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Summary 


This dissertation investigates the decision usefulness of goodwill-accounting 
 numbers. The new impairment-only method under current IFRS is in particular 
 focus. Purchased goodwill shall no longer be amortised over expected economic 
 lifetime, but tested for impairment losses at least annually. This accounting-
 method change has several implications. The modified historical-cost model is 
 replaced by a model based on fair-value accounting, and the asymmetric 
 accounting treatment of purchased and internally-generated goodwill is to some 
 extent removed. Book goodwill is kept unchanged as long as the book value can 
 be justified by reference to a recoverable amount of the cash-generating unit at 
 which goodwill is allocated. This allows indirect capitalisation of internally-
 generated goodwill, which might lead to more relevant information. At the same 
 time, accounting for goodwill-impairment losses provides the accounting 
 preparers with a lot of discretionary freedom, which probably leads to more 
 opportunistic reporting. This might impair the reliability of these impairment 
 losses.  


An investigation of the decision usefulness of goodwill-accounting numbers 
 should, therefore, emphasise the relevance and the reliability of these numbers. 


Clear references are made to the conceptual framework of IASB when choosing 
theoretical foundation and methodological design for this dissertation. Based on 
the concept of decision usefulness and the primary qualitative characteristics, 
relevance and reliability, theory and methodology from three lines of literature are 
employed: value relevance, earnings management and corporate-governance 
literature. An accounting number is considered value relevant if it has a predicted 
association with stock prices and/or stock returns. Demonstrated value relevance 
suggests that the accounting numbers provide relevant, and to some extent, 



(11)reliable information. The risk of opportunistic earnings management in accounting 
 numbers might be investigated by testing associations between accounting choices 
 concerning these numbers and variables for economic substance, earnings-
 management incentives and corporate-governance mechanisms. This will provide 
 some evidence on the reliability of these numbers.  


Three alternative accounting methods are investigated: impairment-only method, 
 amortisation-only method and a combined amortisation-and-impairment method. 


The results suggest that all these three methods provide accounting numbers that 
are associated with stock prices and stock returns. Book goodwill is positively 
associated with stock prices, whereas goodwill-impairment losses are negatively 
associated with stock prices and stock returns, respectively. These results are 
consistent with predictions. Inconsistent with prediction, however, goodwill-
amortisation charges are positively associated with stock prices and stock returns, 
respectively. The positive association is mainly driven by firms having high 
performance and/or growth. These results suggest that goodwill-amortisation 
charges proxy for economic benefits not recognised on the balance sheet. Likely 
candidates are non-recognised intangible assets embedded in internally-generated 
goodwill. An investigation of the relative value relevance of goodwill-accounting 
numbers reported under each accounting method is also conducted. For reasons of 
completeness, accounting numbers reported under a permanent-retention method 
are included in this investigation. Differences in adjusted R-squares are tested by 
performing z-tests with bootstrapped-standard errors and Vuong tests. All methods 
with amortisation and/or impairment testing provide more value-relevant 
accounting numbers than the permanent-retention method. The order of preference, 
however, is less clear when it comes to the other three methods. Indications are 
found that the method with amortisation and impairment testing is the one that 



(12)best explains variation in stock prices and stock returns. Still, this method is not 
 necessarily the one to be preferred. Goodwill-amortisation charges do not reflect 
 economic charges. Rather, they seem to proxy for economic value not recognised 
 on the balance sheet. Reporting these as charges in the profit and loss account is 
 inconsistent with faithful reporting.  


Value-relevance results provide limited evidence on the reliability of accounting 
numbers. Lack of reliability and, in particular, verifiability might threaten the 
decision usefulness of goodwill-impairment losses. Such losses are reported under 
extensive discretion and might be affected by managers’ earnings-management 
incentives to either understate or overstate net earnings and net-asset values. Two 
sets of analyses are conducted: An investigation of associations between 
impairment decisions, size of reported impairment losses and variables for 
economic impairment and earnings-management incentives, and an investigation 
of associations between estimates of understated and overstated impairment losses, 
variables for earnings-management incentives and corporate-governance 
mechanisms. The first test design is supposed to provide evidence on the extent to 
which impairment losses are explained by economic impairment and/or earnings-
management incentives. If strong predicted associations are demonstrated between 
reported impairment losses and variables for economic impairment, this is 
consistent with faithful reporting. In contrast, if strong predicted associations are 
demonstrated between reported impairment losses and variables for earnings-
management incentives after controlling for economic impairment, it suggests that 
impairment losses reflect earnings-management incentives. Variables for 
economic impairment are included at three levels of aggregation: macro-economic 
level, industry-sector level and firm-level. Besides, these variables are formed on 
market-based, accounting-based and cash-based data. The evidence suggests that 



(13)impairment decisions and size of reported impairment losses are explained by 
 these variables of economic impairment. Variables reflecting earnings-
 management incentives, however, are generally insignificantly associated with 
 impairment decisions and size of reported impairment losses. There are, however, 
 some indications that impairment losses might be associated with CFO cash-bonus 
 payments, CFO conditional stocks, smoothing incentives and CEO changes, but 
 these results are relatively weaker than those for variables of economic 
 impairment.  


The above test design does not directly address misrepresentation of impairment 
 losses. Earnings-management incentives are believed to be associated with more 
 misrepresentation, whereas corporate-governance mechanisms are believed to be 
 associated with less misrepresentation. Estimates of misrepresentation are 
 obtained from a regression of reported impairment losses on variables for 
 economic impairment. Fitted values from this regression serve as estimates of 
 normal (expected) impairment losses, whereas differences between reported 
 impairment losses and these normal-impairment losses might be interpreted as 
 misrepresentation or abnormal-impairment losses. Some weak evidence is found 
 that firms with CFO cash-bonus payments and firms with CEOs holding more 
 stock options generally understate impairment losses. There is also some weak 
 evidence suggesting that overstated impairment losses are associated with CEO 
 changes. Limited evidence is found that corporate-governance mechanisms are 
 able to constrain misrepresentation in these losses. Some evidence, however, 
 suggests that corporate-governance mechanisms, represented by board 
 characteristics and cross-listing, are associated with overstated impairment losses. 


This is consistent with stronger corporate governance leading to more 
conservative accounting and potentially overstated impairment losses.  



(14)Impairment testing of goodwill requires high expertise in financial accounting and 
valuation. Besides, the impairment-testing procedure offers discretionary freedom 
in most of its facets. No associations between some corporate-governance 
mechanisms and abnormal-impairment losses could simply be the result of these 
mechanisms not being efficient to constrain the misrepresentation. An alternative 
explanation is that these results are influenced by econometrical problems such as 
measurement errors. Taking all these results together, they support IASB’s 
decision to introduce the impairment-only method. Goodwill-impairment losses 
provide value-relevant information. No strong results are found that these losses 
are heavily influenced by earnings management. At the same time, the results 
indicate that conventional corporate-governance mechanisms are rather inefficient 
to reduce misrepresentation of these losses. These interpretations are made on the 
premise that the results are not substantially affected by econometrical problems 
such as measurement errors. 
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Sammendrag  


Denne avhandlingen undersøker beslutningsnytten til regnskapsmessig goodwill. 


Avhandlingen fokuserer spesielt på den nye regnskapsmessige løsningen for 
 goodwill under nåværende IFRS. Kjøpt goodwill skal ikke lenger avskrives over 
 forventet økonomisk levetid, men testes minst årlig for nedskrivninger. Denne 
 endringen i regnskapsmessig løsning har flere implikasjoner. Den modifiserte 
 historisk-kost modellen er erstattet med en modell basert på virkelig verdi, og den 
 asymmetriske behandlingen av kjøpt og egenutviklet goodwill er delvis fjernet. 


Bokført goodwill opprettholdes så lenge den bokførte verdien kan rettferdiggjøres 
 med referanse til et gjenvinnbart beløp beregnet for den kontantgenererende 
 enheten som goodwill tilhører, noe som åpner for indirekte balanseføring av 
 egenutviklet goodwill. Den nye løsningen kan derfor bidra til rapportering av mer 
 relevant informasjon om goodwill. Samtidig har regnskapsprodusentene stor 
 skjønnsmessig frihet når det gjelder rapportering av goodwillnedskrivninger. Dette 
 kan føre til mer opportunistisk regnskapsrapportering og redusert pålitelighet. 


En studie av beslutningsnytten til regnskapsmessig goodwill bør derfor fokusere 
 på relevans og pålitelighet. Av den grunn er valg av teoretisk fundament og 
 metodisk tilnærming gjort med klare referanser til IASBs konseptuelle rammeverk. 


Tre forskningsretninger er valgt: Forskning på verdirelevans, 
 regnskapsmanipulering og corporate governance. En regnskapsstørrelse har 
 verdirelevans hvis den har en forventet assosiasjon med aksjekursen eller 
 aksjeavkastningen. Dokumentert verdirelevans gir derfor en indikasjon på at 
 regnskapsstørrelsene bidrar med relevant og i noe grad pålitelig informasjon. 


Risikoen for at regnskapsstørrelser er manipulert kan undersøkes ved å teste 
sammenhengen mellom regnskapsmessige valg for de aktuelle 
regnskapsstørrelsene og variabler som er ment å reflektere økonomisk substans, 



(17)incentiver for manipulering og corporate governance. Et slikt testdesign kan gi 
 indikasjoner på påliteligheten til disse regnskapsstørrelsene.  


Tre ulike regnskapsmessige løsninger er undersøkt: en løsning hvor goodwill kun 
 testes for nedskrivninger, en løsning hvor goodwill skal avskrives og en løsning 
 hvor goodwill skal avskrives og testes for verdifall. Resultatene indikerer at alle 
 tre løsningene gir regnskapstall som er assosiert med aksjekursen og 
 aksjeavkastningen. Bokført goodwill er positivt assosiert med aksjekursen, mens 
 goodwillnedskrivninger er negativt assosiert med henholdsvis aksjekursen og 
 aksjeavkastningen. Disse resultatene er i samsvar med prediksjonene. En uventet 
 positiv sammenheng er funnet mellom goodwillavskrivninger og henholdsvis 
 aksjekursen og aksjeavkastningen. Den positive sammenhengen drives i hovedsak 
 av selskaper med høy lønnsomhet og/eller vekst. Disse resultatene indikerer at 
 goodwillavskrivninger reflekterer en ikke-rapportert økonomisk fordel, for 
 eksempel ikke-rapporterte immaterielle eiendeler, som inngår i egenutviklet 
 goodwill.  


Det er også foretatt tester av den relative verdirelevansen til goodwill når goodwill 
 er rapportert under ulike regnskapsmessige løsninger. For å gjøre analysen 
 komplett, er også regnskapstall fra en løsning hvor goodwill verken avskrives eller 
 testes for verdifall inkludert. Forskjeller i justert forklaringskraft er testet ved hjelp 
 av z-test hvor standardfeilen er estimert ved hjelp av bootstrapping og Vuong test. 


Resultatene viser at regnskapsmessige løsninger som krever avskrivninger og/eller 
testing for verdifall bidrar med mer verdirelevant informasjon enn en løsning som 
verken tillater avskrivninger eller nedskrivninger. Det er vanskeligere å avgjøre 
hvilken av de tre andre regnskapsmessige løsningene som bidrar med mest 
verdirelevant informasjon. Noen svake resultater indikerer at en regnskapsmessig 



(18)løsning hvor goodwill avskrives og testes for nedskrivninger er den løsningen som 
 best forklarer variasjonen i aksjekursen og aksjeavkastningen. Likevel er ikke 
 dette den regnskapsmessige løsningen som bør foretrekkes. 


Goodwillavskrivninger ser ikke ut til å reflektere økonomiske kostnader. I stedet 
 er det funnet indikasjoner på at goodwillavskrivninger reflekterer økonomisk verdi 
 som ikke er innregnet på balansen. Resultatføring av disse er ikke i tråd med en 
 troverdig og valid representasjon av økonomisk substans.  


Verdirelevansresultater gir begrenset informasjon om påliteligheten til 
regnskapstall. Mangel på pålitelighet, og i særdeleshet verifiserbarhet, kan true 
beslutningsnytten til rapporterte goodwillnedskrivninger. Disse nedskrivningene 
rapporteres under betydelig skjønn og kan være påvirket av ledelsens 
rapporteringsincentiver for enten å underrapportere eller overrapportere 
regnskapsmessig resultat og egenkapital. To ulike analyser er utført: En test av 
sammenhengen mellom nedskrivningsbeslutning, størrelsen på rapportert 
nedskrivning og variabler for økonomisk verdifall og rapporteringsincentiver, og 
en test av sammenhengen mellom estimater for under- eller overrapporterte 
nedskrivninger, variabler for rapporteringsincentiver og corporate governance. Det 
første testdesignet er ment å undersøke i hvilken grad rapporterte nedskrivninger 
er forklart av økonomisk verdifall og/eller rapporteringsincentiver. Hvis man 
finner sterke, predikerte sammenhenger mellom rapporterte nedskrivninger og 
variabler for økonomisk verdifall, vil dette støtte opp under den antagelsen at disse 
nedskrivningene gir en troverdig representasjon av økonomisk verdifall. I motsatt 
fall, hvis sterke, predikerte sammenhenger er funnet mellom rapporterte 
nedskrivninger og variabler for rapporteringsincentiver etter at det er foretatt 
kontroll for økonomisk verdifall, indikerer dette at nedskrivningene reflekterer 
rapporteringsincentiver. Variabler som er ment å reflektere økonomisk verdifall er 



(19)inkludert fra tre ulike nivåer: makroøkonomisk nivå, bransjesektornivå og 
 selskapsnivå. Variablene er enten markedsbaserte, regnskapsbaserte eller 
 kontantstrømbaserte. Resultatene tilsier at nedskrivningsbeslutningen og størrelsen 
 på nedskrivningen kan forklares ved hjelp av variabler som reflekterer økonomisk 
 verdifall. Variabler som reflekterer rapporteringsincentiver er som regel verken 
 assosiert med nedskrivningsbeslutningen eller størrelsen på den rapporterte 
 nedskrivningen. Det er riktignok noen indikasjoner på at nedskrivninger kan være 
 assosiert med bonusutbetalinger til CFO, betingede aksjer som eies av CFO, 
 incentiver for resultatutjevning eller skifte av CEO, men disse resultatene er 
 relativt svake sammenlignet med resultatene for økonomisk verdifall. 


Dette testdesignet har ikke direkte fokus på regnskapsmessig støy i nedskrivninger. 


Rapporteringsincentiver er forventet å føre til mer regnskapsmessig støy, mens 
corporate governance er forventet å redusere regnskapsmessig støy. Estimater på 
regnskapsmessig støy er fremskaffet ved å kjøre en regresjon med rapporterte 
nedskrivninger som avhengig variabel og variabler for økonomisk verdifall som 
uavhengige variabler. Estimerte verdier fra denne regresjonen representerer 
normale (forventede) nedskrivninger, mens forskjellen mellom rapporterte 
nedskrivninger og disse normale nedskrivningene kan tolkes som regnskapsmessig 
støy eller abnormale nedskrivninger. Resultatene indikerer at selskaper med høye 
bonusutbetalinger til CFO eller selskaper som har en CEO som eier mye 
ansattopsjoner, underrapporterer goodwillnedskrivninger. Det er også funnet 
resultater som indikerer at overrapporterte nedskrivninger er assosiert med skifte 
av CEO. Det er funnet begrenset støtte for at corporate governance reduserer 
regnskapsmessig støy i disse nedskrivningene. Noe støtte er derimot funnet for at 
corporate governance, representert ved kjennetegn ved styret eller ved 
kryssnotering, er assosiert med overrapporterte nedskrivninger. Dette kan tyde på 



(20)at sterkere corporate governance fører til mer forsiktig regnskapsrapportering og 
 dermed overrapportering av goodwillnedskrivninger. Testing av verdifall i 
 goodwill krever solid regnskapsfaglig kompetanse og solid 
 verdsettingskompetanse. Dessuten er det stort innslag av skjønn i de fleste 
 trinnene i en slik nedskrivningstest. Grunnen til at man ikke finner noen 
 sammenheng mellom flere av corporate governance-variablene og 
 regnskapsmessig støy kan derfor ganske enkelt være at disse kontrollmekanismene 
 ikke er effektive nok til å redusere regnskapsmessig støy ved rapportering av 
 goodwillnedskrivninger. En annen forklaring kan være at resultatene er påvirket 
 av økonometriske problemer slik som målefeil.  


Samlet sett gir resultatene i denne avhandlingen støtte for IASBs valg av 
regnskapsmessig løsning for goodwill. Goodwillnedskrivningene bidrar med 
verdirelevant informasjon. Resultatene tyder også på at nedskrivningene i liten 
grad kan forklares med incentiver for regnskapsmanipulering. Samtidig indikerer 
resultatene at tradisjonelle corporate-governance- mekanismer i liten grad evner å 
redusere regnskapsmessig støy i nedskrivningene. Disse tolkningene bygger på 
den forutsetningen at resultatene i liten grad er drevet av økonometriske problemer 
slik som målefeil.  
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1. Motivation and research questions  


This dissertation investigates the decision usefulness of goodwill-accounting 
 numbers under current IFRS. Theory and methodology from value relevance, 
 earnings management and corporate-governance literature are employed. The 
 dissertation compares the value relevance of goodwill numbers reported under the 
 impairment-only method of current IFRS (International Financial Reporting 
 Standards) to the value relevance of goodwill numbers reported under alternative 
 accounting methods. The dissertation also investigates the extent to which 
 goodwill-impairment losses under IFRS are associated with variables for 
 economic impairment, earnings-management incentives and corporate-governance 
 mechanisms. The findings of this dissertation are supposed to inform standard 
 setters, accounting prepares and accounting users on the decision usefulness of 
 goodwill under current IFRS. 



1.1. Introduction and background 


Accounting for goodwill is one of the most controversial issues in financial-
accounting theory and standard setting. Generations of accounting academics and 
standard setters have struggled with the challenge of developing a theoretically 
consistent accounting treatment of goodwill (Hudges 1982). In the quest to 
promulgate high-quality accounting standards that generate relevant and reliable 
information for decision-making, the US-standard setter, FASB (Financial 
Accounting Standards Board), and the international standard setter, IASB 
(International Accounting Standards Board), have implemented a substantial 
change in the reporting policy of goodwill. First, the new regulation requires firms 
to perform an annual impairment test for goodwill, and second, amortisation of 



(29)goodwill is no longer permitted. Three factors are believed to affect the decision 
 usefulness of accounting information for a given accounting method: the extent to 
 which the information reflects economic fundamentals, the measurement 
 uncertainty and the risk of opportunistic earnings management (Wilson 1996, 
 Healy and Wahlen 2001). All these factors will influence the relevance and 
 reliability of the accounting information and thereby its decision usefulness. 


Accounting information that fails to reflect economic fundamentals will lack 
 relevance and reliability. Information reported under significant measurement 
 uncertainty will lack reliability and to some extent relevance, and finally, 
 accounting information reported under risk of opportunistic earnings management 
 will probably lack both relevance and reliability. The discussion about goodwill-
 accounting methods will strongly involve all three factors.  


Both purchased and internally-generated goodwill represent economic resources 
 and will most likely have limited economic life. This suggests that both should be 
 capitalised on the balance sheet and amortised over expected economic lifetime. 


Instead, purchased goodwill is capitalised and tested at least annually for 
impairment losses, and internally-generated goodwill is charged against the profit 
and loss account. Surprisingly, the chosen accounting methods for goodwill do not 
seem to reflect economic fundamentals in goodwill. The reason for these chosen 
methods is measurement problems. Internally-generated goodwill cannot be 
reliably measured at cost. Purchased goodwill, however, has a reliable cost price, 
but subsequent amortisation involves significant measurement uncertainty. FASB 
and IASB argue that the pattern and the length over which purchased goodwill is 
consumed are impossible to determine with sufficient reliability. They claim that 
the amount amortised for goodwill in any given period is at best an arbitrary 
estimate of the consumption of goodwill for that period, which suggests that the 



(30)amortisation lacks relevance and reliability (e.g. IASB 2004b:IAS 36 BC 134-5). 


This argument is not fully valid. Some guidance on the estimation of amortisation 
 charges might be found. Purchased goodwill, as all other assets, represents 
 expected future benefits. On acquiring these benefits, the managers will have 
 expectations as to the period and the pattern over which these benefits are to be 
 received, which is useful information when determining the amortisation plan. 


The impairment-only method does not distinguish remaining purchased goodwill 
 from internally-generated goodwill. As long as purchased and internally-generated 
 goodwill can justify book goodwill, no impairment loss is recognised. This may 
 lead to indirect capitalisation of internally-generated goodwill and a removal of 
 some of the accounting asymmetry between purchased and internally-generated 
 goodwill. This suggests a more faithful representation of total goodwill and 
 improved decision usefulness. On the other hand, significant measurement 
 uncertainty and the risk of opportunistic earnings management may impair 
 decision usefulness.  


The impairment test is conducted on cash-generating units at which goodwill is 
allocated. If recoverable amounts are below carrying amounts of these units, 
impairment losses must be reported. Allocation of goodwill to cash-generating 
units and estimation of recoverable amounts of these units, however, involve 
significant uncertainty and discretionary freedom, which in turn gives room for 
opportunistic earnings management. It is an empirical question whether the 
impairment-only method provides more decision-useful information than other 
methods such as capitalisation and amortisation. The amortisation method may 
provide less relevant information at least for valuation purposes. At the same time 
this method provides more reliable information due to its higher degree of 



(31)verifiability. The impairment-only method, however, may provide more relevant 
 information, but information that is less verifiable and at a higher risk of being 
 opportunistically managed.  



1.2. Research questions 


Three lines of literature are believed to provide evidence on the decision 
usefulness of accounting information: the value relevance and information-content 
literature, the earnings-management literature and the literature investigating the 
link between corporate-governance and earnings management. The first line of 
literature is supposed to provide evidence on the usefulness of accounting for 
equity valuation. Value-relevance studies test the extent to which accounting 
numbers are associated with stock prices. A demonstrated association is 
interpreted as accounting numbers capturing information in stock prices. Short-
term information content studies (short-term event studies), however, are supposed 
to test the extent to which accounting numbers affect stock prices. Earnings-
management studies represent the second line of literature. These studies are 
investigating how earnings management can be detected in earnings and accrual 
patterns, which conditions and factors that increase the risk of earnings 
management and what impact earnings management have on accounting 
information and the decisions made upon accounting information. In contrast to 
the first line of literature, earnings-management studies are not basically motivated 
by questions regarding decision usefulness. It is expected, however, that 
opportunistic earnings management will impair decision usefulness as the results 
of such opportunism typically are misleading and/or fraudulent accounting. This 
suggests that evidence of opportunistic earnings management may serve as 
evidence of impaired decision usefulness. The third line of literature demonstrates 
that corporate-governance mechanisms can constrain managers’ opportunism and 



(32)restrict their ability to engage in opportunistic earnings management. Opportunism 
 and agency costs will diminish under efficient monitoring and contracting. An 
 efficient corporate-governance structure can, therefore, be indicative of less 
 opportunistic earnings management and more decision-useful accounting 
 information.  


Several studies examine the value relevance of book goodwill and goodwill-
 amortisation charges, and some studies investigate the value relevance and 
 information content of goodwill-impairment losses. In general, book goodwill is 
 found to be value relevant. This evidence is consistent across numerous studies 
 which employ different samples and methodological designs (e.g. Wang 1993, 
 Amir, Harris and Venuti 1993, Chauvin and Hirschey 1994, Jennings, Robinson, 
 Thompson  and Duvall 1996, Huijgen 1996, Barth and Clinch 1996, Vincent 
 1997, Wilkins, Swanson and Loudder 1998, Henning, Lewis and Shaw 2000, 
 Petersen 2001, 2002, Bugeja and Gallery 2006, Jifri and Citron 2010). The value-
 relevance findings of goodwill-amortisation charges are less consistent (e.g. 


Jennings et al. 1996a, Huijgen 1996, Petersen 2001, 2002). Jennings et al. (1996a) 
 report weak evidence, suggesting that goodwill-amortisation charges are value 
 relevant. In contrast, Jennings, LeClere and Thompson  (2001) find that earnings 
 before goodwill amortisation are more value relevant than earnings after goodwill 
 amortisation. They interpret these results as evidence of goodwill amortisation 
 introducing noise rather than adding useful information to earnings. Henning et al. 


(2000) employ a somewhat different methodological design. They examine the 
value relevance of components of goodwill and goodwill-amortisation charges and 
report evidence suggesting that at least some components of goodwill amortisation 
have value relevance.  



(33)Impairment losses and goodwill-impairment losses, in particular, are supposed to 
suffer from significant measurement uncertainty, lack of verifiability and the risk 
of being managed (e.g. Elliot and Shaw 1988, Francis, Hanna and Vincent 1996, 
Alcatore, Dee, Easton and Spear 1998, Riedl 2004, Kvaal 2005, Beatty and Weber 
2006, Lapointe-Antunes, Cormier and Magnan 2008, Ramanna 2008, Zang 2008, 
Ramanna and Watts 2009, Kothari, Ramanna and Skinner 2010). Although 
significant effort is made to tighten the test procedure for goodwill, the 
discretionary freedom is still significant. Francis et al. (1996) provide evidence, 
using pre-SFAS 121 data (Statement of Financial Accounting Standards 121), 
which supports the notion that impairment losses are associated with economic 
impairment and to some extent earnings-management incentives. They 
demonstrate evidence suggesting that earnings-management incentives play a 
minor role when reporting impairment losses in inventory and property, plant and 
equipment, but play a substantial role when reporting other, more discretionary 
impairment losses, such as losses in goodwill. Recent evidence reported by Beatty 
and Weber (2006), Zang (2008) and Ramanna and Watts (2009) suggests that even 
SFAS 142-impairment losses in goodwill are associated with managers’ reporting 
incentives. These results question the claim made by the standard setters that the 
impairment-only method improves the decision usefulness of goodwill compared 
to the previous amortisation method. Rather, these results are in line with several 
commentators arguing that goodwill-impairment losses require significantly 
greater judgement, which cannot be verified by auditors (Lewis, Lippitt and 
Mastracchio 2001, Massoud and Raiborn 2003, Watts 2003, Ramanna 2008, 
Ramanna and Watts 2009).  Watts (2003), Ramanna (2008) and Ramanna and 
Watts (2009) argue that reporting unverifiable estimates such as fair-value 
estimates will seriously compromise the usefulness of those numbers and increase 
the likelihood of opportunistic earnings management. Kothari et al. (2010) even 



(34)argue that this method will be short-lived and will probably be replaced by the 
 former amortisation method. Others, like Barth (2006), claim that fair-value 
 accounting will lead to reporting of asset values, which reflects current economic 
 conditions and up-to-date expectations suggesting increased decision usefulness.  


Opportunistic earnings management is expected to be constrained by efficient 
corporate-governance mechanisms. Prior literature demonstrates evidence that 
firms with stronger corporate-governance structures are less likely to engage in 
earnings management (e.g. Warfield, Wild and Wild 1995, Dechow, Sloan and 
Sweeney 1996, Beasley 1996, Chtourou, Bedard and Courteau 2001, Klein 2002, 
Koh 2003, Xie, Davidson and DaDalt 2003, Peasnell, Pope and Young 2005, 
Mulgrew and Forker 2006, Ebrahim 2007). A similar line of literature 
demonstrates that efficient corporate governance improves the information content 
of earnings (e.g. Warfield et al. 1995, Anderson, Deli and Gillan 2004) and 
improves earnings and accrual quality (Doyle, Ge and McVay 2007, Kent, 
Routledge and Stewart 2010). Managers disciplined by efficient corporate-
governance structures are likely to avoid opportunism and instead use their 
accounting discretion to convey faithful information. This suggests reporting 
impairment losses that better reflect economic fundamentals. Alternatively, given 
strong earnings-management incentives and weak corporate-governance 
structures, managers may exploit the accounting discretion to report impairment 
losses. Most of the research conducted on earnings management and corporate 
governance has employed abnormal-accrual models to indicate earnings 
management (e.g. Warfield et al. 1995, Chtourou et al. 2001, Klein 2002, Koh 
2003, Xie et al. 2003, Peasnell et al. 2005, Mulgrew and Forker 2006, Ebrahim 
2007). These abnormal-accrual models have been strongly criticised for being too 
crude and aggregate to reveal earnings management (e.g. Dechow et al. 1995, 



(35)Guay, Kothari and Watts 1996, McNichols 2000, Field, Lys and Vincent 2001). 


However, the idea of estimating the portion of accruals that might be managed or 
 misrepresented still has some appeal among accounting researchers (e.g. Peasnell 
 et al. 2005, Davidson, Godwin-Stewart and Kent 2005, Mulgrew and Forker 2006, 
 Ebrahim 2007, Koh, LaPlante and Tong 2007, Jones, Krishnan and Melendrez 
 2008). The problem lies in the estimation of the portion being managed or the 
 portion being misrepresented. A related problem is the aggregate level at which 
 the abnormal accruals are estimated. As these accruals represent net aggregate 
 accruals, they may not depict managed accruals at a disaggregated level such as 
 impairment losses. Inspired by previous earnings-management studies and by 
 contributions in the asset-impairment literature (Lapointe-Antunes et al. 2008, 
 Zang 2008), a measure of abnormal-impairment losses is employed to indicate the 
 degree of misrepresentation in goodwill-impairment losses. In contrast to earlier 
 measures used in the literature, this measure is derived for a specific accrual: 


impairment losses. This is consistent with Healy and Wahlen (1999), McNichols 
 (2000) and Field et al. (2001) who argue that future earnings-management studies 
 should rely on disaggregated accrual measures. Moreover, economic impairment 
 in goodwill will probably be highly associated with economic variables reflecting 
 deteriorated firm performance, industry performance and macro-economic 
 performance. This suggests that these variables can be used to determine whether 
 reported impairment losses are understated, overstated or unbiased depictions of 
 economic impairment. Differences between reported impairment losses and 
 estimated economic impairment are considered as unexpected or abnormal-
 impairment losses.    


  


An investigation of the decision usefulness of goodwill numbers under current 
IFRS should involve questions regarding the value relevance of goodwill numbers 



(36)and the risk of goodwill-impairment losses being opportunistically managed. The 
 risk is a function of information asymmetry, discretionary freedom and managers’ 


expected benefits over costs of managing earnings. Efficient corporate-governance 
 structures are supposed to reduce the expected net benefits of earnings 
 management by aligning conflicting interests and by monitoring managers’ 


actions. An investigation of the decision usefulness should, therefore, include 
 corporate-governance mechanisms as potential limiting factors of earnings 
 management.  


Taken together, prior literature provides limited or no answers to questions 
regarding the decision usefulness of goodwill under IFRS. No prior study, at least 
to my knowledge, has investigated the value relevance of alternative accounting 
methods for goodwill using IFRS data. Some evidence is reported on US-GAAP 
data, but this evidence cannot be fully converted to IFRS due to a different 
impairment-test procedure. Moreover, scarce evidence is reported on the 
associations between goodwill-impairment losses and variables for economic 
impairment and earnings-management incentives using IFRS data. And finally, no 
prior study, at least to my knowledge, has investigated how corporate-governance 
mechanisms influence the accounting for goodwill-impairment losses. This leads 
to the following research questions: 



(37)Table 1.1 Research questions 


These research questions are supposed to provide evidence relevant for financial-
 accounting standard setters, preparers and users on the decision usefulness of 
 goodwill numbers. The answers to these research questions might be useful to 
 standard setters when they evaluate prior policy decisions and make new policy 
 decisions regarding goodwill. Accounting preparers and accounting users might 
 Research question 1 


What is the value relevance of goodwill numbers reported under current IFRS? 


Research question 2 


What is the value relevance of goodwill numbers reported under current IFRS 
 compared to the value relevance of goodwill numbers under alternative 
 accounting methods? 


Research question 3 


What are the associations between goodwill-impairment losses reported under 
 current IFRS and variables for economic impairment and earnings-management 
 incentives?   


Research question 4 


What are the associations between abnormal-impairment losses in goodwill 
reported under current IFRS, variables for earnings-management incentives and 
corporate-governance mechanisms? 



(38)find the answers useful to easier understand what mechanisms that affect the 
 decision usefulness of goodwill numbers. And finally, the answers might also help 
 accounting users detecting goodwill numbers (e.g. goodwill-impairment losses) of 
 high and low quality. The research questions are investigated for a sample of 1293 
 firm-year observations of firms listed on the London Stock Exchange in the period 
 2004 to 2009. The core investigation period is the post-IFRS period 2005 to 2009. 


This period includes 1122 firm-year observations.   
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1.3. Structure 


The dissertation proceeds as delineated in Figure 1.1 below.  


Figure 1.1 Structure of the dissertation  
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Chapter  7  Empirical analysis  
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2. Accounting for goodwill  


Goodwill is the focal concept of this dissertation. The nature of goodwill and the 
 discussion of alternative accounting methods for goodwill represent a background 
 for discussing the current impairment-only method. The first part of the chapter 
 concerns the nature and conceptual meaning of goodwill, while the second part 
 concerns initial and subsequent accounting for goodwill. The chapter ends with a 
 discussion of the impairment-only method. 



2.1. Nature of goodwill 


Goodwill has certain characteristics that distinguish it from other economic 
 resources (Guthire 1898, Hugdes 1982). Goodwill has no physical substance. It is 
 not possible to address economic benefits of goodwill to a physical object. For 
 instance, the economic benefits of a piece of land can be addressed to the right to 
 occupy and utilise a defined portion of terrain. Lack of physical representation, 
 however, is a characteristic that goodwill has in common with other intangible 
 assets like brand names and patents and assets not considered as intangibles in 
 accounting such as stocks, receivables and deferred tax assets. Still, goodwill is 
 supposed to be the most intangible of the intangibles (Davis 1992). It is difficult to 
 determine what constitutes goodwill or which economic benefits are embedded in 
 goodwill. The recognition criteria for intangible assets ensure that goodwill, either 
 purchased or internally generated, consists of intangible resources that are most 
 difficult to identify and measure separately (Høegh-Krohn and Knivsflå 2000). 


Purchased goodwill is measured as the portion of the cost price (or the purchase 
 price) that cannot be allocated to identifiable net assets in the acquired firm. 


Internally-generated goodwill, on the other hand, will consist of intangible 
resources that do not meet recognition criteria of capitalisation. Consequently, 



(41)both purchased and internally-generated goodwill consist of the portion of 
 intangibles that do not meet the criteria for separate recognition on the balance 
 sheet which makes goodwill the most intangible asset.  


An intangible nature, however, does not imply that goodwill should be an 
 accounting challenge. Other characteristics are more important. Goodwill lacks 
 transferability. It is attributed to the cash-generating capacity of all the assets in 
 the firm, or more specifically, assets within cash-generating units to which 
 goodwill is attributed. A separate transfer of goodwill is, therefore, not possible 
 (Catlett and Olson 1968:121, Kothari, Ramanna and Skinner 2010).As stated by 
 Hugdes (1982:187): “The problems associated with its [goodwill’s] transferability 
 and realization might be compared with an attempt to sell the speed of a 
 racehorse apart from the animal itself.” Other characteristics also distinguish 
 goodwill from tangible and most intangible assets. Goodwill is believed to have no 
 alternative use and thus, no opportunity cost (Hendriksen and van Breda 
 1992:635-636, Lev 2001:22-26, Elling 2001:190, Kothari et al. 2010). Tangible 
 and most intangible assets have different values in alternative uses. They are rival 
 assets in the sense that different uses compete for the services of these assets. A 
 specific use precludes the assets from simultaneously being used elsewhere. In 
 contrast, goodwill and some other intangible assets are believed to be nonrival. 


They can be used at the same time for multiple purposes where a given use does 
 not compete with the use elsewhere. For instance, good reputation of the firm’s 
 products is often seen as part of goodwill unless it can be attributed to a brand 
 name that meets the recognition criteria. Good reputation does not have any 
 competing alternative use. This means that using good reputation as a catalyser 
 when promoting new products will not diminish the benefits of the reputation. It is 
        


1 References to books, booklets, dissertations and theses are given with page number.  



(42)only enclosed by the potential size of the market and the actions of potential 
 competitors, not by its own use (Lev 2001:22).  


The measurement problems of goodwill have several sources. As stated 
 previously, goodwill cannot be transferred separately. It is not possible to find an 
 observable market price for goodwill and separate cash flows cannot be attributed 
 to goodwill alone. Besides, intangible assets embedded in goodwill are difficult to 
 identify and even more difficult to value (Grinyer, Russel and Walker 1990:108, 
 Wyatt 2008, Kothari et al. 2010). Taken together, goodwill has some distinctive 
 characteristics. Goodwill has no alternative use, it lacks separability, it is difficult 
 to determine whether initially recognised goodwill is maintained, and finally, 
 future benefits from goodwill are highly uncertain (Høegh-Krohn and Knivsflå 
 2000). This makes goodwill the ultimate challenge in accounting (Hendriksen and 
 van Breda 1992: 637). 



2.2. Definition of goodwill  


An important part of the goodwill discussion deals with its definition. A number 
of definitions are suggested, but each definition suffers from several flaws. First, 
most of the definitions truly do not deserve to be referred to as definitions. They 
are measurement procedures only. They do not describe in rigorous terms what 
constitutes goodwill. Rather, they are attempts to assign monetary value to 
goodwill. Second, some definitions try to constitute what goodwill is, but they fail 
because they do not provide clear demarcation between goodwill and other 
economic resources.  



(43)2.2.1.Residual approach and abnormal-return approach 


Goodwill is a wellknown item in trade and industry, but very few can give a 
 proper description of what goodwill really is. Its meaning is obscure, and the 
 nature of the term is often misunderstood (Petersen 2001:14). The accounting 
 literature generally defines goodwill as residual goodwill or as abnormal-return 
 goodwill. Residual goodwill is frequently termed the master valuation amount 
 (e.g. Canning 1929:41-2, Falk and Gordon 1977, Hendriksen and van Breda 
 1992:641-2), and abnormal-return goodwill is frequently termed excess profits or 
 super profits (e.g. Bloom 2008:74). 


The residual approach identifies goodwill as a positive difference between the 
 firm’s cost price or purchase price and the fair values of the firm’s identifiable net 
 assets. A variant of this definition is found in most financial-accounting regimes. 


Only goodwill recognised as part of a business combination is captured by the 
residual approach. Internally-generated goodwill is ignored. Still, internally-
generated goodwill might be recognised as part of purchased goodwill in a 
business combination, but when the business combination is settled, this goodwill 
is literally purchased rather than internally generated. The abnormal-return 
approach, however, derives a cash-generating capacity concept that does not 
distinguish internally-generated goodwill from purchased goodwill. This approach 
measures goodwill as the present value of expected abnormal returns in excess of 
required rate of returns (e.g. More 1891, Dicksee 1897, Leake 1914, Catlett and 
Olson 1968, Falk and Gordon 1977, Colley and Volkan 1988, Blanchet and 
Tweedie 1989, Davis 1992). Abnormal returns are generated by internally 
developed as well as purchased assets. The fact that this approach does not 
distinguish internally-generated goodwill from purchased goodwill might be seen 
a strength.  



(44)However, this is not correct. The abnormal-return approach does not separate any 
 economic assets from goodwill neither (other) intangible nor tangible assets. All 
 assets may jointly contribute to abnormal returns (Ma and Hopkins 1988, Arnold, 
 Egginton, Kirkham, Macve and Peasnell 1992:36, Petersen 2001:14). It is, 
 therefore, difficult if not impossible to separate abnormal returns generated by 
 residual goodwill from abnormal returns generated by other assets. Hendriksen 
 and van Breda (1992:641) argue that the notion that “(...) tangible assets can earn 
 only a “normal” rate while other factors are responsible for the excess rate is 
 pure fiction. (…) All factors interact in the production of the final service or 
 product and in permitting cash distributions to shareholders. Any attempt to 
 allocate a portion of the total value of a firm on the basis of the capitalisation of 
 superior earnings is, therefore, completely artificial.” Watts (2003) supports this 
 argument and states that the allocation of cash flows is arbitrary, meaningless and 
 unverifiable. Still, it seems reasonable to believe that abnormal returns, at least to 
 some extent, are generated by intangible assets. Such assets might represent 
 benefits from a dynamic organisation and/or superior knowledge and skills held by 
 managers and employees. There are also examples from the literature that residual 
 goodwill is considered equal to abnormal-return goodwill. For instance, Jennings, 
 LeClere and Thompson  (2001:20) state that goodwill measured as “(...) the 
 difference between the value of a company’s ownership interest and the fair value 
 of its identifiable net assets represents comparative advantages that are expected 
 to enable the company to generate earnings in excess to a ‘normal’ return on 
 investment.” According to this interpretation, residual goodwill is the purchase 
 price of expected abnormal returns.  


Other definitions of goodwill are also suggested. Most of these can be considered 
as definitions of residual goodwill and/or abnormal-return goodwill. For instance, 



(45)goodwill is sometimes referred to as the custom of a trade. According to this view, 
 goodwill is a collection of favourable attributes enjoyed by an enterprise which 
 have arisen from the productive use of its resources (Wines and Ferguson 1993). 


These favourable attributes will probably be captured by residual goodwill as well 
 as abnormal-return goodwill. Hugdes (1972:7-8) describes goodwill in terms of 


“(...) the different ability of one business, in comparison with an assumed 
 averaged firm, to make profit.” The abnormal-return approach is easily found in 
 this definition. The profit made by the average firm is an estimate of the required 
 rate of return. Any profit in excess of this rate of return is interpreted as evidence 
 of goodwill. Moreover, Catlett and Olson (1968:10) and Davis (1992) consider 
 goodwill to be everything that might contribute to the advantages an established 
 firm possesses over a firm just started. These advantages could, for instance, be a 
 result of well-established market position and superior knowledge about market 
 forces. Both well-established market position and superior knowledge will 
 probably be part of residual goodwill, and it is likely that these advantages will be 
 sources of abnormal return and thereby part of abnormal-return goodwill.  


Colley and Volkan (1988), however, employ a different approach to define 
goodwill. The focus here is on competitive advantages in general, not necessarily 
the comparative advantages an established firm holds relative to a newly started 
firm: “(…) a firm may decide to acquire the net assets of another in order to add 
certain production capabilities to its existing product lines. An alternative would 
have been to develop these products internally. If the firm can estimate the dollar 
amounts of the expenditures over the time period necessary to develop these 
production and sale capabilities, and the income lost due to waiting for the sales 
to start, then the amount of goodwill paid will, ideally, be equal to the difference 
between the present value of these amounts computed using the project time 



(46)horizon, (...), and the anticipated return on the market value of the identifiable net 
 assets of the acquired firm” (Colley and Volkan (1988:35). This demonstrates a 
 residual approach to define goodwill. The present value of the expenditures 
 necessary to develop the same production and sale capabilities will equal the 
 purchase price of a firm holding these capabilities, and the present value of the 
 anticipated return on the market value of the identifiable net assets will equal the 
 fair value of the identifiable net assets. Goodwill is measured as the difference 
 between these two amounts which corresponds to residual goodwill. 


  


2.2.2.List-based approach 


Davis (1992) argues that the conventional ways to define and measure goodwill 
 cannot serve as definitions. The residual and the abnormal-return approach only 
 assign monetary value to goodwill. They do not explain what goodwill is. This has 
 motivated researchers to find alternative ways to define and describe goodwill. 


Johnson and Petrone (1988) distinguish between two alternative approaches for 
defining goodwill: a bottom-up approach and a top-down approach. The first 
approach sees goodwill as part of a larger asset, i.e. the cash-generating unit or the 
firm itself. The definition of goodwill found in financial accounting is consistent 
with a top-down approach. According to the bottom-up approach, goodwill is 
constituted by the intangible resources that sum goodwill up. Several attempts 
have been made to define goodwill in a bottom-up approach or a list-based 
approach (e.g. Nelson 1953, Colley and Volkan 1988, Davis 1992). The purpose 
has been to end up with a definition or at least a description of what constitutes 
goodwill rather than just a measurement procedure for goodwill. However, none 
of these attempts have succeeded. The set of intangible assets that constitutes 
goodwill is not given. Even if, a list of intangibles might give some description of 
what constitutes goodwill, this approach suffers from several flaws. First, the list-
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