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Chapter 1: Introduction

Since the introduction of the International Finah&eporting Standards (IFRS), there has been a big
change in the treatment of goodwill in the finahstatements. This change has been set in motion by
the introduction of a new standard, IFRS 3 Busirt@&asbinations. In the standard, that is activeesinc
2004, the mandatory impairment test is a primabjesat (IFRS 3.55). The implication of introducing
IFRS 3 is that on an annual basis the value oftaéses to be determined, in order to examine whethe
the value of the asset has changed during thedodRiecently the standard has been revised. This re-
vised standard has been issued on the tenth o&da®008, but the mandatory effective date of the
standard is the first of July 2009. Firms are a#ldvto apply the standard earlier then this datenbu

for periods beginning before the first of July 2007

IFRS 3 (2008) has resulted from a joint projecivaein the United States Financial Accounting Stan-
dards Board (FASB) and the International Accounttgndards Board (IASB). The goal of this pro-
ject is to improve accounting standards and tolreabigher degree of convergence between IFRSs
and US GAAP in specific areas. Despite the incréas®nvergence some potentially significant dif-
ferences still remain. One of these differencabas under FASB standards usage of the full-goddwil
method is required, rather than permitted as uleRRE. This indicates an important change to IFRS 3
(2008), by adding an option to recognize one huhgezxcent of goodwill of an acquired interest. Pre-
viously only the goodwill paid for the acquiredengst was recognized.

The increase in goodwill, when the full-goodwill thed is applied, will lead to an increase in non-
controlling interests that is reported as a paefity. Determining the value of these non-cofitrgl
interest is however not as easy as it might seeim.itcorrect to extrapolate the goodwill of thene
trolling interest paid for at the acquisition totelenine this value. The value of the non-contrgllin
interest has to be determined considering the alldbis interest for the firm. Every non-controbj
interest has to be judged to determine this vallm@endoorn, 2005, pp.593). This implies that the
potential differences of values of goodwill of noortrolling interests are high, although they seem
similar at first sight.

An example might explain this. The value of goodlaitributed to a non-controlling interest in atfir
with for example important patents and know-how ddfer, based solely on the holder of the inter-
est. If the interest is held by a competitor, th&ie of goodwill is presumably high. Should the eom
petitor not have access to the knowledge a competitivantage might arise. If the interest is Hmsid
several investors who are only interested in thermeon their investment, then the value of goodwil
will presumably be lower. The difference is caubgdhe holder of the shares.

It should be noted that the option to use thedolbdwill method under IFRS 3 is available on agran
action basis. This means that for every acquisiti@t leads to a non-controlling interest it can be
determined whether or not the full-goodwill approadll be used. This difference in the application
of the full-goodwill method is one of the differexscbetween IFRSs and US GAAP. Differences re-
garding scope, the definition of when a firm iscomtrol, and the correct way to measure contingen-
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cies and employee benefits and how to discloserirdton in a correct manner still exist as well.
These differences will however not be discussedl fmtther detail in this thesis, since they are aiot
primary interest. A standard that however is rat¢va this research is IAS 36. IAS 36 deals wité th
impairment of assets. This standard requires a tirmnnually perform an impairment test. If neces-
sary the value of goodwill should be impaired &f#ir value.

As can be concluded from amongst others the fudldgall method, the introduction of IFRS has led
to an increase of professional judgement in thanfimal statements. This means that the valuation of
goodwill in the financial statements has a highegrde of subjectivity. This subjectivity enablesma
agement to manage earnings. The goal of this tiseigrefore to investigate the significance ohma
agement’s influence on the value of goodwill treabeing accounted for when applying a goodwill
impairment test. The focus in this research is tierwa firm recognizes a goodwill impairment loss
and for what reasons. The transaction and its debif led to the recognition of goodwill, for exam
ple the acquisition of an interest using the fulbdgwill method, are of no importance to the redearc
in this thesis.

It is important to conduct research in this spedatfiea because of the potentially big impact tkege
nition of an impairment can have on both the boakie of assets and the accounting earnings of a
firm. This statement is supported by research lyafdre et al. (1998). The findings of this resharc
were amongst others that the mean amount of imgaitsrof the firms in their research ranged from
four to more than nineteen percent of the asséis.maximum impairment found represented ninety
percent of the firm’s assets. It can thereforedeluded that the possible economic significancanof
impairment decision stresses the importance ofyaimg the impairment decisions of firms.

The goal of this thesis is to investigate the digance of managements influence on the goodwill
impairment decisions of a firm, to address thisecthtwo research questions will be developed. The
first research question that has been developed is:

Is the impairment of goodwill decision influencgdabfirm’s management?

Important research in this area has recently beeiogmed by Van de Poel, Maijoor and Vanstraelen
(2008, p.4). In using a sample of listed compairiekb European Union countries preparing financial
statements under IFRS over the period 2005-20@6ptiicomes of their research showed that good-
will impairment decisions are highly associatedwiicentives regarding the firm’s financial report-
ing. More specifically, they found that impairmeéosses are typically recognized when earnings can
be described as unexpectedly high (firms smooth theome) or when they can be describes as un-
expectedly low (firms take a bath). Because thedaxf this research is particularly broad, in this-

sis the research will be focussed on a more nasawple. Next to the more narrow sample, a longer
time period will be investigated. Also another diteen will be added by splitting the sample up into
different industries. In this way it is possibledistinguish differences between groups of firmet th
share certain characteristics. This makes it ptessibmake assertions on a lower level than theeent
sample and prevents the mitigating effects a higpsa can have on these outcomes.



The sample used in this thesis will consist ofliated companies in western and middle European
states that are members of the European Union gitine period 2005-2008. Regarding the data of
2008 the remark has to be made that this can loeniplete at the time of writing of this thesis. This
can be due to the fact that the annual reports hatvéeen published, or because the databases used
have not yet been fully updated. By choosing westerd middle European Union member states as a
sample it will be possible to make assertions tower level than by the research of Van de Poal.et
(2008), since their research is directed at 15 wms Besides that, the increased time frame reay |

to other outcomes as well. The research periodaof 8 Poel et al. (2008) covered two years, and in
this thesis the timeframe will be four years (pblssihree). As already stated in the previous para-
graph the added dimension of industries makesgsipte to make assertions on a lower level. This
research is therefore not a simple copy of previesgarch, but a new step in finding information
regarding earnings management.

As can be concluded from the sample selectiongkearch outcomes in this thesis are not solely di-
rected at one specific country. The reason for ighi® be found in other research. Similar research
regarding the recognition of goodwill impairmensshieing conducted for one country (the Nether-
lands) during the writing of this thesis. Next st there are several reasons for choosing weatetn
middle European Union member states as the saifipdefirst reason for choosing these states is to be
found in the importance of the member states is plart of the European Union. Not only big econo-
mies on an absolute level, expressed in Gross hadtiBroduct (GNP) (see appendix one), like the
United Kingdom, France and Germany are represehtédnember states with a high GNP per capita
like Luxembourg, Ireland and the Netherlands apeasented as well. If a list would be made of the
five biggest countries in the European Union exggdsin GNP on both an absolute and per capita
level it would show western and middle Europeamtaes scores are the highest or among the high-
est. Therefore the sample in this thesis consfstseocountries: Belgium, Germany, France, Luxem-
bourg, the Netherlands, Austria and the United Horg (including Ireland).

By choosing western and middle European Union merstages this research is directed at member
states that are economically important to Eurogeh&ps it is even correct to call these countties t
economic heart of the European Union. An advantdgesample that consists of these member states
is the economic state these countries are in. \Weated middle European countries are economically
developed countries where a ‘normal’ pattern ohiegys or profits can be distinguished in firms or
industries. In still fast developing European costin for example eastern Europe this pattetesis
visible because of the economic changes theserdgsihave gone through and are still going through.
The importance of these pattern will be furthercdiégd in chapter five when the empirical model
will be discussed.



Another advantage of choosing the stock listeddiohwestern and middle European Union member
states as a sample is that the sample will befmggh to conduct more detailed research, like en th
industrial section level, than done by Van de Roell. (2008). With smaller samples it would be-pos
sible that this more detailed research could nopdréormed because there are not enough observa-
tions to perform a regression analysis. This wédllexplained in more detail in chapter five, whea th
model used in this thesis will be presented. Bezafishe size of the sample in this thesis the tipres
whether management of a firm influences the impaiinof goodwill decision will be conducted on
industry sector level as well. To perform this tie total sample will be divided into several isdu
trial sectors. Therefore the second research qureisti

Does managerial influence on the goodwill impairtréecision differ between industrial sectors?

This research question is interesting to investighecause it might show that in certain industries
more management of earnings occurs than in otHeifse distinction between industries would not
have been made, it would be possible to conclualertt earnings management occurred, whereas this
actually occurred on industry level. By lookingla characteristics of these sectors and by comgpari
them to the characteristics of other industrieecpnditions for earnings management may be found.
This would increase the possibilities of predictargl finding earnings management.

A somewhat similar and even further going test d@dd performed by dividing the sample up in dif-
ferent countries and investigating whether diffeemexist on country level. These outcomes could
then be tested against expectations due to themresand weight of certain industrial sectors and
cultural differences. This kind of research is hegrebeyond the range of this research. Not only is
almost impossible to distinguish all cultural difaces, interpreting them correct is evenly or even
more problematic. With the increase of the numberonintries in the sample the chance of conduct-
ing the research correctly decreases significaftherefore this will not be a part of the empirical
research of this thesis.

This research contributes to the existing litematur several ways. At first it contains new resbarc
research that differs between industries regartiagisage of goodwill impairments as a tool fonear
ings management has not been performed accorditigetknowledge of the author. This can lead to
new insights and conclusions regarding the topieavhings management. Secondly the research will
be performed in an economically interesting tinmat is somewhat ideal for this topic, as well. Afte
years of prosperity the world is going through eession and many firms publicate financial state-
ments that are worse than previous years, anditivastors and analysts expected. This difference in
economic conditions may be of influence as weltlm goodwill impairments. The model developed
by Van de Poel et al. (2008) will be used as basithe empirical research of this thesis, butilt be
adjusted to the new institutional setting. Thislwié done based on different published studies and
will be discussed into further detail later on.



The remainder of this thesis is organized as fdlow the next chapter earnings management will be
defined. The focus of this chapter will be on diéiet conditions, incentives and forms of earnings
management. In chapter 3 the definition of goodwill be discussed, as well as the applicationrof a
impairment test. Also implications of the impairrhégst will be discussed based on a short summary
of insights from prior research examining this sghj Chapter 4 will then discuss the link between
managing earnings and the impairment of goodwiiedaon evidence found in prior empirical re-
search. In chapter five the research design wiltliseussed. Chapter six will discuss the empirical
research that will be performed and its outcomeshapter seven a summary of this thesis and the
answers to the research question are presented.



Chapter 2: Earnings Management

2.1 Introduction

In this chapter the topic of earnings managemehteiaddressed. The second section will provide a
definition of earnings management and an explanatfdhe difference with fraud. In the third seatio
the conditions necessary for earnings managemem tpplied with success will be discussed. The
fourth section will describe managerial incentitesengage in earnings management and the two
forms of earnings management of importance foretheirical research of this thesis are discussed in
the fifth section. The chapter ends with a shomimary and conclusion.

2.2 Definition earnings management

A definition of earnings management is given by legaand Wahlen (1999, pp. 368)E&rnings
management occurs when managers use judgemeniaimcial reporting and in structuring transac-
tions to alter financial reports to either misleadme stakeholders about the underlying economic
performance of the company or to influence contralcbutcomes that depend on reported accounting
numbers.

Schipper (1989, pp. 92) defines earnings managea®eribisclosure management, in the sense of a
purposeful intervention in the external financiaporting process, with the intent of obtaining some
private gains (as opposed to, say, merely facititathe neutral operation of the process)”.

According to Mohanram (2003, pp. 1) earnings mamege is: The intentional misstatement of earn-
ings leading to bottom line numbers that would hbgen different in the absence of any manipula-
tion. When managers make decisions not for strategisons, but solely to change earnings, one can
consider that to be earnings managerent

In this thesis the definition of earnings managem@ngiven by Schipper (1989) will be used. The
first reason to choose this definition is thatavers the load of earnings management best acgprdin
to the author. As will be described in the remajniri this chapter, the purpose of engaging in earn-
ings management is to obtain gains in one formherdther. Possible gains include the receiving of
bonuses by management and maintaining or recebettgr credit agreements by the firm. In order to
achieve these gains the law is not broken howekerefore it is questionable whether the financial
statements under earnings management can be caiéehding as Healey and Wahlen (1999, pp.
368) state. A second reason for choosing this tiefinis that it is a very widely known and usedide
nition. Although the usage of this definition miglead to some discussions, because other people
consider another definition of earnings managerhetier, it should be known to others.

As already has been mentioned shortly in the ptevigaragraph, the definitions of earnings manage-
ment given might suggest that using earnings manageis actually fraud and a breach of law, in
fact it is not. Earnings management can best berithesl as management’s use of its discretion in
presenting financial statements. A distinction lesw earnings management and fraud has been made
by Dechow and Skinner (2000, pp. 238-239). Theyehdivided managerial accounting choices into
four different groups in order to make a distinotlzetween fraudulent managerial decisions and deci-
sions that are legal. It should be noted that #zamples presented by Dechow and Skinner (2000) in
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the four accounting decision group are not limi&tiThe main purpose is to provide an indication of
transactions that are included in the groups djsished. The following four groups have been recog-
nised by Dechow and Skinner (2000, pp. 238-239):

e Conservative accountingcludes: an overly aggressive recognition of rgsesror provisions, the
delaying of sales, the overstatement of write-@fthe acceleration of research and development
or advertisement costs.

e Neutral earnings: earningthat result from a neutral operation of the process

e  Aggressive accounting includes: the postponemergsafarch and development expenditures or
the understatement of the provisions for bad debt.

e Fraudulent accounting includes: the recording ofesabefore they are realizable, the recording
of fictitious transactions or overstating inventday recording fictitious inventories.

The first three groups Dechow and Skinner (2008dijuish, represent accounting choices that are
permitted or legal within Generally Accepted Accting Principles (GAAP). Although the account-
ing methods in these groups can be described asssijg, they are acceptable within the law. The
best way to describe them is a mere form in whielmagement can exercise its discretion in account-
ing. It is possible that these accounting metheodsiaed for earnings management, but this is rot ne
essarily done however. The intention managemenw@s using the accounting principles is most
important. The fourth group Dechow and Skinner (BQfescribed includes violations of GAAP. The
accounting methods described there cannot be éaball the usage of managerial discretion anymore.
The methods are, and if recognized, treated aglfrAlthough the distinction in groups made by
Dechow and Skinner (2000) may imply otherwise, iacfice it is difficult, if not impossible, to actu
ally distinguish earnings management, and sometawen fraud, from a firm’s ‘normal’ accounting
decisions.

2.3 Conditions for earnings management

The basis for earnings management is formed bptbsence of two conditions. The first condition is
accrual accounting and the second the existengmpdrfect markets. The principle goal of accrual
accounting is described by Dechow and Skinner (2pP0237) as:tb help investors assess the en-
tity’s economic performance during a period througle use of basic accounting principles such as
revenue recognition and matching he purpose of accrual accounting can therefferelescribed as

to enclose, in the financial results, the econotoitsequences of actions the firm has undertakén tha
have led or will lead to cash-flow effects in otlpariods. A firm’s accruals are therefore the diffe
ence between the financial results and the castsflo

According to Schipper (1989, pp. 98-99) two diffgr&ind of accruals can be distinguished, discre-
tionary accruals and non-discretionary accrualsligtinction between these two kinds of accruals is
made based on the assumption that not all a fieotsuals can be influenced by management. Not
only have laws and regulations to be obliged, batfinancial statements of a firm are also corgrbll

by for example regulators and auditors. Accordm¢thipper (1989, pp. 98-99) these circumstances
lead to a group of accruals that cannot be infladnmy management, the non-discretionary accruals.
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A firms discretionary accruals on the other hanel susceptible to management. According to the
author these statements have to be interpretedomawhat less strict than exact manner. It ippot
definition the accrual that is non-discretionaryt b entails the height of the amount as wellptin-

ciple are all accruals susceptible to managemerte st is their responsibility to present the ficeal
statements. The discretionary part of accruals ldhioel seen as the part of accruals management can
influence within laws and regulations. In ordemptevent confusion the terms discretionary and non-
discretionary will not be changed in the remindfethés thesis.

Although it is possible for management to use @tsgnary accruals for earnings management, this is
not necessarily done. As Healey and Wahlen (19p9366) point out: If financial reports are to
convey managers’ information on their firm’s perf@nce, standards must permit managers to exer-
cise judgement in financial reporting. Managers ¢han use their knowledge about the business and
its opportunities to select reporting methods,reates, and disclosures that match the firms’ bissine
economics, potentially increasing the value of actimg as a form of communicatiori..This quote
implies that the goal of discretionary accrualoigive a firm’s management a tool to be able to re
flect a firm’s true economic performance in theafigial statements. However, Healey and Wahlen
(1999, pp. 366) point out as well that the disomiy accruals can be used for earnings management:
“...However because auditing is imperfect, managemeséwf judgement also creates opportunities
for “earnings management”, in which managers choosgorting methods and estimates that do not
accurately reflect their firms’ underlying economsiicThis can only lead to the conclusion that man-
agements intentions are the main factor to knowtlherediscretionary accruals are used for earnings
management or not.

The second condition for earnings management, xisteace of imperfect markets, is provided by
Stolowy and Breton (2004, pp. 9). They state thai perfect market information circulates very fast
and will be interpreted by recipients in a corneetnner. Under these conditions the users of fianci
statements would know whether earnings managementben used to alter the statements. This
knowledge would then be used to change the statsrteetheir correct outcomes, therefore mitigating
the effect of earnings management to zero. The waly to escape the attention of the market would
be to time transactions according to Stolowy anetdr (2004). In an imperfect market the conditions
as described previously are not met, thereforeimggmanagement can bear effect.

2.4 Incentives for earnings management

Two economic theories, the positive accounting themd the agency theory, can be used to explain
several incentives managers can have for usingnggrmanagement. The positive accounting theory
(Watts and Zimmerman 1986, pp. 7i9 toncerned with explaining accounting practiddsldesigned

to explain and predict which firms will and whidhnis will not use a particular method but it says
nothing as to which method a firm should"ude relation to earnings management, the accognti
choices made by management can be explained by trsnpositive accounting theory. The agency
theory should be included as well however.
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The relationship that exists between an organiaaimanagement and its stakeholders, for example
the stockholders, is called an agency relationshig. managers of the organization are called agents
and the stockholders are called principals. An dgihg assumption of the agency theory is that an
agent will only act in its own interest. The ageifit attempt to maximize his own wealth, even iisth
means that the wealth of the principal is loweredduse of these actions. This leads to a certain
amount of tension between the agents and pringipatzause their goals are not aligned. By closing a
contract between the agent and the principal #nisibn can be reduced, since their goals will beemo
aligned. The agent will however still attempt toxingize his own wealth, but only within the bounda-
ries of his contract, therefore not all tension barremoved. With the conditions of the agencytheo
as described here, Watts and Zimmerman (1986) hseé the positive accounting theory to distin-
guish three hypotheses. These hypotheses distintheésaccounting actions that will be undertaken by
management under certain conditions

e Thebonus plan hypothesisplies that management that is granted a boras, pbr example
based on the profits or the returns of the orgaiezawill adopt accounting methods that in-
crease earnings. By adopting these methods managevitiebe able to maximize its bonus and
own wealth.

e Thedebt hypothesigmplies that accounting methods that increase ircovill be chosen by
managers of firms with a bad, or low, solvability well. By adopting the income increasing
methods management tries to avoid the violatiotoahing agreements. The consequences of
such circumstances can prove very expensive fdirthe

e The political cost hypothesigmplies that income decreasing methods are addpgechanage-
ment in times the firm attracts a lot of politiGtention. By lowering the firm’s income man-
agement attempts to reduce the political attensorge this might lead to lower profits in the fu-
ture that outweigh the lower current income.

In more recent research earnings management related to the positive accounting theory anymore,
but to capital market incentives (Xiong, 2006, p5) (Mohanram, 2003, pp. 2) (Dechow and Skin-
ner, 2000, pp. 242). A firm’s performance opposeddrtain benchmarks for that firm form the basis
for earnings management. According to Mohanram3200. 2) the benchmarks vary from the firm’s
financial results in previous years to an analy&itecast of these results. Missing a benchmark can
prove costly for the firm, because markets cantreay strong on such news. Exceeding a benchmark
can have an undesirable effect as well howeves vihii be discussed in the next section.

According to the author the benchmark incentives lva related to the positive accounting theory as
well however. The actions undertaken by managetoemieet benchmarks can all be derived back the
hypotheses distinguished by this theory, sinceettee many possible consequences of missing a
benchmark for a firm and its management. At firsh@nager's bonus might be affected, because the
firm did not reach a certain level of profit. Theunager's bonus might be reduced, or he might not
receive it at all. Secondly, missing a benchmarnkdalso lead to a change in debt and credit condi-
tions. Banks or suppliers might lower their judgemtseabout creditworthiness and the financial stabil

ity of the firm. Finally, exceeding a benchmark (fay) can have unwanted consequences as well.
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High performance might attract attention from pcédit groups. Since the firm is performing much
better than expected, these groups might expedirtheto for example increase wages of its labour
force, or use less polluting production methods.

2.5 Forms of earnings management

As has been discussed shortly in the previousmsedticome can be both increased and decreased by
using earnings management. It is therefore possibleake a distinction between multiple types of
earnings management. In this thesis only big batbunting and income smoothing will be discussed.
These two forms of earnings management will be uisatie research of this thesis, as will be de-
scribed into more detail in the fifth chapter.

Big bath accounting is a form of earnings managertiet is used to decrease a firm's income. The
principle goal of big bath accounting is to incdarpne year, as many as possible losses and vifie-o
According to Mohanram (2003, pp. 2) firms that aatnachieve their targets use big bath accounting.
If a firm is unable to reach its targets accountimgthods will be used to worsen the financial rssul
of the firm even more. According to (2003, pp. 22re are two reasons for this behaviour. The first
reason is that the targets set for the year willb®oreached, because of this the year can beiloedcr
as ‘lost’. The second reason is that the costditheewill incur for not achieving its targets witiot
change a lot. The foundation for these costs [etéound in the fact that the targets are not aelig
performing worse will only make these costs ris@aimally. An advantage of big bath accounting is
that the extra losses the firm recognises durirgyar can be used in future years to increase or
smooth income.

The second form of earnings management to be disdusere is income smoothing. The purpose of
income smoothing is to report a consecutive linénofeasing earnings over the years. This goal is
achieved by using earnings management to bothaserand decrease income. If the firm’s income is
higher than its target, income can be decreaseeahyings management, also called cookie jar ac-
counting. According to Mohanram (2003, pp. 3) tiyise of accounting has two purposes. The first
purpose is to ‘save’ some income periods. It isiiids that in future periods the firm is unablereet

it's targets. The saved income from previous pericah then be used to boost income. Earnings man-
agement can therefore be considerasl &n “inter-temporal” transfer of income betweeeripds”, as
Mohanram (2003, pp. 6) states. Not the total le¥grofits and losses a firm incurs during itstiiiee

is altered, but the distribution of that income rotree different years is. The second purpose okieoo
jar accounting is to prevent expectations aboufith@s financial results to rise. If these expditias
increase it will be harder to reach future targétee consequence of this can be that the consecutiv
line of increased earnings is ended, because oéxceptional good result.
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2.6 Summary and conclusion

This chapter has discussed the topic of earningeageanent. Earnings management will from hereon
be described as defined by Schipper (1989, pp.“@i¥closure management, in the sense of a pur-
poseful intervention in the external financial rejirag process, with the intent of obtaining some pr
vate gains (as opposed to, say, merely facilitatirgneutral operation of the processFor earnings
management to be effective two conditions will htwéde met, the existence of accrual accounting
and imperfect markets. The basis of earnings managecan be explained by two economic theories,
the positive accounting theory and the agency thebinree hypotheses regarding earnings manage-
ment can be distinguished based on the theoriesbdhus plan hypothesis, the debt hypothesis and
the political cost hypothesis. In recent reseandemtives for earnings management are relatedeto th
achievement of benchmarks for the firm. These itices can however be related to the three hy-
potheses as distinguished by the positive accagititi@ory and the agency theory. Two forms of earn-
ings management are big bath accounting and insoneething.
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Chapter 3: The impairment of goodwill

3.1 Introduction

As mentioned in the introduction of this thesig thsuance of the new standard IFRS 3 has had the
implication that the annual depreciation of gootivils been replaced. Goodwill will now undergo an
annual impairment test, which is based on the estisnregarding the fair value of the acquired busi-
ness (Van de Poel et al., 2008). In this chaptén goodwill and the impairment of goodwill will be
addressed. In the next section, a definition ofdyabh will be discussed as well as the distinctitiat

can be made between purchased goodwill and goothaillhas been generated internally. In the third
section a four step process will be used to distussmpairment test into more detail. Some implica
tions of the impairment will be discussed in tharth section. The chapter will end with a short sum
mary and conclusion.

3.2 Definition goodwiill

Before the impairment test is discussed and exairiitte more detail, it is important to determine th
definition of the term goodwill. Klaassen and Heikn (2004, pp. 911) have defined goodwill as the
value of a firm on top of the value of equity tigvisible on the balance sheet. Goodwill is a ltesti
who's size depends on two pillars. The first pillathe value of the business and the second th@-me
ing of the term equity. Lander and Reinstein (2003,227-228) argue that the only goodwill that
should be recognized is purchased goodwill. Puethgsodwill represents the difference between the
value of all assets paid for in the purchase aedptiice the firm has paid for these assets. Gobdwil
therefore is the part of the purchase price thatlieen paid for on top of the market value of the a
sets. It is very well possible however that a fadoes not acquire an entire business, but only tagbar
it. If this occurs it follows from reason that ortltye goodwill paid for by the acquiring firm willeb
represented on the balance sheet. It is howeveilppedrom the first of July 2009, to use the full-
goodwill approach as discussed earlier. If thisrapph is applied one hundred percent of the value o
goodwill of the acquired business is recognizeds ill lead to an increase of the non-controlling
interest on the balance sheet. Lander and Rein&808, pp. 228) also point at the possibility that
firm owns internally generated goodwill. The stamtdado not allow this goodwill to be recognized on
the balance sheet however, because there is nctigbjenethod to value this goodwill. From hereon
goodwill will be used to represent the purchaseatgll of a firm.

3.3 Applying an impairment test

This section will discuss the annual impairment tet further detail. Basically, the purpose of an
impairment test can best be described as a vdiiiicaf the value of goodwill. By performing theste

it will be known whether any changes in the valfigg@odwill have occurred. The focus lies with a
possible decrease in value. Should the impairnesttpoint out that the value of goodwill has adyual
increased, then this increase will not be accoufdedh the financial statements, since the stadslar
do not allow this (both in equity and earnings)eTmderlying reason for this is that the possipiit
actually realizing the increase in value is tooartain. This as also called the principle of restlan.
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When a decrease in value of goodwill occurs an impent loss needs to be recognized. An impair-
ment loss is defined ashe amount by which the carrying amount of an aeset cash generating
unit exceeds its recoverable amdufiAS 36). In determining whether the recognitioha goodwill
impairment loss is necessary, Dagwell et al. (2@pp7866-868) propose the following steps:

Step 1 “Ascertain the recoverable amount of the relevashaenerating unit

A cash generating unit is defined by IAS 36.6 #ge“smallest possible identifiable group of assets
that generates cash inflows from continuing use #ne largely independent of the cash inflows from
other assets or groups of assetfl’ follows from this definition that not the vawf the aggregate
firm is tested with the impairment test, but théuesof its different units. The recoverable amooina
cash generating unit can be determined by compésnglue in use, and its net selling price or fai
value less the costs to sell. The highest of tisemeasures is chosen as the recoverable amount.
Regarding the fair value of a cash generatingitushould be mentioned that according to IAS 38 thi
is the price that would have been determined bywkedgeable and willing parties that engage in an
arms-length transaction. Another similar definitimn fair value emphasizes more on the willingness
of the parties by addingvho are under no compulsion to ‘a¢CICBV, 2002, pp. 6). Although some
difference between the two definitions exists inegge, both definitions lead to the same ‘fair @alu
being recognized. The value in use of a cash géngnanit involves the calculation of the net prese
value of the estimated future cash flows to beveéerifrom continuing use of the asset. IAS 36.IN6
clarifies that the following elements should therefbe reflected in this calculation:

e An estimation of the future cash flows that arpested to be derived form the assets.

e  Expectations regarding any possible variationtharamount or timing of the expected future
cash flows.

e  The current market risk-free rate of interesbiider to express the time value of money.

e A price for the uncertainty inherent in the asset

e All other factors that would be incorporated le tprice of the asset by other market participants
when determining the future cash flows of the unit.

The Standard (IAS 36.30) also permits that the rsgcfiourth and fifth element mentioned above are
reflected in the future cash flows or the intenede used to calculate the present value of thie cas
flows.

Step 2 “Determine the carrying amount of the net assetl(iding goodwill) of the relevant cash
generating unit. If the carrying amount exceedsrdeoverable amount, an impairment loss must be
recognised”.

The carrying amount of a cash generating unit @anoabculated by adding together the book value of
all individuals assets of the unit, including godltlvand subtracting the liabilities that belongttat
unit. IAS (36.6) describes it aghte amount at which an asset is recognised aftduckeng any accu-
mulated depreciation (amortisation) and accumuldtagairment losses therebn
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Step 3 “If recognition of an impairment loss is requiredietermine the implied value of goodwill”.
The implied value of goodwill is the surplus thiae tfirm would have recognized should it have ac-
quired the cash generating unit in a business auatibn at the date of the impairment test. It stioul
be seen as the goodwill the firm would have paidognof the unit’'s identifiable assets, liabilitiasd
contingent liabilities, would it not be the ownbut a buyer.

Step 4 “Reduce the carrying amount of goodwill by the amoof the impairment loss”.

The carrying amount of goodwill must be reducedhi®yamount of the recognized impairment loss. It
is however possible that the amount of goodwilt gfzould be written off is actually larger than the
amount of goodwill on the balance sheet that iscalied to the cash generating unit. Should this oc-
cur, then the excess amount should be written gdfrest other assets of the cash generating unit. To
determine the write-off per asset, the proportibthe book value of each asset should be made up at
the moment of acquisition. The goodwill impairmégs will then be allocated to each of the assets i
the cash generating unit based on this proportopdércentage) (IAS 36.104).

3.4 Implications of applying the impairment test

When considering the four step approach of the imment test it should be concluded that in order to
determine the fair value, the carrying amount dr&drecoverable amount first many other factors need
to be determined. With respect to the determinatidiair value, Lander and Reinstein (2003, pp.)228
argue that firms who are making estimations regardiuiture cash-flows to measure fair value, should
make use of assumptions and projections that asonable and can be supported. The weight that is
given to these assumptions and projections shoeldeen in the amount of verification a firm can
provide on an objective basis. If a firm uses rangfepossible cash-flows for its calculations, plos-
sible effects of these ranges should be showndrcéiculation immediately. Another possibility ¢s t
adjust the discount rate to represent the riskftilaws from using the ranges.

This does however not change the fact that thefaetsed in an impairment test depend on a lot of
assumptions made by management, since the respion$ds preparing the initial impairment calcu-
lation lies with management. The role of the audi#do check this calculation. Examples of assump-
tions that are needed for the impairment testlaaliscount factor (for example the weighted averag
cost of capital), expected future cash flows aredgrowth factor of cash flows. All of these assump-
tions give rise to the level of subjectivity thatassociated with the impairment test. KuipersBoig-
sevain (2005) have expressed their concern abeudetel of subjectivity of the impairment test. Ac-
cording to them the cash flow projections have gimanagement important possibilities to manage
earnings. It is therefore necessary to challengaitiderlying assumptions of the impairment decision
both internally in the firm and by an outside aadito know whether they are realistic or not. tag

tice this might be harder to achieve than it lobksvever. Concerns regarding control of the impair-
ment calculations are expressed by Johnson (2@0i0)js questioning whether an auditor actually has
the training necessary to estimate fair value @orect manner. Should this concern be true, then
serious questions should be raised regarding théementation of the principle of fair value and the
corresponding impairment decision in practice.
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Ball (2006) argues that another level of subjettiis introduced with the impairment test. This sub
jectivity is concerned with the assumptions managenimas to make with regard to the impairment
test. The determination of what the cash generatinitg of a firms are, which part of goodwill i$cal
cated to them and the estimation of the recoveratleunt is in managements hands. The replacement
of annual amortization with the impairment testréfiere provides management with another tool for
earnings management according to Ball (2006).

This reasoning is also supported by empirical ex¢éefound by Li, Shroff and Venkataraman (2005).

Their findings show that, relative to a control gdenof acquiring firms, firms that announce an im-

pairment loss are more likely to have overpaidffions acquired during the five years prior to the

impairment. Their tests also revealed that a negatorrelation exists between the impairment loss
and the firm’s post-acquisition return performan€his means that after the impairment the firm's

performance does not improve. Therefore it app#atthe impairment losses recognized by these
firms can be related to an overpayment for the iaeduirms. Management has a tool however to
cover the overpayment up, by not recognizing areinnpent.

An analysis performed by Bini and Bella (2007, §p2-914) supports the view that the level of sub-
jectivity of the goodwill impairment test providesanagement with opportunities to influence the
outcomes. Their findings show that the discretigrmower management has in the impairment deci-
sion leaves them with enough opportunities for oppostic behaviour. This was most present in the
cases where management was not able to meet getstéhat were set. However, as Bini and Bella
(2007, pp. 914) continue, this is not the only to@nagement has in mitigating the impact of poor
execution of its plans on the carrying value ofdyeill. By reducing the amount of dividends that are
subtracted from a firm a same result can be reacht@d however leads to a misallocation of capital
among reporting units in a diversified group.

To solve the problems that can be associated Wwehapplication of the impairment test, Holterman
(2004, pp. 273-274) proposes the development oérgdlp accepted valuation procedures for impair-
ment tests. These procedures should provide asdivaughters, and users of financial statements
more guidance than current regulation can. It isstjoned however whether the implementation of
these regulations would actually lower the levesaibjectivity enough in order for the impairmerstte

to become more reliable. Management will still beponsible for preparing the impairment calcula-
tion and it is questionable whether management dvapbly these generally accepted valuation pro-
cedures in a more correct manner than current aggal As with current regulation this would be
difficult to check for auditors, because in thedaations managers have more information than they
do. Therefore management would still have poss#slito influence the impairment test. Furthermore,
it is possible that situations occur where manadersiot have the knowledge to live up to the new
valuation standards, but they act if they do. Wdild not decrease but possibly even increase the
level of subjectivity.
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According to Knoops (2004, pp. 4) such a leveludjjsctivity in the impairment test could provide a
firm’s management with an opportunity for earnimganagement if the impairment test is not robust
enough. According to him this could lead to thealepment of a new form of big bath accounting
(for a definition see chapter 2). This will leadttee recognition of very large impairment losses at
first, followed by lower or less impairment lossesyears to come. It could even lead to the absence
of the recognition of impairment losses for a perd time, because of the initial big loss.

3.5 Summary and conclusion

In this chapter the definition of goodwill and inmpaent have been discussed. Goodwill has been
defined as being the value of a firm on top of th&ie of equity that is visible on the balance shee
The term goodwill in this thesis will however ordgver the goodwill that has been paid for at an ac-
quisition. The impairment of goodwill has been defl as a test to verify whether the value of good-
will has undergone any changes in value. The peoéspplying an impairment test has been dis-
cussed by using a four step process. Implicatidrie application of the impairment test were dis-
cussed as well, indicating that this decision carassociated with a (very) high level of subjetyivi
The consequence of this subjectivity, is that mansant is given an opportunity to influence the im-
pairment, consequently the presented earningifirthncial statements as well.
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Chapter 4. Managing goodwill impairments: empiricavidence

4.1 Introduction

In a continuance on the second and third chagterempirical evidence regarding earnings manage-
ment and the link that exists between earnings gemant and goodwill impairments will be dis-
cussed in this chapter. This discussion will beedasn prior empirical research performed by numer-
ous authors. In the second section empirical rebesliout the existence of earnings management will
be discussed. Section three will then discuss ecapievidence found of the link between earnings
management and goodwill impairment. The chaptes avith a short summary and conclusion. The
empirical evidence as discussed in this chaptdrferin the basis for the hypothesis of this thesis

be tested, as will be discussed in chapter five.

4.2 Empirical evidence for earnings management

As described in chapter two, based on the posétteunting theory and the agency theory there are
three hypotheses that distinguish the incentivegéonings management, the bonus plan hypothesis,
the debt hypothesis and the political cost hypathedl three of the hypotheses have been subgect t
empirical research. Some of these researches andititcomes will be discussed in this section. Re-
search about big bath accounting and income smapthiill be discussed as well. Models used in the
empirical research discussed in this section wily de discussed briefly. The discussion should en-
able the reader to know the goal of the model sinde these models will not be used in the empirica
research in this thesis elaborating them in motaildeill not add value.

4.2.1 The bonus plan hypothesis

According to the bonus plan hypothesis of the pasiaccounting theory management that is granted
a bonus scheme will adopt accounting methods ttwease earnings. Bonuses normally depend, at
least in some manner, on a firms presented reshéisefore management has an incentive to manipu-
late the firms financial results. Healy (1985) hasestigated whether a relation exists between @ ma
agers bonus scheme and the accounting decisions loyaithis manager. The subjects of investigation
for this research were the accruals of a firm dnanges in accounting procedures. Healy's (1985)
research differs from previous research, becausechaled an upper bound in managements bonuses.
In this way it is incorporated in the research thatan actually be advantageous for management to
reduce the firms income in a year, when profit edsea certain amount. In previous research only a
lower bound of the bonus schemes had been used.

To perform his research Healy (1985) investigatedldonus schemes and financial statements of 94
firms listed on the 1980 Fortune Directory. Thisame that during his research the firms belonged to
the 250 biggest industrial companies in the Un@&ates. To test whether evidence could be provided
for the bonus hypothesis Healy (1985) investigdtenl primary subjects taking the management bo-
nus scheme into consideration. The first was tloeuads in the financial statements, the second the
changes in accounting procedures. His results studhat the bonus hypothesis will not be rejected.
Managers actually try to maximize their bonuseseWmanagers face the upper bound of their bonus
plan, or when the firm’s results are not good efotagreceive a bonus, management is more likely to
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choose income-decreasing accruals. When these apvesdare not binding management is more
likely to choose income increasing accruals, oy the@ximize the firms results. Voluntary changes in
accounting methods were found to be associated tivitchange of a manager’'s bonus scheme. By
changing the accounting methods, the bonuses graotenanagement could be maximized. Healy
(1985) did not find any evidence of a relationviEn changes in accounting methods and the lower
and upper bound of the bonus scheme however.

Support for Healy's statement can be found in Guidleone and Rock (1999). The research con-
ducted by them was directed at independent busingss rather than the aggregate firm. The reason
to choose such a research sample was to elimipateadicting goals of business unit managers. In a
firm with different business units, it is probabheat different financial results are reached. Thdife
ferences lead to different behaviour regarding iegenmanagement. Therefore both income decreas-
ing and income increasing behaviour can take platlee aggregate firm, mitigating the overall effec
on earnings. It is therefore possible that on #wvell of the aggregate firm no earnings managensent i
detected, but that it has taken place on one @raklower levels in the firm.

Guidry, Leone and Rock (1999) investigated the lBoplan hypothesis for 179 business unit years
during the period 1993-1995. The business unitswieae part of their sample were all part of large
multinational conglomerates in the United Statestest the hypothesis Guidry et al. (1999) useel th
modified Jones model, Healy’s proxy for discretignaccruals and an inventory reserve measure. The
first step in the process was to use Healy’'s prfoxydiscretionary accruals. By taking the curresit a
sets without cash and distracting current lialeditiess depreciation expenses an indication for the
discretionary accruals is made. As a control thelifienl Jones model was used. The Jones and modi-
fied Jones model are described by Dechow and Sib2®5). The modified Jones model is, as its
name implies, a modified version of the Jones moHet goal of both models is to estimate the dis-
cretionary accruals in the financial statementa @ifm. At its time of development the Jones model
was innovative, because the model does not assomeligcretionary accruals to be constant over
time. However one of its limitations is that allbgrth in sales is considered to be non-discretignary
but management can actually influence sales byyuhgjaor accelerating them. Should the sales of a
firm be managed, then the classification as nooréi®nary is incorrect. For this reason the medifi
Jones version of the model includes a variableababunts for the change in credit sales. All ckeang

in credit sales are considered to be earnings neamaigt in this model. The reason to adapt the model
for credit sales only, instead of both credit andhcsales is that it is easier to manage credis $hhn
cash sales. The reserve measure is directed awvdirgog manipulation of the value of inventory. Fhi

is done by relating the level of the inventory resedo the level of inventory.

The outcomes of the research by Guidry et al. (19&9e align with Healy (1985). Managers in busi-
ness units use accruals to manipulate income. its with profits that are too low to earn a bonais,
when the upper bounds of bonuses are reached, sranadl use discretionary accruals to lower in-
come. Should the profit of a business unit entitienagement a bonus, but not its maximum, then
income increasing accruals are used.
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4.2.2 The debt hypothesis

According to the second hypothesis of the posideeounting theory, accounting methods that in-
crease income will be chosen by managers of firmtls & bad, or low, solvability. By adopting in-
come increasing methods management tries to abeidsiblation of loaning agreements. Research
regarding the accounting choices made by firm&éyear preceding and the year of a violation of a
debt covenant has been performed by DeFond anddlam(1994). They investigated whether this
violation is of influence on the accounting choicesde by management. The research focused on the
accruals made by the firm, especially on abnorroeiuals.

The sample investigated by DeFond and Jiambalv®4(l€onsisted of 94 firms that during the period

1985-1988 were known to have violated debt covenanteast once. To test whether there was evi-
dence for the debt hypothesis, the actual accafdlse firms were compared to the ‘normal’ accruals

that the firms were expected to have. The levelafal accruals was estimated by using time-series
and cross-sectional models. A time-series modeke] to investigate differences of the same firm

between years. A cross-sectional model does nopamrbetween firm years, but uses companies in
the industry to make the comparison. By comparhmg tbtal accruals in the firms financials state-

ments with the calculated normal level of accrifadésabnormal accruals can be calculated.

The results of the research of DeFond and Jiaral{d®94) align with the hypothesis. Both the time-
series model and cross-sectional model indicatadintthe year prior to the breaking of the dehteco
nant the abnormal total and working capital acawatre significantly positive. This indicates that
these abnormal accruals were used to increasengarifie year prior to the violation. During theryea
of the violation both the time-series model andssrsectional model indicated that the abnormal ac-
cruals were negative, indicating that when the nawés were broken profit was actually decreased. If
these outcomes are corrected for the effects daage in management, and the effects of the going-
concern qualification given by an auditor, thendabaormal working capital accruals would have been
positive. These differences are explained by DeFamtl Jiambalvo (1994) as well. The firms with a
change in management have to be excluded, becawsenanagement is expected to engage in big
bath accounting. Firms with a going-concern quadtiion are thought to be pressured by their auditor
to use conservative accounting.

4.2.3 The political cost hypothesis

The third and final hypothesis of the positive aotiing theory is the political cost hypothesis. Ac-
cording to this hypothesis managers will adopt antieg methods that decrease earnings in times of
unwanted political attention. Han and Wang (1998)ehperformed empirical research to test the po-
litical cost hypothesis. They have investigateddfiects of the Iraq invasion of Kuwait in 1990 the

oil firms in the United States. Because of thisdeat the world oil price and the prices at service
stations in the United States had risen sharpsyshort time period. QOil firms were accused of idigv

up prices even further to increase their own weaittli a public outcry for government action was
given. In response to this outcry the U.S. fedgmlernment considered various actions, like tax in-
creases, to reply.
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Using a time series model Han and Wang (1998) fahatin the petroleum refining industry accruals
were used to decrease income. In the petroleumimgfindustry amongst others inventory accounting
took place, which should be seen as valuating itoress on a lower price than market value. Fore-
casts about good results in quarters to come wairgyldisclosed late or not at all to keep political
attention as low as possible. In the crude oil mairal gas industry this effect was not found.sEhe
findings are consistent with the political cost bifgesis if the characteristics of both industries a
taken into account. Firms in the refining industisrive their revenues from the sales to consumers,
whereas firms in the crude petroleum and naturaligdustry derive their revenue from other firms.
The first mentioned group of firms is therefore moulnerable to political attention, since conswsner
consider them the firms that enrich themselvekeit expense.

4.2.4 Income smoothing and big bath accounting

The purpose of income smoothing is to report aeoumsve line of increasing earnings throughout the
years. In order to achieve this, both earnings gpament to increase and to decrease firm income can
be used. DeFond and Park (1997) have performedraséo test whether managers actually smooth
income. The purpose of engaging in earnings manageis related to job security according to them.
By smoothing current and future income managersdeanease the chance of being dismissed due to
poor performance of the firm.

To test whether managers actually smooth incomeoBe&fand Park (1997) used a sample that con-
sisted of all the available observations on the @ustat Industrial over the period 1984 through 1994
For their analysis DeFond and Park (1997) relatedaccruals of a firm of one year to the next year.
This means that accruals in the current year wetestpposed to be based solely on earnings in the
current year, but the expected performance of #x¢ year was taken into account as well. The under-
lying thought was that managers look to the futwhen making accruals in the current year. In this
way they are able to ‘save’ income for the nexiqukby decreasing current income for future income,
or to ‘borrow’ income from the future. Or in somases it proved better for management to undertake
none of these actions at all. This occurred fomga when future income was considered too low to
be supported by current income. In order to esBrifa¢ discretionary accruals a variation of theegon
model was used. Using a time series model enabtdesearchers to estimate the difference between
the expected accruals and the reported accruaiordeand Park (1997) found that eighty-nine per-
cent of the firms that were expected to smoothiegsnactually acted in such a manner. Earnings
management was found to be used to smooth firmmecboth when income was higher and lower
than targeted.

Management can use a variety of discretionary ateto smooth income of a firm. Peek (2004) con-
ducted research regarding the use of provisiomsainings management in the Netherlands. The goal
of his research was to test whether it was postibfeake an association between a firm’s curredt an
following year’'s income changes in a systematicahner, based on unexpected changes in provi-
sions. For this research he investigated the amepalrts of 134 non-financial firms that were lgste
on the Amsterdam Stock Exchange for at least theaes during the period 1989 through 2000. This
led to a sample of 975 firm-year observations.
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To investigate whether provisions changed in arxpeeted way Peek (2004) had developed his own
model, which used different drivers for differembyisions to estimate a normal amount. These are
not described here for convenience. By estimatirggrtormal amount of provisions they could be
compared to the actual amounts. In this way a asimh could be drawn about the height of the un-
expected change in the provision. Peek (2004) coed that Dutch firms used their discretion in
provisions to manage their earnings. The unexpedtedges in provisions proved a benchmark for
the future results of a firm when a firm’s inconfetle previous year was higher than current income.
The decrease in income was less persistent fos fivith unexpectedly positive changes in provisions
than for firms with unexpectedly negative changepriovisions. These outcomes are consistent with
big bath accounting, as explained by Healy (198%)ms with unexpected high positive changes in
provisions lower current income to increase fuinm®me, they store reserves that can be useden lat
periods when firm income is lower than expectedexjrected negative changes in provisions means
that the reserves previously mentioned are usdtiéfirm, or it means that income is borrowed from
the future.

4.2.5. Positive effects of income smoothing

Although earnings management by its definition banassociated with disturbing a true view about
the performances of a firm, several empirical sadirovide evidence for positive effects of manggin
earnings. Barth, Elliot and Finn (1999) have preddvidence that income smoothing has an affect
on the price-earnings relation of a firm. Theirdiimgs suggest that stocks of firms that smoothnmeo
are priced at a premium.

Barth et al. (1999) have investigated the priceti@gs relation of a firm by using the models of lifil
and Modigliani (1966), and Ohlson (1995). From Mier and Modigliani (1966) model only the
basis was used. It should be mentioned that thideinie based on restrictive economic assumptions,
that may not exist in the real world. The assunmgionderlying the model are perfect working capital
markets, assets that provide a uniform income isty@avestors behave rational and tax does not.exist
In the model of Miller and Modigliani (1966) a fitsnvalue is calculated by multiplying the perma-
nent earnings of the firm with the outcome of dinglone through the market interest rate. Bartil.et
(1999) assume accounting earning to be a proxpéomanent earnings to adjust the model. This en-
ables them to test whether firms with a patterinofeasing earnings have higher price earnings rela
tion than firms without this pattern. The modelQtilson (1995) is somewhat more extensive than that
of Miller and Modigliani (1966). The basis for thisodel is formed by the assumption that share
prices are determined by the present value of éutiiridends paid by the company. The market value
of a firm is expressed as the present value oktbdesdends and the present value of expected abnor
mal earnings by the firm in the future.

To test whether firms with a pattern of increasgagning have a higher price-earnings relation than
firms without this pattern Barth et al. (1999) usedample of all firms on Compustat for the period
1982 till 1992. The firms that have been includedheir research had to be listed for at least five
years. In this way the pattern of earnings andtssible effects of the pattern could be distingeds

As mentioned earlier Barth et al. (1999) found timebme smoothing has a positive effect on the
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price-earnings relation. A firm with a pattern n€ieasing earnings has a earnings price-earnifays re
tion that is significantly higher than for firmsthout a pattern of increasing earnings. Thererisga-
tive side to the existence of the higher price-egs relation however. If the pattern is brokerg th
price-earnings relation will reduce significantlihe positive effect of the smoothing of income is
reduced. Should the pattern be broken several fim@sow a negative price-earnings relation arises

A possible explanation for the price-earnings refatind the way it changes can be found in Tucker
and Zarowin (2006). Their research was directegixatnining whether income smoothing can be as-
sociated with improving earnings informativenessthat it disturbs the accounting information of
current and past earnings about future earningsasid flows of a firm. To perform their researcé th
approach of Collins et al. (1994) was used. Thizregch examines how much information of future
earnings is reflected by the change in currentksprices. According to Tucker and Zarowin (2006,
pp. 252) this approach is superior to estimatirggdinect relationship between a firm’s future atsd i
current and past earnings for two reasons. TherBeson is that future income is not only predicte
by realized income, but by other information soaras well. Information from these sources can af-
fect future income, although it has not yet beatuided in the firm’s past earnings. Secondly Tucker
and Zarowin (2006, pp. 252) state that althoughrra’$s current income may not be affected by
changes in future income, its stock price might.

To investigate the earnings informativeness of imesmoothing, Tucker and Zarowin (2006) focus-
sed on the association between the current stdckneeand future earnings of a firm. To test tlis a
sociation the cross-sectional version of the Jomedel, as modified by Kothari et al. (2005), hasrbe
used. The Jones model has been adjusted by Kethalri (2005) to prevent errors in the specifiaatio
of accruals when firms perform extreme (very goodr@ry bad). Firms have higher accruals in the
case of an extreme performance. If the Jones ni®desled, more of these accruals are being specified
as discretionary accruals, which indicates mor@iegs management. To correct for these circum-
stances the model Kothari et al. includes the netur assets variable. In this way the performarice o
the firm is taken into account, and thus correciie sample under investigation consisted of the
2004 version of Compustat's combined industrialumtrdata file over the period 1993-2000. From
this data firms in the financial and regulated stdies were excluded.

Tucker and Zarowin (2006) found that the stockgno€ a high-smoothing firm impounds future earn-
ings more than stock prices do at low-smoothingdir The income smoothing theory can be used to
explain this. Management’s purpose of using ince@meothing is to report a consecutive line of in-
creasing earnings. It can therefore be expectddithes that engage in more income smoothing than
other firms will have a more predictable patterneafnings. Although the research by Tucker and
Zarowin (2006) provides outcomes that align wita theory, it has two potential flaws. The first po-
tential flaw is that the basis for the researcmaket efficiency. If markets are not efficient that-
comes of the research may be completely differ8atondly, a potential measurement error exists
because as Tucker and Zarowin (2006) state a masaggcretionary behaviour is unobservable.
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4.3 Empirical evidence for managing goodwill impaiments

In this section the link between earnings managéraed the impairment of goodwill will be dis-
cussed based on a summary of prior research pexfoom this subject. In the following subsections a
distinction will be made between different kindsresearch to give different insights into the sobje
Amongst others the effects of a goodwill announcanas the capital market and the effects of a
change in CEO will be discussed.

4.3.1 Main evidence of managing goodwill impairment

As already has been mentioned shortly in the inicddn of this thesis, research regarding the usage
of goodwill impairments as a tool for earnings ngaraent has recently been performed by Van de
Poel et al. (2008). The research was conductedualying a sample of listed companies in 15 Euro-
pean Union countries preparing financial statemenider IFRS during the period 2005-2006. The
findings of this research, based on the regresaiaiysis as described in appendix 2, are that the
goodwill impairment decisions for the investigafeths are highly associated with financial repagtin
incentives. More specifically, the findings of Vde Poel et al. (2008) support the view that firms
typically take their impairments in two situatiof$e first situation is when earnings can be dbsdi

as unexpectedly high, by taking impairments firm®gth their income. The second situation is when
earnings can be described as unexpectedly low,ruhdee circumstances firms engage in big bath
accounting. This evidence is therefore in accordanith the evidence of the existence of income
smoothing and big bath accounting as discussdtkiprievious section.

In earlier research Zucca and Campbell (1992) iigeted the link between goodwill impairments
and earnings management as well. Because of agaiern asset write downs and write offs, there
was a need to formulate an answer to certain ecapiguestions. Amongst others Zucca and Camp-
bell (1992) investigated whether a timing pattefig@odwill impairments could be distinguished, and
what possible motivation could exist for this patteTo perform their research Zucca and Campbell
(1992) made use of a random walk model. This meaighe starting point of their research is that n
pattern in the path of expected earnings existz€fand Sounderpandian, 2002, pp.599). Therefore
earnings are expected to follow a path that caoatled ‘random’. The consequence of this choice is
that the future course of the firm’s earnings ipradlictable and that the best forecast of earniggs
equal to their present value, corrected with aoamérror that can be both positive and negative.

The sample they used by Zucca and Campbell (19@Risted of 77 write downs made by 67 firms
during the period 1981-1983. The results of Zuawd @ampbell (1992) corresponded to the theory
regarding earnings management. Of the 77 write do¥Brwere recorded when a firm’s earnings were
below the expected results, which is an indicafmnbig bath accounting. Indications for income
smoothing were found as well, 22 of the write dowsese recorded when a firms earnings were above
the expected results. Zucca and Campbell (199&)dreted these results as evidence that write-downs
were being used to manage earnings, which is densiwith the results of Van de Poel et al. (2008)
as discussed previously.
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In a continuance on the discussion of the ageregryhearlier in this thesis, Van de Poel et al0O@0
pp. 6-7) refer to research performed by Alciatdrale(1998). Their findings support the view tlaat
firm’s management could use the discretion in GAABarding the impairment of goodwill for their
self interest. An example given by Alciatore et(4P98) to support this view is the usage of tleifl
bility in GAAP to avoid impairments. The recogniti@f impairments is avoided because the firm’s
management is concerned about the potentially ivegagactions this might have on the firm’'s value
of stock. On the other hand firms could also rea@gmn impairment loss to smooth their income
should this be unexpectedly high in a year. Impairts could also be used to maximize losses, by
taking a bath, and accelerating impairment whealt®gare low. According to Alciatore et al. (1998)
this suggests that the discretion managers haved beuused for strategical reasons by adjusting the
timing or the amount of the impairment.

According to Van de Poel et al. (2008, pp. 7) eigirevidence that is consistent with this behawiou
is found by Francis et al. (1996). According toitltesearch managers use two kinds of determinants
regarding the impairment decision. On the one hraatket conditions that influence the value of an
asset, like the firm’s performance, the economimate the firm is in and competition it endureg ar
taken into account. On the other hand managempeaisonal reporting incentives are of influence. As
already stated by Alciatore et al. (1998) this nsetinat a firm’s management may take advantage of
its discretion in accounting regulation to influerearnings. Impairments may not be recognized when
needed, or recognized to a greater amount tharssegebecause management can prosper from it.

Francis et al. (1996, pp. 134) further investigateel extent to which impairment decisions can be
explained by proxies for incentives for managentennanipulate both earnings and the impairment
of assets. To conduct their research they used lvariate analysis that was based on a weighted
tobit model. The usage of this analysis enablethtteemake estimations about the importance of im-
pairment and earnings management variables, inr dodexplain both the actual write-off and the
amount of the write-off made by a firm (for the nrebdee appendix 3). A tobit model can, in its sim-
plest form, be described as an econometric modehich the dependent variable is censored, which
means that values below zero are not obsénkésing this model, Francis et al. (1996, pp. 184nd
that for the write-offs, both manipulation and infp@ent are important determinants, but that incen-
tives play a substantial role in explaining sueims as goodwill write-offs.

Other research regarding the link between earnimgsagement and goodwill impairments has been
performed by Beatty and Weber (2006). Their researas directed at examining which potentially
important economic factors influence the impairndetision of a firm. Factors like debt contracting,
the firm’s bonus schemes and the time the firm'$OCEas in place were taken into account to test
their influence on the impairment decision. To perf their research Beatty and Weber (2006) used
the regression analysis as depicted in appendixa sample of 553 firms. To be enclosed in the sam-
ple, it had to be likely that firm would recogniaa impairment and financial data for at least twelv
consecutive quarters had to be available. By ggttinase requirements for the firms to be enclosed i
their sample Beatty and Weber (2006) increasegdmeer of their test. Firms were likely to report an

! http://economic.about.com
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impairment, therefore there had to be an explanafwould such a loss not be recognized. The find-
ings of Beatty and Weber (2006) are consistent withviously discussed literature. The impairment
decision made by the management of a firm is imibee by its debt contracts, bonus schemes, possi-
ble delisting from a stock exchange and the tifi&E® is in place.

Bens (2006) however questioned the model used bytyand Weber (2006, pp. 296). He argued that
accounting decisions can be quite complex. An, raieg to him, simple linear framework as used by
Beatty and Weber (2006, pp. 296) may not captuneyroé the interesting subtleties involved in these
decisions. Moreover he argued that many of thepraxiables used by the Beatty and Weber were
difficult to interpret unambiguously. This criticisdoes not only indicate that the regression masdel
used by Beatty and Weber (2006) should possibladjested to capture more of the complexity of
accounting (impairment) decisions, but possibly &ee model used by for example Van de Poel et al.
(2008). They should at least be given a thorougimemation before they are used.

The final empirical research that will be discuskete is that of Henning et al. (2004, pp. 119)JsTh
research was conducted to investigate the criti@enJS GAAP regarding the amount of and the
timing of goodwill impairments before the implematndon of SFAS 142. According to the critics
firms were given too much discretion regarding itin@airment decision. SFAS 142 are regulations
regarding the impairment of goodwill as IFRS 3. Bueir research Henning et al. (2004) examined
171 firms in the United Kingdom and the United 8¢athat announced an impairment of goodwill or a
revaluation of intangible assets during the pefi®€0 till 2001. Henning et al. (2004) used the esgr
sion analysis as depicted in appendix 5.

The outcomes of the research of Henning et al.4p0@icated that the write-offs made by firms in
the United States and revaluations made by firmthénUnited Kingdom can be explained by the
models they used. When the change in value of gitlp@fter the acquisition that led to the recogni-
tion of goodwill, is taken into account no sign#it differences were found between the write-offs
and revaluations and their predicted amounts. Alingrto Henning et al. (2004) however it was dis-
turbing that during the transition to SFAS 142 digantly higher than predicted impairments were
taken. This means that although the impairmentédcoa explained the timing of the recognition of
the impairment could not. The advantage of an inmpait loss during the transition period was that
the impairment was shown as a non-operating lofiseityear of the adoption of SFAS 142, but as an
operating expense in subsequent years. Accordiftetming et al. (2004) these outcomes were con-
sistent with the findings of Elliott and Shaw (19&8ee also section 4.3.3) regarding big bath ageou
ing. The firms in the United States appeared teehzostponed the effects of the impairment and the
firms in the United Kingdom appeared to time theoime increasing effect of the revaluations of
goodwill. These findings indicate that a certainoamt of influence was used in determining the tim-
ing of the impairment decision, because a diffetening of the impairment (and revaluation) could
have had a major influence on the presented inéorie financial statements.
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4.3.2 The effect of a change in CEO

A completely different direction of research thapgorts the link between earnings management and
goodwill impairments, has been performed by Mas&aait et al. (2007). This research was directed
at the influence of a change in CEO on the goodwippairment decision. The thought behind the
ration for this research is that CEOs tend to maaip the impairment decision in the early years of
their tenure. Impairments taken shortly after tees iICEO has taken office can be blamed on the pre-
vious CEO. If this difference would exist, it wouldply that the regulations regarding the impairtnen
of goodwill are not implied consistently. To invigstte the possible effects of a change in CEO Mas-
ters-Stout et al. (2007) examined the change effibsition of the 500 biggest companies in the dvorl
during the period 2004-2006. The results of thdyaa(Masters-Stout, 2007, p. 13) provide compel-
ling evidence that more goodwill is being impaiteg new CEOs than their senior counterparts. A
relationship between net income of a firm and tm@ant of impairment recognized was found for alll
CEOs. The impairment increases when net incomefiofnadecreases. In situations were firms report
a loss, significant evidence exists that CEOs takee impairment losses. These last two findings can
be associated with big bath accounting. Overallréseilts indicate that new and senior CEOs apply
the impairment rules differently.

In their analysis of the effects of a change in CEasters-Stout et al. (2007, pp. 4) also refetoed
prior research regarding earnings management. A shenmary of the for this thesis relevant find-
ings is discussed here.

Jordan and Clark (2004) have provided evidenc¢hi®usage of big bath accounting which is consis-
tent with the findings of Henning et al. (2004)discussed in section 4.2.2. They found that when
firms recognized an impairment loss after the ihiiion of impairment rules by the FASB, their
performance was significantly lower compared to tlo@-impairing group (before introduction of
these rules). This implies that firms take as muoskes at once, indicating big bath accounting.

Sevin and Schroeder (2005) performed research diegathe transitional year of SFAS 142. Their
findings suggest that smaller firms were more negtimpacted by these new regulations, and were
more likely to take impairment losses than biggeng. Sevin and Schroeder (2005) therefore argued
that goodwill seemed to be lending itself to somel of manipulation. Relevant factors in the ma-
nipulation of an impairment decision seem to bigrad size and its level of earnings.

A reference to other research regarding CEO changssnade as well by Masters-Stout et al. (2007).
Strong and Meyer (1987) concluded, as Masters-&balt. (2007) did, that a change in senior man-
agement was of significant influence on the impainirdecision. If a distinction is made between new
CEOs that come from within the firm or the oned #ive attracted externally a distinction can beenad
as well. Externally attracted CEOs tend to influetie decision more than internally attracted CEOs.
This is supported by research done by Wells (2008, also found evidence of earnings management
that decreased income particularly for externatisaated CEOs.
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Lapointe-Antunes et al. (2008) also investigatedldfiects of a change in CEO on the relation ofi-ear
ings management and goodwill impairments (for theleh see appendix 6). They found that the adop-
tion of the impairment approach led to large redigms of impairment losses for Canadian firms.
Firms were found to both overstate and understageirmpairment losses. Higher than necessary
goodwill impairment were found to be reported unsieveral conditions, amongst others a change in
CEO. Another reason to recognize an impairmentJassto minimize the deviation between a firms
return on equity and return of assets and thahefindustry it operated in. Lapointe-Antunes et al.
(2008) found this deviation to be important to iggui@ae smaller impairment losses as well, firms did
not want to underachieve relative to the indudtigytoperated in. The recognition of smaller impair-
ment losses proved to be caused by unrealized gairssock options, the issuance of new equity or
debt capital and whether a firm has a double slistkg. The impact of reporting lower than average
results would influence the values and costs o$dahatributes, therefore firms try to report simila
results as in the industry they are in.

Finally the findings of this research seem to iatkcthat the composition of the audit committea of
firm is of influence to the impairment decisionvesll. Financially literate and independent auditneo
mittee members seem to have an influence on theévgthampairment decision. These members seem
to be able to constrain the opportunism of managémwéh respect to transitional goodwill impair-
ment losses. Noticeable for this research is tlaginte-Antunes et al. (2008) divided the total sam
ple into industry groups (energy, materials, indakt consumer discretionary, consumer staples,
health care, financials, information technologye¢emmunications and utilities), according to TSX
Indices, as given by Compustat.

4.3.3 The effect of incorporating the capital marke

Research focusing on reactions of the capital mafter the announcement of goodwill impairments,
instead of the timeliness and accuracy of goodwipairments, has been performed by Elliott and
Shaw (1988). They have investigated the marketiicrecon the reporting of impairment or restruc-
turing charges of 240 firms during the period 19885. To be included in the research the charges
had to be at least one percent of the firms yedrassets. The research performed by Elliott anavSha
(1988) is based on a regression analysis as ddpictappendix 7, which is consistent with the re-
search approach adopted by Van de Poel et al. {2Beatty and Weber (2006) and Masters-Stout et
al. (2007).

Elliott and Shaw (1988) found that the firms initheample recognized impairment losses due to eco-
nomic difficulty. In the three years prior to thmpairment the firms experienced a declining return
assets and market value related to earnings. 3&anes of the firms were found to be significantly
below the average of their industry. The firms asaounced a more than average decline in dividend
pay-outs and were confronted with more bond deesetigan other industries. This can be explained
as follows, in economically difficult times therfis performed poorly. Both the firm’s stock returns
and dividends pay-out reflected these conditiomsiggquently, the recognition of an impairments loss
was necessary, because the value of the firm aradsets had declined.
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Elliott and Shaw (1988) found the consequencebl@fecognition of an impairment on the stock mar-
ket were found to be negative. After the loss veg®gnized the firm’s industry-adjusted stock resurn
remained negative. During the first two days affiter announcement of the impairment loss the share
return proved to be significantly negative. Theselihgs also support the view that the firm recog-
nized an impairment during economic difficulty. Blems are not solved by recognizing an impair-
ment loss, the firm is still expected to encourgeonomic difficulties. Zucca and Campbell (1992)
also focused on the capital market and found tittetwas no significant market reaction to impair-
ment announcements. Their research period coversdtbider period however, 60 days before and
after the impairment announcement. Although thslifig is in contrast to the findings of Elliott and
Shaw (1988) it could be caused by the period cagtir the research.

4.3.4 Other insights

The research carried out by Li, Shroff and Venlkatean (2005) has already been discussed shortly in
chapter 3. One of the purposes of the researchtavas/estigate whether firms that recognized an
impairment loss had overpaid for acquisitions madée five years prior to the impairment. The sam-
ple of Li, Shroff and Venkataraman (2005) consigie885 firms in the United States that announced
a loss caused by a transition goodwill impairmanird) the period 2002-2003. To be included in the
sample the announcement of the impairment losgdae the first announcement of such kind since
the beginning of 2002.

Based on their particular sample and regressioretaddee appendix 8) Li, Shroff and Venkataraman
(2005) found that, relative to a control sampleacfuiring firms, the firms announcing one or more
impairments losses during their research periog wesre likely to have overpaid for the target aequi
sitions made during the five years prior to the amment. Their tests also revealed that a negative
correlation exists between the impairment loss #n&dfirm’s post-acquisition return performance.
This means that after the impairment the firmsgenfince does not improve. This is consistent with
prior discussed research from Elliott and Shaw 8)98

Hayn and Hughes (2006) have examined whether iorsegtere able to effectively predict a goodwiill
impairment based on the financial disclosures aboquired firms. They found that the disclosures
available for investors were not providing enougfoimation to enable them to act in such a manner.
This was not the only findings of their researchvaeer. By using a prediction model, as depicted in
appendix 9, on a sample of 1276 write-offs on &itjons over the period 1988-1998, they discov-
ered a time lag between the deterioration of tkalte of the acquired firm and the recognition of a
impairment loss. This means that impairment lossesnot recognized immediately, but only after a
certain amount of time, which was found to be thieedour years on average. Hayn and Hughes
(2006, pp. 226) suggest that for some firms, #uisi$ acceptable. It enables the firm to recoveme-
fore this behaviour should not be seen as delayipgirments. About one out of three firms however
experienced a persisting poor performance of thyieed entity that lasted for six up to ten years
before the recognition of a write-off. According layn and Hughes (2006) this might reflect mana-
gerial discretion in the timing of goodwill writeffe in order to meet certain reporting objectives.
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Conclusion

Based on the empirical evidence discussed in #iSa it can at least be suggested that the impair
ment decision of firms is influenced by manageinakentives that are not purely economic. Both the
potential for discretion because of firm specificaacteristics and the flexibility in accountingust
dards play a role in these incentives. The resedisgtussed has provided many different insights re-
garding the link that exists between earnings mamamt and the goodwill impairment decision. The
insights that have been discussed in the thirdasecf this chapter will be mainly used to devebp
model that can be used to examine this link evéteibend further.

4.4 Summary and conclusion

In this chapter empirical research that providedece for the existence of earnings management has
been discussed. Evidence provided suggests thaigeemmanage a firm’s earnings, by engaging in
income smoothing or by taking a bath. Evidencendigg the link between earnings management and
the impairment of goodwill has been provided asl.wkhis evidence suggests that the impairment
decisions of a firm are influenced by manageriakittives that are not purely economic. Both the
potential for discretion because of firm specifimacteristics and the flexibility in accountingust
dards plays a role in these incentives.

4.5 Overview of important literature

In this section an overview of the important enuaitiliterature discussed in this chapter will be-pr
vided. Table 1 provides an overview of the empirlitarature discussed in the second section, the
area of earnings management. Table 2 provides enview of the discussed empirical literature in the
third section, the link between earnings managermedtgoodwill impairments.
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Chapter 5: Research design

5.1 Introduction

In this chapter the research design of this thedisbe developed. This development will be made
based on the discussion of the previous chaptemse of earnings management and the use of good-
will impairments as a tool for earnings managemehe first step in this process is the development
of several hypotheses based on the literaturend@mbeen discussed in earlier chapters of thissthes
This is the subject of the next section. The seiad in developing the research design is to dind

to develop a model or several models that can bd tstest the hypotheses. The model that will be
used in this thesis will be discussed in the tkedtion of this chapter. The sample that will beduis

this research will be discussed in the fourth sectThe gathering of the data that is needed tdwdn
the research is described and discussed in thed#ttion. This chapter ends with a short summary
and conclusion.

5.2 Development of hypotheses

The basis for the empirical research in this thesithe research performed by Van de Poel et al.
(2008). Therefore, if relevant and correct, the sagasoning as applied by Van de Poel et al. (2008)
can be used in this thesis. Van de Poel et al.g2pp. 13) make a distinction between two types of
errors in financial reporting that can be causedriagularities in the goodwill impairment testrs$ij

it is possible that firms recognize an impairmex#ts| when this is not necessary. This means that al-
though the fair value of goodwill is higher thas ook value, an impairment loss is reported. This
kind of error is also called a Type | error. Sedgrfidms can fail to recognize an impairment loss,
although the fair value of goodwill is less thamlibok value. This kind of error is also calledypd

Il error. The two types of errors can be summarireithe following figure.

Financial reporting

Impairment reported No impairment reported
Goodwill Fair value > Book value Type | error correct
Fair value < Book value correct Type Il error

Figure 1: The impairment matrix
Source: Van de Poel et al (2008, pp. 31)

This impairment matrix will be used to develop thypothesis that will be used and answered in the
reminder of this research.

According to Van de Poel et al. (2008, pp. 13-1ghrecy contracts between managers and sharehold-
ers of a firm are designed to align managerialritices with shareholder benefits. To support this
statement several examples are given by Van ded?@tl (2008). Managers are for instance granted
stock options or bonus plans that are earningsebdg granting these rewards to managers they
might be encouraged to maximize a firm’'s profit ghds act in the way shareholders desire. It is
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therefore expected that managers have incentivastdmize firm profit by postponing the recogni-
tion of goodwill impairment losses to maximize theivn wealth. If such a circumstance occurs it is
called a Type Il error. Not only is this consisterith Van de Poel et al. (2008), but it can alssbp-
ported by empirical evidence as provided by Hayhldoghes (2006, pp. 226) that has been discussed
in section 4.3.4 regarding the timing of goodwiligairments. Their findings support the view that a
delay in accounting for write-offs exist. It is @ide that this delay in the timing of goodwill Wi

offs reflects the use of managerial discretion &enhtertain reporting objectives.

It is possible however that maximizing a firm’s oefged earnings is not the optimal strategy for man-
agers. To support this statement Van de Poel €2@08, pp. 13-14) refer to Kirschenheiter and Me-
lumad (2002). These authors found incentives fanagars to engage in income decreasing behaviour.
Large earnings surprises were found to have a ivegatpact on the inferred precision of earnings,
reducing the effect it has on the value of a fikangers therefore have incentives to reduce easning
surprises. The first incentive is to smooth earsimgpen they can be described as unexpectedly high.
The second incentive is to take a big bath wheniegs are sufficiently low. It is possible to mini-
mize earnings in several ways. First it is posdibleecognize an impairment loss when it is neggssa
instead of postponing it, which will lead to lesg€ Il errors. Secondly the recognition of impainne
losses could actually be accelerated, which wétlleo more Type | errors. Considering this, theyonl
conclusion can be that the timing of goodwill impagnts can have a great impact on reported earn-
ings.

The timing of the recognition of impairment losszs be influenced by management in using the
discretion that is incorporated in the test. Mgrecifically management can influence the assumgtion

that form the basis for the impairment test. Managee therefore given the discretion necessary to
use earnings management. Research supportingi¢hwshas been discussed in section 4.3.1 (Zucca
and Campbell, 1992; Alciatore et al., 1998; Fraetial., 1996; Beatty and Weber, 2006).

From the above discussion regarding Type | and Tijerors and the discussion of empirical evi-
dence about the link between earnings managemedng@sdwill impairments in the previous chapter
the first hypothesis can be derived:

H1l: Firms are more likely to recognize a goodwithpairment loss when their
earnings can be described as unexpectedly low,reeparibus.

This hypothesis can be linked back to the discassagarding big bath accounting. The reasoning for
this is as follows. If a firm has earnings that tendescribed as unexpectedly low, the firm's diera
performance can be described as below the desived In these circumstances a firm's management
is more likely to recognize an impairment loss.rBgognizing an impairment that is actually bigger
than necessary, a Type | error, management provisieé with the opportunity to prevent (up to a
certain level) the recognition of impairment losgeshe future and thus to improve future earnings.
Increasing future profit is not possible howevercsi the goodwill impairment is irreversible. Not
only can this hypothesis be linked back to big bathounting, the bonus plan hypothesis as dis-
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cussed in chapter two can also be used. Shouldgeshae unable to reach the profit level where
they receive a bonus in one year, they improve giences of receiving this bonus in coming years
by making use of big bath accounting. Based oretlaeguments, it is expect that this hypothesis will
hold when tested by the model that will be devetbjpethe next section.

Based on the discussion of income smoothing, thenseform of earnings management discussed,
from the second chapter, the second hypothesibeaeveloped:

H2:  Firms are more likely to recognize a goodwithpairment loss when their
earnings can be described as unexpectedly higheietparibus.

The reasoning for this hypothesis is as followsdéinthe circumstances that a firm has earnings that
can be described as unexpectedly high, the ceadlinganagement’s bonus will probably be reached.
The bonus received by management will not incredise a certain profit level anymore. If these cir-
cumstances occur management has an incentivedgmnige an impairment loss. By accelerating the
recognition of the loss, management has a bigganahof receiving their bonus in next years as,well
since it will not be necessary to recognize thedaimpent at that moment.

The choice for recognizing an impairment loss, at, tan also be derived back to management’s de-
sire to present a consecutive line of increasingiegs. Depending on the absolute size of the im-
pairment, it can have a big influence on the coutbee reported earnings by a firm. It is therefore
well possible that management has incentives tgppose the impairment loss and to pass the impair-
ment on to the future in the case of poor perfomeaBut, when looking at the case that earnings can
be described as unexpectedly high, earnings cambethed by recognizing an impairment loss even
though this is not necessary. This would be a Tygreor. As can be concluded from this discussion,
the hypothesis can be discussed form several diffguoints of view, the first is based on the bonus
plan hypothesis, the other is based on the ingentgvsmooth earnings. Based on the latter, it is ex
pected that this hypothesis will hold when testedhe model.

Overall it can be concluded that the first two hyses imply that it is expected that managers are
encouraged to underreport earnings (by recogninmpgirment losses) when there are large earnings
surprises, both positive and negative. Managemanstdn incentive to recognize all impairments,
which leads to fewer Type Il errors, and has amrrntive to accelerate impairments, which leads to
more Type | errors. In this way earnings in theaufatcan be boosted, because it is not necessary to
recognize an impairment (also see Van de Poel,2G08, pp. 15). By answering these hypotheses an
answer to the first research question can be fated!
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To answer the second research question of thigstltee empirical results of the first two hypotbes
are used. The only difference with the first twgbtheses is that the sample will be divided in®- pr
determined industrial sectors. Since there is mzifip empirical research regarding this specifigit

an expectation can only be based on reasoningidrittesis the following reasoning will be followed
Industrial sectors differ in many ways, for examijpléehe way management is granted bonus schemes
and political attention. These kind of differenedl form the basis of the choice for specific aood

ing decisions as described in the positive accaogrtieory. A firm that receives a lot of politicat
tention has incentives to choose different accognthethods than a firm that does not receive this
attention. These conditions are however normaltyamty specific for a certain firm, but most of the
times for a complete industrial sector. Betweendifferent industrial sectors differences can gasil
exist however. A good example of these differereaes be found in Han and Wang (1998), as dis-
cussed in chapter two, where oil firms receivedtaf political attention. A specific group of figrin

the oil industry, the petroleum refining industgngaged in earning management to lower their re-
ported income, and thus lower the political at@mtihese firms received. Firms in other parts ef th
industry did not share the same burden howevey, digt not have to use earnings management to
reduce attention.

This does however not mean that although manageoidirms in some industries are tempted to
engage in earnings management more than othemsanmings management takes place in the other
industries. Firms in these industries may haveratesons related to the positive accounting theory
engage in income smoothing or big bath accountragential differences between the industries can
however only be found by dividing the sample ugliffierent industrial sectors. This division can for
example have the consequence that in the entirpleamo significant presence of managing of the
recognition of goodwill losses can be found, but th different conclusion has to be made on indus-
trial sector level, or the complete opposite. Thiedt hypothesis that has been developed and is ex-
pected to hold is:

H3: Management’s influence on goodwill impairmentedisions differs between
industrial sectors , ceteris paribus.

The reason to expect that there are differencéserinfluence on goodwill impairment decisions be-
tween industrial sectors is build on the positieecunting theory and firm industry specific chaeact
istics. Based on the positive accounting theory éxpected that although managers operate inrdiffe
ent industries and may have different reasons ¢oeasnings management, the incentives for them to
act in such a manner are the same. Their attitogartls using earnings management is based on the
three hypotheses described by this economic théfofiym industry specific characteristics are take
into account however differences between industaresexpected. During the research period not all
managers have the same incentive to use earninggg@@ent based on these differences.
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Based on one of the variables in the model thdthgildeveloped in the next section, change in indus
trial return on assets, it is expected that difiees between industries will be found based orirthe
dustrial performance. When performance is declimmgge indications of big bath accounting is ex-
pected and when results are increasing more incamothing is expected. It should however be
noted that as stated earlier, managerial incentihas could possibly not be controlled are most im
portant.

Based on the discussion of empirical evidence mptdr four, section 4.3.2 to be more precise, it
would also be possible to include a fourth hypathés the research. This hypothesis would be di-
rected at the effects of a CEO change on the gdbifpairment. As has been described in chapter
four it is discussed that a change in CEO can résuig bath accounting. It would therefore be hy-
pothesised that firms that experience a changeE® @cord more goodwill impairment losses. Im-
portant research on this topic has been perfornyelidsters-Stout et el. (2007). The findings from
this research suggest that new CEOs impair mordwgdldhan CEOs that work for a firm for a longer
period. Lapointe-Antunes et al. (2008) found higtransitional goodwill impairment losses when a
firm experienced a change in CEO. Based on theskestit is expected that a relation exists between
a change in CEO and the recognition of goodwillamment losses in empirical research. However as
will be discussed in the fifth section no databfasehe change in European CEOs exist, therefdse th
research is beyond the reach of this researcheTable to conduct this research every financiaésta
ment will have to be examined.

5.3 Development of model

To be able to test the hypotheses developed ipringous section, a model has to be found or needs
to be developed. The basis for the model that vgllused in this thesis can be found in the second
model as used by Van de Poel et al. (2008, ppv#iirh looks as follows:

IMPit = ag + a3 GWi + 0, SIZE; + 03 GW_Country + a,AGDPR,
+ 05 AINdROA; + agASALES; + a; ACFQ; + agBATH;; + 0 SMOOTH,
+ 010LAW ¢ + 019 BATH * LAW ;. + a1, SMOOTH; * LAW ¢ + Z a; Controlg; + &;

Some of the variables used in the model will howéeremoved from it, whereas other variables will
be included. As stated earlier, the basis for tlthsmges is formed by the variables used in thesimod
that are incorporated in the appendices. Bothrhkision of new variables and the exclusion of old
variables will be based on a discussion and a casgraof the variables as included in the different
models. The main focus will be on variables thatehproven to have a significant effect on the good-
will impairment decision in previous studies andialales that are interesting to include according t
the author. The reasoning of including the varighidl be discussed as well. The variables that wil
be included in the model will now be discussed ssply. How the variables were measured in previ-
ous research will be discussed as well, sincerfight have an influence on the outcomes of the
model and its analysis.
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5.3.1 Dependent variable

The dependent variable in this research will regmeshe impairment choice made by firms and is
calledIMPAIR. In this way it is possible to investigate theeetf that factors have on the impairment
decision made by firms. As has been done in previesearch of Van de Poel et al. (2008), Beatty
and Weber (2006), Henning et al. (2004) and Hayhtnghes (2006) this variable will be tested as a
dummy or an indicator variable. This means thatwiie firm has recognized a goodwill impairment
loss, the value of the variable equals one, ottenitiwill equal zero. According to Van de Poebkt
(2008) the outcomes of the research would not fogmitly differ if instead of a dummy variable ac-
tual amounts would be used. To control for thig, thgression analysis will be performed twice. In-
stead of a dummy variable the amount of goodwippainments will be used in the calculation. In the
case of the second analysis the dependent vasalblee namedMPAIR_AMOUNT ;. When filling

in amounts instead of a dummy variable in an aiglyss necessary to control for the size of tienf

In this way the relative size of an impairmentdstéd instead of the absolute amount. If the atesolu
amount would be tested, the results could be détoherefordMPAIR_AMOUNT; will be tested

as the reported impairment amount deflated by sséts at the end of the previous year. The way th
dependent variable is tested is in accordancetivithmodel as used by Lapointe-Antunes et al. (2008)
(appendix 6), and partly in accordance with moddfrancis et al. (1996, pp. 122-124)(appendix 3).
Francis et al. (1996) measure the dependent varibthe reported amount of the write-off deflated
by total assets at the end of year t-1 for writiefioins. In the case of non-write-off firms the val
equals zero. The model as used by Francis et 296j1must therefore be seen as a combination of
models that use a dummy variable and models tiaaomunts. It therefore justifies the usage of both
methods.

5.3.2 Independent variables

In this subsection the variables that will be ipmyated into the model as independent variablds wil
be discussed. The first independent variable thiabe included in the model I©§OODWILL;;. This
variable has proven significant in the researciar de Poel (2008) et. al. at the level of one gtc
The reason for including this variable can be foundlapointe-Antunes et al. (2008, pp. 44). Firms
that have a higher amount of goodwill relativeheit assets can be expected to incur more andmigge
goodwill impairment losses. The ratio behind tlishat with the increase in the relative size ajdyo
will comes a bigger exposure to impairments. thisrefore expected that a positive relation between
this variable and the impairment decision exi@@ODWILL;, will be measured in the same way as
has been done by Van de Poel et al. (2008) (appe)diMasters-Stout et al. (2007) and Lapointe-
Antunes (2008) (appendix 6). This means that theusathof goodwill on the balance sheet will be
deflated by the firm’s total assets on the opemhialgnce.
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The next variable that will be included into thedabisSIZE;. This variable has proven to be of sig-
nificant influence on the impairment of goodwillaigon in the research of Van de Poel (2008) et. al
at the level of one percent. According to Van delRa al., (2008, pp. 20), this variable is incldde
into the model to compensate for the size of tha.fiThe variable is measured as a firm’s natural
logarithm of its total assets, as has been donéanyde Poel et al. (2008) (appendix 2) and Lapeinte
Antunes et al. (2008) (appendix 6). In other regeathat of Henning et al. (2004, pp. 114, appendix
5) and Francis et al. (1996, pp. 122-124, appeByisales is used to measure the size of the Asn.
will be discussed into more detail when discussitiger variables of the model that is being devel-
oped, sales is already included. Therefore it @seh to use the natural logarithm of the firm’'setss
to determinesIZE;.

It is expected that a positive relation betweenviméable and the goodwill impairment decision &xis
This means that larger firms are expected to reézegmore and bigger goodwill impairment losses
than smaller firms. This is somewhat in contraghvidevin and Schroeder (2005) as discussed in sec-
tion 4.3.2, who concluded that smaller firms wererenlikely to recognize an impairment loss. Their
research only covered the transitional year of SEAS however. As has been stated, that year led to
several accounting standards that deviated fronstdredard in later years. The outcomes of their re-
search are therefore not completely comparablehisr research. Sevin and Schroeder (2005) did
however conclude as well that the possibilitiesnfiiencing the impairment decision were positively
correlated with the size of a firm, implying thagder firms can influence their impairments more
than smaller firms. In this research it is therefexpected that a positive relation exists betwaeen
firm’s size and the impairment decision.

Before the introduction of IFRS firms reported thimancial statements according to local GAAP of
the country they were situated in. The standardd s these countries did have their similarittas,
differed as well. Because of these differencespibiat of start under IFRS was not equal for firms
coming from different countries. The differencesegulation, regarding for example goodwill, led to
differences in reported values of these assetgrmgfin similar situations in different countriebo
compensate for these differences Van de Poel (280&) included the variabl@W_Country, that
was found significant at the ten percent level.sThariable represented the median proportion of
goodwill that firms in a specific country have dmeir opening balance. In this way the effects of
country specific regulations on the occurrence #ral height of impairment is taken into account.
Since the sample used in this thesis contains firam different countries with different GAAPs be-
fore IFRS as well, the variable is included as wHfle variable is expected to have a positive effac
the impairment decision, as stated WBOODWILL; it is expected that the presence of a higher
amount of goodwill will lead to an increase in inpaents.
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As value forGW_Country, another measurement as Van de Poel (2008) eilldewused however.

In this thesis the variable will represent the ageramount of goodwill, as a percentage, on tha-ope
ing balance of the firms from a specific countrgdisn this research. The underlying reason behind
this is that no database with the information ndexteuld be found. The reason to choose for the-aver
age amount of goodwill instead of the mean of gathaw the opening balance in a country is that the
average amounts represents the differences betweestries better according to the author. In appen-
dix ten the values of both the average and mearuatrad goodwill of the countries in this research
are presented to show the effects of this choice.

Not only differences in past regulation are of impoce to the impairment decision, but the manmer i
which regulation was and is lived up to as wellr #as reason the rule of law codAW is added to
the model. This factor has been found significarihe one percent level by Van de Poel (2008)let. a
The rule of law code of 212 countries has beenighibd by the world bank. The basis for this score
has been formed by a research covering the pefi®#d @ntil 2006. For the research six dimensions of
governance have been measuregdjce and accountability, political stability antbsence of violence,
government effectiveness, regulatory quality, midaw, and control of corruption”(Worldbank,
2007, pp. 1). By measuring these variables, theesmpresents amongst others how well rules and
regulations are lived up to by the inhabitants famds in a country. Another determining factor fbe
value of this variable is the quality of law enfemtent, like the working of courts and other law en-
forcing institutes, in a country. By including thiariable this kind of country specific charactecs

are accounted for. It is expected that a negaélation between this variable and the impairment-de
sion exists. In countries with a higheAW score, management of firms is expected to folleguta-
tions better and thus engage less in earnings reareag.

To compensate for the economic condition a specdimtry is in, the variablAGDP; is enclosed in
the model, as has been done by Van de Poel (2@08), evho found it to be significant at the one
percent level. The economic conditions of the coestin the sample are most likely to differ, a8l wi
probably also be reflected in the results of theadiin these countries. Data from all firms carreéhe
fore not be compared without being corrected fa éeonomic conditions, since it could lead to
wrong conclusions. The increase of goodwill impa&nts in a country and its different industries may
be attributed to an increase in earnings managemdmdreas the actual reason is an economically
troublesome period. It is therefore expected thist ariable has a negative effect on the impaitmen
decision. During periods of growth the number amtbant of impairments is expected to reduce,
whereas in periods of decline the opposite is edgoec
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The next variable to be included in the modefisdROA;;.. This variable will be measured as the
change in return on assets of a firm’s industrynfrgear t-1 to year t, as has been done by Van de Po
et al. (2008) (appendix 2). In this thesis the meton assets will be calculated after correctianrée-
ognized impairment losses. In this way the incenfr engaging in big bath accounting or income
smoothing will can be measured more correctly. \Wdhe variable be calculated without this correc-
tion, then it could be concluded that the recognitdof the impairment loss was not due to earnings
management, while in fact it was. Moreover it igportant to correct for the impairment decision of a
firm, since the firm’s return on assets compareth®industrial return on assets will be the bésis
the variables that are related to reporting ineesti

The research performed by Van de Poel et al. (2608)ved thatt INndROA;.was of significant influ-
ence on the goodwill impairment decision on a fpegcent level. The reason for Van de Poel et al.
(2008) to include this variable was to control floe overall performance of the industry a firm eper
ates in. In their research Francis et al. (199pp€adix 3) and Hayn and Hughes (2006) (appendix 9)
made use of a return on assets variable as wedl.ofly difference is that they had chosen the ROA
on firm level instead of industry level. Becausethw importance of industries in this thesis thesle

of industry performance will be chosen. In this veagomparison can be made between a firm and the
industry it operates in. Would be chosen to incltieefirm ROA, then this comparison would not be
possible. It is expected that a negative relativiste between thefIndROA;. and the impairment
decision. The goodwill impairments recognized iniagustry are expected to decline when overall
results rise. (In appendix 12 the respective returrassets are depicted together with the industria
codes and the names of these industries).

To control for firm specific factors instead of ustry specific factors the variablSALES; and
ACFy are included in the modelSALES; is used to measure the change in a firms salesyear t-1

to t deflated by total assets at the end of ydarlt the research of Van de Poel et al. (2008 2fp.
the variable proved to be significant on the one@at level. The purpose of including the variable
to be able to enclose the economic condition dfra in some manner. If the firm is experiencing
(strong) decreases in sales it could be a posmbkon for the recognition of a goodwill impairment
not taking a possible increase of margins on sal@sconsideration. The variable is therefore ex-
pected to have a negative effect on the goodwilainment decision of a firm. Variabl#CF; has
proven to be significant at the five percent ldwglVan de Poel et al. (2008). As WitSALES; it is
included in the model to enclose the economic d¢amdpf the firm in some manner. The variable is
measured as the change a firm experiences in agperatsh-flows from year t-1 to year t, divided by
the total assets of the firm at year t-1. Althourgine of the other researches described in thissthes
incorporated a variable lik¢CF; it is included in this model anyway. The reasontfus is to be able
to include the firms economic condition in a cotn@@anner. Both variables complement each other.
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To include the expectations regarding earnings gemant in the model, the variabB&TH;, and
SMOOTH,; are incorporated. The value of these two variab&gends on the value of the dependent
variable. If the regression is being performed WNHPAIR i, the dummy variable, botBATH; and
SMOOTH; will be used as a dummy as well. This is conststgth the model of Van de Poel et al.
(2008, pp. 19/22), who found both variables to igaifcant at the level of five percerBATH;; will
have a value of one when earnings can be desabesexpectedly low and a value of zero other-
wise. The variable therefore is an indication af bath accounting by a firm. It is therefore expdct
that this variable is positively related to the aiyment decision. Low earnings are an indication of
poor firm performance, which could lead to the gration to an impairment losSMOOTH, will
have a value of one when earnings can be descabethexpectedly high and a value of zero other-
wise. In the case of the recognition of an impairhiess only the situation of unexpectedly highnear
ings can be taken into account, since negative irmgats are not possible. The variable is therefore
an indication of income smoothing. It is expectedtta positive relation exists between the variable
and the impairment decision. Unexpected good pmdoce of a firm provides an incentive to smooth
income by recognizing an impairment loss. When iagmare considered unexpectedly high and low
will be discussed in the next section.

When the regression is being performed WMiPAIR_ AMOUNT ;; the variables described in the last
paragraph will be calleBATH_AMOUNT;; andSMOOTH_AMOUNT;. The value of these variables
will be calculated with actual amounts as in Framatial. (1996) (appendix 3), who found similarivar
ables POORandGOOD) of significant influence on the goodwill impairmtedecision at the level of
one percent. The variabBATH_AMOUNT;, will have the form of a semi dummy variable. [fisn

has earnings that can be described as unexpedtaalythe variable will equal this unexpected
amount, in other circumstances the variable equaals. SMOOTH_AMOUNT,; will be measured as a
semi dummy variable as well. If a firm has earnitiyggt can be described as unexpectedly high, the
variable will equal this unexpected amount, in ottiecumstances the variable equals zero. The rea-
son for including these variables in the modeltheesame as for includingATH; and SMOOTH,,

they represent the expectations regarding earmreggagement. The only difference between them is
the usage of dummy variables and actual amountat \Mmounts of earnings are considered unex-
pectedly will be discussed in the next section.

To be able to distinguish between industries amddgtigate the possible differences between theen, th
variableINDUSTRY; is included in the model. A similar variable camfound in Lapointe-Antunes
et al. (2008). In their research the division betwedustries as used in Compustat has been used. |
this research a similar division will be used, t88 industry code. Each firm in the sample will be
allocated to one of the distinguished groups, dkhei discussed in more detail in the next section.
Regarding the research of Lapointe-Antunes et280§) a difference will be made in the groups of
firms that will be included in the sample. In thiiesis the financials and insurance companiesbsill
excluded as in Van de Poel et al. (2008, pp. 18 feason for this is to be found in laws and ragul
tions. Financials and insurance companies are @éadlbbecause of the different regulations they have
to comply to. These differences make it difficudt, impossible, to compare the findings for these
firms with other results.
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The final variable that will be included in the nebds the error term, or residugl. This term is in-
cluded to represent the differences between theegsahat are the result of the regression anadysls
the observed values (Aczel and Sounderpandian 20237). The errors or residuals result from the
fit of data and model.

In the research of Van de Poel (2008, pp. 21) ek \ariable BIG4 was included as well, representi
the effects a big 4 audit firm has on the impairtgctision. In this thesis it is chosen not to uidld a
similar variable. The reasons for this choice arbd found in the effects the inclusion would hawe
the size of the final sample and contribution t® ¢ioal of this thesis. One of the primary goalshas
thesis is to investigate whether managers in diffemdustries act in a consistent manner regarding
the usage of earnings management. Should the i@abab4 be included, firms for which data about
the auditor is unknown should be excluded fromghmple. It could also be chosen to find the miss-
ing data, but as with the information regarding ¢thange in CEO, this should be done manually and
is beyond the scope of this research. The exclusfdirm years where the auditor information is
missing would however lead to the exclusion of B8akparts of the sample for certain industries.
Overall it can also be concluded that a signifial@rge proportion of the firms is audited by g i
firm, reducing the contribution of such researae(appendix 11 for data regarding the auditors).

After describing all included variables, the modékst have been developed in this section are:

IMPAIR# = 0 + 03 GW; + 0, SIZE; + a3 GW_Country + a,AGDP
+ a5 AINdROA; + 0 ASALES; + 07, ACF; + agBATH;; + ag SMOOTH,;
+ 0. 0LAW ; + a1 INDUSTRY +¢;

IMPAIR_AMOUNTit = ap + a; GW; + 0, SIZE; + a3 GW_Country + a,AGDPR;
+ a5 AINdROA; + g ASALES; + 0, ACF; + agBATH_AMOUNT
+ 0y SMOOTH_AMOUNT; + d;oLAW j; + a3 INDUSTRY +g;

It should be noted that interaction terms haveyattbeen included in the models developed in this
section. Interaction terms are joint the effectdaldes have not only on the dependent variable, bu
also on each other (Aczel and Sounderpandian 2§208). If there is interaction between the vari-
ables and to what extend will be examined in the neapter, by determining the Pearson correlation
coefficients (Van de Poel et al., 2008, pp. 36)

In the following table on the next page a summdrgllincluded variables and their definitions das
found.
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Dependent variable

IMPAIR;

An indicator variable with a value of 1 when tlwenf has recognized
an impairment loss in the year, and zero otherwise.

IMPAIR_AMOUNT

The amount of the recognized goodwill impairmess|deflated by th
firm’s total assets at the ending balance of ydar t

]

Economic factors

(7]

=

AINdROA The change in return on assets as a percentabe afdustry the firm
operates in. The firm’s industry is derived frone tindustrial Classifi
cation Benchmark Industry (ICB) in Worldscope.

ASALES; The change in sales as a percentage, where tbkitgbshange in salg
in deflated by the firm’s total assets at the egdialance of year t-1.

ACF; The change in operational cash flow as a percentagere the absa
lute change in operational cash flows in deflatgdthe firm’'s total
assets at the ending balance of year t-1.

GW_Country The average proportion of goodwill in a year onapening balance g
firms situated in that country.

AGDPR; The change in GDP as a percentage of the courdriirth is situated
in.

Institutional factor

LAW Score that represents how well rules and regulatgoa followed in a

country by its inhabitants.
Reporting incentives

BATH; An indicator value with a value of 1 when the fitms unexpected
negative earnings.

SMOOTH; An indicator value with a value of 1 when the fitmas unexpected

positive earnings.

BATH_AMOUNT;

The amount of the firm’s unexpected negative iegs

SMOOTH_AMOUNT;

The amount of the firm’s unexpected positive azgysi

Control variables

GOODWILL; The firm’s amount of goodwill on the opening balardeflated by it’s
total assets.

SIZE; The natural logarithm of the firm’s total assetstibe opening balance,

INDUSTRY; A variable has the value of the ICB industry codé®n the total sam

ple is divided into different industrial groups. &Hivision is based op
the Industrial Classification Benchmark Industryision. There are
nine different industrial groups enclosed in thegke.
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5.3.3 Unexpected high and low earnings

This section will define when a firm’s earnings Mié labelled as unexpectedly high or unexpectedly
low, and in if the second model is applied whiclueais given to the variable. The first step irsthi
process is to determine a normal level of earnfogs firm. By comparing this amount to the actual
earnings, the unexpected part can be distinguishteese amounts can then be labelled as being high
or low.

As already has been mentioned shortly in the intctdn of this thesis, it is necessary that firmesia

a somewhat stable environment to be able to definermal level of earnings. The environment pro-
vides a framework that can be used to estimatadh@al earnings. The normal level of earnings can
be determined in several ways, for example by ceimgdhe firm’'s current profits to earnings in the
past and by comparing these earnings to resuliseinndustry a firm operates in. Firms in (fast) de
veloping environments will not have a stable bagiswhich these comparisons can be based. The
chance of making wrong assumptions will therefamegase in less stable environments.

In this thesis a firm’s normal earnings will be éan the return on assets of the industry it dpsra
in. More specifically the average of the returnassets of the current the preceding year will lzglus
The reason to choose for this approach insteadlgfammparing the firm’s own results over a certain
period is to be found in the introduction of IFR@ich is only mandatory from the year 2005. Finan-
cial statements under local GAAP and IFRS cannotdrapared due to differences in regulation.
Considering the research period of this thesis, tiitans that a maximum of four years can be com-
pared. This period is too short to be able to wiggtish a pattern of normal earnings for one firmaon
stand alone basis. The best next alternative is tineompare a firm to the industry it operatesbi,
establishing the normal level of earnings as thgregate of the industry it operates in. Therefore a
firm’s normal earnings will be measured as therretin assets in the industry it operates in dutiireg
year under investigation and if possible the preged

The reason for including the preceding year indddeulation is that results in this year shouldsben
as a proxy for the results in the year under ingatbn. The actual performance of the industryiryr
the prior year is known, whereas performances®ttirrent year can only be estimated. It is theeefo
expected that the results of the preceding yeaalseeed for expectations regarding the current,yea
but remains of influence. Therefore it is chosesdbthe normal level of earnings on the aggregiate
these two years. As stated before, the rule of ureagent will be the return on assets. This is @nsi
tent with Lapointe-Antunes et al. (2008) who amangbers concluded that goodwill impairment
losses were used by Canadian firms to minimizeléwation from the industrial return on assets.

If a firm achieves a higher return on assets tharindustrial average, these earnings are considere

be unexpectedly high. This will be seen as an atiia for income smoothing, since the recognition
of an impairment could mitigate the difference bedw the firm’s results and that of the industry it
operates in. If the firm a lower return on asshentthe industrial average, then these earnings are
considered to be unexpectedly low. This will bensas an indication for big bath accounting. It can
however not be expected that even the smallesttienifrom the industrial average will lead to the
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recognition of impairment losses to smooth incomedake a bath. This is consistent with Lapointe-
Antunes et al. (2008), who found that firms botlemstate and understate their impairment losses to
minimize the deviation from the industrial return assets. Some deviation from industrial perform-
ance should be possible before earnings managemilebe applied. It is therefore chosen to include
three indicators for both income smoothing andtmth accounting. In this way it is possible to, in
some extent, examine what deviation from indusgré&aformance is accepted before management uses
earnings management. The first indicator is sahgtdeviation of the industrial average, it isspec-

tive of the difference. Even the smallest deviatwili be accounted for as an incentive to smooth
earnings or take a big bath by recognizing an impent loss. The second indicator will be set at a
deviation from industrial average of two and a lpafcent. The third indicator is set at a deviatbn
five percent. This means that only a deviation fiodustrial performance of respectively two and a
half and five percent minimum are considered t@béncentive for earnings management. In the fol-
lowing of this thesis the difference between thdidator variables will be defined as the level tué t
indicator variable. The higher the deviation frdme faverage industrial return on assets, the hitjeer
level the indicator is set.

When the second model is applied, and actual ammoostead of dummy variables are used, the un-
expected earnings will be calculated using thergye industrial return on assets as well. The unex
pected earnings are the difference between a fiowss return on assets and that of the industry it
operates in, multiplied by the firm’s average ass€&his amount is then deflated by the firm's asset
on the ending balance. In this way the variables mreasured in the same manner as IM-
PAIR_AMOUNT;, which deflates a firm’s impairment loss by th&at@ssets at the ending balance as
well. When considering the indicators for big batttounting and income smoothing of respectively
two and a half and five percent it should be ndked this will be taken into account when calcuigti
the unexpected earnings. This means that only reggrebove this indicator are considered unex-
pected.

5.4 Research sample

In this section the process of defining the santipde will be used in this thesis will be discussas.

has been discussed in the introduction, the stistédl firms of Belgium, Germany, France, Luxem-
bourg, the Netherlands, Austria and the United Horg (including Ireland) are the focus of this re-
search. The initial sample of this thesis therefamesists of 8.125 firms that are or were listedhan
stock exchange in these countries. The numbermfis this high, because both currently active and
inactive firms are included in the initial sampi&cluding the inactive firms would have resultediin
smaller sample, but this would have led to the sva$tusable data as well. Firms that have been ac-
tive before the last year of investigation (2008)t not in that particular year, because of fomeple
mergers and acquisitions, would have been remawesd the sample.

The initial sample will be adjusted to fit the rasgh design in several consecutive steps. As dscus
earlier in this thesis, the sample will be splitinfp several different industries, as has beeredpn
Lapointe-Antunes et al. (2008). However in thissikeanother distribution over industries is chosen.
The information necessary for the sample and rekedesign is attained through use of the Thomson
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financial databases. This database works with ingusodes from the Industrial Classification
Benchmark Industry (ICB) (The industry codes arel risspective industry names are stated in appen-
dix 12), which is slightly different from the digiution of Worldscope, as used by Lapointe-Antunes
et al. (2008). Therefore the first step is to remdive firms without any known industry code, since
this code is essential for the outcomes of the Bogbiresearch of this thesis. The effect of thépss
that 3.382 firms are excluded from the initial séenft is possible that in later research thesadiare
given an industry code. This should however be dmamed on research regarding the activities of
these firms. This kind of research is beyond tteecheof this thesis. It would also be possible to in
clude the firms without industry codes in a diffgrgroup and label this group ‘other’. This would
however potentially harm the aggregate outcome$efresearch, since for instance the variable in-
dustrial ROA that is used in the regression ansiydli be defined incorrect.

The second step is to remove the financial anda@mae firms. This exclusion is based on the differe
reporting standards that these firms have to afplyhould these groups of firms be included, then
the outcomes of the research regarding this groufddistort the outcomes on aggregate level. The
effect of this step is that 1.123 firms are excliidehe exclusion of these firms is consistent Witm

de Poel et al. (2008, pp. 18), but in contrast W#bpointe-Antunes et al. (2008), who did not remove
the financials from their sample. Since Lapointewhres et al. (2008) did not provide any explicit
reasons for not removing the financials and instedirms from their sample they will be excluded
from the sample in this thesis anyway.

The next step in reaching the final sample is tdwde firms and firm-years from the sample if the
data needed to calculate the industrial returnsseta is incomplete. The reason for not excludieg t
firm (year) observations that cannot be relatedj@aodwill prior to the calculation of the industrial
return on assets, is that this is not an essectiadlition for calculating the return on assets. Whe
calculating the industrial return on assets, orglae removed from the sample as well. In totateth
were 107 outliers spread through the different stdess. From the removal of these observations no
significant changes in the returns on assets cedusince the removed values were both positive and
negative. After this firm (year) observations withhgoodwill on the opening and ending balance were
removed if no impairment loss had been recognizethd that year. The reason for excluding these
firm (year) observations is that no relation to slubject of this thesis can be found. Without thesp
ence of goodwill at a certain moment during a yearimpossible to perform an impairment test.sThi
means that the indicators reflecting incentivesiioome smoothing and big bath accounting included
in the model would be useless. After these stegzsrgple of 7.862 firm year observations remained.

The final step was to eliminate the firms and fiyears for which not all data of all the other respe
tive variables in the models was available, simie would make it impossible to derive correct data
from the regression analysis. As with the industigle of a firm, it could be chosen to search fasmi
ing data in the financial statements of the firm®btain these. This is however beyond the scope of
this thesis. After all the consecutive eliminatiaidirms and firm years, a final sample of 7.6%4nf
years will form the basis for the regression aregythat will be discussed in the next chapter. The
characteristics of the sample are depicted inahketbelow.
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Descriptive statistics — Recognized goodwill impainent losses divided by industry

Industry group Number of companies
Total % of total | Impairment | % of total
0001| Oil and Gas 143 1,87% 29 20,28%
1000| Basic materials 357 4,66% 53 14,85%
2000| Industrials 2.372 30,99% 375 15,81%
3000| Consumer goods 1.070 13,98% 151 14,11%
4000 | Health care 553 7,22% 74 13,38%
5000| Consumer services 1.574 20,56% 287 18,23%
6000| Telecommunications 1611 2,10% 35 21,74%
7000| Utilities 108 1,41% 26 24,07%
9000| Technology 1.316 17,19% 192 14,59%
Total 7.654| 100,00% 1.222 15,97%

Based on the descriptive statistics presenteddrahle above it can be concluded that differentes
size both an absolute and relative level betweenrttustrial groups exist. This stresses the impor-
tance of splitting up the total sample into differéndustrial sectors. Outcomes in the smaller $adu
tries could be overshadowed by outcomes in ther atlaleistries considering the differences. The ac-
tual size of an industrial group is important foe toutcomes of the regression analysis in anothgr w
as well. In statistical research a regression aimtyan only be executed when there are enough-obse
vations in the group under investigation. Seveiféiknt rules of thumb exist about the minimumesiz
of a sample to be able to use a regression arfalysiese vary from a minimum of thirty observations
or five to forty times the number of variables umbkd in the regression analysis. It is however com-
mon to choose a minimum of ten times the numberadgbles in the regression analysis. With a total
of ten independent variables (excluding the dummuyable for the industries) the minimum number
of observations in a sample should be one hundtedan been seen in the descriptive statistics, the
smallest industry, utilities has a higher amounbbséervations, therefore all the regression anslyse
will be performed.

5.5 Data sources

The information necessary to be able to performettmpirical research of this thesis and to test the
hypothesis distinguished in this chapter has befleated from Thomson’s financial databases. An
overview of the data derived from this databasegvien in the following table. The emphasis in this
table is on the names that the data is given imnlétabases and the variables that make use afdtas

in the regression formula as described in this hapt should be noted that no variable or databas
exists where the change in CEO position for Eurogeens exists. This limits the possibilities ofin
vestigating the effects of a CEO change in thisithe

2 www.palgrave.com

-54-



Name/code of data in
Thomson

Name of the vari-
able(s)in the models

Description Thomson regarding the data

Impairment
(WS.ImpairmentOfGoodwill

IMPAIR;
IMPAIR_AMOUNT

No explanatory or extra definition given.

m

Goodwill GOODWILL; Cost in excess of assets purchased
(WS.Goodwill)
Total assets IMPAIR_AMOUNT; | The sum of total current assets, long te
(WS.TotalAssets) ASALES; receivables, investment in unconsolidated
ACF;BATH; subsidiaries, other investments, net property
SMOOTH; plant and equipment and other asets
BATH_AMOUNT;
SMOOTH_AMOUNT;
GOODWILL;
SIZE;
Sales ASALES; Net sales or revenues
(WS.Sales)
Cash flow ACF; Income before extraordinary items and p
(WS.CashFlow) ferred dividend plus depreciation and am
tization expenses.
Net income BATH;: Period income or loss a firm has present
(WS.Netincome) SMOOTH; after subtracting all costs from all revenue

BATH_AMOUNT;
SMOOTH_AMOUNT;
AIndROA

Income taxes AIndROA Income taxes
(WS.Income Taxes)
ICB industry division INDUSTRY;, The Industrial Classification Benchmd

(WS.ICBIndustry)

Industry division that is based on the stq
exchange markets in the US (Dow Jon
and UK (FTSE).

Big 4 auditor
(WS.Auditor)

The names of auditors were presented
Worldscope, the division in big 4 or not h
been made by the author.
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5.6 Summary and conclusion

In this chapter the design of the empirical redeanc earnings managements and goodwill impair-
ments has been discussed. At first the three hgpeththat will be tested have been developed based
on the empirical research that has been discussdthpter four. After this a model as used by Van d
Poel et al. (2008) has been used as a starting ipdihe development of the two models used in this
thesis. This model has been adapted to fit theareBedesign based on a discussion of models that
have been used in previous studies. The selectivar@ables has been made on the influence they had
on the impairment decision in previous researclerAhe development of the model, the sample used
in this thesis has been selected. After severalimditions, based on completeness of data and firm
relations with goodwill, a sample of 7.654 firm yedbservations remained. These observations will
be tested several times, first to conclude whettemagement influences the impairment decision and
secondly to conclude whether this differs betweawtustries. To be able to answer these questions
three levels of indicators of income smoothing &gl bath accounting have been included in the
model. In this way it can be tested whether, andtat extent, deviation between firm and industrial
performance can be expected before earnings mamagésnused to minimize or maximize this dif-
ference. Some possibilities of future researcimtogase the sample are given as well.
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Chapter 6: Empirical research

6.1 Introduction

In this chapter the empirical research based ornettpession analyses described in chapter fivebsill
performed. First the descriptive statistics of shaenples under investigation will be discussed ghort
After this in the third section the samples will &ealysed to conclude whether earnings have been
managed. With every analysis that will be made,rd@son for applying the test, and the outcomes
will be discussed. As stated in the previous chagach of the samples will be analysed six times,
leading to a total of sixty regression analyses.demvenience the tables that present the outcoies
some of these tests are placed in the appendionBspoce will they be placed in the main text. The
reason for not including all outcomes is a pratticee, it will not add any more value for the under
standing of the conclusions of this theis. The $oaith the regression analyses will be on the idic
tors of earnings management mainly. The chaptes wiith a short summary and conclusion.

6.2 Descriptive statistics

At first the descriptive statistics of the totahgale will be given. In this way the characteristidghe
sample, that have been mentioned shortly in chdpteras well, that will be used in the regression
analyses are determined. These characteristicchamlever not be used to make conclusions, since
these can only be derived from the Pearson cowelabefficients and the regression analysis which
will be discussed in the next section.

Frequency table industry total sample

WS.Industry
Frequency Percent Valid Percent Cumulative Percent
Valid 0001 143 1,9 1,9 1,9
1000 357 4,7 4,7 6,5
2000 2372 31,0 31,0 37,5
3000 1070 14,0 14,0 51,5
4000 553 7,2 7,2 58,7
5000 1574 20,6 20,6 79,3
6000 161 2,1 2,1 81,4
7000 108 1,4 1,4 82,8
9000 1316 17,2 17,2 100,0
Total 7654 100,0 100,0
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Frequency table impairments total sample

Impair
Frequency Percent Valid Percent Cumulative Percent
Valid O 6432 84,0 84,0 84,0
1 1222 16,0 16,0 100,0
Total 7654 100,0 100,0

As shortly mentioned before, the total sample ciagif 7.654 firm year observations during which
1.222 goodwill impairment losses have been recaghiErom the descriptive statistics it can be seen
that four of the industrial sectors have a sharenofe than ten percent of the total sample, with a
maximum of thirty one percent. This stresses theoitance of splitting up the total sample into dif-
ferent industrial sectors. As stated earlier thial ®ample will be split up in nine different sudmsples
representing nine different industries after cosidns have been drawn from the total sample.

6.3 Empirical research

6.3.1 Total sample

The first step in conducting a regression analigsie determine the level of multicollinearity beten

the independent variables. This means that it vélinvestigated what the relationships amongst the
independent variables themselves, instead of tladiaeship between dependent and independent
variable is (Aczel and Sounderpandian, 2002, pp.5B8s is important because if independent vari-
ables are correlated this means that the explanatdue of the variables decreases. A part of the
explanatory power is given by the other variabletdating multicollinearity is done by performing a
Pearson correlation test. In this way the corretagfficients between the independent variables are
calculated and it will be known whether this raatis significant. The outcomes of the Pearsoneeorr
lation test are shown on the next page. As careba & this table multiple significant relations be
tween the variables exist, meaning that the infteeof these variables influence each other. One of
the variables, the indicator of big bath accountimgs been found to be explained entirely by other
variables. This means that including the variabteid not improve the analysis and that it is not of
influence on the regression analysis. In SPSSvirisible is removed from the dependent variables as
can be seen in the excluded variables table.

Excluded Variables®

Collinearity Sta-

Partial Correlati- tistics

Model Beta In t Sig. on

Tolerance

1 Bath 2

,000

a. Predictors in the Model: (Constant), Change Sales, Law , Change Ind_ROA, Change CF,
Goodwill, Smooth, Size, GW Country, GDP Country

b. Dependent Variable: Impair
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Pearson correlation matrix

Correlations

GDP GW Change Change | Change
Country Law Goodwill | Country | Size |Ind_ROA | Bath | Smooth CF Sales

GDP Country

Law 1527

Goodwill 007 0827

GW Country -,261" ,059” 2247

Size -0357  -023| -0817 -015

Change Ind_ROA 279" 012 -0087 -2397 086"

Bath -,035" ,014 ,001| -0397 -116" ,023"

Smooth 035" -,014 -001| ,0397| 1167 -,023"| -1,000”

Change CF ,049” ,003 -014] -046"[ -,058" 0267 -1467| 146"

Change Sales ,091” ,002 -,009| -,0537 - 144" ,0367| -088°[ 0887 089"

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

*, Correlation is significant at the 0.05 level (2-tailed).

Now we have concluded that nine of the ten dependammables will be included into the model we
can perform the regression analysis. When condyetiregression analysis it has to be tested wkat th
overall significance of the model is. This is ddneperforming an ANOVA test (Aczel and Sounder-
pandian, 2002, pp.508). As can be seen in the AN@Ab% the regression analysis is proven to be
significant on the one percent level.

ANOVA®
Model Sum of Squares df Mean Square F Sig.
1 Regression 48,875 9 5,431 42,444 ,000%
Residual 978,026 7644 ,128
Total 1026,901 7653

a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA, Change CF, Goodwill, Smooth,
Size, GW Country, GDP Country

b. Dependent Variable: Impair

Now we have concluded that the regression analyd$@sund to be significant, we can test the power
of the regression and formulate the regression mdtie power of the regression is tested by the mul
tiple coefficient of determination, or’R‘This value measures the proportion of the variatio the

dependent variable that is explained by the contlmnaof the independent variables in the multiple
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regression analysis{Aczel and Sounderpandian, 2002, pp.511). Thestshbwing this score is pre-
sented below.

Model Summary

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

1 ,218° ,048 ,046 ,358

a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA,
Change CF, Goodwill, Smooth, Size, GW Country, GDP Country

As can be seen in the table theiRless than five percent for this regressionsTheans that although
the regression analysis has been found to be wignif only five percent of the deviation between
expected and actual scores can be determined bydbdel. The way the regression model looks like
can be found in the Coefficients table.

Coefficients?

Standardized
Unstandardized Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) -,458 ,052 -8,825 ,000
GDP Country -,011 ,004 -,030 -2,505 ,012
Law 117 ,022 ,060 5,284 ,000
Goodwill ,002 ,000 ,077 6,641 ,000
GW Country -,003 ,001 -,037 -3,052 ,002
Size ,026 ,002 ,163 14,129 ,000
Change Ind_ROA ,000 ,000 -,024 -2,011 ,044
Smooth -,048 ,008 -,066 -5,757 ,000
Change CF -,002 ,000 -,088 -7,727 ,000
Change Sales 3,423E-5 ,000 ,007 ,611 ,541)

a. Dependent Variable: Impair

Based on this table the regression look like this:

IMPAIR#t = -0,458 +0,77 GW,.; + 0,163 SIZE; -0,37 GW_Country -0,3AGDR;
-0,24 AIndROA; -0,88 ACF; —0,66 SMOOTH; + 0,6 LAW j; + &

As can be seen in the regression analysis theblar@hange in sales has not been included. This is
done because the variable has not been proven @b significant influence on the impairment deci-
sion as can be seen in the coefficients table. Mieians that for the total sample at the lowestcadi
tor, when using dummy variables, only an indicationincome smoothing can be found. As already
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stated in chapter five this can easily be explailgamime deviation from industrial performance should
be possible before earnings management will beehpspecially with big bath accounting. All five
other analysis that have been performed on thé dataple will now be discussed, the tables repre-
senting the data for this analysis can be fourappendix 13-17.

As with the regression analysis of the total sanmymé described, the Pearson correlation matriallof
five other analyses shows that significant correfest between the dependent variables exist. In con-
trary to the first analysis no variables are exetlidue to multicollinearity however. This meang tha
the variable that represents the indicator forbagh accounting is found to have added value in the
other regression analyses. The ANOVA test showslitkerthe first regression analysis all five other
models have proven to be significant at the le¥arne percent. The Fhas improved as well, mean-
ing that deviation between expected and actuaksowain be explained better by these models than the
model just described. Noticeable is that the exqilany power of the models differs based on both the
usage of dummy variables or real amounts and tfiedtor variables used for big bath accounting and
income smoothing. The explanatory power of the rhodgeases both when real amounts of impair-
ments and expected impairments are being usechthstedummy variables and when the indicator
variable for earnings management is set at a higlret. Although the indicators for big bath accbun
ing and income smoothing are all found to be sigaift in the five analyses some differences appear.
The indication for big bath accounting is foundo® significant at the level of one percent in aiéf
analyses. Smoothing on the other hand is foune teignificant at the ten percent level when thé-ind
cator is set at two and a half percent, when udingmy variables, and at the five percent indicator
level, when using dummy variables, the variabléoisd significant at the five percent level. In the
circumstances amounts were used, the variableligifeignificant at the one percent level.

Several conclusions can be drawn from these firsdifgst there is an indication for the usage of
earnings management in firms in the total samphe presence of both big bath accounting and in-
come smoothing is significant when some deviatrmmfindustrial return on assets is taken into ac-
count. When this deviation is not present big lzttounting is not even included in the model. These
findings are as expected, since firms will not eyggan big bath accounting for simply underperform-
ing the industrial average only a bit. The sigrifice of income smoothing is most present when the
indicator with the lowest level is used and wheroants instead of dummy variables are used. The
outcomes are therefore consistent with Van de Poal. (2008) who found evidence for managerial
influence on the impairment decision as well.
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6.3.2 The oil and gas industry

The outcomes of the analyses for the oil and gagsimy differ in some manner from the outcomes for
the sample as a whole. When considering the Peamsoglation matrices it should be concluded that,
as in the total sample, in the oil and gas indusigpificant correlations between dependent vaembl
exist. Also the indicator for big bath accountisgémoved from the model because of multicollinear-
ity when the lowest indicator of earnings managenaeid dummy variables are being used. The first
difference with the total sample arises when tlsilte of the ANOVA tests are taken into account.
Although the models are significant at all tedts, level at which they are found to be significeeat-

ies between the levels of one and ten percent. Mkans that the models used have less explanatory
power for this specific industry than for the tasaimple. It should therefore be concluded thatfor
even more significant research in this industngoitild be necessary to include other variable®or t
remove existing. When real amounts are being usgdad of dummy variables the model is found to
be more significant however. This difference alsists when the Rof the model is taken into ac-
count. As in the total sample, the explanatory pawereases both when real amounts of impairments
and expected impairments are being used insteddmimy variables, and when the indicator variable
for earnings management is set at a higher level.

Evidence for the existence of earnings managensnhot be provided unambiguously in the oil and
gas industry. When the indicator is set at the &ivievel and dummy variables are being used, no
indication for earnings management is present.téted in the first paragraph big bath accounting wa
removed from the model. The influence of income athiog on the impairment decision is not found
to be significant. In this situation almost nonetled dependent variables is found to be of sigauific
influence. When amounts instead of dummy variablesused, evidence for big bath accounting be-
comes significant at the level of one percent,tbete is still no evidence for income smoothingh#
indicator is set at the level of two and a halfgeet, evidence for both income smoothing and big ba
accounting is provided when dummy variables are LiEke variables are both found significant at the
level of one percent. When using actual amountg bbih accounting is still found significant at the
one percent level, but income smoothing is no losggificant. When the indicator level is setisef
percent, the presence of income smoothing reméngfisant, but only at the ten percent level when
dummy variables are being used. The presence dbdily accounting is no longer significant. When
amounts are being used, big bath accounting isdf@igmificant at the level of one percent and the
presence of income smoothing is no longer sigmfica

Several conclusions can be drawn from these firdiRgst there is no unambiguous evidence for the
presence of earnings management in firms in thgpta The presence of both big bath accounting
and income smoothing is significant at some ofdhalyses, but not at all. These outcomes can be
explained by research of Lapointe-Antunes et 08 as discussed in the previous chapter. It can
therefore be expected that from the deviation af &md a half percent firms are persuaded more to
use earnings management to minimize or maximizedifierence with the industrial performance.

They can smooth their income, or take a bath ireotd save income to lower the deviation with in-

dustrial performance in later years. The circumstathat more evidence for the usage of big bath
accounting than for income smoothing can be fowardhe explained by the development in the return
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on assets of the industry. As shown in appendixveyehe performance of the industry is declining
over the years, indicating that there will be moreentives for big bath accounting than income
smoothing. Secondly it could be concluded thatrtiwelels used to predict earnings management in
this industrial sector may have to be changedstsgecific characteristics.

The fact that when amounts instead of dummy vaghble used the significance of the indicators of
earnings management changes is because of theneaytounts are calculated. Although there may
be a relation between the recognition of an impairioss and a dummy indicator, suggesting the
recognition was expected, this does not mean igasame relation can be concluded when comparing
expected and actual amounts. Therefore in theoféke analyses only the difference between the two
methods will be mentioned. These observation wald to a conclusion about the usefulness of using
amounts instead of dummy variables in the conctusiahis chapter.

6.3.3 The basic materials industry

The outcomes of the analyses for the basic matdnidlstry point out different findings than thepr
viously discussed samples. When the outcomes oP#aeson correlation matrices are discussed, it
should be concluded that, as in the other samgigsificant correlations between dependent vargable
exist. The indicator for income smoothing is rem¥em the model because of multicollinearity
when the lowest indicator of earnings managemedtcanmmy variables are being used. When the
results of the ANOVA tests are taken into accotishbuld be noted that only the models that make
use of actual amounts instead of dummy variables baen found significant. Moreover thé & the
models that have been found significant is very, Ibelow the ten percent level. This means that the
models used have a very low explanatory power Her difference between expected and observed
data in this specific industry. The first conclusito be drawn should therefore be that for a mgye s
nificant research in this industry, it is necessanadapt the model, based on a thorough research i
the industry.

The only outcomes that will be discussed here lawset of the models that have been proven signifi-
cantly, therefore the models that make use of &etmunts instead of dummy variables. In these
models only evidence for the existence of big lzatitounting has been found. This variable has been
proven significant at the level of five percentadltthe levels of indicators. No evidence for in@m
smoothing has been found. As with the oil and gdsistry the evidence for big bath accounting can
be in some manner be explained by the industriatmeon assets over the years. Although the average
returns increased form 2005 to 2006, in consecytiaes it is found to have declined. The outcomes
for this particular sample can however be distoligdhe exclusion of half on the models used, and
the low explanatory power of the models used. Theeehese outcomes should be used with caution.
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6.3.4 The industrials industry

The outcomes of the analyses of the industrialtos@ce somewhat more comparable to those of the
total sample than the two industries discussediusly, but interesting differences can still barid.
The comparability of results with the total sampén of course be explained by the weight of this
industry in the total sample, since it represehit$yt one percent of the included observationsestiv
gating the Pearson correlation matrices shows diggtificant correlations between dependent vari-
ables exist. The indicator for big bath accounismgemoved from the model because of multicollin-
earity when the lowest indicator of earnings manag® and dummy variables are being used. In all
other regressions the variable is included howeVbe results of the ANOVA tests show that the
model has been found significant at the level af parcent for all analyses. Observations of thefR
the models shows that explanatory power increagts when real amounts instead of dummy vari-
ables are used, and at the higher levels of theatat variables for earnings management.

Although the indicator of big bath accounting imaved from the model when the lowest indicator of
earnings management and dummy variables are bsgdj the variable is of significant influence on
the level of one percent in all other models. Tih@icates that firms will relatively quick use Higith
accounting when their results differ from the india¢ average. This is somewhat comparable to the
outcomes of the oil and gas industry and the rebeafr Lapointe-Antunes et al. (2008). It is expdcte
that some deviation between the firm’'s performagce the industry it operates in exist before earn-
ings management is used to minimize this deviafldre results for income smoothing are somewhat
more unambiguous. When dummy variables are beird,usmoothing is significant at the level of
one percent only at the lowest indicator of earsinganagement. This implies that only small positive
deviations from the industrial average are beingimized by the recognition of goodwill impairment
losses. Bigger deviations are not being minimizeddver, implying that the difference is considered
to be too high. These findings are not comparabthe outcomes of the models that make use of real
amounts. In these models income smoothing is fa@igmificant at the level of one percent, implying
the use of real amounts is a better indicator oiiegs management than dummy variables.

The absence of an indication for income smoothingd #he presence of indicators for big bath ac-
counting can be explained in some manner fromrtasdtrial return on assets. As can be seen in ap-
pendix twelve, the industry shows stable returrer tre years. When a firm performs poorly opposed
to the industry it operates in, there are incentiivengage in big bath accounting, as has beerdfisun

all other samples investigated. When performancstable however, less incentives for income
smoothing are present. This is due to the waynt&ators for earnings management are calculated.
The indicator is the average of industrial retushsurrent and last year. When industrial perforogan

is constant, the lowest level indicator of earningmagement will be set at approximately the cairren
years performance. Firms therefore have, espediatilythe higher indicators, almost no incentives t
smooth their income, because returns are alreathjest
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6.3.5 The consumer goods industry

The outcomes of the analyses for the consumer gioddstry are somewhat comparable to the basic
materials industry. The Pearson correlation matrigleow that significant correlations between de-

pendent variables exist. Also the indicator for lbggh accounting is removed from the model because
of multicollinearity when the lowest indicator adr@ings management and dummy variables are being
used. Although the ANOVA tests reveal that all medee significant at the level of one percent, the

R? of all models is low. The highest score is notreten percent. This means that as in the basic-mate
rials industry, the models used have a low exptaggtower for the difference between expected and

observed data. The first conclusion to be drawnlshiherefore be that for a more significant reskar

in this industry, it is necessary to adapt the rdeesed on a thorough research in the industry.

In the consumer goods industry the indicator f@ome smoothing is only found of significant influ-
ence, at the level of five percent, when the Idwedicator of earnings management and dummy vari-
ables are used. In all other models there is nigatidn for income smoothing found. This impliegtth
only small deviations with the industrial average heing minimized by the recognition of goodwill
impairment losses. As with the industrials indugtris can be explained by the industrial return on
assets. The performance of the industry, and thergirobably the performance of the respective
firms as well, can be called stable. The indicatdrisig bath accounting are all found to be sigaifit

at the level of one percent. Only in the model tnss the lowest indicator of earnings management
and dummy variables the variable is removed. Ath@nindustrials industry the evidence for big bath
accounting and the absence of significant indicafor income smoothing can be explained by the
industrial performance. When a firm performs poapposed to the industry it operates in there are
incentive to use big bath accounting, as in thersamples investigated. When performance is stable
however, less incentives for income smoothing aesent. These outcomes are therefore supported by
research of Lapointe-Antunes et al.

6.3.6 The health care industry

The outcomes of the analyses for the consumertheate industry are somewhat comparable to the
basic materials industry and consumer goods inglutre Pearson correlation matrices show that in
this industry significant correlations between defent variables exist. Also the indicator for bagtb
accounting is removed from the model because oficollinearity when the lowest indicator of earn-
ings management and dummy variables are being &sedhe health care industry all models used
are found to be significant at the level of onecpat by the ANOVA tests, but the Bf all models is
low. The highest score is almost ten percent. Teans that the explanatory power for the difference
between expected and observed data in this spewifistry in the models used is very low. Therefore
again the conclusion to be drawn is that for a nsageificant research in this industry, it is nesaay

to adapt the model, based on a thorough research.
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The usage of earnings management can not be ptmanbiguously in the health care industry. The
indicator of income smoothing is only significahthie indicator level is set at two and a half peitc
When dummy variables are being used, it is proeebe significant at the five percent level, and
when amounts are being used it is significant atathe percent level. These outcomes are somewhat
consistent with Lapointe-Antunes et al. (2008)nfsractually try to minimize the deviation from in-
dustrial performance, but not from every deviati®he indicators of big bath accounting have been
found of significant influence in some, but notaith cases. As stated before the variable is exdude
from the model when the lowest indicator and dunvarjables are being used. The variable is how-
ever found to be significant, when the lowest iathe is used, at the one percent level when amounts
instead of dummy variables are being used. Whenniflieator is set at two and a half percent, the
variable is significant at the five percent levetem using dummy variables and when amounts are
used at the one percent level. When the indicataet at five percent only the indicator that uses
amounts has a significant influence at the levedrd percent level. The dummy variable is not found
to be significant.

6.3.7 The consumer services industry

Considering all outcomes discussed this far, thetrnompelling results of the existence of earnings
management are found in the consumer servicestiyddss always the Pearson correlation matrices
show that significant correlations between dependanables exist, and the indicator for big bath
accounting is removed from the model because oficollinearity when the lowest indicator of earn-
ings management and dummy variables are beingaseell. The ANOVA tests reveal that all mod-
els used are significant at the level of one percEme value of the fhowever depends on the manner
the research is performed. When amounts insteddrofny variables are used the explanatory power
of the model increases with more than thirty pet.cen

The outcomes of the research performed shows liba¢ is compelling evidence for the presence of
both income smoothing and big bath accounting & donsumer services industry. Except for the
indicator of big bath accounting used when the kiviredicator of earnings management and dummy
variables are being used all indicators of earningeagement are found to be significant. The vari-
ables indicating big bath accounting are all foaighificant at the level of one percent when amsunt
are being used. If dummy variables are being usey are significant respectively at the levelsioé f
and one percent at the indicator levels of two aélf and five percent. The variables that repriese
income smoothing are found significant at leveboé percent when the lowest indicator of earnings
management and dummy variables are used. In tlee wihdels using dummy variables it is proven to
be significant at the level of five percent. If auints are being used instead of dummy variables, the
the indicators of income smoothing are all fourgh#icant at the level of one percent.
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The outcomes of the research is this industry angpelling, there are serious indications that eaysi
management is being used. When using amounts éhsfedummy variables the outcomes become
even stronger, the’Rf the model increases significantly as well. Batcomes can however not eas-
ily explained, as done before by the industrialimeton assets. The returns show a somewhat stable
pattern as in the consumer goods and industridlgsiny, where a less strong indication of income
smoothing was found. Perhaps it should be conclidedmanagement in the consumer services in-
dustry follows can be described as being more aggre when recognizing impairment losses.

6.3.8 The telecommunications industry

The outcomes regarding the usage of earnings mareagef the analyses for the telecommunications
industry are almost the complete opposite of thosele regarding the consumer services industry.
The Pearson correlation matrices show significantetations between dependent variables as in all
earlier discussed models. The indicator for bidnkicounting is removed from the model because of
multicollinearity when the lowest indicator of esrgs management and dummy variables are being
used as well. Also all ANOVA tests prove to be #igant at level of one percent.

Although the above described statistics are allganable to the consumer services industry, as well
as many other industries, differences exist reggrttie results of the variables representing egsnin
management. In the telecommunications industryrmembiguous evidence for the use earnings man-
agement can be found. Evidence for income smootisimgly found when dummy variables and an
indicator level of five percent are being used,emihose conditions the variable is significanthat
level of five percent. In all other circumstancessignificant evidence of the usage of income simoot
ing is found. Evidence for big bath accounting idydound when the indicators are represented by
amounts. These variables are all significant ateizel of one percent.

6.3.9 The utilities industry

The healthcare industry can in some manner be cauga the basic materials and the consumer
services industry. The Pearson correlation matsbesv that significant correlations between depend-
ent variables exist. Also the indicator for bigtbatccounting is removed from the model because of
multicollinearity when the lowest indicator of esrgs management and dummy variables are being
used. As in the basic materials industry, the valuthe ANOVA tests however show that one of the
models is not proven to be significant. The regogsanalysis performed at the indicator of five-per
cent with dummy variables, it is found not to bgnglicant.. All other models that use dummy vari-
ables are only found significant at the ten pertevel, whereas the models that make use of amounts
have been found significant at the level of oneget. The Rshow similar differences, presenting a
score below ten percent when dummy variables drghesed, but scores of almost ninety percent are
presented when amounts are being used.

It should therefore be concluded that for an evenensignificant research in this industry, it cobkl
necessary to include other variables or to remaigieg. The outcomes for this particular sample ca
also be distorted because of the exclusion of étfeeomodels used, and the low explanatory power of
two of the models used. Therefore these outcomesldtbe used with caution. In all the researches
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that have been found significant, the only indimatfor earnings management that has been found
significant is that of big bath accounting. Whenoammts are used all indicators are significant at th
level of one percent. When dummy variables are msedvidence for the existence of earnings man-
agement by big bath accounting can be found. Incema&othing has been found significant in none
of the models.

6.3.10 The technology industry

The outcomes of the analyses for the technologysimg are the final sample that has been distin-
guished and will be discussed in this thesis. At wvery sample the Pearson correlation matrices
show significant correlations between dependerialbes. Also the indicator for big bath accounting
is removed from the model because of multicolliitgawhen the lowest indicator of earnings man-
agement and dummy variables are being used. The\AN@sts show that all model are significant
at the one percent level. Thé & the models used are higher when instead of duwariables the
indicators for earnings management are presenteanoynts.

In the technology industry the indicators of bighbaccounting are found to be significant at theslle

of one percent, except for the circumstances wheedt indicator of earnings management is being
used in combination with dummy variables. The digance of the indicators for big bath accounting
can be found in the industrial results. As showappendix twelve, the performance of the indusry i
declining over the years, indicating that therd Wwé incentives for big bath accounting. Despite th
poor performance of the industry evidence for ine@moothing can be found as well. The variable of
income smoothing is found significant at the leeélone percent when the lowest indicator and
dummy variables are being used. When the variadnlesused as amount, the presence of income
smoothing is found significant at the ten percentl with all tests. The presence of income smooth-
ing can, as the presence of big bath accountingxpkined by the industrial results, but as wgll b
Lapointe-Antunes et al. (2008). It can be expetied there are little incentives for income smoaghi
because of the declining industrial performanceweéler firms that do perform better than the indus-
try they operate in have incentives to use incomeathing to save some income for years to come.

6.4 Summary and conclusion

In this chapter the outcomes of the researchesmeel for answering the research questions of this
thesis have been discussed. There has been faymificsint evidence for the usage of earnings man-
agement in the total sample as well as in sevexhistries. Both big bath accounting and income
smoothing have been found of significant influeiteseveral researches. When instead of the total
sample the distinguished industries are being iiyaed, it is revealed that differences between th
industrial sectors exists. In for example the comsuservices industry all but one of the indicatufrs
earnings management have been found significarttthier industries like the telecommunication in-
dustry no unambiguous evidence for the usage ofregg management can be found.
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Some differences between industries can be expldigetaking the performance of those particular
industries into account. In for example the oil gad industry and the technology industry it can be
based on industrial performance, expected that mmoentives for big bath accounting exist than for

income smoothing. Outcomes of the research suplpisrziew. Some differences may also be caused
by the variables that have been used in the meptele the ANOVA score differs between industries.

This means that not all variables are of the samflaence in all industries. Resolving this problem

would however entail a thorough research of alluded industries. Other differences may be due to
managerial incentives that cannot be controllesta®d in chapter five.

Differences for indications of earnings managenvéttiin the same industry can be explained by the
usage of dummy variables or actual amounts. Agdthefore this can be explained by the fact that
when amounts instead of dummy variables are u$edsignificance of the indicators of earnings
management changes because of the way the amoeraleulated. Although there may be a relation
between the recognition of an impairment loss addramy indicator, suggesting the recognition was
expected, this does not mean that the same relasiorbe concluded when comparing expected and
actual amounts. On average it would be correctate shat amounts prove to be a better indicator of
earnings management than dummy variables. This ¥yewe in contrast to the findings of Van de
Poel et al. (2008), who found that no differencemil exist if instead of dummy variables amount
were used. This difference is however probably edusy differences in the calculation of variables.

Although it would be expected that the indicatasat two and a half and five percent deviatiomfro
the industrial performance have a higher signifceathan the lowest indicator only some evidence for
this statement can be found. When the variableseatras a dummy, most often one of the variables is
excluded from the regression analysis due to nullth@arity. In other circumstances this does not
occur however. Strong indications of more significaalues because of the deviations can not be
found however. This can be caused by two reasarss.tke indicators are set at a wrong level, sdcon
there is no ‘optimal deviation’ from the industri@aerage from which firms will use earnings man-
agement either to minimize or maximize this diffeze.
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Chapter 7: Summary and conclusion

7.1 Introduction

In this chapter the outcomes of the research peddrin this thesis will be discussed. First a summa
of the literature review and the empirical reseasilhbe given. Subsequent the outcomes of the em-
pirical research will be used to answer the resequestions of this thesis. The chapter will enthwi
the limitations of the research and suggestionéutoire research will be given.

7.2 Summary

This thesis started with the topic of earnings ngan@ent. Earnings management has been described
as defined by Schipper (1989, pp. 9Disclosure management, in the sense of a purposeér/en-

tion in the external financial reporting processitftwthe intent of obtaining some private gains (as
opposed to, say, merely facilitating the neutraérgpion of the process)’lt has been discussed that
for earnings management to be effective two coowlitiwill have to be met, the existence of accrual
accounting and imperfect markets. With the usecofwal accounting it is possible that reported earn
ings deviate from cash flows. In this way econonoosequences of cash flows in the past or the fu-
ture can be incorporated in current earnings. lfegemarkets enable management to manage earn-
ings without being noticed. If information aboutmaging earnings would be publicly available, users
of financial statements would correct the presefitgdes for this knowledge. The effects of earsing
management would them be mitigated. The basisherekistence of earnings management can be
explained by two economic theories, the positiveoaating theory and the agency theory. In a nut-
shell the outcome of these two theories is thatagars will only act in their self interest, leaditoga
tension between principals and agents. Although térision can be relieved by closing contracts, the
agent will still try to maximize his own wealth Wih the boundaries of his contract. Based on these
theories three hypotheses regarding earnings maragecan be distinguished, the bonus plan hy-
pothesis, the debt hypothesis and the politicat bgpothesis. All theories predict what accounting
policies will be adopted by managers under whichddmns. In recent research incentives for earn-
ings management are related to the achievemenemthionarks for the firm. These incentives can
however be related to the three hypotheses asiglisshed by the positive accounting theory and the
agency theory. Two forms of earnings managemenbigrdath accounting and income smoothing.
With big bath accounting the purpose is to incarpne year, as many as possible losses and write-
offs. With income smoothing the goal is to repocbasecutive line of increasing earnings.

In chapter three both the definition of goodwilldathe impairment of goodwill decision have been
addressed. Goodwill has been defined as beingalue wf a firm on top of the value of equity that i
visible on the balance sheet. The term goodwiltlueethis thesis however represents only the good-
will that has been paid for at an acquisition. Thpairment of goodwill has been defined as a st t
verify whether the value of goodwill has undergamy changes in value. The focus with the test lies
with a possible decrease in value, since due tolagign increases in value will not be accounted fo

in the financial statements. The process of apglgn impairment test has been discussed by using a
four step process. In short it means that the aggeefirm has to be divided into cash generatirigsun

By comparing the recoverable amount and the cagryalue of the units it can be determined whether
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the recognition of an impairment loss is necessBing implications of the application of the impair-

ment test have been discussed as well. Overdibilld be concluded that the impairment decision is
associated with a (very) high level of subjectivitfanagement, responsible for preparing the initial
impairment calculation, has to make assumptionarcegg for example the discount factor (for exam-
ple the weighted average cost of capital), expefiuage cash flows and the growth factor of cash
flows. The consequence of this subjectivity, ist til@nagement is given an opportunity to influence
the impairment decision, consequently the presesdiedings in the financial statements as well.

Chapter four has provided empirical evidence fdhlibe existence of earnings management and evi-
dence regarding the link between earnings managef&eidence suggest that managers use earnings
management to manipulate earnings in several wagda several reasons. Two forms of earnings
management discussed are income smoothing andatiigabcounting. The usage of income smooth-
ing can be associated with a higher price-earnietsgion and more predictable firm earnings. The
reasons to use earnings management are to be fouhd hypotheses distinguished by the positive
accounting theory, the bonus plan hypothesis, #i& dypothesis and the political cost hypothesis.
Evidence regarding the link between earnings manage and the impairment of goodwill suggests
that the impairment decisions of a firm are infloeth by managerial incentives that are not purely
economic. Both the potential for discretion dudfitm specific characteristics and the flexibility i
accounting standards plays a role in these incesitiv

The research design has been presented in chamelFirst three hypothesis have been developed
that will be used to answer the research quesbbiisis thesis. Next the model that will be used ha
been developed. The selection of the variablesbkas made on the influence they have proven to
have on the impairment decision in previous reseahfter the development of the model, the final
sample has been selected. After several elimingtioeised on completeness of data and firm relations
with goodwill, a sample of 7.654 firm year obseiwas remained. To be able to answer the research
questions of this thesis three levels of indicatafrincome smoothing and big bath accounting have
been included in the model. In this way it can oolly be tested whether the impairment decision is
influenced by management, but also to what exteenables the author to estimate, to some extent,
the deviation between firm and industrial perforo®that can be expected before earnings manage-
ment is used to minimize or maximize this differenc
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7.3 Conclusion
In this section the research questions of thisishedl be answered. For convenience they willtfirs
both be given, after which an answer will be forated.

The first research question of this thesis is:
Is the impairment of goodwill decision influencgdabfirm’s management?

The second research of this thesis is:
Does managerial influence on the goodwill impairtnéecision differ between industrial sectors?

Both questions can be answered with yes. Thergsfisant evidence that the impairment of good-
will decision is influenced by managers and thitugence differs between industries. The outcomes
regarding the total sample are as expected baseshidier research. The outcomes of the research
regarding the industries that have been distingdisire as expected based on the positive accounting
theory and reason. Significant evidence for theyesa both big bath accounting and income smooth-
ing has been found both in the total sample asérdistinguished industries.

When the outcomes of the distinguished industniesbaing investigated, it is revealed that although

there is significant evidence for the presenceanhiegs management, differences between the indus-
trial sectors exists. In some industries no unamig evidence for the presence of either big bath
accounting or income smoothing in most of the testdd be found, whereas in other industries this

actually was the case.

Some of the differences in the presence of earmmgsagement between the industries can however
be explained by examining the overall performantce¢he particular industries. Based on declining
overall industrial performance over the years #ipected that in some industries more incentiges f
firms to use big bath accounting than income sniogtlexist. The outcomes of the researches per-
formed support this view. Another explanation foe differences between industrial sectors is that i
is in some manner caused by the variables that bege used in the particular models. This can be
shown by comparing the ANOVA scores of the modelsvieen industries.

Differences in the significance of the variabledidating earnings management within the same indus-
tries can mostly be explained by the usage of dumaniables and actual amounts. Overall it seems
that amounts are better indicators than dummy bkesa Although this is in contrast with earlier re-
search it is probably caused by differences irctteulation of variables.
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7.4 Future research

Like any other research this thesis has its linoitet In this section possibilities for future raseh are
given. First research could be performed in ordezstablish for all industries an indicator lever
which earnings management will be used. In thisitheo unambiguous evidence for the existence of
this level could be given. Perhaps that based thiw@ugh investigation in all industries this coblel
achieved however, solving another part of the muaflearnings management.

Secondly it would be interesting to take into aggowhich part of goodwill on the balance is consid-
ered new and which part is considered old. As le@s ldiscussed in the literature part of this thiesis
is possible that shortly after an acquisition eftias to recognize an impairment loss. If it wasvkm
whether the impairment loss could be linked to #dguisition it would be known whether earnings
management was the cause of the impairment lossisomanagement by overpaying for a firm.

Finally it could be investigated whether the actwahsition to IFRS 3 has had any effects on the im

pairment decision made by firms in the year ofddtrction. As has been found in previous research,
first time adopters of new regulation sometime®gaize large impairment losses in the year of tran-
sition.
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Appendix 1: GNP European member states

Member state

Belgium
Bulgaria
Cyprus
Denmark
Germany
Estonia
Finland
France
Greece
Hungaria
Ireland

Italy

Latvia
Lithuania
Luxembourg
Malta
Netherlands
Austria
Poland
Portugal
Romania
Slovenia
Slowakia
Spain

Czech Republic
United Kingdom
Sweden

Year 2008

Source: Www.europa-nu.nl

Inhabitants

10.414.000
7.205.000
797.000
5.501.000
82.330.000
1.299.000
5.250.000
62.151.000
10.737.000
9.906.000
4.203.000
58.126.000
2.232.000
3.555.000
492.000
405.000
16.716.000
8.210.000
38.483.000
10.708.000
22.215.000
2.006.000
5.463.000
40.525.000
10.212.000
61.113.000
9.060.000

489.314.000

2,1%
1,5%
0,2%
1,1%
16,8%
0,3%
1,1%
12,7%
2,2%
2,0%
0,9%
11,9%
0,5%
0,7%
0,1%
0,1%
3,4%
1,7%
7,9%
2,2%
4,5%
0,4%
1,1%
8,3%
2,1%
12,5%
1,9%

GNP (millions)

375.700
83.300
21.000
202.900
2.806.000
27.000
184.300
2.074.000
321.400
193.200
184.200
1.809.000
37.000
56.300
37.500
9.300
636.100
314.100
596.900
232.400
237.800
53.100
101.700
1.337.000
242.700
2.151.000

337.100

14.662.000
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2,6%
0,6%
0,1%
1,4%
19,1%
0,2%
1,3%
14,1%
2,2%
1,3%
1,3%
12,3%
0,3%
0,4%
0,3%
0,1%
4,3%
2,1%
4,1%
1,6%
1,6%
0,4%
0,7%
9,1%
1,7%
14,7%
2,3%

GNP per capita

36.076
11.561
26.349
36.884
34.082
20.785
35.105
33.370
29.934
19.503
43.826
31.122
16.577
15.837
76.220
22.963
38.053
38.258
15,511
21.703
10.704
26.471
18.616
32.992
23.766
35.197
37.208



Appendix 2: The model of Van de Poel et. al (2008)

Van de Poel et al. (2008, pp. 21) use the followmaglel in their research:

IMPit =0lg + 0, GW,.1 + 05, SIZE;; + 03 GW_Countryit + a,AGDP;

+ a5 AiNdROA; + 0gASALES; + G7ACFOit +0agBATH ; + ag SMOOTH;;

+ aloLAW it +011 BATH; * LAW ; + GQSMOOTHH *LAW i +Z Qi ContrOISitj + &

IMPit = indicator variable (equal to 1 if impairment ogfed, else 0)

GWit-1= ratio of firm i’'s opening balance of goodwill dotal assets

SIZEit= natural logarithm of firm i's total assets

GW_COUNTRYit median proportion of goodwill on the openingdveade sheet in the country in
which firm i is domiciled

AGDPit = the % change in Gross Domestic Product from t/&ao year t in the country in which
firm i is domiciled

AindROAIt= the % change in firm i’s industry ROA from yesdl to year t

ASALESIt= the % change in firm i's sales from year t-Yéar t

ACFOit = firm i’'s change in operating cash flows from yed to year t, divided by total assets at the
end of year t-1

BATHIit = indicator variable to proxy for ‘big bath’ repiimig (equal to one if the change in firm i's
pre-impaired earnings from year t-1 to t, dividgddital assets at year t-1 is below the mediaroof n
zero negative values, else 0)

SMOOTHit= indicator variable to proxy for ‘earnings smdatfi(equal to one if the change in firm
i's pre-impaired earnings from year t-1 to t, dedbby total assets at year t-1 is above the meadian
non-zero positive values, else 0)

BIG4it = indicator variable (equal to 1 in case of a Biguditor, else 0)

LAWit = the ‘rule of law’ score for the country in whiéihm i is domiciled from Kaufmann et al.
(2007)
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Appendix 3: The model of Francis et al. (1996)
Francis et al. (1996, pp. 122-124) use the follgwimodel in their research:

WRITE-OFF ; = & + &RETL,; + &RET5; + 8&BTM; + a/ABTM; + a&sAROA; + aIND_GROWTH
+ dND_ABTM; + &IND_AROA,; + aAMGMT ; + 8,POOR; + a,GOO0OD,
+ @HIST; + asIND_HIST; + a4SIZE; + ¢

WRITE-OFFi= reported amount of the write-off deflated byataissets at the end of year t-1 for
write-off firms and 0 for non-write-off firms

RET1= cumulated abnormal return on security i compuatest the year (about 250 trading days)
preceding the announcement of the write-off. For-noite-off firms this variable is computed after
randomly assign non-write-off firms the announcettiates of the write-off firms.

RET5 =similar to RET1 except the return are measured theeperiod beginning five years prior to
the write-off and ending one year prior to the @wafff.

BTMi = firm i's industry-adjusted book-to-market rati@asured at the end of year -1

ABTMi = mean change in firm i's book-to-market ratioroyears -5 to -1

AROAI= mean change in firm i's return-on-assets ratar gears -5 to -1

IND_GROWTHE mean of the annual median percentage sales lywavetl firms in the same indus-
try as firn measured over years -5 to -1

IND_4BTMi = mean change in firm i's industry median bookrarket ratio over years -5 to -1
IND-4ROAI= mean change in firm i's industry median retunragsets ratio over years -5 to -1
AMGMTIi =1 if firm i had a change in key management iaryd or in year 0 and 0 otherwise
POORI= UEi if UEi < 0 and 0 otherwise (UE = unexpecaatnings = [operating earnings in year O -
operating earnings in year - 1]/total assets aetiteof year -1)

GOODi = UEi - WRITE-OFFi if > 0 and O otherwise

HISTORYE number of years in which firm i reported negatspecial items in the five years preced-
ing the write off

IND_HIST, = mean value of HIST for all firms (except firjnim firm i’s industry

SIZEi= log of firm i's sales in year t- 1
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Appendix 4: The model of Beatty and Weber (2006)

Beatty and Weber (2006, pp. 273) use the followiraglel in their research:

Impair = a + pINWSlack +p2INWSlack + p3AsstPrc +B4AsstPrc x HRisk +B5Bonus
+ p6Tenure +p7Nasdag/Amex H38Delist {§9Delist % ExpectedIimpair

+ p10Expectedimpair 44110neSegmentk Expectedimpair + p12M/B(Assets)
+p13PropNow/o +g140neSegment B15StdRet +B16Size f17Leverage +¢ (1)

Impair = a dichotomous variable equal to one if the fisoarded a goodwill impairment as a cumula-
tive effect of accounting change from adoption BAS 142

NWSlack= (if the firm has a net worth covenant) the rahka@venant slack, calculated as the book
value of equity (Compustat 60) less the net wdrthghold, divided by the goodwill balance at the
beginning of the year (Compustat 204), zero othegwi

INWSlack= NWSlackif mandatory accounting changes are includeduepant calculations, zero
otherwise

AsstPrc= the coefficient from a time-series regressiopride per share (Compustat quarterly data
item 14) on earnings from continuing operationsghare (Compustat quarterly data item 177) using
the 20 quarters of data prior to the adoption ASEA42

HRisk= a dichotomous variable that is one if the firnrs B&tdRewalue that is above the median for
our sample firms

Bonus= a dichotomous variable equal to one if the firprexy statement in the year prior to the
adoption of SFAS 142 discloses the existence @aanings based bonus plan that does not exclude
special items, zero otherwise

Tenure= the number of years that the CEO has held thsitipn

NasdagAmex= a dichotomous variable equal to one if the firades on either the NASDAQ or the
AMEX, zero otherwise

Delist= a dichotomous variable equal to one if recordiregexpected goodwill impairment would
cause the firm to violate the NASDAQ or AMEX lisgimequirements, zero otherwise
Expectedimpair a dichotomous variable equal to one if the baalke of equity exceeds the market
value of equity, zero otherwise

M/B(Asset¥ = the ratio of the market value of the firm’s etss(Compustat 6-Compustat
60+Compustat 199 Compustat 25) divided by the book value of thenfrassets (Compustat 6)
PropNoW/O = the fraction of the quarters in the three yeafete SFAS 142 was adopted that the
firm did not recognize a charge associated withexisl item (Compustat quarterly data item
177=Compustat quarterly data item 11), zero othsswi

OneSegment a dichotomous variable equal to one if the firas bne business segment, zero other-
wise

StdRet the firm’s standard deviation of daily returns floe year prior to the adoption of SFAS 142
Size= log of market value of equity (Compustat dateiteE99:x Compustat data item 25)

Leverage= the ratio of debt (Compustat 9 + Compustat 34ptal assets (Compustat 6) in the year
prior to SFAS 142 adoption.
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Appendix 5: The model of Henning et al. (2004)
Henning et al. (2004, pp. 114) use the followingdelan their research:

IMPAIR j = a0 + a1AGE]j + ¢2RESIDj + a3SIZEj + ¢4PERFORMANCE]
+a5RESID] * PERFORMANCE;] + ¢j

IMPAIR = one if a firm recognized an impairment, zerceoilise.

AGE = the log of the number of months from the acgaisiuntil the write-off or revaluation month.
RESID= the purchase price of the net assets acquiredsthe pre-offer fair market value of the net
assets acquired minus CORE.

SIZE= the log of net sales of firjrat the end of the year preceding the write-off.
PERFORMANCE- the cumulative abnormal return of stgdietween the acquisition date and the
end of the year preceding the write-off. The perf@nce measurement window for control firms starts
on the acquisition date and ends on the acquisitide plus the average length of the repricingogleri
for the write-off firms in the same industry.

RESID x PERFORMANCE the interaction of the variables defined abdivEl2a is correct, then
firms with high RESID and relatively poor perforntanare more likely to recognize a write-off than
other firms.
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Appendix 6 : The model of Lapointe-Antunes et al.Z008)
Lapointe-Antunes et al. (2008, pp. 43) use theWwithg model in their analysis:

TGIL ; = & + L GOODWILL ; + MEXCGWILL ; + A3RUNITS; + AROEL + AsROES3; + AsCDEBT;
+ B;DEVROE; + BsCHANGE + BPERBONUS + B1o TMEXERC ; + BiiFIN; + B,CLIST,
+ B13AC; + P14, OWN; + B1sSIZE; + IND; + g

TGIL = Reported transitional goodwill impairment los$laled by lagged total assets
GOODWILL= Opening balance of goodwill defl ated by laggatdltassets (+)

EXCGWILL= Difference between the market value and the lvabke of the firm at the end of the
year preceding the adoption of Section 3062 deflbtelagged total assets (-)

RUNITS= Number of reporting units among which the operbatance of goodwill is split or number
of operating segments if data on reporting uniésrent disclosed (+)

ROE1= Return-on-equity for the year preceding the aidopdf Section 3062 (-)

ROE3= Annualized return-on-equity for the third andaed year preceding the adoption of Section
3062 (-)

CDEBT= Percentage of acquisitions financed entirely wibh and/or debt in the five year period
preceding the adoption of Section 3062 (-)

DEVROE= 1 if pre-TGIL adoption year ROE is lower thanuistty median, O otherwise (+)
DEVROA= 1 if pre-TGIL adoption year ROA is lower than iredry median, O otherwise (+)
DEVLEV= 1 if pre-TGIL adoption year D/E is higher thawlirstry median, O otherwise (-)
CHANGE-= 1 if there is a change of CEO in the year prawedr the year of adoption of Section
3062, 0 otherwise (+)

PERBONUS: Average percentage of top paid executives’ corsgion paid in bonus for the adop-
tion year (+)

ITMEXERC= Average value of “in the money” exercisable stopkions for the top paid executives
as at the adoption year year-end divided by tlo¢dd Bnnual compensation for that same year (-)
FIN = 1 if the firm raised new debt or equity capitatiie year following the announcement of the
transitional impairment test being completed, Geothse (-)

CLIST=1 if the firm is cross-listed in the United S&té otherwise ()

AC = Proportion of financially literate and indepentidimectors on the audit committee in 2002 (?)
OWN= 1 if no external shareholder controls more thdup@rcent of outstanding votes (i.e., the firm
is widely-held), O otherwise (?)

SIZE= Natural logarithm of lagged total assets (?)

IND = Industry dummies, from 1 to 10 based on TSX leslic
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Appendix 7: The model of Elliott and Shaw (1988)

Elliott and Shaw (1988, pp. 106) use the followmmngdel in their research:

7
Vi =PBo+ PrXei+PoXoi tEP Xi + U
i X
=3

yi = two-day industry-adjusted return for firm i engion the day the write-off was first published in
the WSJ.

x1,1 = the after-tax write-off scaled by share priceffon i.

X2,1 = unexpected earnings scaled by share price asedefi equation (1) for the ith firm.

X, = one of five (0, 1) dummy variables for the itimT.

X3 = bad news (1 = bad news).

X4 = stock repurchase (1 = repurchase).

Xs = write-off type (O = write-down; 1 = reorganizati).

Xs = management change (1 = new management).

X7= recurring write-off (1 = write-off follows a wrétoff in prior year).
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Appendix 8: The model of Li, Shroff and Venkataraman (2005)
Li, Shroff and Venkataraman (2005) use the follgyuinodels in their research:

Model 1
To test whether the market reacts negatively tativeouncement of goodwill impairment losses, they
estimate the following cross-sectional regresspm (7-18):

AR = 0o + 04ILOSS; + a,UE; + g

AR = 3-day (-1, 0, +1) abnormal returns of firm i tamed on the loss announcement date,

ILOSS = Per share (after-tax) transition goodwill impaént loss of firm i announced on date t, scaled
by the closing price on date t-2, Pt-2, and

UE = Unexpected earnings per share of firm i forlétest fiscal quarter whose earnings announce-
ment date precedes or coincides with the loss arogsoent window, scaled by Pt-2.

Model 2
To test whether the market anticipated the impaitnie the value of goodwill prior to the official
announcement by the company, they estimate thenoly regression (pp. 20):

Rit.rt1 = Yo + 71ILOSS; +¥2Eit 161 + Uitrta €=4,8)

Ri.+1 = Returns of firm over quarterst{r) to ¢-1) relative to the announcement quatter 4, 8,
ILOSS = Per share (after-tax) transition goodwill impaént loss of firmi announced in quartey
scaled by price at the beginning of quatter

Ei.+1 = Sum of EPS of firmi over quarterst{r) to (t-1) relative to the announcement quatiescaled
by price at the beginning of quarter.
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Appendix 9: The model of Hayn and Hughes (2006)
Hayn and Hughes (2006, pp. 236-237) use the fofigwinodel in their research:

WRITE-OFF ; = & + BiPREMis + BoBID i + BsGW% i + BsSTOCK s + B-ANNRET i
+ BsACQNia + B7ROA;, + BsAROA, + BoLOSS;, + B1oASALES;, + B1;ACOMP;,
+ B12FIRMROA i, + B1sFIRMRET i, + &,

i = the firm-specific

t = time subscripts

A = the acquisition year in which the goodwill wasated

n = the individual year in the time period from geuisition year to the write-off year

WRITE-OFF =a dichotomous variable that receives the valueibftle goodwill arising from the
acquisition is written-off in year t and 0 otherwis

PREM =payment of a significant premium as the extemthach the acquisition cost, measured as the
acquisition price plus the assumed liabilities,e=ds the average market value of the acquired firm
over the preannouncement period.

BID = the number of bidders which is represented by andyirariable that receives the value of 1 if
more than one bidder is present during the acturisgeriod and 0 otherwise

GW% =the percentage of the acquisition cost assigngddadwill

STOCK =an overpricing indicator, defined as the proportiéthe purchase price paid for with the
acquiring firm’s stock and ranges from 0 to 1, withepresenting an all-cash transaction and 1 denot
ing a pure stock transaction

ANNRET =the announcement period returns, measure as thelative abnormal returns accruing to
the acquiring firm’s stockholders over the twenheeday period beginning fifteen days before the
acquisition announcement and ending five daysiollg the announcement date

ACQON =Acquisition activity, ACQN, is measured as the nembf acquisitions made by the acquir-
ing firm over the two years preceding, and the yéathe acquisition announcement year.

ROA= operating income-to-identifiable assets

AROA= a change in ROA from one year to the next

LOSS= operating losses; a dummy variable coded a®gpdfating income is negative, 0 otherwise
ASALES= the percentage change in sales from one ydhe toext

ACOMP = a measure of the change in the competitive enmient in which the segment operates,
using the Herfindahl index to estimate changebénével of competition of the reporting unit (see
Rhoades [1993]; Harris [1998])

FIRMROA-= the annual firm-level return on assets

FIRMRET= the annual cumulative abnormal returns of thra fiver the years preceding the write-off
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Appendix 10: Median and average proportion of goodvll on the opening balance in the coun-
tries in the research sample

The effects of changing form the median proporobrgoodwill on the opening balance in a country
to the average proportion.

Year Median Average
Austria 2005 1 3,37
2006 1 3,81
2007 1 4,21
2008 3 5,29
Belgium 2005 1 9,07
2006 1 8,97
2007 3 9,93
2008 2 15,85
France 2005 1 9,72
2006 1 11,29
2007 2 13,72
2008 2 21,30
Germany 2005 1 7,68
2006 1 8,18
2007 1 9,58
2008 1 14,97
Ireland 2005 2 10,14
2006 2and5 12,50
2007 | 1,2,and 8 13,71
2008 3and 8 16,05
Luxembourg 2005 3 12,19
2006 1 10,02
2007 1 11,85
2008 1 13,98
The Netherlands 2005 1 9,30
2006 1 10,58
2007 1 12,88
2008 1 17,21
The United Kingdom 2005 1 14,03
2006 1and 3 16,25
2007 1 18,71
2008 1 21,37
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Appendix 11: Auditor distribution

The distribution of auditors over the sample.

Industry

0001 Big 4 auditor

Non big 4 auditor

Unknown

1000 Big 4 auditor

Non big 4 auditor

Unknown

2000 Big 4 auditor

Non big 4 auditor

Unknown

3000 Big 4 auditor

Non big 4 auditor

Unknown

4000 Big 4 auditor

Non big 4 auditor

Unknown

5000 Big 4 auditor

Non big 4 auditor

Unknown

6000 Big 4 auditor

Non big 4 auditor

Unknown

7000 Big 4 auditor

Non big 4 auditor

Unknown

9000 Big 4 auditor

Non big 4 auditor

Unknown

110 76,92%
26 18,18%
7 4,90%

143 100,00%

234 65,55%
91 25,49%
32 8,96%

357 100,00%

1441 60,75%
561 23,65%
370 15,60%

2372 100,00%

580 54,21%
314 29,35%
176  16,45%

1070 100,00%

333 60,22%
132 23,87%
88 15,91%

553 100,00%

846 53,75%
414 26,30%
314  19,95%

1574 100,00%

90 55,90%
33 20,50%
38 23,60%

161 100,00%

93 86,11%
8 7,41%
7 6,48%

108 100,00%

615 46,73%
408 31,00%
293  22,26%

1316 100,00%
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Appendix 12: Return on assets of the identified indstries

Industrial groups in the Industrial ClassificatiBanchmark Industry and the return on assets.

Industry Name Year ROA
0001 | Oil and gas 2005 19,64
0001 | Oil and gas 2006 18,09
0001 | Oil and gas 2007 17,55
0001 | Oil and gas 2008 14,69
1000 | Basic materials 2005 11,50
1000 | Basic materials 2006 14,92
1000 | Basic materials 2007 13,21
1000 | Basic materials 2008 11,05
2000 | Industrials 2005 4,98
2000 | Industrials 2006 5,44
2000 | Industrials 2007 5,66
2000 | Industrials 2008 4,26
3000 | Consumer goods 2005 6,64
3000 | Consumer goods 2006 6,31
3000 | Consumer goods 2007 8,28
3000 | Consumer goods 2008 573
4000 | Health care 2005 11,97
4000 | Health care 2006 14,48
4000 | Health care 2007 11,55
4000 | Health care 2008 8,62
5000 | Consumer services 2005 5,28
5000 | Consumer services 2006 5,78
5000 | Consumer services 2007 5,84
5000 | Consumer services 2008 4,09
6000 | Telecommunications 2005 2,84
6000 | Telecommunications 2006 3,96
6000 | Telecommunications 2007 6,37
6000 | Telecommunications 2008 5,81
7000 | Utilities 2005 4,70
7000 | Utilities 2006 4,51
7000 | Utilities 2007 5,67
7000 | Utilities 2008 3,67
9000 | Technology 2005 571
9000 | Technology 2006 5,26
9000 | Technology 2007 2,51
9000 | Technology 2008 0,60
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Appendix 13: Research output of the total sample

Correlations

GDP GW Change | Bath | Smooth [ Change | Change
Country [ Law | Goodwill [ Country | Size |[Ind ROA | amount [ amount CF Sales
GDP Country
Law 152"
Goodwill ,007| 082"
GW Country -2617 059" 2247
Size 0357 -023| -0817| -015
Change Ind_ROA 279" ,012| -,0987| -2397 086"
Bath_amount ,007[ ,039” 0557 0467 -2127 -,019
Smooth_amount ,0327 008 -0437 0447 -0337 -023] -1917
Change CF ,049” ,003 -014| -046"[ -058" 0267 -1607 182"
Change Sales ,001”7 ,002 009 -0837 - 1447 ,0367| -0767| 0707 089"
**_Correlation is significant at the 0.01 level (2-tailed).
*, Correlation is significant at the 0.05 level (2-tailed).
Model Summary
Adjusted R Std. Error of the
Model R R Square Square Estimate
1 3772 ,142 , 141 9,49664
a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA,
Smooth_amount, Goodwill, Size, Change CF, GW Country,
Bath_amount, GDP Country
ANOVA®

Model Sum of Squares df Mean Square F Sig.
1 Regression 114206,947 10 11420,695 126,635 ,000%

Residual 689292,818 7643 90,186

Total 803499,765 7653

a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA, Smooth_amount, Goodwill,

Size, Change CF, GW Country, Bath_amount, GDP Country

b. Dependent Variable: Impair_amout
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Coefficients?®

Standardized
Unstandardized Coefficients Coefficients
Model B Std. Error Beta t Sig.

1 (Constant) -4,148 1,397 -2,969 ,003
GDP Country -,071 ,113 -,007 -,630 ,528
Law ,962 ,587 ,018 1,638 , 101
Goodwill ,072 ,006 ,131 11,937 ,000
GW Country ,005 ,026 ,002 179 ,858
Size ,057 ,050 ,013 1,156 ,248
Change Ind_ROA ,001 ,005 ,003 ,225 ,822
Bath_amount 171 ,006 ,312 27,666 ,000
Smooth_amount ,087 ,017 ,055 4,992 ,000
Change CF -,071 ,006 -,131 -11,992 ,000
Change Sales ,001 ,001 ,004 ,405 ,685)

a. Dependent Variable: Impair_amout
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Appendix 14: Research output of the total sample wh a 2,5 percent margin

Correlations

GDP GW Change Change | Change
Country [ Law | Goodwill | Country | Size |Ind_ROA | Bath | Smooth CF Sales
GDP Country
Law 152"
Goodwill ,007| ,082"
GW Country -,2617| ,059” 224"
Size -0357 -,023| -0817| -015
Change Ind_ROA 2797 ,012| -008"| -2397| ,086"
Bath -0357| ,028 ,019|  -,013| -,197" ,009
Smooth ,0397| ,008 -006] ,0507 ,0517| -,0327| -,595"
Change CF ,0497 003 -,014| -,046"[ -,058" 026 -1577| 143"
Change Sales ,0017| 002 -,009| -,0537 -144” ,0367| -,0817 0897 ,089"
**_Correlation is significant at the 0.01 level (2-tailed).
*, Correlation is significant at the 0.05 level (2-tailed).
Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 ,222% ,049 ,048 ,357
a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA,
Bath, Goodwill, Change CF, Size, GW Country, GDP Country, Smooth

ANOVA®
Model Sum of Squares df Mean Square F Sig.
1 Regression 50,711 10 5,071 39,704 ,000%
Residual 976,191 7643 ,128
Total 1026,901 7653

a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA, Bath, Goodwill, Change CF,
Size, GW Country, GDP Country, Smooth

b. Dependent Variable: Impair
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Coefficients?®

Standardized
Unstandardized Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) -,510 ,053 -9,552 ,000
GDP Country -,010 ,004 -,029 -2,412 ,016
Law ,116 ,022 ,060 5,235 ,000
Goodwill ,002 ,000 ,076 6,582 ,000
GW Country -,003 ,001 -,037 -3,036 ,002
Size ,027 ,002 ,169 14,433 ,000
Change Ind_ROA ,000 ,000 -,025 -2,093 ,036
Bath ,047 ,011 ,061 4,281 ,000
Smooth -,020 ,010 -,027 -1,903 ,057
Change CF -,002 ,000 -,084 -7,356 ,000
Change Sales 4,419E-5 ,000 ,009 ,788 ,430

a. Dependent Variable: Impair
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Appendix 15: Research output of the total sample with a 2,5 peent margin

Correlations

GDP GW Change Bath | Smooth | Change | Change
Country [ Law | Goodwill | Country | Size |[Ind_ROA | amount | amount CF Sales
GDP Country
Law 152"
Goodwill ,007| ,082"
GW Country -,2617| ,059” 224"
Size -035°[ -,023| -0817 -015
Change Ind_ROA 2797 ,012| -008"| -2397| ,086"
Bath_amount ,012| 045" 0617 0537 -,224” -,021
Smooth_amount ,0317| 008 -0497[ 0377 -,059" -,018| -1417
Change CF ,0497 003 -,014| -,046"[ -,058" 0267 -1697 179"
Change Sales ,0017| 002 -,009| -,0537 -144” 0367 -0727[ 0707 ,089"
**_Correlation is significant at the 0.01 level (2-tailed).
*, Correlation is significant at the 0.05 level (2-tailed).
Model Summary
Adjusted R Std. Error of the

Model R R Square Square Estimate
1 ,393% ,154 ,153 9,42843
a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA,
Smooth_amount, Goodwill, Bath_amount, Change CF, Size, GW
Country, GDP Country

ANOVA®
Model Sum of Squares df Mean Square F Sig.
1 Regression 124072,801 10 12407,280 139,572 ,000%

Residual 679426,964 7643 88,895
Total 803499,765 7653

a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA, Smooth_amount, Goodwill,

Bath_amount, Change CF, Size, GW Country, GDP Country

b. Dependent Variable: Impair_amout
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Coefficients?®

Standardized
Unstandardized Coefficients Coefficients
Model B Std. Error Beta t Sig.

1 (Constant) -4,576 1,387 -3,299 ,001
GDP Country -,091 ,113 -,009 -,804 421
Law ,857 ,583 ,016 1,468 ,142
Goodwill ,072 ,006 ,130 11,881 ,000
GW Country ,000 ,026 ,000 -,020 ,984
Size ,101 ,049 ,023 2,038 ,042
Change Ind_ROA ,001 ,005 ,002 ,182 ,856
Bath_amount ,204 ,007 ,332 29,779 ,000
Smooth_amount ,089 ,019 ,051 4,662 ,000
Change CF -,066 ,006 -,124 -11,357 ,000
Change Sales ,001 ,001 ,006 ,522 ,602

a. Dependent Variable: Impair_amout
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Appendix 16: Research output of the total sample with a 5,0 peent margin

Correlations

GDP GW Change Change | Change
Country | Law | Goodwill | Country | Size | Ind_ROA | Bath | Smooth CF Sales

GDP Country

Law 1527

Goodwill ,007| 082"

GW Country -,2617| ,059” 224"

Size -0357[ -,023"| -0817| -015

Change Ind_ROA 2797 ,012| -008"| -2397| ,086"

Bath -,014[ ,030” 036" ,021| -,234" -,005

Smooth 0427 015 -013| ,0527 -010 -,0337[ -,371"

Change CF ,0497 003 -,014| -,046"[ -,058" 0267 -,1667| ,140”

Change Sales ,0017| 002 -,009| -,0537 -144” ,0367| -,0767| 0807 ,089"

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

*, Correlation is significant at the 0.05 level (2-tailed).

Model Summary

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

1 ,230° ,053 ,051 ,357

a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA,
Bath, Goodwill, Change CF, Size, GW Country, GDP Country, Smooth

ANOVA®
Model Sum of Squares df Mean Square F Sig.
1 Regression 54,101 10 5,410 42,505 ,000%
Residual 972,801 7643 127
Total 1026,901 7653

a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA, Bath, Goodwill, Change CF,
Size, GW Country, GDP Country, Smooth

b. Dependent Variable: Impair

-96-




Coefficients?®

Standardized
Unstandardized Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) -,533 ,053 -10,036 ,000
GDP Country -,011 ,004 -,031 -2,548 ,011
Law ,115 ,022 ,059 5,231 ,000
Goodwill ,001 ,000 ,075 6,509 ,000
GW Country -,003 ,001 -,039 -3,238 ,001
Size ,028 ,002 176 14,939 ,000
Change Ind_ROA ,000 ,000 -,025 -2,101 ,036
Bath ,074 ,010 ,088 7,020 ,000
Smooth -,021 ,010 -,026 -2,108 ,035
Change CF -,002 ,000 -,079 -6,904 ,000
Change Sales 5,420E-5 ,000 ,011 ,969 ,333

a. Dependent Variable: Impair
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Appendix 17: Research output of the total sample with a 5,0 peent margin

Correlations

GDP GW Change Bath | Smooth [ Change | Change
Country [ Law | Goodwill [ Country | Size | Ind_ROA | amount | amount CF Sales
GDP Country
Law 1527
Goodwill ,007| 082"
GW Country -,2617| ,059” 2247
Size -0357( -,023| -0817| -015
Change Ind_ROA 2797 ,012| -0087| -2397| ,086"
Bath_amount ,017| 051" 0677 0587 -,233" -,022°
Smooth_amount ,028"| 005 -08567| ,0287 -,076" -,012| -,106"
Change CF 049" 003 -,014| -046"[ -,058" 026" -1787 176"
Change Sales ,0017| 002 009 -,0537 -,144” 0367 -0677| ,0697| 089"
**_Correlation is significant at the 0.01 level (2-tailed).
*, Correlation is significant at the 0.05 level (2-tailed).
Model Summary
Adjusted R Std. Error of the

Model R R Square Square Estimate
1 4118 ,169 ,168 9,34885
a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA,
Smooth_amount, Bath_amount, Goodwill, Change CF, Size, GW
Country, GDP Country

ANOVA®
Model Sum of Squares df Mean Square F Sig.
1 Regression 135494,468 10 13549,447 155,026 ,000%

Residual 668005,297 7643 87,401
Total 803499,765 7653

a. Predictors: (Constant), Change Sales, Law , Change Ind_ROA, Smooth_amount,
Bath_amount, Goodwill, Change CF, Size, GW Country, GDP Country

b. Dependent Variable: Impair_amout
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Coefficients?®

Standardized
Unstandardized Coefficients Coefficients
Model B Std. Error Beta t Sig.

1 (Constant) -4,989 1,376 -3,627 ,000
GDP Country -111 112 -,011 -,997 ,319
Law , 734 ,578 ,014 1,269 ,204
Goodwill ,071 ,006 ,128 11,820 ,000
GW Country -,005 ,026 -,002 -,215 ,830
Size ,142 ,049 ,032 2,889 ,004
Change Ind_ROA ,001 ,005 ,002 ,141 ,888]
Bath_amount ,246 ,008 ,355 32,110 ,000
Smooth_amount ,096 ,021 ,049 4,537 ,000
Change CF -,062 ,006 -,115 -10,678 ,000
Change Sales ,001 ,001 ,006 ,608 ,543

a. Dependent Variable: Impair_amout
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