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ABSTRACT This paper reviews the empirical literature on the determinants and decision usefulness of
goodwill reporting. We structure our discussion around five guiding questions that reflect longstanding
policy issues: recognition, initial and subsequent measurement, disclosure, and the role of governance and
monitoring. In addition to summarizing the findings, we assess the validity of the evidence. Our review
indicates that goodwill amounts, on average, are associated with the underlying economics of the combining
firms but are also shaped by managerial incentives and institutional context. Empirical research does not
allow us to conclude whether current goodwill accounting rules provide for an optimal degree of discretion.
Nonetheless, our analysis yields a number of policy implications and research suggestions. In addition
to pointing out new research questions that could be addressed by further archival research, we advocate
reproduction studies to test the generalizability of existing findings across contexts, and we encourage
standard setters to initiate quasi-experiments to generate causal evidence and to render policymaking more
accountable. We further suggest that researchers make more use of behavioral theories and non-archival
methods to elucidate the motives and interactions of decision-makers in goodwill accounting.

Keywords: Goodwill; business combinations; decision usefulness; validity

JEL codes: M41; G34
1. Introduction

This paper reviews the empirical literature on goodwill reporting to achieve several objectives.
First, we present a systematic overview of an important and dynamic field of accounting research.
Second, we critically assess extant studies on goodwill accounting, pointing out gaps and iden-
tifying validity issues that are both specific and common to this area of research. Third, taking
into account these validity concerns, we summarize the conclusions that can be drawn from
empirical research for evidence-based standard setting on goodwill reporting. Fourth, we point
out avenues for further research to produce new and deeper insights and to advance accounting
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theory — avenues that could improve archival research, which currently dominates empirical
goodwill accounting research, as well as avenues for non-archival research.

We focus on goodwill research for several reasons. First, goodwill is highly material, often
representing the single largest item on firms’ balance sheets (e.g., European Financial Report-
ing Advisory Group, 2016). Second, goodwill accounting is highly discretionary, making it an
‘extreme case’ (e.g., Flyvbjerg, 2006) for testing theories in financial reporting — e.g., theories
relating to the decision usefulness of accounting information and the determinants of reporting
choice. Third, goodwill accounting, and specifically the impairment-only approach (IOA), intro-
duced by the US Financial Accounting Standards Board (FASB) in 2001 and the International
Accounting Standards Board (IASB) in 2003, is a deeply controversial accounting policy issue
(e.g., Accounting Standards Board of Japan, 2017; Ramanna, 2008; Watts, 2003). The former
IASB Chairman Hans Hoogervorst pointed out that under the IOA ‘impairment is almost bound
to be “too little, too late”’.! In the light of this criticism, the IASB and the FASB are currently
reviewing their accounting standards for goodwill.?

Our work adds to previous literature reviews on goodwill accounting (e.g., Wen & Moehrle,
2016, and d’Arcy & Tarca, 2018) in three ways.? First, we critically discuss validity problems
in goodwill research. Unlike systematic reviews in other domains such as medicine, literature
reviews in accounting have typically not explicitly addressed validity problems and their con-
sequences for evidence quality. However, for accounting researchers as well as policymakers
interested in drawing conclusions from goodwill research, understanding the robustness of prior
research is important, especially where aggregate findings appear inconclusive. We therefore
highlight validity problems in goodwill accounting research and present potential remedies for
these problems in future research. Second, whereas Wen and Moehrle (2016) focuses on US
GAAP goodwill accounting requirements and US-based studies, and d’Arcy and Tarca (2018)
concentrates on IFRS requirements, we complement their insights by comprehensively cover-
ing high-quality goodwill studies regardless of accounting regime. Third, and more importantly,
goodwill accounting research continues to progress, and recent studies have addressed new
research questions and brought new insights that were not available to previous literature reviews
— for example, the moderating role of governance mechanisms and external monitoring in firms’
goodwill-related reporting decisions. Altogether, we identify a total of 79 empirical goodwill
studies from leading academic accounting journals, 59 of which have not been covered in the
two prior reviews.

Using a set of key questions derived from an overview of the institutional background of
goodwill accounting, we relate the studies to core issues in accounting research and policymak-
ing (e.g., Scott, 2019), namely (1) recognition and the asset nature of goodwill, (2) purchase
price allocation and initial measurement of goodwill, (3) subsequent measurement and the effec-
tiveness of the goodwill impairment test, and (4) presentation and disclosure. We also address
(5) studies that investigate the moderating role of corporate governance, auditing, and other
forms of monitoring. In each of these areas, we summarize the key findings of interest to future
researchers as well as potentially helpful to policymakers in their efforts to improve current
goodwill accounting standards. Figure 1 provides an overview. We then discuss validity prob-
lems (construct, internal and external validity), point to techniques — some employed in prior
studies — that might address these problems, and offer suggestions to take the field forward.

"Hans Hoogervorst, ‘Are we ready for the next crisis’, Speech, Washington, DC, 11 December 2018; available at: https:/
www.ifrs.org/news-and-events/2018/12/speech-are- we-ready-for-the-next-crisis/ (retrieved June 2021).

2We discuss the recent developments in more detail below; see Section 2.3.

31t also expands on prior reviews focused on particular aspects of goodwill accounting, e.g., impairments (Schatt et al.,
2016), and it also builds on the unpublished review paper by Boennen and Glaum (2015).
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Figure 1. Empirical goodwill research

Taking the validity problems into account, our main findings are as follows. First, regarding
recognition, goodwill from acquisitions is positively related to stock prices, i.e., value relevant,
as well as predictive of future cash flows, suggesting that goodwill book values embody future
economic benefits — both before and after the introduction of the IOA. Second, regarding the
initial measurement of goodwill, the empirical evidence indicates that purchase price allocation
decisions are associated with proxies for managerial incentives, suggesting that managers use the
flexibility inherent in goodwill accounting opportunistically. Third, studies indicate that subse-
quent goodwill measurement decisions are determined not only by changes in the economic value
of goodwill, but also by incentives. Fourth, studies document that related disclosures are often
inadequate, and that noncompliance with disclosure requirements is again related to incentives.
Fifth, goodwill impairment decisions and disclosure quality are associated with the intensity of
monitoring and enforcement.

Thus, in sum, the literature indicates that goodwill accounting practices across the board
appear to be shaped by incentives. However, it is not clear how much of a problem this is.
Statistical associations between proxies for incentives and reporting outcomes do not necessarily
imply that financial reporting is dominated by incentives. Goodwill amounts seem to correlate in
theoretically expected ways with equity prices and financial performance, and goodwill-related
disclosures appear to be informative to analysts, indicating some degree of decision useful-
ness. Furthermore, accounting standards purposely give managers discretion, and this necessarily
opens up some room for earnings management. Unfortunately, empirical research does not allow
us to conclude whether current goodwill accounting rules provide for an ‘optimal’ degree of
discretion.

Given these findings, we propose two promising avenues for future research. First,
we point out research questions that could be addressed using the currently dominating
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quantitative-archival methods. For example, future research could examine the riskiness of
expected future benefits associated with goodwill from acquisitions, the factors that render good-
will amounts more or less useful for debt contracting, and the question whether investors agree
with the assumption underlying the IOA that goodwill is an indefinite-lived asset. At a more
general level, we argue that important findings in goodwill accounting should be challenged in
reproduction studies, and we encourage standard setters to initiate quasi-experiments in the form
of staggered introductions or random assignments of new accounting methods, to allow for valid
causal inferences, and to render policymaking more accountable.

Our second set of proposals for future research is based on the observation that goodwill
research is currently dominated by quantitative-archival studies based on (neo-institutional) eco-
nomic theories. We suggest that researchers adopt a broader theoretical perspective, including
investigating individual and collective psychological and sociological factors that shape deci-
sions about goodwill accounting. Researchers should also deploy the full range of research
methods. In particular, we believe that experiments and other forms of non-archival studies
could deepen our understanding of goodwill accounting. The latter includs surveys and small-
sample case studies that closely observe the actual behavior of, and the interaction between,
decision-makers within firms.

Section 2 provides the institutional background on goodwill accounting and derives five guid-
ing questions that structure our paper. Section 3 describes how we selected the studies in this
review. For each of our five questions, Section 4 summarizes and discusses extant research,
focusing on key findings of interest to future researchers and standard setters. Section 5 dis-
cusses validity problems in extant studies that may impede their usefulness in the policy debate,
suggests possible approaches to addressing these problems, and summarizes what we can safely
conclude from extant research. We then point out opportunities for future research. Section 6
concludes.

2. Institutional Background
2.1. Historical Perspective

Goodwill reflects the present value of expected future benefits from intangible assets that cannot
be individually identified and are therefore not recognized separately. The consensus has been
that internally generated goodwill should not be recognized because it is hard to identify and
measure (Bloom, 2009). In contrast, goodwill from business combinations, which arises when
the consideration paid by the acquirer exceeds the fair values of the target’s identifiable net assets,
has been controversial for many years.*

Until the early 2000s, US GAAP and IAS offered an implicit choice between two methods
of accounting for business combinations. If a transaction qualified as a ‘merger of equals’, the
pooling-of-interests method could be used, i.e., the assets and liabilities of the combining enti-
ties were carried forward in the consolidated financial statements at their book values, and any
difference between the consideration paid and the target’s book value of equity was adjusted
against consolidated equity. The target’s net assets were not revalued, no goodwill arose, and
subsequent earnings were thus unaffected. All other transactions were accounted for under the
purchase (acquisition) method,’ in which the acquirer recognizes the target’s assets and liabilities

4See Ding et al.’s (2008) discussion of the history of goodwill accounting for four major countries (the UK, the US,
France, and Germany), starting from the late nineteenth century.

STraditionally and until the early 2000s, the FASB and the IASB used the term ‘purchase method’; both standard setters
later adopted the term ‘acquisition method’.
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at their acquisition-date fair values, and any excess of the consideration paid over the fair value
of net assets acquired is recognized as goodwill. The acquisition method typically dampened
subsequent consolidated earnings and return ratios. First, goodwill itself was amortized, over a
maximum of 20 years under IAS 22 and 40 years under APB 17. Second, the fair-value step-ups
of most acquired assets would also be expensed. Third, goodwill and fair-value step-ups inflated
the denominators of return ratios.

The marked differences between the pooling and purchase methods created strong incentives
for acquirers to purposely structure transactions to fulfill the pooling criteria by labeling acqui-
sitions ‘mergers of equals’, even where, economically, they were takeovers.> Motivated by the
perceived abuse of pooling (e.g., Walter, 1999), and after contentious deliberations, the FASB
in 2001 issued SFAS 141 (now Accounting Standards Classification [ASC] 805) and SFAS 142
(now ASC 305), to abolish pooling and mandate the acquisition method for all business combi-
nations (FASB, 2001a, 2001b). According to critical observers, firms were compensated for the
‘lost benefits’ of pooling by goodwill being treated as an asset with an indefinite useful life that
would no longer be amortized, but only tested for impairment (Ramanna, 2008), with no drag on
future earnings as long as no impairment arises. The IASB, too, adopted this impairment-only
approach (IOA) via IFRS 3 and a revised IAS 36 in 2004.

The TASB’s shift coincided with mandatory IFRS adoption in the EU in 2005. Pre-IFRS
domestic-GAAP requirements for business combinations had been diverse even within the EU.’
For example, in most EU countries firms could choose, under certain conditions, between the
acquisition and pooling methods. If firms chose the former, in most EU countries they were
required to recognize and amortize goodwill, but with a variety of maximum amortization peri-
ods. In some countries (e.g., Germany), firms also were allowed to set off goodwill against
reserves, without affecting profit or loss, or expense goodwill immediately. In the UK, FRS 10
introduced in 1997 represents an early example of the goodwill IOA (Amel-Zadeh et al., 2016).

2.2. Current Requirements

The now-mandatory acquisition method requires that the acquirer recognizes, at fair value, the
individually identifiable assets of the target, including internally generated intangibles not previ-
ously recognized in the target’s balance sheet, as well as the target’s liabilities. If this purchase
price allocation (PPA), after consideration of deferred taxes®, results in a positive difference
between the acquisition cost and the fair value of the acquired net assets, this difference is rec-
ognized as goodwill. If it results in a negative difference (‘badwill’), the acquirer recognizes it
as a gain in profit or loss.

For subsequent impairment testing, goodwill is allocated to cash-generating units (CGUs, or,
under US GAAP, reporting units, RUs) expected to benefit from the synergies of the deal. The
test involves comparing the sum of the carrying amounts of the units’ assets, including goodwill,
with the units’ fair values (US GAAP) or recoverable amounts (IFRS).? The recoverable amount

SFor example, MacDonald (1997) reports that about 90% of all U.S. business combinations over $100m between 1992
and 1997 were accounted for using the pooling method.

7FEE (2002) summarizes accounting rules for business combinations and goodwill across European countries. For an
overview of accounting rules covering countries outside Europe, see Nobes (2002).

8For details regarding the recognition of deferred taxes in business combinations, see IAS 12, paras 66 to 68.

9The tests can be performed at any time during the year, but must be done at the same time every year (IAS 36, para
96). Additional tests must take place whenever there are indications that goodwill might be impaired (IAS 36, para 90).
SFAS 142 initially also required annual goodwill impairment tests. However, in 2011 the FASB introduced an option
for companies to qualitatively assess the likelihood that goodwill is impaired; if management concludes that this is ‘less
likely than not’, it need not perform the actual impairment test; see FASB Accounting Standards Update No. 2011-08.
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is the higher of a unit’s fair value less costs of disposal and its value in use (IAS 36, para. 6).!°
If the carrying amount is larger, an impairment loss is recognized in profit or loss. This loss
is allocated to goodwill before other assets in the unit are written down (IAS 36, para. 104).
Goodwill impairment losses must not be reversed in subsequent periods (IAS 36, para. 124).

2.3. Controversy and Reform Discussion

The goodwill IOA has been controversial from the start. Proponents hold that it will yield more
decision-useful information because discrete impairment losses reflect the value decline of an
indefinite-lived asset more accurately than amortization over some arbitrary useful life. Oppo-
nents argue that the IOA provides for wide discretion that managers can use opportunistically,
for example, to delay or avoid necessary impairments (e.g., Ramanna & Watts, 2012; Watts,
2003). For instance, identifying and revaluing intangible assets during the PPA requires judg-
ment, allowing managers to influence the amount allocated to goodwill. Goodwill allocation to
units also involves judgment, which managers may use to favor units with high levels of preexist-
ing internally generated goodwill that in future years will serve as ‘headroom’ against potential
impairment.!! Finally, recoverable amount calculations can be based on subjective and unverifi-
able firm-specific forecasts that are difficult to audit.'> Reports about rising goodwill balances'3,
lower-than-expected impairments even in times of economic crisis'4, and incomplete and per-
ceived ‘boilerplate’ goodwill-related notes disclosures also contributed to the debate.!> At the
same time, preparers of financial statements furthermore argue that goodwill impairment tests
are complex and unduly costly (see IASB, 2020, para. 4.5).

In response to the ongoing criticism, both the IASB and the FASB have been reconsidering
their standards for the accounting of business combinations and goodwill (FASB, 2019; TIASB,
2020), and in December 2020 the FASB reached a tentative Board decision to reintroduce amorti-
zation.'® The IASB, on the hand, has tentatively decided not to reintroduce amortization, arguing
it ‘has no compelling evidence that amortizing goodwill would significantly improve the infor-
mation provided to investors’ (IASB, 2020, para IN35(c)). However, this decision was taken
with a narrow majority, and the board therefore decided to issue a discussion paper and ‘ask
stakeholders whether they can provide further evidence to help the IASB find a more conclusive
answer to this question’.!” Furthermore, the IASB intends to provide relief from annual testing if

10Tnitially, the impairment test procedure mandated by SFAS 142 involved two steps. If the carrying amount of an RU
was smaller than its fair value, in a second step management had to quantify the impairment loss by comparing the
carrying value of the goodwill with its implied fair value, the latter being the difference between the unit’s fair value
and its revalued net assets. To reduce the cost of the test, the FASB in 2017 issued Accounting Standards Update No.
2017-04, which eliminated the second step and thus, in this regard, aligned US GAAP and IFRS requirements.
“Headroom” here refers to the gap between a CGU’s fair value and its carrying amount including the new goodwill. In
its recent deliberations, the IASB considered incorporating a headroom estimate into the goodwill impairment test; see
TASB (2020, para 3.31-3.54). The approach considered by the IASB would require comparing the recoverable amount
of a goodwill-carrying CGU with the sum of the carrying amounts of the assets and liabilities and the headroom of the
unit at the previous impairment testing date (‘updated headroom’, para 3.40). The Board preliminarily decided against
this approach, because it is complex and would not completely prevent shielding goodwill from impairment (para 3.53).
12For a more detailed discussion, see, for example, EFRAG (2017, 2016); AASB (2019).

13See, for example, ASBJ and Hong Kong Institute of Certified Public Accountants (2020); Duff and Phelps (2019).
l4See, for example, FREP (2010); Glaum and Wyrwa (2011); also see IASB (2020, para 3.60).

I58ee, for example, ESMA (2014); Financial Reporting Council (2008).

IFASB project update on ‘Identifiable Intangible Assets and Subsequent Accounting for Goodwill’ available
on https://www.fasb.org/jsp/FASB/FASBContent_C/ProjectUpdateExpandPage\ &cid=1176171566054\ &pf=true (last
accessed 22/04/2021)

ITTASB (2019, para 32); also see Scott (2019) as well as Accounting Standards Board of Japan (2015) and European
Financial Reporting Advisory Group (2017).
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there is no indication of impairment. It also plans to introduce additional disclosure requirements
about firms’ acquisition objectives and the acquired units’ subsequent achievement of them.

2.4. Guiding Questions

In sum, goodwill accounting continues to confront standard setters with conceptual as well as
practical issues. The central questions that structure our review can be summarized as follows
(see Figure 1).!8

(1) Recognition: 1s acquired goodwill an asset, or should an excess of the purchase price over
the fair value of acquired net assets be treated as an expense?

(2) Initial measurement: Do purchase price allocation requirements yield goodwill amounts
that reflect future economic benefits, or should they be amended to restrict management
discretion?

(3) Subsequent measurement: Does the goodwill IOA provide decision-useful information, or
should amortization be reintroduced?

(4) Presentation and disclosure: Does goodwill-related presentation and disclosure provide
decision-useful information, or should different or additional information be mandated?

(5) Moderating factors: Would enhanced corporate governance or auditing and enforcement
improve the decision usefulness of goodwill-related information?

3. Selection of Studies and Method of Review

We review studies that examine goodwill accounting under the impairment-only approach.
Searching the Social Sciences Citation Index of Web of Science, we retrieve all studies that
include ‘goodwill’ in the title, abstract, or keywords in the period between January 2000 and
December 2020. We limit our search to papers published in leading academic journals, using the
Web of Science journal rankings by impact factor and by citations as our primary quality filter.
We cross-reference the Web of Science rankings with those of the 2018 Association of Business
School Academic Journal Guide in the UK and the German JOURQUAL 3 published by the
German Academic Association for Business Research and select the top 30 journals at the inter-
section of these four lists. After excluding specialist journals in management accounting and tax,
and those that primarily publish literature reviews, we arrive at a list of 26 journals.

In addition to studies from these journals and time period, we also consider older papers,
unpublished working papers, and selected studies from other accounting journals, as well as from
journals in cognate disciplines that provide additional insights into our research questions. We
consider only papers that apply an empirical research design, and thus exclude solely theoretical
and conceptual contributions, editorials, book reviews, comments, and replies. Our final selection
includes 79 empirical studies. Table 1 lists the academic journals and their respective numbers
of studies included in this review. As space constraints prevent us from discussing all studies
in detail, we do so only for selected studies that we believe pioneer and illustrate the research
pertinent to our questions. However, we tabulate summaries of all papers, listing their research
questions, sample sizes, research designs, and main results, in the Online Supplement.

We note that our review includes primarily positivist, quantitative studies using archival data.
This focus reflects the availability of pertinent goodwill accounting studies and is not a statement
about the relative merits of different research approaches. On the contrary, as we explain in more

18These questions largely reflect the questions asked in the current discussion papers of the FASB and the IASB; see
FASB (2019) and IASB (2020); also, see EFRAG (2017), Australian Accounting Standards Board (2019), Boennen and
Glaum (2015), d’Arcy and Tarca (2018), and Wen and Moehrle (2016).
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Table 1. Academic journals and number of goodwill studies included in this review

Journal title Number of articles

Journal of Business Finance & Accounting (JBFA)

Review of Accounting Studies (RAST)

The Accounting Review (TAR)

Journal of Accounting Auditing and Finance (JAAF)
European Accounting Review (EAR)

Accounting and Finance (AF)

Contemporary Accounting Research (CAR)

Journal of Accounting and Public Policy (JAPP)

Journal of Contemporary Accounting & Economics (JCAE)
Accounting and Business Research (ABR)

Accounting Horizons (AH)

Journal of Accounting & Economics (JAE)

Accounting in Europe (AE)

Accounting Organizations and Society (AOS)

Auditing—A Journal of Practice & Theory (AJPT)

Journal of Accounting Research (JAR)

Applied Economics

Abacus—A Journal of Accounting Finance and Business Studies (Abacus)
Critical Perspectives on Accounting (CPA)

Journal of Financial and Quantitative Analysis (JEQA)
Journal of International Accounting Research (JIAR)
Journal of International Financial Management & Accounting (JIFMA)
Accounting Auditing & Accountability Journal (AAAJ)
Behavioral Research in Accounting (BRA)

International Journal of Accounting (1JA)

Journal of Financial Reporting (JFR)

Management Science (MS)

Other: working papers & book chapters (WP)

Total
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detail in Section 5.3, we strongly believe that non-archival studies (which are currently rare) —
including studies that reflect a constructivist research tradition — have much to add to the goodwill
debate, and we view the different research traditions as fruitfully complementing each other.

4. Insights from Empirical Goodwill Research
4.1. Recognition: Is Goodwill an Asset?

Standard setters and academics have long discussed whether the purchase price allocation resid-
ual ‘goodwill’ qualifies for recognition as an asset. Johnson and Petrone (1998) argued in an
influential paper that the benefits associated with goodwill ‘are more nebulous and may be less
certain’ (p. 297) than those associated with most other assets. Ultimately, it thus is an empirical
question whether current goodwill accounting practice generates decision-useful information. In
the following, we discuss research that examines the asset nature of goodwill from the viewpoints
of equity and debt investors.

4.1.1. Value relevance and predictive ability studies

Empirical accounting researchers have operationalized decision-usefulness by testing whether
accounting amounts are ‘value relevant’, i.e., systematically correlated with stock prices (for
a discussion of the literature, see Barth et al., 2001). To the extent that market prices co-vary
with accounting amounts, it is inferred that investors’ decisions and firms’ financial statements
draw on a common underlying information set. The value relevance approach has been used to
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investigate whether stock prices behave as if investors perceive goodwill as an asset. Before the
US GAAP goodwill IOA, McCarthy and Schneider (1995) and Jennings et al. (1996) showed
that acquired goodwill is value relevant, suggesting that investors interpret it as an asset. For
the UK, Al Jifri and Citron (2009) corroborates this finding for both recognized and disclosed
goodwill. Furthermore, Henning et al. (2000) documents positive associations of stock prices
with the going-concern and synergy components of acquired goodwill, but negative associations
for the overpayment and overvaluation components.

Online Supplement Table 1, Panel A, summarizes the more recent value relevance studies.
Aharony et al. (2010) finds an increase in the value relevance of (changes in) goodwill in EU
firms after mandatory adoption of IFRS (and the IOA) in 2005, compared to the previous year
under local GAAP. This increase in value relevance is smaller in countries where local GAAP
and IFRS are similar (e.g., UK, Ireland) and larger in countries where they differ (e.g., Germany,
Austria). Amel-Zadeh et al. (2020) similarly documents an increase in the value relevance of
goodwill under IFRS, comparing UK main market firms, which adopted IFRS in 2005, with
alternative market firms, which continued reporting under UK-GAAP until 2007."

The IASB’s Conceptual Framework (F4.4(a)) defines an asset as a resource ‘from which future
economic benefits are expected to flow to the entity’. If acquired goodwill fulfills this definition,
goodwill carrying amounts should help predict future cash flows. Lee (2011) confirms that they
do predict one- and two-year-ahead cash flow for US firms, and the study suggests that this
predictive ability has increased under the IOA.

In a rare non-archival study, Cascino et al. (2021) presents experimental evidence showing that
subjects assess goodwill similarly to non-goodwill intangible assets as well as property, plant and
equipment (PP&E) in terms of perceived relevance. In terms of representational faithfulness,
goodwill and non-goodwill intangible assets are again assessed similarly, with PP&E viewed
more favorably.

4.1.2. Debt contracting efficiency

Another stream of research examines the debt contracting efficiency of goodwill-related account-
ing amounts, and how the introduction of the IOA affected it (Online Supplement Table 1,
Panel B). Beatty et al. (2008) finds that 43% of syndicated loan agreements had net worth
covenants that were adjusted to exclude purchased intangibles, including goodwill. However,
no clear-cut relation between the exclusion of purchased intangibles and firms’ agency costs of
debt is found. Frankel et al. (2008) finds that the exclusion of intangible assets from net worth
loan covenants is negatively associated with the magnitude of goodwill, implying ‘that lenders
believe goodwill is informative and provides an efficient means of limiting agency costs’ (p. 89).
However, the use of tangible net-worth covenants increased after the introduction of SFAS 142,
suggesting that ‘these standards have reduced the contracting usefulness of goodwill” (p. 117).
More recently, Beatty et al. (2019) documents a trend to exclude nonrecurring items, including
goodwill impairment, from loan covenant calculations. Like in Frankel et al. (2008), this exclu-
sion of goodwill impairments ‘increases sharply after the adoption of SFAS 142 in 2002’ (p.
148).%

19Examining the special case of gains from bargain purchases (negative goodwill, or ‘badwill’), Comiskey et al. (2010)
and Elnahass and Doukakis (2019) find that investors generally do not consider gains from bargain purchases to be value
relevant. Several papers also examine the value relevance of earnings that include goodwill adjustments. Horton and Ser-
afeim (2010) finds that goodwill amortization adjustments to IFRS reported earnings in UK firms’ IFRS reconciliations
are value relevant. Similarly, Wieland et al. (2013) documents that ‘core earnings’ adjusted for goodwill impairments are
more value relevant than GAAP earnings.

201n a related study, Demerjian (2011) documents that the use of balance sheet covenants in loan contracts of U.S. firms
declined between 1996 and 2007, whereas there was no discernible reduction of income-statement covenants. Demerjian
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In sum, value relevance and predictive ability studies indicate that recognized goodwill
amounts are positively related to stock prices and firms’ future cash flows, and thus that these
amounts reflect future economic benefits. The evidence from archival studies regarding the
debt contracting usefulness of goodwill itself is somewhat mixed, whereas goodwill impairment
losses seem to be considered of low debt-contracting value. The introduction of the IOA is asso-
ciated with lower use of certain covenants, potentially signaling that financial statements are now
less useful for debt contracting.

4.2. Initial Measurement: What Determines Decisions about Purchase Price Allocation?

The studies in this section are summarized in Online Supplement Table 1, Panel C. Zhang and
Zhang (2017) finds that managers of US firms allocate high proportions of the consideration
transferred to goodwill when the likelihood of future impairments is low, i.e., when the acquirer
has a high market-to-book ratio and large amounts of ‘less verifiable’ assets (Ramanna, 2008).
The study also finds this pattern for firms with older CEOs, who may be less concerned about
their future careers and thus about possible future goodwill impairment. Shalev et al. (2013) fur-
ther documents that the portion of purchase price allocated to goodwill increases, ceteris paribus,
with the importance of bonuses in CEOs’ pay packages. Consistent with the notion that rela-
tively high goodwill amounts are possibly overstated and thus discounted by the stock market,
Paugam et al. (2015) finds that the proportion of the purchase price allocated to goodwill is
associated with negative abnormal returns. The study also reports that ‘abnormal goodwill’?! is
negatively (positively) associated with future firm performance (the frequency and magnitude of
goodwill impairments following the acquisition).?? Overall, studies that examine the initial mea-
surement of goodwill find evidence consistent with managers’ opportunistic use of discretion,
suggesting that managerial reporting, contracting, and compensation incentives are associated
with allocating larger portions of the purchase price to goodwill.

4.3. Subsequent Measurement: Does the Impairment-only Approach ‘Work’?

In this section, we distinguish studies that analyze the usefulness of goodwill impairment write-
offs for decision-makers (Section 4.3.1); whether impairment helps predict changes in cash flows
(Section 4.3.2); and to what extent goodwill impairment write-offs reflect deterioration of the
economic value of goodwill versus managerial incentives (Section 4.3.3).

4.3.1. The information content of goodwill impairment charges

Using the event-study method, information content studies analyze whether accounting disclo-
sures convey new information to markets (Kothari, 2019, p. 358: ‘information arrival studies’),
and to what extent capital markets efficiently process accounting information. Before the IOA,

(2011) attributes this finding to changes in U.S. GAAP, including the new goodwill accounting rules and the trend towards
fair value measurement, which led to increases in ‘unverifiable balance sheet adjustments’. Similarly, Ball et al. (2015)
finds a general reduction in accounting-based debt covenants following the introduction of IFRS. The authors argue that
the reduction is caused by the greater managerial discretion and the increased use of fair value accounting under IFRS,
which have impaired the contractibility of financial statements.

21Building on Shalev (2009), Paugam et al. (2015) regress goodwill on proxies for ‘the underlying economics of the
acquisition and the expectations of market participants’ (p. 371), interpreting the residuals as ‘abnormal goodwill’.
22Similarly, Bugeja and Loyeung (2015) finds an increase in the purchase price portion allocated to goodwill to be
related to contracting incentives. An experimental study, Hellman et al. (2016) shows that equity analysts are more likely
to expect acquisitions to enhance value if more of the acquisition premium is allocated to goodwill and to decrease value
when more is allocated to amortizable intangibles. One tentative interpretation is that analysts perceive a lower goodwill
allocation as reflecting reduced future growth opportunities. Another is that analysts consider amortization value-relevant
potentially because of its negative effects on post-acquisition earnings-per-share accretion.
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Hirschey and Richardson (2002) found that stock market reactions to goodwill impairments
announced in quarterly or annual reports were moderated by whether the contemporaneous earn-
ings information was positive or negative.>> The announcement window captured only a small
part of the overall market reaction, suggesting that investors largely anticipated the losses.

We summarize more recent studies in Online Supplement Table 1, Panel D. Studying the
information content of goodwill impairment under the IOA, Knauer and Wohrmann (2016)
finds that investors in civil law countries (low investor protection) react more negatively than
investors in common law countries (high investor protection).?* Further, negative abnormal
returns appear less pronounced when an external (verifiable) write-off reason is provided, and
more pronounced when an internal (unverifiable) reason is provided. Finally, abnormal returns to
goodwill impairments do not differ significantly between US GAAP and IFRS firms, indicating
that legal protection, not the accounting standards, drive the information content of the impair-
ments. Li et al. (2011) and Bens et al. (2011) compare market reactions to goodwill-impairment
announcements before and after the introduction of SFAS 142. Both studies document nega-
tive abnormal returns, and neither finds a significant change in how the markets react to large
goodwill impairments after the introduction of SFAS 142.2

Overall, the studies in this branch of goodwill research thus document that goodwill impair-
ments are informative to investors and suggest that verifiability might act as a moderating factor
— a possibility examined further in the studies summarized in Section 4.5 below.

4.3.2. Predictive value of goodwill impairment charges

The FASB asserts in the introduction to SFAS 142 (p. 7) that the standard would ‘provide users
with a better understanding of the expectations about and changes in [goodwill] over time,
thereby improving their ability to assess future profitability and cash flows’. Several studies,
summarized in Online Supplement Table 1, Panel E, examine whether the FASB’s assertion
holds empirically.

Lee (2011) finds that goodwill impairment charges under SFAS 142 are significantly associ-
ated with year-ahead cash flows, i.e., the higher the impairment charge in year ¢ the lower tend
to be cash flows in years 7+ 1 and 7+ 2, whereas goodwill-related charges (mainly amortization
expense) were not significantly related to future cash flows before SFAS 142.2° Jarva (2009) also
finds that goodwill impairments of US firms are associated with lower operating cash flows in
the next two years, and Chalmers et al. (2011) suggests that goodwill impairments are negatively
associated with investment opportunities (while amortization is not).?’

23 A positive market reaction to a goodwill impairment announcement is plausible if a firm’s economic situation has
deteriorated for some time and investors interpret the impairment as a signal that management will now take action to
bring about a turnaround. Generally, the share price effect is likely to depend on the timeliness of the write-offs, and how
the impairment is ‘framed’ by management and interpreted by investors; see Hirschey and Richardson (2002).

24The authors explain this moderating effect of the legal system with the notion that investors interpret write-offs of
firms in civil law countries as ‘a “lower bound” of the true write-off’, because the low level of investor protection in
these countries means that managers enjoy a lot of discretion (Knauer & Wohrmann, 2016, p. 440).

25Mazzi et al. (2016), surveying the views of 48 Italian CFOs, documents that the survey participants generally perceive
the impairment test to be informative, but also subject to discretion.

26While Cready et al. (2012) also finds that goodwill impairment charges of U.S. firms in year ¢ are associated with
lower future cash flows in year ¢ + 1, this study finds that goodwill impairment charges are associated with higher future
earnings in the subsequent four years.

27Li et al. (2011) similarly finds a negative correlation between impairment losses and subsequent sales growth and
growth in operating income. The study also shows that goodwill impairments are related to subsequent downward
revisions in analysts’ earnings forecasts, suggesting ‘that goodwill impairment losses are viewed as credible even by
sophisticated market participants’ (p. 766). In contrast, Chalmers et al. (2012) and Jarva (2014) do not find a significant
association between goodwill impairment and analyst forecast accuracy.
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To sum up, these studies indicate that concurrent goodwill impairment is generally associated
with negative future firm performance and that impairment announcement thus have predictive
value for investors and other users of financial statements.

4.3.3. Determinants and predictors of goodwill impairment

Online Supplement Table 1, Panel F, summarizes studies investigating the determinants of good-
will impairment decisions. In most of these studies, the dependent variable of the empirical
model is either binary (i.e., impairment versus no impairment) or the continuous amount or per-
centage written off. Explanatory variables include proxies for changes in the economic value of
goodwill as well as proxies for managerial incentives.?® Early studies find asset write-offs to be
associated with negative stock-market or accounting performance, but also with proxies for man-
agerial incentives (Elliott & Shaw, 1988; Francis et al., 1996; Riedl, 2004; Zucca & Campbell,
1992). Beatty and Weber (2006) focuses on the first-time adoption of SFAS 142, when firms had
an incentive to report transitional goodwill impairment losses, which were presented as special
items (‘below the line’), whereas subsequent impairment losses would be recorded ‘above the
line’ in income from continuing operations. The study finds that the likelihood of a goodwill
write-off upon first-time adoption is linked to debt-contracting, equity-market, and manage-
rial labor market motives. Sellhorn (2004) also examines the determinants of transitional SFAS
142 goodwill write-offs by US firms. His findings indicate that on average, write-off behavior
predominantly reflects economic circumstances, although there is some evidence that in large,
visible firms managerial incentives affect goodwill impairment.

Analyzing the determinants of goodwill impairment under SFAS 142, Ramanna and Watts
(2012) does not find that the firms’ write-off decisions are related to management’s private infor-
mation, proxied by share repurchases, insider trading, and positive diction in annual reports.
Instead, the study finds evidence suggesting that decisions on goodwill impairment are associ-
ated with debt contracting proxies, CEO compensation, CEO tenure, and proxies for ‘unverifiable
discretion’ under SFAS 142.%° In contrast, AbuGhazaleh et al. (2011) reports that a sample of UK
firms’ impairments are more likely associated with the revelation of inside information than with
opportunistic behavior. Following Ramanna and Watts (2012), Filip et al. (2015) labels firms with
goodwill as ‘suspect’ if they do not report an impairment even though their book-to-market ratio
is greater than 1 in two consecutive years. The study finds that ‘suspect’ firms report higher lev-
els of abnormal cash flows than a matched sample of non-impairing firms. The authors conclude
that firms ‘manage their cash flow upward’ to justify delaying goodwill impairments (p. 550).

Glaum et al. (2018) investigates the determinants of goodwill impairment for IFRS firms. In
line with previous research, the study finds for an international sample that firms are more likely
to report impaired goodwill in periods of CEO changes® and when they may have an incentive
to smooth earnings. These findings hold across enforcement regimes as well as in the presence
of institutional investors, which may act as external monitors.!

28Some related studies attempt to trace write-offs back in time to the acquisitions that gave rise to the goodwill; others
focus specifically on the role of auditors and internal controls. We discuss these lines of research below.

29Building on Ramanna (2008), Ramanna and Watts (2012) measures ‘unverifiable net assets’ directly by the proportion
of nonfinancial net assets, or indirectly by the mean leverage of the firm’s industry. The authors contend that firms with
larger proportions of unverifiable net assets have more flexibility to manipulate the impairment decision (e.g., Ramanna
& Watts, 2012, p. 761).

30 An association of CEO changes or CEO tenures with asset write-downs was also pointed out by Francis et al. (1996),
Riedl (2004), Beatty and Weber (2006), and Ramanna and Watts (2012). Further evidence of this relation is provided by
Masters-Stout et al. (2008) and, anecdotally, in a case study by Hilton and O’Brien (2009).

31Furthermore, Hamberg et al. (2011) documents that Swedish firms’ decisions to report goodwill impairment upon
transition to IFRS in 2004 was related to a proxy for management entrenchment.
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A study by Li and Sloan (2017) provides evidence that suggests that the managers of US
firms tend to delay necessary goodwill write-offs, in particular after the introduction of the IOA.
As a result, goodwill write-offs can be predicted using simple accounting and market indicators
(high goodwill balances, low return on assets, book-to-market > 1). The study also shows that
financial markets do not fully incorporate the available information, i.e., the aforementioned
early-warning signals for goodwill impairment appear to predict stock prices in post-SFAS 142
periods.

Hayn and Hughes (2006) and Gu and Lev (2011) follow US acquirers over time and examine
whether characteristics of the M&A transactions can predict subsequent goodwill write-downs.
Hayn and Hughes (2006) finds that acquisition characteristics and, to a lesser degree, the per-
formance of goodwill reporting units partially predict future goodwill impairments. Overall,
however, the predictive power of the model is rather low compared to that of conceptually
similar bankruptcy models. Building on Shleifer and Vishny (2003), Gu and Lev (2011) sug-
gests that overvaluation of acquirers’ stock might induce managers to engage in value-destroying
stock-for-stock acquisitions that ultimately lead to goodwill impairments. The authors show that
overpricing indicators are linked to the frequency and value of acquisitions, and that the degree
of overpricing is associated with the likelihood of future goodwill impairments.

Consistent with these findings, Li et al. (2011) shows that higher acquisition premiums are
associated with higher likelihood of subsequent impairments. Impairments are more likely after
stock-financed acquisitions by growth firms and less likely when acquirer and target are in the
same industry. More recently, Chen et al. (2018) shows that goodwill impairments are less likely
where targets’ financial statements are more comparable with those of industry peers, and Bere-
skin et al. (2018) suggests that transactions by culturally similar firms are associated with higher
synergies and a lower likelihood of future goodwill impairment.

We conclude that goodwill impairment decisions and amounts are not fully explained by
the underlying economic fundamentals of the combined entity, but vary systematically with
managerial incentives, potentially reflecting the discretion inherent in the impairment testing
requirements. Further, impairments can to some degree be predicted by acquisition characteris-
tics and other indicators. In Section 4.5, we discuss governance and monitoring as moderating
factors in this context.

4.4. Disclosures: Do They Make M&A Transactions Transparent?

Both US GAAP and IFRS mandate extensive disclosures to enable investors to assess ‘the relia-
bility of the estimates used by management to support the carrying amounts of goodwill’ (IFRS
36.BC205). However, there are complaints that firms’ actual disclosures often do not fulfill
these Objectives.33 Confirming these concerns, Shalev (2009), Glaum et al. (2013), and Flo-
rio et al. (2018) document that large firms in the US and Europe often fail to make mandated
disclosures. Such noncompliance is associated with firm characteristics, managerial incentives,
and strength of enforcement. We summarize this strand of the literature in Online Supplement

32Gu and Lev (2011) also shows that acquisitions by overpriced firms and the related goodwill impairments are negatively
associated with firms’ subsequent stock market performance, thereby refuting arguments that acquisitions by overpriced
firms are value maximizing, and that goodwill write-offs are only a ‘mechanical’ by-product of the reversal of the
overpricing.

33For example, a 2008 report by the UK Financial Reporting Council concluded that more than half of the reviewed
disclosures on goodwill and goodwill impairment of UK firms in their 2007 financial reports were ‘uninformative’
(Financial Reporting Council, 2008). The European Securities and Markets Authority (ESMA, 2013, p. 3) concluded
that the disclosures related to goodwill impairment testing in the 2011 financial reports of large stock-listed firms from
23 European countries ‘in many cases were of a boilerplate nature and not entity-specific’. Also see ESMA (2014).
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Table 1, Panel G. Other studies investigate whether mandated IFRS disclosures about M&A
transactions (IFRS 3) and goodwill impairment testing (IAS 36) matter to capital market partici-
pants. The evidence suggests that the quality of these disclosures is positively related to analyst
forecast accuracy (André et al., 2018; Paugam & Ramond, 2015) and negatively related to fore-
cast dispersion (André et al., 2018). Consistent with the latter finding, Andreicovici et al. (2020)
shows that the transparency of firms’ goodwill impairment disclosure is related to lower dis-
agreement — among analysts as well as between analysts and managers — about the amounts and
timing of impairments.>* Paugam and Ramond (2015) further shows that ‘prospective entity-
specific impairment-testing disclosures are negatively associated with cost of capital [and analyst
forecast dispersion] whereas descriptive disclosures exhibit no association with cost of capital’
(p. 583).

In general, the empirical evidence suggests that the quality of M&A- and goodwill-related
disclosures varies greatly in practice, and that managers’ disclosure decisions reflect their report-
ing incentives. Even so, these disclosures do appear to matter to analysts and investors, in that
higher-quality M&A-related disclosures are associated with reduced uncertainty and lower costs
of capital.

4.5. Moderating Factors: Do Governance and Monitoring Improve Goodwill Reporting ?

Several studies, summarized in Online Supplement Table 1, Panel H, examine the role of gover-
nance mechanisms and monitoring by auditors and market participants in firms’ goodwill-related
reporting decisions. Whereas external monitoring seems to enhance the credibility of disclosed
fair value information (Muller & Riedl, 2002; Miiller et al., 2015), the evidence on its role in
initial goodwill measurement is mixed. Zhang and Zhang (2017) finds evidence that involving
external appraisers reduce managerial discretion and opportunistic behavior in purchase price
allocations, but does not eliminate it completely. In contrast, Shalev et al. (2013) does not
find that boards adjust managerial compensation when there is evidence of an overallocation
to goodwill.

Examining impairment decisions, Glaum et al. (2018) finds that, in countries with strong
(weak) enforcement, goodwill impairment tends to be more (less) strongly associated with
declines in economic goodwill value. But in countries with weak enforcement, firms with high
institutional investment exhibit the same sensitivities of goodwill impairment to declines in
the economic value of goodwill as firms in high-enforcement countries, suggesting that private
monitoring by institutional investors can substitute for public enforcement.?

Several papers further examine the relation between goodwill impairment and the quality of
internal controls, as well as the monitoring role of auditors, audit committees, and financial ana-
lysts. Caplan et al. (2018) finds that US acquirers are more likely to recognize impairments
following acquisitions if they report material SOX 404 internal control weaknesses. Goodwill
newly recorded in the year following the remediation of such weaknesses has a lower likeli-
hood of future impairment, presumably because M&A decisions have improved.*® Gietzmann
and Wang (2020) further shows that firms write off larger goodwill amounts when independent

341n related work, Paugam and Ramond (2015) and Mazzi et al. (2017) document negative associations between
compliance with goodwill-related disclosure requirements and firms’ cost of equity capital.

35Similarly, Kabir and Rahman (2016) shows that Australian firms with stronger governance exhibit a stronger
association of economic factors with impairment losses, a finding confirmed for UK firms by AbuGhazaleh et al. (2011).
36Kravet et al. (2018) specifically examines firms that make use of a clause in the Sarbanes-Oxley Act that allows
exempting newly acquired businesses from SOX 404 assessments. The study finds that using this exemption is associated
with a higher chance of subsequent goodwill impairment as well as other negative post-acquisition outcomes (e.g., lower
ROA and higher likelihood of restatements).
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valuation experts are involved in the impairment testing, and that these write-offs are associated
more strongly with economic determinants. Overall, the results in this literature suggests that
private and public monitoring reduces managerial discretion in goodwill impairment decisions.

Several studies also examine the role of auditors. Findings in Carcello et al. (2020) suggest
that non-audit fees paid to a firm’s auditors are associated with a lower likelihood of good-
will impairment. Lobo et al. (2017) examines French firms subject to mandatory joint audits,
finding that firms audited by combinations of Big 4 and non-Big 4 auditors are more likely to
report goodwill impairments and, when they do, to recognize larger impairment losses, than firms
audited by two Big 4 auditors.?” Stein (2019) finds a positive association between the degree of
industry specialization of auditors and the likelihood and volume of goodwill impairments.3®
Overall, the evidence thus seems to suggest that auditor independence and auditor specialization
are positively associated with the incidence and the size of goodwill impairments. *°

Finally, Ayres, et al. (2019) examines the role of analysts, finding that the likelihood of good-
will impairment is more strongly related to expected impairment when analyst coverage is higher.
Firms are also more likely to report goodwill impairment after analyst downgrades, and firms
that fail to record expected impairments are more likely to experience a subsequent decrease in
analyst following. In contrast, the findings of Han et al. (2021) in the Chinese market suggests
that pressure from equity analysts to meet or beat earnings targets is negatively associated with
goodwill impairments.

The research in this field has developed dynamically in recent years, and studies address
different and sometimes quite specific aspects of goodwill accounting decision-making. The
findings of the studies consistently indicate that in the presence of internal (control systems,
boards) and external monitors (valuation experts, auditors, enforcement agencies, analysts, insti-
tutional investors) the likelihood and size of goodwill impairment tend to be higher and reported
impairments more strongly related to expected impairments. Thus, the studies implicitly also
suggest that managerial goodwill impairment decision-making is not entirely ‘unverifiable’ or
‘unauditable’. Instead, strict internal and external monitoring appears to be effective in limiting
managers’ goodwill reporting discretion.

5. Discussion

This part of our paper proceeds in three steps. First, we discuss validity concerns in the empir-
ical goodwill literature and explain how they limit interpretations of its findings (Section 5.1).
We identify concerns that are specific to and common in goodwill accounting research, provide
examples, and point out potential remedies where possible. Second, taking these limitations into
account, Section 5.2 draws out what the studies reviewed in this paper allow us to safely con-
clude about the five guiding questions presented in Section 2.4. Finally, in Section 5.3 we outline
pathways for future inquiry in empirical goodwill research, focusing on areas with potential for
further quantitative-archival research, as well as perspectives for new research that uses other,
currently less common methods.

37 The study also finds that firms audited jointly by Big 4 and non-Big 4 auditors provide more transparent impairment-
related disclosures than firms with only Big 4 auditors. The authors suggest two possible explanations. First, the clear
difference between a Big 4 and a non-Big 4 auditor might make it easier to coordinate the joint audit. Second, in the
presence of a non—-Big 4 auditor, the Big 4 auditor has a stronger incentive to provide a high-quality audit.

31n line with Stein (2019), Shepardson (2019) finds that U.S. firms were more likely to write off goodwill if members
of their audit committees had gained task-specific experience in other firms.

A further study by Ayres et al. (2019a) documents that unexplained goodwill impairment decisions are positively
related to the frequency of subsequent auditor dismissals.
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5.1. Validity Problems in Empirical Goodwill Research

Low validity in description, explanation, and prediction limits the value of empirical insights
for scientific and policy debates.*” Drawing from the predictive validity model (Libby, 1981;
Runkel & McGrath, 1972), this subsection highlights specific challenges in the construct validity,
internal validity and external validity of empirical goodwill research. These problems do not
necessarily reflect researchers’ shortcomings but are at least partly inherent in the subject matter.
They should be borne in mind particularly when assessing research findings for their policy
implications.

5.1.1. Construct validity
Construct validity requires that empirical researchers use dependent and independent variables
in their empirical models each of which measures the respective conceptual variable, ‘and that
variable alone’ (Libby et al., 2002, p. 796). Where concepts can be directly observed, research
can use empirical measures to capture them; where they are unobservable, researchers need to
rely on empirical proxies.

Research analyzing the determinants of goodwill-related reporting decisions requires variables
that capture goodwill’s underlying economics versus management’s incentives. Most studies of
impairment antecedents (see in Section 4.3.3) attempt to capture the impact of economic fac-
tors on goodwill impairment decisions by including variables such as market-to-book ratios,
long-window stock returns, and accounting rates of return (e.g., Sellhorn, 2004). To increase
test power, several studies restrict their samples to ‘suspect’ firms they consider likely to suffer
economic impairment, using the same or similar indicators.*! Relying on such proxies, how-
ever, requires caution. First, whereas goodwill impairment tests are conducted at the level of
CGUs (IFRS) or RUs (US GAAP), researchers use firm-level proxies. Second, the presence of
‘headroom’ in goodwill-bearing units may prevent goodwill impairment when negative account-
ing or market performance may suggest that it is economically warranted. Third, managers may
appropriately conclude that impairment of goodwill is unnecessary although market values are
depressed — for example, if they believe that investors overreact to bad news. Consequently,
Roychowdhury and Martin (2013) cautions that a book-to-market ratio greater than one may not
always reliably indicate the need for asset write-downs. Similarly, Chen et al. (2019) warn against
mechanical reliance on market-to-book ratios < 1, which might pressure firms into unwarranted
goodwill impairments.*?

Some studies that investigate purchase price allocation and disclosure decisions (summarized
in Sections 4.2 and 4.4, respectively) operationalize ‘abnormal goodwill’, the portion of good-
will unexplained by economic factors, as the residuals from a regression of goodwill on proxies
for the deal’s economics (e.g., Paugam et al., 2015; Shalev, 2009; Shalev et al., 2013). To the

40 As Power and Gendron (2015, p. 159) explain, validity is primarily a concern for positivist research, including positive
qualitative research, while ‘constructivist research relies on different ideas about quality, namely the trustworthiness
associated with a continuous effortful process of aligning data and theory’.

4Proxies for high ex-ante probability of ‘economic goodwill impairment” include the market-to-book-value gap being
smaller than recorded goodwill (e.g., Beatty & Weber, 2006), the equity book-to-market ratio being greater than 1 in
two consecutive years (e.g., Carcello et al., 2020; Filip et al., 2015; Ramanna & Watts, 2012), and the presence of
low-performance indicators (Lobo et al., 2017).

42 Another issue in this literature, albeit unrelated to construct validity, relates to potential model misspecification.
Banker et al. (2017) points out that determinant models may be misspecified because they typically assume a symmetric
relationship between economic performance and write downs, instead of the asymmetric (conditionally conservative)
relationship that underlies impairment testing requirements. To illustrate, Banker et al. (2017) compares a traditional
‘symmetric’ asset-write-down model based on Riedl (2004) with a model that uses asymmetric performance benchmarks,
showing that the latter has higher explanatory power and leads to different inferences.
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extent that such determinant models include proxies for economic factors underlying goodwill
that rely on market-to-book ratios, these studies have problems similar to those discussed above.
Construct validity concerns may also relate to managerial incentive proxies. For example, Shalev
etal. (2013) uses CEO income to capture the role of managerial incentives in purchase price allo-
cations. However, the study focuses only on cash bonuses. Future studies could also include other
elements of compensation (e.g., stock option grants) potentially related to goodwill recognition.*?

As we explain further in Section 5.3, experimental designs might prove useful in disentangling
empirical proxies for economic determinants and managerial incentives for goodwill-related
reporting decisions, which are typically confounded in archival settings. Experiments allow
the researcher to more directly infer the mechanisms driving goodwill accounting decisions by
manipulating the variables of interest based on theories in economics and psychology. Archival
researchers could also attempt to obtain finer data from ‘special’ cases in which the acquired
companies continue to operate as separate entities, their financial information is disclosed sepa-
rately, or they even continue to stay listed on stock exchanges.** Furthermore, proprietary data
shared by (groups of) firms could allow for more precise estimates of economic impairment.
However, firms’ willingness to share such data is unclear, because it would potentially expose
goodwill-related earnings management.

Construct validity problems also occur in studies that attempt to measure the quality of good-
will disclosures using manual content analysis to construct quality and compliance indices (e.g.,
Andreicovici et al., 2020; Chen et al., 2019; Mazzi et al., 2017). These scoring models rely on
researchers’ subjective assessments and interpretations of disclosures, including the materiality
of items, which affects weighting.*> Advances in textual analysis and natural language processing
might help construct more objective measures of disclosure quality and allow for large samples
to directly compare the disclosures with the requirements in the standards, e.g., through compar-
isons of vector representations or word embedding matrices of both texts (Gentzkow et al., 2019;
Loughran & McDonald, 2016). This is not to suggest, however, that automated content analysis
is free from subjectivity.

5.1.2. Internal validity

Internally valid causal inference requires ruling out alternative explanations. The difficulties of
causal inference in empirical-archival accounting research are well known (e.g., Gassen, 2014;
Gow et al., 2016; Larcker & Rusticus, 2010). Causal claims in empirical goodwill research relate
to either the primary relation under study, e.g., the determinants of goodwill impairment, or
a secondary, moderating effect on the relation under study, e.g., how the introduction of the
impairment-only approach (IOA) affects the value relevance of goodwill. For the latter, several
studies compare goodwill accounting outcomes (e.g., value relevance, predictive ability of good-
will, timeliness of goodwill impairment, proportions of the consideration transferred allocated to

43Shalev et al. (2013) also concedes that they cannot completely rule out the endogeneity of compensation structures. To
address this issue, the study employs a 2SLS model that explains the bonus variable of interest in a first-stage regression
and uses the predicted values in the second-stage regression.

4Examples for such special cases are Carillion’s acquisition of Eaga in the UK, after which Carillion continued to
disclose the main financial metrics of Eaga separately, and several acquisitions in China, after which the targets continued
to trade on stock exchanges (Song & Meeks, 2020).

45 Construct validity can be an issue when a study introduces a novel measure to operationalize a theoretical concept.
To illustrate, Andreicovici et al. (2020) reports tests of associations between a dependent variable — a disclosure trans-
parency index composed of impairment-test-related footnote disclosures in annual reports — and a novel independent
variable intended to capture analyst disagreement. To identify whether financial analysts anticipated the amount and
timing of impairment, the study’s measure of analyst disagreement relies on reports issued after the goodwill impairment
announcements.
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goodwill) before and after the IOA to infer the effect of its introduction (e.g., Aharony et al.,
2010; Lee, 2011; Li et al., 2011; Li & Sloan, 2017; Zhang & Zhang, 2017). However, before the
IOA firms could use accounting policies that allowed them to avoid recognizing goodwill alto-
gether, i.e., the pooling-of-interest method and, in Europe, setting off goodwill against reserves.
Firms adopted these policies not at random but guided by managerial incentives.*® Furthermore,
before-and-after comparisons may also be affected by important events (e.g., the dotcom bub-
ble in the late 1990s and the financial crisis of 2008-2009) and by far-reaching changes in
enforcement and oversight that took place in many countries in the early and mid-2000s (e.g.,
Christensen et al. 2013). Without controlling for firms’ choices before the IOA and for potentially
confounding contemporary events and changes, one cannot attribute before-and-after differences
in outcomes to the IOA. We therefore recommend that authors and readers exercise appropriate
caution in presenting and consuming, respectively, this evidence.

Internal validity problems also stem from endogenous relationships between the variables of
interest or from reverse causality. For example, the fact that firms with abnormally high cash
flows are less likely to report impaired goodwill may reflect managers’ manipulations of real
activities to avoid goodwill impairment (Filip et al., 2015; Filip et al. 2021) — or stronger eco-
nomic performance.*’ Without controls for all potential time-varying confounding factors (such
as firms’ underlying financial performance) driving both goodwill impairments and the indepen-
dent variable of interest (cash flow), the absence of impairment does not establish managerial
opportunism (see also Roychowdhury & Martin, 2013). Although most studies include indus-
try or firm fixed effects to absorb unobserved time-invariant confounders, this will not capture
unobserved time-varying confounders such as changes in operating performance, changes in
management teams, or changes in enforcement — all of which may affect impairments. Similarly,
studies reporting associations between asset write-downs and CEO changes likely suffer from
endogeneity, since impairments and CEO changes may simultaneously be caused by weak per-
formance (see Beatty & Weber, 2006; Francis et al., 1996; Glaum et al., 2018; Masters-Stout
et al., 2008; Ramanna & Watts, 2012; Riedl, 2004). Glaum et al. (2018) attempts to control for
this possibility by differentiating between ‘unforced’” and ‘forced” CEO changes (i.e., changes
related to negative performance).

Econometric remedies for internal validity issues typically involve some estimate of the coun-
terfactual, often in a difference-in-differences design. Such designs require comparable control
groups, ideally randomly assigned, that are unaffected by the supposedly causal variable. Even
though these ideal ‘experimental settings’ are rare outside the lab, archival researchers might be
able to find quasi-experimental settings that introduce close-to-exogenous variation in the deter-
minants of goodwill impairments under study or the staggered adoption of standards within a
country. Amel-Zadeh et al. (2020), for example, attempts to control for unobserved heterogene-
ity across firms with goodwill balances by exploiting the staggered adoption of IFRS in the UK
in a difference-in-difference setting comparing UK main market firms (treated with the IFRS

46For example, Zhang and Zhang (2017) acknowledges that, before SFAS 142, firms were able to opt for pooling treat-
ment, but the study does not formally control for this choice. Li and Sloan (2017), as a robustness check, eliminate firms
that applied the pooling method in pre-SFAS-142 years from their sample, but the study does not further address the fact
that firms were allowed to opt for this accounting choice.

“TFilip et al. (2015, 2021) examine ‘suspect firms’, i.e., firms with goodwill on their balance sheets that do not report
goodwill impairment in year ¢, but have market-to-book ratios that are similar to other firms in their industries that did
write off goodwill in . Filip et al. (2015) concludes that the observed abnormally high cash flow in suspect firms reflect
managers’ manipulation of real activities to avoid goodwill impairment, rather than superior economic performance,
which would justify the non-impairment of goodwill. However, as reported in Table 5 in Filip et al. (2015), in subsequent
years suspect firms, on average, report increasing accounting returns and experience positive market returns, which
appears to speak in favour of the superior economic performance explanation and not the real earnings management
explanation.
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adoption) with propensity-score-matched control firms on the UK AIM market. Even in such
quasi-experimental settings, however, as the treatment is usually not randomly assigned, inter-
nal validity hinges on how well the matching of control and treatment groups on observables
captures unobserved heterogeneity across the groups.

Information content event studies are typically strong in internal validity, since they estimate
abnormal stock market reactions within narrow windows around the events in question.* How-
ever, these studies face potential confounding from other, contemporaneous information releases.
For example, purchase price allocations are generally disclosed in annual reports, making any
potential market reaction to the PPA difficult to isolate. Similarly, goodwill impairments are often
accompanied by restructuring charges (Cready et al., 2012; Hirschey & Richardson, 2002). Most
studies control for concurrently announced unexpected earnings (e.g., Bens et al., 2011; Knauer
& Wohrmann, 2016; Li et al., 2011), but investor reactions around the publication of financial
statements might also be influenced by other concurrent disclosures (e.g., Francis et al., 2002).

5.1.3. External validity

Important to policymakers, external validity is the extent to which a study’s insights are likely
to generalize to other settings. Empirical goodwill studies are often performed on restricted sam-
ples. For example, many studies of impairment antecedents (summarized in Section 4.3.3) focus
on firms with a high probability of ‘economic goodwill impairment’ — often fairly small samples
that do not necessarily represent the average firm.*’

Furthermore, goodwill-related reporting decisions and stakeholders’ use of goodwill-related
information likely reflect factors specific to the firm, stakeholder, and jurisdiction. Hence, single-
country studies yield only limited insights into whether goodwill reporting requirements ‘work’
globally. Of the 79 studies reviewed here, 67 (85%) are set in single jurisdictions (75% of those
in the US), whereas only 12 (15%) sample from more than one country. Furthermore, these
factors may evolve over time, creating a need for replication studies that reinvestigate the most
important research questions in different jurisdictions and periods.

External validity problems also arise in studies investigating whether goodwill impairment
predicts future firm performance (summarized in Section 4.3.2). Such studies do not claim to
establish causality, but they do claim that a statistical association found between a set of lagged
independent variables and an outcome variable of interest is sufficiently stable to allow reliable
predictions of future values of the outcome from using contemporaneous values of the inde-
pendent variables. However, Shmueli (2010, p. 304) cautions that a ‘common practice. .. is to
erroneously infer predictive power from explanatory power, which can lead to incorrect scien-
tific and practical conclusions.””® Although the explanatory power of a model might be high
due to overfitting parameters to the specific sample being tested, its predictive power, i.e., out-
of-sample explanatory power, might be low. A common remedy is to test predictive models
on an ‘unseen’ sample, which was not used to estimate the parameters of the model. Bostwick
et al. (2016) is among the few studies that performs out-of-sample tests to assess the predic-
tive power of its models. Including goodwill impairment as a separate accrual component in the
seminal model by Barth et al. (2001), Bostwick et al. (2016) finds that goodwill impairments
incrementally predict negative future cash flows. In a similar vein, Hayn and Hughes (2006)

481n contrast, value relevance or predictive value studies typically measure the explanatory and outcome variables several
months or years apart.

49For example, Beatty and Weber (2006) and Ramanna and Watts (2012) include 176 and 124 firms, respectively.
S0This problem arises where studies rely exclusively on in-sample regressions in which the explanatory variables, X,
well explain the outcome variable, Y, within a given sample. However, that same model may perform badly in predicting
future values of Y out of sample (e.g., in future periods or different countries) because of overfitting.
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estimates a hazard model of factors associated with future goodwill impairment, and then uses
a holdout sample to establish that the model has some predictive power. Where existing studies
report potentially interesting in-sample associations without addressing out-of-sample predictive
power, opportunities for replication studies arise.

5.2. What Can We Learn from Empirical Goodwill Research?

Regarding recognition (i.e., whether goodwill is an asset), the evidence collectively indicates that
goodwill amounts and impairment losses correlate in theoretically expected ways with proxies
for the economic value of goodwill as well as indicators for firm value and financial performance.
Both before and after the introduction of SFAS 142 and IFRS 3, goodwill is consistently shown
to be value relevant and predictive of future cash flow.

Regarding the initial measurement of goodwill, the available evidence is consistent with the
possibility that managers opportunistically use of the flexibility of goodwill accounting require-
ments — specifically, that purchase price allocation is associated with proxies for managerial
incentives. Similarly, the prior research seems to suggest that subsequent goodwill measure-
ments (i.e., impairments) are also associated with incentives. Nevertheless, goodwill impairment
announcements seem to have information value, even though the market often appears to largely
anticipate them. Although the evidence is not entirely consistent, the majority of studies indicate
a negative relation with future operating performance. Furthermore, studies on the determi-
nants of goodwill impairment consistently find impairment decisions to be associated with stock
market returns or accounting performance.

Research also indicates that the quality of goodwill-related disclosures matters to financial
analysts and investors. Discretion exists here, too, and managers’ disclosure decisions seem to
reflect their reporting incentives.

Finally, research on moderating factors suggests that goodwill impairment decisions and the
quality of disclosures are related to the intensity of monitoring, oversight, and enforcement. To
some extent, this supports the IASB’s argument that problems in goodwill accounting may, at
least partly, be an ‘application issue that would best be addressed by other means, rather than
by changing the standard’ (Scott, 2019, p. 3). Yet Glaum et al. (2018) suggests that goodwill
impairment decisions reflect managerial incentives even under strong enforcement, and many
other studies documenting opportunistic managerial behavior are based on evidence from the
US (e.g., Li et al., 2011; Ramanna & Watts, 2012; Riedl, 2004), which is often characterized as
having a strict enforcement regime.!

Empirical research on goodwill accounting thus leads to a nuanced overall conclusion.
Whereas managerial incentives are pervasive, current reporting, on average, still appears to yield
some degree of decision usefulness to analysts, investors, and other users. Several observations
may explain this ambivalence. First, while the evidence suggests opportunistic use of goodwill-
related reporting discretion, financial statement users may ‘see through’ this manipulation at
least partly. Second, evidence in earlier studies suggests that earnings management was already
pervasive under the former US and international regimes that prescribed amortization and effec-
tively gave firms a choice between the purchase and pooling-of-interest methods. For reasons
discussed in Section 5.1.2, empirical studies have not clearly determined whether earnings man-
agement increased or decreased after the introduction of the IOA. Third, statistically significant
associations between proxies for incentives and reporting outcomes in regression studies do not

51We hold the view that ‘optimal’ levels of monitoring and enforcement will ultimately emerge from political cost-benefit
considerations, to which empirical studies can contribute partial analyses of specific costs or benefits.
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necessarily imply that reporting is dominated by incentives and the resulting accounting infor-
mation thus useless. They ‘only’ mean that, given effect strength, variance, and sample size,
these statistical associations are unlikely to be the product of chance.’? Finally, it is neither prac-
tically possible nor desirable to devise accounting rules that are completely prescriptive, leaving
managers no room for judgment. Accounting standards purposely give managers discretion to
allow them to adequately reflect a wide range of potentially complex transactions and events,
and that discretion necessarily provides room for earnings management (e.g., Roychowdhury &
Martin, 2013). Unfortunately, empirical research does not allow us to conclude whether current
U.S. GAAP or IFRS goodwill accounting rules provide for an optimal degree of discretion.>?

5.3. Pathways for Future Empirical Goodwill Research

In this section, we provide suggestions for future empirical goodwill research. We first iden-
tify further questions that could be addressed with the currently dominating quantitative-archival
methods (5.3.1). In Section 5.3.2, we then present perspectives for research using other meth-
ods. Here, we argue that new predictions and insights in goodwill research can come from
more diverse theoretical foundations that put human decision-makers front and center, as well
as a fuller range of (non-archival) research method(ologie)s used to undertake exploration and
description in addition to (causal) explanation.>*

5.3.1. Research questions that remain unanswered

Although the extant empirical goodwill research has made significant progress in advancing our
knowledge of goodwill accounting, we nevertheless see promising avenues for further archival
research in selected areas. In addition, we advocate replication studies, to challenge and verify
the findings of important studies and to strengthen the available empirical evidence.

Recognition. Prior studies conclude that goodwill can be considered an asset, based on consis-
tently finding that recognized goodwill is value relevant and has predictive value. However, there
is no direct evidence so far regarding the uncertainty of the expected future benefits that acquired
goodwill represents. Standard setters consider existence uncertainty (related to the inflow of ben-
efits) and measurement uncertainty as criteria in determining whether items that meet the asset
definition should be recognized on the balance sheet (see IFRS Conceptual Framework, paras.
5.14-5.23). Thus, the case for capitalizing goodwill as an asset could potentially be weakened
if research showed that future economic benefits of goodwill tend to be highly uncertain. Such
research could borrow from Kothari et al. (2002), which contributes to the debate on the capi-
talization of R&D by comparing the associations of R&D expenditures and capital expenditures
with future earnings.

The evidence from studies on the debt contracting usefulness of goodwill is not entirely
consistent. In particular, where goodwill-related amounts are excluded from covenants, it is
unclear what motivates lenders and borrowers to do so. Whereas extant studies refer to the non-
verifiability and low liquidation value of goodwill, only field evidence will ultimately get us
closer to a full understanding of parties’ decisions about the use of goodwill-related accounting
amounts in covenants.

52The same caveat applies, mutatis mutandis, for observed statistical associations between proxies for (changes in) the
economic value of goodwill and goodwill accounting outcomes.

33See Gox and Wagenhofer (2009) for an analytical model of optimal impairment rules; also see Ewert and Wagenhofer
(2005) for a model that generally examines the consequences of tightening accounting standards.

S4We thank the anonymous reviewers for making several very helpful suggestions included in this section.
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Initial and subsequent measurement. While the existing evidence suggests that goodwill
amounts are value relevant, it is less clear whether investors agree with the assumption underly-
ing the IOA that goodwill is an indefinite-lived asset. Evidence from an older study by Bugeja
and Gallery (2006) as well as more recent findings from Amel-Zadeh et al. (2020) suggest that
recently acquired goodwill is value relevant but loses its value relevance over time. Future
research could more directly address this question by comparing the value relevance of reported
goodwill balances under the IOA with ‘as-if” amounts that simulate amortization under alter-
native useful life assumptions. To elicit market participants’ views on the relative merits of the
impairment and amortization models more directly, one could also survey analysts and investors
about any adjustments they make to reported goodwill for assumed amortization, and their views
on impairment. It would be especially fruitful if such field evidence were to indicate whether mar-
ket participants’ perceptions depend on any deal-specific context factors, such as the underlying
synergies assumed, and how expectations about these factors are formed.

At a more general level, as mentioned above, the IASB is currently reconsidering its rules for
business combinations accounting. More specifically, the Board has considered reintroducing
amortization of goodwill as well as incorporating a headroom estimate into the goodwill impair-
ment test. The headroom approach has never been applied in practice so that empirical research
currently cannot assess its usefulness. Also, for reasons discussed in Section 5.1.2, empirical
assessments of the IOA suffer from the confounding effects of alternative accounting methods
(pooling or setting off goodwill against reserves) being used during the amortization regime. In
this context, we strongly encourage standard setters and policymakers to consider closer cooper-
ation with researchers, i.e., by field-testing new requirements such as modifications to the IOA
or the (re-)introduction of goodwill amortization. If policymakers could be convinced to stagger
the implementation of new requirements, or to assign new and potentially promising account-
ing methods only to a randomly determined ‘treatment group’ for a trial period of several years,
while all other firms (i.e., the ‘control group’) would continue with existing standards, this would
provide researchers with ‘quasi-experimental’ settings.’® Such settings approximate the ‘gold
standard’ in research, the random experiment, and would thus allow empirical researchers to
conduct internally valid causal effect studies. Initiatives of this kind would also help to align the
objectives of researchers and standard setters. The research approaches would need to be jointly
developed by academic researchers and standard setters, and the findings of such studies would
render policymaking more accountable in the long run.

Disclosure. Existing studies find that M&A- and goodwill related disclosures are decision-
useful to analysts and investors, but they generally do not provide evidence whether specific

35 Also see Al Jifri and Citron (2009) in this context. This study, which we mentioned already above (see Section 4.1.1),
explores a situation in the UK after the adoption of FRS 10, when goodwill from new acquisitions had to be capitalized
while goodwill from prior acquisitions could either be reinstated and capitalized or remain eliminated against reserves
and disclosed only in the notes. The study finds that both recognized and disclosed goodwill is positively associated
with share prices, but the coefficient estimate of the recognized goodwill is larger than that of the disclosed goodwill.
Several reasons may explain this particular finding. First, investors may attach more weight to recognized amounts than
to amounts that are ‘only’ disclosed. Second, the disclosed goodwill tended to be older than the recognized goodwill.
Third, the disclosed goodwill was not amortized and generally not tested for impairment.

36This suggestion may not be as naive as it sounds. For example, the SEC has occasionally been known to conduct
or facilitate such field experiments. Albuquerque et al. (2020) exploits the SEC’s pilot program that increased the tick
size for a number of randomly chosen stocks to study the price effects of liquidity shocks. Such policy experiments are
also relatively common in economics (e.g., List, 2009). We do acknowledge that we currently see little indication that
corporate reporting policymakers are inclined to follow suit.
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disclosures are useful or not.>’ Future research could examine in more detail which specific
goodwill-related disclosures are beneficial to financial statement users. However, empirical-
archival approaches to assessing the usefulness of individual disclosure items are challenging.
First, mandatory disclosures may vary little, preventing the identification of associations or
causal effects. Where they do (implying some degree of discretion), the association of disclo-
sures with capital market outcomes of interest is likely confounded by common causes. Second,
the ‘bunched’ nature of goodwill-related disclosures inhibits isolating the usefulness of any spe-
cific subset. Third, empirical-archival research cannot test the usefulness of goodwill-related
disclosures that market participants may find useful (e.g., synergies) but that are not currently
available. Here, survey and interview approaches could help, provided the researcher could suc-
cessfully induce the subjects to (1) reveal their ‘true’ preferences and priorities with sufficient
precision, and (2) consider the costs of these disclosures.

As mentioned above, we also expect improvements in disclosure studies to come from
advances in textual analysis and natural language processing techniques. Automation of the
analysis of disclosures and of the construction of disclosure indices will reduce the need to hand-
collect and hand-tag items, which is time consuming, potentially subjective and prone to error,
allowing for higher-quality instruments and much-enlarged samples.

Replication and reproduction studies. Owing to a dearth of replication and reproduction stud-
ies, even key insights in empirical accounting research currently rest on shaky ground (e.g., Hail
et al., 2020).°® To the extent that an empirical relation is considered important, efforts to enhance
its external validity and to understand its underlying heterogeneity and moderators would be
well invested. For example, most of the extant studies on goodwill accounting rely on US data.
However, goodwill-related reporting is likely to be context- and time-specific. Thus, we suggest
that scholars reproduce important and contentious goodwill accounting research, using data from
different time periods and settings. Furthermore, empirical evidence for or against the efficacy
of a reporting standard is more convincing if triangulated by studies using different methods,>
ideally including non-archival studies (we will elaborate on this line of argument below). Future
reproduction studies could also take advantage of specific settings such as economic crises (e.g.,
the coronavirus pandemic) to ‘stress-test” goodwill impairment requirements.

5.3.2. A fuller range of theories and empirical methods

At the risk of oversimplifying, the bulk of empirical goodwill research reviewed here draws on
(neo-institutional) economic theories to derive its predictions. For example, studies analyzing
the determinants of goodwill-related accounting choice mainly draw on positive accounting the-
ory and capital-market incentives (e.g., Fields et al., 2001), and research on the informational
value of goodwill-related accounting amounts largely assumes informationally efficient stock
markets (e.g., Kothari, 2001). Yet, we know little about the individual and collective psycholog-
ical and sociological factors that operate within firms’ ‘inner workings’, or about how preparers’
interactions with auditors and users shape their goodwill-related reporting. We also need to better
understand how goodwill-related information is processed by analysts, investors, and other users.

57 An exception is Paugam and Ramond (2015), which differentiates between descriptive and prospective disclosures
regarding goodwill impairment testing. The study finds that only the latter are significantly negatively related to the
firms’ cost of capital and analyst forecast accuracy, whereas the former are not.

S8 Following Baker (2016), Hail et al. (2020) defines ‘replication’ as the process of exactly repeating a prior study, using
the same dataset and method, and ‘reproduction’ as the process of repeating a prior study in a similar setting, with slight
variations of method, sample or time period.

39 An example of a mixed-method approach is that of Amel-Zadeh et al. (2019), which combines field evidence with
textual analysis, trying to illuminate the process of narrative disclosures.
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Future research might therefore benefit from expanding its range of theories to those borrowed
from behavioral disciplines. For example, recent experimental work has begun to shed light on
the psychological drivers of goodwill-related reporting choices as well as users’ processing of
goodwill-related information (e.g., Favere-Marchesi & Emby, 2018; Koonce et al., 2021; Leitter
etal., 2021).%

Furthermore, it is hard to imagine that simply ‘more’ quantitative empirical-archival research
will generate fundamentally new insights. Value relevance studies, event studies, and studies on
the determinants of goodwill impairment all use large datasets and statistical methods to establish
whether theoretical predictions about firms’ accounting-related choices and the use of account-
ing information by financial statement users are, on average, supported by the data. However,
these studies typically focus on narrow research questions and reduce complex realities to sim-
ple model relations (Power & Gendron, 2015). We believe it would be helpful to complement
this currently dominant form of research with other methods, such as surveys, clinical studies,
or experiments. We therefore encourage more non-archival research engaging in exploration and
description, which could advance both accounting theory and policymaking by shedding light
on the motives, the actual behavior, and the interactions of the people involved in goodwill
reporting.

For example, Huikku et al. (2017), one of the few qualitative studies, is based on semi-
structured interviews with financial accountants that illuminate the complexities of producing
goodwill impairment amounts, including the dispersed components of the calculation, the pro-
cess of acquiring pertinent evidence, and the assurance of results. Based on rich interview
evidence of the goodwill impairment testing process, Huikku et al.’s (2017) ‘study of financial
accounting in action’ (p. 69) concludes that ‘[n]o single person is responsible for the financial
calculation’ (p. 68), and ‘the preparer is a network more than a single person’ (p. 69) — exposing
top management’s actual involvement in these decisions (which archival studies often assume)
as an open research question.®!

Non-archival research might provide deeper insights into the information needs as well as
information acquisition and processing strategies of financial reporting users. For example, as
archival evidence on the debt contracting usefulness of goodwill is mixed, surveys and/or inter-
views could be a useful approach to studying in detail how bank managers perceive goodwill and
how they treat it in loan contracts. Furthermore, proponents of the impairment-only approach
sometimes argue that equity research analysts and other financial market participants ignore
goodwill amortization because of its arbitrary nature (e.g., ITASB, 2020, para. 3.88), and goodwill
impairment amounts because of their non-cash nature (e.g., Gu & Lev, 2011). A closer look into
the ‘black box’ of analysts’ valuation models and into the factors that determine the decision-
making of portfolio managers could shed light on whether that is actually the case. Researchers
could interview or survey analysts and institutional investors, or design lab experiments with

OFor example, in a controlled experiment, Favere-Marchesi and Emby (2018) finds that audit managers are more likely
to accept the CFO’s decision that goodwill is not impaired, and are more confident about that decision, when the CFO
is a former partner from their firm, particularly when from one of the Big4 firms. Koonce et al. (2021) documents that
accounting professionals in the role of acquiring CFOs are more influenced by financial reporting incentives in their
purchase price allocation when there is greater uncertainty in the fair value of intangibles; and Leitter et al. (2021) finds
investors’ perceptions of acquisitions are affected by whether intangible assets are separately identified or subsumed into
goodwill.

6'Whereas Huikku et al. (2017) follows a constructivist orientation and draws on actor-network theory, the study by
Hilton and O’Brien (2009) is firmly rooted in the positivist tradition. This case study provides a detailed and critical
account of the write-down decision making at Inco Ltd. following the acquisition of a large nickel mine in the 1990s.
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these important constituents to understand better how equity market participants perceive and
treat goodwill.®

Field work is characterized by close interaction between researchers and preparers or users
of financial statements. The rich descriptive information it generates is valuable in its own right
(Power & Gendron, 2015). Surveys or interview studies allow addressing complex, sensitive,
or fine-grained issues that archival research cannot capture. For example, preparers apparently
often claim that goodwill impairment tests are complex, burdensome, and costly.63 It would be
interesting to investigate whether these claims are justified, and to understand where and how
costs arise.

Importantly, field work could also improve archival quantitative research. Specifically,
archival goodwill research has limitations that field data may help mitigate. First, the regression
models used typically have large unexplained variation. Direct cooperation with preparers can
enhance model specification by suggesting additional independent variables that enhance our
understanding of, for example, the determinants of goodwill-related reporting decisions. Such
variables could include more accurate controls for economic factors, but also new determinants
that stem from observing managerial decision-making processes in their natural context, includ-
ing the role of reputational concerns and personal traits, or moderating factors such as board
oversight and auditors. Second, field data may expose interesting heterogeneity masked by aver-
age effects shown in archival tests, suggesting new cross-sectional predictions that can be taken
to larger-scale archival data. Third, the insights gained in survey or case studies could enhance the
construct validity of archival research by matching the relations modeled more closely to actual
requirements and institutional details. For example, validity concerns about proxies for economic
impairment based on firm-level data (see Section 5.1.1) could be addressed if researchers had
access to subunit data, which would provide deeper insights into the replacement of acquired
goodwill with internally generated goodwill (‘headroom”).

Finally, field evidence can help mitigate concerns about limitations to causal inference in
archival studies, which often test reduced-form hypotheses, where the effects of confounding
factors cannot always be fully ruled out. Using interviews or field observation to ‘unpack’ the
chain that links the presumed causal variable to the outcome could render predicted causal effects
more plausible, which could contribute to the credibility of causal inferences based on large-
sample archival evidence. For example, testing for the causal effect of CEO changes on goodwill
impairment is complicated by confounding common causes of both, such as the firm’s underly-
ing economic situation. Documenting cases where newly appointed CEOs initiate steps to record
material goodwill impairments and communicate them to capital markets as parts of compre-
hensive restructurings would enhance readers’ confidence in the archival evidence. Further, field
evidence might reveal additional mediators or moderators for the main effect of interest, adding
nuance and richness to the original study.

62We are aware that non-archival studies tend to be costlier and riskier for researchers to conduct than archival studies.
While collecting data from pre-structured databases is relatively easy, field studies and experiments require considerable
time and effort to obtain access to a number of case firms, observe decision makers in action, and transcribe and analyze
the resulting material. There is also typically no opportunity for a researcher to repeat an ill-conceived field study,
questionnaire survey, or lab experiment, whereas archival researchers can always go back and procure more and different
data. These risks may tend to discourage especially junior, untenured academics.

63See, for example, ACCA (2009). The FASB has already relieved companies of the obligation to perform annual good-
will impairment tests if there is no indication that impairments have occurred (FASB Accounting Standards Update No.
2011-08), and the IASB is currently suggesting the same simplification; see IASB (2020, para 4.1-4.6).
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6. Conclusion

The research reviewed here documents that goodwill reporting reflects the underlying economics
of firms involved in business combinations, but is also shaped by managerial incentives and insti-
tutional context. Due to validity problems common to empirical-archival accounting research,
this body of studies by itself does not yield unequivocal policy implications. For example,
whether reporting requirements should be ‘tightened’ to limit managerial discretion ultimately
remains a political decision.

In addition to pointing out several concrete research questions to be addressed by quantitative-
archival researchers, we make suggestions that we believe could advance theory and evidence-
informed policymaking in goodwill accounting and corporate reporting in general. First, we
suggest that reproducing important research studies in multiple contexts would strengthen our
knowledge about issues that researchers and practitioners care about. Second, we encourage
standard setters to enable quasi-experiments, by introducing new accounting methods in a stag-
gered form or by assigning them to randomly chosen sets of ‘treatment’ companies, to allow for
valid causal inferences and to render policymaking more accountable.

This review has emphasized positivist research methodology and causal inference. Although
these foci reflect large parts of the literature we summarize (as well as our personal backgrounds)
we do advocate a broader perspective and greater use of behavioral theories and non-archival
methods. First, causal relations, although of eminent interest to policymakers and researchers
alike, are only one element of the Roethlisberger (1977) knowledge enterprise diagram (Kaplan,
2019). Before ‘going for causal inference’, researchers should observe, systematically classify,
and carefully describe the field of interest. Second, where causal statements are intended, there
are many ways other than sophisticated econometrics and quasi-experimental settings to make
a causal statement more credible, including convincing theory, systematic field evidence, and
even anecdotal evidence. When using archival variables like accounting records and security
prices, researchers do not observe human behavior directly and should therefore be cautious
with inferences regarding actual decision making and underlying motives. Non-archival research,
including surveys and small-sample case studies, is better suited to answer ‘why’ and ‘how’
research questions. Third, no single study should be expected to deliver the one causal ‘silver
bullet’. It may be more productive to think of causal statements as being made by a field, i.e., a
wide range of diverse papers that bring different methods and data to bear — slowly and steadily
building up evidence (including replicate evidence) that ends up suggesting a plausible causal
effect.** Diversity is important, as studies using similar research approaches are often subject to
similar validity problems.
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