet. In this manner I can measure goodwill on a reliable way. The reason for not selecting internally generated goodwill is that this is goodwill arising in a company as a result of its own operations. The general view is that this goodwill may not be capitalized. The subjectivity of the recognition and measurement of internally generated goodwill is easy to use as a tool for earnings management. IFRS therefore requires that internally generated goodwill may not be activated (IAS 38.48). 

In my opinion it would be interesting to take a look at European firms, which need to execute an impairment test annually. IFRS 3 provides an option for the valuation of the minority interest between the full goodwill method and also the partial goodwill method. The choice between the two methods can have significant consequences of future results and capital. Under IFRS 3, valuation of a business combination takes place on basis of the fair-value method. I believe that it would be interesting to investigate the impact of IFRS 3 because it affects earnings management and incentives.

For this purpose the following research question has been formulated:
‘What is the association between impairment of goodwill and earnings management during 2010-2012?’

There are several subjects which need to be investigated concerning this research question. Those certain topics are goodwill impairment, regulations concerning goodwill impairment and earnings management. In order to answer this research question properly, there are also sub questions stated. These sub questions are as follows:
1. What is goodwill impairment and earnings management?
2. Which regulations apply to goodwill impairment?
3. Which methods for the detection of earnings management are there?
4. Is goodwill impairment associated with earnings management?

These sub questions and the research question are being investigated and answered by using prior studies, but also by performing a statistical analysis.
In my opinion this problem is of relevance for Accounting, Auditing and Control because it expands the knowledge of accounting consequences of IFRS 3. This problem also concerns the goodwill impairment test approach and earnings management, which are both important subjects for accounting. 
Additionally, there are consequences of the impairment test for the proceedings of the accountant. In almost all cases of impairment there are subjective assumptions and estimates. It is not made easier for the auditor in the case of goodwill because subjectivity is still considerable higher than tangible assets. The control of impairments is therefore a matter of professional judgment, which is the core of the control process of accountants. 

The structure of this thesis is based on the subject’s en sub questions which are mentioned above. Chapter 2 highlights important background information regarding goodwill, goodwill impairment and earnings management. This chapter gives answer to sub question 1. In chapter 3 the regulations concerning goodwill impairments are discussed and by doing so it will answer sub question 2. Chapter 4 will take a look at the methods which are used for the calculation and detection of earnings management and will give answer to sub question 3. In chapter 5 is the association between goodwill impairment and earnings management investigated, which answers sub question 4. This chapter shows also a literature review, relevant studies regarding goodwill impairment will be discussed and presents the hypotheses. Chapter 6 shows the research design, which explains and presents the research method and model, the used sample, collected data and statistical analysis. Finally, chapter 7 shows the results and the research question is answered explicitly in the conclusion.
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2. Background information goodwill, goodwill impairment and earnings management
[bookmark: _Toc372025839][bookmark: _Toc348719411]2.1 Introduction
In this chapter I will discuss goodwill, goodwill impairment and earnings management in order to have a clear understanding of these subjects. This is important because this knowledge is necessary to answers the first sub question; ‘What is goodwill impairment and earnings management?’. At first I will discuss goodwill, secondly goodwill impairment en lastly earnings management. 

[bookmark: _Toc372025840]2.2 Goodwill
According to Epstein et al. (2010), the definition of goodwill is as follows:

‘Goodwill is an asset representing the future economic benefits arising from other assets acquired in a business combination that are not individually identified and separately recognized.’ 

Goodwill is a residual of which the size is influenced by the value-calculation of firms on one hand and the concept of the content of equity on the other hand. In this way goodwill represents the potential to generate more earnings. Those earnings could be generated by favourable market conditions, an effective organization or a successful innovation in production. As a consequence of all these causes, the firm has created value that usually does not come to expression on the balance sheet, but will translate on a future basis in extra profit above what can be seen as a normal compensation for the invested equity. This means that there is a difference between the market value of the firm and her own equity as stated on the balance sheet. This difference is called ‘value gap’. 
Acquired goodwill is goodwill that becomes visible when a firm takes over another firm or its assets and liabilities. Like mentioned in the introduction, this goodwill becomes visible when the fair value of the acquired company or the shares differ from the purchase price. A company is willing to pay goodwill as there may be synergistic effects appearing during the purchase of the company or because there are 'hidden assets’. The acquirer expects to achieve economic benefits in the (near) future from the purchase of the company which are not identified and activated. The private goodwill of the acquiring company is visible on the balance sheet of the acquired company as purchased by the transaction (Ernst & Young, 2008, p. 700). As mentioned in the table below, the costs from goodwill acquired in a business combination is capitalized under IASB.

Goodwill 
	FASB
	Acquired in business combination
	Capitalized

	 
	Self generated
	Expensed

	IASB
	Acquired in business combination
	Capitalized

	 
	Self generated
	Expensed


An asset is a possible future benefit and according to the IASB it is a resource controlled by the entity as a result of past events, from which future economic benefits are expected to flow to the entity (conceptual framework, IASB).
An asset is not always a recognised asset in the balance sheet. An asset is recognised in the balance sheet when it is probable that future economic benefit will flow to the enterprise and that the asset has an attribute that can be measured reliably (conceptual framework, IASB). When recognition criteria is met, it is an asset which is shown at the balance sheet. When the recognition criteria is not met, it is an expense at the income statement. 
Goodwill is an intangible asset, which is an identifiable nonmonetary asset without physical substance. Intangible long lived assets are identifiable (either separable or arising from contractual or other legal rights), have control (power to obtain the future economic benefits) and cause future benefits.

IFRS requires that the acquirer should treat goodwill as an asset. The first measurement is at historical cost. IFRS 3 states that goodwill should be capitalized but not systematically amortized. It is assumed that the value of the acquiring company does not change. The fair value of the acquired enterprise value therefore needs to be reflected in the financial statements. With amortization of goodwill the fair value is not displayed; depreciation is indeed deducted from the value of the purchased company. Instead of amortizing goodwill, capitalized goodwill should at least annually undergo an impairment test. The fair valuation of goodwill that follows from this test will benefit the relevance and comparability of the financial statements. 

[bookmark: _Toc348719412][bookmark: _Toc372025841]2.3 Goodwill impairment
As far as I know, much research has been done about goodwill impairment. There seems to be less material about the extent of goodwill impairment which can be used as a tool for earnings management in the period after the implementation of IFRS during 2010-2012. I believe that it would be interesting to take a look at European firms, which amortize their acquired goodwill over a short period (10-20 years). IFRS 3 provides an option for the valuation of the minority interest between the full goodwill method and also the partial goodwill method. The choice between the two methods can have significant consequences of future results and capital. Under IFRS 3, valuation of a business combination takes place on basis of the fair-value method. I believe that it would be interesting to investigate the impact of IFRS because it affects earnings managements and incentives. 

There is impairment when the realisable value from an asset is lower than the book value of this asset. Impairment then takes place at the lower realizable value. This impairment is charged from the income statement or charged from the revaluation to the extent that there is. Goodwill impairment is an annually mandatory impairment test according to IAS 36. 
There are several indications for the necessity of an impairment test according to IAS 36:
· External sources of information:
1 Market value has declined significantly more than expected based on passage of time or normal use.
2 Significant changes in technological, market or legal environment.
3 Market interest rates increasing (decrease in net present value).
4 Carrying amount net assets reporting enterprise is higher than capitalization.
· Internal sources of information: 
1 Obsolescence or physical damage to the asset.
2 Changes in use of an asset.
3 Economic performance is (or will be) worse than expected.

A positive aspect of IAS36 is that it leaves the door open to discharge company-specific indicators at the impairment test. The above mentioned indicators are warning signals to look for more information about a possible impairment. Furthermore, special impairments are becoming more common. This is not only due to less buoyant outlook which the industry is facing, but it is especially related with (future) regulatory changes. The legislation is evolving increasingly towards a direction where balance sheet posts are valued against fair value (fair value accounting) instead of historical price or nominal value. In a system of valuation against fair value there is no systematically depreciation, but there is a periodic test to check if the book value is at least equal to the realisable value (impairment test). When this last mentioned is not the case, there is depreciation to the lower realisable value. 
[bookmark: _Toc348719413]
The goodwill impairment test under IFRS should not determine the ‘fair value’ but the ‘realizable value’ of the business. The concept of recoverable amount is defined as the highest of ‘fair value less selling costs’ (also known as ‘net selling price’) and the ‘value in use’. IFRS requires that the ‘net selling price’ should ideally be based on the price of the relevant business in a binding sale agreement or the price of the relevant business in a liquid market. 
These situations will often not occur and then the ‘net selling price’ needs to be determined on basis of ‘the amount an entity could obtain ... in an arm's length transaction between knowledgeable, willing parties, after deducting the costs of disposal’. This concept is equivalent to the concept of fair value under U.S. GAAP, with the provision that the costs of sale need to be deducted. The concept of ‘value in use’ is defined as ‘the present value of the future cash flows expected to be derived from ... cash generating unit’.

[bookmark: _Toc372025842]2.4 Fair value
Fair value is the amount for which an asset could be exchanged or a liability settled, between knowledgeable willing parties in an arm’s length transaction (IFRS 3). Fair value is also the price that would be received to sell an asset or would be paid to transfer a liability in an orderly transaction between market participants at measurement date (IFRS 13). 
Fair value is an important tool within goodwill impairment because it is of major importance that entities, which make predictions about the future expected cash flows, rely on reasonable and supportable assumptions (Landers and Reinstein, 2003 p. 228). Companies should be able to collect all evidence to predict these cash flows, because they form the basis of the impairment test. The factors that determine an impairment test are quite subjective because they rely on a lot of management assumptions, since management is responsible for making the impairment calculations. There is a check for this calculation by auditors. They investigate assumptions that are made in the calculation, like the amount of future cash flows and the growth factor of them and the discount factor (weighted average cost of capital could be used). I think that there are a lot of opportunities to manage earnings assumptions. Managers could have their own personal reporting incentives (which could influence the goodwill impairment decisions) or feel pressure to meet or beat analysts forecast. Therefore, the presence of an auditor test is of major importance to check if these management assumptions are realistic. 

[bookmark: _Toc372025843]2.5 Impairment calculations
There are guidelines for impairment calculations, according to the IAS 36 (IASB). When the recoverable amount is lower than the carrying amount, there is a need to calculate the impairment loss. The recoverable amount is the highest amount of either the net selling price or value in use. The net selling price means the fair value in the selling market minus the costs of disposal and value in use means the net present value of the future cash flows. The impairment loss is the difference between the carrying amount and the recoverable amount. 
Identification of recoverable amount for separate assets remains difficult. The IASB works with cash generating units. These are the smallest identifiable group of assets that generates cash inflows from continuing use that are largely independent from the cash inflows from other assets or groups of assets. 

[bookmark: _Toc372025844]2.6 Earnings management
There are a lot of academic papers about the intentions of managers to manage earnings like Jordan and Clark (2004), Van de Poel et al. (2008) and Lemans (2010). 
One of the most widely used definition of earnings management is the one of Healy and Wahlen (1999):
’Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers’.

According to Healy and Wahlen there may be spoken about earnings management in two cases. First, there is the case of earnings management when management of a company influences financial reporting and therefore tries to deceive particular stakeholders. Furthermore, one speaks of earnings management when management tries to affect contractual outcomes that are dependent on reported accounting numbers. 
Managers can in different ways affect financial reporting. For example, managers must estimate how long certain assets will go along and what the residual value will be. Managers can also choose how certain transactions will be reported. Furthermore, managers have the choice whether they take certain costs or just defer them to a future year. Taking costs is a subjective event, and the choice for deciding a moment can strongly determine the year results. With the choices managers make, they can mislead stakeholders.
Besides the definition of Healy and Whalen, there is also the definition of Ronen and Yaari. Ronen and Yaari (2008) made three categories (white, grey or black) for all kinds of definitions of earnings management. The association with the three colours and kinds of earnings management are as follows (Ronen and Yaari, 2008, p. 25):
· White earnings management: This kind enhances transparency of financial reporting by taking advantage of the flexibility in accounting standards.  
· Grey earnings management: This kind investigates opportunistic and non-opportunistic (authors also called last mentioned ‘efficient’) sights on earnings management.
· Black earnings management: This kind investigates how transparency of financial reports can be reduced by misrepresentations made by management. 
The definition of Healy and Wahlen (1999) falls in the category ‘black earnings management’ of Ronen and Yaari.  

Managers of firms are more likely to manipulate earnings of a company when capital market motivations, contracting motivations and regulatory motivations are present, but mostly due to private incentives such as bonuses. The main issue that remains is how to detect earnings management properly. 
There are many types of earnings management, but the three most well-known types are big bath accounting, income smoothing and overstating profits.
· The first type is big bath accounting. With big bath accounting there are companies that will probably not meet the analyst forecast or they have a price-earnings ratio below industry average. If so, managers could book all the costs (sometimes even future costs) in the current year. An important consequence of this action is that future earnings will be higher, which leads to a high impairment of goodwill in the current year and lower impairments in future years. 
· The second type of earnings management is income smoothing. With income smoothing companies manipulate the costs to have the same earnings in each period or year. 
· The third type is overstating profit. Companies will overstate their profits because they want to meet or beat the analyst forecast by booking fewer costs in the current year. Lower costs lead to lower impairments, which ultimately leads to higher earnings. 

[bookmark: _Toc236728814][bookmark: _Toc236729055][bookmark: _Toc236729228][bookmark: _Toc236729336][bookmark: _Toc236732389][bookmark: _Toc237080104][bookmark: _Toc237080237][bookmark: _Toc372025845]2.7 Motives for earnings management; Positive Accounting Theory (PAT)
In this section, I make clear what the reasons are for some cases where managers of companies apply earnings management. The actions of managers are illustrated by the Positive Accounting Theory which explains the behaviour of managers, the choices made by managers and the reasons for these choices. In the remainder of the section, the motives that Healy and Wahlen (1999) give in their paper will be discussed. These motives are based on the Positive Accounting Theory (PAT).
[bookmark: _Toc236728815][bookmark: _Toc236729056][bookmark: _Toc236729229][bookmark: _Toc236729337][bookmark: _Toc236732390][bookmark: _Toc237080105][bookmark: _Toc237080238]


In order to understand why managers in some cases apply earnings management to influence the results in their financial statements, there should be looked at the importance of financial statements at first. Different stakeholders could have varying interests or purposes in financial statements.  On the one hand there is the internal party. These are the providers of financial statements, the employees and management. On the other hand you have the external party which are the users of financial statements, shareholders, investors, banks and other interested parties. The providers of financial statements have the interest in the best possible performance of the company, while the users of financial statements want to get a true and fair view of the company of which has their interest.

The Positive Accounting Theory (PAT) is been introduced by Watts and Zimmerman (1978). PAT looks at the behaviour and interests of managers. Management tries to maximize its own utility. Management will benefit when financial statements give a positive image of their company. If it appears that a company in a certain year was not profitable than this could discourage potential investors to invest their money in the company and shareholders will be afraid that their shares are worth less than expected and will sell their interest in the company. For the management of a company it is therefore important to show overall profit. PAT is an explanation why the phenomenon of earnings management exists. Managers adjust earnings management to maximize their utility. However, the management of a company is subjected to the reporting rules applicable to the respective company. From 2005 it is mandatory for all listed companies in the EU to make their (consolidated) financial statements in accordance with IFRS. 
Watts and Zimmerman (1978) have developed three hypotheses that are used to indicate why a company chooses a way of reporting. These hypotheses are the bonus plan hypothesis, the debt / equity hypothesis and the political cost hypothesis.

Bonus plan hypothesis
The bonus plan hypothesis implies that managers of firms with bonus systems are more inclined to use reporting methods that will deliver the highest possible profit. In this way, the bonus will turn out to be the highest. Nevertheless, this hypothesis works not always completely. A bonus system will not always be an incentive to make it seem that the profits are the highest possible profits. If the profits in a given year have already reached the amount needed at an earlier stage, then the pay-out profits later will be transferred to the following year.

Debt/equity hypothesis
The debt/equity hypothesis predicts that the higher the debt/equity ratio of a company is, the more a manager will try to choose those reporting methods that make the profits in this period increase. In other words, if a company has a lot of debt compared to equity a manager will choose a reporting method which gives the highest possible profit that can be reached.

Political cost hypothesis
The political cost hypothesis predicts that larger companies will choose to have too high profits, since they otherwise have to deal with ‘political costs’. The larger the company, the more political attention is given to the company. A high profit may fall wrong with society. With political costs you can think of tax increases, workers start demanding higher wages and consumers who do not want to buy the products as a protest against the high profits. If the profit of the company is high this leads to pressure on the company to reduce the prices of the products and to raise wages of employees. 

These hypotheses explain why managers in specific situations make certain choices. Bonuses for managers normally depend on the profits derived within the company. It is obvious that managers will try to get this bonus. This can be done by sending the profits and the reporting methods choose which ensure the highest possible profit. We do, however, act differently by managers of large companies than by managers of smaller enterprises. If large companies have high profits than political costs are involved. These are rather avoided. For that reason, large enterprises try to express their profits.

Reasons why managers would overstate current period revenue could have two causes. The first one is that the bonus plan and debt covenant hypotheses both predict that a manager will choose accounting policies to move earnings from future accounting periods to the current period. This will increase the manager’s current compensation and reduce the probability of debt covenant violation. Increasing current period’s revenue could accomplish both of these objectives. The second cause could simply be to meet investors’ earnings expectations.
A desire to meet earnings expectations seems the most likely reason to overstate profits. Managers value their reputation, and must have felt that failure to meet earnings expectations would tarnish his or hers reputation. I will investigate these matters during my thesis. Because of the strong connection between overstating profits and the bonus plan hypothesis it is reliable and effective to investigate the association of goodwill impairment and earnings management. 

[bookmark: _Toc372025846]2.8 Summary and conclusion
This chapter has answered the first sub question ‘What is goodwill impairment and earnings management?’: Goodwill of a firm can be defined as the difference between the value of a company and the fair value of all the identifiable assets and liabilities, exclusive the activated goodwill. Since the introduction of IFRS, goodwill is subject to an annual impairment test, which determines whether the goodwill should be amortized or not. Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers (Healy & Wahlen, 1999).



[bookmark: _Toc348719414]

[bookmark: _Toc372025847]3. Goodwill regulations: IFRS
[bookmark: _Toc372025848]3.1 Introduction
In this chapter, the treatment of goodwill under IFRS will be explained and an answer will be given to sub question 2 (which regulations apply to goodwill impairment?). I will start with how and why these standards are created and then how goodwill is treated on basis of IFRS. I would like to provide a good and thorough understanding why goodwill through impairment testing is reduced and how the impairment is calculated. 

[bookmark: _Toc233018107][bookmark: _Toc233018345][bookmark: _Toc234804249][bookmark: _Toc372025849]3.2 Treatment of goodwill based on IFRS
[image: ]For financial years beginning on or after January 1, 2005, European listed companies are reporting under International Financial Reporting Standards (IFRS). The considerations which led to the adoption of IFRS include 'the comparability of financial statements of listed companies', and 'to contribute to the efficient and cost-effective functioning of capital' (Regulation EC, 2002). This regulation includes the following accounting standards: the 21 International Accounting Standards (IAS), developed by the International Accounting Standards Committee (IASC), the predecessor of the International Accounting Standards Board (IASB) - and the International Financial Reporting Standards (IFRS) issued by the IASB are drawn, and - with the IAS and IFRS - related interpretations of the International Financial Reporting Interpretations Committee (IFRIC). With more than 40 standards, the IASB has practically the whole field of financial reporting mapped. The IASB cannot enforce the use of IFRS. She depends on local governments, which means laws and regulations that impose the use of IFRS. In Europe, the use of IFRS is obligated. 
[bookmark: _Toc233015661][bookmark: _Toc233015696][bookmark: _Toc233016101][bookmark: _Toc233018108][bookmark: _Toc233018346][bookmark: _Toc234804250]
[bookmark: _Toc372025850]3.3 Creation of the standards
[bookmark: _Toc233017116][bookmark: _Toc233018109][bookmark: _Toc233018347]One of the reasons why they have started to think about international regulations with regard to external reporting is created by the signing of the treaty of Lisbon. European leaders agreed that Europe had to be a one big capital market. Due to major accounting scandals it has become clear that an adjustment of the regulation is necessary for this great capital market. The choice was the adoption of the rules-based U.S. Generally Accepted Accounting Principle (GAAP), or a new set of standards established by an independent international organization. Finally there was chosen for a new set of standards which is in many ways consistent with the rules of the system of the United States, but also has some fundamental differences. The advantage is that if European companies still want to settle in the United States, a change in the accounting system is than not necessary. In July 2002 the European Regulation announced that all listed companies mandatory have to apply IFRS in the consolidated financial statements from the first of January 2005. Unlisted companies can apply the local external reporting, but they're free to choose the international rules. Three concepts are important in the development of international standards 1) Principle Based, 2) Based Rules and 3) fair value and these concepts are explained.

Principle Based and Rules Based
The distinction between 'principle-based' on the one hand and 'rules-based' on the other hand is important to identify the differences between IFRS and U.S. GAAP and to understand the reasons why IFRS makes certain choices. Designed rules in financial reporting always rest on a principle. The choice of a principle also allows for a choice of a set of rules that match this principle. The U.S. GAAP has chosen a rules-based principle. This actually means that all possible situations are described and that rules are established. The result of this decision is that there is a bundle of more than 25.000 pages of legislation. This will, however, decrease if the number of cross references is thinned out. Then the total remains about 17 000 (Cohn, 2009). It differs greatly with the number of pages of IFRS, which are approximately 2500 pages. IFRS uses much broader principles which therefore have greater overlap with the rules. One of those principles is the use of ‘fair value’ which can be determined objectively. The consequence of the principle-based setting in Europe for this thesis will be discussed in the research design (chapter 8). There is a slight change from principle-based to rules-based for IFRS. This is visible in more discrete requirements of IFRS, like the need for an impairment test. IFRS has more than 2500 pages of detailed standards in a more legal society (Hoeven, 2005). This makes it hard to believe that IFRS applies principle based standards. On the other hand, the FASB (Financial Accounting Standards Board) proposes in this context for a more principle-based approach to increase the quality and transparency of US GAAP. This should actually be achieved by the following steps:
· improvement of the conceptual framework;
· the development of an overall coverage and presentation framework equivalent to those of IAS 1;
· reduce as much as possible exceptions to the principles (for example: scope and treatment exemptions) and
· [image: ]less interpretive guidance.
An advantage of the principle-based approach is, according to the FASB, a better connection with more principles-based IASB rules. This promotes future cooperation with the IASB and the possibilities for convergence of mutual standards, according to the FASB. All matters combined, it is clear that US GAAP and IFRS are moving towards each other.
[bookmark: _Toc372025851]3.4 IFRS 3 replaced IAS 22 
Goodwill is recognised by the acquirer as an asset from the acquisition date and is initially measured as the excess of the cost of the business combination over the acquirer's share of the net fair values of the acquirer’s identifiable assets, liabilities and contingent liabilities (IFRS 3.51). Amortisation of goodwill is not allowed. Instead, goodwill must be tested for impairment at least annually in accordance with IAS 36 Impairment of Assets (IFRS 3.54). 
If the acquirer's interest in the net fair value of the acquired identifiable net assets exceeds the cost of the business combination, that excess (sometimes referred as negative goodwill) must be recognised immediately in the income statement as a gain. Before concluding that "negative goodwill" has arisen, however, IFRS 3 requires that the acquirer reassess the identification and measurement of the acquirer’s identifiable assets, liabilities, and contingent liabilities and the measurement of the cost of the combination (IFRS 3.56).

With the introduction of IFRS (IAS 36) activated goodwill is no longer amortized, but the activated goodwill is at least annually (on balance sheet date) assessed for impairment: the goodwill impairment-test. Performing this annual goodwill impairment test involves choices in valuations. This is the reason why goodwill impairment gets a subjective character. This is reinforced by the high sensitivity of valuation results to changes in assumptions. If the goodwill impairment test is not sufficiently robust enough, it offers an opportunity for earnings management.
[bookmark: _Toc348719419]
[bookmark: _Toc372025852]3.5 Advantages of the new goodwill treatment of IFRS 3 versus the former treatment for the financial statement users
The reason for excluding the traditional amortisation method is that amortisation has a straight-line basis of certain years which contain no information value for the users of financial statements (Ravlic, 2003). Referring to the work of Clinch, where is mentioned that there is no existence of any association between the value of shares and goodwill amortisation (Clinch, 1995). This means that investors cannot use information from shares prices to find any reflection of the amortisation expense of goodwill.
Furthermore, there is a lot of subjectivity around the estimation of the time period. An estimate of the useful life of goodwill becomes less reliable as the length of the useful life increases (Waxman, 2001). IAS 36 therefore requires firms to report their assets no more than their recoverable amount. In order to achieve this goal, IAS 36 requires that all firms have to test goodwill over the remaining useful life. 
Besides the benefits of the amortisation method and time period estimation, there is another benefit concerning the interrelationship with the intangible asset financial reporting standard. Now with this specific standard, IAS 38, there is a better guidance for firms applicable to identifiable intangible assets. This leads to less impact on reported profit of the requirement for goodwill amortisation. 

The most pleasing advantage for users of financial statements is that the valuation of assets is more aligned to real assessment of assets value than the arbitrary calculation. The ‘new’ treatment is more concerned with the users of financial statements in making their decisions; any loss recognition becomes a write-down in the goodwill valuation, which is close to a real economic decline than arbitrary amortisation calculation. 

[bookmark: _Toc372025853]3.6 Disadvantages of the new goodwill treatment of IFRS 3 versus the former treatment for the financial statement users
Goodwill is not attributed to the benefits that result from it. There is a shortcoming for the accrual. The profit of a purchased company is shown as own profits and related costs, the cost of the goodwill, are not shown in the profit and loss account. The cost of autonomous, not purchased, profits will be charged to the profit and loss account. This creates a skewed picture of benefits and costs and their connection. Moreover, is makes it very easy for companies to reach growth through acquisitions because the cost of this growth does not have to be allocated.
Additionally, in comparison with other processing methods is the subjectivity of activated and not amortized systematically large. Due to lack of a perfect market, where the price for a company is given, there will be models and techniques applied that allow human (subjective) judgment and control options. This leads to subjectivity that can be created annually. This undermines the reliability of financial statements because it creates opportunities for earnings management. The reasons for this could include reducing the volatility of earnings, maximizing the variable remuneration of management and meeting analysts' earnings forecasts. Personal opinion plays an important role when performing an impairment test. This creates the possibility of earnings management. The difficulties that are involved in the determination of future cash flows in order to use it to determine the value of goodwill decrease reliability. Especially for industries that are developing and/or are highly cyclical it can be difficult to make appropriate, reliable future cash flows. The ability to determine the level of a cash-generating unit also creates opportunities for subjectivity in which the integrity can be undermined.

Furthermore, my opinion is that the required impairment test for goodwill within this method a ticking time bomb. As long as it goes well with the acquired company there is no recording for impairment charges because there is no need for it in these times. The results are very positive because there are no charges for these benefits for the collection which is allocated.
Once it goes bad with the acquiring company it will go double bad in practice. Not only the results will be less but there will be an additional burden on the result by pressing the mandatory write-off of goodwill. This method will increase the volatility of the net profit. This makes the company among investors and shareholders not popular.

By keeping the value of purchased goodwill equal, the assumption that goodwill acquired in the course of time is replaced by self-generated goodwill will pass by. Own goodwill may not be activated under IFRS principles. By writing goodwill off, this happens implicitly. The IFRS method for processing purchased goodwill is therefore inconsistent (Gu and Lev, 2011). Only when the management of the enterprise can demonstrate that purchased goodwill has an indefinite life, the method of activation and systematic amortization are seen as acceptable. The assumption that goodwill acquired, in the course of time, is replaced by own goodwill which is supported by the allocation of goodwill to the business units. The idea behind this is that the acquired activities are mostly integrated with existing operations in order to obtain synergy. This will result in the matter that purchased goodwill and own goodwill within a business is mixed. The impairment test does not take place at the level of the acquired enterprise but at the level of business units. The synergy benefits, a combination of purchased and own goodwill, are included in the valuation of purchased goodwill (Feng Gu and Baruch Lev, 2011).

A practical objection to the method of activation and not systematic amortization is that heavy and difficult impairment tests are carried out to determine whether the fair value of goodwill is less than the capitalized goodwill. These tests are quite tricky when purchased companies through reorganizations and restructuring are integrated in other parts of the business. This heavy impairment test demands  more time from management and the costs increase due to higher audit fees and any costs incurred by the execution of the test by a third party (Weil et al., 2009).

[bookmark: _Toc372025854]3.7 Summary and conclusion
This chapter gives answer to the second sub question: ‘Which regulations apply to goodwill impairment?’. The answer is that for financial years beginning on or after January 1, 2005, European listed companies are reporting under International Financial Reporting Standards (IFRS). With the introduction of IFRS 3 (IAS 36) activated goodwill is no longer amortized, but the activated goodwill is at least annually (on balance sheet date) assessed for impairment: the goodwill impairment-test. The reason for excluding the traditional amortisation method is that amortisation has a straight-line basis of certain years which contain no information value for the users of financial statements. 


[bookmark: _Toc372025855]4. Types and detection of earnings management 
[bookmark: _Toc372025856]4.1 Introduction
This chapter will give an answer to the third sub question. 
Managers can manipulate financial reports via ‘accrual earnings management’ and ‘real activity management’. With real activity management managers try to influence the actual cost of the company (Healy en Wahlen, 1999). Unlike real management activity, accrual earnings management uses certain (predetermined) accounting standards (Burgstahler & Dichev, 1997). This chapter elaborates on either ways for earnings management.

Fudenberg and Tirole (1995) describe two ways to apply earnings management in practice: the use of flexibility in the accounting rules to change profits without a change in the underlying cash flows, and the adjusting operations in order to change the underlying cash flows. Depending on the purpose that the company's management aims, there are several types of earnings management to distinguish, whereby profit can be adjusted both upwards and downwards. 
Managers could apply accrual based earnings management or real activities based earnings management. Managing earnings by manipulating real activities is an act of manager to avoid reporting annual losses (Roychowdhuty, 2006). Managers could suggest price discounts to temporally increase sales, overproduction to report lower cost of goods sold, and reduction of discretionary expenditures to improve reported margins. 
Research on the occurrence of earnings management usually takes place on the basis of accruals. Accruals can be defined as the set of accounting items which ensures that there is a difference between the reported profit and the realized cash flow (Vander Bauwhede, 2003). Examples of accruals are depreciation, increase of accounts receivable, increase in inventory items, decrease in accounts payable and a decrease of the postal facilities. Accruals can be divided into random (discretionary) and not random (non-discretionary) accruals. Dechow and Dichev (2002) conclude that, ceteris paribus, a high degree of accruals is associated with a low quality of earnings and a less steady profit. 
For this thesis, only accrual based earnings management will be considered because this is readable from a firm’s cash flow statement and income statement and is in this matter contributable for this investigation. 
[bookmark: _Toc372025857]4.2 Types of earnings management
There are many types of earnings management, but the three most well-known types are big bath accounting, income smoothing and overstating profits.
· The first type is big bath accounting. With big bath accounting there are companies that will probably not meet the analyst forecast or they have a price-earnings ratio below industry average. If so, managers could book all the costs (sometimes even future costs) in the current year. An important consequence of this action is that future earnings will be higher, which leads to a high impairment of goodwill in the current year and lower impairments in future years. 
· The second type of earnings management is income smoothing. With income smoothing companies manipulate costs to have the same earnings in each period or year. 
· The third type is overstating profit. Companies will overstate their profits because they want to meet or beat the analyst forecast by booking fewer costs in the current year. Lower costs lead to lower impairments, which ultimately leads to higher earnings. 

Fields et al. (2001) describe a number of choices that can be made within financial reporting with regard to profit reporting: maximizing of profits, smoothing profits for a long time, avoiding losses and avoiding a decline in profits. Several examples can be found in the literature. Defond & Park (1997) conclude that companies where the current gain lies at a higher level than the expected future profits, profit oppressive accruals are recorded. In the reverse situation where there are better future expectations, profit-increasing accruals booked. Burgstahler & Dichev (1997) find that firms apply systematic earnings management to avoid an earnings decline (8-12% of the companies) or that a loss (30-44% of the companies) should be reported. Their research shows that this in case of earnings management happens in order to avoid a loss through operating cash flow and changes in working capital. Chen et al (2005) have an extensive quantitative study on the frequency and magnitude of earnings management in the U.S. over the period from 1976 to 2004. Their results show that 1.58% of companies apply earnings management to present a positive result, 6.5% of companies apply earnings management to present better results than in the previous year, and 9.33% of companies apply earnings management to meet earnings expectations of analysts or surpass them. 

[bookmark: _Toc372025858]4.3 Detection of earnings management 
In the literature there are several methods mentioned in order to detect earnings management. 
In general I can divide those detection methods into accrual models and distribution models.
Xiong (2006) created the following, more specific formats:
· Discretionary accruals method: This method distinguishes discretionary accruals (DA) that are determined by management and non-discretionary accruals (NDA) that are determined economically. Discretionary accruals are synonymous with earnings management. The best known methods are the method of Jones (1991) and the Modified Jones method (Dechow et al, 1995).
· Single accrual method: With this method a specific accrual is examined whereof it is suspected that it was used to perpetrate earnings management, for example facilities for bad loans (McNichols & Wilson, 1988) or depreciation (Teoh et al, 1999).
· Total accruals method: This method assumes that earnings management is reflected in the difference between net income and operating cash flow. The best known method is that of Healy (1985).
· Accounting changes method: Within this method changes in the accounting are being used to apply earnings management. The best known method is that of Healy (1985).
· Distribution method (real activities manipulation): this method looks at the distribution of change in income and reported results in absolute terms. It has been found that there is more often an increase in profit reported than a decline in profit (or a loss). The best known method is that of Burgstahler & Dichev (1997).

Dechow et al (1995) tested the five models (Model Healy, DeAngelo model, Jones Model, Modified Jones Model and Industry Model) to detect earnings management on basis of four different samples. This shows that the Modified Jones Model is best the suited method to detect earnings management. Chen et al (2005) mention a disadvantage of accrual methods, which is that they are for a large extend based on estimates with regard to accruals. Only the total accruals are directly traceable from financial reporting. Subsequently need the total accruals to be divided into non-discretionary accruals (which have an economic background) and discretionary accruals (which are determined by management and are considered as earnings management). Hereby are some assumptions made, such as that non-discretionary accruals are constant (DeAngelo model) or that revenues are non-discretionary (Jones model). Another disadvantage of accrual models is their inability to gain control to detect earnings management through cash flows (Healy and Wahlen, 1999). In addition it appears very difficult to trace less pronounced forms of earnings management with the mentioned accrual models (Dechow et al, 1995). Distribution models have the disadvantage that they are inconclusive as to the volume of the gain control, and the specific accruals that are used to control the gain (Xiong, 2006). All models have their advantages and disadvantages, the perfect model is not (yet) found. Xiong (2006) recommends using multiple models in determining earnings management in order to make the results more robust.  
[bookmark: _Toc372025859]4.4 Summary and conclusion
This chapter provides an answer for the third sub question, which is ‘Which methods for the detection of earnings management are there?’.
There are two methods for the detection of earnings management, namely ‘accruals model’ and ‘distribution model’. For this thesis the second method, distribution method, is chosen. The first-mentioned disadvantage of the Modified Jones Model is an obstacle for this study because of the assumptions made in this model, it will not be possible to ensure consistency between the variable goodwill impairment and earnings management and of course the association between them. This is the reason why I choose the distribution method for investigating the association between earnings management and goodwill impairment in this study. Using the distribution model of Burgstahler and Dichev (1997), they show that firms try to influence (downwards) the prediction of analysts. Once the prediction is made, they try to manage their earnings (upwards) in order to meet or beat the prediction of analysts. Especially the discretionary accruals and operating cash flows are managed in this way.
Table 1 provides a small overview of the models discussed.


Table 1

	 Model
	Proxy for earnings management
	Assumptions

	Healy
	

DAt = TA t    -  ∑t TAt / At – 2
                At – 1               T      
	· No earnings management in previous years
· ΔNDA = 0
· Economic conditions do not change

	DeAngelo
	

DAt = (TA t  - TAt – 1)
                        At – 1
	· No earnings management in previous years
· ΔNDA = 0
· Economic conditions do not change

	Jones
	
DAt = TA t    -  (     α       + ß1 ΔREVt + ß2 PPEt )
                At – 1          At – 1                At – 1                  At – 1

	· Economic conditions change over time
· Operating revenues are not discretionary

	Modified Jones
	


DAt = TA t  -   α     + ß1 ΔREVt- ΔRECt + ß2 PPEt )
                At – 1         At – 1                At – 1                              At – 1

	· Economic conditions change over time
· Operating revenues can be  discretionary
· Selling on credit can be manipulated, other forms of operating revenue cannot be manipulated

	Industry
	
DAt = TA t  -  (ß1 + ß2medianj (TA t / At – 1 ))        
                At – 1         
	· The determinants of non-discretionary accruals are the same across all industries 

	Distribution
	Small profitst
Small lossest
	· No assumptions



	T=         Current period
t-1 =      Period prior to the current 
A =        Accruals
DA =     Discretionary accruals
NDA =  Non-discretionary accruals
TA =     Total accruals
REV =   Revenue
PPE =    Historical value of property, plant and equipment (PP & E) 
REC =   Receivables


[bookmark: _Toc372025860][bookmark: _Toc357688107][bookmark: _Toc348719427][bookmark: _Toc320287484]5. The association between goodwill impairment and earnings management 
[bookmark: _Toc372025861]5.1 Introduction
In the accounting literature there are several studies that examine IFRS and its implementation and how it is related to earnings management. After examination of literature about the adoption of IFRS 3 and the connection of financial reporting incentives in goodwill impairment decisions, I came to the conclusion that the material is quite limited. I would like to fill this gap in literature with my thesis. 
Trying to isolate the discretionary part of accruals is the most used and common way to measure earnings management. This technique requires a more indirect approach by investigating the increased managerial discretion (as consequence from the provisions of IFRS 3), and managing an enterprise earnings by the using the goodwill impairment test (which is used as a tool). My thesis is relevant for society in general, but especially to oversight bodies, regulators and standard setter. The reason here for is that my thesis gives insight about the use and impact fair value accounting has on financial reporting and the quality of financial statements after implementation of IFRS, during the period 2010-2012. 
I found some contradictions in the theory around the objectives of IASB and IFRS, namely the comparability of financial statements. My opinion is that the IASB and IFRS should, to fully support the above mentioned objective, give more attention to the matters ‘opportunities to manage earnings’ and ‘increased managerial discretion’. I believe that those two matters do not contribute the achievement of the objective of IASB and IFRS. Furthermore I find it of major importance that policy makers and investors should be aware of the implications of IFRS, which are mentioned in section 3.6, and how they can detect it (mentioned in section 4.3). To wrap it up; a way to get high quality of financial statements and a higher degree of comparability, the importance of high corporate governance practices need to be emphasized.

It gets more complex when both internal and external demands for managers arise. Internal demands could encounter personal reporting incentives when making the impairment test decisions and external demands arise when managers must meet or beat earnings forecasts and/or increase the share price (Jordan and Clark, 2011). When managers want to meet (not necessarily beat) market expectations, there is a wide range of techniques managers could apply. Big bath accounting and income smoothing are the most common techniques. Big bath accounting is a form of income increasing earnings management and involves taking a one-time overstatement of charges against income to reduce assets, in order to avoid future write-down expenses (Zucca and Campbell, 1992; Sevin and Schroeder, 2005). The period of this overstatement is most of the time the same as the period where the enterprise experienced earnings below expectations. According to Massoud and Raiborn, 2003; Jordan and Clark, 2011, is the reason here for that enterprises get less punished by the market for loss when earnings have been bad for a period and that the lack of losses which are taken in the future benefits their future financial reporting (by enterprises income statement). 

I have mentioned in section 3.6 that there are quite some implications of IFRS 3. Because of those implications I believe that earnings management arises because IFRS 3 gives space for it and because I believe that the subjectivity inherent in the impairment testing approach. This is also been confirmed by Massoud and Raiborn (2003). The association between goodwill impairment and earnings management is that when managers have discretion in deciding the period for taking the impairment loss, they have the opportunity to take the loss when earnings are unexpectedly below (analysts) expectations or when earnings are unexpectedly high in a certain period/year.
[bookmark: _Toc372025862]5.2 Literature review
This section is dedicated to prior relevant studies regarding goodwill impairment and earnings management. Because there are plenty of papers written about this subject I will only discuss some papers that are relevant for my hypotheses and research design. I have selected these papers because they are of importance of my thesis. The papers discussed contain the topics which I will investigate for my hypothesis development and further research. A study that is going to be discussed extensively is the paper from Rannaman and Watts (2012); in this paper they study the relationship between private incentives and positive private information by managers and how this influences the impairment of goodwill. Another study is from Jarva (2009); the author investigates whether goodwill write-offs are indeed associated with future expected cash flows. The study from Lemans (2009); she investigates to which degree goodwill impairment can be used to strategically manage earnings. These three papers are the main basis for my background theory in order to answer my research question. Additional information in order to understand the whole idea behind goodwill impairment and earnings management will be discussed briefly.

[bookmark: _Toc372025863]5.2.1 Francis et al. (1996)
Francis et al. (1996) studied discretionary asset write-offs in a period when there was still little authoritative guidance on accounting for most types of asset impairments. They indicate that managerial incentives to manipulate earnings play no significant role in write-off decisions for inventory and property, plant and equipment (PP&E), but do play a substantial part in explaining goodwill write-offs. They find that write-offs are actually decreasing when the firm has unusual poor or unusual good performance. 
The empirical analyses reveal that write-offs reported after the adoption of SFAS No. 121 have lower associations with economic factors (consistent across macro-, industry-, and firm-level proxies), and a higher association with "big bath" reporting behaviour, relative to those reported prior to the standard. This suggests that write-offs reported under SFAS No. 121 are less reflective of the firm's underlying economics, as opined by critics of the standard. The results further indicate that managers are applying greater flexibility in the reporting decisions relating to write-offs after adoption of the standard, contrary to the intentions of the FASB. Additional analyses reveal that this ’big bath’ behaviour more likely reflects opportunistic reporting than managers providing private information about their firms' performance. These inferences are robust to a number of alternative specifications. 
Overall, the evidence suggests that the reporting of write-offs under SFAS No. 121 has decreased in quality relative to before the standard.

[bookmark: _Toc372025864][bookmark: _Toc348719421][bookmark: _Toc357688109]5.2.2 Jordan and Clark (2004)
Jordan and Clark (2004) also found evidence which indicated that companies with unusually low earnings in a year reported a large impairment loss in order to lower the reported earnings even further. This action is an indicative of big bath accounting. They indicate that firms engaged in big bath earnings management relative to goodwill impairment losses recognized in 2002. Having to report goodwill write-downs above-the-line subsequent to 2002 now acts as a deterrent to engaging in big bath earnings management with respect to these impairment losses. Nonetheless, their study shows that goodwill write-downs continue to exhibit signs of big bath earnings management as, relative to entities not recording impairment losses, firms taking these hits in 2003 and 2004 already suffered from depressed earnings. Management likely anticipated that lowering earnings even further for these impairment losses would do little incremental harm to the market value of their firms’ shares. All their research came to the conclusion that companies with unusually low earnings report a large impairment in order to decrease the reported earnings even more. 

[bookmark: _Toc372025865]5.2.3 Riedl (2004)
Riedl (2004) looks at write-offs of long-lived assets prior and subsequent to the issuance of SFAS 121 Accounting for the Impairment of Long-Lived Assets in 1995. His results show that after the implementation of SFAS 121, write-offs have significantly greater association with reporting incentives than those reported prior to the standard. This suggests that managers apply more discretion in reporting write-offs and are more likely to act opportunistically subsequent to the adoption of the standard. A decline in firm performance negatively affects the fair value of assets, and thus increases the likelihood of having to take an impairment.
 The empirical analyses reveal that write-offs reported after the adoption of SFAS No. 
121 have lower associations with economic factors and a higher association with "big bath" reporting behaviour, relative to those reported prior to the standard. This suggests that write-offs reported under SFAS No. 121 are less reflective of the firm's underlying economics, as opined by critics of the standard. Additional analyses reveal that this "big bath" behaviour more likely reflects opportunistic reporting than managers providing private information about their firms' performance. These inferences are robust to a number of alternative specifications. Overall, the evidence suggests that the reporting of write-offs under SFAS No. 121 has decreased in quality relative to before the standard.

[bookmark: _Toc348719424][bookmark: _Toc357688112][bookmark: _Toc372025866]5.2.4 Li, Zining, Shroff, Pervin K. and Venkataraman, Ramgopal (2005)
Li et al. investigated whether announcements of a loss due to impairment of goodwill reveals management’s private information to market participants. They measure this with the sanders SFAS 142, Goodwill and other intangible assets, which addresses financial accounting and reporting for acquired goodwill and other intangible assets and supersedes APB Opinion No. 17, Intangible Assets. It addresses how intangible assets that are acquired individually or with a group of other assets (but not those acquired in a business combination) should be accounted for in financial statements upon their acquisition. This Statement also addresses how goodwill and other intangible assets should be accounted for after they have been initially recognized in the financial statements. They have found out that investors and financial analyst revise their expectations downwards after the announcements. This activity reveals that investors and financial analysts interpretation of management’s private information, which has been announced, is quite direct. Also, they have found that large impairment losses are negatively associated with return performance over two prior years. This will have the result that the market (investors and financial analysts) anticipated this prior the announcement. The authors conclude that SFAS 142 appears to be effective in revealing some new information about the value of goodwill to market participants.

[bookmark: _Toc372025867]5.2.5 Suzanne Sevin and Richard Schroeder (2005)
Sevin and Schroeder investigate whether SFAS No. 142 (explained in paragraph 6.4) allow firms to apply earnings management in this case ‘big bath accounting’ through goodwill impairment. This was done by the authors comparing firms with impairment losses and firms without impairment losses with their respective earnings. Random selection of companies with December 31, 2002 fiscal year-ends yielded 120 firms that reported goodwill impairments in 2002 and 82 firms that did not. The firms are then stratified into two groups. Analysis consists of measuring the magnitude of the 2002 goodwill impairment loss, comparing financial metrics of impaired and non-impaired firms, and calculating the proportion of firms with negative versus positive earnings. They have found evidence that suggests that goodwill impairment allowed companies to engage in earnings management through big bath accounting. This study provides evidence on the use of issued accounting standards to manage earnings.

[bookmark: _Toc372025868]5.2.6 Carla Hayn and Patricia J. Hughes (2006)
In their study, the authors investigate whether financial statement users can predict goodwill impairment based on the information provided in the financial statements. The results are troubling because they suggest that the amount and quality of current financial disclosures do not allow investors, auditors, and other users of financial statements to effectively evaluate the appropriateness of management determinations regarding goodwill impairment. This finding is particularly unsettling in the post–SFAS 142 period because, in the absence of impairment recognition by management, goodwill balances will remain on the books indefinitely (Hayn and Hughes, 2006).

[bookmark: _Toc348719423][bookmark: _Toc357688111][bookmark: _Toc372025869]5.2.7 Van de Poel et al. (2008)
The authors investigate to what extent goodwill impairment is used as an earnings management tool and whether it is implemented uniformly across auditors and countries. They have used a sample of listed companies from 15 EU countries over the period 2005-2006, their results show that the occurrence of goodwill impairments is highly influenced by financial reporting incentives and is not uniform across auditors and institutional settings, while controlling for economic factors. In particular, the results show that companies strategically use goodwill impairment line with their financial reporting incentives. Further, they have found an audit quality effect: Big4 auditors put a higher constraint on the use of the goodwill impairment test as a tool to manage earnings. Finally, goodwill impairments appear to be strongly associated with the strength of the judicial settings. Firms in countries with a high quality judicial system tend to be more conservative (i.e. take more impairments). 

[bookmark: _Toc348719422][bookmark: _Toc357688110][bookmark: _Toc372025870]5.2.8 Henry Jarva (2009)
In this study the author investigates whether goodwill impairment is indeed associated with future cash flows. After the introduction of SFAS 142, the FASB expects that impairment of goodwill will improve the ability of users of financial statements to assess future profitability and cash flows (Henry Jarva, 2009). The author predicts that managers consistent with the agency theory will use the discretion of SFAS 142 to manage their earnings opportunistically. Furthermore, the author identifies two ways that managers can use impairment of goodwill to manage earnings. First, the managers can overstate impairment losses, understating net assets and earnings (big bath). Second, the managers can understate impairment losses, overstating earnings and net assets. If managers apply these methods, there will likely be a lower association between goodwill impairment and expected future cash flows. Therefore the main prediction of the author:
Results suggest that impairment of goodwill has a good predictive ability of future cash flows. Thus, the evidence is consistent with the notion that goodwill write-offs are, on average, more closely related to economic factors than opportunistic behaviour (Henry Jarva, 2009). This finding does not exclude the possibility that managers do not use goodwill impairment to opportunistically influence the earnings. There is also evidence rejecting the hypothesis that there is a low association between goodwill impairments and expected future cash flows. Additional analysis by the author reveals that the association between goodwill write-offs and future cash flows is insignificant for firms with contemporaneous restructuring.

[bookmark: _Toc372025871]5.2.9 Jamilla Lemans (2009) 
The research of Lemans examines whether or not goodwill impairments are being used by Dutch listed firms to manipulate earnings. Random selection of companies with December 31, 2002 fiscal year-ends yielded 120 firms that reported goodwill impairments in 2002 and 82 firms that did not. The firms are then stratified into two groups. Analysis consists of measuring the magnitude of the 2002 goodwill impairment loss, comparing financial metrics of impaired and non-impaired firms, and calculating the proportion of firms with negative versus positive earnings.Two different regression models are used for this purpose which include firm-specific factors as well as proxies for big bath accounting, income smoothing and a factor for measuring the recognition of higher impairments around the time of a CEO change. The results show that the method (model) chosen to measure the impairment decision influences the generated results, and that overall no strong evidence is found which indicates that goodwill impairments are indeed being used to manipulate earnings.
Overall, her research suggest that it is expected that managers are encouraged to underreport earnings in the case of large earnings surprises. In that case, firms have incentives to report all impairments and even accelerate impairments to boost performance in the future, like Van de Poel discusses (see also Van de Poel et al., 2008, pp. 15).
Limitation of Lemans’ research is that no results have been generated for each industry separately. Since the subsamples for the different industries would have been too small in this research, she choose not to run the regression for each industry separately since it would make the results less reliable. This can however be a good example for future research. Also it is possible to look at financials or compare financials to the other firms, since financial firms have been excluded from her research because of their different laws and regulations with which they need to comply. It is also possible to investigate the effects of the introduction of IFRS on the level of earnings management in the Netherlands with regard to goodwill. This could be done by examining a certain period before and after the introduction (compare the use of amortization with impairments). Also the influence of the revised standard IFRS 3 can be investigated in a similar manner, since this new standard allows the use of the full goodwill method which can have an impact for the financial statements.

[bookmark: _Toc372025872]5.2.10 Ramanna en Watts (2010)
The study of Ramanna and Watts investigates the relationship between managers’ decision of goodwill impairment and managers’ private incentives and private positive information. The introduction of SFAS 142 in 2001 by the Financial Accounting Standards Board (FASB) abolished amortization of goodwill and now requires all goodwill to be tested periodically for impairment using estimates of fair value. This estimate relies solely on the managers’ forecast 
on expected cash flows.                                                                                                                                                                        
The authors predict that if managers have private incentives consistent with the agency theory, managers would exploit impairment off goodwill for their benefit, because the impairment of goodwill is difficult to verify and audit. This is the case when goodwill impairment has an effect on the bonus compensation or on the reputation of managers.  A large impairment of goodwill means that operations are not going as expected, as a result the CEO is held accountable for this. So the authors expect that managers will be less likely to impair goodwill if private incentives are present. The authors also predict that if the managers have positive private information about future cash flows consistent with the private information hypothesis (PIH), they will be less likely to impair goodwill as expected by the capital market. This is consistent with the expectations of FASB, which on average goodwill impairment by managers will convey private information. Based on prior studies the authors identified proxies for private incentives (e.g. bonus compensation) and positive private information (share repurchases). Next they have chosen the sample, the sample criteria are firms with book-to-market (BTM) value above 1 for two consecutive years (non-impairers) and firms with BTM above 1 for one year and BTM below 1 for the following year (impairers). The assumption made is that this difference is due to goodwill impairment.  The total sample was 124 firms (Compustat) in which 86 were non-impairers and 38 impairers; the sample period was 2003 till 2006. They have used a univariate frequency tests (Pearson chi-square test) to identify the association between non-impairment and private incentives (proxies) and between non-impairment and positive private information (proxies). The results of the univariate suggest that private information by managers is not associated with non-impairment, but private incentives are on the other hand well associated with non-impairment. They have also performed a multivariate analysis and compared the outcome between the two samples. These results also suggest that there is no association between private information and non-impairment, but there is well an association between private incentives and non-impairment of goodwill.                                     

[bookmark: _Toc348719425][bookmark: _Toc357688113][bookmark: _Toc372025873]5.2.11 Critical reflection
Rannaman and Watts predicted and found evidence consistent agency theory, that private incentives are associated with impairment of goodwill. The test was done using firms that impair and firms of non-impairers. Thus, this approach can be also taken into account in the research design. Furthermore, this study supports the assumption that private incentives do influence managers’ decision of goodwill impairment. Henry Jarva (2009), on the other hand investigates the association between goodwill impairment and cash flows. He used impairment as the dependent variable and cash flows as independent variable. In chapter 5 (research design) the same approach will be taken but only now the dependent variable will be goodwill impairment and the independent variables are proxies for earnings management. The study of Jarva suggests that on average goodwill impairment is associated with future cash flows, but this does not exclude that firms do not apply earnings management through impairment. If there is an association between cash flows and goodwill impairment there is also likely to be an association between goodwill impairment and earnings (Earnings= Accruals+Cashflows) which is one of the basic assumptions of this paper in order to answer the research question. The remaining studies (Li et al., Hayn and Hughes, Sevin and Schroeder) provide insights regarding impairment of goodwill under SFAS No.142. These studies point out the fact that the goodwill impairment relies solely on managers’ estimate and that this is due to the fact that managers have private information about expected future cash flows. They point out that because of managers having private information, it is difficult for financial statement users to verify and for auditors to audit goodwill impairment. This gives managers the chance to exploit this opportunistically.
The study of van de Poel et al. does provide evidence that goodwill impairment can be used as a tool for earnings management, which is also the prediction that has been made in the introduction of this paper. Therefore this study is the most relevant for the paper, and the research design that has been used in the study of van de Poel et al. (2008) will be most likely applied in the research design of this paper.
Prior studies on the income smoothing theory however do not seem to be consistent. For example, whereas Riedl (2004) finds a positive association between earnings and asset impairment charges, Francis et al. (1996) find a negative association when examining general asset write-offs.

Chapter 6 will discuss further the implications of these studies. In that particular chapter the main hypothesis of the paper will be presented, these hypothesises are created by combining the studies.

[bookmark: _Toc348719426][bookmark: _Toc357688114][bookmark: _Toc372025874]5.2.12 Summary and conclusion
In this chapter several studies regarding goodwill impairment was discussed. This chapter is dedicated to prior relevant studies regarding goodwill impairment and earnings management. Because there are plenty of papers written about this subject I only discussed papers that are relevant for my hypotheses and research design. I have selected these papers because they are of importance of my thesis. The overall conclusion of these papers is that there is an association between goodwill impairment and earnings management.
Table 2 summarizes the results of these studies.

TABLE 2
	Authors
	Study
	Sample
	Research methodology
	Results

	Francis et al. (1996)
	They studied discretionary asset write-offs in a period when there was still little authoritative guidance on accounting for most types of asset impairments.
	Their sample are discretionary write-offs over the time period 1989-1992
	An archival study based on USA databases.
	They found that managerial incentives to manipulate earnings play no significant role in write-off decisions for inventory and property, plant and equipment (PP&E), but do play a substantial part in explaining goodwill write-offs.

	Jordan and Clark (2004)
	Using Goodwill Impairment 
To Effect Earnings Management 
During SFAS No. 142’s Year 
Of Adoption And Later
	To accomplish the study’s objectives, selected financial statement data were collected on the Fortune 200 companies for the fmy-year period 2001 through 2004.
	An archival study based on USA databases.
	The results show that reported goodwill prior to the implementation of SFAS No. 142 and, generally, the goodwill balance was material in amount.


	Riedl (2004)
	Looks at write-offs of long-lived assets prior and subsequent to the issuance of SFAS 121 Accounting for the Impairment of Long-Lived Assets in 1995.
	The sample period is from 1992 till 1998 and they used the necessary Compustat/Execucomp 
data which are not falling within the banking or financial services industries.
	An archival study based on USA databases.
	His results show that after the implementation of SFAS 121, write-offs have significantly greater association with reporting incentives than those reported prior to the standard. This suggests that managers apply more discretion in reporting write-offs and are more likely to act opportunistically subsequent to the adoption of the standard.

	Li et al. (2005)
	Relation between goodwill impairment and private information by managers
	They used a comprehensive sample of goodwill impairment announcements made under the regulatory regimes of SFAS 121 and SFAS 142 and explore how the information content changes over different reporting regimes.
	An archival study based on USA databases.
	Evidence suggests that there goodwill impairment does reflect some private information held by the managers.

	Sevin and Schroeder (2005)
	Relation between goodwill impairment and earnings management (big bath) under SFAS 142
	Random selection of companies with December 31, 2002 fiscal year-ends yielded 120 firms that reported goodwill impairments in 2002 and 82 firms that did not.
	An archival study based on USA databases.
	Evidence suggests SFAS 142 allows firms to engage in earnings management (big bath).

	Hayn and Hughes (2006)
	Whether financial statement users can predict goodwill impairment using information from the financial statements
	Their initial sample of acquisitions is drawn from all acquisitions made between 1988 and 1998 that are in the Securities Data Corporation (SDC) database.
	An archival study based on USA databases.
	Evidence suggests that the information provided in financial statements do no not allow users to predict goodwill impairment.

	Van de Poel et al. (2008)
	To what extent goodwill impairment  is used as an earnings management
tool and whether it is implemented uniformly across auditors and countries
	Sample of listed companies from 15 EU countries over the period 2005-2006
	An archival study based on EU databases.
	Results show that the occurrence of goodwill impairments is highly influenced by financial reporting incentives and is not uniform across auditors and institutional settings, while controlling for economic factors

	Henry Jarva (2009)
	Relation cash flow- goodwill impairment
	The sample consists of New York Stock Exchange (NYSE), American Stock Exchange (AMEX), and
NASDAQ markets, excluding financial firms and observations with extreme values. Sample period was 2003-2006.
	An archival study based on USA databases.
	Evidence supports the assumption that goodwill impairment on average reflects future cash flow

	Lemans (2009)
	 If  goodwill impairments are being used by Dutch
listed firms to manipulate earnings
	Random selection of companies with December 31, 2002 fiscal year-ends yielded 120 firms that reported goodwill impairments in 2002 and 82 firms that did not. 
	An archival study based on Dutch databases.
	The results show that the method (model) chosen to measure the  impairment decision influences the generated results, and that overall no strong evidence is found which indicates that goodwill impairments are indeed being used to manipulate earnings.

	Ramana and Watts (2010)
	1.Relation private incentives- goodwill
2.Relation private information- goodwill impairment
	124 firms (Compustat) in which 86 were non-impairers and 38 impairers; the sample period was 2003 till 2006.
	An archival study based on USA databases.
	1.Strong evidence associating private incentives with goodwill impairment
2. No evidence supporting the association between private information and goodwill impairment.





[bookmark: _Toc348650085][bookmark: _Toc348719431][bookmark: _Toc356386196][bookmark: _Toc372025875]6. Research design
[bookmark: _Toc372025876][bookmark: _Toc348719433]6.1 Introduction
In this research, the association between two types of variables is examined: goodwill impairment and earnings management. 
In paragraph 3.3 I mentioned the differences between rules-based en principle-based. To follow up on this topic regarding the meaning for this thesis, there are two reasons why this thesis differs from the US perspective about the same topic. 
Because this study only focuses on European settings, the results are expected to be different from other settings. The reason here for is mention in paragraph 3.3, which is that the legal system in the EU differs from the legal system in the US. This is the first reason.
Managers may want to manage earnings because they want to achieve their own personnel control benefits or want to reduce the chance of outside involvement. Legal enforcement is a strong protection for outside investors from the effects of private control benefits. When there is a strong legal enforcement, it appears that there is less earnings management. Because Europe is principle-based, it means that there are relative to the US (rules-based) less strong legal enforcement which leads to more earnings management compared to the rules based-setting if we apply the ‘legal enforcement theory’ (Leuz et al., (2003)). 
The second reason for different results in Europe is the effect of the amortization of goodwill. European firms may amortize their acquired goodwill over a relatively short period of time (10-20 years) compared to the US (40 years). Because of a shorter time-period, the effects of goodwill amortization on reported earnings are more likely to be bigger. 
To combine these two reasons it is clearer why it is interesting to look at earnings management and manipulating reporting incentives after the adoption of IFRS 3.  

[bookmark: _Toc348719429][bookmark: _Toc372025877]6.2 Hypotheses
The hypotheses were built by combining literature results of chapter 5. First, the paper of Watts and Ramnanan (2012) suggested that private incentives are associated with impairment of goodwill. This means that managers tend to use the discretion in goodwill impairment opportunistically. Thus, if the goal of the manager is to manage earnings for a particular reason, he or she can accomplish this through impairment. Impairment losses can greatly influence the earnings.        
Secondly, the paper of Jarva (2009) suggests that on average goodwill impairment does reflect future cash flow. This means that goodwill impairment is a good proxy for future cash flow and is also associated with earnings, because earnings consist of cash flows and accruals. This suggests that one can associate impairment of goodwill with earnings.
Li et al. (2005) suggest that goodwill impairment provides some private information held by the managers. This also supports the assumption of the FASB that goodwill impairment under SFAS no. 142 relies solely on managers’ estimate. Complementing Li et al. (2005) is the study of Hayn and Hughes (2005) that suggests that the information provided in financial statements does not allow financial statement users such as investor’s auditors and others to predict or verify goodwill impairment. This also implies that managers can exploit goodwill impairment opportunistically, because goodwill impairment is difficult to verify and audit. 
The study and Sevin and Schroeder (2005) suggest that SFAS 142 allows companies to engage in earnings management though big bath accounting. Also the study of Van de Poel et al. (2008) found evidence that goodwill impairment can be used as a tool for earnings management.
Combining the results and suggestions of these studies, one can see that there is possibility of applying earnings management though goodwill impairment. Earnings management can be applied to overstate earnings, to understate earnings or to smooth the income.
But this thesis focuses more on overstating and understating profits. In the literature review (chapter 5) is made clear that there is empirical evidence about the clausal link between goodwill impairment and earnings management. Because of this matter, it is logical that there are numerous hypotheses developed.  In response to these prior studies the following hypothesises have been designed:

· H1: Firms that apply earnings management tend to have relatively high earnings and low impairment of goodwill.
This hypothesis can be linked to the discussion about firms that apply big bath accounting are more likely to take high impairment losses which results in low earnings. When earnings are unexpectedly low which leads that the overall performance of the company is below analysts’ forecast, management will be more likely to choose for the recognition of an impairment loss because the overall performance of the company is already low. This phenomenon is known as ‘taking a bath’ because there is a high impairment loss. Because this action will reduce earnings in the current year, management of the company will have occasion to improve the future earnings. The reason for improvement is that recognition of an impairment loss will possibly not happen in the near future. The bonus plan hypothesis (2.7) can be linked to this. The bonus plan implies that manager who are not able to reach their bonus due to poor performance of the company, will ‘take a bath’ in order to improve the opportunity of getting the bonus in future years. 

The independent variable ‘big bath accounting’ will be used to test the firs hypothesis. This variable determines if the earnings of the company are below analysts’ expectation. If this is the problem, than management has an incentive to take a bath in which they are engaged with earnings management. In the research design (chapter 6) is explained how this variable is measured. One can expect that there will be a positive relation between the impairment decision and this variable, because low earnings are an indicator for bad performance which could lead to recognition of an impairment loss. Because of this, it is expected that this first hypothesis will hold. 

· H2: Firms with accounting-based debt covenants tend to have relatively smaller goodwill impairment losses, ceteris paribus.
This hypothesis suggests that executives may want to hold-up the recording of impairment losses because they want to breach the covenants written on debt contracts. Given that such violations are expensive, there is a strong possibility that managers delay the recognition of the impairment loss or report a smaller loss. In other words, managers would like to manipulate financial reporting in order to prevent these violations. This hypothesis investigates the company’s debt contracts. The independent variable ‘accounting-based debt covenants’ measures the debt/equity ratio (D/E-ratio) of a company. When there is a high D/E-ratio, the chance of violating debt covenants increases. This means that companies with high debts are more likely to record low impairment losses or avoid goodwill impairment losses. 
[bookmark: _Toc372025878]6.3 Regression 
In a multiple regression model, the whole model including all the independent variables can be tested through an F-test. The following regression model is used to test the main hypothesis: 
Goodwill impairment = β0 + β1 BATH + β2OE +Σcontrol variables + Ԑ 
Goodwill impairment = β0 + β1 BATH + β2OE +β3P/B +β4ΔSALES + β5 ΔROA + β6GW + β7MC+ β8 D/E + β 9ΔCFO+ β 10 IFRS 3 + Ԑ 
[bookmark: _Toc372025879]6.4 Libby boxes

	Libby boxes hypotheses

	



It is proved in this thesis that participants viewed the favorable consequences as justifying employee earnings management behavior. The participants who participated with the survey largely represent mid-career business professionals. So I believe that the external validity is quite low. Additionally, if the authors of this paper also selected business professionals with higher positions, will this bring different result? We will never know. Last but not least, many theories are proved that rationalization is the most important factor of acting not ethically. This could be a major reason why the findings of this thesis cannot be considered as surprising or bringing new light on the old theory. 
Overall there is a good construct validity, because I look at a lot of different measures to see if there research question is good. For example, using two measures of earnings management and look at internal and external corporate governance. I have also controlled for almost all biases which I found, which makes the results reliable. The internal validity is also high, because I controlled for the biases. Unfortunately, because of the biases my sample was reduced which means that the external validity is lower because I used a small sample of firms. 
[bookmark: _Toc372025880]6.5 Measure goodwill impairment
[bookmark: _Toc233017123][bookmark: _Toc233018116][bookmark: _Toc233018354]Goodwill impairment testing is done in two steps. The first step is to calculate the market value of the cash generating unit to which the acquired goodwill belongs. If this is done, this value is compared with the value of the cash generating unit in the company itself. Only if the market value is lower than the value in proceeding you go to the second step. The second step involves calculating the amount of goodwill impairment. Through the first step, the market value of goodwill can be derived. If the market value of the goodwill that matches the cash generating unit has become less than the residual goodwill in the value of the cash generating unit, the residue must be adjusted. The difference between the market value of goodwill derived from the market value of the cash generating unit and goodwill residue from the value of the cash generating unit is called impairment loss.
The next step is to calculate the correct value of goodwill so that the value of goodwill can be adjusted accordingly. The discounted cash flow method is used. As previously mentioned, a correct estimate of future profits is important for the valuation of goodwill. To arrive at the free cash flows it should be taken into account that the expected development of the operational costs such as salaries or potential investments are often more required as the company grows and changes in working capital, such as larger stocks that have to presence because of an increasing decrease in the future. After having processed all these factors, the future free cash flows arises which need to be discounted at an interest rate. To determine this rate, the weighted average cost of capital (WACC) is used.
[bookmark: _Toc372025881]6.6 Methods to detect earnings management
Because earnings management is not directly visible in financial statements, there are various methods been developed over the years to approach the potential magnitude of earnings management. These methods can be roughly divided into discretionary accrual methods, total accrual methods, single accrual methods and distribution methods. Research by Dechow et al. (1995) showed that the Modified Jones method is most effective in detecting earnings management. The Modified Jones method falls under the discretionary accruals methods. With this method the total accruals are being separated into non-discretionary accruals, which are determined economically, and discretionary accruals, which are determined by management (Xiong, 2006). The discretionary accruals are then considered as the earnings management section. A disadvantage of the discretionary accrual method is that the method is based on estimates and assumptions concerning the discretionary and non-discretionary accruals.
One method that can counteract this shortcoming is the distribution method. Hereby you do not look at earnings management through (specific) accruals, but the distribution of reported earnings and changes in reported profit are investigated. This method assumes that companies have incentives to avoid reporting earnings declines or losses. For this reason this method studies the distribution of reported earnings around these mentioned points. The advantage of this method, compared to the discretionary accruals method, is that it is not based on unreliable, partly estimated accruals. In addition it shall take, unlike the discretionary accruals method, the effects of earnings management through cash flows along in the calculations. However, the distribution method has unfortunately disadvantages as well. The disadvantages of this method is that the size of earnings management is not made ​​clear and that it is also not clear what specific accruals are used to manage the earnings. 

[bookmark: _Toc372025882]6.6.1 Distribution model
As mentioned above, Burgstahler and Dichev (1997) measure earnings management on basis of the distributions of earnings and changes in earnings. They argue that earnings management is applied because managers want (1) to avoid decline in profits and (2) to avoid losses. To test (1) Burgstahler and Dichev will measure the change in profit (net income) of different companies, the ((earningst-earningst-1)/MVt-2) profit for the current year minus the profit of the previous year, scaled at market value at the beginning of the year: (Burgstahler and Dichev, 1997, p105). This scaling is done at market value in order to neutralize the effect of the size of a business.
The assumption is that they make is that the distribution should be uniform (smooth) when there is no earnings management. The expected numbers of observations in an interval are then the average number of observations in the two adjacent intervals. This is their null hypothesis. To test the null hypothesis, they measure the difference between the actual number of observations and the expected number of observations in the interval, divided by the estimated standard deviation of the difference. If the null hypothesis is true, then these differences are normally distributed with a mean of 0 and a standard deviation of 1. There are many small abnormal increases in earnings compared with small decreases in earnings. To test (2), Burgstahler and Dichev measure earnings, scaled by the market value on the beginning of the year. 

[bookmark: _Toc372025883]6.7 Control variables
Firms that apply big bath accounting are more likely to take high impairment losses which results in low earnings, thus I will use the variable ‘BATH’ as independent variable. Also firms that overstate earnings are less likely to impair goodwill, for this I will use variable ‘OE’.
As already mentioned the dependent variable is overstated earnings, which is scaled as a percentage before impairment. Because other factors can influence the overstated earnings, some control variables that have been identified are the debt-to-equity ratio (D/E), price-to-book value (P/B), change in sales (ΔSALES), change in operating cash flow (ΔCFO), change in return on assets (ΔROA), and market capitalization scaled as a percentage of total assets before impairment (MC) and goodwill on the opening balance (GW). 
The reasons for choosing above mentioned variables are as follows: 
- Goodwill on the opening balance, scaled as a percentage of total assets before impairment (GW): Goodwill impairment is based on the total amount of the goodwill recorded in the balance sheet. Thus, the goodwill at the opening balance can greatly influence the amount of goodwill can to be impaired. The higher the goodwill, the more can be impaired. Prediction: Coefficient is positive. 
- Debt-to-equity ratio (D/E): This ratio predicts that the higher the debt/equity ratio of a company is, the more a manager will try to choose those reporting methods that make the profits in this period increase. In other words, if a company has a lot of debt compared to equity a manager will choose a reporting method which gives the highest possible profit that can be reached. This ratio can have a great effect on managers’ decision of impairment consistent with positive accounting theory. Prediction: positive coefficient.
 
- Price-to-book ratio (P/B): Gives an indication of the valuation of the company. This ratio is excluded. 
- CEO: Indicator variable equal to 1 if the firm experienced a change in the CEO position in year t-1 or t, and 0 otherwise. Prediction: positive coefficient.

-  Change in Sales (ΔSALES): the change in firms’ sales, divided by total assets. The higher the sales of a firm, how less likely the management of a firm will impair goodwill. As mentioned in the introduction goodwill is highly correlated with future expected cash flows or benefits. High sales can be an indication about future growth possibility. My prediction is that this coefficient is negative. 

- Change in Operating cash flow (ΔCFO): A high operating cash flow can also be an indication of future growth, but a low operating cash flow can also be an indication of decreasing future benefits. The prediction is that this coefficient is negative. 
- Change in return on asset (ΔROA): ROA is an indicator of how profitable a company is relative to its total assets. ROA gives an idea as to how efficient management is at using its assets to generate earnings. Thus an increasing ROA means that the assets are efficient at generating earnings, in this case management will be less likely to take high depreciation of assets, and also less likely to impair goodwill. Prediction: coefficient is negative. 
- Big bath accounting (BATH): indicator variable to proxy for ‘big bath’ reporting (equal to one if the change in firms pre-impaired earnings from year t-1 to t, divided by total assets at year t-1 is below the median of non-zero negative values, else 0). According to Van de Poel et al. (2008). Managers tend to take huge losses including impairment losses. In this case earnings are ‘unexpectedly’ low. Prediction: coefficient is positive. 
- Market capitalization scaled as a percentage of total assets before impairment (MC): The higher the market share of a firm, the higher the revenue of this particular firm. Thus, managers of firms with a high market share will be less likely to impair goodwill. Market capitalization also can influence future economic benefits, thus it also has an association with goodwill. So, my prediction is that this coefficient is negative. 
- Overstating Earnings (OE): This is a dummy variable that takes the value of 1 if firms are suspected overstating profits, if not 0. The assumption is that these firms are the ones that beat or meet analyst forecasts. This information can be found in Compustat Global. Prediction: Coefficient is negative 
- SIZE: is measured as the natural logarithm of the firms’ total assets11 at the end of year t. To control for the effect of the size of the firms’ goodwill balance on the impairment decision, the proxy GOODWILL is included in the model. Prediction: Coefficient is positive or negative.

-  IFRS 3: This is a dummy variable that takes the value of 1 if firms have mandatory adopted IFRS 3 and 0 if not. Prediction: Coefficient is positive or negative.
[bookmark: _Toc372025884]6.8 Sample
The reason for the study to investigate several countries is to ensure that the research doesn’t have few observations which can result in less reliable statistical outcomes. It is also interesting to investigate whether the degree of impairment of goodwill differs between countries when earnings management is applied.
For this study the countries Germany, France, Spain, Portugal, the Netherlands and the United Kingdom have been chosen because they are the biggest European powers. Regarding the chosen samples in related literature; there are different countries selected for this thesis and other, representative years have been selected. 
The chosen countries are the biggest economies in Europe and biggest European powers. With Germany and the United Kingdom being two of the most important economies in Europe[footnoteRef:1], excluding these firms would be a restriction on the generalization of the results. The Netherlands and the United Kingdom are more principle-based countries and France is more rules-based. Spain and Portugal are finding themselves in a position between the two principles. By selecting these countries on basis of principles, representativeness and importance, there is a useful sample composited for this thesis.  [1:   Information retrieved from: http://www.ec.europa.eu/eurostat  ] 

The companies that will be used for this research are all listed and therefore obliged to publish their annual results. In the annual reports of the companies all the necessary data can be found. I will use balance sheet items like total assets and PPE. Also the profit and loss account can be used to look at revenue and net receivables in the current and past year.
As the choice of several countries, the choice of a multi-year research period lies in the fact that the study should provide sufficient observations to provide reliable statistical results. In the selection for a research period it is important that this research period is not too far in the past, this ensures that the study is relevant.
[bookmark: _Toc348719434][bookmark: _Toc372025885]6.9 Collection of data 	
For this study the data can be collected from the database CompuStat Global and Orbis. These databases are the world’s largest financial databases; I consider the data from these databases as sufficient and reliable. I would have to make a collection from the period 2010-2012. The database is searched using a number of search terms ('goodwill', 'impairment', 'write-off') in combination with the names of certain companies. I will only choose the 15 largest companies of Germany, France, Spain, Portugal, the Netherlands and the United Kingdom, based on total assets. Appendix A will provide an overview of the selected companies for each country. There will be time series method used for this thesis. Time series methods take into account possible internal structure in the data. It accounts for the fact that data points taken over time may have an internal structure (such as autocorrelation, trend or seasonal variation) that should be accounted for[footnoteRef:2]. Times series are uniquely suited for evaluation of treatment for a single case and they avoid the legal and ethical problems associated with withholding treatment (control groups. These are the main reasons why time series method has been chosen for this thesis. [2:  Handbook of Statistical Methods, ttp://www.itl.nist.gov/div898/handbook/, date] 


[bookmark: _Toc372025886]6.10 Limitations
There are some limitations to consider. First of all, IFRS 3 states the recognition and measurement of goodwill in a firm’s financial statement. IFRS 3 has limited funds to examine companies and therefore must make a selection. This means that a selection bias in the Compustat Global is possible. This could affect the external validity of this research.  Another limitation is the fact that the Compustat Global data file is being used as a proxy to identify earnings management. Like explained in chapter 2, earnings management is when management misstate the financial figures with the intention to deceive. Earnings managements can be proved, however the intention to deceive is hard to prove. The price-to-book-ratio in this category cannot be generalised. These ratios are excluded from this research. This could therefore lead to a selection bias.

[bookmark: _Toc348719435][bookmark: _Toc372025887]6.11 Statistical analysis 
For testing the hypothesis, a multiple regression model has been designed. This model contains several variables which have been chosen based on the input of the findings from the literature review (chapter 5). In order to analyse the data the statistical program ‘SPSS’ can be used. In a multiple regression model, two or more independent variables are tested for their effect on the dependent variable. 
In a multiple regression model, the whole model including all the independent variables can be tested through an F-test. The following regression model is used to test the main hypothesis: 
Goodwill impairment = β0 + β1 BATH + β2OE +Σcontrol variables + Ԑ 
Goodwill impairment = β0 + β1 BATH + β2OE +β3P/B +β4ΔSALES + β5 ΔROA + β6GW + β7MC+ β8 CLR + β9 D/E + β 10ΔOCF+ β 11 IFRS 3 + Ԑ 
Furthermore, to test the single impact of an independent variable to the dependent variable, I want to use a t-test. This will help me investigate the impact on impairment of goodwill from a single control or independent variable.
[bookmark: _Toc348719439][bookmark: _Toc372025888]
7. Results
This section presents the results of this research. Starting with the univariate analysis and ending with the empirical results. 
[bookmark: _Toc360664439] 
[bookmark: _Toc372025889]7.1 Descriptive statistics 
Table 5 provides an overview of the variables used in the regression. 
The minimum and maximum number of the dependent variable OE (overstated earnings) shows the biggest difference in reported earnings in the period 2010-2012 between the analyst forecast and overstated earnings. The average number for this variable is positive which means that the aggregated result shows that companies which are reporting under IFRS 3 have more overstated earnings than before reporting under IFRS 3. This could indicate that companies regard this reputational attribute as important when reporting under IFRS 3.  Further, the variable SIZE shows the natural log of the total assets (in millions). The average sized company in this sample has a natural log of the total assets (book value) of 49308,87.  This is not the same as the results of Van de Poel et al (2009). This is due to the fact of calculating the natural log of total assets in millions dollars or in dollars. This will not affect the results. Furthermore, other variables which need inspection are BATH and MC. The amount of observations are for ΔROA in comparison with other variables used relatively small. The average percentage of change in return on assets is bigger than 80% of the observations. This means that there are some relatively large observations that influence the average. The reason for inspection of BATH and MC is the small average for both variables. In 8% of a goodwill impairment in the sample the company had an indicator of big bath accounting and in 4% of a goodwill impairment in the sample the company had a large market share which could be an indicator. A company can have used these instruments for manipulating goodwill impairment, but they could also choose to do it otherwise, so therefore this number can be biased. The variable ΔOCF (net cash flow from operating activities represent the net cash receipts and disbursements resulting from the operations of the company. It is the sum of funds from operations, funds from/used for other operating activities and extraordinary items. The average is positive which indicates that companies with a low operating cash flow are not an indication of decreasing future benefits. This outcome is comparable with the outcome of Van de Poel et al (2009). The variable P/B and D/E are both positive and their averages are not so different after all. This implies that both ratios do not have a great effect on managers’ decision of impairment consistent with positive accounting theory. Managers are not more likely to take a bath (big bath accounting), because they are performing as expected (ratio is not below industry average). Concluding, the P/B and D/E ratio will not be affected by future earnings. 








Table 5, univariate analyses
	Descriptive Statistics

	 
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Size
	225
	55,60
	541432,00
	49308,87
	68010,46

	MC
	225
	-0,10
	0,26
	0,04
	0,05

	BATH
	225
	-0,08
	0,37
	0,08
	0,07

	GW
	225
	0,00
	0,49
	0,12
	0,13

	CFO Change
	225
	-0,07
	0,40
	0,09
	0,06

	Overstated earnings
	225
	-86493,00
	105138,00
	4016,48
	15700,22

	SALES Change
	225
	0,00
	2,31
	0,75
	0,46

	ROA Change
	225
	-19668,00
	19350,00
	-312,05
	2473,20

	D/E
	225
	-5199,39
	15657,14
	165,06
	1594,97

	P/B
	225
	-5199,39
	15657,14
	164,85
	1594,99

	DataYearFiscal
	225
	20010,00
	2011,00
	2011,44
	0,56

	Valid N (listwise)
	225
	 
	 
	 
	 


[bookmark: _Toc372025890]7.2 Empirical results
When performing an event study, one can examine whether the event is causing the return to be significant from zero. Table 6 shows the result of two event windows. The first event is the variable overstated earnings, which is not present at every firm. The second event is GW (goodwill impairment) which is aggregated over the event window across different securities and time. The event shows a positive average for both variables. The t-value of these event windows are different from each other. The t-value of the variable GW is big enough to conclude that the average impairment of goodwill is significant from zero. The t-value of the variable overstated earnings is not good enough to conclude that the average overstated earnings is significant different from zero, but is weaker than the t-value of GW. 
A reason why overstated earnings is slighter significant different from zero could be due to the fact that managers react differently to specific characteristics in terms of impairment of goodwill. They could for example have personal reporting incentives of instead have purely economic factors. Managers can take advantage of the flexibility introduced by IFRS 3 by either not recognizing an impairment when managers need to do so or it could be beneficial for them to recognize an impairment. 

Table 6, t-test
	One-Sample Test

	 
	Test Value = 0

	
	t
	df
	Sig. (2-tailed)
	Mean Difference
	95% Confidence Interval of the Difference

	
	
	
	
	
	Lower
	Upper

	Overstated earnings
	3,84
	224,00
	0,00
	4016,48
	1953,88
	6079,09

	GW
	13,75
	224,00
	0,00
	0,12
	0,10
	0,13


Appendix B provides an overview of the correlation coefficients for different variables. First of all, the correlation coefficients are relatively small. Many of the 54 coefficients are between the -0,1 and 0,1. This means that the relationship between those relevant variables is weak and maybe not linear. The relationship between the independent variable GW and the control variable BATH is positive but not significant (0.006). This could indicate that a firm with goodwill impairment has applied big bath accounting. This could be explained by the fact that companies with unusual low earnings in a year reported a large impairment loss in order to lower the reported earnings further, which is indicative of big bath accounting. This is being strengthened by the correlation coefficient between the independent variable and ROA_CHANGE. This coefficient is positive but not significant (0,079). This could mean that firms with a high profitability have their earnings overstated. This means that in case of high profitability of a firm, there is a higher chance that managers have the incentive to adjust impairment of goodwill. When this impairment is recorded for firms with a high profitability, the impairment loss would be larger than firms who do not have a high profitability. Furthermore, there is a negative relationship between the independent variable and SIZE (-0,032). This coefficient is close to zero. Although it is negative, it is close to zero and therefore the linear relationship is weak. When examining the correlation between the dependent variable and other variables, there are two variables that are strongly correlated with the dependent variable. The variables SIZE (0,533) and GW (-0,203). This means that the size of the firm has a positive influence on overstated earnings. The variable GW has a significant and negative (-0,203) coefficient. This means that when the likelihood of having to take an impairment increases negatively affects the reported profits and so the overstated profits (Riedl, 2004). 
The relationship could be linear. In general there are further no correlation coefficients that are big enough for further examination.

Appendix C provides regression results when adding control variables that could affect the relationship between the independent and dependent variable. The variable P/B is excluded, because this variable is strongly associated with the other variables and could therefore affect my research. In SPSS is given that Collinearity Diagnostics should be calculated by a regression analysis. The table with the regression coefficients shows the tolerance and the ’variance inflation factor’ (VIF). A low tolerance is associated with a high-value VIF and highlights instability (high variance) of the regression coefficient. As shown in table 8 and 9 in Appendix C, the variable P/B has a VIF higher than 10 (472011,03). All this points to a significant degree of multicollinearity.
Model 4 in Appendix C (Coefficients) shows that the independent variable BATH is not significant for measuring the first hypothesis. The sign of BATH is, as expected, positive. When firms take a big bath, it can be an incentive engaged with earnings management. But the sign is not strong enough for holding the hypothesis.  Model 4 also shows that the independent variable to test hypothesis 2, D/E, is positive as expected but it is not significant, indicating that the variable D/E does not have as much additional explanatory power. Contrary to the expectations, D/E shows a statistically positive coefficient at the 5% level.  This would indicate that highly indebted firms are more likely to take an impairment instead of delaying the impairment which means that they do not have overstated earnings. All combined, there is no support found for hypothesis 2.
Both hypothesises are rejected, which implies that the answer is the research question is negative. The research question of this thesis is as follows:

‘What is the association between impairment of goodwill and earnings management during 2010-2012?’

There is sufficient evidence that there is a weak association between impairment of goodwill and earnings management during the period 2010-2012. 
This conclusion is contradicting my expectations which I had before the investigation. In my opinion there was a strong association between goodwill impairment and earnings management. This opinion was also strengthen by the findings of other papers, which are mentioned in the literature review. Almost all these papers have investigated firm which are US-based and this is and this is a difference which may explain my result.  The paper of Van De Poel et al. is the only paper that investigates this matter in countries that mandatory adopted IFRS (European countries). In this paper the period of time was 2005-2006. In my opinion this period (before the financial crisis) led to opposite results.
The theory that could explain the association between goodwill impairment and earnings management is in line with my findings. The introduction of the IAS / IFRS rules would ultimately ensure that there is greater transparency in the consolidated financial statements of European listed companies. As stated before, companies have many reasons to adjust profits and they will still try to apply the rules in a creative way to have to report more or less profit. The law will never be able to avoid that their accounts figures are manipulated. A simple tool which exists now for example is that the users of financial statements no longer take the earnings as an indicator, but massively going to use the cash flow instrument. 
For listed companies under IAS / IFRS standards there is less space for creativity. Not only explain these international standards focus on the substance over form principle where the economic reality takes precedence over the strict application of the accounting law. But also various strict rules, such as the obligation to at regular intervals to reassess the active ingredients applied in IAS 16, is a big step forward. Its application will also minimize the potential of creative accounting.

This thesis answered four sub questions. These sub questions are as follows:
1. What is goodwill impairment and earnings management?
Goodwill of a firm can be defined as the difference between the value of a company and the fair value of all the identifiable assets and liabilities, exclusive the activated goodwill. Since the introduction of IFRS, goodwill is subject to an annual impairment test, which determines whether the goodwill should be amortized or not. Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers (Healy & Wahlen, 1999).
2. Which regulations apply to goodwill impairment?
The answer is that for financial years beginning on or after January 1, 2005, European listed companies are reporting under International Financial Reporting Standards (IFRS). With the introduction of IFRS 3 (IAS 36) activated goodwill is no longer amortized, but the activated goodwill is at least annually (on balance sheet date) assessed for impairment: the goodwill impairment-test. The reason for excluding the traditional amortisation method is that amortisation has a straight-line basis of certain years which contain no information value for the users of financial statements. 
3. Which methods for the detection of earnings management are there?
There are two methods for the detection of earnings management, namely ‘accruals model’ and ‘distribution model’. For this thesis the second method, distribution method, is chosen. The first-mentioned disadvantage of the Modified Jones Model is an obstacle for this study because of the assumptions made in this model, it will not be possible to ensure consistency between the variable goodwill impairment and earnings management and of course the association between them. This is the reason why I choose the distribution method for investigating the association between earnings management and goodwill impairment in this study. Using the distribution model of Burgstahler and Dichev (1997), they show that firms try to influence (downwards) the prediction of analysts. Once the prediction is made, they try to manage their earnings (upwards) in order to meet or beat the prediction of analysts. Especially the discretionary accruals and operating cash flows are managed in this way.
4. Is goodwill impairment associated with earnings management?
There is an association between goodwill impairment and earnings management, but the association is weak. The only (positive) association between these two variables is the size of the firm and the amount of goodwill reported on the opening balance sheet, but still is the significance weak. 

Furthermore, only SIZE is positive and significant. The intercept is for the model is significant at a 5 % level. When adding the variable GW, the results change slightly. Model 3 has fewer observations so this could be the reason of the change. The constant is still not significant. The sign of the independent variable change slightly, which is expected. 
Model 5 includes all variables. The independent variable, in consistency with model 3 is not significant at 5% level. GW is significant, at 5% level, and positive. This is expected like in previous research. SIZE is positive and significant at 5% level, like model 3. The regression coefficients also changes. 
Appendix C, Table 7, presents an overview of the descriptive statistics for each of the years 2010 to 2012. This model shows whether there are differences between those years. 
Firms reported higher overstated earnings in 2012, which signals meeting their analyst’s forecasts. The differences between 2011 and 2012 is beyond the scope of the current study but could be an interesting topic for future research.

Model 1 of appendix C shows that that adjusted R2 is 0.319. This means that 3.19 percent of the variation in the dependent variable overstated earnings (OE) is explained by the model. 
Together with the results from the logistic regression  it  can  be  concluded  that  firms  with  unexpectedly  low  earnings  do  not  necessarily  decide  to report  an  impairment,  but  when  they  do  the  impairment loss  is  larger  than  the  loss  of  firms  with  a  normal  earnings  level. Therefore, there seems to be some evidence for firms engaging in big bath accounting behaviour. Additionally, model 3 from appendix C shows a significant relation between the independent variables GW and SIZE and the dependent variable.
Al the findings have sufficient results that can answer the research question. The research question of this thesis is as follows:
‘What is the association between impairment of goodwill and earnings management during 2010-2012?’
The evidence shows that there is a weak association between impairment of goodwill and earnings management during the period 2010-2012. 
The restrictions of IFRS 3 and IAS 36 give managers the opportunity to record a goodwill impairment. This is not visible in the results of this thesis. The engagement in a form of earnings management is not very strong. These conclusions can be drawn after controlling for economic factors which could influence the impairment decision and other determinants of goodwill impairment like the size of the firm and the amount of goodwill which is reported on the opening balance. All combined, the results imply that managers who report under IFRS 3 have incentives that could affect accounting decisions about the goodwill impairment amount and impairment loss. There can be concluded that goodwill impairments are associated with earnings management, but it is weak. This is not in line with the findings of the literature which I used in the literature review (chapter 5). These findings show that there is a strong association between goodwill impairment and earnings management. My results show that there is a weak association between goodwill impairment and earnings management. I think that the reason for my different findings is that there are different settings. This thesis investigates countries in Europe, which is principle-based. The setting of the samples in the nine out of ten papers in the literature review are based in the USA, which is rules- based. There is only one paper that also used an European country as sample (Van de Poel). Because of the fact that this paper only used one country as a sample (The Netherlands) and that the year of investigation was 2002 (which is before introduction of IFRS), it can be seen as explanations for the different results. 

[bookmark: _Toc372025891]7.2 Summary and conclusion
The answer to the research question is that there is a weak association between impairment of goodwill and earnings management. This answer is confirmed by the rejection of both hypotheses. 
	Hypothesis 1
	Firms that apply earnings management tend to have relatively high earnings and low impairment of goodwill.
	Rejected

	Hypothesis 2
	Firms with accounting-based debt covenants tend to have relatively smaller goodwill impairment losses, ceteris paribus.
	Rejected



The overall conclusion of the result is that compliance with IFRS 3 leads to a less subjective interpretation of the impairment of goodwill. All combined is impairment of goodwill a rare used tool for applying earnings management. 

 (
2
)Master thesis ‘Association between goodwill impairment and earnings management’
[bookmark: _Toc372025892]8. Conclusion
[bookmark: _Toc372025893]8.1 Introduction
This thesis examines aspects that could influence managers’ decisions concerning goodwill impairment amount and impairment loss. With introduction of IFRS 3 (and so IAS 36 and IAS 38) it was not possible to amortize on goodwill anymore. Firms need to test their impairment at least annually under IFRS 3. IFRS offers more transparency and relevancy in the financial reports and it gives managers more discretion in determining the fair value of goodwill and the amount of goodwill impairment. Because of this flexibility managers have more space concerning their goodwill impairment choices and could be influenced by pressure and judgement. This thesis examines what the association is between goodwill impairment and earnings management. Specifically, the influences of big bath accounting and the debt/equity agreements are investigated, together with the earnings management pattern overstated earnings. In order to investigate the association of reporting incentives and goodwill impairment, a regression analysis has been performed. The empirical analyses reveal that firms which apply big bath accounting have unexpectedly low earnings. But when an impairment is reported, the loss of the goodwill impairment is likely to be larger than the loss of a firm with a normal earnings level. The investigation of firms with overstated earnings does not give an incentive to have a goodwill impairment or to report the loss of the impairment. This is unexpected. 

Sub questions
This thesis answered four sub questions. These sub-questions have contributed to answering the research question. The answers of these sub questions are:
1. What is goodwill impairment and earnings management?
Goodwill of a firm can be defined as the difference between the value of a company and the fair value of all the identifiable assets and liabilities, exclusive the activated goodwill. Since the introduction of IFRS, goodwill is subject to an annual impairment test, which determines whether the goodwill should be amortized or not. Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers (Healy & Wahlen, 1999).
2. Which regulations apply to goodwill impairment?
The answer is that for financial years beginning on or after January 1, 2005, European listed companies are reporting under International Financial Reporting Standards (IFRS). With the introduction of IFRS 3 (IAS 36) activated goodwill is no longer amortized, but the activated goodwill is at least annually (on balance sheet date) assessed for impairment: the goodwill impairment-test. The reason for excluding the traditional amortisation method is that amortisation has a straight-line basis of certain years which contain no information value for the users of financial statements. 
3. Which methods for the detection of earnings management are there?
There are two methods for the detection of earnings management, namely ‘accruals model’ and ‘distribution model’. For this thesis the second method, distribution method, is chosen. The first-mentioned disadvantage of the Modified Jones Model is an obstacle for this study because of the assumptions made in this model, it will not be possible to ensure consistency between the variable goodwill impairment and earnings management and of course the association between them. This is the reason why I choose the distribution method for investigating the association between earnings management and goodwill impairment in this study. Using the distribution model of Burgstahler and Dichev (1997), they show that firms try to influence (downwards) the prediction of analysts. Once the prediction is made, they try to manage their earnings (upwards) in order to meet or beat the prediction of analysts. Especially the discretionary accruals and operating cash flows are managed in this way.
4. Is goodwill impairment associated with earnings management?
There is an association between goodwill impairment and earnings management, but the association is weak. The only (positive) association between these two variables is the size of the firm and the amount of goodwill reported on the opening balance sheet, but still is the significance weak. 

Hypotheses
This thesis focuses more on overstating and understating profits. In the literature review (chapter 5) is made clear that there is empirical evidence about the clausal link between goodwill impairment and earnings management. In response to prior studies the following hypothesises have been designed:

· H1: Firms that apply earnings management tend to have relatively high earnings and low impairment of goodwill.
This hypothesis can be linked to the discussion about firms that apply big bath accounting are more likely to take high impairment losses which results in low earnings. When earnings are unexpectedly low which leads that the overall performance of the company is below analysts’ forecast, management will be more likely to choose for the recognition of an impairment loss because the overall performance of the company is already low. This phenomenon is known as ‘taking a bath’ because there is a high impairment loss. Because this action will reduce earnings in the current year, management of the company will have occasion to improve the future earnings. The reason for improvement is that recognition of an impairment loss will possibly not happen in the near future. The bonus plan hypothesis (2.6) can be linked to this. The bonus plan implies that manager who are not able to reach their bonus due to poor performance of the company, will ‘take a bath’ in order to improve the opportunity of getting the bonus in future years. 

The independent variable ‘big bath accounting’ will be used to test the firs hypothesis. This variable determines if the earnings of the company are below analysts’ expectation. If this is the problem, than management has an incentive to take a bath in which they are engaged with earnings management. In the research design (chapter 7) is explained how this variable is measured. One can expect that there will be a positive relation between the impairment decision and this variable, because low earnings are an indicator for bad performance which could lead to recognition of an impairment loss. Because of this, it is expected that this first hypothesis will hold. 

· H2: Firms with accounting-based debt covenants tend to have relatively smaller goodwill impairment losses, ceteris paribus.
The second hypothesis suggests that executives may want to hold-up the recording of impairment losses because they want to breach the covenants written on debt contracts. Given that such violations are expensive, there is a strong possibility that managers delay the recognition of the impairment loss or report a smaller loss. In other words, managers would like to manipulate financial reporting in order to prevent these violations. This hypothesis investigates the company’s debt contracts. The independent variable ‘accounting-based debt covenants’ measures the debt/equity ratio (D/E-ratio) of a company. When there is a high D/E-ratio, the chance of violating debt covenants increases. This means that companies with high debts are more likely to record low impairment losses or avoid goodwill impairment losses. 

The results show that the independent variable BATH is not significant for measuring the first hypothesis. When firms take a big bath, it can be an incentive engaged with earnings management. But the sign is not strong enough for holding the first hypothesis. The results also show that the independent variable to test hypothesis 2, D/E, is positive as expected but it is not significant, indicating that the variable D/E does not have as much additional explanatory power. Contrary to the expectations, D/E shows a statistically positive coefficient at the 5% level. This would indicate that highly indebted firms are more likely to take an impairment instead of delaying the impairment which means that they do not have overstated earnings. All combined, there is no support found for hypothesis 1 and 2.

	Hypothesis 1
	Firms that apply earnings management tend to have relatively high earnings and low impairment of goodwill.
	Rejected

	Hypothesis 2
	Firms with accounting-based debt covenants tend to have relatively smaller goodwill impairment losses, ceteris paribus.
	Rejected



Research question
The research question of this thesis is as follows:
‘What is the association between impairment of goodwill and earnings management during 2010-2012?’

There is sufficient evidence that there is a weak association between impairment of goodwill and earnings management during the period 2010-2012. 
The restrictions of IFRS 3 and IAS 36 give managers the opportunity to record a goodwill impairment. This is not visible in the results of this thesis. The engagement in a form of earnings management is not very strong. These conclusions can be drawn after controlling for economic factors which could influence the impairment decision and other determinants of goodwill impairment like the size of the firm and the amount of goodwill which is reported on the opening balance. All combined, the results imply that managers who report under IFRS 3 have incentives that could affect accounting decisions about the goodwill impairment amount and impairment loss. There can be concluded that goodwill impairments are associated with earnings management, but it is weak. 
This is not in line with the findings of the literature which I used in the literature review (chapter 5). These findings show that there is a strong association between goodwill impairment and earnings management. My results show that there is a weak association between goodwill impairment and earnings management. I think that the reason for my different findings is that there are different settings. This thesis investigates countries in Europe, which is principle-based. The setting of the samples in the nine out of ten papers in the literature review are based in the USA, which is rules- based. There is only one paper that also used an European country as sample (Van de Poel). Because of the fact that this paper only used one country as a sample (The Netherlands) and that the year of investigation was 2002 (which is before introduction of IFRS), it can be seen as explanations for the different results. 

[bookmark: _Toc372025894]8.2 Contribution
This thesis contributes to the existing literature concerning the association of goodwill impairment and earnings management. This thesis provides different findings compared with the findings of related prior literature. These different findings can be explained by a different time period, different setting (IFRS) and different countries. 
[bookmark: _Toc372025895]8.3 Limitation
There are some limitations to consider. First of all, IFRS 3 states the recognition and measurement of goodwill in a firm’s financial statement. IFRS 3 has limited funds to examine companies and therefore must make a selection. This means that a selection bias in the Compustat Global is possible. This could affect the external validity of this research. The external validity is also been reduced because of missing data and biases; which has the consequence that my sample is relatively small. Another limitation is the fact that the Compustat Global data file is being used as a proxy to identify earnings management. Like explained in chapter 2, earnings management is when management misstate the financial figures with the intention to deceive. Earnings managements can be proved, however the intention to deceive is hard to prove. The price-to-book-ratio in this category cannot be generalised. These ratios are excluded from this research. This could therefore lead to a selection bias.
[bookmark: _Toc372025896]8.4 Suggestions for further research
Appendix C, Table 7, presents an overview of the descriptive statistics for each of the years 2010 to 2012. This model shows whether there are differences between those years. 
Firms reported higher overstated earnings in 2012, which signals meeting their analyst’s forecasts. It could be interesting to investigate the cause of differences between those years. I would refer to the years 2011 and 2012 because these years have likewise the same size and the average does not differ much. 
The differences between 2011 and 2012 is beyond the scope of the current study but could be an interesting topic for future research.
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	Country



GERMANY
	Company name
	Total assets (last year)
th USD
Last avail. yr
	BvD ID number
	Ticker symbol
	ISIN number
	SEDOL number

	4
	VOLKSWAGEN AG
	408.544.279
	DE2070000543
	VOW3
	DE0007664039
	5497168

	8
	DAIMLER AG
	215.033.166
	DE7330530056
	DAI
	DE0007100000
	5529027

	9
	E.ON SE
	185.278.058
	DE5050056484
	EOAN
	DE000ENAG999
	4942904

	10
	BAYERISCHE MOTOREN WERKE AG
	173.962.884
	DE8170003036
	BMW
	DE0005190003
	5756029

	13
	DEUTSCHE TELEKOM AG
	142.418.670
	DE5030147137
	DTE
	DE0005557508
	5842359

	14
	SIEMENS AG
	140.008.624
	DE2010000581
	SIE
	DE0007236101
	5727973

	15
	RWE AG
	116.373.715
	DE5110206610
	RWE
	DE0007037129
	4768962

	17
	BASF SE
	848.730.401
	DE7150000090
	BAS
	DE000BASF111
	5086577

	19
	BAYER AG
	51.336.000
	DE5330000056
	BAYN
	DE000BAY0017
	5069211

	21
	AUDI AG
	53.336.743
	DE8130008438
	NSU
	DE0006757008
	5761498

	22
	THYSSENKRUPP AG
	49.501.211
	DE5110216866
	TKA
	DE0007500001
	5636927

	 Country



FRANCE
	Company name
	Total assets (last year)
th USD
Last avail. yr
	BvD ID number
	Ticker symbol
	ISIN number
	SEDOL number

	7
	ELECTRICITE DE FRANCE SA
	330.005.677
	FR552081317
	EDF
	FR0010242511
	B0NJJ17

	9
	GDF SUEZ
	271.134.052
	FR542107651
	GSZ
	FR0010208488
	B0C2CQ3

	10
	TOTAL S.A.
	226.711.175
	FR542051180
	FP
	FR0000120271
	B15C557

	11
	SANOFI
	132.476.991
	FR395030844
	SAN
	FR0000120578
	5671735

	12
	ORANGE
	118.719.608
	FR380129866
	ORA
	FR0000133308
	5176177

	13
	RENAULT
	99.501.228
	FR441639465
	RNO
	FR0000131906
	4712798

	14
	PEUGEOT S.A.
	85.561.768
	FR552100554
	UG
	FR0000121501
	7103526

	15
	VINCI
	81.262.767
	FR552037806
	DG
	FR0000125486
	B1XH026

	16
	VIVENDI
	78.522.769
	FR343134763
	VIV
	FR0000127771
	4834777

	17
	CHRISTIAN DIOR SA
	68.950.654
	FR582110987
	CDI
	FR0000130403
	4061393

	18
	LVMH MOET HENNESSY - LOUIS VUITTON SA
	65.877.640
	FR775670417
	MC
	FR0000121014
	4061412

	Country



SPAIN
	Company name
	Total assets (last year)
th USD
Last avail. yr
	BvD ID number
	Ticker symbol
	ISIN number
	SEDOL number

	7
	TELEFONICA SA
	171.222.490
	ESA28015865
	TEF
	ES0178430E18
	5732524

	8
	IBERDROLA SA
	127.739.521
	ESA48010615
	IBE
	ES0144580Y14
	B288C92

	9
	REPSOL S.A.
	85.656.764
	ESA78374725
	REP
	ES0173516115
	5669354

	10
	ENDESA, S.A.
	77.551.690
	ESA28023430
	ELE
	ES0130670112
	5271782

	13
	GAS NATURAL SDG, S.A.
	61.862.706
	ESA08015497
	GAS
	ES0116870314
	5650422

	14
	ACS, ACTIVIDADES DE CONSTRUCCION Y SERVICIOS, S.A.
	54.838.716
	ESA28004885
	ACS
	ES0167050915
	B01FLQ6

	15
	ABERTIS INFRAESTRUCTURAS, S.A.
	38.376.794
	ESA08209769
	ABE
	ES0111845014
	4065663

	16
	FERROVILA, S.A.
	29.313.109
	ESA81939209
	FER
	ES0118900010
	B038516

	18
	ABENGOA, S.A. 
	27.107.493
	ESA41002288
	ABG
	ES0105200416
	7174823

	20
	ACCIONA, S.A.
	26.149.580
	ESA08001851
	ANA
	ES0125220311
	5579107

	21
	FOMENTO DE CONSTRUCCIONES Y CONTRATAS SA
	26.002.018
	ESA28037224
	FCC
	ES0122060314
	5787115

	 Country


PORTUGAL
	Company name
	Total assets (last year)
th USD
Last avail. yr
	BvD ID number
	Ticker symbol
	ISIN number
	SEDOL number

	4
	EDP - ENERGIAS DE PORTUGAL, S.A.
	56.243.175
	PT500697256
	EDP
	PTEDP0AM0009
	4103596

	5
	PORTUGAL TELECOM SGPS SA
	26.514.322
	PT503215058
	PTC
	PTPTC0AM0009
	5817186

	7
	GALP ENERGIA, S.G.P.S., S.A.
	18.350.972
	PT504499777
	GALP
	PTGAL0AM0009
	B1FW751

	8
	CIMPOR-CIMENTOS DE PORTUGAL, SGPS, S. A.
	9.353.893
	PT500722900
	CPR
	PTCPR0AM0003
	7574166

	9
	SONAE - SGPS, S.A.
	7.963.047
	PT500273170
	SON
	PTSON0AM0001
	5973992

	10
	JERONIMO MARTINS SGPS SA
	6.455.788
	PT500100144
	JMT
	PTJMT0AE0001
	B1Y1SQ7

	11
	REN - REDES ENERGETICAS NACIONAIS, SGPS, S.A.
	6.182.779
	PT503264032
	RENE
	PTREL0AM0008
	B233HR5

	12
	SOCIEDADE DE INVESTIMENTO E GESTAO, SGPS, SA SEMAPA
	5.578.370
	PT502593130
	SEM
	PTSEM0AM0004
	5962934

	13
	MOTA-ENGIL SGPS S.A.
	4.748.188
	PT502399694
	EGL
	PTMEN0AE0005
	7025471

	14
	TEIXEIRA DUARTE, S.A.
	3.651.421
	PT509234526
	TDSA
	PTTD10AM0000
	B52KDT2

	15
	PORTUCEL S.A.
	3.594.684
	PT503025798
	PTI
	PTPTI0AM0006
	7018556

	 Country

THE NETHERLANDS
	Company name
	Total assets (last year)
th USD
Last avail. yr
	BvD ID number
	Ticker symbol
	ISIN number
	SEDOL number

	4
	EUROPEAN AERONAUTIC DEFENCE AND SPACE COMPANY EADS N.V.
	121.519.374
	NL24288945
	EAD
	NL0000235190
	4012250

	6
	HEINEKEN NV
	47.470.691
	NL33011433
	HEIA
	NL0000009165
	7792559

	7
	HEINEKEN HOLDING NV
	47.470.691
	NL33078624
	HEIO
	NL0000008977
	B0CCH46

	8
	KONINKLIJKE PHILIPS N.V.
	38.366.831
	NL17001910
	PHIA
	NL0000009538
	5986622

	9
	CNH GLOBAL N.V.
	35.426.000
	NL33283760
	CNH
	NL0000298933
	2534778

	10
	UNILEVER NV
	32.161.766
	NL24051830
	UNA
	NL0000009355
	B12T3J1

	11
	KONINKLIJKE KPN NV
	29.571.711
	NL02045200
	KPN
	NL0000009082
	5956078

	13
	AKZO NOBEL NV
	23.700.381
	NL09007809
	AKZA
	NL0000009132
	5458314

	15
	KONINKLIJKE AHOLD NV
	19.881.360
	NL35000363
	AH
	NL0006033250
	5252602

	16
	KONINKLIJKE DSM NV
	15.787.940
	NL14022069
	DSM
	NL0000009827
	B0HZL93

	20
	ASML HOLDING NV
	9.777.384
	NL17085815
	ASML
	NL0010273215
	B929F46

	 Country

UNITED KINGDOM
	Company name
	Total assets (last year)
th USD
Last avail. yr
	BvD ID number
	Ticker symbol
	ISIN number
	SEDOL number

	10
	BP PLC
	300.193.000
	GB00102498
	BP
	GB0007980591
	0798059

	14
	VODAFONE GROUP PUBLIC LIMITED COMPANY
	215.787.915
	GB01833679
	VOD
	GB00B16GWD56
	B16GWD5

	16
	BHP BILLITON PLC
	129.273.000
	GB03196209
	BLT
	GG00B62W2327
	0056650

	17
	RIO TINTO PLC
	117.573.000
	GB00719885
	RIO
	GB0007188757
	0718875

	19
	NATIONAL GRID PLC
	82.724.901
	GB04031152
	NG
	GB00B08SNH34
	B08SNH3

	20
	ANGLO AMERICAN PLC
	79.369.000
	GB03564138
	AAL
	GB00B1XZS820
	B1XZS82

	21
	TESCO PLC
	76.160.744
	GB00445790
	TSCO
	GB0008847096
	0884709

	22
	GLAXOSMITHKLINE PLC
	65.447.548
	GB03888792
	GSK
	GB0009252882
	0925288

	23
	BG GROUP PLC
	65.247.000
	GB03690065
	BG
	GB0008762899
	0876289

	24
	UNILEVER PLC
	60.911.418
	GB00041424
	ULVR
	GB00B10RZP78
	B10RZP7

	25
	SABMILLER PLC
	55.651.000
	GB03528416
	SAB
	GB0004835483
	0483548
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	Correlations

	 
	Size
	MC
	BATH
	GW
	CFO Change
	Overstated earnings
	SALES change
	ROA Change
	D/E
	P/B
	DataYearFiscal

	Size
	Pearson Correlation
	1
	-,035
	-,007
	-,032
	-,058
	,533**
	-,155*
	-,214**
	-,021
	-,021
	,019

	
	Sig. (2-tailed)
	 
	,597
	,917
	,637
	,386
	,000
	,020
	,001
	,750
	,750
	,781

	MC
	Pearson Correlation
	-,035
	1
	,855**
	-,114
	,662**
	,010
	,129
	-,169*
	,335**
	,335**
	-,050

	
	Sig. (2-tailed)
	,597
	 
	,000
	,088
	,000
	,880
	,054
	,011
	,000
	,000
	,459

	BATH
	Pearson Correlation
	-,007
	,855**
	1
	,006
	,712**
	,034
	,120
	-,153*
	,287**
	,288**
	,004

	
	Sig. (2-tailed)
	,917
	,000
	 
	,925
	,000
	,607
	,073
	,022
	,000
	,000
	,953

	GW
	Pearson Correlation
	-,032
	-,114
	,006
	1
	-,024
	-,203**
	,012
	,079
	-,092
	-,092
	,003

	
	Sig. (2-tailed)
	,637
	,088
	,925
	 
	,723
	,002
	,861
	,241
	,167
	,167
	,969

	CFO
Change
	Pearson Correlation
	-,058
	,662**
	,712**
	-,024
	1
	-,012
	,095
	,069
	,404**
	,403**
	-,086

	
	Sig. (2-tailed)
	,386
	,000
	,000
	,723
	 
	,860
	,154
	,302
	,000
	,000
	,201

	Over-
stated
earnings
	Pearson Correlation
	,533**
	,010
	,034
	-,203**
	-,012
	1
	-,010
	-,058
	,058
	,058
	,098

	
	Sig. (2-tailed)
	,000
	,880
	,607
	,002
	,860
	 
	,882
	,390
	,389
	,390
	,144

	SALES
change
	Pearson Correlation
	-,155*
	,129
	,120
	,012
	,095
	-,010
	1
	-,018
	,048
	,048
	-,009

	
	Sig. (2-tailed)
	,020
	,054
	,073
	,861
	,154
	,882
	 
	,783
	,471
	,470
	,895

	ROA
Change
	Pearson Correlation
	-,214**
	-,169*
	-,153*
	,079
	,069
	-,058
	-,018
	1
	,054
	,054
	-,147*

	
	Sig. (2-tailed)
	,001
	,011
	,022
	,241
	,302
	,390
	,783
	 
	,420
	,421
	,028

	D/E
	Pearson Correlation
	-,021
	,335**
	,287**
	-,092
	,404**
	,058
	,048
	,054
	1
	1,000**
	-,003

	
	Sig. (2-tailed)
	,750
	,000
	,000
	,167
	,000
	,389
	,471
	,420
	 
	0,000
	,962

	P/B
	Pearson Correlation
	-,021
	,335**
	,288**
	-,092
	,403**
	,058
	,048
	,054
	1,000**
	1
	-,003

	
	Sig. (2-tailed)
	,750
	,000
	,000
	,167
	,000
	,390
	,470
	,421
	0,000
	 
	,963

	DataYearFiscal
	Pearson Correlation
	,019
	-,050
	,004
	,003
	-,086
	,098
	-,009
	-,147*
	-,003
	-,003
	1

	
	Sig. (2-tailed)
	,781
	,459
	,953
	,969
	,201
	,144
	,895
	,028
	,962
	,963
	 

	**. Correlation is significant at the 0.01 level (2-tailed).

	*. Correlation is significant at the 0.05 level (2-tailed).
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Model 1
	Model Summary

	Model
	R
	R Square
	Adjusted R Square
	Std. Error of the Estimate

	1
	,589a
	,347
	,319
	12952,918

	a. Predictors: (Constant), DataYearFiscal, GW, BATH, Size, SALESchange, D/E, ROAChange, CFOChange, MC



Model 2
	ANOVAa

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	15671642505,566
	1
	15671642505,566
	88,378
	,000b

	
	Residual
	39543691398,175
	223
	177325970,395
	 
	 

	
	Total
	55215333903,740
	224
	 
	 
	 

	2
	Regression
	17594827650,337
	2
	8797413825,169
	51,914
	,000c

	
	Residual
	37620506253,403
	222
	169461739,880
	 
	 

	
	Total
	55215333903,740
	224
	 
	 
	 

	a. Dependent Variable: Overstatedearnings

	b. Predictors: (Constant), Size

	c. Predictors: (Constant), Size, GW



Model 3
	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-2047,842
	1097,379
	 
	-1,866
	,063

	
	Size
	,123
	,013
	,533
	9,401
	,000

	2
	(Constant)
	705,781
	1348,688
	 
	,523
	,601

	
	Size
	,122
	,013
	,527
	9,505
	,000

	
	GW
	-22922,316
	6804,305
	-,187
	-3,369
	,001

	a. Dependent Variable: Overstatedearnings
















Model 4
	ANOVAa

	Model
	Sum of Squares
	df
	Mean Square
	F
	Sig.

	1
	Regression
	19143043516,351
	9
	2127004835,150
	12,677
	,000b

	
	Residual
	36072290387,389
	215
	167778094,825
	 
	 

	
	Total
	55215333903,740
	224
	 
	 
	 

	a. Dependent Variable: Overstatedearnings

	b. Predictors: (Constant), DataYearFiscal, GW, BATH, Size, SALESchange, D/E, ROAChange, CFOChange, MC



Model 5
	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-5264999,251
	3153403,851
	 
	-1,670
	,096

	
	Size
	,128
	,013
	,554
	9,656
	,000

	
	MC
	-24485,659
	34249,371
	-,081
	-,715
	,475

	
	BATH
	32142,850
	27030,344
	,142
	1,189
	,236

	
	GW
	-24758,655
	6990,270
	-,202
	-3,542
	,000

	
	CFO Change
	-14687,629
	21183,245
	-,059
	-,693
	,489

	
	SALES Change
	2642,584
	1910,276
	,078
	1,383
	,168

	
	ROA Change
	,645
	,383
	,102
	1,686
	,093

	
	D/E
	,514
	,602
	,052
	,854
	,394

	
	DataYearFiscal
	2618,154
	1568,470
	,094
	1,669
	,097

	a. Dependent Variable: Overstatedearnings



Model 6
	Excluded Variablesa

	Model
	Beta In
	t
	Sig.
	Partial Correlation
	Collinearity Statistics

	
	
	
	
	
	Tolerance

	1
	PB
	-59,944b
	-1,588
	,114
	-,108
	2,119E-06

	a. Dependent Variable: Overstatedearnings

	b. Predictors in the Model: (Constant), DataYearFiscal, GW, BATH, Size, SALESchange, D/E, ROAChange, CFOChange, MC



Model 7
	Residuals Statisticsa

	DataYearFiscal
	Minimum
	Maximum
	Mean
	Std. Deviation
	N

	2010
	Predicted Value
	-86493,00
	5908,00
	-8102,93
	31730,20
	8,00

	
	Residual
	0,00
	0,00
	0,00
	0,00
	8,00

	
	Std. Predicted Value
	-2,47
	0,44
	0,00
	1,00
	8,00

	
	Std. Residual
	 
	 
	 
	 
	0,00

	2011
	Predicted Value
	-9186,90
	63492,78
	4015,36
	9718,48
	111,00

	
	Residual
	-94919,10
	28428,61
	0,00
	12398,00
	111,00

	
	Std. Predicted Value
	-1,36
	6,12
	0,00
	1,00
	111,00

	
	Std. Residual
	-7,37
	2,21
	0,00
	0,96
	111,00

	2012
	Predicted Value
	-5670,46
	71264,88
	4932,33
	10612,38
	106,00

	
	Residual
	-44026,20
	33873,13
	0,00
	8608,34
	106,00

	
	Std. Predicted Value
	-1,00
	6,25
	0,00
	1,00
	106,00

	
	Std. Residual
	-4,92
	3,78
	0,00
	0,96
	106,00

	a. Dependent Variable: Overstatedearnings








Model 8
	Excluded Variablesa

	Model
	Beta In
	t
	Sig.
	Partial Correlation
	Collinearity Statistics

	
	
	
	
	
	Tolerance
	VIF
	Minimum Tolerance

	1
	PB
	-59,944b
	-1,588
	,114
	-,108
	2,119E-06
	472011,032
	2,118E-06

	a. Dependent Variable: Overstatedearnings

	b. Predictors in the Model: (Constant), DataYearFiscal, GW, BATH, Size, SALESchange, D/E, ROAChange, CFOChange, MC




Model 9
	Collinearity Diagnosticsa

	Model
	Eigen
value 
	Condition Index
	Variance Proportions

	
	
	
	(Constant)
	Size
	MC
	BATH
	GW
	CFO Change
	SALES
Change
	ROA
Change
	D/E
	DataYearFiscal

	1
	1
	5,750
	1,000
	,00
	,01
	,00
	,00
	,01
	,00
	,01
	,00
	,00
	,00

	
	2
	1,229
	2,163
	,00
	,04
	,01
	,00
	,03
	,00
	,00
	,02
	,36
	,00

	
	3
	1,067
	2,321
	,00
	,03
	,00
	,00
	,04
	,00
	,00
	,61
	,00
	,00

	
	4
	,670
	2,929
	,00
	,47
	,02
	,01
	,00
	,00
	,00
	,01
	,32
	,00

	
	5
	,525
	3,310
	,00
	,22
	,02
	,01
	,37
	,00
	,01
	,22
	,23
	,00

	
	6
	,408
	3,753
	,00
	,07
	,02
	,02
	,44
	,00
	,22
	,01
	,02
	,00

	
	7
	,175
	5,732
	,00
	,15
	,05
	,00
	,06
	,10
	,66
	,04
	,00
	,00

	
	8
	,113
	7,137
	,00
	,01
	,23
	,00
	,00
	,72
	,10
	,05
	,04
	,00

	
	9
	,063
	9,541
	,00
	,01
	,64
	,94
	,05
	,16
	,00
	,01
	,03
	,00

	
	10
	3,750E-08
	12383,198
	1,00
	,00
	,01
	,01
	,00
	,01
	,00
	,02
	,00
	1,00

	a. Dependent Variable: Overstatedearnings




X operational
Big bath accounting and overstated earnings



C

Control variables
1) BATH
2) OE
3) P/B
4) ΔSALES
5) ΔROA
6) GW
7) MC
8) D/E
9) ΔCFO
10) IFRS 3




Y operational
Earnings management based on 
impairment loss


Dependent variable
Y conceptual
Suspected overstated earnings


Independent variable
 X conceptual 

Goodwill impairment
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