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Preface

Accounting for goodwill, the premium paid in business combinations over the value of
the purchased identifiable net assets of the acquired business, is one of the most contro-
versial issues in financial reporting. Generations of accounting academics and standard
setters have struggled with the challenge of developing a theoretically consistent account-
ing treatment for goodwill. In the quest to promulgate high-quality accounting standards
that generate relevant and reliable information for investors’ decision-making needs, the
U. S. Financial Accounting Standards Board (FASB) and the European International Ac-
counting Standards Board (IASB) have recently adopted a dramatic change of policy:
Goodwill is no longer amortized over its useful life. Rather, goodwill is carried on the
books at historical cost until an impairment test indicates that its carrying value is no
longer supported by the fair value of the business units to which it has been allocated.

This shift to an impairment-only approach has triggered heated debates for various rea-
sons. Anecdotal evidence suggests that it has been shaped by the lobbying efforts from
financial statement preparers as much as by conceptual considerations. Due to the late-
1990s merger wave, goodwill is currently one of the most significant items in many
firms’ balance sheets. Critics argue that the impairment treatment brings unprecedented
discretionary freedom to the process of measuring accounting income. At the same time,
the increasing frequency in recent years of publicly disclosed accounting manipulations
suggests that investors’ faith in managers using their financial reporting discretion to
paint accurate pictures of their companies’ financial condition is at an all-time low. Pre-
ceding the adoption of the new standards on goodwill accounting in fiscal 2002, market
participants were curious to see how firms would how firms would apply these standards

once they were in effect.

Against this background, Thorsten Sellhorn empirically analyzes the factors associated
with publicly traded U. S. firms’ write-off behavior. Based on a conceptual review of the
debate surrounding goodwill, he first analyzes in detail the empirical literature on good-
will and acquisition accounting in order to ascertain how managers and capital market
participants perceive different aspects of accounting for business combinations. Under
the assumption that goodwill impairment charges taken under SFAS 142 are discretion-
ary asset write-offs, Thorsten Sellhorn then investigates what can be learned from prior
research relating to such events. In this context, he systemizes the theoretical underpin-
nings of different financial reporting incentives, on which a wealth of empirical research
on earnings management is based. This systematic literature review extends far beyond
the boundaries of the discretionary write-off literature and is a self-contained scientific
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achievement on its own. Since financial reporting incentives can only manifest them-
selves where accounting standards involve choices, estimates, or judgment, Thorsten
Sellhorn then carries out a comprehensive, in-depth analysis of SFAS 142 with regard to
such discretionary parameters. He confirms the priors of most academics and other inter-
ested parties regarding the impairment-only approach: Management is unconstrained in
determining the existence and amount of a goodwill write-off and thereby can produce

accounting results that promote their own interests.

Based hereon, Thorsten Sellhorn carries out cross-sectional tests of a number of hypothe-
ses about how U. S. publicly traded firms make the transition to SFAS 142 in the adop-
tion year 2002. His findings might come as a reassurance to standard-setters, including
the IASB: On average, write-off behavior appears to be driven by sample firms’ eco-
nomic developments rather than by managers’ financial reporting incentives. However,
closer inspection reveals that a certain portion of the sample, specifically the large, high-
profile firms apparently use the goodwill write-off decision to manage their earnings.

Thorsten Sellhorn’s thesis contributes to the accounting literature in several ways. First,
his analyses of the goodwill and discretionary write-off literatures represent systematic
and concise summaries of two diverse and complex areas of research. Second, his
investigation of SFAS 142 provides a much-needed confirmation for the popular notion
that this new approach to goodwill accounting is fraught with discretion and might
therefore produce potentially unreliable results. Third, his empirical findings give
important insights into management behavior not only with regard to goodwill
accounting, but also relating to the adoption of a mandatory accounting change, the effect
of which is recorded “below the line” as a change in accounting principle. His findings
also show how conflicting incentives influence financial reporting behavior.

With the year 2005 approaching, many European firms are preparing to apply the IASB’s
International Financial Reporting Standards for the first time. The recently adopted
IFRS 3 prescribes a goodwill accounting treatment essentially similar to that required by
SFAS 142. It will be interesting to investigate whether Thorsten Sellhorn’s results re-
garding U. S. firms’ goodwill write-off behavior generalize to the European setting and

how any deviations might be explained.

Bochum, June 2004 Bernhard Pellens
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Zusammenfassung in deutscher Sprache

Gooawill-Wertberichtigung
— Eine empirische Untersuchung auflerplanmdfliger Abschreibungen nach SFAS 142 -

SFAS 142, Goodwill and Other Intangible Assets, wurde im Juni 2001 vom Financial
Accounting Standards Board (FASB) veroffentlicht. Der Standard bildet den vorlaufigen
Abschluss einer Jahrzehnte wihrenden Debatte iiber die angemessene Bilan-
zierungsweise fiir den erworbenen (derivativen) Geschifts- oder Firmenwert (Goodwill).
Das US-amerikanische Rechnungslegungsgremium vollzog damit eine Abkehr von der
bis dato international iiblichen Vorgehensweise, den Goodwill planmiBig iiber seine
voraussichtliche Nutzungsdauer zu amortisieren. Nach dem nunmehr stattdessen gelten-
den Impairment-only Approach ist der Firmenwert regelméBig einem Niederstwerttest zu
unterziehen und bei Vorliegen einer Wertminderung auerplanmifig abzuschreiben.

Diese Reform der Goodwill-Bilanzierung stie} auf ein iiberwiegend skeptisches Echo bei
Bilanzadressaten und anderen Interessengruppen. Wéihrend die theoretisch-
konzeptionelle ZweckmiBigkeit der neuen Vorgehensweise kaum bezweifelt wird, bek-
lagen Kritiker das enorme AusmaR bilanzpolitischer Ermessensspielrdume, welches der
Goodwill-Niederstwerttest dem Bilanzierenden erdffnet. Die ebenfalls ermessensbe-
haftete Vorgingerregel SFAS 121, Accounting for the Impairment of Long-Lived Assets
and for Long-Lived Assets to Be Disposed Of, wurde immerhin durch die planméaBige
Abschreibungspflicht des Goodwills entschirft, welche sicherstellte, dass dieser dubiose
Bilanzposten iiber einen prognostizierbaren, wenn auch willkiirlichen Zeitraum ergeb-
niswirksam aufzuldsen war. SFAS 142 indes bietet die Moglichkeit, den Goodwill unter
Umstinden auf unbestimmte Zeit in der Bilanz zu fiihren.

US-GAAP-Anwender hatten den neuen Standard im Geschiftsjahr 2002 erstmals zu be-
folgen. Auf Grund der speziell bei Erstanwendung sich bietenden erheblichen Ermes-
sensspielriume sowie der abwartenden Haltung, mit der viele Bilanzadressaten der
Neuregelung begegnen, bot sich den Unternehmen die einmalige Gelegenheit, ihr Wert-
berichtigungsverhalten mit ihren bilanzpolitischen Anreizen und Zielvorstellungen ab-
zustimmen. In diesem Kontext wird in der vorliegenden Studie analysiert, wie die Man-
ager einer umfangreichen Stichprobe bdrsennotierter US-Konzerne dieses bilanzpoli-
tische Potenzial nutzen und zu welchem Grade die Wertberichtigungsentscheidung ta-

tsdchlich 6konomische Gegebenheiten widerspiegelt.
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Zwecks Herleitung von Hypothesen iiber das erwartete Wertberichtigungsverhalten wer-
den in der vorliegenden Arbeit zwei unterschiedliche Forschungsbereiche analysiert: In
Kapitel 2 zeigt eine Auswertung empirischer Befunde zur Goodwill-Debatte, dass Man-
ager insbesondere die ergebnismindernden Konsequenzen der Goodwill-Bilanzierung
fiirchten und daher entsprechende Aufwendungen zu vermeiden und/oder zeitlich
aufzuschieben suchen. Diesem Verhalten liegt offenbar die Annahme zu Grunde, Kapi-
talmarktteilnehmer beurteilten die Vorteilhaftigkeit von Transaktionen priméar anhand der
mit ihnen verbundenen bilanziellen Auswirkungen und seien aufler Stande, entspre-
chende realokonomische Implikationen zu durchschauen. Kapitalmarktstudien zeichnen
indes ein anderes Bild: Investoren durchschauen offenbar derart ,kosmetische“ Bi-
lanzpolitik und ziehen fiir ihre Erwartungsbildung vielfiltige, iber den verdffentlichten

Abschluss hinaus gehende Informationsquellen heran.

In Kapitel 3 wird die erstmalige Goodwill-Wertberichtigung beim Ubergang auf SFAS
142 als Musterbeispiel einer ermessensbehafteten auBerplanmifligen Abschreibung (dis-
cretionary asset write-off) charakterisiert. Diese Gruppe von bilanziellen Vorgédngen ist
durch hohe und im Zeitablauf steigende 6konomische Signifikanz gekennzeichnet und
basiert auf Rechnungslegungsregeln, die in hohem MafBe auf Einschétzungen und Erwar-
tungen des Managements zuriickgreifen und daher bilanzpolitisch gestaltbar erscheinen.
Sie sind nicht zuletzt auf Grund ihres hervorgehobenen Ausweises in den Rechenwerken
zum Gegenstand umfangreicher empirischer Analysen geworden. Beruhend auf der An-
nahme, dass die Wertberichtigungsentscheidung weitgehend ins Ermessen des Manage-
ments gestellt ist, wurden primir die Bestimmungsgriinde sowie die Kapitalmarktein-
schitzung des Wertberichtigungsverhaltens empirisch iiberpriift. Durch eine kritische
Analyse dieser Untersuchungen sollen die Implikationen des in der Vergangenheit beo-
bachteten Wertberichtigungsverhaltens fiir die erstmalige Anwendung von SFAS 142
herausgearbeitet sowie ein theoretisches Fundament fiir die Hypothesenbildung gelegt
werden. Die Ergebnisse zeigen, dass auBerplanmafige Wertberichtigungen vielfach 6ko-
nomische Wertminderungen reflektieren, hdufig jedoch in hoherem MaBe durch die bi-
lanzpolitischen Anreize des Managements erklirbar sind. Diese Anreize werden in zwei
Gruppen unterteilt: Zum einen versuchen Manager, rechnungswesenbasierte Vertragsfol-
gen (erfolgsabhingige Entlohnungskomponenten, restriktive Klauseln in Kreditvereinba-
rungen) zu steuern; zum anderen ist ihnen an der Beeinflussung des Investorenpublikums
gelegen. Als vielleicht bestindigstes Forschungsergebnis erweist sich, dass ermessensbe-
haftete auBerplanmaBige Abschreibungen vielfach im Anschluss an Wechsel in der
Unternehmensspitze erfolgen, moglicherweise um Investoren die Beendigung verlust-
bringender Engagements und damit eine bevorstehende Trendwende zu signalisieren.
Kapitalmarktuntersuchungen zeigen, dass derartige Wertberichtigungen vielfach an-
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tizipiert werden, und dass Ausmaf und Richtung einer Aktienkursreaktion entscheidend
von der Art der vermittelten Informationen abhingt.

Die Erwartung, die erstmalige Anwendung von SFAS 142 werde durch bilanzpolitisches
Verhalten geprigt sein, beruht auf der Annahme, dass der neue Standard tatséchlich in
hohem Mafle schwer objektivierbare Ermessensentscheidungen erfordert. Zu diesem
Zwecke ist Kapitel 4 der eingehenden Analyse des Impairment-only Approach gewid-
met, um die Vielzahl der bilanzpolitisch nutzbaren Parameter aufzuzeigen. Die Unter-
suchung zeigt, dass nahezu alle Ebenen der Wertberichtigungsentscheidung auf schwer
nachpriifbaren Einschitzungen und Erwartungen des Managements fuBlen. Dies gilt ins-
besondere im Geschiftsjahr der erstmaligen Anwendung, in welchem zentrale Weichen-
stellungen hinsichtlich Methodik und Bewertungsparametern erfolgen.

Kapitel S schlieBlich ist einer empirischen Untersuchung der erstmaligen Wertberichti-
gungsentscheidung bei einer umfangreichen Stichprobe bérsennotierter US-Konzerne,
die einen Goodwill ausweisen, gewidmet. Aus den im zweiten und dritten Kapitel
vorgestellten theoretischen und empirischen Befunden werden zunichst Hypothesen iiber
die Bestimmungsgriinde des Wertberichtigungsverhaltens abgeleitet. Diese lassen sich in
drei Kategorien unterteilen: Erstens hat der in SFAS 142 geforderte Niederstwerttest die
Aufgabe, okonomischen Wertverfall des Goodwills zu diagnostizieren. Aus diesem
Grunde wird erwartet, dass die wirtschaftliche Entwicklung der Unternehmen, aus-
gedriickt in Kennzahlen der bilanziellen und aktienkursbasierten Performance, einen
Zusammenhang mit der Wertberichtigungsentscheidung aufweist. Zweitens ist anzuneh-
men, dass sich das Management bei der Wertberichtigungsentscheidung von erwarteten,
aus einer etwaigen Abschreibung resultierenden Vertragsfolgen leiten lisst. Folglich liegt
die Vermutung nahe, dass zwischen dem Wertberichtigungsverhalten und Variablen, die
derartige Vertragsfolgen représentieren, eine Relation besteht. Drittens, sofern Manager
qua Wertberichtigungsentscheidung auf die Erwartungen des Kapitalmarktpublikums
Einfluss nehmen wollen, ist davon auszugehen, dass KenngroBen fiir entsprechende An-
reize in einer Wechselbeziehung zum Wertberichtigungsverhalten stehen.

Die Ergebnisse deskriptiver Untersuchungen, univariater Vergleichstests sowie von Pro-
bit- und Tobit-Regressionen legen den Schluss nahe, dass die erstmalige SFAS 142-
Wertberichtigungsentscheidung dem Grunde sowie der Hohe nach priméir 6konomischen
Wertverfall widerspiegelt, welcher sich bis zu zwei Jahre im Voraus dokumentieren ldsst.
Abschreibende Unternehmen sind zudem grofer und hoher verschuldet als diejenigen,
deren Management sich gegen eine Wertberichtigung entscheidet. Diese Resultate sind
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auch bei Abwandlung der Testmethodik und bei Verwendung alternativer Variablendefi-
nitionen stabil.

Eine Vertragsfolgen-basierte Motivation der Wertberichtigungsentscheidung lésst sich
nicht nachzuweisen, was moglicherweise darin begriindet ist, dass wegen fehlender
Datenverfligbarkeit auf ungenaue Stellvertretervariablen zuriickgegriffen werden musste.
Ferner fehlen substanzielle Hinweise darauf, dass Unternehmen, die ihre Ergebnisziele
iibertreffen, ihr Wertberichtigungsverhalten an dem iiberschiefenden Betrag orientieren.

Speziell bei der Untersuchung von Untergruppen der Stichprobe zeigt sich, dass bestim-
mte kapitalmarktbasierte Anreize das Wertberichtigungsverhalten zumindest teilweise
beeinflusst zu haben scheinen. Dies dokumentiert sich darin, dass insbesondere grofien
Unternehmen offenbar daran gelegen ist, den Ausweis eines Jahresfehlbetrages zu ver-
meiden und, wo dies nicht gelingt, kiinftige Perioden durch Vorwegnahme drohenden
Abschreibungspotenzials zu schonen. Offenbar sind diese Unternehmen daran interess-
iert, kiinftige Jahresergebnisse und Managementvergiitungen vor drohenden Wert-

berichtigungen zu bewahren.

Zusammenfassend ist zu konstatieren, dass der in SFAS 142 kodifizierte Impairment-
only Approach offenbar erfolgreich Wertminderungen feststellt, die moglicherweise
unter der Vorgingerregel verborgen geblieben waren. Sofern dariiber hinaus bilanzpoli-
tische Motive die Wertberichtigungsentscheidung entscheidend geprégt haben, ist dies
auf der Grundlage der hier gewihlten Hypothesen und der angewandten Methodik nur
eingeschrinkt und lediglich fiir bestimmte Untergruppen der Stichprobe festzustellen.

In kiinftigen Forschungsarbeiten auf diesem Gebiet konnten insbesondere die Marktreak-
tionen auf erstmalige SFAS 142-Wertberichtigungen einer Untersuchung unterzogen
werden. Auch wire zu priifen, ob und inwieweit sich die Bestimmungsgriinde kiinftiger
Wertberichtigungsentscheidungen von den bei der erstmaligen Anwendung vorherr-
schenden Determinanten unterscheiden. Ferner konnte ein diesbeziiglicher Vergleich von
SFAS 142 und der Vorgingerregel SFAS 121 Aufschliisse dariiber geben, ob das FASB
die angestrebte Qualititsverbesserung der Rechnungslegungsregeln in diesem Punkte

erreichen konnte.
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“No one returns with good-will to the place
which has done him a mischief.”

Phaedrus (1* century A.D.),
Fables, Book i, Fable 18, 1.

1 Introduction

1.1 Problem

In the first quarter of 2002, media giant AOL Time Warner shocked the financial world
by announcing a $54 billion write-off of goodwill. Due to a fourth-quarter goodwill
charge of another $45.5 billion, the company ended up posting the largest one-year loss
in U. S. corporate history — a $100 billion deficit roughly equal to the GDP of Hungary.!

Deutsche Telekom AG, the German telecommunications group, soon followed suit: In
November of 2002, it announced a three-quarter loss of €24.5 billion, unprecedented in
Germany after World War II. Much of this deficit was due to goodwill write-offs related
to the firm’s acquisition of U. S. mobile telecommunications firms VoiceStream and
Powertel in 2001. These charges were announced immediately after a new CEO had
taken office. In the preceding months, financial analysts had repeatedly urged manage-
ment to write off the inflated goodwill on Deutsche Telekom’s books. The stock price
dropped on the announcement day of the write-off but bounced back up the day after.
Commentators suggest that the write-offs allowed the new CEO to start with a “clean
slate”. The firm finished the year with a net loss of €24.6 billion.?

Both firms’ write-offs were recorded in the adoption year of new accounting rules:
Statement of Financial Accounting Standards (SFAS) 142, Goodwill and Other Intangi-
ble Assets, introduced in June 2001, requires that firms no longer amortize goodwill over
its useful life but review it for impairment at least annually.? The standard took effect for
fiscal years beginning on or after December 15, 2001.* Firms were given a full year to

These events were covered in the business press; for example, see Kort (2003) and Taub (2003).

2 Refer to Deutsche Telekom AG’s consolidated U. S. GAAP financial statements for the period ending
on December 31, 2002, filed with the SEC on form 20-F.

Under previous rules, goodwill was amortized over a useful life not to exceed 40 years. See Account-
ing Principles Board (APB) Opinion 17, Intangible Assets, par. 29. It is important to note that im-
pairment tests for goodwill had also been required before SFAS 142. See Henning, Shaw and Stock
(2002, p. 3). However, these tests only had to be conducted when indicators of a decline in value were
present. Pre-SFAS 142 accounting rules for goodwill are explained in greater detail in section
2.3.2.2.1 below.

At the same time, SFAS 141, Business Combinations, became applicable. Among other provisions, it
eliminated the popular pooling-of-interests method of accounting for business combinations.



apply its provisions to the goodwill balances on their books. Any write-offs resulting
from this transitional test were disclosed as the effect of a change in accounting principle.

According to the Financial Accounting Standards Board,’ this “impairment-only ap-
proach” provides financial information that more faithfully reflects the economic impact
of acquired goodwill on firm value than does the previously prevalent goodwill amortiza-
tion. The goodwill impairment test prescribed by SFAS 142 is expected to adequately
capture goodwill impairment.$ Apparently, this reasoning and its desire to converge its
standards with U. S. GAAP convinced the International Accounting Standards Board’ to
prescribe widely similar rules in its International Financial Reporting Standard (IFRS) 3,
Business Combinations, in March 2004.}

The outcome of a five-year standard-setting process, SFAS 142 was the subject of heated
discussion, both before and after its final publication.’ The standard setter’s long-
standing determination to ban the much-abused and conceptually flawed pooling-of-
interests method collided with firms’ desire to circumvent the earnings strain associated
with goodwill amortization.'” Amongst an academic dispute regarding the economic sub-
stance of the goodwill asset,'' the FASB ultimately concluded that an impairment-only
approach was theoretically superior to amortizing goodwill over some arbitrary estimate
of useful life."> However, in the mind of some, that decision merely represented the result

The Financial Accounting Standards Board (FASB) is the private-sector organization responsible for
developing financial reporting standards for firms required to file financial statements with the U. S.
Securities and Exchange Commission (SEC). For details, refer to Miller, Redding and Bahnson
(1998). See also Pellens (2001, pp. 102-13).

¢ See SFAS 142.B99.

The International Accounting Standards Board (FASB), based in London, is a private-sector standard-
setting body. Recent European Union (EU) regulation requires that, from 2005, its pronouncements
be applied in the consolidated financial statements of most firms listed on capital markets within the
EU. For a detailed description of these requirements, refer to Kahle (2003) and Kirsch (2003).

8 Along with IFRS 3, amendments to IAS 36, Impairment of Assets, and IAS 38, Intangible Assets,
were adopted. Interestingly, several of the IASB members passing IFRS 3, including James J. Leisen-
ring and Anthony T. Cope, formerly served with the FASB when it issued SFAS 141 and 142.

For a detailed summary of that debate and a historical perspective on goodwill accounting, refer to
section 2.3 below.

1 Under the pooling-of-interests method, no goodwill is recorded. A comparison of the financial state-
ment effects of the pooling-of-interests method and the purchase method is presented in section 2.3.1.
In Germany, much of the debate surrounding goodwill accounting focused on the question whether
goodwill was a “Vermdgensgegenstand” (the German asset concept) at all. Refer to section 2.2 below.
"2 One of the FASB’s main arguments for abandoning amortization was that “at least part of goodwill
may be a nonwasting asset and thus may have an indefinite life” (SFAS 142.B71).



of political horse-trading.'* Nonetheless, it is widely accepted that SFAS 142 represents
one more step towards a fair value-based accounting model."*

In the aftermath, attention turned to the details of SFAS 142. It was frequently argued
that, while conceptually sound,'® the standard provided firms with almost unprecedented
discretion regarding the decision whether and how much of goodwill to write off.'s
Given SEC Chairman Levitt’s (1998) harangue against financial statement manipulation,
most commentators were concerned that managers would use this discretion to engage in
earnings management to achieve their financial reporting objectives, thwarting the
FASB’s effort to promote financial statement reliability.'” However, the analyst commu-
nity greeted SFAS 142 with downright indifference,® although goodwill charges are
likely to become less predictable and, as a consequence, bottom-line earnings more vola-
tile, which might impair earnings (and forecast) quality.

In Germany, considerable debate surrounded the issue of whether consolidated U. S.
GAAP financial statements established under SFAS 142 fulfill the requirements of sec-
tion 292a par. 2 Handelsgesetzbuch'®, which would relieve firms from the obligation of
establishing additional German GAAP consolidated accounts. Among other criteria, such
foreign-GAAP statements would have to be established according to “internationally
accepted accounting principles”, e.g. U. S. GAAP, and be consistent with EU financial

reporting directives, which, as was maintained by some, require goodwill amortization.?’

" See, for example, Beresford (2001), Busse von Colbe (2001a), and Pellens and Sellhorn (2001b, p.
713).

4 See, for example, Hitz and Kuhner (2002, pp. 279-81).

Conceptual criticism that did occur focused mainly on the commingling of purchased and internally

generated goodwill, the argument that the useful life of goodwill is indefinite, and the decision not to

allow goodwill to be written up to fair value. See Pellens and Sellhorn (2001a, pp. 1685-6).

' See, for example, Hommel (2001b, p. 1944) and Teitler-Feinberg (2001, p. 336).

17 See, for example, Hitz and Kuhner (2002, p. 285) and the literature cited there.

According to Alich (2001), some analysts view goodwill as irrelevant to firm valuation, recommend-

ing that investors focus on earnings numbers that exclude goodwill charges, such as earnings before

interest, taxes, depreciation, and amortization (EBITDA).

' The Handelsgesetzbuch (HGB) is the German Commercial Code. It contains, among other regula-
tions, the accounting rules applicable to German firms’ individual and consolidated financial state-
ments.

®  The German Accounting Standards Committee (GASC) assumed an affirmative stance on this issue
when it adopted its German Accounting Standard (GAS) la, Exempting Consolidated Financial
Statements in accordance with § 292a of the Commercial Code, in January of 2002. Altenburger
(2002), Arbeitsgruppe "Normierung der Rechnungslegung" (2002), Busse von Colbe (2001c), Klein-
diek (2001), Pellens and Sellhorn (2001a, pp. 1686-8), and others contribute to the related discussion.



1.2 Research question and contribution

As of January 1, 2002,*' publicly traded U. S. firms carried on their books goodwill bal-
ances in excess of $1.4 trillion.”? In this dissertation, concerns about earnings manage-
ment potential inherent in SFAS 142 are investigated by a detailed analysis of its discre-
tionary parameters. An empirical analysis of the factors associated with the transitional
SFAS 142 goodwill write-off behavior exhibited by publicly traded U. S. firms is con-
ducted in order to assess whether firms used the new rules to manage their earnings.” It
is hypothesized that a firm’s write-off behavior is influenced by economic determinants
(i.e. goodwill impairment) as well as two groups of financial reporting incentives.”* The
first group stems from positive accounting theory, according to which managers have
incentive to influence reported accounting numbers because economic consequences
arise from firms’ accounting-based contracts with third parties. These contracts include
compensation agreements as well as debt covenants. The second cluster of incentives
rests on the notion that managers attempt to influence the perceptions of capital market
participants, including investors and rating agencies, about their firms’ future prospects.

The initial application of this standard represents a unique setting to investigate the fi-
nancial reporting behavior of managers with regard to a variety of fundamental account-
ing issues. First, the analysis contributes to a large body of literature concerned with the
determinants of discretionary financial reporting decisions in general.25 However, much
of this literature relies on potentially noisy aggregate measures to detect earnings man-

2! SFAS 142 was adopted as of this date by calendar-year firms.

These data pertain to 22,078 firms included in the Compustat Industrial Annual tape. Jennings, Le-
Clere and Thompson (2001, p. 22) point out that goodwill is likely to be even more relevant in the fu-
ture since most of the large acquisitions in the past had been accounted for as poolings of interests.
Had the purchase method been used, substantial goodwill amounts would have been recognized.

Goodwill write-off behavior under previous accounting standards is not investigated here because the
SFAS 142 adoption setting is fundamentally different in several respects from prior years. For exam-
ple, prior goodwill write-offs were recorded in addition to annual amortization charges, biasing their
potential amounts downwards. In addition, incentives are different when pre-SFAS 142 impairment
charges are reported “above the line” versus “below the line” as an accounting change. For a compari-
son of the two accounting regimes, refer to Segal (2003). See also Henning, Shaw and Stock (2002).

22

23

2% These determinants are discussed in detail in section 3.3.2 below.

2 This research is referred to as the “earnings management” literature. Beside the determinants of earn-
ings management behavior, researchers in this area are also interested in capital market responses to
that behavior. Comprehensive reviews include Beneish (2001), Dechow and Skinner (2000), Fields,
Lys and Vincent (2001), Healy and Wahlen (1999), and Schipper (1989). Refer to section 3.3.1.2.



agement.”® Studies of specific accounts appear to be more promising tests of discretion-
27

ary financial reporting behavior.
Second, a distinct subset of the research focuses on the determinants and consequences of
discretionary asset write-offs.”® Researchers find this area interesting largely because of,
first, the economic significance of the write-offs and their resulting effect on firms’ fi-
nancial statements,” second, the flexibility in (or, in some cases, even the absence of)
applicable accounting guidance,”® and, third, the recent issuance of new accounting pro-
nouncements.’' The present study adds to this field by focusing on write-off behavior
that not only relates to a balance sheet item of outstanding economic magnitude, but that
is furthermore guided by discretionary accounting rules only recently introduced.*?

Third, choosing the adoption year of a new accounting standard provides the opportunity
to study the strategic nature of financial reporting decisions. It is argued that the require-
ment of consistency implies that firms’ choice of parameters for the transitional impair-
ment test limits their ability to modify these parameters in the future to accommodate
changing financial reporting incentives.*

Fourth, the initial application of SFAS 142 yields fresh insights into the age-old debate
on accounting for business combinations and the residual intangible item known as
“goodwill”. Bottom-line income of acquisitive firms, ceteris paribus, will be either
boosted by the absence of goodwill amortization or slashed by a goodwill write-off.

% Models of total accruals, originally used by Healy (1985) and DeAngelo (1986), as well as models of

discretionary accruals, introduced by Jones (1991), are widely used in the research. These models are
frequently criticized with respect to their lack of power and reliability to measure the extent of eamn-
ings management. McNichols (2000) provides an excellent discussion. See also section 3.3.2.2 below.
21 See, for example, Beneish (2001, p. 11), Bernard and Skinner (1996, p. 324), and McNichols (2000,
pp. 333-5).
Alciatore et al. (1998) and Wilson (1996) review of the related literature. Refer to section 3.3 below.
#  See Francis, Hanna and Vincent (1996, p. 121) and Riedl (2002, p. 2).
30 See Alciatore et al. (1998, pp. 1-2).
31 See Alciatore et al. (1998, pp. 1-2). For essentially the same reasons, Healy and Wahlen (1999, S.
372) argue that charges such as loan loss provisions of banks and claim loss reserves of insurance
companies are interesting objects of study.
SFAS 142 requires that the implied fair value of goodwill be assessed. According to Wilson (1996, p.
173), goodwill is inherently difficult to value since it cannot be measured directly or even observed in
an active market. With specific regard to SFAS 142, Ried] (2002, p. 4) argues that write-offs of
goodwill generated under this standard, perhaps even more than other asset write-offs, are subject to
management discretion, which makes them ideal earnings management instruments.
An important criterion in the FASB’s Conceptual Framework, consistency stands for “[cjonformity
from period to period with unchanging policies and procedures.” See SFAC 2, Qualitative Character-
istics of Accounting Information, Glossary of Terms.
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Firms’ perspectives on goodwill accounting and the purchase/pooling controversy have
the potential to yield predictions as to their exercise of discretion in applying SFAS 142.

Finally, since any transitional impairment is reported as the effect of a change in account-
ing principle,** issues regarding the use of non-recurring items to manage financial re-
ports also arise in this setting.* It has been maintained that such transitory items are less
costly to manage than other, more persistent accounts.*

1.3 Outline

This dissertation proceeds as delineated in Figure 1.

Chapter 1—Introduction

Chapter 2—The goodwill debate Chapter 3—Empirical research on

What are manager's financial reporting discretionary asset write-offs

incentives with respect to goodwill What are manager's financial reporting
accounting in general? incentives, especially with respect to

i i ite-offs?
Does goodwill accounting matter to discretionary asset write-offs?

financial statement users? Do such write-offs matter to financial

statement users?

[ 1 [ 1
Chapter 4—Discretionary properties of the impairment-only approach

Are SFAS 142 goodwill write-offs a suitable and likely earnings management object?

\/v

Chapter 5—Empirical investigation of write-off determinants

To what extent are the transitional SFAS 142 goodwill write-off decision and the
write-off amount, if any, related to managements’ financial reporting objectives?

I Chapter 6—~Conclusion

Figure 1: Structure of the analysis

3% The charge appears in the income statement between the captions “extraordinary items” and “net

income”. While any goodwill impairment had to be measured as of January 1, 2002, it might not have
been disclosed until far into 2003, as a restatement of the first-quarter report of the adoption year. See
SFAS 142.55-6. Therefore, this information might have been ignored by capital market participants as
“old news”, a fact that might have made management less reluctant to disclose it.

It has been alleged that firms use labels such as “non-recurring” and “unusual” to mask items that
reduce reported income. This behavior is sometimes referred to as “classificatory smoothing”. For ex-
ample, refer to Barnea, Ronen and Sadan (1976) and section 3.3.2.4.4. Under U. S. GAAP, the ge-
neric term “non-recurring items” comprises unusual/infrequent items, extraordinary items, discontin-
ued operations, and accounting changes. See White, Sondhi and Fried (2003, pp. 52-61).

See Bartov (1993, p. 840) and Marquardt and Wiedman (2002, p. 5). For a discussion of this notion,
refer to 3.3.2.4.8 below.
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In chapter 2, the enduring debate about goodwill and the related controversy surround-
ing the purchase and pooling-of-interests methods of accounting for business combina-
tions are summarized. The reflections are intended to establish why goodwill is viewed
as a material and controversial item, the accounting treatment of which might affect
management’s utility, e.g. by influencing how financial statement users perceive firm
performance. Much of the chapter is dedicated to reviewing the research in this area and

to drawing conclusions from the findings.

The main purpose of chapter 3 is to establish a theoretical basis for hypothesis develop-
ment and to highlight the contribution of this study. For this purpose, a broad body of
research on discretionary asset write-offs and certain related one-time charges is re-
viewed. The first branch of this literature focuses on the determinants of these high-
profile accounting events, attempting to discriminate between economic explanations
(impairment) and factors that indicate earnings management. The second research pro-
gram, complementary to the first, analyzes how capital market participants respond to
discretionary asset write-offs. For both aspects, the respective motivations and research
questions are outlined, followed by analyses of the theoretical underpinnings and hy-
potheses. A discussion of the findings and their implications concludes the chapter.

In chapter 4, the main provisions of SFAS 142 are analyzed. Much of this dissertation
rests on the notion that write-off behavior is influenced by financial reporting incentives.
Therefore, it is critical to show that a transitional goodwill write-off recorded under
SFAS 142 can be characterized as a discretionary write-off with respect to its existence,
amount, and timing. Consequently, the bulk of the chapter focuses on an in-depth analy-
sis of SFAS 142, isolating the parameters involving estimates, judgment, and other areas

of managerial discretion.

The discretionary nature of the impairment-only approach exposed, an empirical investi-
gation of firms’ initial application of the goodwill impairment test under SFAS 142 is
presented in chapter 5. Hypotheses are developed to predict the occurrence and, if any,
magnitude of goodwill write-offs, depending on economic factors and firm characteris-
tics that represent various financial reporting incentives. Sample selection and data are
discussed next. After that, descriptive statistics, univariate comparisons, and multivariate
regression results are presented and certain econometric issues and other limitations are

addressed.

In chapter 6, the findings of the study are summarized and suggestions for further re-

search are discussed.






2 The goodwill debate

2.1 Chapter overview

As noted above, goodwill accounts for a massive portion of total assets in many firms.
The accounting for this balance sheet item, affecting a firm’s financial position as well as
earnings performance, is controversial today and has been for many years. Until recently,
accounting standards in most jurisdictions, including the U. S., allowed certain acquisi-
tions to be accounted for using the pooling-of-interests method,”’ under which goodwill
does not arise. Today, the purchase method is widely established internationally as the
only method of accounting for business combinations.*® Ayers, Lefanowicz and Robin-
son (2000b) document that using the pooling method generates enormous amounts of
unrecognized assets. Recording and amortizing these assets, as required under the pur-
chase method, would produce significant balance sheet and income statement effects.”
From the viewpoint of most firms, these effects are undesirable.*’

In this chapter, the issues central to the enduring controversy related to the accounting for
business combinations and any resulting goodwill are presented.*’ With regard to the
research question outlined in section 1.2 above, this chapter contributes evidence on
managers’ financial reporting incentives as well as investors’ views pertaining to this
specific accounting issue. The chapter is organized as follows: In section 2.2, the concept
of goodwill and possible viewpoints regarding its economic characteristics are intro-
duced. Section 2.3 contains a summary of the main arguments brought forth by various
contributors to the debate on accounting for goodwill and the purchase/pooling choice.
First, the financial statement effects of the purchase and pooling methods of accounting
for business combinations and goodwill are illustrated. Second, accounting alternatives
for goodwill are derived conceptually from its economic attributes. Third, the historical
development and present status of relevant accounting rules in selected jurisdictions is
presented and, where possible, links between the goodwill debate and contemporary

37 For ease of exposition, this method is hereafter referred to as the “pooling method”.

% Despite mounting criticism, the pooling method is still permitted under German GAAP.

¥ For a simple simulation of these effects, refer to section 2.3.1 below.

Ayers, Lefanowicz and Robinson (2000b, pp. 12-16) analyze 269 pooling acquisitions made during
the period 1992-1997. They document that key ratios (ROE, EPS, and MTB ratio) of the acquirer de-
teriorate significantly when calculated “as if” the purchase method had been used. See also Pellens
and Sellhorn (1999).

This controversy is hereafter referred to as the “goodwill debate” and its subject, accounting for busi-
ness combinations and goodwill, as “goodwill accounting”.
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standard-setting decisions are established.*” Fourth, financial statement preparers’ stance
on the goodwill debate is reviewed. Finally, a theoretical perspective, taking users’ be-
havior into account, on preparers’ arguments is developed. Section 2.4 contains a review
of empirical evidence relevant to two aspects of the goodwill debate: First, evidence on
managers’ financial reporting incentives surrounding goodwill and the purchase/pooling
choice is analyzed. Second, investors’ views regarding these accounting issues are in-
ferred from empirical findings. The assumption underlying this literature review is that
managers’ and investors’ standpoints in the goodwill debate are informative about man-
agers’ expected behavior upon transition to the impairment-only approach under SFAS
142. Finally, in section 2.5, the implications from this chapter are summarized.

2.2 The concept of goodwill

The concept of goodwill is central to this dissertation. Therefore, a brief review of termi-
nological and conceptual issues seems warranted.”’ According to some, the “term ‘good-
will’ defies precise definition”** and is “neither ‘fowl nor fish’”.*> Depending on the con-
text, it is used in at least three different ways that are not without overlap and lack clear-

cut separating lines.

First, goodwill is an accounting concept. It is a technical residual that results when the
value of a firm’s net assets (assets less liabilities) is subtracted from firm value as a
whole.* The two components of this difference are defined in terms of the recognition
and measurement rules of a given financial reporting system. Whenever goodwill arises
from the acquisition of one entity or business by another, the term “purchased” or “ac-
quired” goodwill denotes the goodwill inherent in the acquired entity.*’ Absent an acqui-
sition, the term “internally generated” goodwill is used. Since internally generated good-

2 A strictly positivistic approach is adopted, i.e. the emphasis is on explanation, as opposed to norma-

tive prescription, of accounting practice. The term “accounting practice” is used here to comprise
firms’ actual financial reporting and lobbying behavior as well as standard-setters’ decision processes.
For a detailed, historical and linguistic review of the term “goodwill” and its synonyms, refer to
Griber (1981, pp. 5-17).

“  Gomes (1988, p. 23). See also Huijgen (1996, p. 54).

4 Falk and Gordon (1977, p. 443).

4 See Hoyle, Schaefer and Doupnik (1998, p. 52): “Traditionally, the term goodwill has referred to a
computationally derived excess payment”. Kieso, Weygandt and Warfield (2001, p. 608) introduce
labels such as “plug” or “gap filler” to highlight these characteristics. See also Liidenbach and
Frowein (2003, p. 217).

The term “acquisition” is used here in a non-technical way and refers to a wide variety of instances in
which an entity purchases another entity’s shares (share deal), assets (asset deal), or another group of
assets that constitutes a business.
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will is not recorded under most accounting regimes, this dissertation focuses on pur-

chased goodwill.*®

Definitions of purchased goodwill are widely similar across major accounting regimes.*

The relevant pronouncements of selected financial reporting standard-setters include the

following:*

“The excess of the cost of an acquired entity over the net of the amounts assigned to
assets acquired and liabilities assumed shall be recognized as an asset referred to as
goodwill” (SFAS 141.43).%

“Any excess of the cost of the acquisition over the acquirer’s interest in the fair
value of the identifiable assets and liabilities acquired as at the date of the exchange

transaction should be described as goodwill and recognized as an asset”
(IAS 22.41).2

48
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Measuring a firm’s internally generated goodwill involves a great deal of subjectivity, which casts
doubt on the reliability of such information. See also Brunovs and Kirsch (1991, p. 139) and Kieso,
Weygandt and Warfield (2001, p. 608). In the words of Chauvin and Hirschey (1994, p. 161), inter-
nally generated goodwill is not capitalized because “opponents refer to internally-generated goodwill
numbers as soft and not based upon independent, arm’s length transactions.”

Brunovs and Kirsch (1991, p. 139) note this fact for the standards in English-speaking countries.
The prevalent German term is “Geschifts- oder Firmenwert”.

Under the predecessor standards, goodwill was defined very similarly: “[T]he excess of the cost of the
acquired company over the sum of the amounts assigned to identifiable assets acquired less liabilities
assumed should be recorded as goodwill” (APB Opinion 16, Business Combinations, par. 87). ,,[T]he
excess of the cost of an acquired company over the sum of identifiable net assets” (APB Opinion
17.1).

In its December 2002 Exposure Draft (ED) 3, Business Combinations, the IASB refers to the cost of
goodwill as “the excess of the cost of the business combination over the acquirer’s interest in the net
fair value of the identifiable assets, liabilities and contingent liabilities [...]” (ED 3.50). This defini-
tion was carried over into the final standard; see IFRS 3.51 (b).

The German standard setters’ definitions are largely equivalent: For asset deals accounted for in a
firm’s separate financial statements, section 255 par. 4 HGB states: ,,Als Geschifts- oder Firmenwert
darf der Unterschiedsbetrag angesetzt werden, um den die fir die Ubernahme eines Unternehmens
bewirkte Gegenleistung den Wert der einzelnen Vermogensgegenstdnde des Unternehmens abziiglich
der Schulden im Zeitpunkt der Ubernahme tibersteigt.

The following definition applies to acquisitions effected by share deals and accounted for in consoli-
dated financial statements: ,,Ein bei der Verrechnung nach Absatz 1 Satz 2 Nr. 2 entstehender oder ein
nach Zuschreibung oder Verrechnung nach Absatz 1 Satz 3 verbleibender Unterschiedsbetrag ist in
der Konzernbilanz, wenn er auf der Aktivseite entsteht, als Geschifts- oder Firmenwert ... auszu-
weisen“ (section 301 par. 3 HGB).

The German private-sector standard setter, the German Accounting Standards Committee (GASC),
defines goodwill in par. 27 of its German Accounting Standard (GAS) 4, Purchase Accounting, as
follows: ,,When the cost of acquisition exceeds the interest of the acquirer in the net amount of the
fair values of the assets and liabilities acquired, the excess should be recognised as goodwill in the
consolidated balance sheet*.
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Consistent with this “technical” view, in these definitions provided in standard setters’

pronouncements no attempt is made to specify the factors influencing the acquirer’s deci-

sion to incur such an excess payment or to characterize its economic nature, probably

because “the conditions that can influence a purchase price are virtually unlimited”.>

Recognizing the shadowy existence of internally generated goodwill, standard textbook

definitions also center on purchased goodwill.

“The excess of acquisition cost over the parent’s equity in the fair value of the iden-

tifiable net assets of the subsidiary on the date of acquisition”.**

“Whenever the price paid in a purchase exceeds total fair market value, all of the
subsidiary’s assets and liabilities are consolidated at fair market value with the addi-
tional payment allocated to the intangible asset goodwill”.”’

“[T]he excess of cost over fair value of the identifiable net assets acquired.”*®

Note that goodwill is consistently based on the acquirer’s share in the net assets of the

acquiree and on the purchase price paid for that share. Only recently, the IASB proposed

to deviate from that concept when it re-introduced the notion of “full goodwill”.”’ Under

this approach goodwill would be calculated as the excess of the acquiree’s total value

over the fair value of all of its net assets, even where less than 100% of the acquiree is

purchased. In effect, goodwill would be assigned to minority interests in equity.®

Second, goodwill can be interpreted from a valuation perspective. It denotes the differ-

ence between the values generated by two conceptually different valuation methods, an

earning-capacity value and a net asset value.” In this respect, it is structurally similar to

the accounting concept of purchased goodwill introduced above.® However, it abstracts
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See Hoyle, Schaefer and Doupnik (1998, p. 52). One notable exception is IFRS 3.52, which states that
goodwill “represents a payment made by the acquirer in anticipation of future economic benefits from
assets that are not capable of being individually identified and separately recognized.”

Jeter and Chaney (2001, p. 936).

Hoyle, Schaefer and Doupnik (1998, p. 52).

Kieso, Weygandt and Warfield (2001, p. 608).

That concept had been briefly discussed in Europe in the late 1980s when the European Community’s
financial reporting directives were transformed into national laws. For example, refer to Kommission
Rechnungswesen (1985, p. 273). Busse von Colbe and Ordelheide (1993, p. 245) also briefly mention
this “reine Neubewertungsmethode”.

Refer to Pellens, Basche and Sellhorn (2003) for a description, historical overview and criticism of
this concept. See also Griinberger and Griinberger (2003).

The German terms are “Ertragswert” and “Substanzwert”, respectively. For example, refer to Ball-
wieser (1998, p. 283) and, in the specific goodwill context, Mohrle (1999, pp. 22-31).

See also Holthausen and Watts (2001, p. 54).



from concrete, prescribed definitions of firm value and the value of net assets.5! Under a
valuation approach, goodwill represents the present value of a firm’s future earnings in
excess of a normal rate of return.®? This excess earning capacity cannot be separated from
the business as a whole. It stems from imperfect markets, since all firms would earn a

normal rate of return in the absence of market imperfections.®®

With the introduction of SFAS 142 and the IASB’s IFRS 3, this valuation notion of
goodwill has attained greater significance in accounting, because firms are required to
test goodwill associated with their reporting units® for impairment. In that process, re-
porting units must be valued as a whole unless quoted market prices are observable.%’

Third, goodwill is a broader management concept. When the economic characteristics of
goodwill, i.e. the reasons behind the existence of this technical accounting residual, are
analyzed, several factors are usually cited. These factors represent sources of future ex-
cess earnings that can be exploited by management.66 These include, in no particular or-
der, a loyal customer base,®’ potential for restructuring,“ synergies between the ac-
quirer’s and the acquiree’s operations,® real options,” the creative ability of a research
group,’! specific market conditions that surrounded the acquisition,72 a favorable loca-

tion,” a premium paid to acquire control,”* and several others.”

" Inthat sense, it corresponds to the accounting concept of internally generated goodwill.

62 See, for example, Baker, Lembke and King (1996, pp. 11, 14), Beams, Brozovsky and Shoulders
(2000, p. 18), Chauvin and Hirschey (1994, p. 162), Choi and Lee (1991, p. 226), Gomes (1988, p.
24), Hendriksen and van Breda (2001, pp. 640-2), Hoyle, Schaefer and Doupnik (1998, p. 52), and
Jensen et al. (1994, p. 15).

¢ See Falk and Gordon (1977, p. 448).
The IASB’s term is “cash-generating units”.
6 Refer to section 4.5.1 for details.

% This is the point made by Gynther (1969, p. 247), who stresses that goodwill is not the discounted
value of projected excess earnings, but a summary label for the reasons behind such excess earning
capacity. See also Lee (1971, p. 324).

7 This notion is among the oldest concepts of goodwill. See Catlett and Olson (1968, p. 9). See also
Gomes (1988, p. 23).

See, for example, Johnson and Petrone (1998).

¢ See, for example, Johnson and Petrone (1998).

™ Refer to Sellhorn (2000, p. 890).

"' See Chauvin and Hirschey (1994, p. 162) and Hoyle, Schaefer and Doupnik (1998, p. 52).
™ See Hoyle, Schaefer and Doupnik (1998, p. 52).

™ See Gomes (1988, p. 23).

™ See Baker, Lembke and King (1996, p. 11).
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Perhaps the most influential attempt at systematically decomposing goodwill was made
by Johnson and Petrone (1998), who identified six elements:”® (1) Excess of the fair val-
ues over the book values of the acquiree’s recognized net assets, (2) fair values of other
net assets not recognized by the acquiree, (3) fair value of the “going concern” element
of the acquiree’s existing business, (4) fair value of synergies from combining the ac-
quirer’s and acquiree’s businesses and net assets, (5) overvaluation of the consideration
paid by the acquirer, and (6) overpayment (or underpayment) by the acquirer.”’

This decomposition perhaps highlights the differences between the three concepts of
goodwill (see Figure 2): The first and second components are no part of goodwill from an
accounting standpoint, but potentially from a valuation perspective, depending on how
net asset value is measured. The third and fourth components, in aggregate referred to as
“core goodwill” by Johnson and Petrone (1998), are part of goodwill under each of the
concepts. Finally, the fifth and sixth components belong to goodwill from an accounting

viewpoint, but not from the perspective of the other two concepts.

Valuation concept of goodwill

Excess of Fair value : i Overvalua-

fair value  of unrecog- Going con i Synergy : tion of con- Overpay
. cermnele- | R . ment by
over book nized net :  element ! sideration .
ment ' : . acquirer
value assets : ' paid

Accounting concept of goodwill

Figure 2: Concepts and components of goodwill

German academics have for a long time debated the “accounting characteristics” of
goodwill.”® At the heart of this controversy is the normative question whether goodwill

5 According to Colley and Volkan (1988, p. 36), Falk and Gordon (1977) have compiled the “most
comprehensive list of empirically identifiable factors as well as elements (characteristics) of goodwill
... in the literature.” Refer to Falk and Gordon (1977, p. 453) in particular. For a review of work on
the constituting factors of goodwill, see also Davis (1997, pp. 333, 336). Perhaps one of the earliest
systematic overviews of goodwill components that is based on pertinent jurisdiction is provided by
Preinreich (1936).

" Refer to Johnson and Petrone (1998, pp. 294-6). Sellhorn (2000) expands on this approach. See also
Alvarez and Biberacher (2002) and Busse von Colbe et al. (2003, p. 236).

" This concept has been integrated into SFAS 141.B102-6. For a similar concept, refer to W&he (1980).

" See, for example, Baetge, Kirsch and Thiele (2002a, pp. 238-9), Breidert (1994, pp. 166-71), Déring
(1993), Doralt (1976), Graber (1981), Kinne (1989, pp. 166-73), Kramling (1998, pp. 63-9), Kiiting
(1995a, 1995b, 1997, 2000), M&hrle (1999, pp. 17-20), Moxter (1993), Milller-Dahl (1981), Ordel-
heide (1997, 1998), Soffing (1988), Streim (1988, pp. 72-4), Weber and Ziindorf (1989), Wohe
(1980), and Zielke (1995). Refer to Arnold (1997, pp. 103-22), Ludz (1997, pp. 68-89) and Sauthoff
(1996, pp. 168-75) for summaries of the pertinent arguments and the related literature.
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represents a “Vermogensgegenstand”, the German asset concept, at all. Alternatively,
goodwill is viewed as an accrued item (“Rechnungsabgrenzungsposten”), as some form
of accounting “aide memoire” (“Bilanzierungshilfe), as an equity adjustment, or, resign-
ing, as a one-of-a-kind “idiosyncratic item” (“Wert eigener Art”) or “aliud”.” At present,
this theoretical debate seems unresolved.’” In Anglo-American accounting regimes, an
equally fruitless and ongoing discussion has been conducted for decades.®!

2.3 Main issues

In this section, the main issues surrounding the goodwill debate are introduced. To pro-
vide a basic understanding of the controversial financial statement repercussions of
goodwill accounting and the directly related coexistence of the purchase and pooling
methods, a simple numerical example is presented first. Second, the arguments put for-
ward by participants in the discussion are summarized. Third, these arguments are evalu-
ated from a theoretical perspective.

2.3.1 Pooling and purchase methods illustrated

Under the purchase method, “the assets and liabilities of the acquired firm are valued at
fair market values, including the recording of goodwill implied by any excess of pur-
chase price over the net fair value”. Under the pooling method, “the assets and liabilities
of the combining firm are carried forward at their historical book values. This method,
which requires the use of stock as the medium of exchange, is sometimes justified as the
uniting of two groups of shareholders into a single ‘pooled’ entity, with no group being
dominant” ®

The following simplified example illustrates the APB’s point that the “accounting treat-
ment of a combination may affect significantly the reported financial position and net
income of the combined corporation for prior, current, and future periods”:* Firm A and

Firm B are combined in a stock-for-stock transaction. Table 1 shows their respective in-

7 Refer to the extensive literature reviews by Baetge, Kirsch and Thiele (2002a, pp. 260-4), Baetge,
Kirsch and Thiele (2002b, pp. 238-9), and Krolak (2000, pp. 8-16).

8 See Busse von Colbe (2001b, par. 5) and Weber and Ztndorf (1989, pp. 333-4).

81 See, for example, Brunovs and Kirsch (1991), Colley and Volkan (1988), Falk and Gordon (1977),
Gynther (1969), Hodgson, Okunev and Willett (1993), Huijgen (1996), Krolak (2000, pp. 16-9), Lee
(1971), Ma and Hopkins (1988), McCarthy and Schneider (1995, pp. 70-72), Miller (1973), Mujka-
novic (2001, pp. 814-6). Most of these authors provide further, partially historical references.

8 Jeter and Chaney (2001, p. 939 [both quotes]). The pooling method is discussed by Rammert (1999).
8 APB Opinion 16.2.
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dividual balance sheets, in monetary units (MU), after the transaction has taken place at
the end of year t.3

Firm A Firm B Firm A Firm B
Assets 800 700(Equity 1,200 350
Investment in Firm B 800 Debt 400 350
Total 1,600 700(Total 1,600 700

Table 1: Individual balance sheets for Firm A and Firm B subsequent to the business

combination

Under the assumption that the fair values of Firm B’s assets exceed their respective car-
rying values by the amount of 150 MU, accounting for the business combination using
the pooling and purchase methods yields the consolidated balance sheets displayed in
Table 2.

Pooling  Purchase Pooling  Purchase
Assets 1,500 1,650{Equity 750 1,200
Goodwill 0 300|Debt 750 750
Total 1,500 1,950{Total 1,500 1,950

Table 2: Balance sheets for the combined firm under the pooling and purchase methods

The example shows that total assets and equity of the combined firm are lower when the
pooling method is used to account for the business combination. The difference can be
explained by the amount of the fair value adjustments (150 MU) and of goodwill (300
MU) that are recorded under the purchase method.

Three further assumptions are made to illustrate the effect on earnings in later periods:
The goodwill asset is amortized over its expected S-year useful life. The combined firm’s
earnings before goodwill amortization are 100 MU in each of the five years following the
business combination. Half of annual earnings (after goodwill amortization) are distrib-
uted as dividends each year. Table 3 shows the balance sheet and income statement ef-
fects of the business combination, depending on whether pooling or purchase treatment

was adopted.

8 The example draws on Pellens and Sellhorn (1999, pp. 2126-30). See also Ayers, Lefanowicz and
Robinson (2000b), Davis (1996, pp. 52-3), Desai et al. (2001, pp. 6-7), Hopkins, Houston and Peters
(2000, p. 258, 260), Huijgen (1996, pp. 87-93), Telkamp and Bruns (2000, p. 745), and Vater (2001,
pp. 1843-4).

16



Pooling-of-interests method t t+1 t+2 t+3 t+4 t+5

Equity 750 800 850 900 950 1.000
Total assets 1,500 1,550 1,600 1,650 1,700 1,750
Goodwill 0 0 0 0 0 0
Earnings before goodwill amortization 100 100 100 100 100 100
Goodwill amortization 0 0 0 0 0 0
Earnings 100 100 100 100 100 100
Dividend 50 50 50 50 50 50
Debt-to-equity ratio 1.00 0.94 0.88 0.83 0.79 0.75
Return on equity (earnings / equity) 13.3% 12.5% 11.8% 11.1% 10.5% 10.0%
Purchase method t t+1 t+2 t+3 t+4 t+5

Equity 1,200 1,220 1,240 1,260 1,280 1,300
Total assets 1,950 1,970 1,990 2,010 2,030 2,050
Goodwill 300 240 180 120 60 0
Earnings before goodwill amortization 100 100 100 100 100 100
Goodwill amortization 60 60 60 60 60 60
Earnings 40 40 40 40 40 40
Dividend 20 20 20 20 20 20
Debt-to-equity ratio 0.63 0.61 0.60 0.60 0.59 0.58
Return on equity (earnings / equity) 3.3% 3.3% 3.2% 3.2% 3.1% 3.1%

Table 3: Financial statement effects of the pooling and purchase methods

Two key financial ratios are observed: While the purchase method has a favorable effect
on the combined firm’s debt-to-equity (DTE) ratio, which is low and declines steadily,
the pooling method generates a much higher ROE. The latter finding results from two
effects: First, the combined firm’s equity is comparably low because no fair value ad-
justments were made and no goodwill was recognized. Since equity is the denominator in
the ROE formula, ROE is higher. Second, the numerator in the ROE formula, earnings, is
undiminished by any goodwill amortization and, not explicitly considered here, by any
additional depreciation resulting from fair value adjustments to depreciable assets. De-
pending on the amount of the difference between the acquired firm’s book value of net
assets and the purchase price (called the acquisition premium),** pooling accounting can
make a business combination look much more profitable than it would appear in case of
the purchase method. However, from a balance sheet perspective, purchase firms appear
to be more solid due to lower financial leverage.

2.3.2 Arguments raised in the discussion

In the U. S. and other countries, the accounting methods applicable to business combina-
tions and the related issue of accounting for goodwill have been the subject of a “century-

8 See Davis (1996, p. 50).
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old controversy”.®® While much of this debate centers on conceptual issues rooted in ac-
counting theory, financial statement preparers have also been concerned from a practical
standpoint about the financial statement effects of alternative methods of accounting for
goodwill. Since issues addressed in the former portion of the discussion are largely nor-
mative in nature, little information can be derived from them regarding the incentives of
managers with respect to goodwill accounting. Therefore, this section focuses largely on
the practical aspects of the debate and the relevant assertions of the preparers of financial
statements. However, the conceptual issues are briefly reviewed first in order to establish
a common ground from which the practical aspects can be understood and discussed.”’

2.3.2.1 Conceptual issues

The discussion focuses on purchased goodwill, the accounting concept, as defined in
section 2.2 above. There are different ways to account for goodwill acquired in a busi-
ness combination (see Figure 3).

I Accounting for purchased goodwiIIJ
[

1
,Tmmediate write-offl LCapitalization as an assetj
I
Direct charge Charge Impairment-only Amortization
to equity to earnings approach approach

Figure 3: Methods of accounting for goodwill acquired in a business combination

Common to all of them is the fundamental problem of initial measurement of this techni-
cal residual, which involves a comparison of two components: The purchase price and
the fair value of net identifiable assets acquired. Measuring purchase price might be con-
troversial in a stock-for-stock acquisition and/or when it is unclear whether incidental
expenses, such as accounting and legal fees, should be included.

Once measured, the subsequent treatment of goodwill conceptually depends on its eco-
nomic characteristics.®® Purchased goodwill can be written off®® immediately or capital-

% Colley and Volkan (1988, p. 35). Hopkins, Houston and Peters (2000, p. 258) observe a “decades-old
controversy”. Brunovs and Kirsch (1991, p. 137) cite evidence according to which references to good-
will were made as early as 1417.

8 For a summary of these issues, refer to Brunovs and Kirsch (1991, pp. 137-55) and Davis (1992, pp.

78-83).

Refer to section 2.2 above.

¥ In this context, “write off” is a neutral term that does not necessarily imply a charge against earnings.
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ized as an asset on the balance sheet.”® Under the first alternative, goodwill could be ei-
ther charged directly against equity, bypassing the income statement, or deducted from
earnings, reducing current income by the excess purchase price paid in the business com-
bination. The popular pooling method is a variant of the direct write-off to equity.”’ The
direct write-off of goodwill avoids goodwill-related earnings charges in future periods.
While the write-off to earnings generates such charges in the acquisition year, both the
direct write-off to equity and the pooling method permanently circumvent any goodwill-
related earnings effects of the business combination.”

When goodwill is capitalized, the issue of its subsequent accounting treatment arises. In
principle, goodwill could be either carried indefinitely as a permanent asset (similar, for
example, to land) or reduced gradually via amortization. At the heart of this decision is
the conceptual question whether goodwill is subject to “wear and tear”, i.e. whether it has
a finite useful life or is valuable into infinity.” When the useful life of goodwill either is
assumed to last permanently (infinite useful life) or cannot be estimated (indefinite useful
life), goodwill is subjected to recurring impairment tests in order to detect any extraordi-

nary deterioration in value.

On the other hand, an amortization approach assumes that the useful life of goodwill is
both finite and reasonably estimable. Again, much flexibility is involved in this process,
and any estimate of useful life must be regarded as more or less arbitrary. In addition, the
appropriate method of amortization must be determined. The widely used straight-line
method of amortization would suggest that goodwill not only declines in value over its
useful life, but that it does so in an unchanging, predictable way. While management has

% It has been mentioned briefly in section 2.2 above that, in Germany, it is a much-disputed issue

whether goodwill fulfills the criteria of the German asset concept. Although relatively little disagree-

ment exists in the U. S. regarding the asset nature of goodwill, this question used to be subject to con-

siderable debate. For a summary, refer to Catlett and Olson (1968, ch. 2). See also Davis (1997, pp.

334-5).

Refer to the example in section 2.3.1 above. The main difference between the pooling method and the

direct charge of goodwill to reserves (see, for example, section 301 par. 1 HGB) is that, under

pooling, the assets and liabilities of the acquiree are carried over at book value and not remeasured to
fair value. Any difference between purchase price and the acquiree’s stated capital is charged
completely to the combined entity’s reserves.

2 As an added benefit, the pooling method creates “instant earnings” because it allows the combining
entities’ earnings to be aggregated as of the beginning of the reporting period in which the business
combination occurred. See Jeter and Chaney (2001, p. 29). It must be noted that, in contrast to the
pooling method, the direct write-off to equity does not prevent future earnings charges resulting from
amortization of any acquired intangible assets or depreciation of any fair value adjustments.
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% See, for example, Duvall et al. (1992, p. 1).
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no way of avoiding goodwill-related earnings charges under this approach, the yearly
amount of these charges can be controlled by selecting an appropriate useful life.”*

2.3.2.2 Status quo of accounting rules

Depending on conceptual preferences and lobbyism in the standard-setting process, stan-
dard setters select from among the available accounting alternatives for goodwill. In this
section, the development of the relevant rules applicable in the U. S. and selected other
jurisdictions are described briefly.”®

2.3.2.2.1 United States

Prior to the issuance of SFAS 141 and 142, accounting for business combinations and
goodwill was governed by APB Opinions 16, Business Combinations, and 17, Intangible
Assets, both issued in August 1970. Based on conceptual groundwork by Wyatt (1963)
and Catlett and Olson (1968), the APB argued that goodwill is an asset that should be
recorded by the combined entity. However, where the ownership interests of two or more
relatively equal companies are combined by exchange of equity securities, firms should
be permitted to carry over their assets and liabilities at book value under the pooling
method, provided that 12 criteria are met.”® The pooling method was used frequently®’
during a wave of mergers and acquisitions in the 1960s. Since concerns arose that the
method was inappropriately applied to business combinations that did not, in fact, repre-
sent poolings of interests, the APB decided to install stricter criteria.’®

% See, for example, Duvall et al. (1992, p. 2).

% See, for example, Hommel (2001a), Klein (2000), Krolak (2000), Kiiting and Wirth (2003, pp. 480-
4), Kiting and Harth (1999a, 1999b), Lachnit et al. (1999), Lopatta (2000), and Sellhorn (2000).
Comparative textbook representations are given in Baetge, Kirsch and Thiele (2002b, pp. 238-45),
Coenenberg (2003, ch. 9), Pellens (2001, pp. 292-304, 310-20, 495-9), and Schildbach (2001, ch. G).
While IAS/IFRS and German standards are reviewed in some detail, a brief reference to U. K. ac-
counting rules is given in fn. 129 below.

These criteria are contained in APB Opinion 16.45-8. In essence, they restrict certain financing and
investing opportunities, such as share repurchases, and provide target firms with additional bargaining
power in the negotiations. They are usually grouped into three categories: (1) Characteristics of the
combining companies, (2) specifics of the stock-for-stock transaction, and (3) restrictions on post-
combination activities. For details, refer to Bocking, Klein and Lopatta (2001, p. 20), Desai et al.
(2001, pp. 7-8), Rammert (1999, p. 622), Vincent (1997, p. 5), and Weber (2000). Lys and Vincent
(1995, pp. 365-8) document in a case study setting that satisfying these criteria can be costly.
According to some, the use was excessive. See, for example, Davis (1997, p. 332).

For a detailed description of the development of the purchase and pooling methods, refer to Wyatt
(1963) and Catlett and Olson (1968). Watts and Zimmerman (1986, p. 232) document that the pooling
method was introduced in 1943 to prevent utility firms from incorporating asset revaluations and
goodwill (representing “monopoly rents”) into their asset bases used to calculate allowable profits.
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Goodwill arising from business combinations accounted for using the purchase method
was subjected to an amortization approach, owing to the APB’s belief that “the value of
intangible assets at any one date eventually disappears and that the recorded costs of in-
tangible assets should be amortized by systematic charges to income over the periods
190 restricted to 40
years,'”! and amortization was required to follow the straight-line method unless it could

estimated to be benefited.”” The amortization period was arbitrarily

be demonstrated that another method was more appropriate.'” In addition to continual
reviews of the amortization period, APB Opinion 17.31 states that an “[e]stimation of
value and future benefits of an intangible asset may indicate that the unamortized cost
should be reduced significantly by a deduction in determining net income”. However, no
guidance was provided on how this impairment test should be conducted. 103

In March 1995, the FASB added to these provisions by issuing SFAS 121, Accounting
for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of.
That statement required that (a portion of) goodwill be tested for impairment along with
assets or asset groups with which it was associated.'® Notably, goodwill impairment was
avoided when the first test step indicated that the sum of the expected undiscounted cash
flows generated by an asset or asset group exceeded their carrying value (including good-
will).'” Once impaired, goodwill was not allowed to be written back up to avoid a

blending of purchased and internally generated goodwill.'%

APB Opinions 16 and 17 were extremely controversial for two reasons:'%’ First, the strict
pooling criteria made it costly for firms to structure business combinations in a way that

See APB Opinion 17.27. Therefore, “[a]llocating the cost of goodwill ... over time is necessary be-
cause the value almost inevitably becomes zero at some future date” (APB Opinion 17.23).

“Since the date at which the value becomes zero is indeterminate, the end of the useful life must nec-
essarily be set arbitrarily at some point or within some range of time for accounting purposes” (APB
Opinion 17.23).

See APB Opinion 17.29. Additional, shorter limit were imposed by the SEC on certain industries.

122 See APB Opinion 17.30.

19 See also Kiiting, Brakensiek and Wirth (2000) and Segal (2003, p. 8). Henning, Shaw and Stock
(2002, p. 3) conclude that the test had to be applied at the enterprise level. They note that “[t]hree
methodologies evolved in practice: a market value method, undiscounted cash flow methods, and dis-
counted cash flow methods.”

See SFAS 121.12. SFAS 121.4-5 specified certain impairment indicators, i.e. “events or changes in
circumstances [that) indicate that the carrying amount of an asset may not be recoverable.”

See SFAS 121.6. However, in such circumstances a review of the amortization period might nonethe-
less be in order.

1% See SFAS 121.11.
197 See, for example, Davis (1997, p. 332) and Vincent (1997, p. 5).
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allowed them to qualify for this desired accounting treatment. Second, the upper limit on
the amortization period forced firms “stuck” with the purchase method to incur relatively
large periodic goodwill charges against earnings. Commentators suggest that these dis-
puted rules eventually led to the demise of the APB, which was replaced in 1973 by the
FASB.'*

However, the FASB itself did not change these provisions until 2001, when it issued
SFAS 141 and 142 after a five-year standard-setting process and intense discussions with
constituents. '” These standards not only introduce an impairment-only approach to
goodwill but also prohibit use of the pooling method entirely. The SEC, in August 1996,
had urged the FASB to reconsider the accounting treatment of business combinations,''
primarily due to an increase in merger and acquisition activity and the resulting aware-
ness that economically similar transactions could be accounted for using different meth-
ods that generated dramatically different financial statement results.''’ Taken together,
SFAS 141 and 142 alleviate some of firms’ formerly voiced concerns about the account-
ing treatment of goodwill.''? While the pooling method is no longer allowed, depriving
firms of the option to avoid recording goodwill,''* amortization is also no longer manda-
tory. The impairment-only approach causes goodwill charges to no longer be an annual

1% See Vincent (1997, p. 5).

These standards are the subject of chapter 4 below. SFAS 142.B2-B15 gives an overview of the
project history that eventually resulted in the issuance of SFAS 141 and 142. Jennings, LeClere and
Thompson (2001, pp. 21-2) note that this process involved two exposure drafts, numerous public
hearings and several field visits. Schoderbek and Slaubaugh’s (2001) instructional assignment pro-
vides students with an opportunity to study contextual factors influencing the standard-setting process
preceding SFAS 142.

1% gee Vincent (1997, p. 5).

' See SFAS 142.B5.

12 These concerns are described in more detail in section 2.3.2.3 below.

However, it is interesting to note that firms’ ability to immediately write off certain acquired R&D in
process activities is not restricted under the new rules. SFAS 141.42 carries over “the requirement in
paragraph 5 of FASB Interpretation (FIN) No. 4, Applicability of FASB Statement No. 2 to Business
Combinations Accounted for by the Purchase Method, that the amounts assigned to tangible and in-
tangible assets to be used in a particular research and development project that have no alternative fu-
ture use shall be charged to expense at the acquisition date” (emphasis in original). However, the
FASB recently announced its intention to revoke FIN 4 in order to achieve convergence with IFRS.
Deng and Lev (1998, p. 17) argue that “the accounting procedure of immediately expensing acquired
R&D-in-process ... allows firms to use purchase accounting while approaching in substance the con-
sequences of pooling.” This statement is true with the exception that, while the immediate write-off of
R&D reduces income in the acquisition year, the pooling method does not. Consistent with this argu-
ment, Hopkins, Houston and Peters (2000, pp. 263-4, 268) document that, for purchase business com-
binations in which any premiums are written off as in-process R&D, test persons’ stock price assess-
ments do not differ statistically from those for pooling business combinations.
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burden on earnings but a more or less discretionary item.''* This fact has led commenta-

tors to suggest that SFAS 141 and 142 represented a mere concession to lobbyists.'!®

2.3.2.2.2 International Accounting Standards

The International Accounting Standards Board (IASB) addresses the accounting for
business combinations in IAS 22, Business Combinations.''® Under that standard, busi-
ness combinations that are acquisitions are accounted for using the purchase method.
However, in unusual circumstances, when an acquirer cannot be identified in a transac-
tion of equally sized parties (uniting of interests), the pooling method is required.''’

118 amortized over its

Goodwill arising in a purchase acquisition is capitalized as an asset,
useful life and tested for impairment according to 1AS 36, Impairment of Assets.""? 1AS
36 requires that goodwill be reviewed for impairment whenever indicators suggest that
the fair value of a cash-generating unit with which goodwill is associated is not recover-
able.'”® An impairment loss must be recognized in the amount by which the carrying
amount of the cash-generating unit (including goodwill) exceeds its recoverable

amount. 121

A rebuttable presumption exists that the useful life of goodwill does not ex-
ceed 20 years.'” The straight-line method is required unless persuasive evidence sug-
gests that another method reflects the pattern of value decline more appropriately.123 In

contrast to U. S. GAAP, IAS 36 requires that a goodwill impairment loss be reversed if it

""" In chapter 4 below, the discretionary nature of the impairment-only approach to goodwill is explored

in more detail. Jennings et al. (1996, p. 513) provide evidence that this approach was recommended as
early as 1991. See also Wang (1995, p. 46).

See, for example, Beresford’s (2001) powerful account of political involvement in the standard-
setting process preceding SFAS 142, See also Busse von Colbe (2001a), Pellens and Sellhorn (2001b,
p. 713).

TAS 22 was revised in July 1998 and became effective for annual financial statements covering peri-
ods beginning on or after 1 July 1999. It was issued by the IASB’s predecessor, the International Ac-
counting Standards Committee (IASC), which reconstituted itself in 2001 and was renamed 1ASB.
For an overview of that process, refer to Mandler (2003).

17 See IAS 22.8, 13-6, 77-83. See also Btcking, Klein and Lopatta (2001, pp. 19-20) and Vater (2001,
pp. 1841-2).

Mujkanovic (2001, pp. 814-6) takes issue with this notion, arguing that goodwill lacks the characteris-
tics of an asset.

9 See IAS 22.41-58.

120 See JAS 36.79-83. For an introduction to IAS 36, refer to Ktiting, Dawo and Wirth (2003).

"2l See IAS 36.8. The recoverable amount is the higher of the cash-generating unit’s net selling price and
its value in use.

See IAS 22.44. Where a longer amortization period is used, goodwill must be tested for impairment at
least annually, in addition to the requirements of IAS 36.

12 See IAS 22.45.
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was caused by a specific, exceptional external event, the effect of which has been subse-
4,124

quently overturne
In July 2001, the IASB initiated a project to revise the provisions of IAS 22 and align
them with U. S. GAAP. This process resulted in Exposure Draft (ED) 3, Business Com-
binations, published in December 2002.'% The final standard, IFRS 3, was issued in
March 2004, entering into effect by fiscal 2005.'% IFRS 3 essentially mirrors the provi-
sions of SFAS 141 and 142 in that it eliminates the pooling method and proposes an im-
pairment-only approach to goodwill. The impairment test procedure itself, regulated in
IAS 36, remained essentially unchanged. IAS 36 prescribes a one-step test, which devi-
ates from the two-step procedure required in SFAS 142.

2.3.2.2.3 Germany

In Germany, accounting for goodwill has traditionally been characterized by an abun-
dance of accounting choices. The German Commercial Code, while requiring the pur-
chase method in most cases, allows firms to opt for the pooling method when at least
90% of the acquiree’s net assets are purchased in a stock-for-stock business combination
with no significant cash adjustment.?” Goodwill arising in consolidated financial state-
ments can be treated in accordance with most of the alternatives discussed in section
2.3.2.1 above.'?® According to section 309 par. 1 HGB, goodwill can be written off di-

124 See IAS 36.109-12.

' Along with ED 3, accompanying amendments of IAS 36, Impairment of Assets, and IAS 38, Intangi-

ble Assets, were proposed.

Amendments of IAS 36 and IAS 38 were adopted at the same time. Articles reviewing ED 3 include
Bieker and Esser (2003), Briicks and Wiederhold (2003), Fladt and Feige (2003), Griinberger and
Griinberger (2002), IDW (2003), Pellens and Sellhorn (2003), Streim, Bieker and Esser (2004), and
Wiistemann and Duhr (2003). The American Accounting Association’s (AAA) Financial Accounting
Standards Committee has authored a commentary on the proposal. See AAA Financial Accounting
Standards Committee (2003). For summaries and critiques of the final standard, see Bicker and Esser
(2004), Kuting and Wirth (2004), and Briicks and Wiederhold (2004).

127 See sections 301-2 HGB. See also Adler, Diring and Schmaltz (1995/2000, section 302 HGB), Béck-
ing, Klein and Lopatta (2001, p. 19), Busse von Colbe et al. (2003, pp. 346-52), Kiiting, Dusemond
and Nardmann (1994, pp. 4-5), Mujkanovic (1999), and Vater (2001, p. 1841).

In this respect, the German legislator carried over most of the choices provided in section 30 of the
European “Consolidated accounts” directive (83/349/EWG). Kiiting (2000), Kuting, Dusemond and
Nardmann (1994) and Rammert and Wilhelm (1991a, 1991b) review the methods used by selected
German firms. However, as will be discussed shortly, an impairment-only approach to goodwill ac-
counting was not commonly considered to be consistent with the directive.
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rectly to reserves,'?® amortized over its useful life or charged to earnings over a period
not to exceed four years."*’ An impairment loss must be recorded when a permanent de-
cline in goodwill value occurs.'®' Considerable debate surrounds the issue whether

goodwill write-offs can be reversed.'*

In August 2000, the German private-sector standard setter, the German Accounting Stan-
dards Board (GASB), issued German Accounting Standard (GAS) 4, Acquisition Ac-
counting in Consolidated Financial Statements.'> According to GAS 4.8, acquisitions
are accounted for under the purchase method."** The accounting procedures prescribed
with respect to goodwill are widely similar to those of IAS 22 and 36, one notable excep-
tion being that a disaggregation of the firm into cash-generating units or other subunits is
not required, but only recommended."*® Similar to IAS 36, subsequent write-ups are re-

quired under certain restrictive criteria.'*®

12 Apparently, this option is behind the fact that the pooling method never gained much popularity in

Germany. See Bdcking, Klein and Lopatta (2001, p. 17 fn. 3). The benefits of avoiding goodwill
charges are less costly for firms to attain under this alternative than when the pooling criteria must be
satisfied. Interestingly, the U. K. was among the few countries that also used to permit firms to use
this accounting treatment for goodwill. Higson (1998, p. 141) notes that “UK companies clearly en-
joyed [this] netting option, since they have almost invariably chosen it.” Lee (1973, 1974) provides
early evidence on this phenomenon. Exposure Draft (ED) 47, in which the U. K. Accounting Stan-
dards Board (ASB) proposed to abandon this option in 1990, met with strong opposition. Nobes
(1992, pp. 155-7) and Warnock (1999) document the political influence exercised in this standard-
setting process. See also Huijgen (1996, p. 62).

The direct write-off to equity is not available to goodwill recorded in a firm’s individual financial
statements. See section 255 par. 4 HGB.

See sections 298 par. 1, 253 par. 2 HGB. No impairment testing procedure is specified. The write-off
is optional when the decline in value is deemed to be other than permanent. See also Adler, Diiring
and Schmaltz (1995/2000, par. 24 on section 309 HGB), Arnold (1997, pp. 165-8), Breidert (1994,
pp. 176-8), Busse von Colbe (2001b, par. 19), Busse von Colbe et al. (2003, p. 247), Dérschell and
Schulte (2002, pp. 1669-75), IDW (2000), Kraft (2002, par. 33), Krolak (2000, pp. 105-8, 120-4),
Ludz (1997, pp. 326-7), and Weber and Ziindorf (1989, p. 336). Forschle and Hoffmann (2003, par.
17-8) suggest a testing procedure similar to that required by IAS 22 and 36. See also Weber and Ziin-
dorf (1998, par. 29-31).

2 See Forschle and Hoffmann (2003, par. 19) and the literature cited there. See also Arnold (1997, pp.
168-9), Breidert (1994, pp. 177-8), Busse von Colbe et al. (2003, pp. 251-2), Kraft (2002, par. 35),
and Ludz (1997, pp. 327-9).

3 The standard was published in December 2000 by the Federal Ministry of Justice and is therefore

regarded as an authoritative pronouncement. It (or the proposal preceding its issuance) is reviewed by

Bdocking, Klein and Lopatta (2000), Fiilbier (2000), and Moxter (2001).

Since the standard only applies to acquisitions, it does not address the question whether the pooling

method should be permitted to account for business combinations that are not acquisitions. See also

Bocking, Klein and Lopatta (2001, p. 25).

15 See GAS 4.35.

136 See GAS 4.37.

130

131

134

25



2.3.2.3 Practical issues

As explained above, pre-SFAS 142 U.S. GAAP and most other accounting regimes,
including IAS, required that goodwill be amortized over its useful life. Therefore, much
of the debate has centered on the issue that purchased goodwill must be charged against
earnings in the years subsequent to acquisitions accounted for using the purchase method.

Beams, Brozovsky and Shoulders (2000) have neatly summarized the problem that pre-

parers of financial statements have with goodwill amortization:'?’

“Once goodwill is on the books of a company, it can become a nuisance and a seri-
2 138

ous drag on earnings”.
Firms domiciled in countries where this accounting treatment is mandatory claim that
competitive disadvantages arise from the resulting earnings dilution. The primary con-
cern is an adverse stock price effect due to the earnings effect of goodwill amortiza-
tion.'* Similarly, acquirers using the purchase method feel discriminated against in rela-

d' and to foreign firms that are subject to less

tion to those using the pooling metho
strict accounting rules.'*! For example, it has been claimed that U. K. firms can afford to
outbid U. S. firms in offers for mergers and acquisitions because U. K. standards at the
time allowed the direct write-off of goodwill to equity.'*? This suggestion implies that U.
K. firms will incur higher marginal costs in acquisitions, allegedly because they believe

that these costs are offset by benefits resulting from a favorable accounting treatment.'*’

T Consequently, the following arguments are referred to as the “preparer’s perspective” by Duvall et al.

(1992, p. 2).

1% Beams, Brozovsky and Shoulders (2000, p. 18). In the words of Ellis (2001, p. 112), “there is a con-
tinued obsession with pooling-of-interests and EPS accretion, rather than price paid, value received,
and the economic implications of future growth.”

Desai et al. (2001, p. 1) maintain that the FASB eliminated goodwill amortization “at least partially in
response to concerns that goodwill amortization adversely affects share prices of acquirers.” See also
Blackburn Norris and Ayres (2000, p. 79), Brown, Tucker and Pfeiffer (1999, p. 13), Clinch (1997, p.
346), Davis (1996, pp. 50, 54), and Duvall et al. (1992, p. 2). Hopkins, Houston and Peters (2000, p.
258) cite additional references.

10 FASB (1976) reports that 66% of 122 firms responding to a survey agreed with the statement that
many business combinations accounted for by the pooling method would not have been consummated
if the purchase method would have had to be applied to them. Hong, Kaplan and Mandelker (1978,
pp. 33-4) cite several early articles expressing the view that “companies using pooling-of-interests ac-
counting would have higher stock prices than were justified.” Rammert (1999, p. 628) interprets the
pooling method as an instrument for “window dressing”.

1 See, for example, Davis (1997, p. 338).

2 This choice was provided by Statement of Standard Accounting Practice (SSAP) 22. It was aban-
doned when Financial Reporting Standard (FRS) 10, Goodwill and Intangible Assets, was issued in
1997.

For empirical evidence on this suggestion, refer to sections 2.4.3.3.1 and 2.4.3.4.2 below.
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Apparently, these perceived drawbacks of goodwill amortization make firms reluctant to
disclose this specific charge even when required to do so by the SEC.'**

Likewise, the financial press claims that managers are indeed concerned about having to
take goodwill write-offs.'** Explaining the mechanics of the goodwill impairment test
under SFAS 142, the author concludes that, if company B’s likelihood of having to re-
cord a goodwill impairment loss pertaining to a contemplated acquisition in the near fu-
ture is higher than company A’s, “it would be less likely to offer a large premium than
company A.”

Consequently, firms have argued in favor of the pooling method, allegedly because this
method allows them to avoid this goodwill-related “drag on earnings”.'* As explained
above, the pooling method allows firms to avoid recording goodwill in an acquisition,
even when the purchase price paid exceeds the fair values of the net assets acquired. As a
result, acquiring firms’ earnings subsequent to the business combination remain undimin-
ished by the fact that a premium over the acquiree’s book value has been paid.

2.3.3 Theoretical analysis of arguments raised

While managers are apparently worried about how goodwill accounting affects their fi-
nancial statements, some academics have been unwilling to acknowledge the validity of
these concerns, arguing that users of financial statements do not behave as suggested by
financial statement preparers’ arguments.'” When firm value is a function of expected
future cash flows, a combined firm’s market value of equity should not depend on the
method applied to account for the transaction, provided that the accounting method cho-
sen will not affect the expected future cash flows of the combined entity. Accounting

. . . 4
choices or changes that have no direct cash-flow effects are referred to as “cosmetic”.'*®

Duvall et al. (1992, p. 6) report that, out of a sample of 485 firms having goodwill, only 115 (23.7%)
disclosed the amount of goodwill amortization anywhere within their financial statements. Only 24 of
these disclosures were made in the income statement.

14 gee Osterland (2002).

16 According to Deng and Lev (1998, p. 17), it “is widely known that acquiring managers generally
prefer the ‘pooling’ method of recording acquisitions over the ‘purchase’ method, since pooling
avoids the recognition of goodwill and the subsequent drain on earnings from goodwill amortization”.
See also Nathan (1988, p. 187).

Duvall et al. (1992, p. 2) refer to the following arguments as the “user’s perspective”.

See, for example, Lev and Ohlson (1982, p. 250). A typical example of an accounting choice that
does affect cash flow directly is the choice between the LIFO and FIFO methods of inventory valua-
tion. This choice directly affects taxable income in the U. S. See, for example, Lindahl, Emby and
Ashton (1988).
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Stated differently, proponents of the efficient markets hypothesis (EMH) in its semi-
strong form maintain that security prices fully reflect all publicly available information
and are immediately updated to impound “news”, regardless of the source of informa-
tion."*® If this hypothesis holds, investors should be indifferent whether a given business
combination is accounted for using the pooling method or the purchase method, provided
that the choice of accounting method has no cash flow effects.'>® They would be able to
“see through” the financial statement presentation, using alternative sources of informa-
tion to assess the underlying economics (cash flows) of the deal and value the combined

151

firm accordingly.””" Managers, then, should not incur costs either by lobbying with stan-

dard setters in favor of the pooling method or by structuring a business combination to
satisfy the pooling requirements.'>

Preparers’ concerns appear to be in stark contrast with this view: Managers apparently
assume that investors fixate on earnings, which leads them to argue that the lower eam-
ings implied by purchase accounting depress stock prices.153 Stated differently, “inves-
tors and financial analysts focus on earnings per share (EPS) and price-to-earnings (P/E)
ratios in valuing companies.”'** This functional fixation hypothesis “maintains that indi-
vidual investors interpret earnings numbers the same way regardless of the accounting
procedures used to calculate them.”'% If all investors made decisions in this way, there
would be a mechanical relation between earnings and stock prices (mechanistic hypothe-
sis). Investors exhibiting this behavioral pattern are “fooled” or “misled” by firms’ ac-

counting methods and choices and therefore referred to as “unsophisticated” or “na-

1% See Fama (1970). The implications of this paradigm for accounting research are discussed by Beaver

(1981), Brown (2001, pp. 13-4), Kothari (2001, pp. 110-1), and Mayer-Sommer (1979). Also, refer to
section 3.3.2.4.1 below for a discussion of the relation between the EMH and “cosmetic” accounting

differences.

150 See, for example, Jenkins (1999).

Brown, Tucker and Pfeiffer (1999, p. 13) argue as follows: “Given a properly specified conditional
expectation of securities returns, as well as information efficiency in the securities market, we would
not expect to observe any systematic relations between goodwill amortization and subsequent securi-
ties returns.” See also Davis (1996, p. 53). Early research, including Beaver and Dukes (1973), sug-
gests that investors can “see through” cash-neutral accounting differences. In the words of Kaplan and
Roll (1972, p. 245): “Earnings manipulation may be fun, but its profitability is doubtful.” See also
Archibald (1972) and Lindahl, Emby and Ashton (1988).

152 See Wyatt (1983, p. 60).

133 See Martinez-Jerez (2001, p. 24).

1% Vincent (1997, p. 5).

1% See Watts and Zimmerman (1986, p. 160).
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ive”.!*® The mechanistic hypothesis is consistent with the classical approach to account-
ing theory. 57 However, it directly contradicts the efficient market hypothesis. 158

In summary, the extent to which preparers’ concerns are justified depends on two empiri-
cal questions: First, stock price effects are expected to the extent that the accounting
method used changes investors’ expectations regarding the firm, either by providing in-
cremental information on the firm’s future cash flows or by changing these cash flows
directly.'® Second, in the absence of such cash flow effects, stock price effects are ex-
pected only when the EMH is not descriptive and, instead, the functional fixation hy-
pothesis explains the behavior of at least some investors.'®’

The method used to account for a given business combination does not automatically
affect the direct cash flows of the combined firm.'¢! Because the pooling method is only
available in stock-for-stock acquisitions,'®” tax differences do not arise since amortization
of goodwill resulting from such acquisitions is not tax deductible.'®® As Nobes (1996)
points out, goodwill charges arising from goodwill in a firm’s consolidated financial

1% See Watts (1992, p. 3) and Watts and Zimmerman (1986, p. 160). Hand (1990) investigates an
“extended functional fixation hypothesis”, which he contrasts with the “traditional” one. The
extended version assumes that not all investors are equally (un)sophisticated. Then, stock price
implications of accounting data depend on the degree of sophistication of the marginal investor
setting a firm’s stock price.

157 See, for example, White, Sondhi and Fried (2003, p. 168).

%8 Kothari (2001, pp. 186-207) reviews of a body of literature that tests market efficiency in an account-
ing context. With specific regard to the literature relevant here, on accounting method differ-
ences/changes and the functional fixation hypothesis, Kothari (2001, p. 199) concludes that the evi-
dence “rules out noticeable magnitudes of market fixation on reported financial statement numbers.”
This literature is reviewed in more detail in section 2.4.4.

1% See, for example, Day and Hartnett (1999/2000, p. 199).

Martinez-Jerez (2001, p. 5) argues in essentially the same way when he specifies three conditions
under which the choice of pooling or purchase should have no impact on the capital market assess-
ment of a merger: Capital markets are efficient, the purchase/pooling choice does not proxy for the
economic attributes of the deal, the purchase/pooling choice does not affect the contracting environ-
ment of the firm.

'*! " See Desai et al. (2001, p. 2) and Vincent (1997, p. 5).
12 See APB Opinion 16.45.

'$ See Blackburn Norris and Ayres (2000, p. 79 fn. 1), Hong, Kaplan and Mandelker (1978, p. 31),
Hopkins, Houston and Peters (2000, p. 258 fn. 2), Lindenberg and Ross (1999, p. 32), and Robinson
and Shane (1990, p. 31). For the U. K., see Nobes (1992, p. 156 fn. 13). With respect to cash acquisi-
tions, Davis (1996, p. 53) points out that those accounted for as purchases are taxable, meaning that
goodwill amortization is tax deductible. This fact results, ceteris paribus, in a future tax benefit for the
acquirer. However, due to the acquisition’s taxability, the sellers will incur capital gains taxes that
should, ceteris paribus, raise purchase price. Therefore, the net tax effect on future cash flows is diffi-
cult to assess. It seems justified to assume that no future cash flow effects are associated with the pur-
chase/pooling choice.
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statements are tax deductible in virtually no jurisdiction, since consolidated financial
statements are in most cases irrelevant for tax purposes.164 Authors suggesting tax de-
ductibility of goodwill either refer to purchased goodwill in a company’s individual fi-
nancial statements or are mistaken.'®®

However, indirect cash flow differences between the two methods might arise from con-
tracts between the company and internal or external participants which are stated in ac-
counting terms. Such contracts include debt covenants and compensation agreements. '
Due to such interdependencies, Lev and Ohlson (1982) conclude that “the conventional
dichotomy between accounting changes having ‘cosmetic’ and those having real (cash-
flow) effects is clearly simplistic.”"¢

In addition, the choice of accounting method might lead investors to alter their expecta-
tions about the firm’s future prospects. Management might be signaling information with
their exercise of that choice, exercising their discretion about reported accounting num-
bers so as to reduce the information asymmetry that might exist in their favor about the
distribution of future cash flows.'®®

Goodwill accounting might present a special challenge which will make it problematic
even for sophisticated investors to “see through” the cosmetic earnings effect. It has been
argued that, while financial statement users have no difficulties in disentangling goodwill
amortization from other, “real” expenses for relatively recent acquisitions, they are much
less able to unravel the financial statement effects of the purchase method when acquisi-
tions occurred several periods ago.'® This difficulty might lead them to penalize firms

using the purchase method for their, ceteris paribus, lower earnings relative to firms us-

See also Nobes and Norton (1996) for a summary of the tax treatments of goodwill in different

jurisdictions.

1 Nobes (1996) explicitly directs this criticism at Dunne and Ndubizu (1995) but notes that a large
number of other papers suffer from the same problem. See Nobes (1996, p. 591). Beatty and Weber
(2004, fn. 1) note that SFAS 142 did not affect the accounting treatment of goodwill amortization.

1% For example, Aboody, Kasznik and Williams (2000) claim that the form of top management compen-
sation may affect the choice of accounting in mergers. This “contracting” theory is explored in more
detail in section 3.3.2.3 below.

167 Lev and Ohlson (1982, p. 250).

'8 For an application of the information asymmetry and signaling arguments to accounting research,

refer to Gonedes (1978) and Watts and Zimmerman (1986, pp. 165-6). A literature review is provided

by Gonedes and Dopuch (1974).

1 Duvall et al. (1992) document that accounting information related to goodwill (e.g. book value, amor-

tization expense and amortization policy) is frequently difficult to infer from published financial

statements.
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ing the pooling method.'” Interestingly, in Hopkins, Houston and Peters’ (2000) experi-
mental setting, analysts could accurately recall the total amount of goodwill and of amor-
tization included in the most recent income statement. Consequently, the authors argue
that the failure to adjust income for the effect of amortization was not necessarily, as has
been suggested in the literature,'”' because investors could not find information about
goodwill or goodwill amortization in later years.'”> Rather, they maintain that people use
simplifying strategies in complex task environments and that people tend to use data the
way they are provided.'”

2.4 Empirical evidence relevant to the goodwill debate

2.4.1 Overview

The discussion presented in sections 2.3.2.3 and 2.3.3 above has not only influenced
standard setting, but has also motivated a vast area of research. It suggests two empirical
issues relevant to this dissertation: First, the arguments produced by financial statement
preparers imply this group’s belief that the financial statement effects of alternative
goodwill accounting treatments influence the behavior of financial statement users, even
in the absence of cash flow effects.'” Preparers’ financial reporting decisions will be
influenced by the expected impact of such user behavior on preparers’ utility. Empirical
research into the actual determinants of preparers’ goodwill-related accounting decisions
provides evidence on whether these decisions are actually influenced by how preparers
believe that users will respond to them. Second, another empirical question is how finan-
cial statement users’ aétually view goodwill-related accounting issues that do not impact
cash flows. Empirical research into actual user behavior allows researchers to infer
whether preparers’ beliefs and concerns are justified.

170 This assertion presents a challenge to the semi-strong form information efficiency hypothesis. See
Desai et al. (2001, p. 2 fn. 3).

171 See Palepu (1987, p. 88) and Lys and Vincent (1997, p. 374).

172 See Hopkins, Houston and Peters (2000, p. 259).

17 See Hopkins, Houston and Peters (2000, p. 263).

" This belief is contrary to what the EMH suggests. Refer to section 3.3.2.4.1 for the importance of
managers’ beliefs. White, Sondhi and Fried (1997, p. 224 fn. 14) note, albeit in a different context,
“that market efficiency does not mean that everyone (in this case, management) believes it is effi-
cient.”
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The evidence reviewed in this section addresses both of these issues.!” Obviously, the
extent to which inferences from prior research findings generalize to the transitional
SFAS 142 setting is limited. However, the findings are nonetheless expected to improve
formulation of hypotheses about managers’ transitional SFAS 142 goodwill write-off
behavior for two reasons: First, this research provides insights into different aspects of
managers’ financial reporting behavior regarding goodwill in general. Actual manage-
ment behavior is more informative in this respect than managers’ publicly stated asser-
tions. Second, from the empirical findings inferences can be drawn about financial state-
ment users’ actual position regarding goodwill accounting, regardless of what preparers
believe this position to be. Observing users’ actual responses to goodwill accounting
might even challenge managers’ formerly held beliefs and thereby influence their good-
will-related financial reporting behavior in the context of SFAS 142. In summary, these
findings are expected to contribute to an understanding of how managers are likely to
exercise their discretion regarding the accounting for goodwill in the year in which SFAS
142 is initially applied.'”®

As with other areas of financial reporting, empirical research on goodwill accounting
cannot lead to prescriptions how goodwill should be accounted for.!”’ Also, as White,
Sondhi and Fried (2003) point out, “any transactions ... or change in market prices [in-
duced by accounting data make] some people better off than others. Thus, deciding the
best alternative necessarily [involves] judgment affecting social consequence and the
general welfare, which [are] deemed to be ‘political’ in nature and beyond the realm of
academic research”.'” Therefore, the purpose of the following literature review is ex-

175 Reviews of the relevant literature include Clinch (1997) and Davis (1997). While every effort is made
to give a comprehensive overview of this field of research, it cannot be ruled out that individual stud-
ies have escaped consideration, given the enormous wealth of literature published on these issues.

The research presented in this section draws on theories about the determinants and consequences of
financial reporting decisions in general. These theories are not reviewed before chapter 1, where they
are placed in the context of discretionary asset write-off studies. The focus of this section is predomi-
nantly on research results and implications for the question at hand as opposed to theoretical and
methodological considerations. Transitional SFAS 142 goodwill write-offs are argued to have more in
common conceptually with other discretionary asset write-offs, which are the subject of chapter 1,
than with the wide array of goodwill-related financial reporting decisions reviewed here.

177 See Clinch (1997, p. 342), Holthausen and Watts (2001).

17 White, Sondhi and Fried (2003, p. 170). See also Huijgen (1996, p. 30): “Although [market-based
accounting research] is capable of showing the welfare implications of accounting disclosures, it is
the task of policymakers to ultimately judge whether these welfare implications are desirable.”
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pressly not to generate normative prescriptions about how business combinations and

goodwill should be accounted for.'”

2.4.2 Research questions

The degree of persuasiveness of this body of literature depends on how directly the re-
spective studies analyze preparers’ and users’ attitudes towards goodwill write-offs re-
corded in the year of transition to an impairment only-based goodwill accounting stan-
dard. The evidence reviewed here relates to preparers’ and users’ past behavior with re-
gard to a wide array of goodwill-related accounting decisions. The research questions
pursued can be summarized as shown in Figure 4.

Empirical evidence on the goodwill debate

|
( 1

Direct evidence Indirect evidence

What are preparers' beliefs regarding
users' views of goodwill write-offs?

* Survey of preparers
+ Studies of preparers' past
behavior

» What determined goodwill
write-off behavior?

» What influenced their other
goodwill-related accounting
decisions?

- Choice of amortization
periods and methods
- Purchase price allocation

» What influenced their
purchase/pooling decisions?

» For which goodwill-related
accounting rules do managers
lobby?

What are users' actual perceptions
of goodwill write-offs?

* Survey of users
» Studies of users' past behavior

» How did they respond to
(announcements of) goodwill
impairment write-offs?

» Are goodwill and goodwill-
related charges associated
with stock prices?

» How did investors respond
to the purchase/pooling
decision?

» How did investors respond
to mandated changes in
goodwill-related accounting
rules?

Figure 4: Empirical evidence on the goodwill debate

Perhaps most directly related to the problem at hand are studies of the factors influencing
goodwill write-off behavior, preferably under SFAS 142."*° In addition, research on
managers’ goodwill-related accounting decisions involving issues such as the choice of

1" White, Sondhi and Fried (2003, pp. 165-6) summarize this “classical approach” to accounting re-

search from an American point of view. Much of the academic literature on goodwill accounting in
Germany has adopted this methodology. Refer to section 2.2. Furthermore, the focus is not on criticiz-
ing the research questions and methods used to arrive at the findings presented. Instead, most of the
results are taken at face value, and their respective contributions to the question at hand are analyzed.

The only such studies to date, to my knowledge, are Henning, Shaw and Stock’s (2002) and Segal’s
(2003). The determinants of goodwill write-offs under an earlier accounting regime are the subject of
Francis, Hanna and Vincent’s (1996) analysis.
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acquisition accounting method, amortization periods and procedures, or the approach
used to allocate the purchase price after an acquisition, is also potentially informative.
Finally, inferences can be drawn from management’s lobbying behavior in the standard-
setting process preceding goodwill-related accounting rules.

Since, as discussed above, managers’ incentives are primarily shaped by their beliefs
concerning investors’ reactions to their goodwill-related accounting decisions, studies of
investors’ actual past reactions to such decisions are, strictly speaking, not direct evi-
dence in this context. However, to the extent that managers are aware of research on in-
vestors’ actual past reactions to goodwill-related accounting decisions, deem this re-
search credible, and believe the findings to be indicative of investors’ future behavior,
their beliefs are likely to be influenced by that research. Therefore, analyses of investors’
actual past reactions to different goodwill-related accounting decisions are also reviewed
here. However, it is noted here that individual investors’ perceptions are not observed
directly. Instead, stock price behavior is used as an aggregate proxy for the unobservable

perceptions and reactions of investors in most cases.

The predictive ability of these findings for managers’ SFAS 142 goodwill write-off be-
havior is open to debate. In essence, it depends on the extent to which the empirical and
institutional setting investigated in this dissertation is perceived to differ from the settings
analyzed in prior studies. First, an impairment-only approach to goodwill accounting as
prescribed under SFAS 142 is largely unprecedented, even internationally. Managers as
well as capital market participants, e.g. financial analysts, had no experience, prior to the
date of adoption, in applying these rules and interpreting the data reported under them,
respectively. Therefore, results from previous research might not generalize because
most of them originate from different time periods, accounting regimes, and economic
settings. Second, the fact that the period of initial application of a new accounting stan-
dard is analyzed, with the transition effects being reported as changes in accounting prin-
ciple, might have certain implications in itself.'®!

2.4.3 Direct evidence

In this section, a body of literature on managers’ past goodwill-related accounting deci-
sions and their determinants is summarized. This literature provides relatively direct evi-
dence of how managers think goodwill-related accounting issues are perceived by finan-

cial statement users.

81 Refer to section 3.3.2.4.8 below.
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2.4.3.1 Survey evidence

Conceptually, the most direct way of learning about managers’ beliefs regarding users’
perception of transitional SFAS 142 goodwill write-offs would be to elicit their views in
a survey. To my knowledge, such survey evidence does not exist at present. It is doubt-
ful, even if a sufficient number of managers could be motivated to participate in that type
of survey, whether their responses would be entirely and verifiably truthful. When the
FASB issued SFAS 141 and 142, the financial press conducted polls to elicit constitu-
ents’ views on the subject. However, while these results are interesting to note in passing,
they are by no means representative and are therefore not further relied on here.'$

However, scientific survey evidence of managers’ attitudes toward goodwill accounting
in a more general setting does exist. Gore, Taib and Taylor (2000) use a postal question-
naire to explicitly analyze management’s beliefs regarding a proposed change in manda-

183 Usable responses from 212 firms

tory goodwill accounting standards in the U. K.
show, among other things, “that corporate managements’ goodwill accounting prefer-
ences are .. influenced to a great extent by their beliefs about how the stock market (rep-
resented by financial analysts) would respond to the financial statement impact of
changes in standards.”'3* Specifically, responding managers believe “that analysts would
downgrade their rating if their company’s profits were lower due to enforced goodwill
amortisation”.'® The authors form hypotheses regarding cross-sectional differences in
manager preferences for either capitalization-based or immediate write-off approaches to
goodwill accounting. Cross-sectional regression analysis shows that these preferences are

significantly related to contracting-based incentives as well as capital markets-based in-

82 For example, CFO magazine established on its website (www.cfo.com) a whole section on the new

rules and conducted an online survey of managers’ expectations regarding the new rules. (The results
are reported in the “Discussion” section of the website.) Two polls are worth mentioning here: (1)
Asked whether they expected to take a goodwill write-off during the adoption period, responding
managers answered “yes” (127 votes/42%), “no” (114/38%) and “not sure” (57/19%). Interestingly,
these results reflect managers’ expectations as of October 2001, suggesting that most managers (81%)
were already sure what write-off behavior would be long before they had actually had the opportunity
to conduct an impairment test. (2) In another poll, CFO magazine asked about managers’ main con-
cerns with regard to the new rules. The responses, as of June 2001, suggest that managers find most
troublesome the costly appraisal of reporting units (172 votes/51%). Other concerns include the
stricter amortization requirements for intangible assets (46/14%), possible SEC scrutiny of the pur-
chase price allocation (41/12%), the elimination of the pooling method (25/7%), and investors’ al-
leged ignorance of related disclosures (55/16%).

18 See Gore, Taib and Taylor (2000, pp. 216-7).
18 Gore, Taib and Taylor (2000, p. 224).
'8 Gore, Taib and Taylor (2000, p. 224).
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centives.'® More specifically, the authors find that managers’ preferences are related to
the way in which the proposed accounting rules would affect that restrictiveness of their
firms’ accounting-based debt covenants and their own accounting-based compensa-
tion.'®” Furthermore, the results indicate managers’ belief that analysts are misled by
goodwill accounting: Among other things, analysts are believed to penalize firms for the
earnings drag caused by goodwill amortization and to favor, in an international setting,
firms that write off goodwill to reserves.

2.4.3.2 Determinants of goodwill write-offs

Given the scarce survey evidence, other areas of research are reviewed for evidence of
preparers’ beliefs regarding users’ perception of goodwill write-offs. These beliefs can,
to some extent, be deduced from preparers’ past reporting behavior in conjunction with
this decision. If managers believe that, ceteris paribus, transitional goodwill write-offs
(especially when they occur unexpectedly early and are unexpectedly large) will cause
negative reactions by investors, they will use their financial reporting discretion to avoid,
delay and/or understate these charges. Conversely, if management supposes that, ceteris
paribus, transitional goodwill write-offs will produce positive stock price effects, they
will record these charges, using their discretion to accelerate and/or overstate them.'3?

Therefore, the analysis in section 3.3 of what previous research implies about managers’
goodwill write-off behavior is referred to here. The primary finding reported by Francis,
Hanna and Vincent (1996) is that “incentives ... play a substantial role in explaining
goodwill write-offs”.'% They provide evidence that, consistent with a “big bath” conjec-
ture, a previous change in top management is positively related to the amount of good-
will write-off, while unexpectedly good earnings performance is negatively associated
with it.'*® The authors note that the latter finding contradicts the income smoothing hy-

See Gore, Taib and Taylor (2000, p. 221). The latter incentives are referred to by the authors as “in-

formation effect” incentives (p. 217).

187 Theoretical background on these incentives is given in section 3.3.2.3 below.

Similarly, if managers think goodwill write-offs are viewed as noise in the transition period whereas
goodwill write-offs occurring in later periods are not, goodwill write-off behavior will be determined,
as outlined above, by how managers believe users will view these charges in later periods.

18 Francis, Hanna and Vincent (1996, p. 134).

1% See Francis, Hanna and Vincent (1996, p. 125).
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pothesis, under which unexpectedly good performance would be predicted to trigger a
write-off that brings earnings in line with expectations.'®!

In one of the first, preliminary studies of SFAS 142 goodwill write-offs, Henning, Shaw
and Stock (2002) report that, of a “transition sample” consisting of 1,482 firms, 681
firms announced the results of their transitional impairment tests as early as the first
quarter of 2002."% 205 (30.1%) of these firms indicated that they were going to record an
impairment loss. The authors further indicate an association of write-off behavior with
prior stock performance: Over 90% of transition firms with significantly negative abnor-
mal stock returns decided to recognize goodwill impairments.'*® These firms also wrote
off larger portions of their goodwills and had higher debt-to-capital ratios. The authors
note that managers apparently maximized transitional goodwill impairment, consistent
with “big bath” behavior, because the impairment is displayed “below the line” in the
adoption year.'*

Using an approach similar to that of Francis, Hanna and Vincent (1996), Segal (2003)
analyzes, among other things, the determinants of goodwill write-offs in the adoption
year of SFAS 142. This component of Segal’s approach is similar to the one proposed in
this dissertation. Segal largely extends the Francis, Hanna and Vincent (1996) study by
adding more recent SFAS 121 data and including SFAS 142 data. However, he focuses
on firms that publicly announced SFAS 142 write-offs, which results in a biased sample.
Also, the sample only includes write-offs announced during the first half of 2002, which
neglects firms that made use of the whole year available to them to complete the impair-
ment test under SFAS 142.

Segal (2003) investigates whether certain economic factors (impairment) as well as fi-
nancial reporting incentives are associated with the amount written off."®® In terms of

! See Francis, Hanna and Vincent (1996, p. 133). The amount of goodwill write-off is further found to
be higher when the firm has a history of previous write-offs. See Francis, Hanna and Vincent (1996,
p. 125). However, Francis, Hanna and Vincent’s (1996) might have to interpreted with caution be-
cause they do not examine a really comprehensive set of potential incentives. For example, they focus
on capital market-related incentives, failing to address incentives suggested by contracting theory.

It must be noted that the authors address a wide array of research questions in this paper, of which the
determinants of transitional SFAS 142 goodwill write-off behavior are only a minor component. Also,
they do not include the entire transition period, but focus on a “transition sample” of first-quarter dis-
closures. Their findings do not generalize because firms did not have to complete their transitional
goodwill impairment test before the end of the adoption year.

See Henning, Shaw and Stock (2002, p. 20). This percentage was significantly lower for firms with
insignificantly negative or even positive abnormal returns.

19 See Henning, Shaw and Stock (2002, p. 21).

1% See Segal (2003, pp. 15-7).
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economic variables, he hypothesizes that poor historical firm and industry performance
makes a write-off more likely. With regard to financial reporting incentives, he conjec-
tures that a change in top management as well as unexpectedly high (income smoothing)
and low (big bath) earnings will tend to induce a write-off, while the amount written off
will tend to be limited by debt covenant restrictions. In contrast to Francis, Hanna and
Vincent (1996), he finds that the income smoothing variable is a significant explanatory
factor of goodwill write-offs, suggesting that managers record write-offs in an attempt to
smooth their companies’ earnings over time. Since financial reporting incentives play a
more significant role in explaining SFAS 121 write-offs in his study, Segal concludes
that “SFAS No. 142 write downs are more associated with economic variables [than
SFAS No. 121 write-offs] and less associated with reporting incentives.”'*

In a recent working paper that adopts an approach widely similar to the one pusued here,
Beatty and Weber (2004) interpret firms’ adoption of SFAS 142 not so much as a good-
will-related accounting decision but rather as a tradeoff between the timing of expense
recognition and the question where to report an expense item. Consequently, they ab-
stract from goodwill-specific issues relating to SFAS 142 adoption. They find that firms
have incentive to accelerate expense recognition (and secure the benefit of below-the-line
treatment) where debt covenants, bonus plans, or delisting status are affected by goodwill
impairment. Conversely, firms are found to defer expense recognition (and report good-
will impairment within income from continuing operations) where the CEO has been
recently appointed and where a firm’s earnings from continuing operations are highly
priced.

2.4.3.3 Determinants of other goodwill-related financial reporting decisions

As discussed in section 2.3.2.3 above, managers are widely assumed to believe that in-
vestors respond negatively to the future earnings drag from goodwill charges subsequent
to acquisitions.'®” The above-mentioned survey conducted by Gore, Taib and Taylor
(2000) sheds some light on “the effects on management preferences of their beliefs about
revisions in market perceptions of their companies resulting from changes in goodwill
accounting” in a general sense.'”® It documents that the responding U. K. firm managers’
inclination towards different goodwill-related accounting approaches is in part influenced

1% Segal (2003, p. 26).

197 See, for example, Davis (1996, p. 50): “[T]he question is whether the acquirer’s share price will be
affected ... by the big negative impact of goodwill amortization on the bottom line? Many merger par-
ticipants and observers appear to think so.” For further references, see Davis (1996, p. 51).

1% Gore, Taib and Taylor (2000, p. 13).
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by how they expect financial statement users to behave when these different approaches
becoming mandated accounting rules. Again, it must be noted that, since their focus is
not on goodwill write-offs, their findings do not necessarily generalize to the issue fo-
cused on here.'” However, their results do suggest that managers are generally con-
cerned with a potential adverse effect of goodwill-related charges on earnings.”® Cross-
sectional differences in managers’ choices among accepted goodwill-related accounting
rules allow inferences regarding managers’ beliefs pertaining to users’ perception of
goodwill-related accounting decisions. Similarly, management’s beliefs can be inferred
from the way they exercise their goodwill-related financial reporting discretion.

2.4.3.3.1 Influence of goodwill accounting rules on acquisition premiums

The underlying theme of the goodwill debate is that the availability of favorable good-
will-related accounting treatments puts firms at a competitive advantage over firms that
are subject to less beneficial rules. That advantage is argued to translate into a willing-
ness to bid higher in acquisitions. For example, an argument frequently put forward is
that those firms are put at a competitive advantage which either have the option of apply-
ing the pooling method instead of the purchase method or which, when required to use
purchase accounting, can charge any resulting goodwill directly against equity. Firms
domiciled in jurisdictions where purchase accounting is mandatory and goodwill must be
charged against income, then, are viewed to be at a competitive disadvantage. This al-
leged disadvantage refers primarily to the international takeover market. While the ac-
quirer’s determination of purchase price is not strictly an accounting issue, the related

evidence is relevant here and is therefore reviewed in some detail next.2"!

For example, the survey is primarily concerned with what managers believe a mandated accounting
change, not some voluntary goodwill-related accounting decision given a fixed set of rules, will do to
users’ perception of their firm. Also, the authors did not specifically elicit management’s belief re-
garding users’ perception of goodwill write-offs.

To reiterate this point, this does not say anything about the empirical validity of the EMH. However,
it does suggest that managers’ belief in the EMH might not be very strong, and that the occurrence of
earnings management behavior inconsistent with the EMH cannot be ruled out a priori.

200

' The question whether managers are willing to pay for the avoidance of down-the-road goodwill

charges is relevant in its own right, and must be viewed independently of users’ actual reaction to
those, allegedly overpaid, transactions. It calls for a direct analysis of managers’ goodwill-related ac-
counting decisions, which in turn will yield insights into managers’ beliefs and incentives. If empiri-
cal evidence can document that the availability of favorable accounting treatment influences manag-
ers’ willingness to pay, this suggests that the “cosmetic” costs associated with future goodwill charges
are perceived to outweigh the “real” benefits of a lower acquisition price. A related issue is the choice
of payment method. See, for example, Gregory (2000).
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Harris and Ravenscraft (1991), in an analysis of 1,273 acquisitions of U. S. firms by do-
mestic (1,114) and foreign (159) acquirers during the period 1970-87, show that foreign
buyers pay substantially higher purchase prices than U. S. acquirers.”®? They investigate
several explanatory factors, not including, however, the accounting treatment of the ac-
quisition in the acquirer’s financial statements. Since most of these potential determi-
nants (industry characteristics, tax effects, exchange rate levels, and bidder experience)
fail to explain the purchase price difference, there is potential that the accounting treat-
ment is, at least partially, responsible for this effect. Other researchers have tried to ex-
plicitly consider the accounting treatment as an explanatory variable.

Choi and Lee (1991) examine whether national differences in accounting standards on
the treatment of purchased goodwill help explain any differences in merger premiums.2”
In an analysis of 1,160 acquisitions of U. S. firms by domestic (1,056) and U. K. (104)
acquirers announced during the period 1985-89, they find that U. K. firms pay higher
premiums in acquisitions than do U. S. firms, concluding that these “higher premium
differences on the part of U.K. acquirers do appear to be associated with not having to
amortize goodwill to reported earnings.””** In addition, premiums paid by U. K. firms
tend to be more highly associated with goodwill than those paid by U. S. firms. Clinch
(1997) criticizes that Choi and Lee (1991) do “not explicitly specify and test the link be-
tween goodwill accounting and subsequent economic consequences.”””> While the au-
thors do speculate that goodwill-related accounting rules encourage U. S. acquirers to bid
less than U. K acquirers because of possible compensation repercussions of goodwill
206 they do not explicitly test this conjecture,207 e.g. by analyzing the rela-
tion between compensation schemes and merger premiums. Clinch (1997) concludes that
the results of Choi and Lee (1991) are difficult to interpret because the amount of pre-
mium paid might be influenced by several factors, to which the accounting treatment of

amortization,

goodwill might or might not belong.m This point is acknowledged by the authors who

202 See Harris and Ravenscraft (1991, p. 842).

23 Choi and Lee (1991, p. 223) estimate the merger premium as “the difference between the total offer-
ing price quoted on the deal announcement date and the market value of the acquired firm ... prior to
the announcement date”. This measure is different from what is commonly referred to as “acquisition
premium” in accounting, the difference between purchase price and book value of net assets.

24 Choi and Lee (1991, pp. 235-6).
25 Clinch (1997, p. 346).

26 See Choi and Lee (1991, p. 226).
27 See Clinch (1997, p. 347).

208 gee Clinch (1997, p. 346). For example, he cites differences in “the tax treatment of acquired subsidi-
aries” as a possibility.
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note that “[o]ther variables such as strategic considerations may very well account for the

merger premium differences observed.””?%

A follow-up study by Lee and Choi (1992) yields similarly ambiguous results. Lee and
Choi (1992) replicate Choi and Lee’s (1991) analysis for a small sample of German,
Japanese and U. S. acquirers. Again, the firms domiciled in the more “favorable” ac-
counting environment (Germany) pay, on average, higher premiums than those operating
under an accounting system where application of the pooling method is either prohibited
or subject to restrictive criteria, and where goodwill amortization is mandatory. The au-
thors interpret this finding as showing “that goodwill accounting does explain merger
premia.”210 Again, the authors are careful to point out that, while the accounting treat-
ment of goodwill might be an important determinant of the amount of merger premium

paid, other factors, not controlled for in their regression models*!' might be driving this

behavior much more strongly.*'?

Dunne and Ndubizu (1995) further corroborate the notion that “unfavorable” accounting
rules put firms at a competitive disadvantage in the international market for corporate
acquisitions. They study the effect of international differences in accounting treatments
of goodwill on prices paid in acquisitions. Their sample consists of 95 acquisitions of
U. S. firms by foreign bidders from seven different countries during the period 1983-88.
Firms that have the option to write off goodwill directly to reserves apparently transfer
greater wealth to target shareholders than do firms required to amortize goodwill against

earnings.’"?

2.4.3.3.2 Determinants of purchase price allocation decisions

While most of the studies summarized below report evidence from the Asia-Pacific

area,”' the fact that the purchase price allocation process involves considerable discre-

tion is by no means limited to this region.

29 Choi and Lee (1991, p. 236).
219 Lee and Choi (1992, p. 220).

211 Control variables, e.g. industrial affiliations and mode of payment, are presented in Lee and Choi
(1992, pp. 228-9).

22 See Lee and Choi (1992, p. 233), referring to “strategic considerations and cost of capital differ-
ences.”

The authors also investigate the effects of differing tax treatments. As noted in section 2.3.3 above,
Nobes (1996) criticizes Dunne and Ndubizu’s (1995) failure to distinguish between goodwill from
consolidations and other purchased goodwill, because only the latter is deductible for tax purposes.

Goodwill-related rules for Australia and New Zealand are nearly identical. See Dunstan (1999, p. 5).

213

214
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Wong and Wong (2001) investigate the determinants of New Zealandian firms’ account-
ing choices relating to allocating the acquisition price in a business combination to iden-
tifiable assets and goodwill 2" They point out that the presence of accounting-based debt
covenants that restrict the ratio of consolidated debt to consolidated tangible assets is
widely assumed to induce managers to allocate only the smallest possible portion of the
purchase price to goodwill, suggesting a negative relation between leverage (a proxy for
the restrictiveness of the covenant) and acquired goodwill.?'® However, the authors point
out that such relation might also be due to “joint effects between each of these variables
and the firm’s investment opportunity set” represented by assets-in-place and the market-
to-book (MTB) ratio.”!” Their empirical results indicate an “endogenous relation among

1”,218 casting doubt on

the firm’s asset structure, financing policy, and acquired goodwil
whether certain findings in prior research were interpreted correctly as supporting the

debt covenant hypothesis.

Dunstan’s (1999) paper directly addresses the inference problems identified by Wong
and Wong (2001).2" Her analysis “provides insight into the factors that motivate man-
agement’s discretionary accounting policy choices for goodwill.”*** She investigates
“both ex ante and ex post explanations for the accounting treatment .. of goodwill”221 in
163 Australian acquisitions occurring during the period 1988-94. Specifically, she is in-
terested in “the determinants of the decision to proportionately allocate the purchase
price between goodwill and identifiable assets.”**> Her ex ante explanations deal with the
question if, in the absence of any earnings management and due to the acquired invest-
ment opportunity set (i.e., the economic nature of the given acquisition), the portion of
purchase price recorded as goodwill is likely to be higher in some acquisitions than in
others. In contrast, her ex post explanations are intended to clarify how managers are
likely to exercise their discretion within the accepted set of accounting procedures, given
the ex ante restrictions imposed on this discretion. The latter hypotheses include variants

215 gee Wong and Wong (2001, pp. 191-2).
216 gee Wong and Wong (2001, p. 180).

27 Wong and Wong (2001, p. 191).

218 Wong and Wong (2001, p. 191).

2% Dunstan’s (1999, pp. 5-6) paper contains an at-length review of the pre-publication version of Wong
and Wong’s (2001) article.

220 Dunstan (1999, p. 33).
2! Dunstan (1999, p. 2).
22 Dunstan (1999, p. 3).
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of the bonus plan and debt covenant hypotheses.””? In summary, Dunstan (1999) reports
that her overall model explains 8.5% (R?) of the cross-sectional variation in the propor-
tion of purchase price recorded as goodwill. Not all of the individual hypotheses are sup-

d.2* Of the ex post predictions, the debt covenant hypothesis is sustained.” Ac-

porte
cording to the data, managers allocate more of the purchase price to tangible assets (and
less to goodwill) when they operate under debt covenants that restrict the ratio of total
liabilities to total tangible assets.?*® Further, Dunstan (1999) finds a positive indirect rela-
tion between the investment opportunity set of the acquirer, represented by the proportion
of growth options, and goodwill. The rationale is that high growth option firms, due to
their assumed lower leverage (higher relevance of equity financing) and non-existence of
accounting-based compensation plans (higher relevance of market-based performance
measures in compensation schemes), have less incentive to minimize reported good-
will.2

Wines and Ferguson (1993) document firms’ reluctance to incur goodwill amortization
expenses by examining the accounting procedures adopted for goodwill and identifiable
intangible assets by a sample of 150 Australian listed companies over the period 1985-
89. They find that, while goodwill accounting policies tended to converge over that pe-
riod, the opposite seemed to be true of accounting policies for identifiable intangible as-
sets. Increasingly, firms chose, in conflict with then effective GAAP, to recognize and
not amortize identifiable intangible assets, often reclassified from goodwill, allegedly “in
an effort to reduce the impact on reported operating profits of the requirement for the
amortization of goodwill balances.”??8

Grinyer, Russell and Walker (1991) analyze the determinants of the purchase price allo-
cation decision for a sample of 392 U. K. firm years during the period 1982-86. During
that time, U. K. GAAP allowed firms to choose between immediately writing off good-

23 See Dunstan (1999, pp. 14-7). For a detailed explanation of these hypotheses, refer to sections
3.3.2.3.3 and 3.3.2.3.4 below, respectively.

24 See Dunstan (1999, pp. 30-2). The intuitive ex ante prediction that the goodwill proportion would be
positively associated with the level of growth options (versus assets in place) acquired, is supported.
However, this finding does not allow any conclusions as to management’s financial reporting incen-
tives.

5 See Dunstan (1999, pp. 31-2).

26 See Dunstan (1999, p. 14). Apparently, this type of restriction is common in Australian debt cove-
nants. See also Wong and Wong (2001).

27 See Dunstan (1999, pp. 17-8).

28 Wines and Ferguson (1993, p. 104).
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will against reserves versus capitalizing and amortizing it.”*° Due to considerable discre-
tion with regard to purchase price allocation, managers could effectively control the por-
tion of purchase price to be allocated to separable assets and, consequently, to goodwill.
The authors find that firms with high leverage tended to allocate a greater portion of pur-
chase price to separable assets, strengthening their leverage-related balance sheet ra-
tios.?*? Grinyer, Russell and Walker (1991) conclude that the presence of accounting-

based debt covenants influences managers’ purchase price allocation decisions.?"

2.4.3.3.3 Determinants of amortization parameters

Exploiting a unique institutional setting,”*> Day and Hartnett (1999/2000) investigate
“what might motivate the use of differential amortisation methods amongst firms and
whether some sort of cash effect (direct or indirect) might feasibly flow from the [aban-
donment of the inverted-sum-of-years-digits method].”*** The hypotheses draw on the
positive accounting theory introduced in section 3.3.2.3 below. Specifically, the bonus
plan, debt covenant, and political costs hypotheses as well as a contracting efficiency
perspective are proposed.”** The authors find significant differences in the goodwill-
related properties of the nine firms using the inverted-sum-of-years-digits method com-
pared to 38 other firms that do not use deferred amortization methods.”> While the po-
litical costs and debt covenant hypotheses are rejected, goodwill expense and the good-
will asset are significantly larger in firms that use the inverted-sum-of-years-digits

2
d. 36

metho This finding is consistent with predictions from both the bonus plan and con-

tracting efficiency hypotheses, which creates interpretation problems. At best, the data

2% Due to a unique provision in the U. K. Companies Act, firms were able to mitigate the equity-

decreasing effect of the immediate write-off under certain circumstances. Therefore, the immediate
write-off gave firms the opportunity to obtain the favorable income statement effect of no amortiza-
tion without having to incur fully the adverse balance sheet effect of reduced equity reserves.

Conversely, firms that did not face the equity-decreasing consequences of the immediate write-off

alternative tended to allocate a greater portion of purchase price to goodwill.

B! See also the at-length review in Dunstan (1999, pp. 3-5).

The setting is unique insofar as the authors exploit the window of opportunity that opened in Australia
during the first half of the 1990s and closed when Australian accounting regulators banned the con-
troversial inverted-sum-of-years-digits method of goodwill amortization in 1996. This procedure es-
sentially defers most of the goodwill amortization towards the end of the goodwill’s useful life,
thereby minimizing the present value of total goodwill-related charges. The debate is outlined in con-
siderable detail in Day and Hartnett (1999/2000, pp. 195-8). See also Brown (1995).

23 Day and Hartnett (1999/2000, p. 200 [emphasis in original]).

4 See Day and Hartnett (1999/2000, pp. 200-2).
235

232

It must be noted that the small sample size might call into question the economic, if not the statistical,
significance of the results.

36 See Day and Hartnett (1999/2000, pp. 204-8).
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documents that managers, for whatever reason, will defer goodwill-related charges when
it is nearly costless to do so due to a downright choice in applicable accounting guidance.

Hall (1993a) explores the determinants of goodwill amortization period under APB 17 in
a cross-sectional study of 149 firms that reported goodwill amortization in 1985. His
hypotheses also draw on the positive accounting theory introduced in section 3.3.2.3
below. Hall’s (1993a) results indicate that the choice is affected by firm size and by the
proximity of a firm’s accounting data to violating covenant restrictions. Henning and
Shaw (2003) analyze the determinants of goodwill amortization behavior from a different
angle. On a sample of 1,741 acquisitions from 1990-94, they test whether the choice of
amortization period predicts the acquirer’s post-acquisition earnings and, therefore, might
be interpreted as strategic. Their findings suggest that firms with expectations of high
post-acquisition earnings are likely to amortize goodwill more aggressively, presumably
because they can “afford” the earnings dilution caused by shorter amortization periods.

2.4.3.4 Determinants of the purchase/pooling choice

As discussed in section 2.3.2.3 above, it is a common conjecture that managers prefer the
pooling method of accounting for business combinations because under this procedure,
no goodwill is recognized and no future goodwill charges occur. Since the effects of the
purchase/pooling decision mirror the effects of other goodwill-related accounting deci-
sions, it is plausible to assume that determinants of the purchase/pooling choice are also
likely to influence other goodwill-related accounting decisions such as the goodwill
write-offs under SFAS 142. Therefore, empirical findings surrounding the pur-
chase/pooling choice are presented next. Special emphasis is placed on research findings
that document managers’ willingness to bear substantial costs to obtain the pooling
treatment, which indicates that managers perceive this treatment to involve substantial

benefits. 2’

2.4.3.4.1 Factors influencing the purchase/pooling choice

According to Weber (2000), research on the factors associated with the decision to use
the pooling method provides evidence that “man[a]gers use pooling-of-interests to in-
crease future accounting income.”**® This is also the bottom-line of Robinson and
Shane’s (1990) summary of five early studies, reviewed in this section, of “an income

27 See Lys and Vincent (1995, p. 368).
8 Weber (2000, p. 6).
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maximization hypothesis as a decision rule for predicting the acquisition accounting
472

metho
In an early “progress report”, Gagnon (1967) tries to find a predictor for whether a
merger will be accounted for as a purchase or as a pooling, in order to be able to infer the
decision rule that underlies the choice of treatment. Especially, he is interested in distin-
guishing between the income maximization and income smoothing hypotheses.>** Using

241 oecurring in the period 1955-58, he applies dis-

data on “approximately 500 mergers
criminant analysis to infer the separating characteristics of pooling and purchase acquisi-
tions. His results suggest that firms whose future expected earnings are likely to be de-
creased by the future amortization of a high acquisition premium tend towards using the
pooling method.?*? These findings are corroborated in Gagnon’s (1971) later study.
Copeland and Wojdak (1969) discuss Gagnon’s (1967) article and replicate Gagnon’s
study with more current data (1966-1967). They find as well that “firms record mergers
by the method that maximizes reported income”.2*® Anderson and Louderback (1975)
test whether the Copeland and Wojdak (1969) results still hold after APB Opinion 16
restricted the purchase/pooling choice. They compare 114 mergers in the pre-APB Opin-
ion 16 period with 64 transactions taking place after that rule was issued. They conclude
that, although “the two treatments are no longer alternatives” post-APB Opinion 16, “the
lack of significant decline in [pooling transactions] is evidence that managements have
continued to select and ‘follow GAAP’ in a manner consistent with the income
maximizing hypothesis.”**

Crawford (1987) invokes contracting theory to explain the purchase/pooling choice. He
reports results “consistent with the hypothesis that managers consider the effect on their
compensation packages when they choose a merger’s structure ... [but] ... weakly consis-
tent with the hypothesis that merger structure is influenced by the presence of debt cove-

% Robinson and Shane (1990, pp. 26-8).

20 See Gagnon (1967, pp. 191-6).

2 Gagnon (1967, p. 196).

%2 Sapienza (1967) and Wyatt (1967) provide discussions of the Gagnon (1967) paper. Sapienza (1967,
p. 205) argues that the purchase/pooling choice was not actually a choice during the period analyzed,
because “widespread knowledge of the pooling concept was not the case”. Also, he notes that the
pooling method might in some cases have been adopted for tax reasons. Wyatt’s (1967, pp. 211-2)
most notable criticism relates to the notion that the accounting treatment of a given acquisition is de-
termined jointly with other variables of the transaction. Therefore, simulating, as Gagnon (1967) does,
the accounting acquisition premium that would have arisen had a given acquisition been accounted
for as a purchase versus as a pooling, generates potentially irrelevant values.

3 Copeland and Wojdak (1969, p. 195).
24 Anderson and Louderback (1978, p. 343).
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nants” 2** This latter finding is somewhat contrary to the results reported in most of the
other studies described below.

Davis (1990) analyzes 108 pooling and 69 purchase method mergers completed during
the period 1971-82. He finds that “leverage for the purchase method sample ... is signifi-
cantly higher than for the pooling method sample”.2 46 Similar to Aboody, Kasznik and
Williams (2000), Desai et al. (2001) and Ayers, Lefanowicz and Robinson (2000a),*’
this could be interpreted as supportive of the debt covenant hypothesis, since highly lev-
eraged firms have incentive to recognize the asset step-up often occurring under the pur-
chase method, thereby reducing leverage. However, Davis (1990) concludes that “highly
leveraged firms may prefer purchase method accounting to reduce proﬁts.”248 The author
goes on to argue, consistent with the political costs hypothesis, that reduced reported
earnings will also reduce “regulators’ attention”.?** However, it is not made clear why
especially highly leveraged firms should have an interest in escaping regulators’ scru-
tiny.2>°

Dunne (1990) investigates the factors influencing the purchase/pooling choice of 158
acquirers during the period 1983-85. She expects that manager-ownership, accounting-
based compensation, debt covenant, and political cost considerations affect that decision.

2! tend to opt for the income-

Her findings indicate that manager-controlled firms
increasing pooling method.?*> Also, Dunne finds that, “when management chooses be-
tween the two accounting treatments for a business combination, they consider the ac-
counting method’s effect on their compensation.”*** High-debt firms tend to use the pur-

chase method, possibly in an attempt to strengthen their asset bases.?>* Finally, the evi-

25 Crawford (1987, p. 109), as quoted by Robinson and Shane (1990, p. 28).

6 Davis (1990, p. 705).

%7 These studies are reviewed shortly.

8 Davis (1990, p. 708).
2 Davis (1990, p. 696).
20 Usually, firm size is assumed to be positively related to a firm’s exposure to adverse regulation. Refer
to section 3.3.2.3.5 below. This is also acknowledged by the author. See Davis (1990, p. 704). An-
other reported finding is that the relative bargaining strength of the firms engaged in a merger appears
to influence the choice of accounting method to report that merger. According to his results, acquirers
having high bargaining power tend towards using the purchase method. See Davis (1990, p. 696).

' In a manager-controlled firm, management has only a limited stake in the firm’s equity.
22 See Dunne (1990, p. 125).

23 Dunne (1990, p. 126).

24 See Dunne (1990, p. 126).
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dence suggests that “firms with higher earnings may prefer purchase accounting because
2255

of political cost considerations.
Using a case study approach, Lys and Vincent (1995) discuss at length possible motives
of AT&T to obtain pooling treatment for its acquisition of NCR, among others share-
holder communications, debt covenants and bonus plans.?*® They conclude that “AT&T’s
willingness to pay a premium for the pooling-of-interests method of accounting was to
avoid a sustained decrease in EPS because of the importance of investors’ percep-
tions.”?’ The authors find no evidence to suggest that the income-increasing choice was
due to debt covenants, but “cannot dismiss the possibility that the preference was due to
executive compensation”.*®

Aboody, Kasznik and Williams (2000) provide evidence that the purchase/pooling choice
does not appear to be driven by managers’ beliefs regarding investors’ perceptions but
rather by contracting incentives.>*® Specifically, managers subject to accounting earn-
ings-based compensation schemes are more likely than others to incur costs to obtain
pooling treatment for acquisitions, especially where there is a large gap between purchase
price and the target’s net assets that will lead to a future “earnings penalty”. However,
managers rewarded on the basis of their firms’ stock performance do not appear to be
concerned with the allegedly negative accounting effects of the purchase method, sug-
gesting that they do not believe investors to respond negatively to this method. The find-
ings also suggest that firms with high DTE ratios tend towards using the purchase
method, according to the authors because of its favorable balance sheet effects. The au-
thors also find that the likelihood to use pooling decreases in the potential costs of com-
plying with the pooling criteria. With regard to the question of main interest here,
Aboody, Kasznik and Williams’s (2000) findings suggest that, while managers are will-
ing to incur costs to obtain pooling treatment, this is mainly due to contracting considera-
tions and not necessarily to investors being assumed to respond negatively to goodwill

and the accompanying earnings drag.

5 Dunne (1990, p. 127).

2% Refer to Lys and Vincent (1995, pp. 369-74).

BT Lys and Vincent (1995, p. 377 [emphasis in original], pp. 373-4).
8 Lysand Vincent (1995, p. 377).

2% Refer to Aboody, Kasznik and Williams (2000, pp. 283-4).
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Ayers, Lefanowicz and Robinson (2000a) also investigate the factors that influence the
purchase/pooling choice. Results for a sample of 198 stock-for-stock acquisitions260
made during the period 1990-96 suggest that “acquiring firms select their accounting
method to enhance the financial statement presentation of the combined firm”.2*' Spe-
cifically, in transactions where large premiums over acquired net assets are paid, firms
tend towards the pooling method, supposedly in order to avoid the severe “eamings pen-
alty” from future depreciation and amortization. Conversely, where the target firm’s lev-
erage is high, the purchase method tends to be used more frequently, purportedly since it

improves the DTE ratio.?®?

Desai et al. (2001) also report that “acquirers in purchase mergers have higher leverage
relative to pooling acquirers.”*** In addition, their analysis of 129 purchase and 366 pool-
ing mergers completed between 1978 and 1999 documents that the targets in pooling
mergers have superior prior stock and accounting performance. This might suggest that
acquirers that “acquire performance” have incentive to use an income-increasing ac-
counting method to report the acquisition.”® Desai et al. (2001) declare that these “char-
acteristics significantly influence the choice of accounting method in a merger.”mS

Overall, the evidence summarized here is again consistent with the notion that managers
are concerned about the financial statement effects of goodwill-related accounting
decisions. Especially, they fear an erosion of earnings due to future amortization and,
albeit documented less frequently, an increase in financial leverage, possibly due to the

existence of accounting-based debt covenants.

2.4.3.4.2 Managers’ willingness to “purchase” the pooling method

Some of the earlier studies discussed in the previous section have interpreted the pur-
chase/pooling decision as a downright choice. However, when APB Opinion 16 was is-
sued in 1970, the pooling method was made mandatory for transaction that satisfied cer-

tain restrictive — and potentially costly-to-satisfy — criteria.’®® At that time, a costless

290 While 49 of these acquisitions were accounted for under the purchase method, 149 were subjected to

the pooling treatment.
21 Ayers, Lefanowicz and Robinson (2000a, p. 27).
These findings correspond to those reported by Aboody, Kasznik and Williams (2000).

%3 Desai et al. (2001, p. 5).
264

262

Desai et al. (2001, p. 17) use the term “income maximization hypothesis”.
%5 Desai et al. (2001, p. 5).

26 Refer to section 2.3.2.2.1 above.
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“choice” between the two treatments ceased to exist. The fact that the pooling method did
not lose much of its appeal in the aftermath suggests that managers were willing to incur
the pooling costs, possibly because the benefits associated with this favorable accounting
treatment outweighed the costs to meet the pooling criteria. In this section, evidence is
presented, first, on the costs of obtaining pooling treatment and, second, on managers’

willingness to incur these costs.

Davis (1996) notes that application of the pooling method is subject to “12 restrictive
provisions, some of which can be quite difficult and costly to satisfy.”**’ In addition to
direct transaction costs, structuring an acquisition to fulfill these conditions is “likely to
be costly for shareholders because it requires the firm to forego valuable real options”,
such as “the ability to do share repurchases and asset divestures”.?® Moreover, as Desai
et al. (2001) point out, an acquirer’s ability to satisfy the pooling criteria in effect hinged
on the cooperation of the target’s management, which often entailed higher premiums in
pooling mergers.269 Another interesting cost item is pointed out by Gagnon (1967): He
argues that, before APB Opinion 16 specified criteria to govern the purchase/pooling
decision, a company had to “convince both the SEC and its independent [auditors] that
[the pooling] treatment [was] appropriate under the circumstances.””’® Finally, Martinez-
Jerez (2001) argues that the pooling method increases shareholders’ monitoring costs due
to reduced financial statement transparency.”’' Using a case study approach, Lys and
Vincent (1995) give an extensive overview of the incremental costs of pooling in
AT&T’s acquisition of NCR.2”

In view of the substantial costs of meeting the pooling criteria, researchers have argued
that managers’ willingness to incur these costs could be viewed as evidence of their
strong belief in the desirable accounting effects of this method. This belief is highlighted

by the frequently made assertion that several acquisitions were made contingent on the

%7 Davis (1996, p. 51).
28 Martinez-Jerez (2001, p. 6). In a similar vein, Robinson and Shane (1990, p. 29) refer more generally
to “an opportunity cost associated with satisfying one or more APBO No. 16 criteria”.

%9 See Desai et al. (2001, pp. 2-3) and Nathan (1988, p. 187). Unless stated otherwise, “premium” in this
context does not refer to the difference between purchase price and fair value of acquired net assets
(i.e., goodwill plus any fair value increments) but to some market-based measure of the acquirer’s
willingness to pay more than the target’s market value before the market learned of the acquisition
plan.

7% Gagnon (1967, p. 189).

7' See Martinez-Jerez (2001, p. 8). Transparency is reduced because the acquired assets and liabilities
are not adjusted to their fair values but carried over at their book values.

72 See Lys and Vincent (1995, pp. 367-8).
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availability of the pooling treatment.’”* However, the exact nature of these perceived
benefits is open to debate. Nathan (1988) suggests managers’ belief in the mechanistic
hypothesis when he notes: “Managers of acquiring firms will pay to pool if they believe
the market is fooled by the higher net income number. Whether the market actually is
fooled (implying market inefficiency) is an empirical question”.274 However, if managers
are found to “pay to pool” although shareholders consistently penalize this behavior, this
is evidence that managers, acting in a self-interested way, derive private benefits from the
pooling treatment.”” Next, studies on managers’ willingness to incur the pooling costs
are analyzed. Shareholders’ reactions to the purchase/pooling decision are reviewed in
section 2.4.4.4 below.

Evidently, the substantial extra costs of obtaining the pooling treatment are willingly in-
curred by many firms. In their detailed account of AT&T’s acquisition of NCR, Lys and
Vincent (1995) document that AT&T’s management was willing to expend “between $50
and $500 million of corporate assets” for the perceived benefits of pooling.?’®

Desai et al. (2001) analyze whether firms are “willing to ‘pay’ to report higher earnings
even in the absence of any incremental effect on cash flow” for a large sample of stock-
for-stock mergers spanning the period 1978-97.2”” They find no significant association
between the acquisition premium?’® and the choice between the purchase and pooling
methods, after other significant influencing factors of that choice are controlled for.?”?
All this indicates is that managers are not necessarily, on average, willing to incur sig-
nificant costs in the form of a higher merger premium for the ability to use pooling. Simi-
larly, Aboody, Kasznik and Williams’ (2000) conclude that “firms for which the pooling
requirement of no post-acquisition share repurchases appears to be binding ... are less
likely than others to use pooling.”?*® Of course, the notion that the perceived pooling
benefits are likely to be foregone when opportunity costs are higher stands to economic

reason. However, pending further analysis, these results should not be taken as evidence

23 See, for example, Gagnon (1967, p. 189). Empirical evidence on this fact is presented by Nathan
(1988, p. 198).

™ Nathan (1988, p. 187 fn. 2 [emphasis in original]). See also Robinson and Shane (1990, p. 29).

75 See Robinson and Shane (1990, p. 29).

76 Lys and Vincent (1995, p. 373).

7 Desai et al. (2001, p. 2).

78 Desai et al. (2001 p. 11): “Merger (Acquisition) Premium is measured as the target’s matching-firm-
adjusted return ... over two holding periods.”

7% See Desai et al. (2001, p. 5).
0 Aboody, Kasznik and Williams (2000, p. 284).
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that managers believe the accounting choice does not matter to investors. Only, in certain
circumstances they deem the pooling costs to exceed the benefits.

Robinson and Shane (1990) investigate whether benefits derived from the accounting
treatment are reflected in bid premiums for target firms. Their sample consists of 59
pooling and 36 purchase acquisitions occurring during the period 1972-82. They con-
clude that “the acquisitions accounted for as poolings involved higher average bid premia
than the acquisitions accounted for as purchases.” The authors attribute this difference to
the fact that “bidders are willing to pay for benefits derived from accounting method.”
However, pointing to an identification problem, they caution that the difference may be
due to omitted intervening variables that jointly determine bid premia and accounting
method, e.g. the percentage of shares acquired,?®' or to the possibility that “higher bid
premia lead to a higher probability of pooling.”?*? The latter suggestions would contra-
dict the notion that the accounting treatment of a given acquisition is determined before
the transaction actually takes place, and is established jointly with other variables of the
transaction.”®?

In a more recent paper, Ayers, Lefanowicz and Robinson (2000b) document firms’
willingness to pay higher acquisition premiums in mergers accounted for using the
pooling method. They address the identification problem documented above by
“controlling for known economic determinants of acquisition price and differences across
purchase and pooling acquisitions” and report that “on average, firms incur in excess of
$60 million in additional acquisition premiums to structure the average sample
acquisition as a pooling-of-interests.”?%

Nathan (1988) is interested in the impact of APB Opinions 16 and 17 on the purchase
prices paid in stock-for-stock pooling acquisitions in the period 1963-78. While his study
is not exactly an investigation of the purchase/pooling choice (only pooling transactions
are examined), he does contribute insights of relevance here. He predicts that the in-
creased restrictiveness of the pooling criteria brought about by APB Opinion 16 increases
offer prices because the acquirer must secure, certainly at a price, the target’s cooperation
in fulfilling these criteria. In addition, he hypothesizes that the pooling method’s income-
increasing properties induce managers, who are subject to loan covenants and account-

B See also Clinch (1997, p. 347).

22 Robinson and Shane (1990, p. 47 [all quotes]).

5 See Wyatt (1967, pp. 211-2).

24 Ayers, Lefanowicz and Robinson (2000b, p. 30 [both quotes]).
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ing-based compensation contracts, to offer higher premiums285 for larger amounts of po-
tential goodwill that pooling would avoid, a proxy for the accounting benefits of this
method.”*® Linear regression results suggest that the offer premium, contrary to the pre-
diction, is negatively related to the amount of potential goodwill, especially in post-APB
Opinion 16 acquisitions.287 Nathan (1988) draws on arguments advanced by Walkling
and Edmister (1985) to explain his findings:**® First, low-goodwill firms might appear to
be bargain purchases that can be had at not much more than their replacement value,
making them more attractive for bidders. Second, low potential goodwill might be an
indicator of poor management, suggesting to acquirers a high potential for value-
increasing restructuring efforts. Additional tests of the income maximization hypothesis
show that, after APB Opinion 16 prohibited pooling transactions paid for with preferred
stock, the frequency of common-stock pooling acquisitions and not that of preferred-
stock purchase acquisitions increased.?*® Nathan (1988) concludes that management, on
average, preferred incurring the costs of common-stock versus preferred-stock pay-

20 over foregoing the perceived benefits of the income-increasing pooling

ment
method.?*! Overall, the findings seem to indicate that the perceived accounting benefits
derived from the pooling treatment exceed the costs from the dilution of control. How-
ever, the author fails to find substantiation for the hypothesis that higher potential good-

will increases the acquirers’ offer premiums.

Overall, the evidence presented is largely consistent with the assumption that “managers
prefer [the pooling] method and are willing to incur significant costs to avoid the recog-
nition of additional assets and expenses associated with the purchase method” 2%

25 Nathan (1988, p. 187) defines the premium as the “offer price per share minus the target’s

preannouncement share price ... divided by the target’s preannouncement share price”.
See Nathan (1988, p. 188). This relation is expected to be more pronounced after APB Opinion 16
became effective than before.

286

37 Several control variables that have been shown in prior research to be related to the size of offer pre-
mium are included in the models. See Nathan (1988, pp. 188-9).

8 See Nathan (1988, pp. 193-5).

% See Nathan (1988, pp. 195-7).

0 These costs are, in effect, “opportunity cost associated with the dilution of control due to the use of
common stock”. Robinson and Shane (1990, p. 47).

' See Nathan (1988, p. 198).
2 Ayers, Lefanowicz and Robinson (2000b, p. 2).
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2.4.3.5 Managers’ lobbying for goodwill-related accounting rules

A final source of information about managers’ beliefs regarding the stock market effects
of their goodwill-related accounting decisions is their lobbying behavior with financial
accounting standard-setters and other regulatory agencies. It is straightforward to assume
that managers lobby for the accounting rules they consider most beneficial for them >
Any cross-sectional variation in firms’ lobbying behavior is likely to help reveal the de-

terminants of managers’ goodwill-related accounting preferences.

The influence of “political lobbying” on the standard-setting process has interested re-
searchers for a long time. It is frequently argued that several U. S. accounting rules can
only be interpreted as the results of such lobbying taking place.”** As discussed in section
2.3.2.2.1 above, there is a wealth of, mostly anecdotal, evidence that the impairment-only
approach adopted in SFAS 142 is the outcome of political lobbying. It is maintained that
the de facto opportunity to avoid or at least defer goodwill charges resulting from the
abolishment of the goodwill amortization requirement was the political price the FASB
had to pay to compensate firms for the elimination of the pooling method. Dennis R.
Beresford, former chairman of the FASB, documents the extent of political involvement
in standard setting.”*® For example, he notes that Senator Phil Gramm, then chairman of
the responsible Senate committee, personally recommended that an impairment-only
approach to goodwill accounting be required.”’® Furthermore, the SEC Chief Accountant
is cited demanding that the FASB abandon the pooling method because SEC staff
“spends nearly 40 percent of its time dealing with interpreting the complicated pooling
criteria under APB Opinion No. 16.”%°” A representative of the so-called “new economy”
argued strongly in favor of retaining the pooling method, because “[t]he elimination of
pooling will constrain companies from engaging in business combinations that make
sense”.”*® Another claimed that the U. S. “are the premier capital market of the world,

and pooling has no doubt contributed to our