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ABSTRACT

Causes and Consequences of Transitional Goodwill Impairment Losses

Pascale Lapointe, Ph.D.
Concordia University, 2006

This dissertation investigates the causes and consequences of the goodwill
reporting choices made by Canadian firms following the adoption of revised standards on
purchased goodwill in 2002. Standard setters believed that by forcing firms to test
goodwill for impairment every year, its economic value would be better reflected on the
balance sheet, and its reliability and relevance improved. However, critics were worried
that the fair value could not be measured reliably enough to warrant the move towards an
impairment-only approach, they were concerned about the potential for management
interpretation and bias, and they doubted that goodwill impairment losses would provide
timely information to market participants. The empirical analyses contained in this
dissertation are motivated by this debate. First, the dissertation shows that transitional
goodwill impairment losses are associated with managers’ incentives to both overstate
and understate them, after controlling for economic impairment. Furthermore,
independent board of directors and audit committees act as a constraint on Canadian
managers’ transitional goodwill reporting choices to ensure that the economic value of
goodwill is better reflected in financial statements. Second, it is shown that investors
perceive goodwill as an asset, and goodwill impairment losses as sufficiently reliable
measurements of a reduction in the value of goodwill to incorporate them in their
valuation assessments. Lower valuation weights are put on transitional goodwill
impairment losses reported by firms with an independent board of directors while a
higher valuation weight is put on trarsitional goodwill impairment losses recorded by
firms with market value of equity lower than book value. Finally, the dissertation shows
that transitional goodwill impairment losses were impounded in stock prices prior to the
adoption of SFAS 142/Section 3062. Overall, the empirical evidence contained in the
dissertation is consistent with SFAS 142/Section 3062 improving the quality of the
financial information on goodwill provided in the financial statements.
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Chapter 1 — Introduction

This dissertation investigates the causes and consequences of the goodwill
reporting choices made by Canadian managers as a result of the initial application of the
revised standards on purchased goodwill introduced in 2001. After many years of debate,
the Financial Accounting Standards Board (FASB) and the Canadian Accounting
Standards Board (AcSB) simultaneously introduced revised standards on purchased
goodwill in 2001. The new standards (SFAS 142/Section 3062) eliminate goodwill
amortization. They require that goodwill be subjected to a transitional impairment test in-
the adoption year as well as to annual impairment tests in subsequent years. For
accounting purposes, goodwill is “the excess of the cost of an acquired enterprise over
the net of the amounts assigned to assets acquired and liabilities assumed” (3062.05).
Many factors such as expected synergies with the target, growth, the use of cash to
finance the acquisition, the presence of a hostile target and the presence. of multiple
bidders influence acquirers’ willingness to pay a purchase premium (André et al., 2000).
An impairment of goodwill occurs when any of these factors proves to be unjustified and
the fair value of goodWill decreases below its book value following the acquisition.

Standard setters believed that by forcing firms to systematically re-evaluate the
fair value of goodwill each year the underlying economic value of goodwill would be
better reflected on the balance sheet. However, significant controversy surrounded the
adobtion of SFAS 142/Section 3062. First, critics were worried that the fair value of
goodwill could not be measured reliably enough to produce a relevant goodwill figure
and warrant the move towards an impairment-only approach (e.g. Herz et al., 2001).

Second, they were concerned about the potential for management interpretation,



judgment and bias both at the time of a merger and in future periods, and the lack of
public information at the reporting unit level necessary to unravel managerial discretion
(e.g. Massoud and Raiborn, 2003). Finally, because 1) TGILs are catch-up adjustments
to reflect the cumulative effect of using the impairment approach for accounting purposes
for the first time; and 2) changes in the economic value of goodwill are typically
incorporated in equity market values as they occur, it was uncleér whether goodwill
impairment losses could provide any timely information to market participants. The
empirical analyses contained in this dissertation are motivated by this debate.

The first objective of this dissertation is to use a real-life transaction, the
acquisition of Vidéotron by Quebecor Media in 2000, to illustrate 1) how the
circumstances and characteristics of a transaction influence the value of goodwill at the
acquisition; 2) the impact of the adoption of SFAS 142/Section 3062 on previously
recognized goodwill; and 3) the set of information available to external financial
statement users to try and assess the fair value of goodwill and the reasonableness of
recognized TGILs. My analysis reveals that the seven month bidding war between
Rogers and Quebecor Media resulted in Quebecor Media paying a purchase premium
representing more than 90% of the purchase price. Despite indications that the value of
goodwill could be impaired, no impairment loss was booked by Quebecor on December
31, 2001. Rather, it was the adoption of Section 3062 on January 1, 2002 that triggered
the recognition of a transitional goodwill impairment loss of 1,960.0 million dollars or
42.6% of the remaining balance of goodwill. When 1 use the information available to try
and assess the reasonableness of the reported loss, I obtain an estimated transitional

goodwill impairment loss that is lower than the reported loss. However, because of the



limitations imposed by the absence of detailed information on the method(s) and inputs
used by Quebecor to assess the fair value of its segments, net assets and goodwill, I am
unable to reconcile the observed difference.

The second objective of this dissertation is to investigate whether and why
managers make use of the available discretion to influence the magnitude of TGILs and
the constraints they face in doing so. Canadian standards on purchased goodwill diverge
from American standards in that TGILs are charged to opening retained earnings rather
than net income. Equity recognition is of particular interest because it generates
conflicting incentives for managers who have the unique opportunity to protect their
future operating earnings by maximizing the TGIL (i.e. taking a bath) but must at the
same time take into consideration the negative impact that the TGIL can have on the
quality of their balance sheet and on the future cash flow expectations of market
participants. Consistent with the existence of this conflict, the empirical results show that
TGILs are associated with managers’ incentives to both overstate and understate them.
The results also show that independent board of directors and independent and financially
competent audit committees act as a constraint on Canadian managers’ transitional
goodwill reporting choices to ensure that the economic value of goodwill is properly
reflected in financial statements.

The third objective of this dissertation is to investigate whether the combined
effects of identified reliability problems are sufficient to render the TGILs valuation
irrelevant, and to explore the effect of reduced opportunities for management discretion
and information asymmetry on the value-relevance of TGILs. To investigate whether

reliability issues arising from the nature of the goodwill asset, inherent limitations of



valuation models and managerial discretion are sufﬁcient to render goodwill and
goodwill impairment losses valuation irrelevant, I test for the relation between share
price/market value, and goodwill, TGILs and AGILs recorded in the year in which the
transitional goodwill impairment test is completed. I find a significant positive relation
between reported goodwill, TGILs and AGILs, and share price (TGILs and AGILs are
expressed as negative numbers). This result is consistent with investors perceiving
goodwill as an asset, and TGILs and AGILs as sufficiently reliable measurements of a
reduction in the value of goodwill to be incorporated by thern in their valuation
assessments.

I explore the effect of reduced opportunities for management discretion and
information asymmetry on the value-relevance of TGILs by examining whether investors
put a different valuation weight on TGILs reported by 1) firms with a majority of
independent directors on the board and an independenf chairman; 2) firms with market
value of equity lower than book value (i.e. firms that are expected to record a TGIL); 3)
firms with better goodwill disclosure; and 4) firms that disclose changes in the carrying
amount of goodwill for each reporting unit or segment. I find that investors put a lower
valuation weight on TGILs reported by firms with an independent board of directors and
a highér valuation weight on TGILs recorded by firms with market value of equity lower
than book value. However, I do not find any evidence of investors putting a different
valuation weight on TGILs reported by firms with better goodwill disclosure or firms that
disclose the reporting unit allocation of goodwill.

Finally, the fourth objective of this dissertation is to investigate the timeliness of

reported AGILs and TGILs. The timeliness of annual and transitional goodwill



impairment losses is tested by examining their association with past and
contemporaneous stock returns. If decreases in the value of goodwill were incorporated
in equity market values as they occurred and TGILs only represent catch-up adjustments
to reflect the cumulative effect of using the impairment approach for accounting purposes
for the first time, then returns should lead TGILs. If TGILs also provide new information
to the market, I should observe a positive association between TGILs and adoption year
returns as well. Finally, if the market was completely unaware of the existence of the
impairment and did not anticipate the loss, I should observe no association between
TGILs and prior year returns and a positive association between TGILs and adoption year
returns. Results suggest that TGILs only represent catch-up adjustments to reflect the
cumulative effect of using the impairment approach for accounting purposes for the first
time. If AGILs only represent the adoption year portion of goodwill impairment, then
there should be a positive association between AGILs and adoption year returns, and no
association between AGILs and prior year returns. However, if reliability concerns with
respect to the measurement of goodwill impairment losses result in the del‘ayed
recognition of TGILs as AGILs, then I could also observe a positive association between
AGILs and prior year returns. Results show a positive and significant association
between prior and adoption year returns and AGILs.

The results of this dissertation have several implications for standard setters and
regulators. First, my analysis of the Vidéotron transaction shows that reliability issues
caﬁ significantly affect both the reported transitional goodwill impairment loss and
financial statement users’ expectation of the amount to be reported. It demonstrates how

the absence of public information at the reporting unit level and the lack of disclosure



requirements on the methods and inputs used fo value goodwill can facilitate managerial
opportunism and limit financial statement users’ ability to assess the reasonableness of
reported goodwill impairment losses. Second, the observed associations between
reported TGILs and reporting incentives and disincentives mean that consistent with
criticisms of the standards, the impairment approach has not been entirely successful in
forcing firms to be more transparent with respect to the underlying economic value of
goodwill. Nevertheless, the results demonétrate that reliability concerns with respect to
measurement of the fair value of goodwill arising from measurement error and
management discretion are not sufficient to render goodwill impairment losses valuation
irrelevant. Third, the results illustrate the role played by accounting in aggregating
available financial information and the ability of market participants to impound declines
in the value of goodwill in prices prior to the recognition of goodwill impairment losses
in the financial statements. The adoption of SFAS 142/Section 3062 led to the
recognition of transitional goodwill impairment losses that were already impounded in
stock prices prior to the adoption year. However, reliability concerns with respect to the
measurement of the transitional loss also seerﬁ to have resulted in a partially delayed
recognition of TGILs as AGILs. This suggests that the adoption of Section 3062 is
likely to improve the timeliness of goodwill impairment losses by forcing firms to test
goodwill for impairment every year. Finally, the results support the move towards a
rules-based approach to corporate governance by demonstrating that independent
directors can make a difference in constraining managerial opportunism.

This dissertation contributes to the accounting literature in at least two ways. First,

it provides new evidence on whether those accounting choices that do not affect net



income are influenced by managers’ reporting incentives. To the best of my knowledge,
whether and how eqpity recognition affects managerial incentives is an empirical
question that remains unanswered. Understanding managers’ reporting choices in the
context of equity recognition is important because it is likely to become more prevalent in
future years. In May 2005, the FASB issued SFAS 154 entitled “Accounting Changes
and Error Corrections” that harmonizes Canadian and American standards and require
that the cumulative effect of a change in accounting principles be charged to opening
retained earnings in the United States as well. Second, the dissertation contributes to the
literature interested in the value-relevance of fair value measurements by providing
evidence on the reliability, value-relevance and timeliness of the financial information on
goodwill provided to the market after the adoption of SFAS 142/Section 3062. The
empirical analyses contained in this dissertation go beyond traditional value-relevance
studies to examine the effect of reduced opportunities for management discretion and
information asymmetry on the value-relevance of TGILs.

The rest of the dissertation is organized as follows. Chapter 2 analyzes the
acquisition of Vidéotron by Quebecor Media. Chapter 3 investigates the economic
determinants, reporting incentives and constraints of reported TGILs. Chapter 4 studies
the value-relevance and timeliness of reported TGILs. Chapter 5 discusses the results.

Finally, Chapter 6 concludes.



Chapter 2 — Background Information and Illustration

2.1 Introduction

After many years of debate, the Financial Accounting Standards Board (FASB)
and the Canadian Accounting Standards Board (AcSB) simultaneously introduced
revised standards on purchased goodwill in 2001. The new stmd&ds (SFAS 142/Section
3062) eliminate goodwill amortization. They require that goodwill be subjected to a
transitional impairment test in the adoption year as well as to annual impairment tests in
subsequent years. For accounting purposes, goodwill is “the excess of the cost of an
acquired enterprise over the net of the amounts assigned to assets acquired and liabilities
assumed” (3062.05). Many factors such as expected synergies with the target, growth,
the use of cash to finance the acquisition, the presence of a hostile target and the presence
of multiple bidders influence acquirers’ willingness to pay a purchase premium (André et
al., 2000). An impairment of goodwill occurs whc;n any of these factors proves to be
unjustified and the fair value of goodwill decreases below its book value following the
acquisition.

Prior to the adoption of SFAS 142/Section 3062, goodwill impairment losses were
fairly infrequent. Accounting standards did not require firms to test goodwill for
impairment on a regular basis and the impairment threshold was based on the net
recoverable value of goodwill rather than its fair value. In addition, the adoption of
SFAS 142/Section 3062 followed the most important mergers and acquisitions wave
since the 60’s. The 90’s wave was characterized by significant purchase premiums
resulting from the bull market being paid and an intense competition between bidders,

and followed by underwhelming performance from the combined entities and the market



crash of 2000 (e.g. L’Her and Magnan, 2000; Henry and Jespersen, 2002). Consequently,
the adoption of SFAS 142/Section 3062 was expected to trigger the recognition of
significant unrecognized goodwill impairment losses.

Despite the potential Beneﬁts of forcing firms to test goodwill for impairment
upon the adoption of SFAS 142/Section 3062 and in every following year to better reflect
the economic value of goodwill in their financial statements, significant controversy
surrounded the adoption of SFAS 142/Section 3062. Critics were worriéd that the fair
value of goodwill could not be measured reliably enough to produce a relevant goodwill
figure and warrant the move towards an impairment-only approach (e.g. Herz et al.,
2001). They were concerned about the potential for management interpretation,
judgment and bias both at the time of a merger and in future periods as well as the lack of
public information at the reporting unit level necessary to unravel managerial discretion.

This chapter uses the acquisition of Vidéotron by Quebecor Media in 2000 to
illustrate 1) how the circumstances and characteristics of a transaction influence the value
of goodwill at the acquisition date; 2) the impact of the adoption of SFAS 142/Section
3062 on previously recognized goodwill; and 3) the set of information available to
external financial statement users to try and assess the fair value of goodwill and the
reasonableness of recognized goodwill impairment losses. I choose this transaction »
because it was highly publicized, it was one of the largest deals of 2000 and it resulted in
one of the most significant transitional goodwill impairment losses booked in Canada.
The fact that it was almost entirely allocated to a single reporting unit that was created
following the acquisition also makes it easier to gather the information necessary to track

the value of the goodwill generated by the acquisition itself.



My analysis reveals that the seven month bidding war between Rogers and
Quebecor Media resulted in Quebecor Media paying a purchase premium representing
more than 90% of the aquisition price. Despite indications that the value of goodwill
could be impaired, no impairment loss was booked by Quebecor on December 31, 2001.
Rather, it was the adoption of Section 3062 on January 1, 2002 that triggered the
recognition of a transitional goodwill impairment loss of 1,960.0 million dollars or 42.6%
of the remaining balance of goodwill. When I use the information available to try and
assess the reasonableness of the reported loss, I obtain an estimat¢d transitional goodwill
impairment loss lower than the reported loss. However, because of the limitations
imposed by the absence of detailed information on the method(s) and inputs used by
Quebecor to assess the fair value of its segments, net assets, and goodwill, I am unable to
reconcile the observed difference.

Overall, my analysis demonstrates how the absence of public information at the
reporting unit level and the lack of disclosure requi'rements on the methods and inputs
used to value goodwill can facilitate managerial opportunism and limit financial
statement users’ ability to assess the reasonableness of reported goodwill impairment
losses. This chapter is important because it helps in understanding the costs and benefits
of the impairment-lonly approach to accounting for goodwill. It also helps in motivating
the empirical analyses contained in the next two chapters.

The rest of this chapter is organized as follows. Section 2 summarizes the
recommendations of SFAS 142/Section 3062. Section 3 describes the seven month battle
that surrounded the acquisition of Vidéotron by Quebecor Media as well as the way in

which Quebecor accounted for the goodwill generated by the acquisition. Section 4 uses
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the Vidéotron example to illustrate criticisms of SFAS 142/Section 3062. Section 5

concludes.

2.2 Accountihg for Goodwill

Before the introduction of SFAS 142/Section 3062, firms were required to
amortize goodwill over a period not exceeding forty years. They were asked to compare
the book value of their gc;odwill to its net recoverable value if they had any indication
that the undiscounted future cash flows generated by the subsidiary to which the goodwill
was attributed could be significantly and permanently reduced (SFAS 121 and Section
1580). The resulting impairment loss was charged to net income, most often as an
unusual item. Thus, the timing, measurement and presentation of goodwill write-offs
could easily be managed: goodwill write-offs were fairly rare, they were usually
substantial and they were most often recorded when firms were experiencing financial
difficulties or entering important restructurings (Elliott and Shaw, 1988; Francis et al.,
1996).

The decision to review existing standards on business combinations and
purchased goodwill was made concurrently by the FASB and the AcSB in 1999'. A first
exposure-draft eliminating the pooling of interests method and reducing the maximum
amortization period of goodwill to twenty years was then published. Most of the
reactions to the exposure-draft focused on the elimination of the pooling of interests

method. Nevertheless, when the revised exposure-draft was published in 2001, it

! The project on business combinations was added to the FASB’s agenda in 1996. A G4+1 (Australia, New
Zealand, United Kingdom, United States, Canada and the International Accounting Standards Board)
position paper was developed in 1998. However, the joint Canada-United States project only formally took
form in 1999.
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primarily addressed accounting for goodwill without significant changes to pooling.
Mainly, it suggested that goodwill amortization be eliminated and replaced by an
impairment-only approach. SFAS 142/Section 3062 was issued in June 2001, with few
changes from the second exposure-draft.

SFAS 142/Section 3062 1) eliminates goodwill amortization and 2) requires that a
two-step impairment test be performed on goodwill at the same date every year. The
ultimate objective of the impairment test is to compare the fair value of goodwill for each
reporting unit with its book value as if it were acquired again every year. Before
conducting the impairment test for the first time, firms have to entirely allocate their
goodwill balance between their different reporting units. Once this is done, the fair value
of each reporting unit is compared to its book value. If there is excess fair value, there is
no need to go further and the conclusion of the test (no impairment necessary) is
disclosed in the notes to the financial statements. Conversely, if there is excess book
value, the fair value of the reporting unit is compared to the fair value of net assets
excluding goodwill to obtain the fair value of goodwill. The fair value of goodwill is
then compared with its book value and any excess is recorded as an impairment loss (see
Figure 1 and Appendix A for an example).

The provisions of SFAS 142/Section 3062 came into effect on January 1, 2002.
They apply to financial years starting on or after this date although early adoption is
allowed for firms with a fiscal year beginning on or after April 1, 2001, provided the first
interim period financial statements have not been previously issued. A first transitional
impairment test must be conducted before the end of the second quarter of the adoption

year to retroactively apply the change in accounting policy. The amounts used in the
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transitional goodwill impairment test are measured as of the beginning of the year the
new standard is initially applied to capture the loss in value that is attributable to past
events. As a result, the TGIL recorded represents the cumulative effect of the change in
accounting policy. In the United States, the transitional loss is charged to the income
statement. In Canada, it is charged to opening retained earnings, without any restatement
of the prior periods. In contrast, annual impairment losses are charged to income from

operations in both countries.

2.3  The Vidéotron Transaction
2.3.1 The Battle over Vidéotron

The battle to buy Vidéotron starts on February 7, 2000. Rogers Communications
Inc. and Le Groupe Vidéotron Ltée announce that day that they agreed to merge their two
companies through a share exchange. Pending approvals, each Vidéotron share is to be
exchanged for 0.925 Non-Voting Class B Shares of Rogers, for a total deal value of 5.6
billion dollars. TVA Group is not included in the transaction. TVA holdings are to be
distributed to Vidéotron shareholders prior to the exchange so that the control of TVA
Group remains unchanged. On February 14, 2000, the two companies announce that the
definitive merger agreement has been executed and that the merger is expected to be
completed by April, 2000. The merger agreement prohibits Vidéotron from soliciting
any competing offers and gives Rogers the right to increase its offer to match any

unsolicited offer having a higher value. If Vidéotron decides to terminate the agreement
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under certain undisclosed circumstances, it is required to pay a 2§ per share termination
fee based on the fully diluted number of shares to Rogers’.

Rogers’ main motivation to merge with Vidéotron is to be able to compete with
communications giant Bell Canada. At that time, the feeling is that Vidéotron is the only
real threat to Bell Canada because of the soon to be launched technology for delivering
voice over cable. Ted Rogers, CEO of Rogers, describes the merger as follows:
“Through this agreement we plan to offer our customers and Vidéotron’s the benefits of
bundling; combining cable, telephony and video services with publications and wireless
product, as well as the benefits stemming from our alliances with AT&T, Microsoft and
British Telecom.” The deal would indeed create Canada’s largest cable company with 3.7
million customers, 260,000 high-speed Internet users and 5.6 billion in revenue and
operating income for 2000 (Tedesco, 2000).

The same day Rogers and Vidéotron announce they signed a definitive mergef
agreement, Jean-Claude Scraire, the head of the Caisse de Dépot et Placement du Québec
(CDPQ), announces that “the transaction is not over” and fhat he needs to take a second
look at the merger before approving it. The CDPQ is allowed to do so under a private
shareholders’ agreement signed with the Chagnon family (the controlling shareholders of
Vidéotron) and giving them the power to block a change of control at Videotron and the
sale of company assets. Mr. Scraire says he is mainly concerned about the fate of TVA
Group Inc., Quebec’s largest French-language television network. He wants more details

about how the spin-off is going to proceed and to be able to increase the CDPQ’s stake in

? The material change report describing the merger agreement is available on www.sedar.com. The
complete URL is:

htp://www.sedar.com/csfsprod/datal 7/filings/00239439/00000001/e%3A%SCDOCUMENT%5C2901 -
001%35Cmecr-fe00%SCMATCHRS.pdf
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TVA. The CDPQ goes to court on March 24 and gains a temporary injunction preventing
Vidéotron’s shareholders from voting on the merger offer. The search for a better offer
starts, despite the terms of the definitive agreement (Broadcaster, February 2000).

On March 27, 2000, Quebecor and the CDPQ énnounce a joint 5.88 billion hostile
takeover bid (or 49$ a share) for Vidéotron, including TVA. However, Quebecor
specifies that it will not make a formal offer until the Chagnon family terminates its
support of the Rogers bid. The competing bid fuels intense debate. CEO Claude
Chagnon rejects the offer, calling it inadequate. Vidéotron’s shareholders are accusing
the CDPQ of acting in bad faith and twisting facts, reminding them that their two
representétives on the board first voted in favour of the Rogers proposal. The business
press perceives that Rogers’ friendly takeover bid is being twisted into a “political war
of wills”. Analysts interpret the situation as living proof that the CDPQ is motivated by
Quebec nationalism as much as shareholder value (Broadcaster, April 2000; O’Brien,
2000).

Rogers extends the deadline of its bid and the court battle continues. The
Chagnon family asks the court to examine the contentious shareholder agreement to
decide whether it constitutes a veto. Court hearings are due to start in June. They are
delayed to September after the Chagnons accuse the CDPQ of withholding key legal
documents (Cablecaster, July 2000).

On August 9, 2000, Quebecor and the CDPQ announce a revised all-cash offer of
458§ per share for a total deal value of 4.9 billion dollars. The details of the offer are
made public. A new private company, Quebecor Media, is to be formed to own

Vidéotron. Quebecor is to invest 1.035 billion cash and to transfer its investments in
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NURUN, Sun Media Corporation as well as all of the assets held by Quebecor New
Media while the CDPQ agrees to invest 2.2 billion cash and its shareholdings in
Vidéotron. If the transaction is concluded, Quebecor and the CDPQ will hold 54.7% and
45.3% of the common shares of Quebecor Media, respectively. The offer has two
coﬁditions: 1) that the payment of the 241 million break-up fee to Rogers be delayed; and
2) that Quebecor be able to escape the transaction in the event of a “material adverse
setback™ to its assets (Cablecaster, September 2000).

Vidéotron’s board qualifies the offer as attractive, but refuses to make a
recommendation because of the two conditions. Nevertheless, negotiations befween
Vidéotron, Quebecor Media and Rogers are rumoured to be taking place behind the
scenes. The battle ends on September 12, 2000 when Quebecor Media agrees to
withdraw the two conditions. Vidéotron’s board approves a deal under which Rogers
withdraws its bid and collects the 241 million break-up fee, and the acquisition by
Quebecor Media can go through. The acquisition is completed on October 23, 2000. All
court actions are halted. Vidéotron’s shares stop being traded on December 4, 2000
(Cablecaster, October 2000). Table 1 summarizes the key moments of the battle.

{Insert Table 1 here}

2.3.2 Accounting for the Acquisition

Because Quebecor Media is a private company, details on the accounting
treatment of the transaction by Quebecor Media must be traced to Quebecor Inc.’s
consolidated financial statements. According to Quebecor’s financial statements for the

year ended December 31, 2000, the final purchase price for Vidéotron is 5,274.7 million
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dollars, settled in cash. The acquisition is not consolidated at this point in time because
the CRTC must approve the transaction for Quebecor Media to gain control of Vidéotron.
Rather, it is accounted for using the equity method. Given the magnitude of the
transaction, the purchase price allocation has yet to be finalized.

The CRTC’s approval is gained in May 2001 for Vidéotron and September 2001
for Groupe TVA. Thus, Vidéotron is consolidated into Quebecor’s financial statements
for the first time for the quarter ended June 30, 2001 and Groupe TVA is consolidated
into Quebecor’s financial statements for the first time for the quarter ended September 30,
2001. A new segment, Cable Television, is created for Vidéotron while TVA joins the
Broadcasting segment. 4,840.0 million dollars or 91.8% of the purchase price is

allocated to goodwill. The remaining purchase price is allocated as follows:

Cable
Television Broadeasting
segment segment Toral
Assets

Current non-cash operating assets 3 96.9 $ 1778 $ 2747
Portfolio invesiment 26 10.6 132
Property, plant and equipment 1.219.9 84.0 1,303.9
Licenses - 69.9 69.9
Future income taxes ' 5309 43 352
Deferred charges 67.4 43 71.7
Goodwill 4.668.3 1717 4.840.0
6.106.0 3226 6.628.6

Liabilities '
Current non-cash operanng liabilities 2433 1431 386.4
Long-term debt 9633 539 1.017.2
Furure income taxes 2283 36.2 264.5
Non-controlling interests 23 101.1 103.6
14374 3343 17717
Net assets 5 46686 S 188.3 $ 48369
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Because the acquisition is completed before June 30, 2001, in accordance with
Section 3062°s provisions, goodwill is amortized for the year ended December 31, 2001.
Quebecor’s summary of significant accounting policies further states that “when
circumstances or events indicate a possible decline in the net recoverable amount for
goodwill, an evaluation, on an undisc_:ounted basis, of the future expected cash flows
related to the plants or products which gave rise to the goodwill is undertaken. As the
case may be, the carrying amount of goodwill is then reduced.’” No write-down of

Vidéotron’s goodwill is recorded for the year ended December 31, 2001.

2.3.3 Accounting for Goodwill upon Adoption of Section 3062

Quebecor is required to apply Section 3062 for the first time on January 1, 2002
i.e. less than a year after the Vidéotron acquisition is consolidated in its financial
statements. In accordance with Section 3062’s requirements, before completing the
transitional goodwill impairment test, Quebecor must 1) determine whether there aré any
intangible assets previously recognized as goodwill that meet the recognition criteria in
paragraph 1581.48 and need to be reclassified as such; and 2) allocate the opening
balance of its goodwill figure between its different reporting units®. A reporting unit is
defined as an asset group that constitutes a business for Which discrete financial
information is available. It can be a segment, or one level below. It is suggested that the

details of the allocation be disclosed.

3 Quebecor’s consolidated financial statements are available at www.sedar.com.

* Paragraph 1581.48 states that an intangible asset should be recognized apart from goodwill when the asset
results from contractual or other legal rights OR the asset is capable of being separated or divided from the
acquired enterprise and sold, transferred, licensed, rented or exchanged. Otherwise, it should be included
in the amount recognized as goodwill.
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Quebecor’s consolidated financial statements for the quarter ended March 31,
2002 show that no amount previously recognized as goodwill is reclassified to intangible
assets. Quebecor chooses to test goodwill at the segment level. In accordance with the
purchase pﬁce allocation, 96.8% of the goodwill generated by the Vidéotron acquisition
is allocated to tﬁe Cable Television segment. The rest is allocated to the Broadcasting

segment. Note 6 to the financial statements shows the following allocation:

For the quarter ended March 31, 2002, the changes in the carrying amounts of the goodwill are

as follows:
Goodwill

Balance as at acquired Write-off Balance as at

January 31, during during Translation March 31,

2002 the period the period  adjustments 2002
Printing $ 39782 S 1.4 $ - $ (33) % 39763
Cable Television 46042 - - 46042
Newspapers 1.001.8 - - - 1,001.8
Broadcasting 164.3 - - - 164.3
Leisure and Entertainment g8.4 - - - 98.4
Business Telecommunications 2734 - - - 2734
Web Integration/Technology 29.2 - {8.9) 0.1 20.4
internetPortals 70.58 - - - 705
Total S 10,2200 S 1.4 $ (8.9 $ {32) $ 10,2093

Quebecor is required to complete the transitional goodwill impairment test before
the end of the year ended December 31, 2002. The first step of the test must be
completed before the end of the quarter ended June 30, 2002. If the first step indicates
that the fair value of the reporting unit is lower than its book value, the. second step must
be completed as soon as possible, and no later than December 31, 2002. Quebecor
discloses the following information with respect to the progress of the transitional

goodwill impairment test in its consolidated financial statements for the quarter ended

March 31, 2002:
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Within the end of the 2002 second quarter, the Company will complete the first impairment
step for each reporting unit, in accordance with the new requirements of Section 3062, except
for the first and second impairment test for Mindready Solutions Inc. which was completed as
at January 1, 2002. A portion of the goodwill atiributed to the Cable Television segment
within the acquisition of Groupe Vidéotron might be impaired in 2002. As per management's
estimates and assumptions, the impairment might amount between $1.5 and $2.0 billion or
between $0.8 and $1.1 billion, net of non-controlling interest.

The transitional goodwill impairment test is completed by the end of the quarter
ended June 30, 2002. A total transitional goodwill impairment loss of 2,192.2 million
dollars is recorded, 1,960.0 million of which relates to the Cable Television segment.
Opening retained earnings are reduced by 1,189.9 million dollars, net of non-controlling
interest of 1,002.3 million dollars:

In accordance with the transitional provision of Section 3062, an impairment loss resulting form
the first application of the recommendations, is recognized as the effect of a change in
accounting policy and charged to opening retained earnings, without restatement of prior
periods. During the three-month period ended June 30, 2002, the Company recorded an
estimated goodwill impairment loss for each of its reporting units having a carrying amount
exceeding its fair value. Accordingly, the opening balance of goodwill was reduced by $2,192.2
million and opening retained earnings were reduced by $1,189.9 million, net of non-controlling
interest of $1,002.3 million.

Balance as at

January 1,2002  Restatement due Balance as at

as previously to a change in January 1, 2002

reporied  accounting policy as restated

Printing S 3,978.2 $ - 3 3.378.2
Cable Television 46042 {1.960.0) 2,644.2
Newspapers 1,001.8 - 1.001.8
Broadcasting 164.3 - 164.3
Leisure and Entertainment 98.4 - 98 .4
Business Telecommunications 273.4 {174.4) 99.0
Web Integration/Technology 292 (20.4) 8.8
Internet/Portals 70.5 (37.4) 33.1
Total S 10,220.0 $ (2.192.2) $ 8.027.8
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24  Discussion

The net transitional goodwill impairment loss of 1,189.9 million dollars booked
by Quebecor represents 54.6% of the opening balance of retained earnings as at January 1,
2002. There are a number of reasons to expect the write-down. Quebecor Media pays
$45 a share for those Vidéotron shares that are not already owned by the CDPQ when the
closing price of the shares on the last trading day prior to the announcement of the offer
is 33.208%, i.e. a premium of 35.5%. Although Quebecor and the CDPQ justify the
premium paid with the strong potential for growth of Quebecor Media, for many
observers it is mostly due to the bidding war between Rogers and Quebecor Media and
the desire to keep Vidéotron in Quebec’. The $45 price represents a multiple of 18 to 20
times the EBITDA, much higher than the historical multiple of 13 to 15 for the cable
sector and the average multiple of 12.1 for Canadian cable companies (Silva et al., 2001
and Deloitte and Touche, 2002). The acquisition is made shortly after the bubble burst of
March 2000, at a moment where the media and Internet industries are suffering from a
significant slowdown. Between the acquisition date and the consolidation date,
Vidéotron is barely breaking even (see income statement below). Between the
consolidation date and December 31, 2001, Vidéotron earns revenues of 476.5 million
dollars, and its operating income before financial expenses, reserve for restructuring of
operations and other special charges, write-down of goodwill, gains on sale of business,
shares of a subsidiary and a portfolio investment, and gains on dilution between the
consolidation date and December 31, 2001 is 82.9 million dollars, i.e. probably close to

the same on a net basis. Finally, the acquisition is followed by a 110 million dollar cut on

> The press release is available on www.sedar.com. The complete URL is:
http://www.sedar.convcsfsprod/data20/filings/00290812/00000001 /d%3A%S5CClients%5Cgbcor%5Cvdoo
%5 Cmerpt%35Cnew%5Cpren.PDF .
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Vidéotron’s operating budget and over 110 layoffs, most of which coming from the

promising IP telephony division (Cablecaster, January 2001).

2001 2000
Revenues 3 463.1 s 211
Operating expenses 3333 1512
Amortization 43.8 247
Financial expenses 29.8 14.1
income before income taxes 50.2 211
Income taxes {credit)’ 218 {75)
28.4 286
Non-controlling interest {4.4) 4.0}
Income before amortization of goodwill 24.0 246
Amortization of goodwall, net of non-controlling interest ' (41.5) (24.3)
Net {loss) income and equity {loss) income from non-consolidated subsidiaries $ {17.5) 5 0.3

To the extent that all of these facts are known on December 31, 2001, it seems
really surprising that no write-down of goodwill is deemed necessary in the financial
statements for the year ended December 31, 2001. From that point of view, it would
seem that by forcing Quebecor to perform a goodwill impairment test and lowering the
impairment threshold, Section 3062 is effective in triggering the recognition of the
existing unrecognized impairment. loss. Nevertheless, consistent with criticisms of SFAS
142/Section 3062, very limited financial information at the reporting unit level is publicly
available to help us make an external appraisal of the fair value of goodwill and assess
whether the transitional goodwill impairment loss booked by Quebecor is reasonable.

An initial means to try and assess the fair value of the goodwill generated by the
Vidéotron acquisition is to look at the segmented information in Quebecor’s consolidated

financial statements for the year ended December 31, 2001. It is relatively easy to do so
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in Quebecor’s case because a new segment, Cable Televisioh, is created following the
acquisition and the quasi-totality of the goodwill generated by the acquisition is attributed
to that segment. If significant portions of the goodwill were spread to different reporting
units, it would be very difficult, if not impossible to do the same exercise. Quebecor
discloses each segment’s operating income before amortization, financial expenses,
reserve for restructuring of operations and other special charges, write-down of goodwill,
gains on sale of business, shares of a subsidiary and a portfolio investment, and gains on
dilution in its segmented information. In the absence of any other disclosed earnings or
cash flow measure, I use this figure as an approximation of Vidéotron’s EBITDA. Using
the average EBITDA multiple for Canadian cable companies of 12.1, I obtain a value of
3,289.99 million dollars for the Cable Television segment.

Another metric that is commonly used to value Cable companies is the value per
subscriber. This method is now used to assess the reasonableness of the EBITDA
valuation. Vidéotron’s main competitors in Canada are Cogeco, Shaw Communications
and Rogers Communications. All three companies disclose the number of subscribers in
their 2001 MD&A. The market value of equity on December 31, 2001 of Cogeco, Shaw
and Rogers according to Compustat is then used to obtain the individual and average
values per subscriber. Using the 2,197.528 per subscriber industry average value and the
disclosed 1,500,000 subscribers for Vidéotron, I obtain a value of 3,296.28 million
dollars for the Cable Television Segment (see Table 2). This value is very close to the
EBITDA valuation. Therefore, I proceed with the goodwill impairment test based on the
EBITDA valuation.

{Insert Table 2 here}
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Step 1 of the goodwill impairment test requires the comparison of the fair value of
the reporting unit to its book value including goodwill. Because I do not have access to
the book value of the Cable Television segment’s net assets, I use the book value
according to the purchase price allocation (4,854.4 million dollars) as an approximation.
The fair value of the reporting unit (3,289.9 million dollars) is lower than its book value
(4,854.4 million dollars). Therefore, the second step of the goodwill impairment test
must be completed.

Step 2 requires the calculation of the implied fair value of | goodwill and the
comparison to its book value. The implied fair value of goodwill is obtained by
deducting from the fair value of the reporting unit the fair value of net assets other than
goodwill. Once again, because the fair value of net assets other than goodwill for the
Cable Television segment is unknown, I use the book value according to the purchase
price allocation (14.4 million dollars) as an approximation. This gives an implied fair
value of goodwill of 3,275.5 million dollars. The implied fair value of goodwill is then
compared to the book value of goodwill (4,604.2 million dollars) to determine the
amount of the transitional goodwill impairment loss, if any. The estimated transitional
goodwill impairment loss for the Cable Television segment is 1,328.7 million dollars. It
is lower than the reported loss of 1,960.0 million dollars. Table 3 summarizes the
calculation.

{Insert Table 3 here}

A second way to try and assess the fair value of goodwill is by using financial
information at the firm level. This is the method suggested by specialized valuation firms

such as Bear and Sterns. It is particularly useful in cases where goodwill is split between
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many different reporting units. With this method, Quebecor is treated as a single
reporting unit, i.e. as though it has been purchased in a business combination. Its market
value as at December 31, 2001(1,250.51 million dollars) is assumed to proxy for the fair
value of the reporting unit. The fair value of net assets is also assumed to be equal to
their book value. The goodwill impairment test can then be simplified to the difference
between the market and the book value of stockholders’ equity. The book value of
Quebecor’s stockholders’ equity on December 31, 2001 is 2,804.10 million dollars.
Therefore, the estimated transitional goodwill impairment loss for Quebecor as a whole is
1,553.59 million dollars. Once again, it is lower than thg: reported total transitional
goodwill impairment loss of 2,192.2 million dollars.

The calculations above illustrate the limitations imposed by the absence of
detailed information on the method(s) and inputs used by Quebecor to assess the fair
value of its segments, net assets and goodwill. Both methods lead to an estimated
transitional goodwill impairment loss that is lower than the reported transitional goodwill
impairment loss. Unfortunately, many competing explanations can contribute to the
observed differences and it is impossible to precisely reconcile them. On one hand, the
reliability of the reported transitional goodwill impairment loss can be questioned
because 1) goodwill is not a separable asset and it must be measured as a residual; 2)
there is a significant potential for measurement error in computing the fair value of the
reporting unit and its net assets; and 3) there also is a significant potential for
management judgment and bias in computing the fair value of the reporting unit and its
net assets. On the other hand, the reliability of the estimated transitional goodwill

impairment loss can be questioned because it is based on gross approximations of the

25



EBITDA figure, the EBITDA multiple, and the fair value and book value of Quebecor’s

and the Cable Television segment’s net assets and goodwill.

2.5  Conclusion

This chapter uses the acquisition of Vidéotron by Quebecor Media in 2000 to
illustrate 1) how the circumstances and characteristics of a transaction influence the value
of goodwill at the acquisition; 2) the impact of the adoption of SFAS 142/Section 3062
on previously recognized goodwill; and 3) the set of information available to external
financial statement users to try and assess the fair value of goodwill and the
reasonableness of recognized goodwill impairment losses. Despite the potential benefits
of forcing firms to test goodwill for impairment upon adoption of SFAS 142/Section
3062 and in every following year to better reflect the economic value of goodwill in their
financial statements, significant controversy surrounded the adoption of SFAS
142/Section 3062. Critics were worried that the fair value of goodwill could not be
measured reliably enough to produce a relevant goodwill figure and warrant the move
towards an impairment-only approach (e.g. Herz et al., 2001). They were concerned
about the potential for management interpretation, judgment and bias both at the time of a
merger and in future periods and the lack of public information at the reporting unit level
necessary to unravel managerial discretion.

My analysis reveals that the seven month bidding war between Rogers and
Quebecor Media resulted into Quebecor Media paying a purchase premium representing
more than 90% of the purchase price. Despite indications that the value of goodwill

could be impaired, no impairment loss was booked by Quebecor on December 31, 2001.
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Rather, it is the adoption of Section 3062 on January 1, 2002 that triggered the
recognition of a transitional goodwill impairment loss of 1,960.0 million dollars or 42.6%
of the remaining balance of goodwill. When I use the information available to try and
assess the reasonableness of the reported loss, I obtain an estimated transitional goodwill
impairment loss lower than the reported loss. However, because of the limitations
imposed by the absence of detailed information on the method(s) and inputs used by
Quebecor to assess the fair value of its segments, net asséts and goodwill, I am unable to
reconcile the observed differencg.

Overall, my analysis shows that reliability issues can significantly affect both the
reported transitional goodwill impairment loss and financial statement users’ e;(pectation
of the amount to be reported. It demonstrates how the absence of public information at
the reporting unit level and the lack of disclosure requiréments on the methods and inputs
used to value goodwill can facilitate managerial opportunism and limit financial
statement users’ ability to assess the reasonableness of reported goodwill impairment
losses. Given the magnitude of TGILs reported by Canadian firms following the
adoption of Section 3062, it raises the questions of whether and how limitations to
valuation models and managerial discretion influence the magnitude of reported TGILs,
and whether and how investors make use of the limited information they have to assess

TGIL. The next two chapters investigate these questions.
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Chapter 3 — Economic Determinants, Reporting
Incentives and Constraints

3.1 Introduction

After many years of debate, the Financial Accounting Standards Board (FASB)
and the Canadian Accounting Standards Board (AcSB) simultaneously introduced
revised standards on purchased goodwill in 2001. The new standards (SFAS 142/Section
3062) eliminate goodwill amortization. They require that goodwill be subjected to a
transitional impairmént test in the adoption year as well as to annual impairment tests in
subsequent years. The standard setters believed that by forcing firms to systematically
re-evaluate the fair value of goodwill each year the underlying economic value of
goodwill would be better reflected on the balance sheet. However, the new standards
leave significant room for management interpretation, judgment and bias both at the time
of a merger and in future periods. Consequently, critics have expressed concerns over
managers’ ability to defeat the standards’ purpose by relying on the new
recommendations as a justification for making reporting decisions that can mislead
financial statement users regarding the economic value of goodwill (e.g. Massoud and
Raiborn, 2003). Motivated in part by the debate over whether and why managers make
use of the available discretion to influence the magnitude of goodwill impairment losses,
this chapter investigates the determinants of transitional goodwill impairment losses
(TGILs) recorded by Canadian firms.

The transitional impairment test is of particular interest when it comes to
examining managers’ goodwill reporting choices for a number of reasons. First, the

adoption of SFAS 142/Section 3062 had a significant impact on the financial statements
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of many companies. Prior to the introduction of the new standards, goodwill impairment
was calculated at the enterprise-level and the fair value of goodwill was measured on the
basis of undiscounted future cash flows. As such, SFAS 142/Section 3062 lowered the
impairment threshold and was expected to trigger the recognition of significant TGILs.
Second, TGILs do not affect income from operations. This generates conflicting
incentives for managers as they now have the unique opportunity to protect their future
operating earnings by maximizing the initial loss (i.e. taking a big bath) but must at the
same time take into consideration the negative impact that the impairment loss can have
on the quality of their balance sheet and on the future cash flow expectations of market
participants (King, 2002). Therefore, it is not clear a priori which incentives will prevail.
Finally, if we consider the pool of available impairments as fixed on a finite horizon
ceteris paribus®, TGILs can be seen as potential facilitators (constrainers) to the potential
for future earnings management in that understating (0V¢rstating) the transitional
impairment loss leaves room for more (less) significant subsequent annual impairment
losses. Consequently, the decisions made upon the adoption of the new standards are
likely to affect more than one accounting period.

The Canadian context further provides a unique opportunity to revisit our
knowledge of the determinants of accounting choices and to examine managers’
discretionary behaviour in a context that has not been examined before. Canadian
standards diverge from American standards in that TGILs are charged to opening
retained earnings rather than net income. Equity recognition could exacerbate the

conflict between managers’ incentives with respect to TGILs because it has the potential

® Overstating (understating) TGIL reduces (increases) future available annual impairment losses because
firms cannot write-off more than the book value of goodwill, and previous impairment losses cannot be
reversed.
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to mute the impact and attention paid to negative events (Karleff, 2003). At the same
time, Canadian managers’ transitional goodwill reporting decisions are not likely to be
driven by “income statement” incentives such as those examined in the literature
interested in the determinants of asset and goodwill write-offs (e.g. income smoothing).
However, to the best of my knowledge, whether and how equity recognition affects
managerial incentives is an empirical question that remains unanswered. Understanding
managers’ reporting choices in the context of equity recognition is even more important
in that it could become more prevalent in future years. In May 2005, the FASB issued
SFAS 154 entitled “Accounting Changes and Error Corrections” that harmonizes
Canadian and American standards and require that the cumulative effect of a change in
accounting principles be charged to opening retained earnings in the United Sfates as
well. As such, the results of this chapter may help standard setters understand the
potential consequences of the newly issued standards on accounting changes.
Consistent with prior research on the determinants of asset and goodwill
impairment losses, I hypothesize that the magnitude of TGILs is a function of economic
factors, and reporting incentives and disincentives. However, I propose a more
comprehensive reporting framework within which the constraints imposed by board of
directors and audit committees are also taken into consideration. The empirical results
show a significant association between TGILs and managers’ reporting incentives and
disincentives. Firms with lower than target return-on-equity (ROE) and return-on-assets
(ROA) record higher TGILs to smooth ROE and ROA towards the industry median.
Similarly, firms with higher than target leverage record lower TGILs to avoid further

deviation from the industry median. Firms that experience a change in CEO record
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higher TGILs, consistent with the big bath hypothesis. Firms where top paid executives
hold in-the-money exercisable stock options and firms thét issue new debt or equity
capital in the year that follows the announcement of the completion of the transitional
goodwill impairment test record lower TGILs. Lastly, firms with a higher proportion of
independent directors on the board of directors and a higher proportion of independent
and financially literate directors on the audit committee record lower abnormal TGILs,
consistent with the hypothesis that the board of directors and audit committee constrain
managers’ goodwill reporting choices.

Standard setters are interested in understanding managers’ reporting choices in
order to determine how the discretion afforded by accounting standards may be exploited.
The adoption of SFAS 142/Section 3062 was followed by similar standards on the
impairment of other long-lived assets (SFAS 144/Section 3063), consistent with the
recent tendency toward better recognition of the fair value of long-lived assets on the
balance sheet. However, significant controversy surrounded the adoption of impairment
standards, mainly because of the numerous assumptions needed to assess the fair value of
long-lived tangible and intangible assets. Therefore, providing evidence on the
determinants of TGIL reported following the adoption of Section 3062 may prove to be
useful for standard setters who wish to assess the costs and benefits of the impairment
approach and to evaluate the ability of impairment standards to make firms more
transparent with respect to the underlying economic value of their long-lived assets.

This chapter contributes to the existing literature by providing new evidence on
whether those accounting choices that do not affect net income are influenced by

managers’ reporting incentives. In addition, while previous studies examine managers’
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reporting choices with respect to discretionary asset write-offs, few investigate the same
behaviour in a context where they are made compulsory. Thus, this paper contributes to
this stream of literature by considering a different set of reporting incentives and
alternative motivations for the transitional goodwill reporting choices made by Canadian
managers in this context. Finally, Healy and Wahlen (1999) and McNichols (2000)
suggest that it is important to focus on specific accruals to further our knowledge of the
determinants of accounting choices because 1) this allows for a better und_erstanding of
the set of actions managers take to achieve given objectives; and 2) this facilitates the
avoidance of many problems associated with the measurement of discretionary accruals.
The focus on TGILs taken in this chapter is consistent with this view.

The rest of this chapter is organized as follows. Section 2 provides some
background information. Section 3 reviews prior research. Section 4 develops the
research hypotheses. Models and variables are presented in section 5. Results are
presented in Section 6. Finally, Section 7 discusses the results, concludes and highlights

future research avenues.

3.2 Background
3.2.1 Accounting for Goodwill

The decision to review existing standards on purchased goodwill was made
concurrently by the FASB and the AcSB in 1999. The main objective of the review was
to force firms to better reflect the underlying economic value of goodwill on their
financial statements. This was an important concern at the time for at least two reasons.

First, because the loss in economic value of goodwill is irregular and difficult to predict,
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amortizing and expensing a fixed amount of goodwill every year did not faithfully
represent how this loss in value occurs. Second, existing standards were not precise
enough to trigger a timely recognition of the existing impairment in cases where the
unamortized value of goodwill was greater than its economic value. As a result, the
information provided regarding goodwill in the financial statements was generally not
useful (FASB, 2001).

To mitigate these problems, SFAS 142/Section 3062 1) eliminates goodwill
amortization and 2) requires that a two-step impairment test be conducted on goodwill at
the same date every year. The ultimate objective of the impairment test is to compare the
fair value of goodwill for each reporting unit with its book value as if it were acquired
again every year. Before conducting the impairment test for the first time, firms have to
entirely allocate their goodwill balance between their different reporting units. Once this
is done, the fair value of each reporting unit is compared to its book value. If there is
excess fair value, there is no need to go further and the conclusion of the test (no
impairment necessary) is disclosed ih the notes to the financial statements. Conversely, if
there is excess book value, the fair value of the reporting unit is compared to the fair
value of net assets minus goodwill to obtain the fair value of goodwill. The latter is then
compared with the book value of goodwill and any excess is recorded as a write-off (see
Figure I and Appendix A for an example).

The provisions of SFAS 142/Section 3062 came into effect on January 1, 2002.
They apply to financial years starting on or after this date although early adoption 1s
allowed for firms with a fiscal year beginning on or after April 1, 2001, provided the first

interim period financial statements have not been previously issued. A first transitional
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impairment test must be conducted before the end of the second quarter of the adoption
year to retroactively apply the change in accounting policy. The amounts used in the
transitional goodwill impairment test are measured as of the beginning of the year the
new standard is initially applied to capture the loss in value that is attributable to past
events. As a result, the TGIL recorded represents the cumulative effect of the change in
accounting policy. In the United States, the transitional loss is charged to the income
statement. In Canada, it is charged to opening retained earnings, without any restatement
of the prior periods. In contrast, annual impairment losses are charged to income from

operations in both countries.

¢

3.2.2 Sources of Managerial Discretion

The impairment approach removes the “write-off recognition” choice from
managers by forcing them to conduct a goodwill impairment test every year, while still
leaving them with considerable discretion regarding the measurement of the impairment
loss. The first instance of managerial discretion is the allocation of the opening goodwill
balance to the different reporting units. A reporting unit is defined by the FASB and the
AcSB as an asset group that constitutes a business for which discrete financial
information is available (e.g. CICA, 1998), thereby implying that it does not necessarily
have to be a specific subsidiary or division. Moreover, it is possible to attribute the
goodwill generated by a specific acquisition to more than one reporting unit. Thus,
provided they have incentives to maximize (minimize) the TGIL and/or future annual
impairment losses, managers could choose to allocate a greater portion of goodwill to

reporting units with a smaller (greater) fair value.
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The second instance of managerial discretion is the assessment of the fair value of
both the reporting unit as a whole and of the identifiable assets and liabilities that
constitute this reporting unit. To assess the fair value of a reporting unit, SFAS
142/Section 3062 recommends the use of quoted market prices in active markets if
available. If not, the use of a present value technique is suggested (SFAS 142, par. 23-24;
1581.A2 and 1581.A8). The fair value of the identifiable assets and liabilities is
measured in the same way as at the time of the acquisition (e.g. capital assets that are to
be used are measured at replacement cost). Even though independent valuators can be
hired to review management’s reports and give an independent opinion on various
aspects of the impairment process, it is primarily managers’ responsibility to assess fair
value (Cole and White, 2003). They can and must make use of their judgement to
forecast future performance, choose an appropriate discount rate, assess the replacement
or net realizable value of a given asset, etc. As such, it has been argued that managers
have the flexibility to calculate either impairment or non-impairment in the same period,
based on their selected underlying assumptions (Massoud and Raiborn, 2003).

In the case of goodwill impairment testing, the use of managerial discretion is
further facilitated by the fact that no financial information is publicly available at the
reporting unit level unless every reporting unit is a public firm itself (which happens very
rarely). Therefore, it is virtually impossible for outsiders to collect the information
necessary to make an external appraisal of the fair value of goodwill at the reporting unit
level. On one hand, this can allow managers to convey some of their private information
on the future performance of the reporting units to the market. On the other hand

however, provided they have incentives to do so, managers can also make use of the
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afforded discretion to mislead financial statement users regarding the underlying
economic value of goodwill, while justifying their reporting choices by citing the new
standards’ recommendations as their motivation. Thus, it is important for financial
statement users and standard setters to understand what motivates managers’ goodwill

reporting choices.

3.3  Relationship to Prior Research

An extensive body of literature exists examining the determinants of accounting
choices in general and asset write-offs in particular. This chapter differs from.previous
work in three ways. First, most studies are focused on explaining those accounting
choices that affect net income. To the best of my knowledge the determinants of
managers’ reporting choices when equity recognition is allowed have only been
examined in contexts where income statement recognition is also an option, with authors’
main concern being to explain managers’ incentives to avoid income statement
recognition rather than to choose equity recognition. Gujarathi and Hoskin (1992)
investigate managers’ preferences with respect to the adoption of SFAS 96. Balsam et al.
(1995) examine a broader set of mandated accounting changes. Both studies find that
firms with a positive cumulative effect for the change in accounting policy tend to choose
income statement recognition whereas firms with a negative cumulative effect prefer
equity recognition. Hand and Skantz (1998) study the economic determinants of the
choice between income statement and equity recognition for equity carve-out gains
recorded under SAB 51. They show that parent companies have a higher probability of

charging the gain to equity when their leverage and other large discretionary write-offs
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for the year are lower. Finally, Lee et al. (2004) examine the reporting decisions of
property-liability insurers who are allowed to choose between the statement of equity and
a performance statement to report comprehensive income. They find that insurers with a
tendency to manage earnings and a reputation for poor financial reporting quality are
more likely to report comprehensive income in the statement of equity. In contrast to
these papers, I investigate factors that affect the reporting of TGILs for a set of firms that
only have the option to charge the loss to equity.

Second, the set of incentives considered in previous asset and goodwill write-off
studies are of limited importance for my sample firms because they relate to earnings
rather than equity. The literature on asset write-downs shows that impairment losses are
used to smooth earnings and/or take an “earnings bath”, after controlling for economic
factors that likely drive the impairment (Strong and Meyer, 1987; Zucca and Campbell,
1992; Francis et al., 1996)’. Riedl (2004) contrasts the associations between write-offs,
and economic factors and reporting incentives across the pre-SFAS 121 and post-SFAS
121 regimes. He finds that write-offs reported in the post-SFAS 121 regime have
significantly lower associations with economic factors and a higher association with “big
bath” reporting behaviour relative to those reported in the pre-SFAS 121 regime. This is
consistent with managers applying more discretion following the implementation of the
standard.

Concurrent research examines the reporting incentives associated with TGILs
recorded by American firms. Segal (2003) finds that goodwill impairment losses are

used to smooth earnings, but finds no support for the big bath, the debt-covenant or the

7 The reader interested in a more complete review of the literature on asset write-offs can refer to Alciatore
et al. (1998).
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bonus compensation hypotheses. To the contrary, Zang (2003) shows that initial
goodwill impairment losses are associated with incentives to take an earnings bath and to
" avoid debt covenant violations. Sellhorn (2004) finds that smaller and less exposed
firms’ TGILs are primarily driven by difficult economic circumstances whereas larger
and more exposed firms’ TGILs are associated with reporting incentives (earnings
smoothing, big bath and debt-covenant). Lastly, Beatty and Weber (2005) show that
SFAS 142 adoption choices are associated with firms’ incentives to take above-the-line
or below-the-line expenses. Firms accelerate goodwill charges when their income from
continuing operations has a higher stock market multiple and when they had recent
managerial turnover. They delay expense recognition when their debt covenants or
bonus plans are affected by below-the-line accounting charges, or when they are faced
with financial market delisting requirements. My study is inspired by existing research on
asset and goodwill write-offs in that contracting and market incentives are used to explain
the magnitude of the TGILs reported by Canadian firms. It differs in that I use a set of
reporting incentives adapted to the context of equity recognition.

Finally, most studies on asset and goodwill write-offs solely focus on managers’
incentives to act opportunistically in order to explain the accounting choices they make.
However, managers’ ability to act opportunistically ultimately depends on the level of the
internal and external monitoring of the financial reporting process respectively
undertaken by the board of directors (and more particularly the audit committee) and the
auditors. Thus, consistent with both theory and prior résearch, I suggest that managers’
ability to record goodwill impairment losses that differ from the predicted economic

losses depends on the board of directors’ and audit committee’s internal monitoring of
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the financial reporting process. Overall, I rely on a more comprehensive reporting

framework to explain the magnitude of TGILs recorded by Canadian firms.

3.4  Hypothesis Development

The measurement discretion allowed by the impairment approach as well as the
fact that transitional goodwill impairment losses are charged to retained earnings in
Canada raises the question of whether and why managers will use their discretion to
influence the magnitude of TGILs. Managers’ discretion with respect to TGILs can be
exercised in two ways: either they overstate the transitional impairment loss and record a
write-off greater than the necessary economic impairment (which could be zero) or they
understate or simply don’t recognize the necessary impairment. Thus, it is important to
examine managers’ motivations to both over- and understate transitional goodwill

impairment losses. My research hypotheses are built accordingly.

3.4.1 Reporting Incentives and Disincentives
3.4.1.1 Financial Ratio Target Deviation

Prior research shows that the financial ratios of firms in the same industry have a
tendency to converge to the mean value for the industry (e.g. Lev, 1969; Davis and Peles,
1993; Wu and Ho, 1997). These adjustments in financial ratios towards their equilibrium
level are subject to both passive industry-wide effects and active management qontrol.
Hence, provided managers have the opportunity and incentives to do so, a subtle form of
managerial discretion exists in the smoothing of financial ratios (Wu and Ho, 1997).

Managers have an opportunity to smooth financial ratios when they can choose from
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available generally accepted measurement techniques that can push the financial ratios in
the desired direction (e.g. Lev, 1969). They have incentives to do so if the relative cost
of deviating from the target ratio is greater than the cost of making a sub-optimal
economic decision to reach this target (Wu and Ho, 1997). While the literature on
financial ratio smoothing suggests that managers make use of the measurement discretion
afforded by GAAP to have their financial ratios converge to their target equilibrium level,
no attempt is made to identify the accounting techniques through which this objective is
achieved. One contribution of this chapter is to examine whether TGILs are used for
such a purpose.

ROE is likely the most commonly examined ratio in the literature due to its
contribution in explaining overall firm performance and its use in the residual income
valuation model®. Considerable attention has also been given to ROA (or profit margin x
asset turnover) and leverage, the components of ROE according to the DuPont
decomposition. Because TGILs reduce assets and equity equally without affecting net
income, they directly increase the value of ROE, ROA and leverage (debt-to-equity or
debt-to-assets). Thus, provided they perceive the costs of deviating from target ROE and
ROA to be larger than the potential decrease in market value that a higher than
anticipated TGIL can cause, firms with lower than target ROE and ROA could have

incentives to maximize TGILs to bring the value of these ratios towards the industry

¢ For example, Mann (2004) states: “It doesn't get the same treatment as earnings per share, it doesn't gain
much cult status like free cash flow, and you'll never, ever hear the folks on Bubblevision using the term.
But ROE matters. It shows how good a company is at generating money based on the retained shareholder
equity, also known as money that the company could return to you. A consistently low ROE is a sign that
the company's management isn't effectively deploying the resources at its command. Moreover, relative
return on equity within an industry can tell investors which companies are well run, and which are not.
Ever wonder why Ralph Lauren was such a lousy investment for so many years even though everyone
seemed to have one or two pieces of Polo clothing in their closets? Look no farther than a chronically
anemic ROE.”
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norm. Similarly, provided they want to avoid the additional costs associated with the
increase in leverage caused by TGILs, firms with higher than target leverage could have
incentives to minimize TGILs.

Potential costs associated with a negative deviation from target ROE, ROA and
leverage include a reduction in firm value, credit rating or compensation. Financial
sta;cement (and ratio) analysis is an important part of the fundamental analysis required
for equity valuation (Nissim and Penman, 2001; Walker and Wang, 2003)° Executive
compensation is shown to be influenced by accounting-based perfqrmance measures such
as ROE and ROA (e.g. Craighead et al., 2004). Finally, the disclosure of profitability and
liquidity ratio targets by agencies such as Standard and Poor’s, Moody’s and Dun &
Bradstreet exerts pressure on firms to stay competitive by preventing their ratios from
deviating too significantly from the industry norm (Wu and Ho, 1997). Overall, this
indicates that those firms which exhibit a negative deviation from the target industry
ROE and ROA (leverage) can benefit from using the reporting flexibility afforded by
Section 3062 to record higher (lower) TGILs. If managers use TGILs to smooth financial
ratios, then those firms with lower than target ROE should record higher TGILs.
Equivalently, under the DuPont decomposition, firms with lower (higher) than target
ROA (leverage) should record higher (lower) TGILs'. This leads to my first research

hypothesis (stated in the alternative form):

® Prior research demonstrates that financial ratios. including ROE, ROA and leverage, provide information
about future profitability and firm value (e.g. Ou and Penman, 1989; Ou, 1990; Nissim and Penman, 2001;
Fairfield et al., 2003; Nissim and Penman, 2003). Walker and Wang (2003) more specifically demonstrate
how a deviation from target profitability can cause a reduction in firm value.

'° The debt-covenant hypothesis suggests that managers make income-increasing accounting decisions to
avoid costly violations of debt covenants (Watts and Zimmerman, 1990). However, according to Leftwich
(1983), goodwill is normally excluded from the calculation of leverage for debt contracting purposes.
Moreover, Beatty et al. (2002) show that most debt agreements exclude mandatory accounting changes for
covenant calculations (73% of their sample). Consequently, contrary to Zang (2003) and Sellhom (2004), 1
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Hy,: | Ceteris paribus, firms with lower than target ROE will record higher
TGILs.

Hip:  Ceteris paribus, firms with lower than target ROA will record higher
TGILs.

H,.:: Ceteris paribus, firms with higher than target leverage will record lower

TGILs.

3.4.1.2 Change in CEO

The magnitude of reported TGILs is likely to be influenced by a change in CEO.
On one hand, CEOs who made the acquisition degision are less likely to record a TGIL
because doing so suggests that the acquisition price may have been too high or that they
failed to realize the promised synergies from the acquisition. .For example, Harbert (2002)
states: “If the company’s current CEO is respohsible for acquisitions that have now
declined in value, they may not want to admit to their shareholders that they made a
mistake”. On the other hand, incoming CEOs can use TGILs to 1) blame predecessors for
less successful acquisitions; 2) send a signal to investors that bad times are behind the
firm and that better times will follow and 3) protect current and future operating earnings
(e.g. Elliott and Shaw, 1988; Riedl, 2004; Zucca and Campbell, 1992). They can further
count on the fact that the transitional impairment test is compulsory as a justification for
their decision to reduce the value of goodwill. Overall, this suggests that firms with

incoming CEOs should take advantage of the adoption of Section 3062 to record higher

do not expect managers’ primary motivation with respect to the avoidance of the effect of TGIL on
leverage to be the respecting of debt covenants.
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TGILs. This allows me to draw my second research hypothesis (stated in the alternative

" form):
H,:  Ceteris paribus, firms that experience a change in CEO will record higher
TGILs.
3.4.1.3 Compensation

Managers might have incentives to manipulate TGILs if the latter negatively
affect their compensation. This can happen in two ways. First, TGILs can affect
managers’ cash compensation. TGILs likely have no immediate impact on managers’
cash compensation because they do not impact net income. However, reported TGILs
could eventually influence managers’ cash compensation if by maximizing the
transitional loss managers were able to avoid future annual impairment losses and the
resulting decrease in operating earnings. Managers with a higher proportion of their
compensation in bonuses would then have incentives to maximize the transitional loss.
This allows me to draw my third research hypothesis:

H;:  Ceteris paribus, firms where a higher proportion of managers’

compensation is paid in bonuses will record higher TGILs.

Second, TGILs can affect managers’ compensation by reducing the value of their
stock options. The increased use of stock-based compensation and other equity incentives
over the last decade has raised concerns that they might induce managers to increase
short-term stock price in order to benefit from subsequently selling shares or exercising
options (Cheng and Warfield, 2005). Cheng and Warfield (2005) show that there is a

significantly higher incidence of meeting or just beating analysts” forecasts for firms with
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higher managerial equity incentives. Lev (1992) further suggests that in cases where
managers have incentives to manage stock price, they will choose to delay or accelerate
the disclosure of bad and good news so that it moves in the desired direction. In other
words, they will try to minimize stock price (and the exercise price) when stock options
are granted, and maximize it when the options can be exercised"'.

TGILs would reduce the value of managérs’ stock options if recording a loss that
is greater than what was anticipated by the market triggers a decline in the expectation of
future cash flows and a decrease in stock price'. Efendi et al. (2005) suggest that
managers are likely to be more sensitive to this decrease in the value of their options
when they are exercisable with a profit (i.e. in-the-money) and the existing profit is
significant compared to their wealth (i.e. deep in-the-money). Under the assumptions that
managers 1) are aware of the potential negative reaction of the market to the
announcement of greater than anticipated TGILs, and 2) want to maximize stock value
when their stock options are in-the-money and of significant value, the managers should
then try to minimize TGILs when a higher proportion of their options are exercisable and
in-the-money. As such, my fourth research hypothesis (stated in the alternative form) is:

Hy:  Ceteris paribus, firms where the value of in-the-money exercisable options

held by top executives is higher will record lower TGILs.

! Empirical studies generally support the stock price management hypothesis. Yermack (1997) finds that
stock options are generally granted shortly before higher than expected quarterly earnings are announced,
and followed by favourable stock price movements. Aboody and Kasznik (2000) show that unfavourable
(favourable) stock movements generally occur before (after) stock options are granted. They also find that
the granting of stock options is preceded by negative but insignificant abnormal returns and followed by
positive and significant abnormal returns, consistent with managers accelerating (delaying) the
announcement of bad (good) news prior to the granting.

2 The results obtained by Segal (2003) and Zang (2003) are consistent with this hypothesis.
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3.4.1.4 Need for Financing

Firms could also have incentives to minimize TGILs if they plan on raising new
debt or equity financing in the near ﬁlfure. Existing research suggests that managers have
incentives to inflate share prices and lower the cost of equity capital preceding an equity
issuance (Lang and Lundholm, 2000). Similarly, firms have incentives to portray amore
favourable financial situation prior to the issuance of new debt in order to minimize the
risk assessment of the company by creditors, bond rating agencies and other parties, and
lower the cost of debt capital (Legoria et al., 2000). Means to do so for example include
accruals management (e.g. Teoh et al., 1998; Legoria et al., 2000), financial statement
fraud (e.g. Dechow et al., 1996; Richardson et al., 2003) and increased disclosure (Lang
and Lundholm, 2000). Provided that firms want to avoid any negative market reaction to
the announcement of a TGIL or any reduction in the quality of their balance sheet caused
by a TGIL, we can then expect firms that plan on raising new debt or equity capital to
minimize TGILs. This leads to my fifth research hypothesis (stated in the alternative
form): |

Hs:  Ceteris paribus, firms who plan to raise new debt or equity capital in the

near future will record lower TGILs.

3.4.2 Internal Monitoring by the Audit Committee and the Board of Directors
3.4.2.1 Audit Committee

Even though Canadian managers may have incentives to make use of the
discretion afforded by Section 3062 to influence the magnitude of TGILs, their ability to

do so ultimately depends on the constraints they face. The audit committee is the
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committee of the board responsible for overseeing the entire financial reporting process
and weighing and brokering divergent views between managers and auditors to
ultimately produce more balanced and accurate reports. As such, it has been identified as
one of the primary constraints on management’s opportunistic behaviour'.
Independence and financial competence are considered to be essential characteristics for
an audit committee to fulfill its oversight role, and to more or less prevent severe cases of
managerial opportunism. Prior research supports the assertion that independent and
ﬁnanpially literate audit committee members are better able to constrain managerial
opportunism (e.g. Klein, 2002; Xie et al., 2003; Bedard et al., 2004). Thus, existing
evidence suggests that the presence of independent and financially competent audit
committee members should limit managers’ ability to exploit the discretion afforded by
the impairment approach and to record TGILs that differ from the existing economic
impairment. Financial literacy gives directors the expertise necessary to critically assess
the valuation methods chosen by managers and the hypotheses that they make.
Independence gives them the ability to refute managers’ decisions when they feel that the
resulting valuation reports are not representative of the economic reality of the firm. This
allows me to draw my sixth research hypothesis (stated in the alternative form):

Hy:  Ceteris paribus, firms with a higher proportion of independent and

financially literate audit committee members will record lower unexpected

TGILs.

B For example, in 1998, Arthur Levitt, former Chairman of the SEC, identifies “qualified, committed,
independent and tough-minded audit committees as the most reliable guardians of the public interest” when
it comes to earnings management.
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3.4.2.2 Board of Directors

In addition to the oversight of the audit committee, managers might also be
subject to the scrutiny of the board of directors. Even if the board delegates the
responsibility to oversee the financial reporting process to the audit committee, it must
still promote accurate, high quality and timely disclosure of financial and other material
information to the public markets, and to shareholdérs (Blue Ribbon Commiittee, p.22).
While audit committee members devote most of their time to financial reporting issues,
other board members might gain a better knowledge of the company’s business and
environment. And this knowledge might prove to be very useful when comes the time to
examine the goodwill valuation reports prepared by or for management and assess their
reasonableness. However, once again, directors are more likely to object managers’
goodwill reporting decisions if they judge that they do not lead to an accurate portrayal of
the economic value of goodwill if they are independent from management. Therefore,
my seventh research hypothesis (stated in the alternative form) is:

Hj;:  Ceteris paribus, firms with a more independent board of directors will

record lower unexpected TGILs.

3.5 Methodology
3.5.1 Sample and Data

Sample firms are drawn from the January 2004 version of Compustat Research
Insight. To enter the sample, firms must be listed on the Toronto Stock Exchange (TSX),
have a positive goodwill balance as at the year-end preceding the adoption of Section
3062, and report in Canadian GAAP. Observations without information available on the

stock exchange, the goodwill balance, or the financial year-end in Compustat are
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completed manually. Sample firms are required to be listed on the Toronto Stock
Exchange so that they are subject to the same governance regulation. Sampling is also
based on the reported goodwill figure so that firms that record a TGIL as well as those
that do not are considered. This leaves 417 firms. Financial data is obtained from
Compustat Research Insight, Canadian Financial Markets Research Centre, CanCorp
Financials, FinancialPost.com, StockGuide as well as from the sample firms’ annual
reports. Target ratios are found in the Canadian edition of Dun & Bradstreet Industry
Norms & Key Business Ratios. Information about the board of directors, audit
comnﬁttees, managers’ compensation and changes in top management is obtained from
firms’ proxy statements and FP Directory of Directors. Finally, the December 2002
Edition of 7SX Review is used to verify if firms are cross-listed in the United States.
Overall, complete data is available for 331 firms. Table 4 summarizes the sample
selection procedure.

{Insert Table 4 here}

3.5.2 Model and Variables
The following multivariate tobit model is used to assess the determinants of

TGILs':

1 A tobit specification is appropriate when the dependent variable is censored (Greene, 2003, p. 761). The
assumed latent variable of my model is the change in the economic value of goodwill, be it positive or
negative. All firms with a positive goodwill balance must apply the transitional goodwill impairment test.
However, firms that experienced an increase in the economic value of their goodwill cannot disclose or
book the increase. Instead, they report a zero transitional loss and the existing increase is not observable.
Thus, the distribution of my dependent variable is censored at zero. Using an OLS model in situations
where the dependent variable is censored produces biased and inconsistent coefficients (Gujarati, 1995, p.
573). The tobit mode] controls for this bias by computing a regression for the nonlimit observations and
the relevant probabilities for limit observations.
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TGIL; = 0y + ,;GOODWILL,; + J,EXCGWILL; + ;RUNITS; + J,ROEI; + AsROE3; +
AsCDEBT;+ B,DEVROE; (DEVROA; DEVLEV,) + BsCHANGE, + B,PERBONUS; +
BiolTMEXERC; + BFIN + B,AC; (BOD,) + Bi3AC*POS; (BOD*POS,) + B,OWN; +

ﬁ]5SIZEi + ﬂ]éCLJST, + IND; + &; (I)
Where:

TGIL = Reported transitional goodwill impairment loss deflated by
lagged total assets

GOODWILL = Opening balance of goodwill deflated by lagged total assets

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

RUNITS = Number of reporting units among which the opening balance
of goodwill is split or of operating segments if not disclosed

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

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

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

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

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

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

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

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

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

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

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

AC*POS = AC*1if EXCGWILL > 0, 0 otherwise

BOD Score out of 2 with 1 mark being awarded if a majority of
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directors are independent and 1 mark being awarded if the
CEO is not the chair of the board OR if there is an
independent lead director

BOD*POS = BOD*1if EXCGWILL > 0, 0 otherwise

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

SIZE = Natural logarithm of lagged total assets

CLIST = ] if the firm is cross-listed in the United States, 0 otherwise

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

The dependent variable corresponds to the reported TGIL, expressed as a positive
number, deflated by lagged total assets'®. This chapter aims at explaining the
determinants of managers’ reporting choices with respect to TGILs. In an ideal world,
the dependent variable would be the abnormal TGIL measured as the sum of the
differences between fhe fair value of the goodwill of each reporting unit and their book
value, and the recorded impairment loss. However, unless each reporting unit is also a
public firm or the researcher can access private data, the information necessary to
estimate the fair value of each reporting unit is not publicly available. Consequently,
similar to Francis et al. (1996), Segal (2003) and Zang (2003), I use the recorded TGIL as
my dependent variable and include economic impairment proxies in my model.
Nevertheless, if some missing impairment variables are related to the discretion proxies,
then the coefficients and the results of my tests could be biased.

Six variables are included in the model to proxy for the economic impairment of
goodwill. These variables are measured at the firm level and attempt to capture the actual

impairment of firm-wide goodwill’®. First, I include three variables to proxy for the

"> While most asset and goodwill write-offs studies use total assets as a deflator, Chen et al. (2004) argue
that it is inappropriate to do so because the scaler is a function of goodwill and TGILs. When I re-estimate
my model using total market value, sales and goodwill as a deflator, results (untabulated) are not affected.

'® Economic activity could also map into the value of goodwill at the macro and industry levels (Riedl,
2004). To capture macro-economic effects, Riedl (2004) includes the change in GDP in his model.
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characteristics of goodwill (GOODWILL, EXCGWILL, RUNITS). A firm having a
greater amount of goodwill in its asset composition might incur more goodwill
impairment because the relative amount of goodwill exposed to the impairment test is
greater (Zang, 2003). As such, I §xpect a positive association between reported TGILs
and the opening balance of goodwill. The excess fair value of goodwill (EXCGWILL)
measures the expected impairment at the firm-level. The firm is treated as one reporting
unit, i.e. as though it has been purchased in a business combination. Its market value as
at year-end of the year preceding the adoption is assumed to proxy for the fair value of
the reporting unit. The fair value of the net assets excluding goodwill is assumed to equal
their book value. Firms with a higher excess fair value of goodwill are less likely to incur
TGILs. Consequently, I expect a negative association between reported TGILs and the
excess féir value of goodwill. Finally, a firm with more reporting units might incur
higher TGILs because existing losses cannot be netted against one another (Schneider,
2001). As such, I expect a positive association between reported TGILs and the number
of reporting units.

Next, I control for past firm and acquisition performaﬁce (ROEI, ROE3, CDEBT).
Similar to Francis et al. (1996), I control for both long- and short-term firm performance
by including annualized return-on-equity for the third and second year preceding (ROE3)
and the year preceding (ROE]) the adoption of Section 3062 in the model (measured as
net income/equity). It is important to control adequately for firm performance because

some of the proxies for managers’ reporting incentives (e.g. deviation from target ROE

Because this paper uses a cross-section of firms all reporting TGILs in the same two-year period (2002-
2003), they are all subject to the same change in macro-economic activity. As such, it is not necessary to
control for the change in GDP. 1 control for industry effects by including industry dummies in my model.
I also suppose that they are already reflected in the excess fair value of goodwill, through the market value.
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and ROA and in-the-mhoney exercisable stock options) could also be seen as proxies for
firm performance. I predict that the poorer the firm’s past performance, the greater the
magnitude of reported TGILs (e.g. Francis et al., 1996; Zang, 2003). Finally, studies
interested in the short- and long-term performance of acquisitions show that cash
transactions generally outperform stock transactions (e.g. Loughran and Vijh, 1998;
Ghosh, 2001). As a result, the method of financing prior acquisitions is likely to
constitute a good predictor of economic impairment and is included in the model. 1
expect the percentage of cash transactions to be negatively related to TGILs.

Five (or six) variables are included in the model to proxy for managers’ reporting
incentives and disincentives (DEVROE (DEVROA, DEVLEV), CHANGE, PERBONUS,
ITMEXERC, FIN). Deviation from target ROE (DEVROE) and deviation from target
ROA (DEVROA) are indicator variables taking on the value of 1 if pre-TGIL adoption
year ROE or ROA is lower than the industry median and zero otherwise. Pre-TGIL ROE
is measured by dividing adoption year income before extraordinary items by adoption
year shareholders’ equity plus the reported TGIL. Industry matching is based on four-
digit SIC codes. Similarly, pre-TGIL ROA is rﬁeasured by dividing adoption year
income before extraordinary items by adoption year total assets plus the reported TGIL.
Deviation from target leverage (DEVLEV) is an indicator variable taking on the value of
1 if pre-TGIL adoption year D/E is higher than the industry median and zero otherwise.
Pre-TGIL D/E is measured by dividing adoption year total liabilities by adoption year
shareholders’ equity plus the reported TGIL. Consistent with H;, I expect a positive
(negative) association between TGILs and a deviation from target ROE and ROA

(leverage). CHANGE is an indicator variable taking a value of one if the firm
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experienced a change in CEQ in the year preceding the adoption or the year of adoption
of Section 3062 and zero otherwise. Consistent with Hj, I expect a positive association
between TGILs and a change in CEO. PERBONUS is the average percentage of top
paid executives’ compensation paid in bonus for the adoption year. Total adoption year
compensation is calculated by adding the minimal value of the options granted in the year
to salary and bonus (i.e. according to Smith and Zimmerman, 1976). Consistent with Hj,
I expect a positive association between TGILs and the percentage of compensation paid
in bonus. ITMEXERC is the average value of in the money exercisable stock options for
the top paid executives as at the adoption year year-end scaled by their total annual
compensation for the adoption year. Consistent with Hy, I expect a negative association
between TGILs and the value of in the money exercisable stock dptions held by the top
executives. Finally, FIN is an indicator variable taking the value of one if the firm issued
new debt or equity in the year following the announcement of the completion of the
transitional impairment test and O otherwise. Cénsistent with Hs, 1 predict a negative
association between TGILs and the issuance of new debt or equity.

AC captures the financial competence and independence of audit committee
members. Consistent with governance regulations in Canada and the United States and
prior research, I consider audit committee members with a professional accounting or
finance designation (CA, CGA, CMA, CPA, CFA) and/or experience in corporate
financial management (e.g. CEO, CFO) as financially literate (Agrawal and Chadha,
2003; Xie et al., 2003). Directors’ independence is measured according to firms’
disclosure in their 2002 proxy statement. Directors who are not blockholders and who

are qualified as outsiders by management are considered independent, unless any other
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relationship with the firm is otherwise disclosed in the proxy statement. To be able to
differentiate between firms where no TGIL is expected and those firms where such is not
the case, I build an interaction term equal to AC*1 if EXCGWILL is greater than zero and
0 otherwise. Consistent with Hg, I expect a positive association between TGILs and AC
and a negative association between TGILs and AC*POS. 1 build a two-point score to
capture the independence of the board of directors. Consistent with governance regulation,
one mark is awarded if a majority of directors are independent, with independence being
measured in the same manner as for the audit committee; and one mark is awarded if the
CEO is not the chair of the board of directors or if there is an independent lead director.
BOD is the sum of these two eleménts. To be able to differentiate between firms where
no TGIL is expected and firms where such is not the case, I also build an interaction term
equal to BOD*1 if EXCGWILL is greater than zero and 0 otherwise.

Finally, three control variables are included in the model (OWN, SIZE and CLIST).
OWN is an indicator variable taking the value of one if no external shareholder controls
more than 20 percent of outstanding votes (i.e. the firm is widely-held), 0 otherwise'’.
Ownership structure is included in the model because prior research shows that the extent
of managerial opportunism differs between closely- and widely-held firms, and a high
proportion of Canadian firms are closely-held as opposed to the United States or the
United Kingdom where the opposite holds true. Hindley (1970) and Williamson (1967)
predict that managers of widely-held firms have incentives to control the information
released about firm performance so that the results are presented in the most favourable

way. To achieve this objective, managers of widely-held firms are more likely to choose

'7 Twenty percent is the level at which shareholders can have a significant influence over a firm’s strategies
and policies according to GAAP. Dhaliwal et al. (1982), Carslaw (1988) and Craighead et al. (2004) use
the same cutoff. The use of different cutoffs does not change the results.
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accounting methods which result in “higher or early reported earnings and higher
reported equity” (Dhaliwal et al., 1982, p. 43). Based on the above discussion, we should
expect managers of widely-held firms to minimize TGILs and not recognize that prior
acquisitions failed or will fail to realize the promised synergies, to avoid shareholders’
questions and concerns. However, despite its immediate impact on equity, overstating
the TGIL also allows managers to protect current and future earnings. If managers of
widely-held firms prefer to “enhance the income stream in order to generate an
acceptable amount of profit from year to year” as suggested by Carslaw (1988, p.325),
then all other things being equal, they might prefer to maximize the TGIL. Therefore,
even though I expect the magnitude of TGILs to be associated with the ownership
structure of the firm, I am unable to predict the direction of this association. Firm size is
included as a control variable to proxy for various aspects of the firm. I measure firm
size as the log of lagged total assets. I also control for the fact that a firm is cross-listed
in the United States. A firm that is cross-listed in the United States must reconcile its
Canadian GAAP figures to US GAAP in a note to the financial statements. Thus, its

goodwill reporting choices could also be affected by “income statement” incentives. I

make no prediction regarding the influence of size and cross-listing on TGILs.

3.6 . Results
'3.6.1 Descriptive Statistics

Table 5 reports the size and industry distribution of TGILs recorded by sample
firms. In Panel A, industry membership is determined in accordance with TSX Indices as

given by Compustat Research Insight. Panel A reveals that 24% of sample firms (78
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firms) record a TGIL. On average, TGILs represent 1.49% (6.34%) of the total assets of
sample (TGIL) firms. They result in sample (TGIL) firms writing-off an average 10.09%
(42.80%) of their goodwill balance. Thus, according to these statistics, the adoption of
the impairment approach effectively triggered the recognition of important impairment
losses. Panel A also reveals that the number of firms recording a TGIL and the relative
importance of these losses vary by industry. The late 90’s were marked by a major
merger and acquisitions wave that was mostly concentrated in the information technology
and telecommunications industries. It was characterized by significant purchase
premiums being paid partly because of the Internet bubble. Section 3062 was introduced
after the bubble burst in 2000 and significant TGILs were expected in these industries as
aresult. Consistent with this expectation, Panel A of Table 5 reveals that the
telecommunications, consumer discretionary (a significant number of media firms are
included in this category), information technology and health care industries show the
highest percentage of TGIL firms.

{Insert Table 5 — Panel A here}

In Panel B, I redefine industry membership according to SIC code in the same
manner as Zang (2003). This allows for a comparison of the size and industry
distribution of TGILs in Canada and in the United States (at least for the samples used in
both studies). Although the industry distribution of TGILs differs, Panel B shows that the
proportion of firms fecording a TGIL is similar in both countries (24% in Canada vs.
30% in the United States). However, on average, Canadian losses represent a slightly
lower percentage of total assets and goodwill. American sample (TGIL) firms write-off

an average of 2.6% (8.8%) of their total assets. TGILs represent 13.6% (45.7%) of
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sample (TGIL) firms’ goodwill. These statistics indicate that even though the income
statement is not affected by the TGILs recorded by Canadian firms, equity recognition
does not seem to lead to higher or more frequent TGILs as the big bath hypothesis would
suggest. |

{Insert Table 5 — Panel B here}

Table 6 compares my expectations of whether sample firms should be recording a
TGIL in the absence of reporting incentives and“constraints with their actual behaviour.
In the absence of reporting incentives and constraints, I expect that those firms for which
the market value of equity exceeds the book value of equity (i.e. EXCGWILL is positive)
will not record a TGIL, while those firms with a market value lower than the book value
of equity (i.e. EXCGWILL is negative) will record a TGIL. The first row of Table 6
shows that there are 97 firms with a market value lower than the book value of equity.
Among the 97 firms expected to record a TGIL, only 38 (39%) actually reported a TGIL.
This provides some support for managers being able to exercise some discretion in
delaying the recognition of existing goodwill impairment. The second row of Table 6
indicates that there are 234 firms with a market value exceeding the book value of equity.
A total of 40 (17%) of these firms actually recorded a TGIL, consistent with big bath
behaviour. Table 6 has to be interpreted with caution because it captures the impairment
of firm-wide goodwill. Nevertheless, a likelihood-ratio Chi2 test rejects the null
hypothesis of independence between EXCGWILL and TGIL (p < 0.000). Thus, overall,

Table 6 supports the existence of incentives to both understate and overstate TGILs.

{Insert Table 6 here}
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Ta.ble 7 presents disclosure statistics. Section 3062 imposes disclosure
requirements on firms to make sure they share their private goodwill related information
with investors. Four of the main requirements are to disclose 1) the goodwill balance
separately on the balance sheet; 2) the facts and circumstances leading to the impairment
and the amount of the impairment loss (in the case of the transitional test, firms have to
confirm that they conducted the test and also discuss the result); 3) the changes in the
aggregate carrying amount of goodwill during the period; and 4) the changes in the
carrying amount of goodwill for each reporting unit or segment. 1 build a four-point
disclosure score based on these four requirements and present the number of firms that
met each requirement as well as their mean disclosure score. Sample firms are grouped
according to whether or not they booked a TGIL, and a test of differences in means is

done to compare their disclosure behaviour.

The first column of Table 7 shows that 86% of zero-TGIL firms and 91% of TGIL
firms disclose the carrying amount of goodwill separately on the balance sheet. The two
groups do not significantly differ (p <0.227). The second column shows that 76% of
zero-TGIL firms and 100% of TGIL firms confirm that they conducted the transitional
impairment test and discuss its result. TGIL firms are significantly more forthcoming (p
< 0.000). According to the third column of Table 7, 59% of zero-TGIL firms and 76% of
TGIL firms disclose the changes in the aggregate carrying amount of goodwill. Once
again, TGIL firms are significantly more forthcoming (p < 0.007). When it comes to
disclosing the changes in the carrying amount of goodwill for each reporting unit or
segment, the fourth column shows that only 25% of zero-TGIL firms and 41% of TGIL

firms meet this requirement. The difference between the two groups is significant (p <
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0.005). Finally, zero-TGIL firms’ mean disclosure score is 2.45 whereas TGIL firms’ is
3.08, With the difference between the two groups being significantly different from zero
(p <0.000). Overall, Table 7 shows that sample firms tend to disclose only general
information about goodwill, making it difficult for outsiders to understand the changes in
the carrying amount of goodwill at the reporting unit level. TGIL firms disclose
significantly more information than zero-TGIL firms, potentially to mitigate the negative

effects of recording a TGIL.
{Insert Table 7 here}

Table 8 presents descriptive statistics for the variables used in the multivariate
tobit analysis. The table shows the mean and median values of the variables for firms
recording a TGIL (N = 78), firms not reporting a TGIL (N = 253) and all sample firms (N
=331). The last two columns show the significance level of tests of differences in means
and medians between TGIL and zero-TGIL firms. Consistent with my expectations,
TGIL firms have a higher goodwill balance as of the adoption date than zero-TGIL firms
(p <0.000). The excess of the implied fair value of goodwill over its book value is lower
for TGIL firms, suggesting that they benefit from lower leeway against TGILs (p <
0.005). TGIL firms split the opening balance of goodwill between more reporting units
than zero-TGIL firms (p < 0.002). In terms of reporting incentives and disincentives,
TGIL firms’ ROE and ROA is more likely to be lower than the industry median (p <
0.003 and p <0.0019). More of these firms experienced a change in CEO (p < 0.011).
Firms with positive excess goodwill have a higher proportion of financially competent
and independent directors on their audit committee (p < 0.024) and a more independent

board of directors (p < 0.008). Finally, more TGIL firms are closely-held. All other
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differences in means between the two groups are not significantly different from zero.
Tests of differences in medians produce similar results, except for ROE3 (p < 0.056) and
DEVLEYV (p <0.049). Overall, univariate evidence is largely consistent with my

predictions.

{Insert Table 8 here}

3.6.2 Multivariate Results

Tables 9 and 10 present the results of the multivariate tol;it analysis of the
determinants of TGILs. A conditional moments test rejects the null of normal errors.
Therefore, reported z-statistics are based on robust standard errors. Table 9 reports
results for the model that includes audit committee variables and Table 10 reports results
for the model that includes board of directors variables. The first column of each table
reports coefficients for the model that includes deviation from target ROE (DEVROE)
while the second column reports coefficients for the model that includes deviation from
target ROA and leverage (DEVROA and DEVLEY).

In both Tables 9 and 10, the economic impairment variables significantly explain
the magnitude of TGILs except for the percentage of acquisitions financed with cash or
debt between 1997 and 2001 (CDEBT). Consistent with my expectations, the coefficient
on GOODWILL is positive and significant (p < 0.000, p < 0.000, p < 0.000 and p < 0.000)
and the coefficient on EXCGWILL is negative and significant (p < 0.061,p <0.044,p <
0.055 and p < 0.039). Also consistent with my expectations, RUNITS is significantly
positive for three of the four model specifications (p < 0.093, p <0.055 and p < 0.073).

Finally, ROEI (p < 0.007, p < 0.008, p < 0.007 and p < 0.009) and ROE3 (p < 0.064, p <
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0.068, p <0.079 and p < 0.084) are negative and significant. CDEBT is positive but not
significant (p < 0.852, p <0.775, p <0.931 and p < 0.857). OWN is negative and
significant (p< 0.093, p < 0.084, p < 0.07 and p < 0.061), suggesting that widely-held
firms tend to minimize TGILs, potentially to avoid shareholders’ questions and concerns
about past acquisitions’ performance. SIZE (p <0.202, p <0.133,p <0.161 and p <
0.105) is not significant. Finally, the coefficient on CLIST is negative and significant (p
<0.070, p <0.046, p <0.056 and p < 0.037) suggesting that cross—listed firms record
lower TGILs.

Most of the reporting incentives and disincentives variables are significant and in
the predicted direction. Consistent with H;, DEVROE and DEVROA are positive and
significant (p < 0.090 and p < 0.085, and p < 0.049 and p <0.039). This suggests that
firms with lower than target ROE and ROA record higher TGILs to smooth ROE and
ROA towards the industry median. Similarly, DEVLEV is negative and significant (p <
0.034 and p < 0.023), suggesting that firms with higher than target leverage record lower
TGILs to avoid a further deviation from the industry median. CHANGE is positive and
significant (p < 0.008, p <0.017, p <0.015 and p <0.029). Thus, consistent with H,,
firms that experience a change in CEO record higher TGILs. Hj is not supported as
PERBONUS is positive but not significant (p < 0.493, p<0474,p <0479 and p <
0.453). This suggests that firms where a higher proportion of top paid executives’
compensation is paid in bonus do not have incentive to record higher TGILs to protect
future income from operations. Consistent with Hs, ITMEXERC is negative and
marginally significant (p <0.092, p <0.073, p < 0.080 and p < 0.069). Hence, firms

where top executives hold a higher proportion of in the money exercisable stock options
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record lower TGILs, suggesting that they might want to avoid a reduction in the value of
their options. Finally, consistent with Hs, FIN is negative and significant (p < 0.076, p <
0.085, p <0.080 and p < 0.069) supporting the assumption that firms that plan on raising
new debt or equity capital prefer to minimize TGILs.

Finally, consistent with Hg, AC is positively associated with TGILs and the
association is significant (p < 0.010 and p < 0.019) and AC*POS is negatively associated
with TGILs and the association is also significant (p <‘0.011 and p <0.020). This result
seems to indicate that financially literate and independent audit committee members
monitor managers’ goodwill reporting decisions so that recorded TGILs effectively
represent the underlying economic value of goodwill. Similarly, consistent with H;,
BOD is positive and significant (p < 0.016 and p < 0.014) and BOD*POS is negative and
signiﬁéant (p <0.030 and p < 0.041), suggesting that independent board of directors also
play a role in ensuring that managers record TGILs that represent the underlying
economic value of goodwill. Overall, my results suggest that TGILs are associated with
managers’ reborting incentives and disincentives and the constraints imposed by the audit

committee and board of directors.

{Insert Tables 9 and 10 here}

3.6.3 Sensitivity Analyses

Some of the proxies for managers’ reporting incentives (deviation from target
ROE and ROA and in-the-money exercisable stock options) could also be seen as proxies
for past accounting and stock performance and indeed qualify as economic determinants.

I control for past ROE in the multivariate tobit model to try and address potential
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endogeneity concerns with respect to these variables. Howeyer, firm performance can be
measured in many different ways and there could be residual performance effects not
captured by the ROEI and ROE3 variables. To get some more comfort with respect to
the DEVROE and DEVROA variables, I re-estimate the model using continuous variables
not restricted to firms with lower than target ROE or ROA (DEVROECONT and
DEVROACONT). 1If DEVROECONT and DE VROACONT are capturing firm
performance rather than managerial incentives, then not only should firms with lower
than target ROE or ROA record higher TGILs but also firms with higher than target ROE
or ROA record lower TGILs (i.e. DEVROECONT and DEVROACONT should be
negatively associated with TGILs ). Results (untabulated) show that DEVROECONT is
negative but not significant in both the models that include audit committee and board of
directors variables (p < 0.3775 and p < 0.3715). Similarly, DEVROACONT is negative
but not significant in both specifications (p <0.261 and p < 0.232). All other results
remain unchanged. This provides additional support for an existing incentive to record
higher TGILs for firms with lower than target ROE and ROA.

To address potential endogeneity concerns with respect to the in-the-money
exercisable stock options variable, I add market-based measures (i.e. stock returns) as
explanatory variables for reported TGILs. In the absence of controls for market
performance, ITMEXERC could capture past stock price performance and reflect the fact
that better performing firms are less likely to suffer a decrease in the value of their
goodwill. Furthermore, prior research (e.g. Francis et al., 1996; Zang, 2003 and Sellhom,
2004) typically includes such measures consideriné that they may reflect more

comprehensive measures of the firm’s economics and capture market expectations of
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~ future cash flows. However, it has also been shown that asset and goodwill write-offs é.re
anticipated by the market and used as an input to the valuation in the years preceding the
write-off (e.g. Elliott and Hanna, 1996; Francis et al., 1996; Hirschey and Richardson,
2002, 2003, and Chen et al., 2004). As such, market-based measures are likely to be
endogeneous themselves. Returns are calculated for both the year preceding (RET! ) and
the second and third year preceding the adoption (annualized) (RET3). Thirty
observations are lost due to incomplete returns. I expect a negative association between
past returns and TGILs. Results (untabulated) remain virtually similar when market-
based measures are added to the model. However, contrary to my prediction, both RET
(p <0.910,p <0.753, p <0.847 and p < 0.915) and RET3 (p <0.280,p <0.218,p <
0.341 and p < 0.258) are positive and not significant. OWN remains negative but

becomes not significant (p <0.180, p <0.154, p <0.161 and p < 0.124).

3.7 Discussion and Conclusion

This chapter investigates the determinants of TGILS reported by Canadian firms
following the adoption of new standards on goodwill in 2001. Since their adoption, the
new standards have been criticized for leaving significant room for management
interpretation and bias. Consequently, concerns have been raised over the standards’
effectiveness in forcing firms to be more transparent with respect to the underlying value
of goodwill. Canadian standards require that TGIL be charged to equity, rather than to
net income as in the United States. Thus, unlike most studies interested in the

determinants of accounting choices in general and asset and goodwill write-offs in

64



particular, this chapter provides evidence on whether and how those accounting choices

that do not affect net income are influenced by managers’ reporting incentives.

Equity recognition is of particular interest because it‘ generates conflicting
incentives for managers who have the unique opportunity to protect their future operating
earnings by maximizing the TGIL (i.e. taking a bath) but must at the same time take into
consideration the negative impact that the TGIL can have on the quality of their balance
sheet and on the future cash flow expectations of market participants. Consistent with the
existence of this conflict, the empirical results show that TGILs are associated with
managers’ incentives to both overstate and understate them. I find that firms accelerate
the recognition of goodwill impairment losses to smooth the value of ROE and ROA
towards the target industry median as well as when they experience a change in CEO.
Firms delay the recognition of existing impairment losses when their leverage is higher
than the target industry median, when the value of in-the-money exercisable stock
options held by top executives is higher and when they issue new debt or equity capital in
the year following the announcement of the completion of the transitional goodwill
impairment test. I do not find support for the hypothesis that firms where top paid
executives have a higher proportion of their compensation paid in bonus have incentives
to maximize the transitional impairment loss to avoid future annual impairment losses
and the resulting decrease in operating earnings. This results is consistent with Dechow
et al. (1994) and Gaver and Gaver (1998) who show that executives’ cash compensation
is not negatively affected by restructuring expenses and nonrecurring accounting charges

such as goodwill write-offs.
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The results also shoW that independent board of directors and independent and
financially competent audit committees act as a constraint on Canadian managers’
transitional goodwill reporting choices to ensure that the economic value of goodwill is
properly reflected in financial statements. In the aftermath of Enron, considerable efforts
have been made by Canadian securities regulators to harmonize governance regulation
with American requirements despite ferocious opposition to the adoption of rules on
board of directors’ and audit committee’s composition and independence. The results of
this chapter support the move towards a rules-based approach to corporate governance by
demonstrating that independent directors can make a difference in constraining
managerial opportunism.

Overall, the results of this chapter suggest that despite the limited attention they
receive in the literature, managerial incentives can also influence those accounting
choices that do not affect net income. The observed associations between TGILs and
reporting incentives and disincentives mean that consistent with criticisms of the
standards, the impairment approach has not been entirely successful in forcing firms to be
more transparent with respect to the underlying economic value of goodwill. The power
of the empirical analyses contained in this chapter is limited by the lack of public
information at the reporting-unit level. Because of this, crude proxies have to be used to
measure the actual economic impairment. Any measurement error in these proxies could
bias my coefficients and the results of my hypotheses’ tests.

As time passes and more data becomes available, future research should examine
managers’ reporting choices with respect to annual goodwill impairment losses. Also of

potential interest is the impact of the introduction of the impairment approach on the
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premiums paid by acquiring firms and on the purchase price allocation decisions that they
subsequently make. With the adoption of the impairment approach, managers who
overpay for their acquisitions have to almost immediately write-off these overpayments
against their income from operations. Thus, it raises the question of whether they will
reduce the premiums paid to avoid the subsequent write-off. SFAS 142/Section 3062
also requires the separate recognition of identifiable intangible assets and the
amortization of definite life intangibles. As a result, it has been suggested that managers
would maximize the amounts attributed to goodwill and indefinite life identifiable
intangibles to avoid the recurring amortization expense (e.g. AIMR, 2002). However,

whether such is the case remains to be answered empirically.
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Chapter 4 — Value-Relevance and Timeliness

4.1 Introduction
When the Financial Accounting Standards Board (FASB) and the Canadian

Accounting Standards Board (AcSB) jointly introduced revised standards on purchased
goodwill in 2001, the main objective was to increase the relevance and reliability of the
goodwill figure by forcing firms to better reflect its underlying economic value on their
financial statements. This was to be achieved by 1) eliminating goodwﬂl amortization
éharges that did not faithfully represent how the loss in the value of goodwill occurs; and
2) triggering a timely recognition of existing impairment losses in cases where the
unamortized value of goodwill is greater than its fair value (FASB, 2001). As a first step
towards achieving this objective, firms were required to submit their goodwill to a
transitional impairment test and recognize existing unrecognized impairment losses
(transitional goodwill impairment losses (TGILs)) as a cumulative effect of a change in
accounting principles.

~ Significant controversy surrounded the adoption of SFAS 142/Section 3062. On
one hand, critics were concerned that the fair value of goodwill could not be measured
reliably enough to produce a relevant goodwill figure and warrant the move towards an
impairment-only approach because goodwill is not a separable asset, there are limitations
inherent to valuation models and estimating the fair value of goodwill requires substantial
managerial discretion (e.g. Herz et al., 2001). On the other hand, it was unclear whether
goodwill impairment losses could provide any timely information to market participants
because 1) TGILs are catch-up adjustments to reflect the cumulative effect of using the

impairment approach for accounting purposes for the first time; and 2) changes in the
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economic value of goodwill are typically incorporated in equity market values as they
occur. Motivated by the debate over the reliability of goodwill measurements following
the introduction of SFAS 142/Section 3062 and the timeliness of goodwill impairment
losses, this chapter investigates the relationship between 1) equity market values, and
goodwill and goodwill impairment losses; and 2) transitional and annual goodwill
impairment losses recorded by Canadian firms following the adoption of Section 3062,
and past and contemporaneous stock returns.

I test for the relationship between equity market values, and goodwill and
goodwill impairment losses recorded in the year in which the transitional goodwill
impairment test is completed by altering the Ohlson valuation model to isolate goodwill,
TGILs and AGILs from book value of equity and earnings, respectively. To the extentr
investors perceive goodwill as an asset, I expect a positive association between market
value and goodwill. Similarly, to the extent investors perceive TGILs and AGILs as
being sufficiently reliable measurements of a reduction in the value of » goodwill to
incorporate them in their valuation assessments, I expect a positive association between
market value and TGILs and AGILs (TGILs and AGILs are expressed as negative
numbers). Consistent with this prediction, I find a significant positive relationship
between goodwill, replorted TGILs and reported AGILs, and share price. This result
holds after allowing for different coefficients on earnings for profit and loss firms.

Next, I explore the effect of reduced opportunities for management discretion and
information asymmetry on the value-relevance of TGILs by altering the scaled valuation
model in four ways. First, I distinguish firms with a majority of independent directors on

the board and an independent chairman, expecting the latter to act as a constraint on
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managerial opportunism and reduce reliability issues associated with managerial
opportunism. I find that investers put a lower valuation weight on TGILs reported by
those firms with an independent board of directers, consistent with investors perceiving
the reduced opportunities for managerial discretion associated with better governance.
Second, I distinguish firms that record a TGIL when ﬁnanciai information at the firm
level indicates that they should (the Bear Sterns method). I find that investors put a
higher valuation weight on TGILs recorded by firms with market value of equity lower
than book value, i.e. firms that are expected to record a TGIL. Third, I distinguish firms
with better goodwill disclosure. I do not find any evidence of investors putting a
different valuation weight on TGILs reported by firms with better goodwill disclosure.
Finally, given the low percentage of firms that disclose changes in the carrying amount of
goodwill for each reporting unit or segment (28%) and the crucial nature of that
information for investors to be able to estimate the fair value of goodwill at the reporting
unit level, I distinguish between firms that disclose this information and firms that do not.
I do not find any evidence of investors putting a different valuation weight on TGILs
reported by firms that disclose the reporting unit allocation of goodwill.

The timeliness of annual and transitional goodwill impairment losses is tested by
examining their association with past and contemporaneous stock returns. If decreases in
the value of goodwill were incorporated in equity market values as they occurred and
TGILs only represent catch-up adjustments to reflect the cumulative effect of using the
impairment approach for accounting purposes for the first time, then returns should lead
TGILs. If TGILs also provide new information to the market, I should observe a positive

association between TGILs and adoption year returns as well. Finally, if the market was
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completely unaware of the existence of the impairment and did not anticipate the loss, [
should observe no association Between TGILs and prior year returns and a positive
association between TGILs and adoption year returns. Results suggest that TGILs only
represent catch-up adjustments to reflect the cumulative effect of using the impairment
approach for accounting purposes for the first time. If AGILs only represent the adoption
year portion of goodwill impairment, then there should be a positive association between
AGILs and adoption year returns, and no association between AGILs and prior year
returns. Howeyer, if reliability concerns with respect to the measurement of goodwill
impairment losses result in the delayed recognition of TGILs as AGILs, then I could also
observe a positive association between AGILs and prior year returns. Results show a
positive and significant association between prior and adoption year returns and AGILs.
The results of this chapter support standard setters’ view that reliability concerns
with respect to the measurement of the fair value of goodwill are not sufficient to render
goodwill impairment losses valuation irrelevant. As such, they may prove to be useful in
assessing the extent to which they met their objective in issuing SFAS 142/Section 3062.
Whether the fair value of assets and liabilities can be measured with sufficient reliability
to maintain their relevance for financial statement users also is at the heart of the debate
that surrounds the move towards fair value accounting for more than a decade now.
Together with the results of Aboody et al. (2004) for stock-based compensation expense
and Barth et al. (1996) for financial instruments, the results of this chapter demonstrate
that fair value measurements can be relevant even when the financial statement elements

of interest are inherently bound to measurement error and subject to significant
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management discretion. They support the notion that reliability is about faithful
representation, not precision.

The results of this chapter also illustrate the role played by accounting in
aggregating available financial information and the ability of market participants to
impound declines in the value of goodwill in prices prior to the recognition of goodwill
impairment losses in the financial statements. The adoption of SFAS 142/Section 3062
led to the recognition of transitional goodwill impairment losses that were already
impounded in stock prices prior to the adoption year. However, reliability concerns with
respect to the measurement of the transitional loss also seem to have resulted in a
partially delayed recognition of TGILs as AGILs. Overall, the results indicate that the
adoption of Section 3062 is likely to improve the timeliness of goodwill impairment
losses by forcing firms to test goodwill for impairment every year.

This chapter contributes to the literature interested in the value-relevance of fair
value measurements by providing evidence on the reliability, value-relevance and
timeliness of the financial information on goodwill provided to the market after the
adoption of SFAS 142/Section 3062. The empirical analyses contained in this chapter go
beyond traditional value-relevance studies to examine the effect of reduced opponunities
for management discretion and information asymmetry on the value-relevance of TGILs.

The rest of this chapter is organized as follows. Section 2 provides background
information on accounting for goodwill and reviews prior research. Models and variables
are presented in section 3. Results are presented in Section 4. Finally, Section 5

discusses the results and concludes.
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4.2 Background
4.2.1 Accounting for Goodwill

Before the introduction of SFAS 142/Section 3062, firms were required to
amortize goodwill over a period not exceeding forty years. They were asked to compare
the book value of their goodwill to its net recoverable value if they had any indication
that the undiscounted future cash flows generated by the subsidiary to which the goodwill
was attributed could be significantly and permanently reduced (SFAS 121 and Section
1580). The resulting impairment loss was charged to net income, most often as an
unusual item. Thus, the timing, measurement and presentation of goodwill write-offs
could easily be managed: goodwill write-offs were fairly rare, they were usually
substantial and they were most often recorded when firms were experiencing financial
difficulties or ehteringvimportant restructurings (Elliott and Shaw, 1988; Francis et al.,
1996).

The decision to review existing standards on purchased goodwill was made
concurrently by the FASB and the AcSB in 1999. SFAS 142/Section 3062 1) eliminates
goodwill amortization and 2) requires that a two-step impairment test be performed on
goodwill at the same date every year. The ultimate objective of the impairment test is to
comparé the fair value of goodwill for each reporting unit with its book value as if it were
acquired again every year. Before conducting the impairment test for the first time, firms
have to entirely allocate their goodwill balance between their different reporting units.
Once this is done, the fair value of each reporting unit is compared to its book value. If
there is excess fair value, there is no need to go further and the conclusion of the test (no

impairment necessary) is disclosed in the notes to the financial statements. Conversely, if
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there is excess book value, the fair value of the reporting unit is compared to the fair
value of net assets excluding goodwill to obtain the fair value of goodwill. The latter is
then compared with the book value of goodwill and any excess is recorded as an
impairment loss (see Figure 1 and Appendix A for an example).

The provisions of SFAS 142/Section 3062 came into effect on January 1, 2002.
They apply to financial years stérting on or after this date although early adoption is
allowed for firms with a fiscal year beginning on or after April 1, 2001, provided the first
interim period financial statements have not been previously issued. A first transitional
impairment test must be conducted before the end of the second quarter of the adoption
year to retroactively apply the change in accounting policy. The amounts used in the
transitional goodwill impairment test are measured as of the beginning of the year the
new standard is initially applied to capture the loss in value that is attributable to past
events. As a result, the TGIL recorded represents the cumulative effect of the change in
accounting policy. In the United States, the transitional loss is charged to the income
statement. In Canada, it is charged to opening retained earnings, without any restatement
of the prior periods. In contrast, annual impairment losses are charged to income from
operations in both countries.

SFAS 142/Section 3062 removes the “write-off recognition” choice by forcing
firms to perform a goodwill impairment test every year and lowers the impairment
threshold by requiring that the impairment loss be based on the fair value of goodwill
(rather than its recoverable value). According to standard setters, this would improve the
representational faithfulness of the goodwill figure and lead to a more timely recognition

of existing impairment losses (FASB, 2001). However, concerns were expressed over
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whether 1) the fair value of goodwill could be measured reliably enough to meet these

objectives and 2) TGILs would provide any timely information to the market.

4.2.2 Reliability Concerns

Reliability concerns mainly arise from three sources. First, goodwill is not a
separable asset. It is measured as a residual both at the time of the acquisition and when
the impairment test is performed. As a result, any measurement error in computing the
fair value of the reporting unit or its net assets affects the measurement of the fair value
of goodwill and of the impairment loss. In addition, acquired goodwill must be split
between the reporting units to which it relates. Because changes in acquisition goodwill
cannot be distinguished from changés in post-combination internally generated goodwill,
what is then measured at any time following the acquisition is the fair value of the
aggregate goodwill of each reporting unit rather than the fair value of thé goodwill
relating to each acquisition (Herz et al., 2001).

Second, there is a significant potential for measurement error in computing the
fair value of the reporting unif and its net assets. Standard setters favour the market value
of the shares as the measurement basis for the fair value of the reporting unit. However,
very few reporting units happen to have their shares traded and firms must often resort to
present value techniques to assess the value of their reporting units. By nature, valuation
is a complex and rather imprecise exercise. Significant assumptions are involved in
forecasting future cash flows (or abnormal earnings) and the discount rate to be used. In
addition, the fair value of the reporting unit can be influenced by the ability to take

advantage of synergies (control premium), the market for the shares (marketability
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discount) or the private information owned by managers on future cash flows, risk or the
most appropriate discount rate. SFAS 142/Section 3062 forces firms to deal with these
difficult valuation issues without really providing specific guidance as to how to interpret
their requirements (Feldman, 2002).

Thifd, SFAS 142/Section 3062 has been criticized for leaving significant room for
management interpretation, judgment and bias. According to King (2002), managers are
basically “picking a number out of a hat”. Managerial discretion can be exercised both
when goodwill is allocated to the different reporting units and the fair value of the
reporting unit and its identifiable assets and liabilities is measured. It can result in
managers being able to calculate both impairment and non-impairment of goodwill in the
same period depending on the underlying assumptions they choose, thereby accelerating
or delaying impairment recognition (Massoud and Raiborn, 2003).

Overall, the very nature of goodwill, limitations to valuation models and
managerial discretion can reduce the reliability of the goodwill figure and of the resulting
goodwill impairment losses. The first objective of this chapter is to determine whether
the combined effects of these reliability problems are sufficient to render TGILs
valuation irrelevant. Given the different sources of reliability concerns, limited
information at the reporting unit level and limited footnot¢ disclosures on the method(s)
and inputs used to assess the fair value of reporting units, net assets aﬁd goodwill, it is
also difficult for investors to make an external appraisal of the fair value of goodwill and
assess the reasonableness of reported TGILs. The second objective of this chapter is to
explore the effect of reduced opportunities for management discretion and information

asymmetry on the value-relevaﬁce of TGILs.
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4.2.3 Timeliness Concerns

According to Section 1000 of the CICA Handbook, to be timely, goodwill
impairment losses must be communicated to investofs before they lose their capacity to
influence decisions. TGILs are catch-up adjustments to reflect the cumulative effect of
using the impairment approach for accounting purposes for the first time. However,
existing anecddta] and empirical evidence suggests that overpayments are typically
written-off by the market in the year of acquisition and that changes in the economic
value of goodwill are incorporated in equity market values as they occur (Jennings et al.,
1996; Henning et al., 2000). Thus, for many, TGILs only are “an acknowledgement of
what many people knew by looking at 2002’s depressed stock prices: that many 1990s
megamergers haven’t lived up to expectations and so aren’t worth the prices the acquirers
paid”, and they should be entirely impounded in stock bﬁces prior to the adoption year
(Tergesen, 2002). Still, TGILs have the potential to influence stock prices in the
adoption year if the loss recorded differs from the one that was anticipated by the market.
The new information could be related to the private information owned by the firm on the
fair value of goodwill, added disclosures, or refinements in the measurement of the loss.

Provided TGILs are properly estimated and recognized, AGILs should only
represent the adoption year portion of goodwill impéirment. That is adoption year AGILs
should only influence stock prices in the adoption year. However, it is also possible that
reliability concerns with respect to the measurement of goodwill impairment losses result
in part of the TGIL being recognized as an AGIL. In that case, AGILs would also appear

to be partially impounded in stock prices in the years preceding the adoption. Given the
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uncertainty about the timeliness of AGILs and TGILs, the third objective of this chapter
is to investigate the timeliness of AGILs and TGILs recorded following the adoption of

Section 3062.

4.2.4 Related Research

Related research can be divided in three groups. Given the contention that
goodwill and goodwill amortization are typically ignored by the market, a first group of
studies investigates the value-relevance of the goodwill figure and its amortization, both
at the time of the acquisition and iﬁ future periods. According to Johnson and Petrone
(1998), purchased goodwill can be disaggregated into going-concern, synergy, and

1'%, At the time of the acquisition, Henning et al. (2000) show that

residual goodwil
investors value the different components of goodwill differently: they find a positive
association between market values and going-concern and synergy goodwill, and a
negative association between market values and residual goodwill, consistent with the
market writing-off overpayments in the year of acquisition. In the years following the
acquisition, Jennings et al. (1996) find that there is a strong positive association between
equity market values and purchased goodwill, consistent with the hypothesis that the

book value of goodwill continues to reflect over time the value of excess cash flows

purchased at the moment of the acquisition.

'8 The components of purchased goodwill can be defined as follows. Going-concern goodwill is the ability
of the enterprise to earn, on a going-concern or stand-alone basis, a higher return on a collection of net
assets than would be expected if those net assets were acquired separately. Synergy goodwill is the fair
value of the synergies from combining the acquirer’s and target’s businesses and net assets. Finally
residual goodwill is the sum of 1) the payments resuiting from over- (under-) valuation of the consideration
used and 2) the over- (under-) payment by the acquirer in the course of bidding (Johnson and Petrone,
1998).
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In contrast, prior research does not provide conéistent evidence of an associatibn
between equity market values and goodwill amortization. Jennings et al. (1996) only find
weak evidence of a negative association between equity values and goodwill amortization.
Vincent (1997) demonstrates that investors adjust accounting numbers for pooling and
purchase firms to place them on an approximately equal basis. Lindenberg and Ross
(1999) show that price-earnings ratios increase in response to goodwill amortization so
that the increase is sufficient to offset goodwill amortization and leave stock prices
unchanged. Finally, Mochrle et al. (2001) find that the relative informativeness of
earnings before goodwill amortization and earnings before extraordinary items do not
differ significantly, consistent with goodwill amortization not providing any information
useful to investors’ decisions.

A second group of studies examines the information content of goodwill
impairment losses prior to and following the introduction of SFAS 142/Section 3062.
These studies examine whether goodwill write-offs convey information to the market at
the time they are announced. Hirschey and Richardson (2002) show that “simple”
goodwill write-off announcements are accompanied by negative and significant
cumulative abnormal returns (CARs) but obtain insignificant CARs for firms reporting
contemporaneous positive earnings surprise; and negative and significant CARs for firms
either reporting an operating loss or other information. They consider this evidence as
consistent with the market interpreting goodwill write-offs in the context of other
company information. Motivated by the relatively small magnitude of the abnormal
returns in the announcement period as compared to the average magnitude of the

goodwill write-offs, they further analyze pre- and post-announcement period returns.
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They find that goodwill write-offs are preceded by large and significant negative
abnormal returns, suggesting that investors partially anticipate the write-offs. They also
show that the negative abnormal returns continue in the one year post-announcement
period although they are of a smaller magnitude, consistent with some investors under-
reacting to the announcement.

The information content of TGILs recorded as a result of the introduction of
SFAS 142 in the United States is studied by Segal (2003) and Zang (2003). Both authors
decompose the impairment losses into their anticipated and unanti;:ipated components
and only expect a negative and significant reaction to the unexpected component. To the
extent SFAS 142 better reflects the economic loss in value of goodwill, Segal (2003)
further expects a more negative reaétion under SFAS 142 than SFAS 121. Consistent
with their hypotheses, Segal (2003) and Zang (2003) find that the market does not
significantly react to the expected portion of the impairment loss and that there is ;cl
negative and significant reaction to its unexpected portion. However, Segal (2003) does
not find any significant difference between the market reactions under SFAS 121 and
SFAS 142.

Finally, Chen et al. (2004) investigate the timeliness and valuation effects of
goodwill and goodwill impairment losses (both transitional and annual) recognized under
SFAS 142 in 2002. They find that TGILs are partially anticipated by the market, but that
they also represent new information. AGILs primarily provide new informatidn to the
market, although they are partially impounded in price in 2001. Lastly, the value-
relevance of goodwill improves following the adoption of SFAS 142, as demonstrated by

an increase in the explanatory power of a valuation model based on goodwill as reported
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in 2002 over one based on goodwill before either the transitional and/or annual
impairment losses. This chapter differs from Chen et al. (2004) in at least two ways.
First, I test for the value-relevance of goodwill and goodwill impairment losses using
both a relative and absolute approach. Second, I explore the effect of reduced
opportunities for management discretion and information asymmetry on the value-

relevance of TGILs.

43  Methodology
43.1 Sample and bData

Sample firms are drawn from the January 2004 version of Compustat Research
Insight. To enter the sample, firms must be listed on the Toronto Stock Exchange (TSX),
have a positive goodwill balance as at the year-end preceding the adoption of Section
3062, and report in Canadian GAAP. Observations with no information available on the
stock exchange, the goodwill balance, or the financial year-end in Compustat are
completed manually. Sampling is based on the reported goodwill figure so that firms that
record a TGIL as well as those that do not are considered. This leaves 417 firms.
Financial and disclosure data is obtained from Compustat Research Insight as well as
from the sample firms’ annual reports, governance data is obtained from firms’ proxy
statements. Value-relevance tests are based on a sample of 341 firms (323 firms for the
model including governance quality measures). Timeliness tests are based on a sample of

341 firms.
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4.3.2 Models and Variables
4.3.2.1 Value-Relevance

Consistent with Ohlson (1995), the following ordinary least squares regression
model is used to assess the value-relevance of goodwill and goodwill impairment losses

~ recorded in the adoption year:

MVAL; = Bo + B1 BVi + B2 NI; + B3 GWILL; + B4 TGIL; + B5s AGIL; + & )
Where:
MVAL = Market value of equity at the end of the year in which the transitional
goodwill impairment test is completed
BV = Book value of equity at the end of the year in which the transitional
goodwill impairment test is completed minus goodwill at the end of that
same year
NI = Earnings before extraordinary items for the year in which the

transitional goodwill impairment test is completed plus the reported

AGIL

Goodwill at the end of the year in which the transitional goodwill

impairment test is completed plus the reported TGIL and AGIL

TGIL = Reported TGIL, expressed as a negative number

AGIL Reported AGIL for the year in which the transitional goodwill
impairment test is completed, expressed as a negative number.

GWILL

i

All variables are scaled by the number of common shares outstanding at the end
of the year in which the transitional goodwill impairment test is completed. The model is
estimated using robust regression. I calculate Cook’s D statistic and exclude all
observations with D > 1. The regression is then re-estimated with the coefficient tests
being based on White’s t-statistics. This approach is similar to Aboody et al. (2004).

The basic Ohlson valuation model is altered to separate goodwill, transitional goodwill
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impairment losses and annual goodwill impairment losses from book value and earnings,
respectively. Consistent with prior research, I expect book value per share and earnings
per share to be positively related to price.

The ending balance of goodwill is adjusted to exclude the effect of the reported
TGIL and AGIL. Consistent with prior research on the value-relevance of goodwill, I
expect a positive association between goodwill per share and price. The models include
the TGIL as reported and expressed as a negative number. If investors perceive the TGIL
as a reduction in the value of goodwill, then TGIL will be positively related to price.
Finally, to the extent measurement error and managerial discretion with respect to TGILs
can influence the magnitude of AGILs (and vice-versa), I also include reported AGILs in
the model, expressed as a negative number. If investors perceive AGILs as a reduction in
the value of goodwill, then AGIL will be positively related to price.

Next, I explore the effect of reduced opportunities for management discretion and
information asymmetry on the value-relevance of TGILs by altering the valuation model
in four ways. First, I try and distinguish firms where the potential for managerial
opportunism is lower by using the BOD variable from Chapter 3 of this dissertation and
building an interaction term between TGIL and BOD. If you recall, BOD is a two-point
score to capture the independence of the board of directors and presumably, governance
quality. Consistent with governance regulation, one mark is awarded if a majority of
directors are independent and one mark is awarded if there either is an independent chair
or lead director in cases where the CEO also is the chair. BOD is the sum of these two
elements. The results of Chapter 3 suggest that an independent board of directors acts as

a constraint on managerial opportunism with respect to reported TGILs. As such, it could

83



reduce reliability issues associated with managerial opportunism. A significant
association between price and 7GIL *BOD would suggest that investors perceive the
reduced opportunities for managerial discretion associated with better governance, and
value TGILs differently in the presence of an independent board of directors.

Second, I examine whether the set of information available to try and assess the
fair value of goodwill inﬂuences the value-relevance of TGILs. From an investor’s point
of view, the potential for measurement error and managerial discretion with respect to
reported TGILs could be exacerbated in the absence of detailed public information at the
reporting unit level and footnote disclosures on the method(s) and inputs used to assess
the fair value of reporting units, net assets and goodwill because they do not have
sufficient information to assess the reasonableness of reported TGILs. Thus, the set of
information available to estimate the fair value of goodwill and the magnitude of the
TGIL could influence the perceived reliability, and value-relevance of reported TGILs.

To estimate the fair value of goodwill and the anticipated TGIL specialized
valuation firms such as Bear and Sterns suggest that investors rely on financial
information at the firm level. The firm is treated as a single reporting unit, as though it
has been purchased in a business combination. The market value of equity is assumed to
proxy for the fair value of the reporting unit. The fair value of net assets is assumed to be
equal to their book value. The goodwill impairment test can then be simplified to the
difference between the market value and the book value of stockholders’ equity.
Consistent with this approach, I create an indicator variable called EXPECT. EXPECT
takes on the value of 1 if the firm behaves as can be expected based on the Bear Sterns

method, i.e. if the market value of equity is lower than book value and a non-zero TGIL
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is reported or the market value of equity is higher than book value and a zero TGIL is
reported; and 0 otherwise. I then build an interaction term between TGIL and EXPECT
and include it in the valuation model. If investors value TGILs differently when the
reported TGIL is consistent with available accounting and market information, then
TGIL*EXPECT will be significantly associated with price.

Alternatively, investors could try to estimate the fair value of goodwill at the
reporting unit level by relying on the information disclosed in the financial statements.
To reduce information asymmetry bétweeh firms and investors, Section 3062 requires
that firms disclose 1) the goodwill balance separately on the balance sheet; 2) the facts
and circumstances leading to the impairment and the amount of the impairment loss (in
the case of the transitional test, firms have to confirm that they completed the test and
discuss the result); 3) the changes in the aggregate carryiﬁg amount of goodwill during
the period; and 4) the changes in the carrying amount of goodwill for each reporting unit
or segment during the period. 1 build a four-point disclosure score based on these four
requirements (DISC) and create an interaction term between TGIL and DISC to examine
whether increased disclosure influences investors’ valuation assessments. Given the low
percentage of firms that disclose changes in the carrying amount of goodwill for each
reporting unit or segment (28%) and the crucial nature of that information for investors to
be able to estimate the fair value of goodwill at the reporting unit level I also create an
indicator variable called RUNIT that takes on the value of 1 if the firm discloses the
reporting unit allocation and 0 otherwise, and build an interaction term between TGIL and

RUNIT. If investors value TGILs differently in the presence of additional footnote
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disclosures, then TGIL* DISC and TGIL* RUNIT will be significantly associated with

price.

4.3.2.2 Timeliness
Consistent with Warfield and Wild (1992), the following ordinary least squares

regressions are used to assess the timeliness of TGILs and AGILs:

TGIL, =ﬂ0 +ﬂ1RET1+ﬁ2RETtJ +,83RET;_2 + & 3)
AGIL, = Bo + B1 RET, + B2 RET,.; + B3 RET;; + & @)
Where:
TGIL = Reported TGIL, expressed as a negative number
AGIL = Reported AGIL, expressed as a negative number
RET, = Cumulative annual returns for adoption year
RET,; = Cumulative annual returns for the year preceding the adoption year
RET,, = Cumulative annual returns for the second year preceding the adoption
year

The models are estimated using robust regression. I calculate Cook’s D statistic
and exclude all observations with D > 1. The regressions are then re-estimated with the
coefficient tests being based on White’s t-statistics. If decreases in the value of goodwill
were incorporated in equity market values as they occurred and TGILs only represeﬁt
catch-up adjustments to reflect the cumulative effect of using the impairment approach
for accounting purposes for the first time, then returns should lead TGILs. In other words,
there should be a positive association between TGILs and prior year returns, and no

association between TGILs and adoption year returns. If TGILs also provide new
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information to the market, I should observe a positive association between TGILs and
adoption year returns as well. Finally, if the market was completely unaware of the
existence of the impairment and did not anticipate the loss, I should observe no
association between TGILs and prior year returns and a positive association between
TGILs and adoption year returns. If TGILs are properly estimated and recognized and
AGILs only represent the adoption year portion of goodwill impairment, then there
should be a positive association between AGILs and adoption year returns, and no
association between AGILs and prior year returns. However, if reliability concerns with
respect to the measurement of goodwill impairment losses result in part of the TGIL
being recognized as an AGIL, then I could also observe a positive association between

AGILs and prior year returns.

4.4  Results
4.4.1 Descriptive Statistics

Table 11 presents distributional statistics for the variables in the value-relevance
and timeliness regression models. Table 11 — Panel A shows an average share price of
12.58% and an average book value per share before goodwill of 6.968. Sample firms
record average earnings per share before the reported AGIL of 0.42$. The average
goodwill per share is 3.05% per share, i.e. 30.5% of the total book value per share. The
average TGIL per share is 0.29$, whereas the average AGIL per share is 0.08$.
Interestingly, the average TGIL is almost of the same magnitude as the average earnings
per share, indicating that firms were able to avoid a significant hit on their earnings by

charging the loss to opening retained earnings. The average board independence score is
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1.24 out of 2 whereas the median score is 1, indicating that at least half the sample firms
either have a majority of independent directors on their board of directors or an
independent chair. Out of the 341 firms for which complete data is available in the
scaled model, 237 behave as expected, i.e. record (do not record) a TGIL when the
market value of equity is lower (higher) than Book value (untabulated). The average
disclosure score is 2.64 out of 4. However, only 96 firms disclose the reporting unit
allocation of goodwill and the changes in the carrying amount of goodwill for each
reporting unit or segment during the adoption year (untabulated).

Table 11 — Panel B shows average cumulative annual returns of 0.56%, 6.93%
and 19.23% for the adoption year, the year preceding the adoption and the second year
preceding the adoption, respectively. The average TGIL per share represents 3.63% of
opening share price in the; adoption year. Finally, the average AGIL per share represents

1.19% of opening share price in the adoption year.
{Insert Table 11 here}

Table 12 presents the Pearson correlation matrix for the variables in the value-
relevance and timeliness regression models. Figures in bold denote significance at the
5% level. Table 12 — Panel A shows that BV, NI and GWILL respectively have
correlations of 0.73 and 0.52 and 0.15 with MVAL. TGIL and AGIL are negatively
related to GWILL (p =-0.70 and p = -0.45) by design. TGIL is also highly correlated
with TGIL*BOD (p = 0.95), TGIL*EXP (p = 0.92), TGIL*DISC (p = 0.95) and
TGIL*RUNIT (p = 0.64) by design. Similarly, TGIL*BOD, TGIL*EXP, TGIL*DISC and
TGIL*RUNIT are highly correlated with each other. All other correlations between

independent variables are below the 0.50 threshold. Table 12 — Panel B shows that T7G/L
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and AGIL are positively and significantly qorrelated (p =0.1742). TGIL is positively
correlated with RET, ; and RET,.;(p = 0.1121 and p = 0.0489). AGIL is positively
correlated with RET;, RET,.; and RET, ; (p = 0.0945, p=0.1053 and p = 0.0371).‘ All
correlations are below the 0.50 threshold.

{Insert Table 12 here}

4.4.2 Multivariate Results
4.4.2.1 Value-Relevance

Table 13 presents the results of the OLS regfession examining the value-relevance
of goodwill and reported goodwill impairment losses in the adoption year. The model is
significant (p < 0.000) with an R? of 65.14%. Consistent with my predictions, book value
per share (BV) and earnings per share (N/) are positively associated with share price and
the association is significant (p < 0.000 and p < 0.004). Table 13 also reveals a positive
and significant association between pre-impairment goodwill per share (GWILL), TGIL
per share (TGIL) and AGIL per share (AGIL), and share price (p < 0.000, p < 0.006 and p
< 0.000). This result is consistent with investors perceiving goodwill as a valuable asset
of the firm. It also suggests that they perceive TGILs and AGILs as being sufficiently
reliable measures of a reduction in the value of goodwill to incorporate them in their

. 1
valuation assessments’°.

{Insert Table 13 here}

1% Results (untabulated) remain unchanged when book value of equity at the end of the adoption year is
used as a scaler, except for N/ which becomes negative and insignificant.
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Table 14 displays the results of OLS regression models exploring the effect of |
reduced opportunities for management discretion and information asymmetry on the
value-relevance of TGILs. The first column shows the results of the OLS model
exploring the effect of reduced opportunities for management discretion by distinguishing
firms with an independent board of directors. Consistent with my predictions, BV, NI,
GWILL and AGIL are significantly and positively associated with share ;Srice (p < 0.000,
p <0.004, p < 0.000 and p < 0.000). TGIL is also significantly and positively associated
with share price (p < 0.000) while Tt GIL*BOD is significantly and negatively associated
with share price (p < 0.015). This result indicates that investors put a lower valuation
weight on TGILs reported by firms with an independent board of directors. It is
consistent with investors perceiving the reduced opportunities for managerial discretion
associated with better governance.

The second column of Table 14 shows the results of the OLS model
distinguishing between firms that behave as expected and firms that do not according té
the Bear Stern’s method. Consistent with my predictions, BV, NI, GWILL and AGIL are
significantly and positively associated with share price (p <0.000, p <0.004, p < 0.000
and p <0.000). 7GIL and TGIL*EXPECT are also positively associated with share price
and the association is significant (p < 0.040 and p < 0.003). This result is consistent with
investors putting a hi ghér valuation weight on TGILs recorded by firms with a market
value of equity lower than book value, i.e. firms that are expected to record a TGIL.

The third and fourth columns of Table 14 show the results of the OLS models
distinguishing firms with better goodwill disclosure, and firms that disclose the reporting

unit allocation of goodwill and the changes in the carrying amount of goodwill for each
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reporting unit or segment during the adoption year. Consistent with my predictions, BV,
NI, GWILL and AGIL are significantly and positively associated with share price in both
models (p < 0.000, p <0.011, p <0.000 and p < 0.001 in the disclosure model, and p <
0.000, p <0.005, p <0.000 and p < 0.000 in the reporting unit allocation model). TGIL
and TGIL*DISC are positively associated with share price. However, only the
association between 7GIL and share price is significant (p < 0.028 and p < 0.615)
indicating that investors do not put a different valuation weight on TGILs reported by
firms with better goodwill disclosure. TGIL and TGIL*RUNIT are also positively
associated with share price, but only the association between TGIL and share price is
significant (p < 0.008 and p < 0.598). Again, this result is consistent with investors not
valuing TGILs reported by firms that disclose the reporting unit allocation of goodwill
and the changes in the carrying amount of goodwill for each reporting unit or segment
during the adoption year differently. Taken together, results suggest that the information

disclosed on goodwill has little effect on investors’ valuation assessments.
{Insert Table 14 here}

Table 15 presents the results of the Davidson-MacKinnon J test comparing the
explanatory power of the valuation models based on goodwill as reported in the adoption
year and goodwill before either the transitional and/or annual impairment losses. The
Davidson-MacKinnon J test of nonnested models tests whether the alternative model has
explanatory power over and above the null model by including predicted values from the
alternative model in the null model. If the predicted values are significant, then the
model of the null hypothesis is rejected. If the predicted values are not significant, then

the model of the null hypothesis cannot be rejected. The test must be done on the
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reversed hypotheses. It is impossible to get a clear answer if the test leads to the
acceptance or rejection Qf both mpdels. Table 15 shéws that GWILLEND and
GWILLPRE are both positively and significantly associated with share price (p < 0.000
and p < 0.000). Model 1 including goodwill as\reported in the adoption year has an R® of
63.81% while Model 2 including goodwill before either the transitional and/or annual
goodwill impainnent losses has an R? of 62.02%. The J test accepts Model 1 and rejects
Model 2, indicating that the increase in explanatory power is significant. The significant
increase in explanatory power suggests that the value-relevance of goodwill has increased

following the adoption of Section 3062.

{Insert Table 15 here}

4.4.2.2 Timeliness

Table 16 presents the results of the OLS rﬁqdels examining the timeliness of
TGILs and AGILs. Column (1) of Table 16 presents the results of the model examining
the timeliness of reported TGILs while column (2) presents the results of the model
examining the timeliness of reported AGILs. Column (1) shows a positive and
significant association between reported TGILs and cumulative annual returns for the
second year preceding the adoption (p < 0.012), and the year preceding the adoption (p <
0.026), and a negative and insignificant association between reported TGILs and
cumulative annual returns for the adoption year (p < 0.704). This result suggests that the
adoption of SFAS 142/Section 3062 led to the recognition of impairment losses that were

already impounded in prices, i.e. that TGILs represent catch-up adjustments to reflect the
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cumulative effect of using the impairment approach for accounting purposes for the first
time.

Column (2) shows a positive and significant association between reported AGILs
and cumulative annual returns for the second year preceding the adoption (p < 0.030), the
year preceding the adoption (p < 0.023) and the adoption year (p < 0.020). Once again,
this result suggests that returns led the recognition of AGILs, i.e. that AGILs were
impounded in price prior to the adoption of SFAS 142/Section 3062. However, the
significant association between AGILs and adoption year returns suggests that AGILs
were only partially impounded in prices and that they also provided new information to
the market. This seems to indicate that AGILs do not only represent the adoptioﬂ year
portion of goodwill impairment and that reliability concerns with respect to the
measurement of goodwill impairment losses resulted in the partially delayed recognition |
of TGILs as AGILs. Overall, the evidence presented in Table 16 ié consistent with the
adoption of SFAS 142/Section 3062 improving the timeliness of goodwill impairment

losses by forcing firms to test goodwill for impairment every year.

{Insert Table 16 here}

4.4.3 Sensitivity Analysis

A relatively high proportion of sample firms (31%) have negative earnings. Prior
research shows that persistence differs across positive and negative earnings so that
restricting the coefficient on earnings to be the same across the two groups can result in
model misspecification (Hayn, 1995; Clarkson et al., 2004). To assess whether my

results are influenced by model misspecification, I re-estimate the model for profit and
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loss firms separately. Table 17 presents the results of this analysis. Both models are
‘signiﬁcant (p < 0.000 and p < 0.000). The profit model has an R? of 91.54% while the
loss model has ‘an R? of 65.91%. Book value per share (B¥) and earnings per share (N])
are positive and significant for both profit and loss firms (p < 0.000 and p < 0.000 for BV,
and p <0.000 and p <0.013 for NI). Coefficients on GWILL, TGIL and AGIL are also
positive and significant for both groups (p < 0.000 and p < 0.000 for GWILL, p < 0.044
and p < 0.000 for 7GIL, and p < 0.000 and p < 0.026 forAGIL). Therefore, my results do
not seem to be affected by model misspeéiﬁcation.

{Insert Table 17 here}

4.5 Discussion and Conclusion

This chapter investigates the relationship between 1) equity market values and
goodwill and goodwill impairment losses; and 2) annual and transitional goodwill
impairment losses record_ed by Canadian firms following the adoption of Section 3062
and past and contemporaneous stock returns. Standard setters introduced SFAS
142/Section 3062 to increase the relevance and reliability of the goodwill figure by
forcing firms to better reflect its fair value on their financial statements. However, in the
debate that surrounded the adoption of SFAS 142/Section 3062, concerns were raised that
the fair value of goodwill could not be measured reliably enough to produce a relevant
goodwill fi guré and warrant an impairment-only approach. In addition, it was unclear
whether goodwill impairment losses could provide timely information to investors.

To investigate whether reliability issues arising from the nature of the goodwill

asset, inherent limitations of valuation models and managerial discretion are sufficient to
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render goodwill and goodwill impairment losses valuation irrelevant, I test for the
relationship between share price/market value, and goodwill, TGILs and AGILs recorded
in the year in which the transitional goodwill impairment test is completed. To the extent
that investors perceive goodwill as an asset, I expect a positive association between stock
price/market value and goodwill. Similarly, to the extent that investors perceive TGILs
and AGILs as being sufficiently reliable measurements of a reduction in the value of
goodwill to incorporate them in their valuation assessments, I expect a positive
association between stock price/market value and TGILs and AGILs (TGILs and AGILs
are expressed as negative numbers). Consistent with this prediction, I find a significant
positive relationship between reported goodwill, TGILs and AGILs, and share price.

I also investigate the effect of reduced opportunities for management discretion
and information asymmetry on the value-relevance of TGILs by examining whether
investors put a different valuation weight on TGILs reported by 1) firms with a majority
of independent directors on the board and an independent chairman; 2) firms with a
market value of equity lower than book value (i.e. firms that are expected to record a
TGIL); 3) firms with better goodwill disclosure; and 4) firms that disclose changes in the
cérrying amount of goodwill for each reporting unit or segment. I find that investors put
a lower valuation weight on TGILs reported by firms with an independent board of
directors and a higher valuation weight on TGILs recorded by firms with market value of
equity lower than book value. However, I do not find any evidence of investors putting a
different valuation weight on TGILs reported by firms with better goodwill disclosure or

firms that disclose the reporting unit allocation of goodwill.
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The timeliness of AGILs and TGILs is tested by examining their association with
past and contemporaneous étock returns. If decreases in the value of goodwill were
incorporated in equity market values as they occurred and TGILs only represent catch-up
adjustments to reflect the cumulative effect of using the ir.npairment approach for
accounting purposes for the first time, then returns should lead TGILs. If TGILs also
provide new information to the market, I should observe a positive association between
adoption year returns and TGILs as well. Finaily, if the market was compietely unaware
of the existence of the impairment and did not anticipate the loss, I should observe no
association between prior year returns and TGILs and a positive association between
adoption year returns and TGILs. Results suggest that TGILs only represent catch-up
adjustments to reflect the cumulative effect of using the impairment approach for
accounting purposes for the first time. As for AGILs, if they only repreéent the adoption
year portion of goodwill impairment, then there should be a positive association between
AGILs and adoption year returns, and no association between AGILs and prior year
returns. However, if reliability concerns with respect to the measurement of goodwill
impairment losses result in the delayed recognition of TGILs as AGILs, then I could also
observe a positive association between AGILs and prior year returns. Results show a
positive and significant association between prior and adoption year returns and AGILs.

Overall, the results of this chapter suggest that thé adoption of Section 3062 has
increased the value-relevance of goodwill reported by Canadian firms. This evidence is
consistent with Chen et al. (2004) for the United States. Also consistent with Chen et al.
(2004), they indicate that the adoption of Section 3062 is likély to improve the timeliness

of goodwill impairment losses by forcing firms to test goodwill for impairment every
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year. Consistent with standard setters’ views, the adoption of Section 3062 therefore
seems to improve the quality of goodwill related accounting information.

The results of this chapter must be interpreted with caution because value-
relevance tests generally are joint tests of relevance and reliability. It is difficult, if not
impossible, to test the relevance and reliability of an accounting amount separately (Barth
et al., 2001), While results indicate TGILs and AGILs are reliable and relevant, I am

unable to identify the trade-off point between the two attributes.
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Chapter 5 - Discussion

The standard setters’ goal in setting accounting standards is to enhance the
usefulness of the information reported in financial statements to investors and creditors.
For accounting information to be useful, it must be both relevant and reliable. However,
relevance and reliability are often opposed and trade-offs are required in reaching
decisions about standard-setting issues. In addition, users’ needs and preferences with
respect to the ideal trade-off point may differ. Hence, accounting regulatofs and
researchers spend a significant amount of time investigating the appropriateness of
existing and potential trade-offs. The focus on newly adopted standards on goodwill
taken in this dissertation is consistent with this approach.

One of the primary éhallenges in accounting for goodwill is to reach an
acceptable level of reliability in depicting the pattern in which the value of goodwill
decreases (FASB, 2001). Prior to the adoption of SFAS 142/Section 3062, goodwill was
amortized over a period not exceeding forty years. It was tested for impairmént at the
firm level if there was any indication that its net recoverable value had fallen below book
value. Goodwill impairment losses were rather infrequent. The ending balance of
goodwill and goodwill charges were fairly predictable. Goodwill amortization was
preferred under the assumption that the amount amortized in any given period was only a
rough estimate of the decrease in goodwill, but that financial statement users could be
expected to understand the limitations of goodwill amortization (FASB, 2001). Indeed,
both anecdotal and empirical evidence demonstrate that market participants made their
own assessments of the expected future benefits to be derived from goodwill énd

typically ignored goodwill amortization (e.g. Moehrle et al., 2001).
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In contrast, SFAS 142/Section 3062 eliminates goodwill amortization and
requires that goodwill be tested for impairment at the same date every year. An
impairment loss is recognized if the two-step impairment test at the reporting unit level
shows that the implied fair value of goodwill is lower than book value. Goodwill
imi)airment losses become more frequent and the ending balance of goodwill and
goodwill charges less predictable. Standard setters now argue that the impairment-only
approach increases the relevance and reliability of the goodwill figure by better
representing how the loss in the economic value of goodwill occurs even though
measures of goodwill impairment may be less precise than other income items (FASB,
2001). Whether such is the case has fuelled considerable debate.

First, even though early drafts of SFAS 142/Section 3062 required companies to
disclose the estimates and assumptions made in determining the fair value of goodwill,
disclosure requirements were significantly reduced in the final standard (Association for
Investment Management & Research (AIMR), 2002). This caused Abraham Briloff to
declare: “I labored for 30 years to get rid of pooling accounting, and now I am sorry I
did”, and the AIMR to fear that investors would have difficulty predicting and
interpreting when write-offs will occur (AIMR, 2002). Chapter 2 uses the acquisition of
Vidéotron by Quebecor Media in 2000 to illustrate the set of information available to
external financial statement users to try and assess the fair value of goodwill and the
reasonableness of recognized goodwill impairment losses. The adoption of Section 3062
by Quebecor on January 1, 2002 triggered the recognition of a transitional goodwill
impairment loss of 1,960.0 million dollars or 42.6% of the remaining balance of goodwill,

one of the largest in Canada. When I use the information available to try and assess the
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reasonableness of the reported loss, I obtain an estimated transitional goodwill
impairment loss lower than the reported loss. However, because of the limitations
imposed by the absence of detailed informatioﬂ on the method(s) and inputs used by
Quebecor tQ assess the fair value of its segments, net assets and goodwill, I am unable to
reconcile the observed difference. Thus, my analysis of the Vidéotron transaction
demonstrates how the absence of public information at the reporting unit level and the
lack of disclosure requirements can limit financial statement users’ ability to assess the
reasonableness of reported goodwill impairment losses and potentially facilitate
managerial opportunism. It supports criticisms regarding insufficient disclosure
requirements.

Second, critics were concerned about the potential for management interpretation,
judgment and bias both at the time of a merger and in future periods. They were worried
about managers’ ability to defeat the standards’ purpose by relying on the new
recommendations as a justification for making reporting decisions that can mislead
financial statement users regarding the economic value of goodwill. Chapter 3
investigates whether and why managers make use of the available discretion to influence
the magnitude of TGILs and the constraints they face in so doing. The empirical results
show that TGILs are associated with managers’ incentives to both overstate and
understate them, after controlling for economic impairment. They are consistent with the
results of Riedl (2004) who finds that firms are applying more discretion following the
implementation of SFAS 121 in the United States even though SFAS 121 was intended to
provide more structure on the determination and reporting of asset impairments. They

also suggest that consistent with criticisms of the standards, the impairment approach has
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not been entirely successful in forcing firms to be more transparent with respect to the
underlying economic value of goodvs'fill.

Chapter 3 also shows that independent board of directors and independent and
financially competent audit committees act as a constraint on Canadian managers’
transitional goodwill reporting choices to ensure that the economic value of goodwill is
better reflected in financial statements. Standard setters are interested in understanding
managers’ reporting choices in order to determine how the discretion afforded by
accounting stmdmds may be exploited. Perhaps as crucial to them as identifying the
optimal level of discretion is the understanding of the constraints managers face in so
doing. In a similar manner, regulators are interested in understanding the effectiveness of
various governance mechanisms in constraining managerial opportunism in order to
identify the proper level of regulation. In the aftermath of Enron, considerable efforts
have been made by Canadian securities regulators to harmonize governance regulation
with American requirements despite ferocious opposition‘ to the adoption of rules on
board of directors’ and audit committee’s composition and independence. Chapter 3
shows that it is possible to limit managerial opportunism even in the presence of

v
substantial discretion. It supports the move towards a rules-based approach to corporate
governance by demonstrating that independent directors can make a difference in
constraining managerial opportunism.

Third, critics were worried that the combined effects of managerial discretion, the
inseparable nature of the goodwill asset, and the significant potential for measurement
error in computing the fair value of the reporting unit and its assets would harm the

reliability of the goodwill figure to the point where it would become valuation irrelevant.
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Chapter 4 investigates whether such is the case, and explores the effect of reduced
opportunities for management discretion and information asymmetry on the vg]ue-
relevance of TGILs. The results indicate that investors perceive goodwill as an asset, and
TGILs and AGILs as sufficiently reliable measurements of a reduction in the value of
goodwill to incorporate them in their valuation assessments. They support standard
setters’ view that reliability concerns with respect to measurement of the fair value of
goodwill are not sufficient to render goodwill impairment losses valuation irrelevant.

I explore the effect of reduced opportunities for management discretion and
information asymmetry on the value-relevance of TGILs by examining whether investors
put a different valuation weight on TGILs reported by 1) firms with a majority of
independent directors on the board and an independent chairman; 2) firms with a market
~ value of equity lower than book value (i.e. firms that are expected to record a TGIL); 3)
firms with better goodwill disclosure; and 4) firms that disclose changes in the carrying
amount of goodwill for each reporting unit or segment. I find that investors put a lower
valuation weight on TGILs reported by firms with an independent board of directors and
a higher valuation weight on TGILs recorded by firms with a market value of equity
lower than book value. However, I do not find any evidence of investors putting a
different valuation weight on TGILs reported by firms with better goodwill discl-osure or
firms that disclose the reporting unit allocation of goodwill. Given the rather general
information on goodwill typically disclosed in the hotes to financial statements and the
low proportion of firms that actually provide the reporting unit allocation of goodwill
(28%), this result seems to indicate that investors choose to rely on information available

at the firm level in their valuation assessments. Specifically, they perceive the reduced
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opportunities for managerial discretion associated with better governance and they grant
more credibility to TGILs recorded by firms who are expected to do so.

Finally, because 1) TGILs are cgtch-up adjustments to reflect the cumulative
effect of using the impairment approach for accounting purposes for the first time; and 2)
changes in the economic value of goodwill are typically incorporated in equity market
values as they occur, it was unclear whether goodwill impairment losses could provide
any timely information to market participants. Chapter 4 also investigates the timeliness
of reported AGILs and TGILs by examining the association between reported impairment
losses and past and contemporaneous stock returns. I find that TGILs were impounded in
prices prior to the adoption year and that AGILs were partially impounded in prices and
also provided new information to the market. Thus, the adoption of SFAS 142/Section
3062 is likely to improve the timeliness of goodwill impairment losses by forcing firms to
test goodwill for impairmeht every year.

Overall, I interpret the empirical evidence contained in this dissertation as
consistent with SFAS 142/Section 3062 improving the quality of the financial
information on goodwill provided in the financial statements. Even though the
magnitude of reported TGILs is inherently bound to measurement error and appears to be
subject to managerial discretion, TGILs provide value-relevant information to investors.
Furthermore, the adoption of SFAS 142/Section 3062 successfully triggered the
recognitfon of existing unrecognized goodwill impairment losses that were already
impounded in stock prices. Still, the results indicate that further improvements could be
gained by extending disclosure requirements to include estimates and assumptions made

in determining the fair value of goodwill.
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Chapter 6 — Conclusion

The objective of this dissertation is to investigate the causes and consequences of
the goodwill reporting choices made by Canadian firms following the adoption of revised
standards on goodwill in 2002. The new standards (SFAS 142/Section 3062) eliminate
goodwill amortization. They require that goodwill be subjected to a transitional
impairment test in the adoption year as well as to annual impairment tests in subsequent
years. Standard setters reviewed existing standards with the objective of improving the
relevance and reliability of the goodwill figure. However, significant controversy
surrounded the adoption of SFAS 142/Section 3062. Consistent with criticisms of the
standards, this dissertation seeks to answer the following research questions: 1) Do
managers make use of the available discretion to influence the magnitude of reported
TGILs? Why? What are the constraints they face in so doing?; 2) Are reliability concerns
with respect to the measurement of reported TGILs sufficient to render goodwill and
goodwill impairment losses valuation irrelevant?; 3) How do reduced opportunities for
management discretion and infonﬁation asymmetry influence the value-relevance of
reported TGILs?; and 4) Do AGILs and TGILs provide timely information to market
participants? |

Managers benefit from considerable discretion in allocating the opening balance
of goodwill to the reporting units, and assessing the fair value of the reporting unit as a
whole, the identifiable assets and liabilities that constitute this reporting unit, and
goodwill. Whether they make use of available discretion to influence the magnitﬁde of
reported TGILs is of interest to standard setters because it allows them to determine how

the discretion afforded by SFAS 142/Section 3062 may be exploited. In addition, TGILs
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are charged to opening retained earnings rather thgn the income statement in Canada.
Equity recognition has the potential to generate conflicting incentives for managers who
have the unique opportunity to protect their future operating earnings by maximizing the
TGIL (i.e. taking a bath) but must at the same time take into consideration the negative
impact that the TGIL can have on the quality of their balance sheet and on the future cash
flow expectations of market participants. Consistent with the existence of this conflict,
the empirical results show that TGILs are associated with managers’ incentives to both
overstate and understate them. However, the results also show that independent board of
directors and independent and financially competent audit committees act as a constraint
on Canadian managers’ transitional goodwill reporting choices to ensure that the
economic value of goodwill is properly reflected in financial statements.

Whether the fair value of assets and liabilities can be measured with sufficient
reliability to maintain their relevance to financial statement users is at the heart of the
debate that surrounds the move towards fair value accounting for more than a decade now.
The results of Chapter 4 indicate that investors perceive goodwill as an asset, and TGILs
and AGILs as sufficiently reliable measurements of a reduction in the value of goodwill
to incorporate them in their valuation assessments. They support standard setters’ view
that reliability concerns with respect to the measurement of the fair value of goodwill are
not sufficient to render goodwill impairment losses valuation irrelevant. Together with
the results of Aboody et al. (2004) for stock-based compensation expense and Barth et al.
(1996) for financial instruments, the results of Chapter 4 demonstrate that fair value

measurements can be relevant even when the financial statement elements are inherently
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bound to measurement error and subject to significant managément discretion. They
support the notion that reliability is about faithful representation, not precision.

Whether reduced opportunities for managerial discretion and the set of
information available to investors influence their valuation assessments is of interest
because it can help regulators and standard setters understand the consequences of
governance regulation decisions and disclosure requirements on financial statement users.
Chapter 4 shows that investors put a lower valuation weight on TGILs reported by firms
with an independent board of directors and a higher valuation weight on TGILs recorded
by firms with a market value of equity lower than book value. However, there is no
evidence of investors putting a different valuation weight on TGILs reported by firms
with better goodwill disclosure or firms that disclose the reporting unit allocation of
goodwill. The results indicate that investors perceive the reduced opportunities for
managerial discretion associated with better governance. They support the move towards
a rules-based approach to corporate governance by demonstrating that investors perceive
the difference independent directors can make in constraining managerial opportunism.
They also show that investors choose to rely on information available at the firm level
and ignore information provided at the reporting unit level in their valuation assessments,
supporting the need for increased goodwill disclosure.

Finally, investigating the timeliness of reported goodwill impairment losses
provides the opportunity to study the role played by accounting in aggregating available
financial information and the ability of market participants to impound declines in the
value of goodwill in prices prior to the recognition of goodwill impairment losses in the

financial statements. The results indicate that TGILs were impounded in stock prices in
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the years prior to the adoption of SFAS 142/Section 3062. AGILs were partially
impounded in stock prices in the years prior to the adoption of impairment standards, but
also provided new information in the adoption year. They suggest that forcing firms to
test goodwill for impairment every year is likely to improve the timeliness of goodwill
impairment losses.

The empirical analyses contained in this dissertation must be interpreted with
caution for a number of reasons. First, the power of the empirical analyses of the
determinants and timeliness of reporjed TGILs is limited by the lack of public
information at the reporting unit level. Because of this, crude proxies have to be used to
measure economic impairment and predict the expected portion of reported TGILs. Any
measurement error in these proxies could bias my coefficients and the results of my
hypotheses’ tests. Second, value-relevance tests génerally are joint tests of relevance-and
reliability. It 1s difficult, if not.impossible, to separately test the relevance and reliability
of an accounting émount (Barth et al., 2001). While results indicate that goodwill and
goodwill impairment losses are reliable and relevant, I am unable to identify the trade-off
point between thé two attributes.

As time passes and more data becomes available, future research should examine
managers’ reporting choices with respect to annual goodwill impairment losses, the
impact of the decisions made upon adoption of the standards on the future stream of
goodwill impairment losses, as well as the value-relevance and timeliness of annual
goodwill impairment losses. Also of potential interest is the impact of the introduction of
the impairment approach on the premiums paid by acquiring firms and on the purchase

price allocation decisions that they subsequently make. With the adoption of the
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impairment approach, managers who overpay for their acquisitions have to almost
immediately write-off these overpayments against their income from operations. Thus, it
raises the question of whether they will reduce the premiums paid to avoid the subsequent
write-off. SFAS 142/Section 3062 also requires the separate recognition of identifiable
intangible assets and the amortization of definite life intangibles. As a result, it has been
suggested that managers would maximize the amounts attributed to goodwill and
indefinite life identifiable intangibles to avoid the recurring amortization expense (e.g.

AIMR, 2002). However, whether such is the case remains to be answered empirically.
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Table 1

Chronology of Events
Date Event Vidéotron’s
Share Price
February 1 29.00%
February 7 | A preliminary merger agreement is signed between 41.00%
Vidéotron and Rogers.
February 14 | The definitive merger agreement between Vidéotron and 40.45%
Rogers is signed. Each Vidéotron share is to be exchanged
for 0.925 Non-Voting Class B Share of Rogers, for a total
deal value of 5.6 billion dollars. TVA is excluded :
February 14 | Jean-Paul Scraire, head of the CDPQ announces that the 40.45%
transaction is not complete and that he wants more details
on TVA’s future before approving the transaction.
March 24 The CDPQ gains a temporary injunction preventing 44.50%
' Vidéotron’s shareholders from voting on the Rogers’ bid.
March 27 Quebecor and the CDPQ announce a joint 5.88 billion 40.50%
hostile takeover bid (49$ a share) for Vidéotron, including
TVA.
March 31 Quebecor and the CDPQ provide more details on their 39.95%
_ offer. Vidéotron’s board rejects it.
April 10 The Chagnon family asks the court to examine the 37.00%
contentious shareholder agreement to decide whether it
constitutes a veto.
June 12 The Chagnon family accuses the CDPQ of withholding 37.10%
key legal documents, court hearings are delayed until
September.
August 9 Quebecor and the CDPQ announce a revised all-cash offer 40.00%
of 45% per share for a total deal value of 4.9 billion
dollars.
September | Vidéotron’s board approves the deal with Quebecor 43.70%
12 Media and agrees to pay Rogers a 241 million break-up
fee.
October 23 | The acquisition is completed. 44.25%
December 4 | Vidéotron’s shares stop trading. 45.00%
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Value per Subscriber and the Cable Television Segment

Table 2

Cable Cogeco Shaw Rogers
Television
Segment
Number of subscribers 1,500,000 879,000 2,135,125 2,286,400
Market value — e 52136 M$§ | 7,458.52 M$ | 5,730.16 M$
December 31, 2001
Value per subscriber 593.12% 3,493.25% 2,506.21%
Average value per
subscriber 2,197.52%
Cable Television
Segment value based on
the average value per

subscriber

3,296.28 M$

119




Table 3

Estimated Transitional Goodwill Impairment Loss

Step 1: The Reporting Unit

Compare the book value of the reporting unit to its established fair value.

Established fair value of the Cable Television segment

(271.9 million EBITDA * 12.1) 3,289.9
Book value of Vidéotron including goodwill (according to purchase -

price allocation) 48544
Difference (1,564.5)

| Conclusion: Fair value is lower than book value, go to step 2.

Step 2: Goodwill

Calculate the implied fair value of goodwill and compare the book value of gooawill to

its implied fair value.

Fair value of the Cable Television segment 3,289.9
Fair value of Vidéotron’s net assets other than goodwill (according to 144
purchase price allocation)

Implied fair value of goodwill ,
Book value of goodwill 4.604.2
Estimated transitional goodwill impairment loss for the Cable 1,328.7

Television segment

Conclusion: The expected transitional goodwill impairment loss is estimated at

1,328.7 million dollars.
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Table 4
Sample Selection

Canadian firms listed in Compustat Research Insight (January 2004 1,620
version) ‘

(-) firms not listed on the TSX (394)
(-) firms with a goodwill balance of zero as at the end of 2001 (570)
(-) firms for which it is impossible to complete the data on stock exchange,

goodwill or year-end not available in Compustat (acquisitions, bankrupt,

etc.) 239
Canadian firms listed on the TSX, with a positive goodwill balance as at 417
the adoption year year-end

(-) firms reporting in US GAAP (23)
(-) firms with incomplete data (54)
(-) firms with negative book value 9)
Final sample 331
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Table S - Panel A
Descriptive Statistics — TGIL by Industry*

Industry Group** Number TGIL/Total Assets | TGIL/Goodwill
(mean) (mean)

All TGIL Al TGIL All TGIL

firms firms firms
Energy 19 3 (16%) 0.82% 522% | 10.61% | 67.17%
Materials 30 7 (23%) 0.79% 3.38% | 11.03% | 47.28%
Industrials 66 | 18(27%) 0.91% 3.33% | 10.80% | 39.61%
Consumer Discretionary 56| 18(32%)| 1.40% 4.36% 8.71% | 27.10%
Consumer Staples 30 1 (3%) 0.04% 1.12% 2.76% | 82.92%
Health Care 19 5 (26%) 227% 8.63% | 17.32% | 65.80%
Financials 40 5(13%) 0.57% 4.57% 5.98% | 47.80%
Information Technology 57| 15(26%) 3.61% | 13.70% | 14.27% | 54.22%
Telecommunications 10 5 (50%) 4.40% 8.79% | 14.05% | 28.09%
Utilities 4 1(25%) | 0.001% 0.00% 0.05% 0.22%
Total 331 | 78(24%) 1.49% 6.34% | 10.09% | 42.80%

* This table reports the size and industry distribution of TGILs recorded by the 331

sample firms.

**Industry membership is determined according to TSX Indices, as given by Compustat.
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Table 6

Expected TGILs vs. Reported TGILs*

Zero-TGIL firms TGIL firms Total
(N=253) (N =78) (N =1331)

Negative EXCGWILL 59 (61%) 38 (39%) 97
(MVE <BVE)

Positive EXCGWILL 194 (83%) 40 (17%) 234
(MVE > BVE) _

Likelihood-ratio Chi2 17.52
(p-value) (0.000)

* This table compares my expectations of whether sample firms should be recording a
TGIL in the absence of reporting incentives and constraints with their actual behaviour.
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Table 7

Disclosure*
Total on Facts and Changes in | Changes in | Mean score
balance | circumstances | aggregate | goodwill by on 4
sheet and amount goodwill | segment or
of the loss reporting
unit

Total 288 (87%) 270 (82%) | 208 (63%) 94 (28%) 2.60
N=331)
Zero-TGIL | 217 (86%) 192 (76%) | 149 (59%) 62 (25%) 2.45
firms
(N =253)
TGIL 71 (91%) 78 (100%) 59 (76%) 32 (41%) 3.08
firms
N=78)
Test of 0.229 0.000 0.007 0.005 0.000
differences
in means

* This table shows the number of firms that disclosed the information required by Section
3062, as well as their mean disclosure score out of 4.
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Table 8
Descriptive Statistics — Variables*

Variable** TGIL firms Zero-TGIL firms Both Test of differences
(N=178) (N=253) (N=331)
Mean Median Mean Median Mean Median Means Medians
P>|t] P>|x|

TGIL 0.0634 0.0357 0.0000 0.0000 0.0149 0.0000

GOODWILL 0.1969 0.1417 0.1225 0.0707 0.1400 0.0791 0.000 0.006
EXCGWILL 0.1569 0.0181 0.4855 0.2348 0.4080 0.1413 0.005 0.001
RUNITS 2.7051 2.0000 2.1779 2.0000 2.3021 2.0000 0.002 0.044
ROE1] -0.1009 0.0437 1.5786 0.0758 1.1828 0.0623 0.586 0.056
ROE3 -0.0482 0.0690 0.0241 0.0928 0.0070 0.0826 0.108 0.256
CDEBT 0.5834 0.7050 0.5586 0.6429 0.5645 0.6667 0.628 0.477
DEVROE 0.7821 1.0000 0.6008 1.0000 0.6435 1.0000 0.003 0.010
DEVROA 0.6538 1.0000 0.5020 0.0000 0.5378 1.0000 0.019 0.007
DEVLEV 0.3718 0.0000 0.4506 0.0000 0.4320 0.0000 0.221 0.049
CHANGE 0.3974 0.0000 0.2490 0.0000 0.2840 0.0000 0.011 0.016
PERBONUS 0.1844 | 0.1376 0.1961 0.1685 0.1933 0.1591 0.638 0.098
ITMEXERC 0.3979 0.0158 0.7080 0.1063 0.6350 0.0653 0.197 0.163
FIN 0.2436 0.0000 0.2846 0.0000 0.2749 0.0000 0.480 0.573
AC 0.4842 0.5000 0.4592 0.3333 0.4651 0.4000 0.510 0.731
AC*POS 0.2667 0.0000 0.3635 0.3333 0.3406 0.3333 0.024 0.106
BOD 1.2821 1.0000 1.2253 1.0000 1.2387 1.0000 0.541 0.967
BOD*POS 0.6667 0.0000 0.9565 1.0000 0.8882 1.0000 0.008 0.087
OWN 0.3590 0.0000 0.4941 0.0000 0.4622 0.0000 0.034 0.050
SIZE 19.0360 18.8017 18.8309 18.5913 18.8792 18.6719 0.537 0.349
CLIST 0.2308 0.0000 0.2530 0.0000 0.2477 0.0000 0.693 0.805

*This table provides descriptive statistics for the variables used in the multivariate tobit analysis, as well as the results
of tests of differences in means and medians between TGIL and zero-TGIL firms.
**Variable definitions:

TGIL = Reported transitional goodwill impairment loss deflated by lagged total assets

GOODWILL = Opening balance of goodwill deflated by lagged total assets

EXCGWILL = Difference between the MV and the BV of the firm in t-1 deflated by lagged total assets

RUNITS = Number of reporting units among which the opening balance of goodwill is split

ROEI = ROEint-1

ROE3 = Annualized ROE for t-3 and t-2

CDEBT =  Percentage of acquisitions financed entirely with cash and/or debt in the 5 years preceding the test

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

DEVROA = 1 if pre-TGIL ROA is lower than industry median, 0 otherwise

DEVLEV = 1ifpre-TGIL D/E is higher than industry median, 0 otherwise

CHANGE = 1 ifthereis a change in CEO in t-1 ort, 0 otherwise

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

ITMEXERC = Average value of in the money exercisable stock options for the top paid executives as at the end
of fiscal year t divided by their year t total annual compensation

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

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

AC*POS = AC*1if EXCGWILL > 0, 0 otherwise

BOD = Score on 2 with 1 mark being awarded if a majority of directors are independent and 1 mark being

awarded if the CEQ is not the chair of the board OR if there is an independent lead director
BOD*POS = BOD*1 if EXCGWILL > 0, 0 otherwise

OWN = 1 ifno external shareholder controls more than 20 percent of outstanding votes, 0 otherwise
SIZE = Natural logarithm of lagged total assets
CLIST = 1ifthe firm is cross-listed in the United States, 0 otherwise
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Table 9

Determinants of Transitional Goodwill Impairment Losses*

Model including Model including deviation
deviation from ROE from ROA and leverage
Variable** Ry Pred | Coeff P> z*** Coeff, P> z***

GOODWILL + 0.2783 0.000 0.2735 0.000
EXCGWILL - -0.0251 0.061 -0.0265 0.044
RUNITS + 0.0080 0.093 0.0100 0.055
ROEI - -0.0003 0.007 -0.0003 0.008
ROE3 - -0.0354 0.064 -0.0323 0.068
CDEBT - 0.0040 0.852 0.0061 0.775
DEVROE H, + 0.0237 0.090

DEVROA H, + 0.0289 0.049
DEVLEV H, - -0.0329 0.034
CHANGE H, + 0.0391 0.008 0.0349 0.017
PERBONUS H; + 0.0007 0.493 0.0029 0.474
ITMEXERC H, - -0.0060 0.092 -0.0065 0.073
FIN H;s - -0.0247 0.076 -0.0230 0.085
AC He + 0.0738 0.010 0.0637 0.019
AC*POS He - -0.0702 0.011 -0.0615 0.020
OWN ? -0.0285 0.093 -0.0296 0.084
SIZE ? 0.0063 0.202 0.0072 0.133
CLIST ? -0.0361 0.070 -0.0390 0.046
INTERCEPT -0.2218 0.040 -0.2182 0.040
N 331 331
Prob > Chi2 0.000 0.000
McFadden’s Adjusted R’ 41.7% 43.9%

" This table presents the results of the multivariate tobit regression examining the determinants of the magnitude of
reported TGILs in Canada. Parameter estimates are based on the following model: TGIL; = ay + A,;GOODWILL; +
ALEXCGWILL; + A;RUNITS; + A,ROEI; + AsROE3; + A, CDEBT,; + B,DEVROE;(DEVROA; DEVLEV;) + BsCHANGE;
+ BoPERBONUS; + BiolTMEXERC; + B, FIN + B,AC; + Bi;AC*POS; + f1,0WN; + BsSIZE; + BCLIST; + IND; + ¢;

** Variable definitions:

TGIL
GOODWILL
EXCGWILL
RUNITS
ROEI

ROE3
CDEBT
DEVROE
DEVROA
DEVLEV
CHANGE
PERBONUS

ITMEXERC -

FIN

AC
AC*POS
OWN
SIZE
CLIST

1 | | T T | R | |

1l

[T I T I

Reported transitional goodwill impairment loss deflated by lagged total assets

Opening balance of goodwill deflated by lagged total assets

Difference between the MV and the BV of the firm in t-1 deflated by lagged total assets

Number of reporting units among which the opening balance of goodwill is split

ROE in t-1

Annualized ROE for t-3 and t-2

Percentage of acquisitions financed entirely with cash and/or debt in the 5 years preceding the test
1 if pre-TGIL ROE is lower than industry median, 0 otherwise

1 if pre-TGIL ROA is lower than industry median, 0 otherwise

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

1 if there is a change in CEO in t-1 or t, 0 otherwise

Average percentage of top paid executives’ compensation paid in bonus for the adoption year
Average value of in the money exercisable stock options for the top paid executives as at the end
of fiscal year t divided by their year t total annual compensation ’

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

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

AC*Y if EXCGWILL > 0, 0 otherwise

1 if no external shareholder controls more than 20 percent of outstanding votes, 0 otherwise
Natural logarithm of lagged total assets

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

*"*One-tailed if directional prediction, two-tailed otherwise. Z-statistics are based on robust standard errors.
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Table 10
Determinants of Transitional Goodwill Impairment Losses*

Model including Model including deviation
deviation from ROE from ROA and leverage
Variable** Ry Pred | Coeff. P> z*** Coeff. P> z***

GOODWILL + 0.2742 0.000 0.2702 0.000
EXCGWILL - -0.0272 0.055 -0.0279 0.039
RUNITS . + 0.0070 0.123 0.0090 0.073
ROEI - -0.0003 0.007 -0.0003 0.009
ROE3 - -0.0327 0.079 -0.0298 0.084
CDEBT - 0.0018 0.931 0.0038 0.857
DEVROE H, + 0.0243 0.085

DEVROA H, + 0.0312 0.039
DEVLEV H, - -0.0358 0.023
CHANGE H, + 0.0352 0.015 0.0312 0.029
PERBONUS H; + 0.0022 0.479 0.0050 0.453
ITMEXERC H, = -0.0065 0.080 -0.0068 0.069
FIN Hs - -0.0268 0.065 -0.0253 0.070
BOD H, + 0.0268 0.016 0.0271 0.014
BOD*POS H, - -0.0225 0.030 -0.0205 0.041
OWN ? -0.0304 0.070 -0.0318 0.061
SIZE ? 0.0067 0.161 0.0075 0.105
CLIST ? -0.0376 0.056 -0.0400 0.037
INTERCEPT -0.2287 0.035 -0.2248 0.020
N 331 331
Prob > Chi2 0.000 0.000
McFadden’s Adjusted R’ ' 40.8% 44.1%

" This table presents the results of the multivariate tobit regression examining the determinants of the magnitude of
reported TGILs in Canada. Parameter estimates are based on the following model: TGIL; = ay + ,GOODWILL;
AEXCGWILL, + J;RUNITS; + 1, ROE]; + A;ROE3; + 2(CDEBT; + ,DEVROE, (DEVROA; DEVLEV,) +[sCHANGE,; +
BoPERBONUS; + BiolTMEXERC; + B, FIN + B1,BOD;+ f1:BOD*POS; + B1,OWN; + B;sSIZE; + B1sCLIST; + IND; + &;
** Variable definitions:

TGIL = Reported transitional goodwill impairment loss deflated by lagged total assets
GOODWILL = Opening balance of goodwill deflated by lagged total assets
- EXCGWILL = Difference between the MV and the BV of the firm in t-1 deflated by lagged total assets

RUNITS = Number of reporting units among which the opening balance of goodwill is split

ROE] = ROEint-1

ROE3 = Annualized ROE for t-3 and t-2

CDEBT = Percentage of acquisitions financed entirely with cash and/or debt in the 5 years preceding the test

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

DEVROA = 1ifpre-TGIL ROA is lower than industry median, 0 otherwise

DEVLEV = 1ifpre-TGIL D/E is higher than industry median, 0 otherwise

CHANGE = ] ifthere is a change in CEO in t-1 or t, O otherwise

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

ITMEXERC = Average value of in the money exercisable stock options for the top paid executives as at the end
of fiscal year t divided by their year t total annual compensation

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

BOD = Score on 2 with 1 mark being awarded if a majority of directors are independent and 1 mark being
awarded if the CEQ is not the chair of the board OR if there is an independent lead director

BOD*POS = BOD*1 if EXCGWILL > 0, 0 otherwise

OWN = 1 ifno external shareholder controls more than 20 percent of outstanding votes, 0 otherwise

SIZE = Natural logarithm of lagged total assets

CLIST = 1 if the firm is cross-listed in the United States, 0 otherwise
*""One-tailed if directional prediction, two-tailed otherwise. Z-statistics are based on robust standard errors.
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Table 11

Descriptive Statistics*
Variable** Mean |  Median | Minimum Maximum
Panel A: Value-Relevance
MVAL 12.5843 7.3500 0.0200 220.0000
BV 6.9568 3.5787 -95.0299 330.0482
NI 0.4193 0.2800 -23.2000 13.4100 |
GWILL 3.0547 0.7685 0.0000 142.9860
TGIL -0.2891 0.0000 -18.3108 0.0000
AGIL -0.0837 0.0000 -3.8874 0.0000
BOD 1.2446 1.0000 0.0000. 2.0000
TGIL*BOD -0.3603 0.0000 -18.3108 0.0000
TGIL*EXPECT -0.1939 0.0000 -18.3108 0.0000
DISC 2.6372 3.0000 0.0000 4.0000
TGIL*DISC -0.8806 0.0000 -72.6271 0.0000
TGIL*RUNIT -0.1044 0.0000 -18.1568 0.0000
Panel B : Timeliness
TGIL -0.0363 ' 0.0000 -1.6659 0.0000
AGIL -0.0119 0.0000 -0.5178 0.0000
RET, 0.0056 -0.0194 -0.9869 4.2381
RET,, 0.0693 0.0000 -0.9592 3.1556
RET,, 0.1923 -0.0355 -0.9660 29.0000

* This table presents descriptive statistics for the variables included in the value-relevance and timeliness

models.

** Variable definitions (all variables are scaled by the number of common shares outstanding at the end of
the year in which the transitional goodwill impairment test is completed for the value-relevance tests and
all per share amounts are scaled by share price at the beginning of the period for the timeliness tests):
Market value of equity at the end of the year in which the transitional goodwill
impairment test is completed :
Book value of equity at the end of the year in which the transitional goodwill
impairment test is completed minus goodwill at the end of that same year
Earnings before extraordinary items for the year in which the transitional
goodwill impairment test is completed plus the reported AGIL

Goodwill at the end of the year in which the transitional goodwill impairment test
is completed plus the reported TGIL and AGIL
Reported TGIL, expressed as a negative number
Reported AGIL for the year in which the transitional goodwill impairment test is

MVAL

BV

NI

GWILL

TGIL
AGIL

BOD

TGIL*BOD

TGIL*EXPECT

DISC

It 1

completed, expressed as a negative number

Score on 2 with 1 mark being awarded if a majority of directors are independent
and 1 mark being awarded if the CEO is not the chair of the board OR if there is

an independent

lead director

Interaction term between GOV and reported TGIL
Reported TGIL * 1 if MV <BV and a TGIL is reported or MV > BV and no
TGIL is reported; 0 otherwise
Four point disclosure score with 1 mark being awarded if 1) the goodwill balance
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TGIL*DISC
TGIL*RUNIT

TGIL
AGIL
RET,
RET,.,
RET,,

i

I

is disclosed separately on the balance sheet; 2) the facts and circumstances
leading to the impairment and the amount of the impairment loss are disclosed in
a note; 3) the changes in the aggregate carrying amount of goodwill during the
period are disclosed in a note; and 4) the changes in the carrying amount of
goodwill for each reporting unit or segment are disclosed in a note.

Interaction term between DISC and reported TGIL

TGIL * 1 if the discloses the changes in the carrying amount of goodwill for each
reporting unit or segment in a note; 0 otherwise

Reported TGIL, expressed as a negative number

Reported AGIL, expressed as a negative number

Cumulative annual return for adoption year

Cumulative annual return for the year preceding the adoption year

Cumulative annual return for the second year preceding the adoption year
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Table 12
Pearson Correlation Matrix*

Panel A: Value-Relevance

MVAL BV NI GWILL | TGIL AGIL BOD | TGIL* | TGIL* | DISC | TGIL* | TGIL*
BOD EXP DISC RNIT
MVAL 1.00
BV 0.73 1.00
NI 0.52 0.37 1.00
GWILL 0.15 -0.17 0.12 1.00
TGIL 0.01 0.16 0.13 -0.70 1.00
AGIL 0.01 0.08 -0.03 -0.45 0.33 1.00
BOD 0.07 0.05 0.11 -0.03 0.01 0.00 1.00
TGIL* -0.02 0.13 0.09 -0.64 0.95 0.31 -0.05 1.00
BOD
TGIL* 0.04 0.17 0.17 -0.66 0.92 0.24 0.04 0.79 1.00
EXP
DISC -0.03 -0.08 -0.02 0.14 -0.08 -0.20 -0.01 -0.08 -0.04 1.00
TGIL* -0.01 0.20 0.03 -0.83 0.95 0.41 0.01 0.91 0.87 -0.12 1.00
DISC
TGIL* -0.01 0.22 -0.08 -0.85 - 0.64 0.43 0.01 0.57 0.64 -0.14 0.82 1.00
RNIT
Panel B: Timeliness
TGIL AGIL RETt RETt-1 RETt-2

TGIL 1.0000
AGIL 0.1742 1.0000
RET? -0.0200 0.0945 1.0000
RETt-1 0.1121 0.1053 0.0171 1.0000
RETt-2 0.0489 0.0371 -0.1208 -0.0315 1.0000

* This table presents correlations between the variables included in the value-relevance and timeliness
models. Figures in bold denote significance at the 5% level.
** Variable definitions (all variables are scaled by the number of common shares outstanding at the end of
the year in which the transitional goodwill impairment test is completed for the value-relevance tests and
all per share amounts are scaled by share price at the beginning of the period for the timeliness tests):

MVAL

By

NI

GWILL

TGIL
AGIL

BOD

TGIL*BOD

TGIL*EXPECT

DISC

impairment test is completed

impairment test is completed plus the reported AGIL

is completed plus the reported TGIL and AGIL
Reported TGIL, expressed as a negative number
Reported AGIL for the year in which the transitional goodwill impairment test is
completed, expressed as a negative number
= Score on 2 with 1 mark being awarded if a majority of directors are independent
and 1 mark being awarded if the CEQ is not the chair of the board OR if there is an
independent lead director

is reported; 0 otherwise
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Interaction term between GOV and reported TGIL
Reported TGIL * 1 if MV <BV and a TGIL is reported or MV > BV and no TGIL

Market value of equity at the end of the year in which the transitional goodwill
Book value of equity at the end of the year in which the transitional goodwill
impairment test is completed minus goodwill at the end of that same year

Earnings before extraordinary items for the year in which the transitional goodwill

Goodwill at the end of the year in which the transitional goodwill impairment test

Four point disclosure score with 1 mark being awarded if 1) the goodwill balance




TGIL*DISC
TGIL*RUNIT

TGIL
AGIL
RET,
RET,;
RET,,

is disclosed separately on the balance sheet; 2) the facts and circumstances leading -
to the impairment and the amount of the impairment loss are disclosed in a note; 3)
the changes in the aggregate carrying amount of goodwill during the period are
disclosed in a note; and 4) the changes in the carrying amount of goodwill for each
reporting unit or segment are disclosed in a note.

Interaction term between DISC and reported TGIL

TGIL * 1 if the discloses the changes in the carrying amount of goodwill for each
reporting unit or segment in a note; 0 otherwise

Reported TGIL, expressed as a negative number

Reported AGIL, expressed as a negative number

Cumulative annual return for adoption year

Cumulative annual return for the year preceding the adoption year

Cumulative annual return for the second year preceding the adoption year
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Table 13

Value-Relevance of Goodwill, TGILs and AGILs*

Variable** Predicted Coefficient P > [t]***
Sign
BV + 0.9660 0.000
NI + 1.2567 0.004
GWILL + 1.5144 0.000
TGIL + 2.9722 0.006
AGIL + 4.6249 0.000
Intercept + 2.9006 0.000
N 337
R’ 65.14%
F-statistic 22.380
(p-value) (0.000)

* This table presents the results of the ordinary least square regression examining the value-
relevance of goodwill and reported goodwill impairment losses in Canada. Parameter estimates
are based on the following model: MVAL; = By + B, BV; + B2 NI, + 83 GWILL; + B4 TGIL; +

ﬁ_gAG]L, + Ei

** Variable definitions (all variables are scaled by common shares outstanding at the end of the

adoption year):
MVAL =

BV =

NI =

GWILL

TGIL
AGIL

Market value of equity at the end of the year in which the transitional goodwill
impairment test is completed

Book value of equity at the end of the year in which the transitional goodwill
impairment test is completed minus goodwill at the end of that same year
Earnings before extraordinary items for the year in which the transitional
goodwill impairment test is completed plus the reported AGIL

Goodwill at the end of the year in which the transitional goodwill impairment
test is completed plus the reported TGIL and AGIL

Reported TGIL, expressed as a negative number

Reported AGIL for the year in which the transitional goodwill impairment test
is completed, expressed as a negative number.

***(One-tailed if directional prediction, two-tailed otherwise. t-statistics are based on robust

standard errors.
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Table 14

Value-Relevance of TGILs — Additional Analyses

Governance Behaves as Disclosure Score Discloses
Quality Predicted 3 Reporting Unit
(1) ) Allocation
“
Variable** Coeff. | P>|t|. | Coefl. | P>|t| | Coeff. | P>|t] | Coeff. | P>t
BV + | 0.9671 0.000 | 0.9573 0.000 | 0.9097 0.000 | 0.9682 0.000
NI + | 1.2495 0.004 | 1.2971 0.004 | 1.8085 0.011 | 1.2479 0.005
GWILL + | 1.5543 0.000 | 1.4842 0.000 | 1.4656 0.000 | 1.5189 0.000
TGIL + | 6.2879 0.001 | 1.7061 0.040 | 2.3393 0.028 | 2.8946 0.008
AGIL + | 4.4345 0.000 | 5.0506 0.000 | 4.2452 0.001 | 4.5025 0.000
BOD ? | -0.3072 0.706
TGIL*BOD ? | -2.0648 0.015
TGIL*EXPECT | ? 3.0613 0.003
DISC 12 -0.1071 0.833
TGIL*DISC ? 0.2452 0.615
TGIL*RUNIT ? 0.7294 0.598
Intercept + | 3.3478 0.001 | 3.0786 0.000 | 3.3055 0.020 | 2.8998 0.000
N 319 337 334 335
R’ 66.22% 65.84% 66.06% 65.10%
F-statistic 20.98 20.74 24.12 22.67
(p-value) (0.000) (0.000) (0.000) (0.000)

* This table presents the results of the ordinary least square regression examining the value-relevance of
Parameter estimates are based on the

goodwill and reported goodwill impairment losses in Canada.

following models:
(1) MVAL ; = By+ B,BY; + By NI, + BsGWILL; + B,TGIL; + BsAGIL; + B BOD; + B, TGIL*BOD; + ¢
(2) MVAL ; = By+ BBV, + B, NI, + BsGWILL; + B,TGIL; + Bs AGIL; + Bs TGIL*EXPECT,; + ¢;

(3) MVAL, = By+ BBV, + B, NI + B;GWILL, + B,TGIL; + BsAGIL; + Bs DISC; + B, TGIL*DISC; + ¢;
(4) MVAL ; = By + BBV + B, NI, + B;GWILL; + B, TGIL; + BsAGIL; + Bs TGIL*RUNIT; + ¢;

** Variable definitions (all variables are scaled by the number of common shares outstanding at the end of
the year in which the transitional goodwill impairment test is completed):
Market value of equity at the end of the year in which the transitional goodwill
impairment test is completed
Book value of equity at the end of the year in which the transitional goodwill
impairment test is completed minus goodwill at the end of that same year
Earnings before extraordinary items for the year in which the transitional goodwill
impairment test is completed plus the reported AGIL
Goodwill at the end of the year in which the transitional goodwill impairment test
is completed plus the reported TGIL and AGIL
Reported TGIL, expressed as a negative number
Reported AGIL for the year in which the transitional goodwill impairment test is
completed, expressed as a negative number

MVAL

BV

NI

GWILL

TGIL
AGIL

o
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BOD = Score on 2 with 1 mark being awarded if a majority of directors are independent and 1 mark
being awarded if the CEO is not the chair of the board OR if there is an independent lead
director

TGIL*BOD Interaction term between GOV and reported TGIL _

TGIL*EXPECT = Reported TGIL * 1 if MV <BYV and a TGIL is reported or MV > BV and no TGIL

is reported; 0 otherwise

Four point disclosure score with 1 mark being awarded if 1) the goodwill balance

is disclosed separately on the balance sheet; 2) the facts and circumstances leading

to the impairment and the amount of the impairment loss are disclosed in a note; 3)

the changes in the aggregate carrying amount of goodwill during the period are

disclosed in a note; and 4) the changes in the carrying amount of goodwill for each
reporting unit or segment are disclosed in a note.

TGIL*DISC = Interaction term between DISC and reported TGIL

TGIL*RUNIT = TGIL * 1 if the discloses the changes in the carrying amount of goodwill for each
reporting unit or segment in a note; 0 otherwise

I

I

DISC

***One-tailed if directional prediction, two-tailed otherwise. t-statistics are based on robust standard errors.
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Table 15
Change in Value-Relevance*

Goodwill at the end Goodwill before all 2002
(6} impairment losses
@
Variable** Predicted Coefficient | P> |tj*** | Coefficient P>t
Sign
BV + 0.9433 0.000 0.9030 0.000
NI . + 1.4152 0.006 1.7593 0.002
GWILLEND + 1.3371 0.000
GWILLPRE + 1.0970 0.000
Intercept + 2.8485 0.000 3.1345 0.000
N . 337 337
R’ 63.81% 62.02%
F-statistic 36.63 | - 35.64
(p-value) .(0.000) (0.000)
Davidson-MacKinnon J test****
Hy: (1) p <0.3229, accept (1)
H;: (2)
Hy: Q) p <0.0143, reject (2)
H;: (1)
Conclusion : Accept (1), reject (2)

* This table presents the results of the ordinary least square regression examining the value-relevance of
goodwill in Canada. Parameter estimates are based on the following models:

(1) MVAL ; = Bo+ BBV, + B, NI, + B;GWILLEND,; + ¢

(2) MVAL ; = By + BBV, + B, NI, + B;GWILLPRE,; + ¢;

** Variable definitions (all variables are scaled by the number of common shares outstanding at the end of
the year in which the transitional goodwill impairment test is completed):

MVAL = Market value of equity at the end of the year in which the transitional goodwill
impairment test is completed

BV = Book value of equity at the end of the year in which the transitional goodwill
impairment test is completed minus goodwill at the end of that same year

NI = Earnings before extraordinary items for the year in which the transitional goodwill

impairment test is completed plus the reported AGIL

GWILLEND = Goodwill at the end of the year in which the transitional goodwill impairment test
is completed
GWILLPRE = Goodwill at the end of the year in which the transitional goodwill impairment test

is completed plus the reported TGIL and AGIL
***One-tailed if directional prediction, two-tailed otherwise. t-statistics are based on robust standard errors.
*#%* The Davidson-MacKinnon J test of nonnested models tests whether the alternative model has
explanatory power over and above the null model by including predicted values from the alternative model
in the null model. If the predicted values are significant, then the model of the null hypothesis is rejected.
If the predicted values are not significant, then the model of the null hypothesis cannot be rejected. The test
must be done on the reversed hypotheses. 1t is impossible to get a clear answer if the test leads to the
acceptance or rejection of both models.
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Table 16

Timeliness of TGILs*
TGIL AGIL
1 )

Variable** Coefficient P> |tj*** Coefficient P> |t]
RET, -0.0027 0.704 0.0073 0.020
RET,,; 0.0271 0.026 0.0102 0.023
RET,; 0.0134 0.012 0.0048 0.030
Intercept -0.0361 0.000 -0.0127 0.000
N 339 339
R’ 1.67% 2.50%
F-statistic 2.08 2.84
(p-value) (0.103) (0.038)

*This table presents the results of the ordinary least square regression examining the timeliness of TGILs in

Canada. Parameter estimates are based on the following models:

(1) TGIL, = fo + Bi RET, . B RET,; + B3 RET,, + &
(2YAGIL, = B+ B RET, . B, RET,, + BsRET,; + ¢,

** Variable definitions (all per share amounts are scaled by share price at the beginning of the period):

TGIL
AGIL
RET,
RET,,
RET,,

Reported TGIL, expressed as a negative number

Reported AGIL, expressed as a negative number

Cumulative annual return for adoption year

Cumulative annual return for the year preceding the adoption year

Cumulative annual return for the second year preceding the adoption year

***(One-tailed if directional prediction, two-tailed otherwise. t-statistics are based on robust standard errors.
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Table 17

Value-Relevance of TGILs — Sensitivity Analysis *

Variable** | Predicted Profit firms Loss firms
Sign

Coefficient | P> |t|*** | Coefficient | P > [t|***
BV + 0.4319 0.000 0.7295 0.000
NI + 5.4050 0.000 0.1735 0.013
GWILL + 0.7714 0.000 1.0376 0.000
TGIL + 2.0829 0.044 1.0786 0.000
AGIL + 5.1009 0.000 1.7470 0.026
Intercept + 3.5789 0.000 1.0515 0.001
N 203 113
R? 91.54% 65.91%
F-statistic 1321.04 27.800
(p-value) (0.000) (0.000)

* This table presents the results of the ordinary least square regression examining the value-relevance of

goodwill and reported goodwill impairment losses in Canada.

Parameter estimates are based on the

following model: MVAL ; = B+ B,BV; + B, NI, + B;GWILL; + B, TGIL; + Bs AGIL; + ¢
** Variable definitions (all variables are scaled by the number of common shares outstanding at the end of
the year in which the transitional goodwill impairment test is completed):

MVAL

BY

NI

GWILL

TGIL
AGIL

Market value of equity at the end of the year in which the transitional goodwill
impairment test is completed

Book value of equity at the end of the year in which the transitional goodwill
impairment test is completed minus goodwill at the end of that same year
Earnings before extraordinary items for the year in which the transitional goodwill
impairment test is completed plus the reported AGIL

Goodwill at the end of the year in which the transitional goodwill impairment test
is completed plus the reported TGIL and AGIL

Reported TGIL, expressed as a negative number

Reported AGIL for the year in which the transitional goodwill impairment test is
completed, expressed as a negative number

***QOne-tailed if directional prediction, two-tailed otherwise. t-statistics are based on robust standard errors.
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Appendix A
The Impairment Test - A Numerical Example

Let us assume that firm A has three reporting units, Unit A, Unit B and Unit C.

Unit A Unit B Unit C
A) Balance Sheet Information
Current Assets $100 $250 $450
Fixed Assets $500 $550 $750
Goodwill $150 $100 $350
Total Assets and Book Value of Equity $750 $900 $1 550
B) Fair Value Information
The fair value of each reporting unit
was established using the discounted . »
cash flows method $800 $850 $1250
C) The Impairment Test
Step 1 : The Reporting Unit
Compare the book value of the reporting
unit to its established fair value
Established fair value of reporting unit $800 $850 $1250
Book value of reporting unit $750 $900 $1550
Difference $50 -$50 -$300
Conclusion No impairment Go tostep 2 Go to step 2
Step 2 : Goodwill
Calculate the implied fair value of goodwill
Fair value of reporting unit $850 $1250
Fair value of net assets other than goodwill
(as established) $750 $1050
Implied fair value of goodwill $100 $200
Compare the book value of goodwill to its
implied fair value
Implied fair value of goodwill $100 $200
Book value of goodwill $100 $350
Difference $0 -$150
Conclusion No impairment Impairment loss
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