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Chapter 1
Introduction 

1.1
Introduction

The purpose of this research is to examine if a relationship exist between corporate governance, the use earnings management, and the impairment of goodwill. 

Over the past decade, the accounting standards have changed considerably, especially regarding the increasing emphasis on reporting assets at fair value. The emphasis is specifically regarding the reliability of the used fair value. The use of fair value accounting with regard to intangible assets, especially concerning goodwill and concerning goodwill impairments in the used valuation model caused complexity and subjectivity. In situations where assets are not traded on a frequent basis, are too complex, and/ or are difficult to identify separately, the valuation of assets based on fair value is more difficult (Lhapadchan, 2010).

IFRS 3
 ‘Business Combinations’ prescribes the impairment of goodwill on a yearly basis. In the US, the FASB issued in 2001 the Statement of Financial Accounting Standards Number 142 (SFAS No. 142) Goodwill and Other Intangible Assets where goodwill is no longer amortized over a period not to exceed forty years, but is impaired on a yearly basis. In the past decades, standard setters have invested enormous efforts to realize globally convergence. For example, IFRS 3 ‘Business Combinations’ is a joint product between the United States Financial Accounting Standards Board (US FASB) and the International Accounting Standards Board (IASB) with the purpose to realize more union or uniformity between the content of the United States Generally Accepted Accounting Principles (US GAAP) and of the International Financial Reporting Standards (IFRS) in specific areas. The IASB is an important party and has an important function in the global adoption of the application of fair value accounting.

Despite the goal to convergence, still differences exist between the content of the US GAAP and the IASB standards concerning specific areas. Especially, concerning the use of the full-goodwill method and concerning the accounting of employee benefits. However, in this research these differences will not be investigated and consequently not in detail commented.

Further, IAS 36 Impairment of Assets concerning this research is essential. In addition, IAS 36 state that the firm should perform goodwill impairment on a yearly basis. Goodwill should be impaired when its book value exceeds the fair value of goodwill. In existing scientific literature (Jahmani, Dowling, Torres, 2010; Masters-Stout, Costigan, 2008) have been communicated that the calculation of impairments is subject to manipulation, which triggers management to use earnings management. 

Earnings management can be used in varying levels, which can be classified in manager’s financial reporting choices within GAAP and, in the extreme situation where management violates the GAAP. In this research, the emphasis is on earnings management, where management uses judgments to influence stakeholders, however not in violating the GAAP. 

Since the introduction of IFRS 3, goodwill should be impaired on a yearly basis instead of the amortization of goodwill. Several researches describe relationships between the use of earnings management and goodwill impairment. IFRS 3 describes the next steps concerning the impairment of goodwill: 

First, the recoverable amount of the cash-generating unit to which goodwill relates is determined. The recoverable amount of the cash generating unit is compared with its carrying amount (book value), including the goodwill. If the recoverable amount of the cash-generating unit exceeds its carrying amount, goodwill is not impaired. However, when the inverse is true, the impairment loss should be calculated. This is executed by comparing the implied fair value of the cash-generating unit’s goodwill with the carrying amount of that goodwill. The impairment loss is equal to the excess of the carrying amount of the cash-generating unit’s goodwill and the implied fair value of the goodwill.

The implied fair value of goodwill is determined in the same manner as the amount of goodwill recognized in a business combination. The fair value of the cash-generating unit is allocated to all of the assets and the liabilities of that unit as if the cash-generating unit had been acquired in a business combination and the fair value of the cash-generating unit was the purchase prices paid to acquire the cash-generating unit.

The determination of the fair value of the cash-generating unit (including goodwill), the fair value of the individual assets and the liabilities of a cash-generating unit to calculate the impairment loss involves the significant use of estimates and assumptions. Jahmani, Dowling, and Torres (2010) state that the assumptions concerning the calculation of the goodwill impairment could have significant impact on the timing of impairment charge recognition and in addition, on the magnitude of any such charge. 

Jahmani, Dowling, Torres (2010) and Lhaopadchan (2010) found evidence that the existing standards concerning the calculation of goodwill impairment provides, concerning management, opportunities to manipulate the reported earnings. However, the research of Lapoint-Antunes, Cormier, and Magnan (2008) found that with respect to transitional goodwill impairment losses, financially literate and independent audit committee members constrain managerial opportunism.

One of the major characteristics of a corporation is the separation between the ownership and the control. Based on the agency theory, in a corporation, shareholders (ownership) can be viewed as principals and the managers (control) are the agents who are working on behalf, and concerning the interest of, the principals (Davidson et al, 2005). Prior research (Lin and Hwang, 2010; Bonazzi and Islam, 2007; Davidson et al, 2005) found that some agency problems, associated with this separation of ownership and control, can be reduced by a properly structured corporate governance mechanism. Corporate governance mechanism, specifically management boards and audit committees, are crucial instruments in providing effective monitoring of management in the financial reporting process. Further, Lin and Huang (2010) found evidence that several aspects of corporate governance mechanism can reduce the use of earnings management. Lin and Hwang (2010) state the role of corporate governance structure in financial reporting as: 

“To ensure compliance with generally accepted accounting principles (GAAP) and to maintain the credibility of the corporate financial statements “(p. 59).

1.2. 
Research question

Based on the introduction before the next research question has been formulated:

“Does well- structured corporate governance constrain the use of earnings management in the application of goodwill impairment?”

Before answering the research question, the next sub questions need to be answered:

1. What is the content of properly structured corporate governance?

2. What is the content of the term earnings management?

3. What is the content of the term goodwill impairment?

4. What is the relationship between the use of earnings management and goodwill impairment?

5. What is the relationship between the use of corporate governance and the use of earnings management?

1.3.
Motivation and relevance 

Since the issuance of the accounting standards, where goodwill is required to be annually tested to investigated whether goodwill should be impaired, many researches focused on the use of earnings management when applying impairment of goodwill (Jahmani, Dowling and Torres, 2010; Masters-Stout, Costigan, Lovata, 2008; Giacomino, Akers, 2009; Lhaopadchan 2010). These studies mainly focus on the incentives and on the opportunities of the use of earnings management since the introduction of impairment, in the year of adoption and in the year after the adoption. While examining prior research on these topics only one research have been found that relates the presence of strong corporate governance (specifically the audit committee) and the use of earnings management with respect to goodwill impairment. Lapoint-Antunes, Cormier, and Magnan (2008) examined whether reporting incentives and constraints are associated with the magnitude of transitional goodwill impairment losses reported by Canadian firms implementing Section 3062 on purchased goodwill. One of their findings relates to the relationship between the proportion of financially literate and independent directors in audit committees and the recognition of goodwill impairment losses. Their results indicate that a higher proportion of financially literate and independent directors in audit committees record lower abnormal transitional goodwill impairment losses. 

Furthermore, prior research with regard to corporate governance and the use of earnings management focus namely on the presence and on the quality of corporate governance and the use of earnings management as a phenomena itself. However, this research will specifically focus on the aspect of goodwill impairment in relation with the use of earnings management regarding the presence and the quality of corporate governance. 

1.4.
Research methodology

The first step concerning this research is to locate relevant scientific studies with the content corporate governance, earnings management, and goodwill impairment. These public published articles and relevant books will provide information to explain the content of a well-structured corporate governance, earnings management, and goodwill impairment. Next, prior researches are the basis concerning the hypothesis development, predictions concerning the aspects of well-structured corporate governance and the use of earnings management in the application of goodwill impairment will be formed. The hypothesis development will be mainly based on the study performed by Van de Poel (2008) for hypothesis concerning the relationship goodwill impairment and earnings management, and on the study performed by Lin and Hwang (2010), ‘Audit Quality, Corporate Governance, and Earnings Management: A Meta-Analysis’. They applied meta-analysis techniques to empirical data from 48 studies that examined the relationships between corporate governance and audit quality variables and the use of earnings management. To investigate the relationship between the use of earnings management in the application of goodwill and corporate governance, variables will be tested like the independence of the board of directors and the independence, size, activity level measured in the number of meetings and the expertise of the audit committee.

The research design will be based on the study of Lapoint-Antunes, Cormier, and Magnan (2008). They examined whether reporting incentives and constraints are associated with the magnitude of transitional goodwill impairment losses reported by Canadian firms in 2002. In order to test their hypothesis, to assess the determinants of transitional goodwill impairment losses, the multivariate Tobit model was used. To test which variables of good structured corporate governance constrain the use of earnings management in the application of goodwill impairment, this research will use the same model. This research will focus on the listed firms of the stock exchanges of The Netherlands, The United Kingdom, Germany, and France. The 50 largest (measured as largest according to the market capitalization in 2008) of each country with goodwill on their balance sheet during the period 2002 until 2008 will be included in this research. The information e.g. the financial reports will be gathered by databanks One Thomson Banker Worldscope and Boardex of the Erasmus University Rotterdam.

After conducting the test, the results will be analyzed and commented. As final step, in the conclusion the research question will be answered.

1.5.
Limitations

This research will only focus on the aspect goodwill impairment and the use of earnings management. This implicates that in this research only firms with goodwill on their balance sheet will be included. 

This research is only representative concerning public firms in the European Union specifically concerning the states: Germany, the United Kingdom, France, and the Netherlands. This study cannot be used to generalize concerning all firms in the European Union.

1.6.
Structure

The remainder of this research will be structured as follows. Chapter two contains a description of the term corporate governance and concerning this research outline the relevant elements of corporate governance. Chapter three will explain the content of the term earnings management. Chapter four will examine the definition and the calculation of the goodwill impairment and will outline the implications of the use of the fair value concept in the impairment of goodwill. Chapter five, focusing on the three topics in the previous chapters, comments prior research and will describe the development of hypotheses concerning this research. Chapter six contains the research design. Chapter seven comments and analyzes the results. Finally, chapter eight presents the summary, the conclusion, and recommendations concerning further research.

Chapter 2
Corporate governance


2.1
Introduction

In this chapter, first the theory behind the phenomenon of corporate governance will be outlined. In paragraph three, several definitions of corporate governance will be presented and examined. Next, in paragraph four, the differences between the Anglo-Saxon and the Continental models will be outlined. The focus is on the models of management boards in the United Kingdom, in Germany, in France and in the Netherlands. Finally, in paragraph five the summary will be presented.

2.2
The theory behind corporate governance

Corporate governance stems from the phenomenon of the separation of ownership and control. In the modern corporation, due to the capital requirements of the corporation, it is impossible to own and manage corporations at the same time (Davis, Schoorman and Donaldson, 1997). Since corporations grow beyond the means of a single owner; corporations are comprised with multiple owners. Ownership and control of corporations does not fully overlap one and another (Dennis and McConnell, 2003). Davis, Schoorman, and Donaldson (1997) argue that owners contract executives to manage their firms, and become the principle of the executives. Simultaneously, the executives become agents, where the agent becomes responsible concerning maximizing the shareholder utility. However, according to the agency theory, the executives accept the ‘agent’ status, since this status provides them opportunities to maximize their own utility (Davis, Schoorman and Donaldson, 1997).

In the agency theory, it is argued that the rational agent or principal will be motivated by opportunities concerning their own personal gain, which will lead them to choose the option that increases their individual utility (Davis, Schoorman and Donaldson, 1997). Since the utility functions of both parties do not overlap one and the other, room exists concerning conflicts of interest between owners and controllers (Dennis and McConnell, 2003). In order to control these agency problems, and consequently reduce the agency costs (Jensen and Meckling, 1976), firms use governance mechanism to monitor and to control managers (Chakraborty and Sheikh, 2008). 

2.3
Corporate governance

In 1990’s Europe already had engaged in the corporate governance debate. However, until the high profile corporate scandal such as Enron and Parmalat, to set a corporate governance code the European Commission had not intervened at the EU level. The national level of the corporate governance codes in the EU member countries was similar in their scope and recommendations (Lannoo and Khachturyan, 2004).

Before commenting the subject corporate governance, this research presents several definitions of corporate governance in the scientific accounting literature.

Kalbers (2009) used the view of OEDC (The Organization for Economic Co-operation and Development) to describe the term corporate governance as:

“Corporate governance is one key element in improving economic efficiency and growth as well as enhancing investor confidence. Corporate governance involves a set of relationships between a company’s management, its board, its shareholders, and other stakeholders. Corporate governance also provides the structure through which the objectives of a company are set and the means of attaining those objectives and monitoring the performance are determined” (Kalbers, 2009, p. 196).

According to Werder, Talaukilar and Kolat (2005) the objective of corporate governance codes is to enhance the quality and the transparency of management. These codes serve as effective instruments of self-regulation, with respect to management, supervision, disclosure and auditing, and outlines the best practice provisions (Akkermans et al, 2004). 

Further Lannoo and Khachaturyan (2004) define corporate governance as: “Corporate governance is an amalgam of internal company rules, soft law approaches (codes) and statutory legislation” (p. 40).

Because of the emphasized focus on corporate governance in Europe in the past decades, most of the European countries adopted national codes. The United Kingdom, in 1992, was the first, which presented the “Report of committee on the financial aspects of corporate governance” (better known as the Cadbury report; Cadbury Committee, 1992). The German Governance Code was submitted in February 2002. The Tabaksblat Code, which represents the Dutch corporate governance code, was published in December 2003. This Code became effective at January 1, 2004 (Akkermans et al, 2004). All the Dutch stock exchange quoted companies, and foreign companies, with the statutory residence in the Netherlands, were required to declare in a separate chapter in their annual financial statement reports whether and to what extent it complied with the best practice provisions of the Tabaksblat Code. In the situation that a company does not comply with the requirements in the Code, the company has to explain why it does not comply. This ‘comply or explain’ rule is incorporated in merely all the national governance codes across Europe. France has its Principles de gouvernement d’enterprise (Principles concerning Corporate Governance) of October 2003 (Hopt and Leyens, 2004). Further, in this research, the one-tier and two-tier boards will be explained. It should be noted that corporations in France have besides the choice between these two board systems another option. Since 2001, The Loi Nouvelles Régulations Économiques offers a third option. This board system “relies on the one-tier structure but breaks with the mandatory concentration of powers in the hands of the Président Directeur Générale (PDG), who took both the position of chairman of the board and the chief executive officer”(Hopt and Leyens, 2004, p.156).

In general, all the national corporate governance codes present best practice provisions focusing on aspects like (among others) shareholder and general meeting, management board, supervisory board and accounting and auditing principles.

2.4.
The models of corporate governance

Across Europe, significant differences exist in terms of ownership structure and market concerning corporate control. Cernat (2004) identifies the main categories of corporate governance mechanisms: capital-related and labor-related. “The capital-related aspects contain, among others, variables like ownership structure, corporate voting, the identity of owners, and the role of institutional owners. The labor-related aspects refer mainly to the stakeholding position of labor in corporate governance” (p.149). Further, he describes the two well-known models of corporate governance, the Anglo Saxon model, and the Continental model. In the Anglo-Saxon model, the relationship between shareholders and managers is central. This model is based on the market capitalism, in which the system is founded on the belief of functioning of self-interest and decentralized markets in a self-regulating balanced manner (Cernat 2004). On the other hand, the Continental corporate governance system is embodied in the stakeholder theory of the firm. Cernat (2004) argues that the most important stakeholder who takes an active role in strategic decisions at corporate level through trade unions and work councils are the employees. In table 1, hereafter, the various aspects of corporate governance have been summarized.
	Table 1 Anglo-Saxon versus Continental corporate governance: capital- and labor- related aspects

	 
	 
	 

	Aspects
	Anglo Saxion
	Continental

	 
	 
	 

	Labor-related
	 
	 

	 
	 
	 

	Co-operation between social partners
	Confliction or minimal contact
	Extensive at national level

	Labor organization
	Fragmented and weak
	Strong, centralized unions

	Labor market flexibility
	Poor internal flexibility; high external flexibility
	High internal flexibility; lower external flexibility

	Employee influence
	Limited
	Extensive through works councils and co-determination

	 
	 
	 

	Capital- related
	 
	 

	 
	 
	 

	Ownership structure
	Widely dispersed ownership; dividends prioritized
	Banks and other corporations are major shareholders; dividends less prioritized

	Role of banks
	Banks play minimal role in corporate ownership
	Important both in corporate finance and control

	Family controlled firms
	General separation of equity holding and management
	Family ownership important only for small- and medium sized enterprises

	Management boards
	One-tier board
	Two-tier board; executive and supervisory responsibility separate

	Market for corporate control
	Hostile takeovers are 'correction mechanism' for management failure
	Takeovers restricted

	Role of stock exchange
	Strong role in corporate finance
	Reduced

	Source: Adapted from Cernat (2004, p. 150)
	 


2.4.1 Management boards

Since this research focuses on the element of corporate governance, which can constrain the use of earnings management, it is essential to understand the aspect of the management boards. Rao (1995) argues that the board of directors is one of the most important organizational controls. Further Hopt and Leyens (2004) argue that in good corporate governance it is essential to have a balanced interplay between the separation of the internal and the external control devices. More importantly, the auditing and the supervisory board or the responsible board committee is a crucial factor to achieve efficient internal control. The Enron case demonstrates impressively the consequences when these aspects lack in the corporate governance (Hopt and Leyens (2004).

Supervision of the corporate management can be composed within a one-tier board and a two-tier board. In the next subparagraphs this terms will be explained.

2.4.1.1 Two tier boards

Most European countries like the Netherlands and Germany have generally a two-tier board. For example, the German Corporate Governance Code mandate companies to have two boards: the management board and the supervisory board (Hopt and Leyens, 2004; Jungmann, 2006). Akkerman et al (2004) state that the Dutch companies corporate governance system is a characterization of a two-tier structure. In this two-tier system, a separation exists between the management and the supervision. Further, due to the defensive mechanism, shareholder rights are limited. Akkerman et al (2004) describe the two-tier system in the Dutch companies as “the so-called structural regime” which applies typically in large companies. In this regime, a number of powers are transferred from the shareholders to the supervisory board. Further, the remuneration of the management board is annually determined by the supervisory board. This is based on a long-term remuneration policy, which is approved by the shareholders (Akkerman et al, 2004).

The main task of the supervisory board is to supervise, to appoint, and to dismiss members of the management board, provide advice to the management board and to monitor them (Akkermann et al, 2004; Hopt and Leyens, 2004; Jungmann, 2006). Further, concerning the supervisory board it is essential to employ themselves in “soft function” like networking with the stakeholders and the business partners, balancing of interests within corporations and resolving desperate situations (Hopt and Leyens, 2004). The supervisory board is required to take always the interests of the company in account and not specific groups such as the shareholders or the employees (Akkermann et al, 2004). Concerning fundamental corporate decisions with major effects, authorization of the supervisory board is always required by law (Akkermann et al, 2004; Hopt and Leyens, 2004; Jungmann, 2006).

Beside the management of all company’s affairs, the management board needs to set up long-term goals and guidelines (Jungmann, 2006). In theory, between the two boards a clear separation should exist between the tasks and the responsibilities. In order to be independent the supervisory director should (amongst other) not to be an employee or a member of the management board of the company in the five years prior to becoming a supervisory director (Akkerman et al, 2004). Further it is required concerning the supervisory director not to have a financial or business relationship with the company (other than the compensation received as supervisory director), and he/ she does not hold ten percent or more of the company’s shares (Akkerman et al, 2004, p.1117).

Further, one of the responsibilities of the supervisory board is to take actions against the members of the management board when they breach their duty of loyalty and when actions conflicts of interest exist (Hopt and Leyens, 2004). However, the courts use the next principle: “directors are not liable if they acted in the interest of the company and on adequate information” (Hopt and Leyens, 2004, p.142). This business judgment rule in reality creates difficulties to prove when members of the management board breach their duty of loyalty and when actions with conflicts of interest exists (Hopt and Leyens, 2004). Further, this principle is automatically paired with fear of liability concerning failures in the exercise of the control over the management board members. In addition, the supervisory board members will obviously be reluctant against actions of the management board members.
Simultaneous membership of the supervisory board and the management board is irreconcilable (Hopt and Leyens, 2004). Further supervisory board members have restricted board mandates. For example, in Germany there is a maximum of ten mandates. Often former managers have valuable business knowledge, which could be used positively in the decision making process by the board members. Accordingly, companies ask their former managers to take seats in the supervisory board. Often, the chair of the management board changes over and takes the chair of the supervisory board (Hopt and Leyens, 2004). However, this aspect is inherent to the conflict of interests.

Another discerns and important aspect of two tier boards is the stakeholder’s interest. According to Hopt and Leyens (2004), management has to harmonize the interests between the shareholders and the stakeholder, which includes the employees and the public interest. However, this shareholders philosophy cannot measure the precise value of the management decisions. Since in the organization transactions exist which are confidential and contain sensitive information, Hopt and Leyens (2004) state that a danger exists concerning the information leak between the supervisory board and the actions of the management boards. Transaction with confidential and sensitive information elements will be negotiated without the intervention of the supervisory board (Hopt and Leyens, 2004). This argument is supported by the agency theory. The agency theory also point out the aspect of information asymmetry (amongst others) between the agent and the principal, which causes agency costs. In this situation, because of the information asymmetry, the supervisory board cannot monitor in an effective manner whether the management has taken all decisions on which maximizes the value of the stakeholders.

2.4.1.2 One-tier boards

Unlike most countries in Europe, the United Kingdom has a one-tier board. In the one-tier board model, both management and control belongs to the board of directors (Hopt and Leyens, 2004; Jungmann, 2006). This board of directors is comprised of executive directors, who are employed as managers by the corporation, and non-executive directors, who are not involved in the daily activities and business affairs of the corporation. Further, all directors have the same powers, and own in principle the same duties to the company (Hopt and Leyens, 2004) and are normally elected by the shareholders (Jungmann, 2006). Jungmann (2006) states that not the complete board manages the day-to-day business of the company but individuals will manage these. In practice, senior managers, who are not necessarily board member, execute these tasks. He emphasizes that non-executive directors should not be involved in the day-to-day management of the company. The distinction in tasks between the executives and the non-executives can be compared to the distinction in tasks between the management board and the supervisory board in the two-tier system.

With respect to situations where a breach of the duty exists, the Insolvency Act 1986 contains a stricter rule in comparison with the situation in the two-tier board system. The rule is, “any situation with an inherent likeliness to lead to a breach of duty of good faith is automatically to be treated as if the breach had occurred” (Hopt and Leyens, 2004, p.151). 

In order to prevent the conflict of interests concerning loyalty duties, the one-tier board system relies on the independence of the non-executive members. To assure the independence of the board members the Combined Code contains the next seven indicators. An employment contract with the (group) corporation within the last five years, a material business relationship within the last three years, additional remuneration apart from the director’s fee, close family ties, cross-directorships, representation of significant shareholder, or a directorship for more than nine years (Hopt and Leyens, 2004, p.153). The board should explain its reasons in the annual report if a board member, which compromises one of these aspects, is still permitted in the board (Hopt and Leyens, 2004). 
2.4.
Summary 

The origin of the phenomenon corporate governance is based on the agency theory. Nowadays, within stock exchange quoted companies a separation exists between the ownership and the control. Based on the agency theory the goals of the management and owners are not aligned, consequently conflicts of interests exist. Concerning the control and the monitoring of the management, these companies use governance mechanisms.

Since scandals such as Enron and Parmalat, Europe had debated extensively about corporate governance. National corporate governance code contains best practices concerning these companies, in which they are mandated to comply with the corporate governance code or to explain why they do not comply.

Based on the empirical scientific literature, concerning corporate governance two models have been distinguished, the Anglo-Saxon model and the Continental model. Both models are explained in table 1, based on labor-related and capital-related aspects. Since this research focused on the management board aspects, the most common composition of board models in Europe, the one-tier and two-tier board systems have been commented. 
The next chapter explains the content of the term earnings management.
Chapter 3
Earnings management

3.1
Introduction

In this chapter, first some definitions of earnings management will be examined. In paragraph 3, the incentives concerning the use of earnings management will be presented, using the positive accounting theory and the agency theory. Next, in paragraph 4, the many forms of earnings management will be explained. Finally, in paragraph 5, the summary will presented.

3.2 
Earnings management

In the academic literature, many definitions of earnings management are used. For example, Healy and Wahlen (1999, p. 368) use the next definition concerning earnings management: “Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholder about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers”
This definition implies that management use judgment and assumptions within GAAP with respect to accrual accounting, however the outcomes mislead stakeholders about the economic performance of the company or the outcomes of contracts that depend on the reporting accounting numbers is influenced. 

Palliam and Shalhoub (2003) discuss the earnings management phenomenon within the confines of agency theory. One of the major characteristics of a corporation is the separation between the ownership and the (Davidson et al, 2005). Based on the perspective of this theory, Palliam and Shalhoub (2003) argue that agents or the management use discretion, however it is very difficult to distinguish the use of discretion that is in accordance with the requirements in the Generally Accepted Accounting Principles (GAAP) and fraudulent activity. They describe the area between the extremes as a “gray area”, which is defined as: “A gray area is where (GAAP) is perverted; where managers cut corners; and, where earnings reports reflect the desires of management rather than the underlying financial performance of the company”(p.78).

Another widely know definition is used by Schipper (1989, p. 92), where earnings management is defined as: “…a purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain (as opposed to, say, merely facilitating the neutral operation of the process)”.
This definition emphasizes the private gain of the management. It assumes that management will use discretion mainly to realize a desirable outcome of the financial numbers that lead to private gain of the management itself.

Further, Dechow and Skinner argue that systematic choices within GAAP (Generally Accepted Accounting Principles) can constitute earnings management, while financial reporting choices that explicitly violate GAAP can constitute both earnings management and fraud. They provide a classification of different types of managerial choices, which distinguish fraudulent accounting with those that comprise aggressive, but acceptable accounting discretion. These accounting choices are divided into four groups:

· Conservative accounting, 
Accounting choices are focused on overly aggressive recognition of provisions or reserves; overvaluation of acquired in-process R&D in purchase acquisitions; overstatement of restructuring charges and asset write-offs.

· Neutral earnings 
Earnings result from a neutral operation of the process.

· Aggressive accounting

Accounting choices are focused on, understatement of the provision concerning bad debts; drawing down provisions or reserves in an overly aggressive manner.

· Fraudulent accounting, 
Accounting choices are focused on, recording sales before they are “realizable”; recording fictitious sales; backdating sales invoices; overstating inventory by recording fictitious inventory.

The first tree groups are systematic accounting choices that are in conformity with the requirements in GAAP. In many cases that belong into the first tree groups, it is difficult to distinguish the use earnings management from the legitimate exercise of accounting discretion (Dechow and Skinner, 1999).

In addition, Palliam and Shalhoud (2003) argue that the GAAP facilitates the use of judgment of the agents or management, which leads to the use of earnings management. The aspect management has to use judgment is categorized as follow: 

· The estimations concerning numerous future economic events such as expected lives and salvage values of long term assets, obligations concerning pension benefits and other post-employment benefits, deferred taxes, and losses from bad debts and asset impairments.
· The choices among acceptable accounting methods concerning reporting in the same economic transactions, such as straight line or accelerated depreciation methods or the Last in Fist Out (LIFO), First in First Out (FIFO), or weighted average inventory valuation methods.

· Working capital management (such as inventory levels, the timing of inventory shipments or purchases, and receivable policies), which affects cost allocations and net revenues.

· Choices concerning defer expenditures, such as research and development (R&D), advertising, or maintenance.

· Decisions concerning to structure the corporate transactions.

Further Paliam and Shalhoub (2003) argue that the use of earnings management arises only if agents believe that (at least some) stakeholders do not restore the use of earnings management. Further they argue that the use of earnings management occur if a information asymmetry exits between the agents and the principals, where agents have access to information which is not available to the outside stakeholders. They argue that agents can use accounting judgment realizing financial reports concerning the users with more informative value.

3.3
Incentives concerning the use of earnings management

In this paragraph, the incentives concerning the use of earnings management will be commented. This can be explained by using the positive accounting theory (PAT) which is presented by Watts and Zimmerman (1986), and the agency theory examined by Jensen and Meckling (1976).

The theory of PAT will be explained based on the information gathered from textbooks available on this subject. Watts and Zimmerman define positive accounting theory as: “It is concerned with explaining accounting practice. It is designed to explain and predict which firms will and which firms will not use a particular method, but says nothing as to which method a firm should use” (p. 7).

Deegan (2000) defines PAT as follows: “…Positive Accounting Theory (PAT), a theory that seeks to explain and predict managers’ choices of accounting methods. PAT focuses on relationships between various individuals within and outside an organization and explains how financial accounting can be used to minimize the costly implications associated with each contracting party operating in his or her own self interest” (p. 239).

Elements of PAT are derived from the agency theory. In the agency theory, Jensen and Meckling (1976) describe most organizations as: “legal fictions which serve as a nexus for a set of contracting relationships among individuals” (p. 310). Due to the conflicting aspects between the principals and the agents, the principle has to engage the agents (management) into contracts, which ensure alignment between the objectives of the agents and principals and reduces the agency costs. Agency costs are the sum of monitoring agents by the principle, bonding expenditures by the agents and the residual loss (Jensen and Meckling, 1976, p. 308). 

Within the conditions of the agency theory, Watts and Zimmerman (1990) have used the positive accounting theory to distinguish three hypotheses concerning managers or firms to adopt certain accounting methods:

· The bonus plan hypothesis: 
“The bonus plan hypothesis is the managers of firms with bonus plans (tied to reported income) are more likely to use accounting methods that increase current period reported income. Such selection will presumably increase the present value of bonuses if the compensation committee of the board of directors does not adjust for the method chosen” (p. 138);

· The debt hypothesis: 
“The debt/ equity hypothesis predicts (that) the higher the firms’ debt/equity ratio, the more likely managers use accounting methods that increases income. The higher the debt/equity ratio, the closer (i.e. tighter) the firm is to constrains in the debt covenants. The tighter the covenant constraints, the greater the probability of a covenant violation is and of incurring costs from technical default. Managers exercising discretion by choosing income increasing accounting methods relax debt constraints and reduce the costs of technical default” (p. 139);

· The political cost hypothesis: 
“The political cost hypothesis predicts (that) large firms rather than small firms are more likely to use accounting choices that reduce reported profits. Size is a proxy variable for political attention. Underlying this hypothesis is the assumption that it is costly for individuals to become informed about whether accounting profits really represent monopoly profits and to contract with others in the political process to enact law and regulations that enhance their welfare. Thus rational individuals are less than fully informed. The political process is no different from the market process in that aspect. Given the cost of information and monitoring, managers have incentives to exercise discretion over accounting profits and the parties in the political process settle for a rational amount of ex post opportunism” (p. 139).

Furthermore, Palepu, Healy, and Bernard (2004) in addition, describe incentives of management to exercise accounting discretion available to achieve certain objectives:

· Accounting-based debt covenants: 
Firms’ management close to violating debt covenant has incentives to select accounting policies and estimates in an attempt to reduce the probability of covenant violation.

· Management compensation
Since compensations and job security of managers are often influenced by reported profit, managers have incentives to choose accounting policies and estimates that maximizes their expected compensation.

· Corporate control contests: 
In corporate control contests, accounting numbers are used to debate management performance. It is likely concerning managers to use accounting decisions that influence the investor perspective in the corporate control contests.

· Tax considerations: 
“Managers may also make reporting choices to trade off between financial reporting and tax considerations” (p.3-5). For example, firms may choose to use certain valuating system, such as LIFO instead of FIFO for the inventory accounting. In the situation where prices increase, firms may choose to report under LIFO, in order to lower profits and in addition reducing the tax payments. 
· Regulatory considerations
It is likely concerning some managers to use accounting decisions that influences regulatory outcomes, since accounting numbers are used by regulators in a variety of contexts.

· Capital market considerations: 
In situations, an information asymmetry between the managers and the outside parties exists, the likelihood increases concerning manager to use accounting decisions that influences the perceptions of capital markets.

· Stakeholder considerations: 
Managers may be motivated to use accounting decisions that influences important stakeholders such as labor unions.

· Competitive considerations: 
Managers may be motivated to use reporting choices, such as not disclosing certain data, in order to influence the perception of the competitors.

Watts and Zimmerman (1990), as Palepu et al (2004) describe incentives of managers that are aimed to influence the perceptions of different users of the financial accounting information. The incentives can be classified into incentives that arise mainly from the self-interest of the managers and incentives that benefit the whole company. However, in addition the latter category benefits the managers in an indirect way. 

3.4
Forms of earnings management

In the former paragraph, it is commented that managers use discretion to either increase or decrease earnings, leading to multiple types of earnings management. The next techniques of the use of earnings management is describes by Sevin and Schroeder (2005): Big bath accounting, creative acquisition accounting, smoothing, abuse of the materiality concept and improper revenue recognition. Since this research focuses on goodwill impairments, in which management has incentives to either present less volatile earnings or use goodwill impairments as an excuse to “clean up” the company, this paragraph only will explain the two main forms of the use of earnings management, ‘big bath accounting’ and ‘income smoothing’. This will be further explained in chapter 6.

3.4.1 Income smoothing

Moses (1987) defines smoothing behavior as an effort of the management to reduce volatility in the reported earnings. Mohanram (2003) describes two purposes of income smoothing. The first is to report a “smooth” line of earnings increases over the years. The so called “cookie jar” accounting prescribes that the firm will decrease income using management’s discretion in a year where the firm’s income is higher than its target and vice versa. During years, where firms have high income in relation to its target, the firms save some parts of the income concerning the future, in case the firm cannot meet its target. The saved income from the past can be used to boost the income in the present period. Since stakeholder does not have a view of the “real” earnings during the years, income smoothing misleads the stakeholders. Second, by using “cookie jar” accounting, firms prevent expectations about the firm’s result to rise. If these expectations increase, the management will have difficulties in reaching those targets in the future.

3.4.2 Big bath accounting

Big bath accounting is used to decrease earnings in a year, by recognizing as many as possible losses and write offs in one year, with the purpose to start fresh in the next year. Sevin and Schroeder (2005) argue that with the use of big bath accounting, the management expects that this one-time loss will be discounted in the market place. In the next year, analysts and investors will focus on the future earnings. Zucca and Campbell (1992) argue that ‘big bath’ accounting by management might be used to signal investors that the ‘bad times’ are in the past and the future will show better earnings. According to Mohanram (2003), firms are using big bath accounting because they cannot reach their targets anymore, which lead firms to worsen the financial results of the firms even more. Concerning these behavior two reasons exists. First, it is unlikely that the firm can reach the targets set concerning that year, implying the year is ‘lost’. Second, the ‘extra’ incurred losses will have minimum damage concerning the firm. 

3.5
Summary

In this chapter, the definition of earnings management has been explored. Since this research is focused on the occurrence of earnings management where management use judgment in valuing the goodwill impairment loss the next definition of earnings management will be used:

 “ Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholder about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers” (Healy and Wahlen, 1999,             p. 368).

Further, the incentives concerning the use of earnings management can be explained based on the positive accounting theory and the agency theory. The self-interest of the agents is crucial concerning these theories. The positive accounting theory distinguishes three hypotheses regarding the use of earnings management: the bonus plan hypothesis, the debt hypothesis, and the political cost hypothesis. In order to influence several categories of users of accounting information the incentives concerning management to use certain accounting methods have been presented (Palepu et al, 2004). Only big bath accounting and income smoothing, two forms of earnings management have been explained, since these two forms will be examined in this research. 
In the next chapter, the content of the term goodwill impairment will be explained.

Chapter 4
Goodwill impairment


4.1
Introduction

Before goodwill impairment will be commented, first the definition of goodwill will be described. In this paragraph, the distinction between internally generated and purchased goodwill will be commented. In the third paragraph, the goodwill impairment test will be commented and examined in further detail. The fourth paragraph will describe some implications of goodwill impairment. The final paragraph will give a short summary and a conclusion of this chapter.

4.2.
Goodwill

Before goodwill impairment will be commented and examined, it is important to determine what the definition of goodwill is. The IASB defines goodwill as ‘an asset representing the future economic benefits arising from other assets acquired in a business combination that are not individually identified and separately recognized’ (appendix A IFRS 3). Jahmani, Dowling, and Torres (2010) argue that there are two definitions of goodwill in the accounting literature. ‘One is that goodwill is the excess of the purchase price over fair value of the net asset acquired. Alternatively, goodwill is defined as the price paid for the excess earnings where excess earnings are defined as the difference between the earnings of acquired asset over the normal earnings in the similar businesses’.

Evaluating the definitions of goodwill it can be concluded that goodwill occurs when mergers and acquisitions take place. This implicates that purchased goodwill is recorded in the balance sheet. Lander and Reinstein (2003), argue that entities should record goodwill only when they purchase another entire business. They state goodwill as the representation of the difference between the price paid for the entire business and all specifically identified assets. Thus, goodwill equals the purchased price paid at the acquisition for the acquired business less the fair market value of net tangible identifiable intangible assets. Lander and Reinstein (2003) also point out that entities generate goodwill internally. Since there is no objective valuation model to value this goodwill, it is not allowed to recognize internally generated goodwill. 

Further, the Standards (IFRS 3.32) prescribe the following treatment for goodwill
:

“The acquirer shall recognize goodwill as of the acquisition date measured as the excess of (a) over (b) below:

(a) the aggregate of:

(i) the consideration transferred measured in accordance with this IFRS, which generally requires acquisition-date value (see paragraph 37);

(ii) the amount of any non-controlling interest in the acquire measured in accordance with this IFRS; and

(iii) in a business combination achieved in stages (see paragraph 41 and 42), the acquisition-date fair value of the acquirer’s previously held equity interest in the acquiree.

(b) the net of the acquisition-date amounts of the identifiable assets acquired and the liabilities assumed measured in accordance with this IFRS.”

In most situation mergers and acquisitions takes place, because the acquirer expect to benefit from (future) advantages from the acquisition. For this reason, it is common that the acquirer is willing to pay a “premium” above the fair value of the acquired net identifiable assets, where the goodwill is a positive residual.

However, sometimes negative goodwill is generated from an acquisition. IFRS 3.34 describes this situation as follow: 

“Occasionally, an acquirer will make a bargain purchase, which is a business combination in which the amount in paragraph 32(b) exceeds the aggregate of the amounts specified in paragraph 32(a). If that excess remains after applying the requirements in paragraph 36, the acquirer shall recognize the resulting gain in profit or loss on the acquisition date. The gain shall be attributed to the acquirer.”

From the academic literature and the descriptions from the Standards (IFRS 3) as commented before, several aspects of goodwill can be summarized:

· Goodwill is only recognized when a business acquisition takes place;

· Goodwill is the residual of the price paid for the acquisition target at the acquisition date and the fair values of the net identifiable assets, which can result in a positive or a negative amount;

· Internally generated goodwill is not recognized, since there is no objective valuation model to value this goodwill.

For this research, the term goodwill will be referred to positive goodwill that is a result of a business acquisition.

4.3.
Application of the goodwill impairment test

In essence, the impairment test is a tool to verify whether changes have occurred in the value of the recorded goodwill. This is executed by verifying whether the book value of the goodwill in the balance sheet is in conformity with the fair value of goodwill. When there is a decrease in value, an impairment loss is recognized. Increases are not recognized, since there is much uncertainty with respect to possibilities to realize this increase. In that case, the goodwill balance remains unaltered in the entity’s balance sheet from year to year (Wines, Dagwell and Windsor, 2007).

According to IAS 36.6, impairment loss is defined as ‘the amount by which the carrying amount of an asset or a cash generating unit exceeds its recoverable amount’. The impairment should be applied at a yearly basis or more frequent when circumstances allow. IAS 36.12 describes indications from external and internal sources of information that an entity should consider as a minimum of indications in assessing whether an asset may be impaired. These indications are:

“External sources of information:

(a) during the period, an asset’s market value has declined significantly more than would be expected because of the passage of time or normal use.

(b) significant changes with an adverse effect on the entity have taken place during the period, or will take place in the near future, in the technological, market, economic or legal environment in which the entity operates or in the market to which as asset is dedicated.

(c) market interest rates or other market rates of return on investments have increased during the period, and those increases are likely to affect the discount rate used in calculating an asset’s value in use and decrease the asset’s recoverable amount materially.

(d) the carrying amount of the net assets of the entity is more than its market capitalization.

Internal sources of information:

(e) evidence is available of obsolescence or physical damage of an asset.

(f) significant changes with an adverse effect on the entity have taken place during the period, or are expected to take place in the near future, in the extent to which, or manner in which, an asset is used or is expected to be used. These changes include the asset becoming idle, plans to discontinue or restructure the operation to which an asset belongs, plans to dispose of an asset before the previously expected date, and reassessing the useful life of an asset as finite rather than indefinite.

(g) evidence is available from internal reporting that indicates that the economic performance of an asset is, or will be, worse than expected”..

However, this list is not exhaustive. An entity may identify other indications that an asset may be impaired and in addition, these would require the entity to determine the asset’s recoverable amount or goodwill (IAS 36.13).

Wines, Dowell and Windsor (2007) describe four steps to determine whether an impairment loss should be recognized.

Step 1: Determine the recoverable amount of the cash-generating unit to which goodwill relates.

IAS 36.6 defines a cash-generating unit as: “the smallest identifiable group of assets that generates cash inflows that are largely independent of the cash inflows from other assets or groups of assets”. Goodwill acquired in a business combination is allocated to cash generating units (Wines, Dagwell, and Windsor, 2007), where cash generating units represent the “lowest level within the entity at which the goodwill is monitored for internal management purposes” (IAS 36.80a). Further, an impairment loss is recognized for that unit if its recoverable amount is less than its carrying amount. 

The recoverable amount of an asset or a cash-generating unit is defined as “the higher of its fair value less cost to sell and its value in use
” (IAS 36.6). Further, IAS 36 points out that the fair value of the cash-generating unit is the price that would have determined in an arm’s length transaction between knowledgeable, willing parties. The value in use represent the value of the future cash flows expected to be derived from an asset or cash-generating unit (IAS 36.6). The following elements should reflect in the calculation of an asset’s value in use (IAS 36.30): “
(a) an estimate of the future cash flows the entity expects to derive from the asset;

(b) expectations about possible variations in the amount or timing of those future cash flows;

(c) the time value of money, represented by the current market risk-free rate of interest;

(d) the price for bearing the uncertainty inherent in the asset; and

(e) other factors, such as illiquidity, that market participants would reflect in pricing the future cash flows the entity expects to derive from the asset”.
Conform IAS 36.32 the elements b, c and d, and e signaled before can be reflected either as adjustments to the future cash flows or as adjustments to the discount rate.

Step 2: Determine the carrying amount of the cash-generating unit’s net assets. If the carrying amount of the cash-generating unit’s net assets exceeds the unit’s recoverable amount, an impairment loss is required.

IAS 36.75 determines the carrying amount of a cash-generating unit on a basis consistent with the way the recoverable amount of the cash-generating unit is determined. The Standard (IAS 36.6) defines the carrying amount as: “the amount at which an asset is recognized after deducting any accumulated depreciation (amortization) and accumulated impairment losses thereon”.

Step 3: If an impairment loss is required, determine the implied value of goodwill.

The implied value of goodwill is surplus that the firm would have recognized should it have acquired the cash-generating unit in a business combination at the date of impairment test. This is the excess of the recoverable amount of the cash-generating unit over the net fair value of the unit’s identifiable assets, liabilities, and contingent liabilities. The entity would recognize this value of goodwill if it acquired that unit in a business combination on the date of the impairment test.

Step 4: Reduce the carrying amount of goodwill by the amount of the impairment loss.

The impairment loss shall be allocated to reduce the carrying amount of the assets of the cash- generating unit (group of units). According to IAS 36.104 this need to be performed in the next order: “
(a) first the impairment loss shall be allocated to reduce the carrying amount of any goodwill allocated to the cash-generating unit (group of units); and

(b) next, to the other assets of the unit (group of units) pro rate based on the carrying amount of each asset in the unit (group of units)”.

The second step should be applied in the case where goodwill impairment loss is larger than the amount of goodwill on the balance sheet allocated to a cash-generating unit.

4.4.
Implications of the goodwill impairment test

At the acquisition date goodwill is the residual or difference between the price paid for that target and the fair value of the acquired part of the identifiable assets and liabilities and contingent liabilities (Böhmer, Hoogendoorn and Krens, 2010; IFRS 3.32). Any measurement errors in computing the fair value of the net assets affect the imputed value of goodwill (Lander and Reinstein, 2003). However at the acquisition date it is less complicated to observe the value of goodwill (Lhaoppadchan, 2010), since the value of goodwill can be related to a real transaction. 

Seetharaman, Sreenivasan, Sudha and Yee (2006) argue that goodwill is unlike other assets, intangible and immeasurable. Like Lhaoppadchan (2010), they also state that goodwill cannot be separated from a business entity. For this reason, they argue that it is not possible for a company to acquire goodwill without acquiring the whole company or a substantial portion of it. This complicates the post acquisition date measurement of goodwill. Goodwill cannot be traded as a separate asset, thus there is no active market to value changes in goodwill after the acquisition (Lhaoppadchan, 2010).
In addition, Lander and Reinstein (2003) argue that two factors exists that complicate the post acquisition date measurement of goodwill. The first factor is concerned with the merging activities. They state that target firms often merge in the parent’s entity or with their subsidiaries. It is than complicated to evaluate both the separate performance and accounting measurement, as well as the measurement of acquisition goodwill separately from the enterprise goodwill after the date of the business combination. The second factor is concerned with the non- separation between acquired goodwill and internally generated goodwill. According to Lander and Reinstein (2003), all changes in the goodwill from acquisition, thus the purchased goodwill, become indistinguishable from changes in the post-business combination in the situation where the target maintains its independence. This prevents the separate measurement and impairment testing of both types of goodwill.

Further, goodwill recognition requires the valuation of all identifiable assets, both tangible and intangible, at fair value (Nethercott and Hanlon, 2002). IFRS 3 (appendix A) defines fair value as: “the amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction”. Estimates of fair value should be based on the best available information (Lander and Reinstein, 2003). Rander and Reinstein (2003) argue that to determine the fair value of goodwill, firms should use objective valuation techniques to measure declines in the fair values of their net assets by incorporating assumptions that market participants would use in their estimated of values, future revenues, and futures expenses, including assumptions about interest rates, default, prepayment, and volatility. However, the determination of the fair value of an asset in individual situations is not always straightforward. The application of the fair value concept to the determination of goodwill can result in wide variations in valuation depending on the assumptions inherent in the various calculations required (Wines, Dagwell and Windsor, 2007). Management could use alternative valuation models, such as replacement costs, market value and discounted cash flow approaches, in their attempt to assess the fair value (Wines, Dagwell, and Windsor, 2007). Since alternative measurement can be applied, and constructions are available to determine the fair value concept in individual situations, the likelihood of measurement errors in fair value estimates increases, which can affect their relevance and reliability. According to Beaver (1981), management is reluctant in using assumptions in valuating fair value, which can result in uncertainty, ambiguity, and scope for creative accounting.

Like Beaver (1981), Wines, Dagwell and Windsor (2007) also argue that the introduction of the requirement for more explicit estimates of fair values subsequent to initial acquisition may introduce increased uncertainty and a lessening of transparency, as the new reporting regime will rely on increased professional judgment by preparers and auditors. They summarized the potential difficulties and the scope for creative accounting with the new goodwill accounting method as:

· There is room for uncertainties in the initial identification of the level (s) cash generating units, which is paired with subjectivity. In addition, in order to avoid impairment losses, it is likely for cash generating units to be aggregated at a too high level. 

· Units that are comprised of branches, divisions, or unique facilities and are not subject to active capital markets will be complicated to value. 

· To comply with all requirements of the new standard companies will have to spend additional time, since each applicable asset and associated goodwill for each cash generating-unit will acquire a detailed valuation. The additional time will thereby result in greater costs.

· Since the calculation of the recoverable amount of a cash-generating unit implies calculation of the higher of fair value less costs to sell and value in use, there is scope to bias either or both of these bases in an attempt to avoid the need to recognize an impairment loss. “Fair value based on a ‘hypothetical’ sale between knowledgeable willing parties in an arm’s length transaction, and value in use compromising a present value calculation based on expected future net cash inflows and estimates of discount rates, do not represent objective measures for many cash-generating units”  (Wines, Dagwell and Windsor, 2007, p. 870)

Further, any impairment of goodwill is permanent. Changes in goodwill, because of market price fluctuations, which result in an increase in the value of goodwill is not recognized. Laoppachan (2010) argue that since goodwill cannot increase in value and any impairment of goodwill is permanent, this creates incentives to time goodwill write-downs or even postpone impairments as any fall in value is charged against current period’s profit. 

Jahmani, Dowling, and Torres (2010) argue that since goodwill is no longer annually amortized, but impaired the reported net income may well be more volatile than before. Goodwill will not decrease in value systematically, because impairment losses will be influenced by the fair value, and thus will be irregular and in varying amounts. Since management usually does not appreciate volatility in earnings, the impairment of goodwill gives management incentives to choose a convenient time to recognize impairment losses such that the recognitions allow a smoothing of earnings.
4.5.
Summary 

This chapter describes the definition of goodwill as used in the academic literature. Several aspects of goodwill are commented:

· Goodwill is only recognized when a business acquisition takes place;

· Goodwill is the residual of the price paid for the acquisition target at the acquisition date and the fair values of the net identifiable assets, which can result in a positive or a negative amount;

· Internally generated goodwill is not recognized, since there is no objective valuation model to value this goodwill.

The term goodwill used in this research will refer to positive goodwill that is a result of a business acquisition.

Further, the application of goodwill impairment according to IAS 36 is examined. Goodwill impairment is applied on a yearly basis or more frequent if there are indications of impairment of assets. An entity should consider a set of minimum indications from external and internal sources of information in assessing whether an asset may be impaired.

Goodwill recognition requires the valuation of all identifiable assets, both tangible and intangible, at fair value. The calculation of the fair value of goodwill at both acquisition and post acquisition date is very complicated. There are several reasons for this complication, for example: goodwill is not traded separately, post acquisition goodwill has no active market, and thus the calculation of fair value is subjected to several alternative valuation models, such as replacement costs, market value and discounted cash flow approaches. These models are subjected to assumptions used by management that gives management a scope of ambiguity and scope for creative accounting.

The next chapter will comment on the prior empirical research concerning goodwill impairment and the use of earnings management, and the constraining elements of corporate governance related to earnings management. Further, based on prior research, hypothesis concerning this research will be formulated.
Chapter 5
Previous researches

5.1.
Introduction

In this chapter, first in paragraph two a review of literature will be presented which explores the relationship between goodwill impairment and the use of earnings management. Based on the findings in prior research the hypothesis for this research concerning earnings management and goodwill impairment will be formulated. In paragraph three, the relationship between the use of earnings management and corporate governance will be outlined. The hypothesis concerning the use of earnings management and corporate governance will be formulated. Finally, paragraph four contains the summery.

5.2.
 Relationship goodwill impairment and earnings management

In the academic literature, the subject of the use of earnings management is investigated within many contexts. More recently, the use of earnings management is related to goodwill impairment. The valuation of the goodwill impairment loss has many aspects where the subjectivity of the management is an essential element. As Seetharaman, Sreenivasan, Sudha, and Yee (2006) stated, the valuation of goodwill impairment is not just a measurement of the difference between the market capitalization and the net book value. This measurement requires a thorough knowledge of the valuation method of tangible and intangible assets and the purchase price method. This subject is complicated, and caused many arguments in the accounting profession (Seetharaman, Sreenivasan, Sudha, and Yee 2006).
5.2.1 Big bath accounting and income smoothing

In this research big bath accounting and income smoothing will be used as indications concerning the use of earnings management. Several researches will be commented will be used to formulate hypothesis’s concerning this research.

Jordan and Clark (2004) found evidence of the use of ‘big bath’ accounting by firms after the introduction of SFAS No. 142. Their sample consisted of the Fortune 100 companies in 2001 and in 2002, where they divided their sample into two groups, those with goodwill impairments, and those without goodwill impairments on their balance sheet. Next, they compared the earnings levels of both groups. For the measurement of earnings level, they used the return on asset (ROA) and return on sales (ROS). In addition, Henning, Shaw, and Stock (2004) investigated both the timing and the amount of goodwill write-offs in the United States and revaluations used by the firms in the United Kingdom. Their findings suggest that the amounts of goodwill write-offs are higher during the transition to SFAS No. 142. Goodwill impairment was shown as a non-operating loss in the year of the adoption of SFAS No. 142, and as an operating expense in the subsequent years. These findings implicate that management are motivated during the transition period to use ‘big bath’ accounting.

Supporting evidence was found by Sevin and Schroeder (2005), where they investigated in their research whether the application of the SFAS No. 142 gave organizations possibilities concerning the use of for ‘big bath’ accounting. They focused particularly on the size of firms. Concerning their sample, they used a random selection that resulted in 202 firms during 2002. Their findings suggest that smaller firms were impacted in a more negatively manner by the SFAS 142. For this reason, in comparison to larger firms, it was more likely for smaller firms to impair goodwill.

Hayn and Hughes (2006) in their examination found that managers time goodwill write offs in order to meet certain reporting objectives. In particular they found that goodwill write off on average, lag three or four years behind the economic impairment of goodwill. Further, they found that poor performance of the acquired entity appears to persist for at least six to ten years before a write-off is taken. They argue that these delays of the goodwill write-offs may be a reflection of the use of managerial discretion. Management may use earnings management to time goodwill write-offs in order to meet certain reporting objectives (Hayn and Hughes, 2006). The sample used in their examination consisted of 1276 acquisitions during a ten-year period, starting in 1988. In accordance Henning, Shaw and Stock (2004) found concerning the timing of goodwill impairments that U.S. firms delayed income, which reduced the effects of goodwill write-offs. The sample used in the regression model consisted of 1579 U.S. and 563 U.K. acquisitions during the period 1990-1994. Further, the U.K. firms were timing the asset-increasing effects of goodwill revaluations in an attempt to avoid additional agency costs. These findings suggest that management influenced the timing of goodwill impairment, which has an impact on the presentation of the earnings in the financial statements. 

Other research, which examines the relationship between the use of earnings management and goodwill impairments, is conducted by Beatty and Weber (2006). They investigated the economic incentives that firms faced when they decided concerning the recognition of goodwill impairment. According to Beatty and Weber (2006), managers have two choices in recording goodwill impairment. Managers record either certain current goodwill impairment losses below the line or uncertain goodwill impairment losses, if recorded, in the income from continuing operations. Their sample consisted of 553 firms on the Compustat with goodwill balances at the end of the fiscal year 2001. Their results indicate that both contracting and market incentives affect the choices of firms which relates to the trade-off between the timing and the presentation of expense recognition on the income statement. Firms will be more reluctant in writing goodwill off if they have less slack in their net worth covenant, where the covenant is likely to be affected by accounting changes. It should be noted that Bens (2006) questioned the model used by Beatty and Weber (2006). According to Bens (2006), a simple linear framework is not sufficient in capturing many subtleties involved in complex accounting decisions. 

Master-Stout et al (2008) investigated the goodwill decisions of firms in relations to the tenure of the CEO of listed firms, using a regression analysis. They found compelling evidence that new CEO’s will impair more goodwill than their senior counterparts will. This could imply that a new CEO takes a ‘big bath’ at the beginning of their tenure to ensure better times concerning the company during the rest of his tenure. Their research sample consisted of the 500 biggest companies of the Forbe’s list during the period 2004-2006. 

Lapoint-Antunes et al (2008) examined the reporting incentives and constraints that are associated with the amount of transitional goodwill impairment losses reported by Canadian firms. Their sample consisted of 331 firms, listed on the TSX that report under the Canadian GAAP and had a positive goodwill balance. In order to avoid deviations from industry ROE and ROA respectively industry median leverage, their findings suggest that firms recognize higher (lower) transitional goodwill impairment losses. This implicates that in order to avoid deviation from the expectations firms have incentives to delay and to influence goodwill impairment losses. 

Zucca and Campbell (1992) found evidence of both ‘big bath’ accounting and ‘income smoothing’. They examined if a timing pattern of goodwill write-downs exists and the consequences of these write-downs. They examined 77 write-downs used by 67 firms during the period 1981-1983. Their findings indicated the use of ‘big bath’ accounting, since 45 of the 77 selected write-downs were recognized in periods where the earnings of the firm were below the expected results. Further, they found indications of income smoothing since 22 of the write downs were recognized when the earnings of the firms were above the expected result. However, they did not found significant evidence of market reactions to announcement of write-downs. Consistent with the findings of Zucca and Campbell (1992), more recently, Van de Poel et al (2008) found supporting evidence for the use of ‘big bath’ accounting and ‘income smoothing’ by firms. They investigated a sample of listed companies in 15 EU countries, which prepared their financial statements for the period 2005-2006 under IFRS. Their results indicate the strategic use of IFRS by companies. More specifically, firms are more likely to take goodwill impairments when their earnings are ‘unexpectedly low’ (‘big bath’ accounting) or ‘unexpectedly high’ (‘income smoothing’).

Several researches have found evidence of managerial discretion with respect to the use of earnings management and more specifically ‘big bath’ accounting and ‘income smoothing’. In order to find evidence of the use of earnings management which can be used as a proxy to determine whether these findings relates to an effective corporate governance, this research will use the hypothesis’s used in the research by Van de Poel et al (2008). 

Van de Poel et al (2008) argue that in situations where earnings are ‘unexpectedly low’, consequently the overall performance of the corporation is below the desirable level, it is more likely for managers to recognize a goodwill impairment loss. This suggests that management will use ‘big bath’ accounting by recognizing high goodwill impairment losses, consequently the next hypothesis is formulated:

H1a:
Firms are more likely to recognize a goodwill impairment loss when their earnings are ‘unexpectedly’ low, ceteris paribus.

Further, Van de Poel et al (2008) argue that in situations where the earnings are ‘unexpectedly high’, and the performance of the corporation has no influence on the bonus level of managers, it is more likely for managers to recognize a goodwill impairment loss. It becomes more profitable for manager to take impairment losses in the current period in an attempt to safeguard futures bonus levels. Further, it is argued that from the perspective of ‘income smoothing’, managers will report earnings patterns with a smooth line. Consequently, in a period that earnings are ‘unexpectedly high’, a firm may attempt to recognize goodwill impairment (Van de Poel et al, 2008; Zucca and Campbell, 1992), suggesting the next hypothesis:

H1b:
Firms are more likely to recognize a goodwill impairment loss when their earnings are ‘unexpectedly’ high, ceteris paribus.

Source: Van de Poel et al, 2008.

5.3.
Relationship earnings management and corporate governance

As signaled in chapter two, corporate governance was not a prime agenda point until the bubble burst, where several accounting scandals of prominent corporations such as Enron, Worldcom, and Parmalat shake the confidence in the integrity of the corporate financial reporting. Accordingly, Europe has taken actions to improve the corporate governance of corporations. 

Since the introduction of these corporate governance codes, many researchers investigated the relationship between the changed corporate governance mechanism and the likelihood of earnings management and fraud statement reporting. To formulate hypothesis to test in this research next, several aspects of well-structured corporate governance included in accounting studies will be investigated.

5.3.1 Composition of the board

Corporate governance codes in many countries, such as The Cadbury Committee Report in the United Kingdom presume that a board with outside directors enhances the monitoring responsibilities of the board. As Fama and Jensen (1983) argued, the role of the board of directors is to protect shareholders interests by monitoring the firm’s management team. As it follows, one of the most examined factors in the accounting literature is the board’s composition and the percentage of independent directors on the board. Accordingly, many researches find evidence that independent board of directors affect the board’s ability to monitor the firm’s management team. 

Davidson, Goodwin-Steward, and Kent (2005) find evidence for a negative relationship between earnings management and the independence of the board of directors. In the academic literature, it is argued that the extent to which a board is comprised with non-executive board directors without any other relationship with the organization except the role of director illustrates the independence of the board (Davidson, Goodwin-Stewart, and Kent, 2005). Likewise, Akkerman et al (2004) support this vision and argue to becoming a supervisory director that in order to be independent the supervisory director (amongst other) should not be an employee or a member of the management board of the company in the five years prior to his appointment (Akkerman et al, 2004). The findings of Davidson et al (2005) is supported by Beasley (1996), where he finds evidence that the board of directors comprised of larger proportions of outside members on the board of directors reduces significantly the likelihood of financial statement frauds. Beasly (1996) used a logit regression on a sample of 150 listed firms, during 1980-1991, which were equally divided in two groups, one fraud group and a second non-fraud group. In addition, Klein (2002) found a negative relationship between the independence of the board and the use of abnormal accruals. In an examination of the quality of corporate governance mechanisms associated with the credibility of the financial reporting system, Farber’s (2005) findings suggest that fraud firms have fewer numbers and percentages of outside board members. This evidence indicates a negative relationship between the board’s independence and fraudulent financial statement. Since fraudulent accounting is an extreme form of earnings management, these finding can also apply for softer forms of earnings management.

Contrary to these findings, Park and Shin (2003), Parsons (2005) and Peasnell, Pope and Young (2005, 2006) find no relationship between the proportion of outside directors and the degree of accrual accounting manipulation. Park and Shin (2003) investigated the effect of the composition of the board of directors practicing earnings management in a sample of 202 unique Canadian firms for the period 1991 -1997, using a regression model. Peasnell et al (2005) investigated 1271 U.K. listed firm during June 30, 1993 and May 31, 1996, using a regression model to examine the influence of outside directors in the financial reporting process. In addition, Park and Shin (2003) focused on the relationship of the tenure of outside directors and their affectivity in monitoring earnings management activity in an attempt to shed further light on why outside directors do not help constrain earnings management in their sample. They argue that longer tenure of the outside board member may provide them experience on the board and better understanding of the firm. However, Park and Shin (2003) were not able to find evidence that the average tenure of outside directors was an improving factor in the effectiveness of the monitoring of earnings management activity.

More recently, Lin and Hwang (2010) applied a meta-analysis, where they included 48 studies that examined the relationship of corporate governance, audit quality and earnings management. Overall, it is believed that outside directors can protect the interests of shareholders more effectively (Ebrahim, 2007). The results of most researchers suggest a negative relationship between the independence of board of directors and earnings management, suggesting the following hypothesis:

H2a:

The likelihood of earnings management is lower when the majority of directors on the board are independent.

5.3.2 Audit committee aspects

Often the board of directors has to monitor many aspects of the corporation. In order to perform their duties in a more efficient manner, they often delegate the responsibility for overseeing financial reporting aspects to an audit committee (Lin and Hwang, 2010). Davidson et al (2005) state next, besides their main task of reviewing the financial reporting process, the audit committee should facilitate an information flow among board of directors, among the internal- external auditors and among the managements. Performing these tasks adequately helps the audit committee to monitor the financial discretion of management more effectively. Several studies who examines the affectivity of audit board performance will be commented below to form hypothesis for this research.

Besides the independence of the boards of directors, Davidson, Goodwin-Stewart, and Kent (2005) investigated also other element of corporate governance such the audit committee, the internal audit function and the choice of external auditor. Their research sample consisted of 434 listed Australian firms for the financial year ending in 2000. Their findings support for an association between an audit committee that is comprised with a majority of non-executives and a reduction in earnings management. 

Farber (2005) investigated the quality of corporate governance mechanisms associated with the credibility of the financial reporting system. More particularly, he investigated the quality of corporate governance mechanisms of a sample of 87 firms, which were identified as fraudulently manipulating their financial reports by the SEC. Independence of the board, measured by the numbers and percentage of outside board directors were one of subjects of the corporate governance mechanisms which was included in his research. Elements investigated which concerned the audit committee was the number of audit committee meetings and the number of financial experts in the audit committees. Further, the percentage of Big 4 auditing firms and the percentage of CEOs who have the double role of CEO and chairperson of the board of directors were examined. Further, he examined the economic consequences of improvements in the quality of these corporate governance mechanisms. Their findings suggest that fraud firms have fewer numbers and percentages of outside board members; fewer audit committee meetings, fewer financial experts on the audit committee, a smaller percentage of Big 4 auditing firms, and a higher percentage of CEOs who are also chairpersons of the board of directors. Supporting, Abbott, Parker, and Peters (2000) document a significantly negative relationship between an audit committee including at least one member with financial expertise and restatements. They used a regression model on their sample of 88 firms with restatements during the period 1991-1999. Further Farber found evidence that fraud firms take actions in order to improve their corporate governance. In addition, three years after the detection of fraud, the fraud firms have similar corporate governance mechanism as the control
 firms, except they exceeded the number of audit committee meetings. Further, Farber (2005) finds evidence indicating that firms who improved their governance have superior stock price performance.

Bédard, Chtourou, and Courteau (2004) investigated the relationship between audit committee and the extent of corporate earnings management. They included the audit committees expertise, independence, and activities in their investigation. Their sample consisted of U.S. firms whose financial data was included in Compustat for the year 1996. They divided their sample in three groups, (1) firms with the highest income-increasing abnormal accruals, (2), firms with the highest income-decreasing abnormal accruals and (3) firms with the lowest abnormal accruals, where each groups consisted of 100 firms. Their results suggest that there is a negative relationship between the likelihood of earnings management and the presence of a financial expert on the audit committee, a committee composed solely of non-related directors, and a clear mandate to oversee the financial reporting process and the audit. In support, Person’s (2005) findings indicate that the composition of the audit committee, in particular an audit committee comprised of solely independent directors and when the audit committee members have a smaller number of directorships with other companies, reduces the likelihood of fraud. In addition, Klein (2002) found a negative relationship between audit committee independence and abnormal accruals. The research sample consisted of 692 U.S. firms listed on the S&P 500 during the years 1992 and 1993.
Persons (2005) investigated the relationship between the financial statement fraud and corporate governance mechanisms. He matched a sample of 111 fraud firms with 111 no-fraud firms for the period 1999-2003. A firm was identified as a fraud firm, when the firms or its executives violated the SEC rules
. They did not find any significant evidence that the audit committee expertise and nominating committee independence has a reducing effect on the likelihood of fraud. In addition, Bédard et al (2004) found no significant association between the specific expertises of the audit committee members with the likelihood of the use of aggressive earnings management.

Further Bédard et al (2004) find no significant association between either the size of the committee and the frequency of its meetings with the likelihood of aggressive earnings management. Contrary Abbott, Parker, and Peters (2004) document a significantly negative relationship between the independence and activity level of the audit committee and the occurrence of restatements.

Finally, for this research the findings of Lin and Hwang (2010) will be followed in forming the hypothesis. Concerning the audit committee’s independence, they state that a more independent committee would be more effective performing their monitoring tasks. Further, it is argued that the audit committee should have sufficient time to perform their monitoring tasks (Lin and Hwang, 2010). They refer to the mixed results concerning the size of the audit committee. Larger committee has greater resources and talents to exploit in overseeing the financial reporting process. However Abbott et al (2004) did not find any impact of audit committee size on earnings restatements. Lin and Hwang (2010) found in their meta-analysis of 48 studies negative relationship between earnings management and the audit committee’s independence, size, expertise and number of meetings, suggesting the next hypotheses:

H2b:

 The likelihood of earnings management is lower when the audit committee is comprised of solely independent directors.

H2c:
 The likelihood of earnings management is lower when the audit committee has at least one member that possesses accounting or financial expertise.

H2d:
 The likelihood of earnings management is lower when the number of audit committee meetings is higher.
H2e:
The likelihood of earnings management is lower when the size of audit committee is larger.

5.4.
Summary 

This chapter commented empirical researches, which found evidence of earnings management in the application of goodwill impairment. Overall, evidence suggests that impairment decision is influenced by managerial incentives. Several researchers found evidence suggesting the use of ‘big bath’ accounting and ‘income smoothing’ by managers. Accordingly, this research formed hypothesis based on the research of Van de Poel et al (2008), in an attempt to test both ‘big bath’ accounting and ‘income smoothing’.

Further another set of researchers are commented which found evidence of corporate governance mechanisms constraining the use of earnings management. Overall evidence suggest that elements such as the independence and expertise of the board of directors, the independence, expertise, size and activity of the audit committee have a negative relationship with earnings management. Accordingly, based on the findings of the meta-analysis including 48 studies, by Lin and Hwang (2010), hypotheses are formed.

The next chapter will describe the research design used in this research.
Chapter 6
Research design


6.1
Introduction

In this chapter, the research design concerning this research will be presented. First paragraph two will outline the research approach, which will result in the choice of the sort research model used to answer the research question. The research design is based on the models used in several prior empirical researches. Paragraph three will describe the development of the model. Further, in the subparagraphs the dependant and independent variables used in this research model will be outlined. In paragraph four, the sample used in this research will be presented. Finally, paragraph five contains the summary. 

6.2
Research approach

Research can be conducted using several approaches. Overall, these approaches can be categorized as quantitative and qualitative research. Quantitative research involves the collection of numbers, which is a structural form of information, where statistical analysis is used to find associations. Qualitative information involves non-numerical data collection or explanations of elements, characteristics or a source of data.

Since data collection for a qualitative research is narrative, this can be more unstructured. In many cases, the researcher has to code the information in order to draw relationships from the conducted research. This is more a ´soft science´ where the interpretation of the researcher is crucial, making the research more subjective. Contrary, the quantitative research is more a ´hard science´ and the results are objective.

Quantitative research is more fitting for this research, since this research is concerned to determine the relationship between two elements, an independent variable, and a dependant variable in a sample. This research attempts to find the relationship between earnings management (the independent variable) and the goodwill impairment (the dependent variable) and the constraining factors of corporate governance (the independent variable) and the use of earnings management (the dependant variable).

Further, the data used in this sample is comprised of a small sample of listed firms in the Netherlands, Germany, France, and U.K.. The purpose of this research is to test hypothesis and analysis the results. In addition, the results of this research cannot be used to generalize, which makes the use of qualitative research not fitting for this research. 

Verschuren and Doorewaard (2007) outline the different types of research strategies used in quantitative research. The first involves surveys, which include cross-sectional and longitudinal studies. Since the purpose is to generalize, a large population of interest based or a smaller sample from that population is inevitable. The second type involves experiments, which are used to test hypothesis. This type of research is used to establish a cause and effect and is characterized using random assignment of subjects, where the subjects are divided into two groups. 
Based on the descriptions of the different types of research strategy’s which can be used in a quantitative research (Verschuren en Doorewaard, 2007) and the sample used in this research, it can be concluded that a survey is not fit. Further, surveys use questionnaires or interviews to collect data, which is not fit for this research.
This research is interested in finding a relationship between goodwill impairment and earnings management. Earnings management involves the discretion of management. However, management will never admit the use of earnings management, since this contradicts the purpose of earnings management. As stated in previous chapters, earnings management is concerned with misleading certain stakeholders. 

Further, the relationship between earnings management and corporate governance is tested. This research attempts to find a cause and effect relationship. The corporate governance elements are the ‘cause’ which ‘effect’ the use of earnings management. 

The arguments used before, is the basis to perform an experiment. Verschuren en Doorewaard (2007) presents several variant of experiments: Laboratory experiment, quasi-experiment, and simulation. Laboratory experiment involves the division of the sample into two groups, where the subjects are randomly assigned to one group. Quasi-experiment is more or less the same as the laboratory experiment, but in a weaker form. It does not meet with all the conditions formed to qualify as a laboratory research. Since this research shares almost all features of a quasi experiment, this variant will be used in this research. Similar to this research, quasi-experiment works with existing groups and data.
6.3
Development of the model

As argued in the previous paragraph, this research will involve the analysis of existing data, and the cause-effect relationship, this research is a quantitative quasi -experiment. Further, the previous chapter developed the hypothesis that will be tested in this research. However, before testing this hypothesis, first a model has to be designed. The basis for this model is found in the research of Lapoint-Antunes et al (2008), where both, variables of earnings management and corporate governance mechanisms are incorporated to test the reported transitional goodwill impairment loss. Lapoint-Antunes et al (2008) examined whether the reporting incentives and constraints are related to the magnitudes of transitional goodwill impairment losses reported by Canadian firms. To assess the determinant of transitional goodwill impairment losses, they used the following multivariate Tobit model:

TGILi = 
a0 + λ1GOODWILL + λ2EXCGWILLi+ λ3RUNITSi + λ4 ROE1i + λ5ROE3i+λ6CDEBTi+ 
ß7DEVROEi(DEVROAi,DEVLEVi) + ß8CHANGEi + ß9PERBONUSi + ß10ITMEXERCi + ß11FINi +
ß12CLISi + ß13ACi + ß14OWNi + ß15SIZEi + INDi+ɛi
In table 2, the descriptions of the variables used in the model of Lapoint-Antunes et al (2008) are included:

Table 2: the variables used by Lapoint-Antunes et al (2008, p. 43).

	Variables
	Description

	TGIL
	Reported transitional goodwill impairment loss deflated by lagged

total assets

	GOODWILL
	Opening balance of goodwill deflated by lagged total assets

	EXCGWILL



	Difference between the market value and the book value of the firm at the end of the year preceding the adoption of Section 3062 deflated by lagged total assets

	RUNITS
	Number of reporting units among which the opening balance of goodwill is split or number of reporting segments if data on reporting units are not disclosed

	ROE1
	Return-on-equity for the year preceding the adoption of Section 3062

	ROE3
	Annualized return-on-equity for the third and second year preceding the adoption of Section 3062

	CDEBT
	Percentage of acquisitions financed entirely with cash and/ or debt in the five year period preceding the adoption of Section 3062

	DEVROE
	1 if pre-TGIL adoption year ROE is lower than industry median, 0 otherwise

	DEVROA
	1 if pre-TGIL adoption year ROA is lower than industry media, 0 otherwise

	DEVLEV
	1 if pre-TGIL adoption year D/E is higher than industry median, 0 otherwise

	CHANGE
	1 if there is a change of CEO in the year preceding or the year of adoption of Section 3062, 0 otherwise

	PERBONUS
	Average percentage of top paid executives’ compensation paid in bonus for the adoption year

	ITMEXERC
	Average value of ‘in the money’ exercisable stock options for the top paid executives as at the adoption year year-end dividend by their total annual compensation for that same year 

	FIN
	1 if the firm raised new debt or equity capital in the year following the announcement of the transitional impairments test being completed, 0 otherwise

	CLIST
	1 if the firm cross-listed in the United States, 0 otherwise

	AC
	Proportion of financially literate and independent directors on the audit committee in 2002

	OWN
	1 if no external shareholder controls more than 20 percent of outstanding votes (i.e., the firm is widely-held), 0 otherwise

	SIZE
	Natural logarithm of lagged total assets

	IND
	Industry dummies, from 1 to 10 based on TSX Indices


Since this research is not concerned with the transitional goodwill impairment loss, the model will be deformed. Most of the variables will be removed and will be replaced by variables Van de Poel et al (2008) used. To test whether earnings management is used in the application of goodwill impairment according to IFRS, they used the following model:

IMPit =
 α0 + α1GWit-1 + α2SIZEit+ α3GW_countryit + α4 ∆GDPit + α5∆ indROAit + α6∆ SALESit +             α7 ∆CFOit + α8BATHit + α9SMOOTHit + α10LAWit + α11BATHit * LAWit + α12SMOOTHit * LAWit + Σα j Controls itj +ɛ it
In table 3, the descriptions of the variables used in the model of Van de Poel et al (2008) are included:

Table 3: The variables Van de Poel et al used (2008, p. 21).

	Variable
	Description

	IMPit
	Indicator variable (equal to one if impairment reported, else 0)

	GWit-1
	Ratio of firm i’opening balance of goodwill on total assets

	SIZEit
	Natural logarithm of firm i’s total assets

	GW_countryit
	Median proportion of goodwill on the opening balance sheet in the country in which firm i is domiciled

	∆GDPit
	The % change in Gross Domestic Product from year t-1 to year t in the country in which firm i is domiciled

	∆ indROAit
	The median change in firm i’s industry return on assets from period t-1 to t, where industry is defined on a 2-digit SIC level

	∆ SALESit
	Firm i’s change in sales from year t-1 to year t, divided by total assets at the end of year t-1

	∆CFOit
	Firm i’s change in operating cash flows from year t-1 to year t, divided by total assets at the end of year t-1

	BATHit
	Indicator variable to proxy for ‘big bath’ reporting (equal to one if the change in firm i’s pre-impaired earnings from year t-1 to t, divided by total assets at year t-1 is below the median of non-zero negative values, else 0)

	SMOOTHit
	Indicator variable to proxy for ‘earnings smoothing’ (equal to one if the change in firm i’s pre-impaired earnings from year t-1 to t, divided by total assets at year t-1 is below the median of non-zero positive values, else 0)

	BIG4it
	Indicator variable (equal to one in case of a Big 4 auditor, else 0)

	LAWit
	The ‘rule of law’ score for the country in which firm i is domiciled from Kaufmann et al (2007)


Accordingly, not all variable used in their model is applicable for this research purposes. In addition, not all variables will be used. The inclusion of the variables will be compared with other models used in empirical researches. The variables used in the model concerning this research will be commented in the next subparagraphs. 
6.3.1 Dependant variable
The dependant variable will be IMPAIRit, which represents the choice of whether firms do recognize goodwill impairment losses or not. This variable will investigate which variables have effect on the impairment decision of firms. As has been performed in the research of Van de Poel et al (2008), this variable will take the value of one in situations where an impairment loss is recognized and otherwise zero. This variable is a dummy or an indicator variable. Van de Poel et al (2008) argue that the use of a dummy variable will not significantly differ if actual impairment amounts would be used in the test. To test whether this is valid this research will perform a second analysis where the dependent variable will be IMPAIR_AMOUNTit. Since the use of absolute impairment amount could distort the results (Lapoint-Antunes et al, 2008) the actual recognized amount of goodwill impairment loss will be deflated by the firm’s total assets at the ending balance of year t-1. In the situation when no impairments loss has been recognized the value equals zero. The dependant variable is in accordance with the model tested by Lapoint-Antunes et al (2008). 

6.3.2 Independent variables
The first independent variable will be GOODWILLit. It is argued that the firms which have a higher amount of goodwill relative to their assets, will be likely to incur more and goodwill impairments. The increase in the relative amount of goodwill will cause a greater exposure to impairments tests (Lapoint-Antunes et al, 2008; Van de Poel et al, 2008). Van de Poel et al (2008) found a positive relationship between the recognition of goodwill impairment loss and the proportion of goodwill on the balance sheet. Giacomino et al (2009) found evidence that many firms carry a large proportion of goodwill (measured as a percentage of total assets) on their balance sheet. GOODWILLit will be measured as the amount of goodwill in the openings balance deflated by the firm’s total assets at the ending balance of year t-1. The measurement of this variable is in accordance with Van de Poel et al (2008), Lapoint-Antunes (2008), and Master-Stout et al (2007).

The second variable is SIZEit. Van de Poel et al (2008) find a positive association between the likelihood of recognized goodwill impairment and the size of the firm. Van de Poel et al (2008) concluded this variable as a compensation for the size of the firms. Larger firms are expected to have a relative larger proportion of goodwill on their balance, and in addition larger goodwill impairment losses. The evidence found by Sevin and Schroeder (2005) does however not support this reasoning. According to their results, it was more likely for smaller firms to impair goodwill, since smaller firms were found to be more negatively affected by the introduction of SFAS No. 142. Since their research focused on the year of adoption, it is likely that their results are not comparable with the results of other years. SIZEit is measured as the natural logarithm of the total assets of the firm (Van de Poel et al, 2008; Lapoint-Antunes et al, 2008). Henning, Shaw and Stock (2004) used the variable SIZEit in their research; however, they measured this as the log of net sales of the firm at the end of the year before impairment. Since the variable SALESit will also be included in the model, the measurement of SIZEit will be according to the models used by Van de Poel et al (2008) and Lapoint-Antunes et al (2008).

Further, the variable GW_Countryit will be included in the model. The sample of this research consists of four European countries. Prior to IFRS each of these countries firms reported according to their national GAAP. Overall, the national GAAP’s are similar; however, there still exists differences among them. It is likely that the composition of the recognized goodwill is influenced by these differences (Van de Poel et al, 2008). Van de Poel et al (2008) measures GW_Countryit as the median proportion of goodwill on the opening balance sheet in the country in which the firm is domiciled. This research will use the same measurement for GW_Countryit. 
The next variable included in the model is the change in Gross Domestic Products (∆GDPit). According to Van de Poel et al (2008), the economic condition in a country has effect on the fair value. A declining GDP over time serves as an indication of overall economic decline. In turn, this can influence the fair value of the cash generating units of a firm (Van de Poel et al, 2008). This reasoning is supported by their research results. Van de Poel et al (2008) find a negative relationship between the likelihood of the recognition of goodwill impairment and economic factors such as, amongst others, the change in GDP. Accordingly, it is expected that ‘big bath’ accounting will rise more often in a period of declining GDP and vice versa (Giacomino et al, 2009). GDPit will be measured as the percentage change in GDP from year t-1 to year t in the country in which the firm is domiciled (Van de Poel et al, 2008).
Another variable, which is used to control for the economic performance of the firm, is the percentage change in the return of assets (∆ROAit). Van de Poel et al (2008) measures this as the median industry change of the return on assets over the previous year. Lapoint-Antunes et al (2008) uses a similar approach to measure this variable, where the DEVROA will take the number 1 if the pre-transitional goodwill the adoption year ROA is lower than the industry median. Similarly Hayn and Hughes (2006) included ROA and the change in ROA to capture the performance of the segment (s) to which goodwill was assigned. Instead the industry ROA they examined the ROA on firm level. Since this research does not investigate differences between industries, the variable will measure the change in ROA at firm level. According to Jahmani et al (2010), the ROA is a measure to indicate declines in the market capitalization. They argue that companies experiencing low return of assets for one year or more, it can be assumed that the market value of the firm is reduced. Accordingly, this should result in more firms taking impairment tests, creating the likelihood of goodwill impairment losses greater. 
Variables such as ∆SALESit and ∆CFit will be included in the model, which additionally capture the economic performance of the firm (Van de Poel et al, 2008; Hayn and Hughes, 2006). Both variables can enclose the firm specific condition of the firm. Decreases in sales and cash flows for more than one period can indicate declining firm’s economic performance, which in turn can influence the market value of the firm. In addition, it is expected that ∆SALESit and ∆CFit have a negative relationship with goodwill impairment losses. In accordance with Van de Poel et al (2008), Hayn, and Hughes (2006) ∆SALESit is measured as the change in firm’s sales from year t-1 to year t divided by the total assets of the firm in year t-1end. Accordingly, ∆CFit is measured as the change in the firm’s cash flow from year t-1 to year t divided by the total assets of the firm’s year t-1 end. 
To test hypothesis H1a and H1b, the variable SMOOTHit and BATHit are included in the model. Similar as in the model of Van de Poel et al (2008) these variables will be used as dummy variable. SMOOTHit, respectively BATHit will take the value of one when the earnings are ‘unexpectedly high’ respectively ‘unexpectedly low’ and otherwise the value of zero. It is argued that the earnings are unexpectedly low where the pre-impaired earnings from year t-1 to year t, divided by the total assets at year t-1 is below the median of non-zero negative values (Van de Poel et al, 2008). Accordingly, the earnings are ‘unexpectedly high’ where the pre-impaired earnings from year t-1 to      year t, divided by the total assets at year t-1 is above the median of non-zero positive values (Van de Poel et al, 2008).
Further, the regression analysis will be performed once more, where the dependent variable IMPAIR_AMOUNTit will be used. Instead of the use of the dummy variables described in the previous paragraph, the variables BATH_AMOUNTit and SMOOTH_AMOUNTit will be used. The values of these values will be calculated with the actual amounts. The variable will have the form of a semi dummy variable. In the situation where the earnings are ‘unexpectedly low’, the variable BATH_AMOUNTit will equal this amount, otherwise the variable will equal zero. The same reasoning is used to calculate the value of SMOOTH_AMOUNTit. In the situation where the earnings are ‘unexpectedly high’, the variable SMOOTH_AMOUNTit will equal this amount, otherwise zero.
Finally, the error term ɛ it will be included, representing the differences between values resulting from the regression analysis and observed values (Aczel and Sounderpandian, 2002).

From the description of the variables before, the following model is composed:

Model 1a:

IMPit =
 α0 + α1GWit-1 + α 2SIZEit+ α3GW_countryit + α4 ∆GDPit + α5∆ ROAit + α6∆ SALESit + α7 ∆CFit + α8BATHit + α9SMOOTHit +ɛ it

Model 1b:

IMP_AMOUNTit = α0 + α1GWit-1 + α2SIZEit+ α3GW_countryit + α4 ∆GDPit + α5∆ ROAit + α6∆ SALESit +   α7 ∆CFit + α 8BATH_AMOUNTit + α 9SMOOTH_AMOUNTit +ɛ it

Since this research is additionally interested in the constraining strength of the board of directors and the audit committee, another set of variables will be included. These variables will represent the elements of corporate governance to test the hypothesis described in chapter five. 
To test hypothesis H2a the variable BODINDit will be included. The findings of Lin and Hwang (2010) and Farber (2005) suggest that boards comprised of independent directors have a negative relationship with earnings management. Accordingly, it is expected that the board of director’s independence is negatively associated with the use of earnings management. BODINDit will equal the value of one if more than 50% of the board is comprised with outside directors and otherwise zero. 
Further variables including audit committee elements are included in the model. ACINDit will represent the independence factor of the audit committee. This variable will take the value of one of the audit committee solely is comprised with outside directors, otherwise zero. ACEXPit will take the value of one if the audit committee has at least one member possessing accounting of financial expertise, otherwise zero.

It is argued that the independence and expertise of the audit committee will not result in effectiveness, unless the audit committee is active (Pearson et al, 2005; Bedard et al, 2004). In order to be active, the audit committee should meet regularly to oversee the accounting and financial reporting process. In addition, the variable ACMEETit is included. ACMEETit represents the frequency of the audit committee meetings in a year. ACMEETit will take the value of one if the audit committee held three or more meetings per year, and otherwise zero (Bedard et al, 2004). 

Finally, the ACSIZEit will be included as a variable. Lin and Hwang (2010) argue that larger audit committees have greater resources and talents to exploit in performing their tasks adequately. Since their results present a negative relationship between the size of the audit committee and earnings management, this research has the same expectation. ACSIZEit will take the value of one if the audit committee is comprised of two of more members, and otherwise zero (Bedard et al, 2004).

Including the variables representing the corporate governance mechanisms results in the following models:

Model 2a:

IMPit =
 α0 + α1GWit-1 + α2SIZEit+ α3GW_countryit + α4 ∆GDPit + α5∆ ROAit + α6∆ SALESit + α7 ∆CFit + α8BATHit + α9SMOOTHit + α10BODINDit +  α11ACINDit + α12ACEXPit + α13ACMEETit +               α14ACSIZEit + ε it 
Model 2b:

IMP_AMOUNTit = α0 + α1GWit-1 + α2SIZEit+ α3GW_countryit + α4 ∆GDPit + α5∆ ROAit + α 6∆SALESit + α7 ∆CFit + α8BATH_AMOUNTit + α9SMOOTH_AMOUNTit + α10BODINDit + α11ACINDit + α12ACEXPit + α13ACMEETit + α4ACSIZEit + ε it 
However, to test the association between the recognition of goodwill impairment losses and the corporate governance mechanisms, this research will use a robust ordinary least squares regression. This same approach is used by Lapoint-Antunes et al (2008). Following Lapoint-Antunes et al (2008), first the normal goodwill impairment losses will be predicted using model 1 in an OLS regression. Further, the normal loss will be reset to zero if the predicted value is negative to mirror the censored distribution of the reported losses (Lapoint-Antunes et al, 2008, p. 44). The difference between the adjusted predicted loss and the reported loss is used to calculate the abnormal impairment loss (AIMPit). AIMPit will be positive if the reported loss is overstated. This incurs when the reported loss is higher than the adjusted predicted loss. Accordingly, AIMPit will be negative if the reported loss is understated. This incurs when the reported loss is lower than the adjusted predicted loss. The AIMPit will take the value of zero when the reported loss equals the adjusted predicted loss.
Lapoint-Antunes et al (2008) state that if corporate governance mechanisms constraint managerial incentives with respect to goodwill impairment losses, the goodwill loss should not be under- or overstated. Following Lapoint-Antunes et al (2008), AIMPit will be regressed against all the variables concerning corporate governance included in model 2. 
Finally, in the next table a summary of variables used in this research model will be presented.
Table 4: Description of the variables used in this research model

	Variable
	Description

	IMPit
	A dummy/indicator variable equals 1 in situations that firms recognize an impairment loss, otherwise zero.

	IMPAIR_AMOUNTit
	The actual recognized impairment loss, divided by the total assets of the firm in year t-1.

	GWit
	The amount of goodwill on the opening balance divided by the firm’s total assets in year t-1.

	SIZEit
	The natural logarithm of the total assets of the firm.

	GW_countryit
	The median proportion of goodwill on the opening balance sheets in the country in which firm i is domiciled.


	∆GDPit
	The percentage change in GDP from year t-1 to year t in the country in which firm i is domiciled.

	∆ROAit
	The percentage change in ROA from year t-1 to year t.

	∆SALESit
	The change in firm’s sales from year t-1 to year t divided by the total assets of the firm in year t-1.

	∆CFit
	The change in the firm’s cash flows from year t-1 to year t deflated by the total assets of the firm in year t-1.

	BATHit
	A dummy/indicator variable to proxy for ‘big bath’ reporting. This variable will equal 1 if the change in firm i‘s pre-impaired earnings from year t-1 to year t, divided by the total assets at year t-1 is below the median of the non-zero negative values, otherwise zero.

	SMOOTHit
	A dummy/indicator variable to proxy for ‘earnings smoothing’. This variable will equal 1 if the change in firm i‘s pre-impaired earnings from year t-1 to year t, divided by the total assets at year t-1 is above the median of the non-zero positive values, otherwise zero.

	BATH_AMOUNTit
	Semi dummy variables, where the variable will equal the amount of firm’s unexpected negative earnings, otherwise zero.

	SMOOTH_AMOUNTit
	Semi dummy variables, where the variable will equal the amount of firm’s unexpected positive earnings, otherwise zero.

	BODINDit
	This is a dummy variable, where the variable will equal 1 if more than 50% of the total board is comprised with outside directors, otherwise zero.

	ACINDit
	This is a dummy variable, where the variable will equal 1 if the audit committee is solely comprised with outside directors, otherwise zero.

	ACEXPit
	This is a dummy variable, where the variable will equal 1 if at least one member of the audit committee possesses an accounting or financial expertise, otherwise zero.

	ACMEETit
	This is a dummy variable, where the variable will equal 1 if the audit committee held three or more meetings in a year, otherwise zero.

	ACSIZEit
	This is a dummy variable, where the variable will equal 1 if the audit committee is comprised of two or more members, otherwise zero.


6.4
Research sample
In this research, listed firms on the stock exchange of The United Kingdom, France, Germany and the Netherlands are included for the period 2002-2008. The sample is selected according to the following steps and criteria:

1. First all listed firms with goodwill on their balance are selected. 

2. All firms are sorted by their market capitalization value.  A sub sample of the largest 200 firms, equally divided between the four countries is selected. This research selected the largest firms, since the likelihood to find information concerning corporate governance increases with larger firms.
3. All the selected firms in the sub sample should contain information about all the variables used in the model, otherwise excluded.

4. All the selected firms in the sub sample should contain information during the whole period of research. 
This resulted in a final sample of 52 firms and 364 firm year observations. 
Lack of information in the existing databanks concerning the information about the corporate governance mechanisms caused that the sample is not enlarged.

6.5
Summary

In this chapter, the research design has been presented. To test the hypothesis formulated in the previous chapter in this research a quasi-experiment will be used. Further, the research model is based on the model of Lapoint-Antunes et al (2008); however, initial variables have been excluded. Since these variables fit the research design more properly, the variables used in the models of Van de Poel et al (2008) are included.
Further, this chapter has describes the selected research sample. In order to define the final sample the steps taken have been outlined. The final sample consists of 52 firms and 364 firm year observations.
The next chapter will analyze and comments the research results.
Chapter 7
Research results and analysis


7.1
Introduction

This chapter will comment on the results of the regression analysis. First in paragraph two, the descriptive statistics of the overall sample will be outlined. This will be an impression of the distribution of the sample used in this research. The third paragraph will describe the steps that are taken to realize a regression model, which explains the relationship between goodwill impairment and the use of earnings management. Further, the results of the regression model will be commented. The fourth paragraph will outline another set of test, which include the corporate governance mechanisms. Finally, the last paragraph contains the summary. 

7.2
Overall descriptive statistics
The two tables presented in this paragraph, will give an impression of the total sample used in this research.
Table 5: Distribution of the recognition of goodwill impairment losses
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Table 5 shows that the total sample consists of 364 firm year observations. Further, 204 firm year observations show a recognition of impairment losses, which equals 56% of the total sample. 
Table 6: Distribution of the sample amongst countries
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Further,  table 6 outlines the distribution of the sample amongst the four countries. This table shows that firms from the United Kingdom represent almost half of the sample (40,4%). It is likely that the results will be influenced by this fact.
7.3
Empirical research concerning the aspect goodwill impairments and earnings management

To conduct a regression analysis, it is important to investigate whether the regression can be performed with all the variables of the dataset. In a regression analysis, the residue forms the differences between the observed values of the dependent variable and the expected values of the dependent variable. Residue analysis will present an impression of the quality of the dataset, which in this research will be used. 
Figure 1: Normal P-P Plot
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The P-P plot in figure 1 shows that the observed goodwill impairment amount and the expected goodwill impairment amount differ at some levels. At first, the impression exists that the quality of the dataset is strong, but not as strong as expected. A stronger relationship would exist when the observed value would lie much closer at the black linear line (De Vocht, 2009). Concerning this reason, to verify whether a regression analysis with the whole dataset can be conducted, the data will be explored more closely with the scatter plot presented in figure 2.
Figure 2: Scatter plot
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With the scatter plot, it is verified whether the regression model is homogenous. 
Bijvoeglijk naamwoord

bekijk details 

This is performed by verifying whether the residues of the dependent variable are normally distributed. The presented scatter plot in figure 2 shows that most of the selected values are more or less positioned around the horizontal null line. This indicates a constant variance of the dependent variable IMPAIR_AMOUNT concerning each combination with the values of the independent variables. This indicates that the regression model is homogenous. Additionally, the scatter plot indicates that some of the observed values can be classified as outliers. These outliers were analyzed concerning irregularities, which can distort the results of the sample. To determine the final set of the coefficients, which determine the relation between the dependent variable and the independent variables, sixteen outliers have been removed in the sample. Consequently, the final sample, which will be used concerning the further analysis, consists of 348 firm year observations.
Further to test, whether the regression model is linear, the dots in figure 2 should not show an obvious pattern and should be around the null line (De Vocht, 2009). However, this scatter plot does show a ‘negative linear’ line, but the dots are around the null line. Consequently, it is assumed that the regression model is linear.

Further, it is important to test the level of multicollinearity between the independent variables..
geen aanvullende informatie beschikbaar 
This test will investigate the relationship amongst the independent variables, rather than the relationship between the dependent and independent variable. It is possible that two or more independent variables are correlated, which decreases their explanatory value. This indicates that two or more variables measure approximately the same, and consequently, these variables each partly explain the relationship with the dependent variable (De Vocht, 2009; Ackzel and Sounderpadian, 2002). In order to detect the multicolinnearity, Pearson’s correlation test has been performed (De Vocht, 2009).
Table 6: Results of Pearson’ correlations test for independent variables in a matrix
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The outcomes of the Pearson’s correlation are presented in the table 7. The matrix shows that five out nine independent variables are significant. Firm’s size and the change in Gross Domestic Product show a significant negative correlation, whereas the change in cash flows and the variables ‘SMOOTH_AMOUNT’ and ‘BATH_AMOUNT’ show a significant positive correlation. However all the significant r-values are < 0,5 or > - 0,5, which indicates that less than 50 % of the variance is shared (Kinnear and Gray, 2007). Consequently, the association between the significant variables is not strong. 

Consequently, none of the dependent variables is strongly associated amongst each other. Based on that finding, all the independent variables in the regression model will be included.

Before the coefficients of the regression analysis can be commented, finally, the overall significance of the regression model should be tested. The ANOVA table shows the outcome of this test.
Table 8: ANOVA table, overall significance of the sample
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In table 8, the ANOVA test shows that the overall model is significant.
Table 9: Model Summary
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Although the overall model is found to be significant, the table 9 shows that  only 38,3%  of the IMPAIR_AMOUNT variance can be explained with the nine included independent variables. The R square reflects the correlation coefficient of the model, which tests the power of the regression (De Vocht, 2009). According to Aczel and Sounderpadian (2002) the R square measures “the proportion of the variation in the dependent variable that is explained by the combination of the independent variables in the multiple regression analysis’’(p.511).

Next, the outcomes of the regression analysis are outlined in the table 10 ‘Coefficients’. 
Table 10: Coefficients (all variables are included)
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According to this table, not all variables are found to be significant. However, the Beta coefficients present a better estimation of the existing relationship between the impairment amount and the independent variables (Kinnear and Gray, 2007, p. 457).

Based on the table 10 the next regression model is formed:

IMP_it = 
-0,15 + 0,553 GWit-1 + 0,132 SIZEit – 0,215 GW_countryit - 0,008 ∆GDPit – 0,020∆ ROAit + 0,0791∆ SALESit  - 0,072 ∆CFit  - 0,246BATH_AMOUNTit + 0,164 SMOOTH_AMOUNTit +є it
This model shows that the beta’s of goodwill (GW) and the BATH_AMOUNT have the highest values, which indicate a relatively stronger influence on the goodwill impairment amount than the other variables.

7.3.1
Additional research concerning the aspect earnings management and goodwill impairments
In this research, several tests will be conducted. In the previous paragraphs, the results of the regression analysis performed with the dependent variable ‘IMPAIR_AMOUNT’ are commented using the method, which includes all the independent variables. Further these results, presented in table 10, showed that the change in GDP, Return on Assets, change in sales, change in cash flows and  the variable SMOOTH_AMOUNT did not have a significant effect on the impairment amount.  The same regression is conducted for the second time, where the independent variables are examined stepwise. According to the results of the second analysis, the variable SMOOTH_AMOUNT  does show a significant influence on the dependant variable IMPAIR_AMOUNT. The results of the second analysis are presented in table 11.
Table 11: Coefficients ( all variables are included for the stepwise analysis)
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Table 11 shows which variables are significant when examining the variables stepwise, and are similarly not significant concerning the regression model.
Table 12: Excluded variables (stepwise analysis)
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In order to determine the beta-values of the model with the significant variables, these variables (∆GDP, ∆ROA, ∆SALES and ∆CF) in the regression model are excluded.
Further, another set of tests were conducted with the dummy dependent variable IMPit.  IMPit takes the value of 1 if an impairment loss is recognized, otherwise zero. To test the goodness of fit of the sample data a binary logistic test is performed. 
Table 13: Model summary (test with dummy variable)
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The Model Summary in table 13 shows that the Nagelkerke R Square equals a value of 0,084. The Nagelkerke R square is a measurement for the quality of the model which can take values varying from 0 to 1. According to this table, the relationship between the dependent variables and the independent variable is poor.
Table 14: Variables in the equation (test with dummy variable)
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Table 14, ‘Variables in the equation’ outlines the values of the beta and the significance of each variable. According to this test, only goodwill and GW country is significant. Other variables are not found significant. Since the explanatory power of this model is found to be very weak, the results of these tests will not be used concerning further analysis.
7.3.2 
Analysis of the results concerning the relationship of goodwill impairment and earnings management

It should be noted that the explanatory power differs using the dependent variable as a dummy variable or as real amounts. The previous tests show that the regression model is better explained by using the real amount of impairment. Consequently, the results of the tests using the real amounts (IMPAIR_AMOUNT) will be used to comment the relationship between goodwill impairment and the use of earnings management. 

In chapter six several expectations concerning the expected relationships between the impairment amount and several independent variables have been described. In addition, a positive relationship between the amount of goodwill on the firm’s balance sheet relative to the assets and the likelihood of impairment tests was expected. Accordingly, the results confirm this expectation. The results in both tables 10 and 11 show a significant positive relationship between the amount of goodwill on the firm’s balance sheet and the amount of goodwill impairment loss. Based on the regression analysis with the dependent variable dummy variable IMP, the beta value of GW equals 1,105 (Table 14) indicating that a relative increase in the goodwill amount increases the probability that an impairment test will incur. Supporting evidence is found by Lapoint-Antunes et al (2008) and by Van de Poel et al (2008). Similarly, they found a significant positive relationship between the amount of goodwill on the balance sheet and the reported goodwill impairment loss.
Further, it was expected that larger firms would have a larger proportion of goodwill on their balance sheet, which in addition would cause larger goodwill impairment losses. Overall, there exists a positive significant relationship between firm’s SIZE and the goodwill impairment amount. However, the beta value (beta = 0,132, shown in table 10) of SIZE found in the regression model show a weaker influence on the amount of goodwill impairment loss than for example the firm’s goodwill amount on the balance sheet on the impairment amount. This can be partially explained by the calculation method used to calculate all the variables included in the model of this research. As explained in chapter six, all the variables are already controlled concerning the size of the company. The variables IMPAIR_AMOUNT, GW, SALES, CF, BATH and SMOOTH were all divided by the total assets. Previous empirical results show contrary evidence. For example, Sevin and Shroeder (2005) investigated the possibilities concerning big bath accounting when companies for the first time apply SFAS No. 142. They particularly focused on the size of companies. According to their results, it was likely that smaller firms would recognize larger proportions of goodwill, since smaller firms were affected more negatively by SFAS No. 142. However, contrary to this research, they investigated only the year of transition. Further, this research selected the fifty largest listed firms in four countries, where Sevin and Shroeder (2005) selected their sample randomly. This reasons cause that the outcomes of this research and the research conducted by Sevin and Schroeder (2005) cannot be completely compared. However, they did found a positive correlation between the possibilities of influencing the impairment decision and the size of the firm. This implicates that larger firms can influence the impairment decision more than smaller firms can. Further, supporting evidence of a positive relation between firm’s size and the amount of goodwill impairment loss were found by Van de Poel et al (2008).
The sample of this research consists of listed firms domiciled in The Netherlands, The United Kingdom, Germany and France. It was expected that composition of the recognized goodwill would influence the amount of goodwill impairment. The results based on the regression analysis presented in tables 10 and 11 show a significant negative relationship between the median proportion of goodwill in a country and the amount of goodwill impairment loss. This indicates that the differences in the national GAAP between each country do influence the goodwill impairment amount. 

Another set of variables such as the change in GDP and the change in ROA were expected to have a negative relationship with the impairment amount. These economic factors determine the economic state of a firm. It was reasoned that lower GDP and lower ROA reduces the market value of the firm. Lower GDP would result in big bath accounting, where lower return on assets would increase the likelihood of firms taking impairment tests. As expected, both variables show a negative relation with the amount of goodwill impairment loss. However, both variables are not found to be significant. In addition, their beta values (0,008 and 0,020 resp.) presented in table 10 were extremely low, suggesting a minor influence on the impairment amount. In addition, Van de Poel et al (2008) found a significant negative association between the likelihood of reporting a goodwill impairment loss and the change in GDP and the change in industry return on assets.
The variables SALES and CF in the model were included. It was expected that both variables would have a negative relationship with the amount of goodwill impairment loss. Decreasing sales and cash flows for more than one period would indicate a decline in the firm’s performance. This would influence the market value of the firm, which would result in greater impairment losses. Contrary to the expectation, results presented in table 10 indicate that SALES has a positive relationship with goodwill impairment, with a beta value of 0,0791. However this relation is not significant, since the p-value (p-value = 0.077) is larger than the significance level of 0,05. In addition, these results contradict the findings of Van de Poel et al (2008). They found a significant negative association between the likelihood of reporting a goodwill impairment loss and SALES. It should be noted, that Van de Poel et al (2008) tests the likelihood that an impairment loss will be recognized. This research tested the influence of SALES on the amount of goodwill impairment loss. In addition, the results presented in table 14 , were based on the regression analysis in which the dummy variable IMP is used. Table 14 shows a negative relation between the likelihood of goodwill impairment loss and SALES (the beta value equals – 0.93). Further, according to the results presented in table 10, supporting evidence is found concerning the variable CF. The change in cash flows has a negative relation with the amount of goodwill impairment loss. However, this relation is not significant. The beta value equals -0,072, which indicate a minor influence of change in CF on the amount of goodwill impairment loss. In addition, Van de Poel et al (2008) found a significant negative association between the likelihood of goodwill impairment loss and the change in cash flows.
Finally, to test hypothesis 1a and 1b the variables SMOOTH (resp. SMOOTH_AMOUNT) and BATH (resp. BATH AMOUNT) in the model were included. According to hypothesis 1a, it was expected that firms would engage themselves in big bath accounting in situations where the earnings would be ‘unexpectedly low’. Similarly, according to hypothesis 1b, it was expected that firms would engage themselves in ‘earnings smoothing’ in situations where the earnings would be ‘unexpectedly high’. The terms ‘unexpectedly low’ and ‘unexpectedly high’ are explained in chapter six. The results based on the regression analysis presented in table 10, show that BATH_AMOUNT has a significant negative relation with the amount of goodwill impairment loss. The beta value of BATH_AMOUNT equals -0,246, with a p-value of 0, which indicates the significance of the relation. The results indicate that if the firm’s earnings are ‘unexpectedly low’, the amount of goodwill impairment loss will decrease. This does not support the expectation of firm’s engaging themselves in ‘big bath accounting’ in situations where earnings are ‘unexpectedly low’. According to the results of Van de Poel et al (2008), the likelihood that goodwill impairment will incur is positively associated with the occurrence of unexpectedly low earnings. Their findings suggest that firms impair their goodwill more often when earnings are unexpectedly low’. Contrary to the regression analysis in this research, Van de Poel et al (2008) does not investigate the influence of the unexpectedly low earning on the amount of goodwill impairment. Rather they test the likelihood that goodwill impairment will incur, which causes that their results cannot completely be compared with the results in this research. In addition, the regression analysis performed in this research with the dummy dependant variable shown in table 14, does show a positive relation between the likelihood that goodwill impairment will incur when the earnings are unexpectedly low, suggesting ‘big bath accounting’. These findings do support hypothesis 1a. However, this relation is not found significant. 

Further analysis showed that SMOOTH_AMOUNT does have a significant positive relation with the amount of goodwill impairment loss. The beta- value presented in table 10 equals 0,164, which indicates that firms do engage themselves in ‘income smoothing’ when the earnings are ‘unexpectedly high’. The results indicate that in situations when the earnings are ‘unexpectedly high’, the amount of impairment loss increases. This indicates that firms attempt to smooth the earning concerning a certain period. Supporting evidence is found by Van de Poel et al (2008). According to their finding, firms impair their goodwill more often when earnings are ‘unexpectedly high’, suggesting that firm’s engage themselves in ‘income smoothing’. However, the regression analysis with the dummy variable IMP, presented in table 14, shows a negative relation between the likelihood of goodwill impairment and ‘unexpectedly high’ earnings. This relation is not found significant. Since the regression analysis with actual impairment amount (IMPAIR_AMOUNT) presented in table 10, did found a positive relation between the actual amount of goodwill impairment and ‘unexpectedly high’ earnings, it is assumed that firms do engage themselves in income smoothing. This leads to supporting hypothesis 1b.
7.4
Empirical research concerning the aspects goodwill impairment, earnings management and corporate governance

To test the association between the recognition of goodwill impairment losses and the corporate governance mechanisms, first it is important to observe in which cases the reported goodwill impairment loss is over- or understated. To determine the over- or understatement, the expected goodwill impairment loss, first the value of the variable AIMPit should be calculated. This variable states the cases in which the goodwill impairment loss is under- or overstated. As described in chapter 6, in situations when the actual reported goodwill impairment loss was above or below the predicted impairment loss, this variable takes a positive respectively a negative value. The positive value indicates an overstatement, whereas the negative value indicates an understatement of the goodwill impairment loss. Further, when the predicted loss equals the actual goodwill impairment loss, AIMPit will take the value of nihil.

In the previous paragraph, it is outlined that not all the variables used to test hypothesis 1a and 1b are found to be significant. This paragraph will outline the results of the regression analysis in which all the independent variables will be used to test hypothesis 1a and 1b will be included to calculate AIMPit. The regression analysis with only the significant variables (GW, SIZE, GW_country, BATH_AMOUNT and SMOOTH_AMOUNT) will be used concerning the calculation of the variable AIMPit will be tested and evaluated. However, only the results based on all variables included will be presented. Significant differences between both analyses will be commented in the next paragraphs.
7.4.1
Descriptive statistics concerning earnings management and goodwill impairments
First, the descriptive statistics will be presented concerning the over – and understatements found in the sample. 
Table 15: Under- and overstatements of goodwill impairment losses
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The values 1 and 2 in table 15 represent an overstatement respectively an understatement of the goodwill impairment loss. This indicates the use of managerial discretion in the recognition of goodwill impairments. Based on table 15 can be recognized that in almost 90% of the cases an under or overstatement exist. Particularly overstatements are shown more frequent. The predicted value of goodwill impairment loss equals the observed value in only 10,7% of the observations. It should be noted that the descriptive statistics of the variable AIMPit is calculated with only the significant variables of model 1 do not differ significantly from the results presented in table 15. 
Table 16: Distribution of under- and overstatements amongst countries
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Especially, in the U.K. understatements are common. Only one observed value show an overstatement in the U.K. selected firms. 

7.4.2
 Research results concerning goodwill impairments, earnings management and corporate governance mechanisms
To test the association between the over- or understatement of goodwill impairment loss and the corporate governance mechanisms, first the Cook’s Distance is calculated. This metric measure the difference between the observed value and the dependent and independent variables. With this metric outliers in the dataset can observed. In this research sample, all observed value had a Cook’s D < 1, which indicate that no observations exist that need to be qualified as outliers.
Consistent with Lapoint-Antunes et al (2008), this research regressed AIMPit against the corporate governance mechanism concerning firms with positive and negative abnormal goodwill impairment loss separately. According to Lapoint-Antunes et al (2008) the goodwill impairment losses should not be over- or understated if corporate governance mechanisms constraint managerial incentives. Table 17 outlines the beta values concerning the negative values of AIMPit. In these cases, the goodwill impairment losses are understated.
Table 17: Coefficients of negative values of AIMPit
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Table 18 outlines the beta values concerning the positive values of AIMPit. In these cases, the goodwill impairment losses are overstated. The next paragraph will comment on the presented results.
Table 18: Coefficients of positive values of AIMPit
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7.4.3
Analysis of result concerning goodwill impairments, earnings management and corporate governance mechanisms
In the previous sub paragraph, several corporate governance aspects have been found to be significant and others are not significant. In this subparagraph, the results will be commented.
Concerning the composition of the board of directors, it was expected that a board in which the majority of the directors were independent would be one aspect to constrain earnings management. In the situations found that the goodwill impairment loss is not over- or understated, this research assumes the corporate governance mechanisms constrains the managerial incentives with respect to goodwill impairment losses (Lapoint-Antunes et al, 2008). The results presented in tables 17 and 18 support hypothesis 2a. The beta value is positive if the goodwill impairment losses are understated and negative if the losses are overstated. This indicates that the likelihood of an understatement respectively overstatement would decrease in situation where the more than 50% of the board’s directors are independent. Although the hypothesis is supported, the results are not found significant, since the p-values are greater than 0.05. Supporting evidence is found by Davidson, Goodwin-Stewart, and Kent (2005), Beasley (1996), Klein (2002). They found a negative relation between the independence of the board of directors and earnings management. Further, according to the meta-analysis of Lin and Hwang (2010) the results show an overall negative relation between the use of earnings management and the board of directors’ independence.
Contrary to the expectations, the beta values of the audit committee independence show a negative value in situations of understatements and a positive value in situations of an overstatement. It was expected that an audit committee comprised solely of independent directors would better constrain the managerial incentives. However, the results presented in tables 17 and 18 show opposite evidence. In situations where the goodwill impairment losses are overstated, the beta value equals 0.001. Although this is a positive relation, the magnitude of the beta value indicates that the constraining influence of the audit committee independence on overstating goodwill impairment loss is extremely weak. 

Further, in situation in which the goodwill impairment losses are understated, the beta value equals -0.122. Both results are not found significant. Consequently, hypothesis 2b is not supported. These findings contradict the results found by Lapoint-Antunes. According to their findings, firms with a higher proportion of independent audit committee members’ record lower abnormal goodwill impairment loss. Contrary to Lapoint-Antunes, in this research it is assumed that all the members of the audit committee should be independent. It may be possible that an audit committee with only outside board members do not have enough background information and knowledge about the firm and its directors. This could cause that they are not able to monitor the managerial aspects as well as they should. Further, it should be noted that Lapoint-Antunes et al (2008) investigated only the transitional year for Canadian firms, whereas this research include a longer period of time. Further, the research results do not support the findings of Bédard, Chtourou and Corteau (2004) and Person’s (2005). According to their results, a committee composed of solely independent audit committee would reduce the likelihood of the use of earnings management respectively the likelihood of fraud.
Supporting evidence is found concerning hypothesis 2c. It was expected that an audit committee with at least one member with accounting or financial expertise would lower earnings management. The beta value presented in table 18 is negative, in situations of an overstatement of the goodwill impairment loss. The beta value presented in table 17 is positive in situations of an understatement. This indicates the presence of a financial or accounting literate member decreases the potential of over- or understatements. Although this findings support hypothesis 2c, it is not found to be significant. Supporting evidence was found by Lapoint-Antunes et al (2008). Their results indicate that firms with a higher proportion of literate audit committee members’ record lower abnormal goodwill impairment losses. Additionally, Bédard, Chtourou and Courteau (2004) and Persons (2005) found a negative relation between the likelihood of the use of earnings management respectively fraud and a completely independent audit committee.
Further, mixed results are found concerning hypothesis 2d. It was expected that the likelihood of the use of earnings management would decrease as the number of committee meetings would increase. This research assumed that an audit committee which meets more than three times a year is active and can oversee the accounting and financial process adequately. The results presented in table 18 show that in situation of an overstatement of goodwill impairment loss, the beta value is negative. This indicates that an active audit committee can constrain the managerial incentives to overstate the goodwill impairment losses. However, this result is not significant. Further, in situations of an understatement of goodwill impairment losses, table 17 shows that the beta value is negative and significant. This indicates that an active audit committee is not able to constrain managerial incentives when goodwill impairment losses are understated. Consequently, hypothesis 2d is partially supported. In addition, Bédard et al (2004) did not found any significant association between the frequency of audit committee meetings and the likelihood of the use of aggressive earnings management. Abbott et al (2004) found contrary results, where they documented a significant negative association between the activity level and the occurrence of restatements. Since their sample consisted of only firms with restatements, these results cannot be completely compared. 
At last, the results concerning hypothesis 2e will be commented. It was expected that the constraining power of larger audit committee was greater. This is however not supported by the results. The beta value presented in table 17 equals -0.233 in situations in which a goodwill impairment loss is understated. The beta value presented in table 18 equals 0.067 in situations in which goodwill impairments loss are overstated. Both values indicate that larger audit committee does not reduce the likelihood of the use of earnings management. Additionally, Bédard et al (2004) did not found significant evidence of any association between the size of the audit committee and the likelihood of the use of aggressive earnings management. Lin and Hwang (2010) in their meta-analysis found mixed results concerning the size of the audit committee. 
7.5
Summary 

In this chapter, first descriptive statistics have been presented of the total sample. The total sample consists of 364 firm year observations; in 204 cases goodwill impairment loss have been recognized. Overall, in the sample 40,4 % represents U.K. firms.
Before conducting the regression analysis, the quality of the data has been verified. Based on figure 2, the scatter plot analysis, 16 firm year observations were recognized as outliers and have been excluded from the sample. Further, the Pearson’s correlation test showed that none of the independent variables of the research model was correlated amongst each other.

The results of the regression analysis concerning the relation of the use of earnings management and goodwill impairment loss showed that only the variables GW, BATH_AMOUNT, SIZE, GW_country and SMOOTH_AMOUNT are significant concerning the regression model. In the third paragraph, the results have been analyzed. Based on these analyses have been found that hypothesis 1a and 1b is supported. This indicates that firms do engage themselves in ‘big bath accounting’ and ‘income smoothing’ when the earnings are ‘unexpectedly low’ respectively ‘unexpectedly high’.

The regression analysis model n paragraph three was used to calculate the variable AIMPit. This variable states the situation of an over- or understatement of the goodwill impairment loss. According to Lapoint-Antunes et al (2008), goodwill impairment losses should not be under- or overstated when corporate governance mechanisms are able to constrain the managerial incentives.
Descriptive statistics show that in almost 90 % of the observations the goodwill impairment losses are under- or overstated. Understatements, particularly, represent 82,1% of the observations. Since the metric Cook’s D < 1 concerning all observations, the sample was free from outliers.
Consistent with Lapoint-Antunes et al (2008), this research regressed AIMPit against the corporate governance mechanism concerning firms with positive and negative abnormal goodwill impairment loss separately. The results of the regression are analyzed in paragraph four. Based on these analyses hypothesis 2a and 2c are supported, however found not be significant. This indicates that the likelihood of an understatement respectively overstatement of goodwill impairment losses would decrease in situation in which more than 50% of the board’s directors are independent. Additionally, the results indicate that the presence of a financial or accounting literate member decreases the potential of over- or understatements. Further, the results do not support hypothesis 2b and 2e. The results do not indicate that an independent audit committee is able to constraint managerial incentives to either overstate or understate the goodwill impairment losses. Additionally, no evidence is found that larger audit committee does reduce earnings management. At last, hypothesis 2c is partially supported. In situation of an overstatement of goodwill impairment loss, the results indicate that an active audit committee can constrain the managerial incentives to overstate the goodwill impairment losses. However, this result is not significant. Further, in situations of an understatement of goodwill impairment losses, the results indicate that an active audit committee is not able to constrain managerial incentives when goodwill impairment losses are understated. 
The next chapter contains the summary and the conclusion.
Chapter 8
Summary and Conclusion


8.1
Introduction

In this chapter, the results of this research will be commented. First, the literature review and the empirical research described in the previous chapters will be outlined in paragraph two. The research results will be used to answer the research question in paragraph three. Finally, the chapter will be ended with the limitations of the research and the suggestions concerning future research. 
8.2
Summary

This research examines the relationship between corporate governance and the use of earnings management, specifically concerning the aspect of goodwill impairment. Since the introduction of IFRS 3, the impairment of goodwill is subjected to management’s discretion. Little prior research is conducted to investigate these three subjects all together, especially in the European context. This research will enrich the existing literature in that aspect. 
Chapter two explains the phenomenon corporate governance from the perspective of the agency theory. Corporate scandal of corporations such as Enron and Parmalat accelerated and enhanced the debate concerning corporate governance. This resulted in the adoption of corporate governance codes in many European countries. The codes served as an effective instrument of self-regulation, in order to enhance the quality and transparency of management. Overall, two models of corporate governance exist, the Anglo-Saxon and the Continental corporate governance system. The first model is based on the stockholder’s view, where the second is based on the stakeholders view. Concerning the structure of management boards, across Europe two systems exist. First, the two-tier board system with a separation between the management board and the supervisory board. Secondly, the one-tier board in which both the management and the control belongs to the board of directors. This board is comprised of executives, who are employed as managers of the company, and non-executives, who are not involved in the daily activities and business affairs of the company. The distinction between the tasks of the executives and non-executives can be compared to the distinction in tasks between the management board and the supervisory board. 
Chapter three defined the term earnings management used by several researchers such as Healy and Wahlen (1999, p. 368): “Earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholder about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers”
Further, the incentives of the use earnings management have been explained based on the perspective of positive accounting theory and the agency theory. It is widely known that agents or the management use discretion, however it is very difficult to distinguish the use of discretion that is in accordance with the requirements in the Generally Accepted Accounting Principles (GAAP) and fraudulent activity (Palliam and Shalhoub, 2003). Dechow and Skinner classifies managerial choices into four groups, such as conservative accounting, neutral earnings, aggressive accounting, and fraudulent accounting. Unlike the first three groups, fraudulent accounting falls in the category where the financial reporting choices of management explicitly violate GAAP, which constitutes both earnings management and fraud. Managers can use discretion to increase or decrease earnings, which leads to multiple types of earnings management. However, in this research the emphasis is on big bath accounting and income smoothing. In big bath accounting, management recognize as many as possible losses and write offs in one years, in order to start fresh in the next year. Income smoothing is used to report a steady line of earnings during a period.

Chapter four describes the aspects of goodwill used in empirical literature and described in the Standards (IFRS 3). Goodwill can be described as the residual of the price paid for the acquisition target at the acquisition date and the fair values of the net identifiable assets, which can result in a positive or negative amount. Firms apply the impairment test yearly to verify whether changes have occurred in the value of the recorded goodwill. An entity should consider a minimum set of internal and external information sources such as the changes in the market value, market interest rates, and physical damages of an asset as indications for impairment of an asset. Goodwill recognition requires the valuation of all identifiable assets, both tangible and intangible, at fair value. The calculation of the fair value of goodwill at both acquisition and post acquisition date is very complicated. There are several reasons for this complication, for example: goodwill is not traded separately, post acquisition goodwill has no active market, and thus the calculation of fair value is subjected to several alternative valuation models, such as replacement costs, market value and discounted cash flow approaches. These models are subjected to assumptions used by management that gives management a scope of ambiguity and scope for creative accounting.

In chapter five previous empirical researches is commented and used as a basis for the development of hypothesis. In several empirical researches evidence, concerning the use of earnings management in the application of goodwill impairment is found. Overall, evidence suggests that impairment decision is influenced by managerial incentives. Several researchers found evidence suggesting the use of big bath accounting and income smoothing by managers. Accordingly, this research formed hypothesis based on the research of Van de Poel et al (2008), in an attempt to test both big bath accounting and income smoothing. 
Further another set of researchers are commented which found evidence of corporate governance mechanisms constraining the use of earnings management. Overall evidence suggest that elements such as the independence of the board of directors, the independence, expertise, size and activity of the audit committee have a negative relationship with earnings management. In addition, these elements are assumed aspects, which form a well-structured corporate governance structure and are used to formulate hypothesis concerning the corporate governance aspects. 
In chapter six it is determined which research model will be used to test the formulated hypothesis. Since this research is interested in finding a ‘cause and effect’ relation a quasi-experiment will be performed. First, the relation between goodwill impairment and earnings management and second between earnings management and corporate governance will be investigated. The research model is based on the model of Lapoint-Antunes et al (2008); however, the initial variables are excluded. The variables used in the models of Van de Poel et al (2008) are included, since these variables fit the research design more properly. After the development of the research model, the final sample is selected. Based on the completeness of the data and firm relations with goodwill aspects, the initial sample of 200 firms over the period of 2002-2008 several firm observations were eliminated. The final sample used in this research consists of 52 firms and 364 firm year observations.

In chapter seven, the research results are presented. These results will be used to answer the research question, which will be answered in the next paragraph.

8.3
Conclusions

This paragraph will answer the research question. The formulated research question was:
“Does well-structured corporate governance constrain management to practice earnings management with regard to goodwill impairment?”

The underlying relations between the subjects goodwill impairments, earnings management and corporate governance were investigated in an attempt to answer the research question. The results presented in chapter seven indicate that firms engage themselves in ‘big bath accounting’ and ‘income smoothing’ when the earnings are ‘unexpectedly low’ respectively ‘unexpectedly high’. 

Further situations of over- or understatement of the goodwill impairment loss was used as indications of earnings management. According to Lapoint-Antunes, in situations where corporate governance mechanisms constraint managerial incentives, the goodwill impairment loss should not be over- or understated. The results concerning the constraining power of the corporate governance mechanisms are mixed. The results indicate a negative relation between the board of directors independence under- and overstatements of goodwill impairment losses. This indicates that independent board of directors is one aspect, which cans constraint earnings management. Further, a negative relation is found between the presence of a financial expert in the audit committee and the potential of over- or understatements. Although both corporate governance aspects are negatively associated with earnings management, both relations are not found significant.

There is no association found the independence of the audit committee, the size of the audit committee and earnings management. Finally, mixed results are found concerning the activity level of the audit committee. Results indicate that in situation of an overstatement of goodwill impairment loss an active audit committee can constrain the managerial incentives to overstate the goodwill impairment losses. However, this result is not significant. Further, in situations of an understatement of goodwill impairment loss, the results indicate that an active audit committee is not able to constrain managerial incentives when goodwill impairment losses are understated. 

Overall, it is found that not all aspects of corporate governance mechanisms are constraining factors for management to use discretion with regard to goodwill impairment. However, some aspects, such as the board’s independence and the presence of a financial expert in the audit committee do constrain management to practice earnings management with regard to goodwill impairments.
7.4
Limitations and suggestions for future research
Lin and Hwang’s (2010) in their research found several aspects of corporate governance, which can constraint the use of earnings management. One of these aspects is the expertise of the board of directors. According to Lin and Hwang (2010) a board with relative more outside directors may have the intention of restraining the use of earnings management, only outside director with a sophisticated background may be able to so. Since a director with a financial expertise is more familiar with the phenomenon the use earnings management, it is more likely that such a director would take the necessary actions to restrain the use of earnings management. In addition, Park and Shin (2003) found evidence of a negative association between increased board financial expertise and the use of earnings management. However, this aspect is not investigated in this research. Since this research investigates the period 2002-2008, not all-annual report of the selected firms contained sufficient information to test this aspect. This aspect could be included in future research.

A further research sample can consists of the largest 200 stock exchange quoted firms from the Netherlands, France, Germany and U.K. during the period 2002-2008. Future research could include more countries and a larger sample in their investigation. Investigate further the effect of the size of firms; the sample could be selected randomly.
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Appendices
Appendix 1: 
Overview empirical literature concerning the use of earnings management and goodwill impairment

	Author (year of publication)
	Research question
	Research method
	Sample
	Research findings

	Master-stout, B; Costigan M.L; Lovata L.M. (2008)
	H1:Newer CEOs impair more goodwill than their senior counterparts 
	Regression model
	Forbes' lists of the 500 biggest companies' chief executive officers for the period 2004- 2006.
	Compelling evidence that new CEO's impair more goodwill than their senior counterparts do.

	Sevin, S.; Schroeder, R.,(2005)
	Examination of whether the provisions of SFAS No. 142 allow for earnings management techniques termed 'big bath. In addition, whether firm size plays a role in earnings management.
	Models of Jordan and Clark (2004)
	Random selection of 202 firms in 2002.
	Findings suggest that the negative reporting impact of the standard's adoption was used more by small firms as part of a big bath strategy.



	Hayn, C. ; Hughes, P.J, (2006)
	Examination of whether available mandated disclosures allow an adequate identification of impaired goodwill.


	Prediction (regression) model
	Total of 1276 acquisitions in the period 1988-1998.
	Their findings suggest that on average, a time lag of three to four years between the deterioration in the performance of the acquired business that gave rise to the goodwill and the actual write-down of that goodwill.



	Author (year of publication)
	Research question
	Research method
	Sample
	Research findings

	Henning, S.L.; Shaw, W.H; Stock, T. (2004)
	H1a: The goodwill impaired by U.S. firms is not significantly different from the amount initially designated as RESID adjusted  by changes in the value of CORE. (CORE is the sum of the excess value of a firm when it is not "in play" as an acquisition target over the fair market value of its net assets and the fair market value of the synergies from combining the acquirer's and target's operations. RESID is total goodwill minus CORE).

H1b: The revalued asset by U.K. firms is not significantly different from the amount of reprised CORE.

H2a: Firms with significantly negative post-acquisition performance that did not recognize an impairment pre-SFAS No. 142 (i.e., the transition write-off sample) are more likely to recognize impairments in transition than other firms with goodwill.
	Regression model
	Total of 1579 U.S. and 563 U.K. acquisitions, period 1990-1994.
	Little evidence that firms managed amount of goodwill write-offs strategically before SFA No. 142.

Findings suggest that U.S. firms delayed income-reducing effects of goodwill write-offs, and U.K. firms timed the asset-increasing effects of goodwill revaluations to avoid additional agency costs.



	Zucca, L.J.; Campbell, D.R., (1992)
	Whether there are timing patterns in goodwill write-downs and what are the consequences of these write-downs.


	Information content study
	Total of 77 write-downs taken by 67 firms selected from the NAARS database, for the period 1981-1983.
	Evidence suggesting of both big bath and income smoothing accounting. They found no significant market reaction to announcement of write-downs.

	Author (year of publication)
	Research question
	Research method
	Sample
	Research findings

	Van de Poel, K. ; Maijoor, S. ; Vanstrealen, A., (2008)
	Examination of the implementation of goodwill impairment test
	Regression model
	Total of 2262 firm year observations, listed companies from 15 EU member countries over the period 2005-2006.
	Findings suggest that the occurrence of goodwill impairments is highly associated with financial reporting incentives. 

Big four auditors put a higher constraint on the use of the goodwill impairment tests as a tool to manage earnings.

Strong association between high quality judicial system and conservative accounting.

	Lapoint-Antunes, P.; Cormier, D; Magnan, M., (2008)
	Examination of whether reporting incentives and constraints are associated with the magnitude of transitional goodwill impairment losses
	Tobit model
	Total of 331 listed firms on TSX that report under Canadian GAAP for the year 2002
	Findings indicate that firms have incentives to both overstate and understate transitional goodwill impairment losses.

Financially literate and independent audit committees constrain  managerial opportunism.


Appendix 2: Overview of important empirical literature concerning earnings management and corporate governance

	Author (year of publication)
	Research question
	Research method
	Sample
	Research findings

	Park, Y.W., Shin, H.H., (2003)
	Investigation of the effect of the board composition on the practice of earnings management in Canada

	Regression (OLS) model
	202 unique Canadian firms and 539 firm years. Period 1991-1997.
	In Canada, no evidence exists of an association between the degree of accrual manipulation and the proportion of outside board member. 

No evidence exists that the tenure of the outside directors reduces the use of earnings management.

	Farber, D.B., (2005)
	Examination of the association between the credibility of the financial reporting system and the quality of governance mechanisms
	Regression model
	Final fraud (violating SEC rule) sample of 87 publicly held companies in the U.S. SEC, in the period 1982-2000.
	Fraud firms have fewer numbers and percentage of outside board members; fewer audit committee meetings, fewer financial experts on the audit committee, a smaller percentage of Big 4 auditing firms, and a higher percentage of CEOs who are also chairpersons of the board of directors. 

Indication of fraud firms who take actions to improve their governance, and three years after fraud detection, have governance characteristics similar to control firms, except formal fraud firms exceeds the number of audit committee meetings.

 Indications that fraud firms who take actions to improve their governance have superior stock price performance, even after controlling for earnings performance.

	Bédard, J.; Chtorou, S.M.; Courteau, L., (2004)
	Investigation if the expertise,  the independence, and the activities of a firm's audit committee influences the quality of its publicly released financial information.
	Modified Jones (1991) cross sectional model; Multinomial logit regression model
	Sample of available U.S. firms financial data, which are included in Compustat, in 1996. In total 300 firms.
	Aggressive earnings management is negatively associated with the financial and governance expertise of audit committee members, with indicators of independence, and with the presence of a clear mandate defining the responsibilities of the committee.


	Author (year of publication)
	Research question
	Research method
	Sample
	Research findings

	Persons, O., (2005)
	Investigated concerning the relationship between the likelihood of financial statement fraud and particularly corporate governance mechanism.
	Regression model
	Sample of 111 fraud firms and 111 non-fraud firms.. Period 1999-2003.
	Evidence suggesting that fraud likelihood is lower when: audit committee is comprised solely of independent directors, audit committee members have smaller number of directorships with other companies, audit committee members have longer tenure, and chief executive officer is not chairperson of the board. 

No evidence has been found that the board of director independence, the audit committee expertise and nominating committee independence are significant variable reducing likelihood of fraud.

	Davidson, R.; Goodwin-Stewart, J.; Kent, P., (2005)
	Investigation concerning the role of a firm's internal governance structure in constraining earnings management.
	Modified Jones (1991) cross sectional model; Regression model
	434 listed Australian firms concerning the financial year 2000.
	Results indicate that a majority of non-executive directors on the board and on the audit committee are significantly associated with a lower likelihood of earnings management.

	Beasley, M.S., (1996)
	Examination of the relationship between the board of directors composition and the occurrence of financial statement frauds.
	Logit regression
	150 publicly traded firms, where 75 fraud firms were paired with 75 no-fraud firms for the period 1980-1991.
	Find evidence that the proportion of outside directors is lower for firms experiencing financial statement fraud compared to non-fraud firms. Inclusion of outside board members increases board's affectivity in their monitoring tasks.

	Klein, A., (2002)
	Examination of whether audit committee and board characteristics are related to earnings management by the firm.
	Modified Jones cross sectional model; Regression model
	692 publicly traded U.S. firm years on the S&P 500 for the period 1992-1993.
	A negative relationship has been found between audit committee independence and board independence and abnormal accruals.


	Author (year of publication)
	Research question
	Research method
	Sample
	Research findings

	Peasnell, K.V.; Pope, P.F.; Young, S., (2005)
	The influence of outside directors extends the financial reporting process.
	Modified Jones cross sectional model; Regression model
	1271 firm years of U.K listed firms, between the fiscal year ends of June 30, 1993 and May 31, 1996.
	Results indicate that the likelihood of managers making income-increasing abnormal accruals to avoid reporting losses and earnings reductions is negatively related to the proportion of outsiders on the board. No significant evidence has been found that the presence of audit committee influence up- downward manipulation.

	Abbott, L.J.; Parker, S.P.; Peters, G.F., (2004)
	Restatements of annual results (without allegations of fraud) to address the impact of certain audit committee characteristics identified by the Blue Ribbon Committee
	Regression model
	88 firms with restatements, in the period 1991-1999.
	Findings indicate that the independence and activity level of the audit committee exhibit a significant and negative association with the occurrence of restatement. Evidence has been found of a significant negative association between an audit committee that includes at least one member with financial expertise and restatement.

	Lin, J.W.; Hwang, M.I., (2010)
	The audit quality variables, corporate governance, and the use of earnings management.
	Meta-analysis
	48 studies
	Findings indicate that corporate governance mechanisms such as the independence of board of directors, it expertise, the audit committee independence, its size, expertise and number of meetings have a negative relationship with earnings management. 

The audit committee's share ownership is positively related to earnings management. The audit quality, auditor tenure, auditor size and auditor specialization have a negative relationship with earnings management. 

No significant relationships were found for aspects such as, the board of directors stock ownership, existence of an audit committee and separation of the board chairperson position from CEO position.


Appendix 3: Data from listed firms used in the research.

This data is included in the CD.

Appendix 4: Overview of the Gross Domestic Product.

This data is included in the CD.

Appendix 5: Data of goodwill of all listed firms in the Netherlands, France, Germany and U.K.

This data is included in the CD.
Appendix 6: Data concerning the corporate governance aspects of all firms in the final sample.

His data is included in the CD.
� The effective date of IFRS 3 Business combinations is on or July 1st 2009. Early adoption of IFRS 3 is permitted, except for periods before July 1st 2007.


� IFRS 3 permits since July 2009 the full-goodwill method. Entities have the option to use the full-goodwill method for every acquisition that lead to a non-controlling interest. Non-controlling interest can be measured either as their proportionate interest in the net identifiable assets or at fair value (full goodwill method). In this research, this method will be comment into further detail.


� According to IAS 36.6, the fair value less costs to sell is defined as, the amount obtainable from the sale of an asset or cash-generating unit in an arm’s length transaction between knowledgeable, willing parties, less the cost of disposal.


� In this research, Farber (2005) examined corporate governance mechanism surrounding fraud detection where he paired a fraud firm to a control firm with the use of the same four-digit SIC code, with net sales within approximately 25 percent of the fraud firm’s net sales for the year preceding fraud detection and within the same stock exchange. 


� This is referred to the Security Exchange Act Rule 10(b)-5. This concerns an antifraud provision, which requires the intent to deceive, manipulate or defraud.








PAGE  
5

