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The promotion of the international harmonisation of goodwill accounting has led to the approval of SFAS
141 and 142 and IFRS 3, IAS 36 and IAS 38. The aim was to improve the quality and comparability of
financial statements through these standards by eliminating the pooling of interests method and substituting
the application of amortisation with an annual impairment test. However, recent decisions by regulating bodies
such as the FASB, the IASB and the European Parliament have compromised this harmonisation. Currently,
steps are being taken to reintroduce systematic amortisation in conjunction with the impairment test. In this
dual normative scenario, where two accounting methods coexist (impairment test or amortisation), we analyse
the economic consequences of the application of one method over the other in the information transmitted by
the firms listed in the Spanish securities market. The contrast of two periods, pre-IFRS (1998 to 2004) and
post-IFRS (2005 to 2011), reveals that the application of either of these methods affects financial statements
and the usefulness of the information. Therefore, the possibility of opting for one or the other could distort
the quality and comparability of the information transmitted by firms and the accurate assessment of future

cash flows.

ing Standards 3 Business Combinations (IFRS 3),

International Accounting Standards 36 Impair-
ment of Assets (IAS 36) and 38 Intangible Assets (IAS 38)
by the International Accounting Standards Board (IASB)
along with Statement of Financial Accounting Standard
141 Business Combinations (SFAS 141) and 142 Good-
will and Other Intangible Assets (SFAS 142) issued by
the Financial Accounting Standards Board (FASB) has
led to a complete change in the international account-
ing regulation of goodwill. In these standards, both the
IASB and the FASB have established that the pooling of
interests method should be eliminated, goodwill amorti-
sation should be replaced by an annual impairment test
and a fair value should be applied.

Prior to the approval of the new regulations, different
accounting alternatives had coexisted for many years,
making the comparability of financial statements dif-
ficult. In the most generalised standards, a choice was
permitted between two reporting methods: the pooling
of interests method and the purchase method. Further-
more, legislation in some countries permitted opting for
immediate cancellation against reserves, which was pop-
ularly applied in the UK; while in others, as occurred in
the majority of European countries or in IAS 22 Business
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Combinations (IAS 22), legislation established the appli-
cation of a systematic amortisation ranging between a
maximum period of 20 years, or 40 years as in the case
of the US (Accounting Principles Board 17 Intangible
Assets, APB 17).

In the context of this diversity of standards, authors
like Archel et al. (1995), Gore et al. (2000) and Jaafar and
McLeay (2007) highlight the problems of comparabi-
lity of financial information transmitted by companies
of different nationalities. At the same time, other authors
refer to the problems of comparability, the application
of different periods of amortisation and the lack of their
value relevance and inopportune recognition (Brown
et al. 1999; Chatraphorn 2001; Jennings et al. 2001;
Moehrle et al. 2001; Giner and Pardo 2007). All this, in
a context where, given the greater complexity and inter-
nationalisation of business relations, there was a grow-
ing need to facilitate the comparability of financial infor-
mation. Consequently, the main regulatory bodies tried
to harmonise international goodwill accounting and im-
prove the quality of the information transmitted in the
financial statements which involved, for example, im-
proving the faithful representation and usefulness of fi-
nancial statements. The FASB through SFAS 141 and 142
revoked APB 16 Business Combinations, APB 17 Intan-
gible Assets and SFAS 121 Accounting for the Impairment
of Long-lived Assets and for Long-lived Assets to be Dis-
posed of, while the IASB revoked IASC 22 through IFRS
3, IAS 36 and IAS 38. Both bodies indicated that such
a reform of standards not only eliminated the problems
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associated with the application of two accounting treat-
ments (purchase and pooling of interests methods) for
the same economic event, but also avoided having a vari-
ety of goodwill amortisation periods, which besides mak-
ing comparability difficult were very arbitrary. The EU
also embraced this harmonisation initiative, opting for
theapplication of IFRS (European Parliament and Coun-
cil 2002). Recently, the number of countries adopting
IFRS has increased, and countries like Australia, Brazil
and Russia have also implemented these standards.
Nevertheless, the adoption of this new standard has re-
ceived some criticism. Several authors have pointed out
the lack of clarity in the application of some concepts,
making it necessary to make numerous assumptions that
lead to a certain subjectivity and ambiguity (Beatty and
Weber 2006; Lapointe 2006; Wines et al. 2007; Cordazzo
2008; Jahmani et al. 2010; AbuGhazaleh et al. 2011; Ji
2013; Swanson et al. 2013). Other authors highlight the
lack of information about the main hypotheses on which
the impairment test is based (Carlin et al. 2010; Calvo
2011; Carlin and Finch 2011; Biancone 2012; Camodeca
et al. 2013; D’Alauro 2013; Glaum et al. 2013; Guthrie
and Pang 2013;1zzo et al. 2013; Carvalho et al. 2016). Au-
thorslike Ramanna and Watts (2012) realise the difficulty
in verifying and auditing the fair value of goodwill and
Chen et al. (2015) state that goodwill impairment could
increase the uncertainty of the analysts’ forecasting task.
All these problems have generated a lack of conviction
among regulators regarding the current standards, which
is producing a reincorporation of systematic amortisa-
tion. In this generalised change of strategy, goodwill is
being reconsidered as an identifiable useful life asset that
isamortised in a maximum of 10 years. A first step toward
a return to amortisation was included in the IFRS for
SMEs in order to facilitate financial reporting. Later, the
EU required all its member states to modify their stan-
dards through Directive 2013/34/EU. In drawing up this
directive they insist on the incorporation of amortisation
to be applied to the financial statements corresponding
to the financial year 2016 at the latest. Recently, the FASB
has also modified SFAS 141 and 142 (FASB 2014), now
codified in the Accounting Standards Codification 805
Business Combinations and 350 Intangibles — Goodwill
and Other (ASC 805 and ASC 350), which also incor-
porate amortisation. It should also be mentioned that
prestigious bodies like the European Financial Report-
ing Advisory Group (EFRAG), the Organismo Italiano di
Contabilita (OIC) and the Accounting Standard Board
of Japan (ASB]) have indicated that they favour the recu-
peration of amortisation after feedback received in 2015
to their Discussion Paper launched in 2014. Nevertheless,
more recently, the ASB] and the EFRAG have developed
a quantitative study to address concerns about goodwill
without reaching a consensus (ASBJ 2016; EFRAG 2016).
In any case, this mixed accounting regulation only
generates a dual standards system that jeopardises the
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comparability of accounting data. In addition, draw-
backs previously found in each of these two accounting
alternatives have not been resolved. Therefore, given the
existing perplexity of the standards, there isaneed tolook
further into the economic effects on company financial
statements from the application of the impairment test,
and specifically IFRS 3, IAS 36 and IAS 38 (hereinafter
IFRS). That is to say, their repercussion on the economic,
financial and equity situation of companies, which ulti-
mately affects the quality of the information transmit-
ted. Consequently, this study aims to analyse the effects
of goodwill amortisation and impairment on the qual-
ity of the information contained in a company’s financial
statements. To do so, a series of variables related to good-
will are calculated under both standards using a sample
of 896 company years that present their consolidated
annual financial statements to the Comisién Nacional
del Mercado de Valores (CNMYV), the supervisory body
for the Spanish securities markets. The variables anal-
ysed are: goodwill, goodwill reduction (goodwill amor-
tisation or impairment according to the period of time
of data extraction), goodwill to non-current assets and
goodwill reduction to goodwill. We also analyse the dif-
ferences between both standards in other variables such
as current cash flows, future cash flows, net income, eq-
uity and size. In order to analyse whether the different
values for the variables are statistically significant, and
therefore, whether both alternatives — amortisation or
impairment — influence the information transmitted in
financial statements, the t-Student test is applied to two
groups of variable values: those obtained in the pre-
IFRS period, 1998 to 2004, and those obtained in the
post-1FRS period, 2004 to 2011.

Furthermore, in order to study the economic effects
of IFRS in depth, an analysis is made of whether the in-
formation provided has been more useful for investors,
creditors and others users of the financial statements in
making economic decisions after the approval of IFRS.
To do so, we study the ability of goodwill numbers to
assess future cash flows and whether this ability has been
improved after the approval of IFRS. The study of this
association has arisen from the move towards the new
standards which resulted from the FASB’s and IASB’s
interest in improving the faithful representation of a
firm’s economic situation in the financial statement, and
hence, to improve the ability of users of financial state-
ments to assess profitability and cash flows (FASB 1978;
IASB 1992). As Bostwick et al. (2016) note, the moti-
vation behind the shift from systematic amortisation to
annual impairment test was to obtain a greater correla-
tion between goodwill write-offs and future cash flows.
Moreover, the results in the studies by these authors and
others such as Barth et al. (2001), Jarva (2009) and Lee
(2011) highlight the role of accruals and, specifically, the
significant role that goodwill write-offs play in predict-
ing future cash flows but in the context of the SFAS.
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Consequently, given the objective of the new standards,
in our second analysis we carried out three multiple
linear regression models to compare the associations
between one-, two- and three-year-ahead cash flows
(dependent variables of each regression model) and
goodwill valuations (independent variables) — goodwill
and goodwill reduction over the pre- and post-IFRS pe-
riods. Additionally, in all regressions we include control
variables: current cash flows, equity, size, sector, audi-
tor and profit. Based on the results obtained in previous
research developed in the context of the SFAS, after the
adoption of IFRS we expected goodwill numbers to pro-
vide more useful information in the assessment of future
cash flows in the Spanish context.

Opverall, the results indicate that the adoption of IFRS
has economic effects on balance sheet accounts and
profit and loss accounts. Primarily, the t-Student test
shows that adopting an impairment test increases good-
will figures and simultaneously the amount of good-
will impairments is lower in comparison to goodwill
amortisations reported in the pre-IFRS period. Conse-
quently, the goodwill value acquires higher relevance in
a company’s balance sheets while in goodwill impair-
ment, relevance in the profit and loss accounts declines.
In addition, our regression models show that goodwill
numbers, goodwill and goodwill reduction significantly
explain future cash flows. Furthermore, impairment has
a stronger association than amortisation although good-
will impairments are more infrequent. The findings also
show that current cash flows only influence future cash
flows in the post-IFRS period, and other control variables
like PROFIT, SIZE and AUDITOR. Therefore, consistent
with the IASB’s aim to improve the faithful representa-
tion of a firm’s economic situation, these findings sug-
gest that the information in terms of assessing future
cash flows has become more useful.

These results illustrate additional insights into the dif-
ferences between the two standards that affect the infor-
mation transmitted by the annual accounts and could
also be of great interest to a wide range of users and
regulators. In this sense, this research contributes to the
ongoing debate about amortisation versus impairment.
Similarly, the economic effects that have been identified
regarding the application of IFRS provide new and rele-
vant information to academics and open up a new line
of research since most of the previous studies analyse the
association between goodwill numbers and share prices.
In line with Barth et al. (2001) and Lee (2011), we focus
on future cash flows, which present a new dimension to
the change in the value relevance of information pro-
vided by goodwill numbers after the enactment of the
impairment test, but in contrast to these authors we do
so in the context of IFRS. Furthermore, cash flows are
an important variable to be considered since as Barth
etal. (2001) point out, they influence firms’ share prices.
Also, the findings obtained are interesting for investors
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and the different users of financial statements, since
they will base their economic decisions on the infor-
mation drawn up for the companies that depend on the
standard applied.

Related Literature and Hypotheses

The studies that examine the value relevance of good-
will reported by companies suggest that a decrease
in the value of goodwill is important for investors
(Hirschey and Richardson 2002; Chen et al. 2004;
Lapointe-Antunes et al. 2009; Van Hulzen et al. 2011;
Xu et al. 2011). They even point out that investors lend
more importance to goodwill recognised by companies
than many other balance sheet items (McCarthy and
Schneider 1995; Jennings et al. 1996; Henning et al. 2000;
Jennings et al. 2001; Churyk and Chewing 2003; Chen
et al. 2004; Bugeja and Gallery 2006; Giner and Pardo
2007; Baboukardos and Rimmel 2014). These findings
indicate that the accounting treatment of goodwill has
important economic consequences when information is
transmitted about companies, and equity market partic-
ipants appreciate recognised goodwill when they make
their decisions.

Various studies show that the application of a specific
valuation method of goodwill has economic conse-
quences for companies (Larran et al. 2000; Navarro
2004; Callao et al. 2007; Chalmers et al. 2011; Hamberg
et al. 2011). Furthermore, the possibility of being able
to choose from different treatments allows companies
to act discretionally according to their own interests
(Grinyer et al. 1991; Gore et al. 2000; Giner and Pardo
2004), and as some authors have found, discretion
can be used within the same treatment. For example,
Kung et al. (2013) indicate that Australian companies
had more incentives to allocate a higher amount of
the cost of business combinations to intangible assets.
Thus, the remaining amount allocated to goodwill was
lower, so they managed to avoid goodwill amortisation
and distribute higher dividends. In another study,
Bugeja and Loyeung (2011) show a greater willingness
of Australian companies to pay higher premiums for
those companies with higher goodwill since now, under
IFRS, they are no longer obliged to amortise goodwill.
In the Spanish context, Navarro (2004) observes that
large Spanish companies with debt financing and high
magnitudes of goodwill on their balance sheets opted
for an extended amortisation period of goodwill.

Other studies by Chen et al. (2004) and Lapointe-
Antunes et al. (2009), for example, determine that the
usefulness of accounting information for investors in-
creased after the adoption of SFAS 142. In the context of
IFRS, Van Hulzen et al. (2011) point out that reporting
impairment is more opportune, and Baboukardos and
Rimmel (2014) maintain that IFRS only have a positive
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impact on the market’s valuation of companies when
they present a high level of compliance with manda-
tory requirements to reveal information about goodwill.
Other studies illustrate the importance of goodwill num-
bers for the different users of financial statements when
forecasting future cash flows, and hence, in making eco-
nomic decisions (Barth et al. 2001; Jarva 2009; Lee 2011;
Bostwick et al. 2016).

However, other authors do not support these re-
sults and show that there is a decrease in relevance
and an increase in the bias of goodwill valuation af-
ter the impairment test is applied (Carlin and Finch
2009, 2010; Bens et al. 2011; Guthrie and Pang 2013;
Hamberg and Beisland 2014; André et al. 2015). Sev-
eral authors affirm that in determining goodwill im-
pairment, companies use discretion to transmit certain
information (Watts 2003a, b; Beatty and Weber 2006;
Lapointe 2006; Jarva 2009; Verriest and Gaeremynck
2009; AbuGhazaleh et al. 2011; Li et al. 2011; Ramanna
and Watts 2012; Camodeca et al. 2013;Ji 2013; Giner and
Pardo 2015). Specifically, these studies are based on the
‘big bath’ hypothesis, the ‘income smoothing’ hypothesis
and agency theory.

To sum up, previous research highlights the impor-
tance of goodwill for markets and that the application
of a certain accounting method influences accounting
data. This influence according to the method applied to
goodwill affects the usefulness and faithfulness of the
financial information transmitted by companies and its
comparison. Consequently, several studies indicate that
the availability of different alternatives leads companies
to choose those that better suit their own objectives.
Therefore, given that goodwill has significantly increased
its relevance in financial statements in recent years and
that IFRS have been applied over a greater number of
years, it is important to know the costs and benefits of
substituting amortisation with an impairment test. Like-
wise, since the last standards review, which permitted
the coexistence of both methods for reporting good-
will, this issue has become very important. In addition,
subsequent to the application of IFRS, there have been
fewer studies that analyse its effects through a compari-
son of the two valuation methods in the context of IFRS,
thereby validating the opportunity and significance of
this study. Unlike previous studies, this study analyses
the economic effects of IFRS by contrasting two periods—
pre- and post-IFRS. Another difference is that the refer-
ence period (from 1998 to 2011) is more extensive and up
to date, which reduces the problems associated with lack
of experience in the application of the impairment test.
Under these considerations, the following hypothesis is
proposed:

H1: IFRSrules do notaffect the information transmitted
in financial statements through the valuations made

in goodwill.
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Additionally, in order to advance the research on
goodwill impairment, an analysis is made about whether
the information transmitted is more useful in assessing
future cash flows after the approval of IFRS. To analyse
this, we hypothesise that if IFRS’s aim to achieve faithful
representation has improved, that is, if the substitution
of systematic goodwill amortisation by an annual im-
pairment test has improved the accuracy in assessing fu-
ture cash flows, then that association between goodwill
numbers and future cash flows should be higher after
adopting IFRS. On the other hand, if the information
transmitted is less useful, then the association between
the valuations ascribed to goodwill numbers and future
cash flows should be lower after its approval. Therefore,
the second hypothesis is as follows:

H2: The association between goodwill valuations and
future cash flows is stronger during the post-IFRS
period.

Like Jarva (2009) and Lee (2011), we focus on future
cash flows, which add a new perspective to the study
of the usefulness of the information and its relevance
but, unlike them, in the context of IFRS. It is impor-
tant to mention that the geographical area of influence
this study covers is continental Europe. In line with au-
thors like Nobes and Parker (2004), Ball (2006), Callao
et al. (2007), Hung and Subramanyam (2007) or Ham-
berg and Beisland (2014), it is likely that the effects are
more significant in these contexts for several reasons. Un-
like the studies related to SFAS, in these contexts there
is no transition period and the amortisation period is
considerably shorter. Likewise, they have not used the
concept of fair value, as in the areas under the influence
of Anglo-Saxon countries, and they are oriented more
toward those interested in financial information about
companies than toward shareholders. It is also impor-
tant to highlight that unlike the majority of studies, for
example, those by McCarthy and Schneider (1995), Cha-
traphorn (2001), Beatty and Weber (2006) and Li et al.
(2011), this study is not based on variables of equity
markets nor is it carried out in the context of the SFAS,
so it brings a new dimension to the study and avoids the
problems associated with the use of market values, as
pointed out by authors such as Ramanna (2008), Jarva
(2009), Lee (2011) and Hamberg and Beisland (2014).

Research Design
Selected sample

The application of IFRS and its effects on the economic,
financial and equity situation reflected in companies’
financial statements is determined by comparing the fig-
ures related to goodwill and its amortisation or impair-
ment in the pre-IFRS period, 1998 to 2004, and in the
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Table 1 Distribution of sample per sector

The Economic Effects of IFRS Goodwill Reporting

Pre-IFRS Post-IFRS Total
Company Company Company

Sectors years years % years %

Petroleum and energy 52 13.01% 58 11.69% 110 12.28%
Basic materials, industry and construction 122 30.50% 162 32.66% 284 31.70%
Consumer goods 96 24.00% 119 23.99% 215 24.00%
Consumer services 72 18.00% 94 18.95% 166 18.53%
Finance and real estate services 21 5.25% 28 5.65% 49 5.47%
Technology and telecommunications 37 9.25% 35 7.06% 72 8.04%
Total 400 100.00% 496 100.00% 896 100.00%

post-IFRS period, 2005 to 2011. As in the majority of
previous studies, this study is based on consolidated
goodwill reflected in annual consolidated balance sheets,
which contain a greater presence of this asset than indi-
vidual balance sheets and are more relevant for financial
analysts.

As the first companies to apply IFRS are those listed
and consolidated in the Spanish market, this study fo-
cuses on a sample from these companies. This means
access to a larger amount of data, to be precise, from the
first year of the application of the new accounting policy
in 2005. Furthermore, as argued by Biancone (2012), this
study has been limited to Spanish companies to guaran-
tee greater comparability and to ensure that the account-
ing treatments chosen by them, prior to the unification
of IFRS, are homogeneous. The data have been obtained
from the annual consolidated balance sheets presented
in the CNMV of the companies that have recognised
goodwill as a consequence of business combinations in
both periods. As argued by Navarro (2004), 1998 is used
as the first year of study because in this year Law 37/1998
of the Securities Market extended the goodwill amortisa-
tion period to a maximum of 20 years. This modification
meant a change in the magnitude of goodwill on the bal-
ance sheets and the expenditure reported in the profit
and loss accounts. Likewise, as in similar studies, finance
entities and insurance companies have been excluded
because these groups have certain special characteris-
tics and have a specific standard that differs from the
accounting policies that are applied to the rest of the
companies, so their inclusion in the sample would make
it difficult to compare the data obtained.

A simple random sample, consisting of 85 companies,
has been extracted from the total number of companies
listed and consolidated in the Spanish securities market.
All the annual balance sheets from 1998 to 2011 have
been compiled for this group of companies. However,
as not all companies presented annual balance sheets
for all the years covered by this study, or because they
did not present positive figures in goodwill for some of
the selected years, this generation process has produced
896 observations (company years) corresponding to a
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sample error of 6% and significance of 95%, distributed
in the six sectors defined by the CNMV and as shown in
Table 1.

The composition of the sample in the two periods
covered by this analysis is quite homogenous. There are
400 company years in the pre-IFRS period and 496 com-
pany years in the post-IFRS period. Nevertheless, data
distribution among the sectors is not so uniform. Most
data are concentrated in the sector for ‘basic materials,
industry and construction, more than 30%, followed by
‘consumer goods’ and ‘consumer services, around 24%
and 18% respectively. ‘Finance and real estate services’
has the lowest percentage of representation, below 6%,
although this is due to the exclusion of finance services
companies.

Selected variables

Once the study sample was selected, the aim was to be
able to visualise the importance of the accounting val-
ues of the items related to goodwill reported in the fi-
nancial statements of the companies in the pre- and
post-IFRS periods. To carry out the first hypothesis, the
goodwill values and goodwill reduction (amortisation
and impairment) were obtained from the financial state-
ments of the companies in the pre- and post-IFRS peri-
ods. Afterwards, a series of ratios were defined to relate
goodwill with non-currentassets and goodwill reduction
(amortisation or impairment) with goodwill.

The definition and introduction of these variables in
the study are of interest since the valuations made about
goodwill depend on items that make up the assets and
income or companies’ performance. A study by Zang
(2008) maintains that companies with high amounts of
goodwill in relation to asset composition are more likely
to report goodwill impairment. Therefore, the propor-
tion of goodwill to non-current assets is analysed, since
goodwillis included within this group, and consequently,
the relation is stronger with respect to total assets. Also,
the decrease in the value of goodwill depends on the
magnitude of goodwill, so it is also of interest to analyse
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Table 2 Variables analysed

Variables Abbreviation?

Goodwill GW

Goodwill reduction (amortisation or GWR
goodwill impairment)

Goodwill/Non-current assets GW/NCA

Goodwill reduction/Goodwill GWR/GW

Cash flow CF

Future cash flowy g FCFy

Net income NI

Equity E

Size SIZE

@Where for firm i at year t: GW = goodwill deflated by total
assets; GWR = goodwill reduction, amortisation or impairment,
deflated by total assets; GW/NCA = goodwill/non-current assets;
GWR/GW = goodwill reduction/goodwill; CF = current cash flows
deflated by total assets; FCF = future cash flows deflated by total
assets at year t+k (k = 1, 2, 3); NI = net income minus goodwill
reduction deflated by total; E = equity minus goodwill deflated by
total assets; SIZE = natural logarithm of total assets.

how the change in standards influences the amortisation
or impairment to goodwill ratio. In line with results from
previous studies (Zang 2008; Jarva 2009; Chalmers et al.
2011; Lee 2011; Biancone 2012; Glaum et al. 2013; Chen
et al. 2015; EFRAG 2016), we also include another se-
ries of variables that could indicate systematic differences
between valuations made by different companies. There-
fore, current cash flows, net income excluding goodwill
reduction — amortisation or impairment — equity ex-
cluding goodwill and size are included. In this study,
we also include our dependent variables from the sec-
ond hypothesis since it is also interesting to analyse the
difference in them. In this way, one-, two- and three-
year-ahead cash flows are included, and all the variables
analysed to determine Hypothesis 1 are given in Table 2.

For the second hypothesis, three multiple linear re-
gression models are carried out to compare the asso-
ciations between one-, two- and three-year-ahead cash
flows (dependent variables of each regression model)
and goodwill valuations (independent variables), good-
will and goodwill reduction over the pre- and post-IFRS
periods. Additionally, in all regressions we control for
current cash flows and equity excluding goodwill and
size. We include three dummy variables: the variable
SECTOR, corresponding to the six sectors defined by
the CNMYV; the variable AUDITOR, to control any influ-
ence from the auditors’ membership on the Big 4 (PwC,
Deloitte, KPMF and E&Y); and PROFIT. We there-
fore control companies with profits from those with
losses. Finally, to compare both periods, pre- and post-
IERS, we add the variable POST and its interaction with
the variables GOODWILL, GOODWILL REDUCTION
and CURRENT CASH FLOWS, in order to investigate
whether, after the approval of IFRS, goodwill numbers
are more useful in assessing future cash flows. Therefore,
the regression model defined for our second hypothesis
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is as follows:
FCFi1x = ap + B1GWit + B.GWR;; + B5CF;;
+ B,POST; 4 BsPOST*GW,
+ BsPOST*GWR;; + 8,POST*CF;
+ BsNIit + BoEic + B10SIZE; + B11SECTORy
+ B1,AUDITOR;, + B15PROFIT; + e;

where for firmiat year t: FCF = future cash flows deflated
by total assets at year t+k (k = 1, 2, 3); GW = good-
will deflated by total assets; GWR = goodwill reduction,
amortisation or impairment, deflated by total assets;
CF = current cash flows deflated by total assets;
POST = one ifthe observation is in the post-IFRS period,
and zero otherwise; NI = net income minus goodwill
reduction deflated by total; E = equity minus goodwill
deflated by total assets; SIZE = the natural logarithm
of total assets; SECTOR = one of six sectors defined
by the CNMV (SECTOR1 = petroleum and energy;
SECTOR2 = basic materials, industry and construction;
SECTOR3 = consumer goods; SECTOR4 = consumer
services; SECTOR5 = finance and real estate services;
SECTOR6 = technology and telecommunications);
AUDITOR = one if the auditor is one of the Big 4,
and zero otherwise. PROFIT = one if the company has
registered profits, and zero otherwise.

Descriptive Statistics and Effects of the
Goodwill Post-IFRS Standard
on Information Transmitted

The mean, median and standard deviation values
for the variables defined in this study were obtained
from the information extracted from the annual consol-
idated balance sheets of the sample companies. Table 3
presents the values corresponding to the pooled sample,
the pre-IFRS sample and the post-IFRS sample. The last
column presents the t-Student test results from the com-
parison of the samples corresponding to the pre- and
post-IFRS periods defined in the first hypothesis. This
is done to verify whether the value of the variables in
the pre- and post-IFRS periods show statistically signifi-
cant differences after the change in the accounting policy
of goodwill established by IFRS. Starting from the null
hypothesis that the previously defined variables for the
pre-IFRS period and those for the post-IFRS period are
similar, this hypothesis has been rejected by a level of
significance lower than 0.01.

Table 3 shows that for the pooled sample, the values
obtained in the mean and median are all positive. In
the pre- and post-IFRS periods, positive values are also
observed in the statistics, although the t-Student test
(last column) shows that statistically significant differ-
ences can be determined between the pre- and post-IFRS
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Table 3 Descriptive statistics (thousands of euros) and statistical results of the differences in pre- and post-IFRS

Pooled sample n = 896

Pre-IFRS sample n = 400

Mean

Post-IFRS sample n = 496 difference

Post-periods -

Variables? Mean Median  Std. dev. Mean Median  Std. dev. Mean Median  Std. dev. Pre-periods
GW 0.089 0.045 0.110 0.062 0.027 0.086 0.112 0.070 0.122 0.050*
GWR 0.005 0.000 0.021 0.007 0.003 0.024 0.003 0.000 0.018 —0.004*
GWR/GW 0.311 0.013 4.158 0.662 0.084 6.255 0.035 0.000 0.179 —0.627*
GW/NCA 0.164 0.090 0.182 0.126 0.067 0.162 0.194 0.117 0.192 0.067*
CF 0.066 0.066 0.125 0.078 0.075 0.142 0.055 0.059 0.108 —0.023*
FCFi 0.063 0.065 0.115 0.077 0.074 0.119 0.051 0.058 0.111 —0.025*
FCFy2 0.059 0.062 0.121 0.076 0.073 0.126 0.045 0.052 0.115 —0.031*
FCFi43 0.054 0.060 0.120 0.075 0.070 0.115 0.037 0.048 0.121 —0.038*
NI 0.033 0.038 0.114 0.043 0.042 0.124 0.026 0.032 0.104 —0.017*
E 0.288 0.288 0.216 0.354 0.346 0.210 0.235 0.221 0.206 —0.120*
SIZE 5.936 5.852 0.808 5.760 5.677 0.774 6.079 6.003 0.807 0.319*

@Where for firm i at year t: GW = goodwill deflated by total assets; GWR = goodwill reduction, amortisation or impairment, deflated by
total assets; GW/NCA = goodwill/non-current assets; GWR/GW = goodwill reduction/goodwill; CF = current cash flows deflated by total
assets; FCF = future cash flows deflated by total assets at year t+k (k = 1, 2, 3); NI = net income minus goodwill reduction deflated by
total; E = equity minus goodwill deflated by total assets; SIZE = natural logarithm of total assets.

*Significance at the 1% level based on two-sided tests.

periods for all the variables studied. The results obtained,
in line with the results presented by Biancone (2012)
and EFRAG (2016), indicate that the application of the
new standards permits companies to recognise a higher
amount of goodwill, as can be observed in GW and
GW/NCA, and also permits them to report impairment
by a much lower amount than that allocated to amortisa-
tion, as revealed in GWR and GWR/GW. Consequently,
the goodwill value acquires a higher relevance in com-
pany balance sheets with respect to the rest of the non-
current assets. As stated by Bugeja and Loyeung (2011),
this greater relevance of goodwill could be a consequence
of acquirer companies’ greater willingness to pay higher
premiums because they are no longer required to amor-
tise goodwill. Or, in view of previous evidence obtained
by authors such as Carlin and Finch (2011), Biancone
(2012) and Guthrie and Pang (2013), it could be an in-
appropriate application of the impairment test that has
led them to maintain greater magnitudes in goodwill and
to avoid the recognition of goodwill impairment.
However, contrary to what one may think in light
of the economic crisis characterising the post-IFRS pe-
riod, impairment is considerably lower than amortisa-
tion, and at the same time becomes less important in
the profit and loss accounts. The variable GWR/GW de-
creases substantially during the post-IFRS period, the
value recorded in the mean is very close to zero and in
the median it is zero. However, the results obtained for
the EFRAG (2016), which also show a decrease in im-
pairments, posit that European companies recognised
greater impairments during the post-IFRS period when
performance of the financial market was negative, but
only a few companies recognised it. Our attention is also
drawn to the result in GWR/GW, which shows a higher
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standard deviation in the pre-IFRS period, which could
be making the variety in the amortisation periods ap-
plied by the companies to their goodwill more visible. In
the case of the post-IFRS period, the standard deviation
is much lower because the majority of the firms do not
recognise an impairment. Regarding the other variables
analysed, CE, FCF, NI and E are higher in the pre-IFRS
period, indicating that the firms’ performance is poorer
during the post-IFRS period. This result is consistent
with the severe economic crisis that has characterised
some of the years within the post-IFRS period. However,
this situation has not affected the firms’ size as it has
increased during the post-IFRS period.

It is important to highlight the null median value ob-
tained in the post-IFRS period for the variables GWR
and GWR/GW, which, along with the high standard
deviations registered and in line with previous studies
(Chalmers et al. 2011; Biancone 2012; Hamberg and
Beisland 2014; EFRAG 2016), indicate that the major-
ity of the companies estimate that goodwill has not suf-
fered any type of impairment. The results obtained indi-
cate that only a reduced number of companies consider
goodwill value impaired and the amount of impairment
is less significant than amortisation. Under the old stan-
dards all the companies with a positive value in goodwill
would have recognised amortisation until its cancella-
tion, but after adopting IFRS, only the companies that
consider the goodwill value to be impaired report this
loss. Therefore, as argued by Chalmers et al. (2001),
Jarva (2009) and Lemans (2009), it could be said that
impairment is more flexible and can be better adapted
to the companies’ circumstances and is only recognised
when the goodwill value is really impaired. Neverthe-
less, in line with Ji (2013), who did not find greater
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impairments after the start of the economic crisis, and as
various authors argue (Beatty and Weber 2006; Lapointe
2006; Verriest and Gaeremynck 2009; AbuGhazaleh et al.
2011; Li et al 2011; Ramanna and Watts 2012), although
impairment allows companies to adapt impairment to
the economic situation, they can act opportunely. Conse-
quently, if they act diligently, the impairment test allows
them to not recognise a loss when in fact the good-
will value has not suffered a decrease. Also, by acting
with diligence, companies could make erroneous calcu-
lations based on positions that are too optimistic. On
the other hand, on the bases of the ‘big bath” hypothesis,
the ‘income smoothing’ hypothesis or agency theory, the
impairment test would also allow them to either avoid
or delay recognition according to their income targets or
agency cost incentives.

Effects of Goodwill Post-IFRS Standards on
the Assessment of Future Cash Flows

Pearson correlations

Table 4 shows the Pearson correlations of the depen-
dent and independent variables to the data collected in
the post-IFRS and pre-IFRS periods. All variables have
a statistically significant relation to FCFy, except the
variable AUDITOR. Moreover, for FCF,,, only GWR
presents associations that are not statistically significant
at the 0.01 and 0.05 levels. In FCF,, 3, besides GWR, a
significant association with GW is not observed. We can
highlight the negative association with the variables as-
cribed to goodwill (GW, GWR), except for the positive
association between GW and FCFy 5. These results posit
that the amounts recorded in goodwill and their im-
pairment explain future cash flows, despite the fact that
their association decreases when the forecast horizon of
cash flows increases. Regarding the association between
the independent variables, there is a certain association
between NI and CF that could generate a multicollinear-
ity problem. To check for multicollinearity, we inspect
Variance Inflation Factors (VIF) and tolerance scores
(untabulated) for the independent variables and find
that multicollinearity is not a concern for the regression
analyses reported in this study. Therefore, as suggested
by Barth et al. (2001) who point out that cash flows have
more predictive ability for future cash flows than several
lags of aggregate earnings, we have excluded the variable
NI from the regression model, and following a process
of backward selection, we have also been able to obtain
greater explanatory power in the model.

Regression results

Table 5 shows the results of the multivariate regres-
sion for the analysis of the association between goodwill
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valuations and future cash flows defined in the second
hypothesis. Each column shows the results obtained in
the regressions of the dependent variables correspond-
ing to one-, two- and three-year-ahead cash flows. Given
that the sample under study is composed of a heteroge-
neous group of companies belonging to different sectors
of activity listed on the Spanish Stock Exchange for the
period 1998-2011, a contrast of the equations proposed
in the hypotheses was carried out using a linear regres-
sion analysis with panel data. In the panel data model,
two approaches — fixed effects and random effects — are
considered, depending on the behaviour of the individ-
ual and temporal effects o;. When deciding which of
these two approaches best fit the behaviour of the sam-
ple, the Hausman test was applied. The results of the test
revealed the absence of random effects in the analysed
model, concluding that the model indicated was fixed
effects. For the effects of the unobservable heterogeneity
corresponding to the specific characteristics of each indi-
vidual and period, a dummy variable ¢; was introduced
for company and year.

The variable POST is the indicator that captures the
changes in accounting standards following the manda-
tory adoption of IFRS. The coefficient of the POST in-
dicator is negative in the three regressions, indicating
that future cash flows are lower in the post-IFRS period
compared to the pre-IFRS period. The main coefficients
of interest are: on one side, 8;, 8, and B3, which cap-
tures the association of goodwill, goodwill amortisation
and current cash flows with future cash flows in the pre-
IFRS period; and on the other side, the two sums of the
coefficients B1+8s, B,+Bs and B3+ 7, which captures
whether the ability to assess future cash flows improves
after adopting IFRS. Therefore, the effect of mandatory
IFRS adoption is that it improves the quality of the in-
formation transmitted in the financial statements. In ac-
cordance with previous research, adjusted R2s are above
0.36 in all columns, except for column 1, which is above
0.432. This suggests that the regression models exhibit
reasonable goodness-of-fit for the observed sample data.

In general, the results obtained in the regressions in-
dicate that goodwill numbers, goodwill and goodwill
reduction, firmly explain future cash flows, although for
three-year-ahead cash flows there is no value for the co-
efficients of GWR, POST+*GW and POST*GWR. The
estimated coefficients for goodwill, §;, are negative and
statistically significant for one- and two-year-ahead cash
flows (—0.447 and —0.640), but positive for three-year-
ahead cash flows (0.266). The estimated coefficients for
goodwill reduction, B, only exist for two-year-ahead
cash flows and they are positive and statistically signifi-
cant (0.628). In the post-IFRS period, the estimated co-
efficients of POST*GW are statistically significant and
positive for one- and two-year-ahead cash flows (0.443
and 0.634), thus the sum of 8;+p85 is —0.004 for FCF,
and —0.006 for FCF,. However, for three-year-ahead cash
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Table 5 Association between goodwill valuations and
future cash flows

Dependent variable

Variables? FCFiy1 FCFip2 FCFiy3
Intercept 0.058 0.076 0.139
(4.327)** (2.240)* (5.810)**
GW —0.447 —0.640 0.266
(=7.614)*  (=7.445)** (4.434)**
GWR 0.628
(2.586)**
POST —0.073 —0.100 —0.060
(=7.617)** (=7.917)** (—4.466)**
POSTxGW 0.443 0.634
(6.541)** (6.598)**
POSTxGWR 1.894 1.777
(5.975)** (3.823)**
POST*CF 0.516 0.632 0.524
(8.208)** (7.816)** (5.568)**
SIZE 0.012
(2.311)*
AUDITOR —0.032
(=2.527)*
PROFIT 0.044 —0.410 —0.060
(3.667)**  (—=2.381)* (—2.743)**
Other control variables Included Included Included
n 758 620 484
Adj. R? 0.432 0.369 0.363

@Where for firm i at year t: FCF = future cash flows deflated by
total assets at year t+k (k = 1, 2, 3); GW = goodwill deflated by
total assets; GWR = goodwill reduction, amortisation or impair-
ment, deflated by total assets; POST = one if the observation is in
the post-IFRS period, and zero otherwise; CF = current cash flows
deflated by total assets; SIZE = natural logarithm of total assets;
AUDITOR = one if the auditor is one of the Big 4, and zero other-
wise; PROFIT = one if the company has registered profits, and zero
otherwise. Corrected t-statistics are in parentheses. *Significance
at the 5% level based on two-sided tests. **Significance at the
1% level based on two-sided tests.

flows, FCF3, there is no value for the coefficient of the
variable POST+*GW, hence adoption of IFRS does not
improve the ability of GW to assess three-year-ahead
cash flows. In the case of POST+*GWR, as in previous
empirical studies (Barth et al. 2001; Jarva 2009; Lee
2011), the estimated coefficients are positive and statis-
tically significant, but only for one- and two-year-ahead
cash flows (1.894 and 1.777), indicating that goodwill
reduction under IFRS significantly improves the ability
to assess one- and two-year-ahead cash flows. Neverthe-
less, for three-year-ahead cash flows there is no value for
this coefficient. According to Jarva (2009), who obtained
similar results, the insignificant coefficient in three-year-
ahead cash flows can be attributed to the opinion that
there is a delay in the recognition of goodwill impair-
ment. However, the positive and statistically significant
association of this variable (8s) and the positive sum of
B2+ B¢ for FCF; (1.894) and for FCF, (2.405) suggest
that adoption of IFRS improves the ability of goodwill
reduction to assess future cash flows.
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As in other studies (Barth et al. 2001; Jarva 2009),
future cash flows are positively associated with current
cash flows and increase from 0.516 in FCF; to 0.632 in
FCF,, but for FCF; decrease again to a similar value to
FCF; (0.524). However, these associations do not exist
in the pre-IFRS period. There are associations among
the other variables: SIZE is positive and significant on
two-year-ahead cash flows, AUDITOR is positive and
significant on three-year-ahead cash flows, and PROFIT
is positive and significant on one-year-ahead cash flows,
but negative on two- and three-year-ahead cash flows.

Overall, we find that goodwill is associated with fu-
ture cash flows in both the pre- and post-IFRS peri-
ods, but goodwill reduction has a greater association
with future cash flows in the post-IFRS period although
goodwill impairments are more infrequent than good-
will amortisations. These results generally suggest that
the information transmitted is more useful for assess-
ing future cash flows after IFRS approval and they are
consistent with the objective of the IASB to improve the
faithful representation of the firm’s economic situation
in the financial statement. Hence, the shift from system-
atic amortisation to annual impairment test improves
the ability of investors, creditors and other users of fi-
nancial statements to assess future cash flows and make
their economic decisions.

Conclusions

Both the approval of IFRS 3, IAS 36 and IAS 38 and
the approval of SFAS 141 and SFAS 142 place companies
under an obligation to account for goodwill in business
combinations. They also require them to only decrease
this intangible asset if an impairment test shows that a
loss of value has occurred. The reason for this is to reduce
the lack of relevance of goodwill valuations registered
under prior standards and to improve the quality of the
information. Conversely, due to the complexity of the
new standards and the scope for managerial discretion
in making assessments, critics argue that the impairment
test is more subjective and confusing.

Owing to these problems, the latest decisions about
standards adopted by regulators are leading to a reintro-
duction of systematic amortisation without eliminating
the impairment test. This generates a legislative duality
about goodwill which, in view of the results obtained,
would make comparability and comprehension of finan-
cial statements difficult. In this context, this paper analy-
ses the differences between both methods and, therefore,
the effects on the comparability of the information to
make economic decisions. Furthermore, since one of the
objectives of the new regulation is to improve the useful-
ness and faithfulness of the information, an analysis is
also made about whether the accounting data of goodwill
under IFRS are more associated with future cash flows.
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This study reveals that, overall, the application of IFRS
has statistically significant effects on the accounting data
contained in company financial statements. The princi-
pal results obtained in the first empirical analysis carried
out in this paper show that IFRS allow higher levels of
goodwill to be maintained in assets, which affects com-
pany balance sheets. Additionally, as this standard ex-
empts companies from mandatory recognition of a loss
of value in goodwill, the impairment recognised is sig-
nificantly lower than the amortisation reported in the
pre-IFRS period. Moreover, despite the economic crisis
that characterised the post-IFRS period, only a few firms
recognise a goodwill impairment during the post-IFRS
period. Furthermore, the results show that current and
future cash flows, net income and equity are higher in the
pre-IFRS period, indicating that the firms’ performance
is poorer during the post-IFRS period, which is consis-
tent with the economic crisis of this period. Nonetheless,
this situation has not affected the firms’ size since it has
increased during the post-IFRS period.

In the regression models, it has been detected that
the main variables of interest, goodwill and goodwill
reduction, firmly explain future cash flows. In general,
goodwill has a negative and significant association with
future cash flows, and goodwill reduction has a posi-
tive and greater association with future cash flows in
the post-IFRS period although goodwill impairments
are more infrequent than goodwill amortisations. Mean-
while, influence of the current cash flows on future cash
flows has also been detected in the post-IFRS period
alone, and other control variables like PROFIT, SIZE and
AUDITOR.

Overall, the results obtained indicate that the new
goodwill regulation in IFRS affects the financial infor-
mation transmitted by companies. Not having to report
amortisation, which does not correspond to an effective
decrease in its value, should have a favourable impact on
the faithful representation of the financial statements of
companies and their usefulness. The results of this paper
suggest that the enactment of IFRS affects the usefulness
of the information of goodwill numbers and their accu-
racy in assessing future cash flows, and these results are
consistent with the TASB’s aim to improve the faithful
representation of the firm’s economic situation in the
financial statement. Therefore, the shift from systematic
amortisation to annual impairment test improves the
quality of the information transmitted in the financial
statement in terms of improving the ability of investors,
creditors and other users of financial statements to assess
future cash flows and make their economic decisions.
Nonetheless, given the differences between both alter-
natives, amortisation and impairment, the existence of
a dual legislation that allows adoption of an amortisa-
tion or an impairment could hinder the comparability
among companies that apply one alternative rather than
the other. Likewise, the variety of amortisation periods
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adopted by companies that apply amortisation and the
flexibility in the recognition of goodwill impairments
could equally be an obstacle to comparability between
companies that apply the same method. In the numerous
studies mentioned, the value of amortisation is found
to be arbitrary and lacking in significance, while for
impairment the results are mixed.

In line with the arguments presented, there is no sense
in going back to recognising a systematic amortisation
that has been so widely criticised, and even more so,
in conjunction with the application of an impairment
test. Before once again adopting amortisation, the in-
ternational regulating bodies should open up a process
of debate and reflection. One consideration is the pos-
sibility of improving the impairment test by adopting
measures that may reduce its complexity and subjectiv-
ity, establishing more restricted guidelines that limit the
companies’ margins of conduct and improving trans-
parency by increasing compliance in the information
transmitted about goodwill valuations and the chosen
criteria.
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