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The Value Relevance of accounting

Goodwill – Does the abandonment

of systematic amortization Make

sense to Investors?
Motivated by the abandonment of the systematic amortization of goodwill (IFRS 3), we revisit the

value relevance of systematic amortization of goodwill. More precisely, contrary to prior literature,

which employs data with a maximum amortization period 40 years, we use Finnish data with a maxi�

mum amortization period of 5 to 20 years. Our results indicate that the value relevance of goodwill is

more pronounced in the case of shorter amortization periods. We conclude that the goodwill amortiza�

tion practice does provide relevant information for investors, provided that amortization periods are

sufficiently short in order to better reflect the economic life of the underlying asset.
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1. InTRODucTIOn

The objective of this study is to revisit the value relevance of systematic amortization of goodwill.

Accounting for intangibles, including goodwill, has long been a controversial topic in financial

accounting (powell, 2003). One of the key issues of the debate has been whether jurisdictions

should require the amortization of capitalized goodwill over a finite useful period.
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Opponents of the systematic amortization of goodwill – for example financial Accounting

�tandards board of the u� and international Accounting �tandards board – believe that straight�

line amortization of goodwill over an arbitrary period fails to provide useful information (iA�b,

2004�� bc 140)��

“…the board reaffirmed the conclusion it reached in developing �d 3 that straight�line

amortisation of goodwill over an arbitrary period fails to provide useful information. The

board noted that both anecdotal and research evidence supports this view. “

On the other hand, for example the financial Accounting �tandards committee of the American

Accounting Association argue that in the absence of reliable impairment testing, systematic am�

ortization should be permitted (Maines et al., 2004, p. 60) and points out the lack of direct re�

search on the purchase method accounting of goodwill (Maines et al., 2004, p. 60). boyd and

Mccarthy (2002) note that the abandonment of systematic amortization of goodwill adds volatil�

ity to earnings, and that some believe that the financial Accounting �tandards board eliminated

amortization on goodwill to compensate for its requirement to use purchase accounting for busi�

ness combinations. in addition, whittington and yamada from the iA�b believe that the benefits

of goodwill amortization are its simplicity, its transparency, and its precise targeting of the acqui�

sition goodwill, and that goodwill amortization is less likely to mislead the market than the im�

pairment�only approach required in ifR� 3 (iA�b 2004, dO��dO10). given this debate on the

issue, this paper attempts to shed light on purchase method accounting of goodwill by providing

evidence of the impact of the maximum length of the goodwill amortization period on the value

relevance of capitalized goodwill and the expensing of goodwill.

This paper tests four hypotheses. The first hypothesis posits that the amortization of new

goodwill and impairment write�offs are value relevant. The second posits that the amortization of

new goodwill and impairment write�offs of goodwill are more value relevant in the sample with

a short amortization period (five years or less according to the main principle of finnish goodwill

accounting standard) than that of the sample with a long amortization period (above five years).

The third hypothesis posits that capitalized goodwill is value relevant. finally, following the ap�

proach of the second hypothesis, the fourth hypothesis posits that capitalized goodwill is more

value relevant in the sample with short amortization period (five years or less) than that of the

sample with long amortization period (above five years). The third and fourth hypotheses are

motivated by the fact that the value relevance of goodwill amortization and capitalized goodwill

are intertwined�� ceteris paribus, value relevant goodwill amortization should maintain the value

relevance of capitalized goodwill. The second and fourth hypotheses are inspired by the papers

of barth and clinch (1��6), �ev and �ougiannis (1��6), and bublitz and �ttredge (1�8�), which

provide support to the value relevance of short amortization periods.
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The tests are performed with finnish firm�year samples from a four�year period ending in

2004, which was the last year before ifR� 3 abandoned the systematic amortization in listed firms

of the �u. until 2004, finland provides an excellent laboratory for tests of the value�relevance

effects of the amortization period, due to the (exceptional) finnish accounting standard concern�

ing the amortization of goodwill, with a five�year maximum amortization period for goodwill as

the principle rule, but with a 20�year amortization period as the absolute maximum. The data are

collected from worldscope, i/b/�/�, �xtel, datastream, and �dc (Mergers and Acquisitions) da�

tabases. �ubsequently the data is manually complemented from annual reports of sample firms.

using the return specification of Ohlson (1��5) this paper addresses the capability of good�

will expensing to provide timely and useful information to investors. for this purpose we examine

the association between market�adjusted share returns and goodwill expensing (annual amortiza�

tion of new goodwill and impairment write�offs of goodwill), incremental to adjusted residual

earnings, the annual change in adjusted residual earnings, and the annual change in growth

expectations. �econd, using regression specification similar to that of Aboody et al. (2004) we

examine the value relevance of capitalized goodwill. �mpirical results are consistent with the

hypotheses, except of the long amortization period sample in H1. capitalized goodwill, the am�

ortization of new goodwill, and impairment write�offs of goodwill are more value relevant for the

‘short amortization period’ sub�sample (five years or less) than for the ‘long amortization period’

sub�sample (more than five years). Taken together, contrary to the basis for the conclusions of ifR�

3 “business combinations” (iA�b, 2004), this paper provides evidence that both capitalized

goodwill and systematic amortization of goodwill provides useful information under gAAp with

a 5�year maximum amortization period.

The remainder of this paper is organized as follows. �ection Two describes goodwill account�

ing in finland and changes due to enforcement of ifR� 3, reviews relevant prior literature, and

develops hypotheses. The data used in the empirical tests are explained in �ection Three, followed

by research design in �ection four. �ection five describes the empirical results. The study con�

cludes in �ection �ix.

2. BackGROunD

Goodwill accounting in Finland until 2004 and IFRs 3

finnish accounting standards have included a requirement for goodwill amortization since the

Accounting Act 1�73/655 (Accounting Act, 1�73), but without a reference to a maximum amor�

tization period until the companies Act 1�78 (companies Act, 1�78). The Accounting Act 1�73

(Accounting Act, 1�73, 3��16) included a requirement to expense costs with long�term effects
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during its useful period. while the Act of 1�73 did not specifically mention ‘goodwill’ the bill for

the Accounting Act 1�73 explained that costs with long�term effects included research and de�

velopment and purchased goodwill.

The finnish companies Act (companies Act, 1�78) set a maximum amortization period of

ten years for capitalized goodwill for limited liability companies, and, in addition, the requirement

for systematic amortization became effective in 1��3 with the issuance of amendments to the

Accounting Act 1�73/655 (Accounting Act, 1�73). The Accounting Act 1��7 (Accounting Act,

1��7, chapters 5��� and 6��8) set a stringent main principle for allowed amortization period of five

years. However, it allowed for an extension of the maximum goodwill amortization period of up

to twenty years under certain circumstances. The main principle of a five�year maximum amor�

tization period was to be applied if the firm did not project a longer useful period than five years.

As an additional note, the Accounting Act did not allow for reversal of past amortizations. How�

ever, it allowed for adjustment of the amortization period of the non�amortized residual. The is�

suance of ifR� 3 (iA�b, 2004), that from 2005 onwards regulates the expensing of the capitalized

goodwill of the listed firms in the �u, abandoned the systematic amortization of goodwill in favor

of the impairment approach.

The assessment of the relevance of reported goodwill numbers should be done on the basis

of an empirical operationalization of the objectives and criteria of standard setters. The �tatement

of financial Accounting concepts no. 2 (fA�b, 1�80) sets relevance and reliability as the key

criteria for choosing from accounting alternatives. According to the �tatement, the accounting

amount is relevant if it is capable of making a difference in the decisions of financial statement

users. Tests of value relevance represent an attempt by a researcher to operationalize the fA�b’s

stated criteria of relevance1. in value relevance tests, an accounting amount is deemed value

relevant if it has a predicted significant association with share prices (e.g. barth et al., 2001).

Related research

�everal papers have addressed the issue of the value relevance of goodwill amortization and

provided mixed results. �vidence against the value relevance of goodwill amortization has been

provided by jennings et al. (2001)2, who found that earnings before goodwill amortization ex�

1 �ee barth, beaver, and �andsman (2001), Holthausen and watts (2001), and beaver (2002) for discussion of value
relevance research.
2 jennings et al. (2001) selected a sample of 3,431 u� observations with positive earnings from continuing opera�
tions for 1��3–1��8. They examined whether excluding goodwill amortization from the computation of earnings
increases the usefulness of the earnings data to investors and analysts as an indicator of share value. jennings et al.
(2001) regressed share prices, first on earnings per share before goodwill amortization, and next on earnings per
share after goodwill amortization. in a statistical test comparing the explanatory powers of those regressions, they
found that earnings before goodwill amortization explained more of the cross�sectional variation in share prices than
earnings after goodwill amortization. �ven when disaggregated from the remainder of reported earnings, goodwill
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plained significantly more of the observed distribution of share prices than earnings after goodwill

amortization. Also, the evidence of Amir et al. (1��3)3 and Moehrle et al. (2001)4 support the

position of the non�value relevance of goodwill amortization. in an earlier paper of jennings et

al. (1��6)5, in which they used a different research design than in the paper of 2001, jennings et

al. (1��6) provided weak evidence for the value relevance of goodwill amortization.

There are also papers suggesting that goodwill amortization provides decision�useful infor�

mation to investors. Henning and �haw (2003) show that the amortization period chosen is a

reliable predictor of the success of the acquisition in terms of both earnings changes and future

stock performance. The evidence of norris and Ayres (2000) suggests that while goodwill may be

viewed positively as an asset, the earnings impact of the amortization of goodwill is bad news to

the market, and increases in goodwill amortization have a negative association with returns.

barth and clinch (1��6)6 show that goodwill amortization reconciliation items between domestic

and u� gAAp explain share returns for the uk and Australian companies. both norris and Ayres

(2000) and barth and clinch (1��6) observed a negative association between share returns and

goodwill amortization. An interesting observation regarding the data used in the prior value rel�

evance literature of goodwill is that it is generally either u� data (jennings et al., 1��6, 2001;

Moehrle et al., 2001, Henning et al., 2000; norris and Ayres, 2000) or reconciliation data for the

form 20�f filings of u� listed foreign firms (Amir et al., 1��3; barth and clinch, 1��6).

�mpirical data from the u� are not representative for all jurisdictions because of the long

amortization periods of goodwill applied in the u�. The majority (50.7%) of the sample for

1��0–1��4 of Henning and �haw (2003) amortized goodwill over the 40�year maximum period

allowed by Apb 17 (Apb, 1�70), and only 18.2% of the firms amortized over amortization periods

of less than 20 years. in the sample of norris and Ayres (2000) for 1�84–1��0, the mean amorti�

amortization provided no explanatory power for observed prices beyond that of earnings before goodwill amortiza�
tion.
3 non�u� observations were included in the samples of Amir et al. (1��3) and barth and clinch (1��6), who re�
ported u� gAAp reconciliations in form 20�f filings and were traded in the u�. The data of Amir et al. (1��3) and
barth and clinch (1��6) were for the years 1�81–1��1 and 1�85–1��1, respectively. Amir et al. (1��3) reported
results of a combined uk and Australian sub�sample, and found that the difference between local gAAp and u�
gAAp goodwill had a positive relation to market value of equity. barth and clinch (1��6) reported uk observations
separately, and found that the capitalized goodwill reconciliation item of the uk observations was valued as an as�
set.
4 Moehrle et al. (2001) examined a sample of 2,421 u� observations for 1�88–1��8. They regressed market�ad�
justed returns on two alternative performance measures�� net income after taxes but before extraordinary items, and
net income after taxes but before extraordinary items excluding amortization of intangibles. They found that tradi�
tional accounting earnings before extraordinary items and earnings before extraordinary items excluding amortization
were equally informative.
5 jennings et al. (1��6) found weak evidence for goodwill being a wasting asset.
6 in an examination of international accounting differences, barth and clinch (1��6, p.157) found evidence sug�
gesting that zero amortization of goodwill for the uk firms, 20�year amortization for the Australian firms, and 40�year
amortization under u� gAAp, all result in too little amortization expense.
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zation period was 35.8 years. in a review of the 1�88 disclosures, duvall et al. (1��2) found that

only 14% of their sample firms employed amortization periods of less than 40 years7.

There is evidence suggesting that investors perceive amortization periods for intangible assets

as short rather than long. barth and clinch (1��6, p. 157) suggest that the 40�year amortization

of the u� and the 20�year amortization of Australia both result in too little amortization expense.

concerning other useful lives of intangible assets, �ev and �ougiannis (1��6) show that R&d

investments have generally 5–� years useful period while the useful period differs across indus�

tries. As to marketing, earlier empirical evidence indicates that the effect of advertising expendi�

tures on subsequent earnings is short�lived�� one to two years (bublitz and �ttredge, 1�8�).

This paper addresses the value relevance of goodwill amortization in an institutional setting

that differs from the u�. compared with the u�, finland provided an excellent laboratory for tests

of the value�relevance effects of short amortization periods, due to the (exceptional) finnish ac�

counting standard concerning the amortization of goodwill. �xtending the prior goodwill amor�

tization literature, this paper revisits the question of whether the amortization of new goodwill

and goodwill write�offs are value relevant to investors, and whether the length of the amortization

period makes a difference in the investor perceived value relevance.

hypotheses development

Theoretically, the systematic amortization of goodwill is in line with the matching principle.

�ubsequent to business combination and capitalization of goodwill that has risen in the combina�

tion, systematic amortization allocates the capitalized goodwill in profit and loss statement. The

length of amortization period determines the size of annual expense. �hort amortization periods

generate larger expense as opposed to long amortization periods. given that the information about

the creation of goodwill is known by investors, we expect that there should be a relation between

goodwill amortization and returns only in two instances. first, the amortization of new goodwill

is unknown to equity investors in the year of business combination, and potentially conveys new

information on the benefits of the business combination. during the year of business combination

acquirer firm announces business combination to equity investors, and followed by that, analysts

and financial press provide additional information about the combination. for example, at the

early phase of the combination it may be unclear whether the key personnel will stay in the

7 The reasons for determining long amortization periods in the u� go beyond the scope of this paper. Ayers et al.
(2000) reported that 30% of u� business combinations were accounted for using the pooling method in 1��2–1��7.
given the evidence of �ys and Vincent (1��5) according to which managers prefer pooling accounting when ap�
plicable and are even willing to incur significant costs to avoid the recognition of additional assets and expenses
associated with the recognition, one might assume that firms not qualifying for pooling accounting may also try
extend amortization life to miminize the decreased accounting income, which results because of goodwill amortiza�
tion charges.
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combined business, how do the key customers of acquired business, and competitors, react to

the combination, combined business may be more attractive target for patent infringement claims,

organizational cultures or processes may turn out to be complex to combine, and the like. in most

combinations, the final accounting of business combination is completed by the end of fiscal

year8. At the time when annual reports are published, additional information about the combina�

tion is disclosed in the notes of financial statement, enabling equity investors to see the manage�

ments’ view of the expected economic life of the combined business.

�econd, subsequent to the fiscal year of business combination, we expect that there is an

association between returns and goodwill expensing if firm management perceives that the eco�

nomic life of goodwill has changed and if equity investors are informed about it. A perceived

change can either increase or decrease the anticipation of future economic benefits from the

combination. A review of the annual statements of finnish listed firms, shows that positive chang�

es are not reported in the annual statements in a manner that would an enable empirical testing.

However, negative and important changes are reported, and they seam to trigger an adjustment

of upcoming annual amortizations in terms of an impairment write-off. On the basis of these two

expected associations, we set the first hypothesis.

H1�� Amortization of new goodwill and impairment write�offs of goodwill are value relevant

for ‘short amortization period’ and ‘long amortization period’ sub�samples.

Relying on norris and Ayres (2000, p. 84), who provide evidence suggesting that the amortization

of new goodwill is negatively associated with unexpected returns for the time period surrounding

the first earnings release after the merger, we posit that the association between the amortization

of new goodwill and returns is negative.

�xtending the impairment value relevance evidence of Hirschey and Richardson (2002), who

examined impairments on the basis of discretionary announcements taken by u� companies

during the 1��2–1��6, we examine whether the impairment write�offs are value relevant in the

finnish sample in 2001–2004. Hirschey and Richardson (2002) found that negative stock�price

effects are tied to goodwill write�off decisions, and interpret it indicating that accounting goodwill

numbers capture a significant aspect of the intangible dimension of firm value, and suggest that

accounting theory and practice is adept at identifying when such intangible assets are impaired.

Relying on Hirschey and Richardson (2002) we posit a negative relation between impairment

write�offs and market�adjusted returns.

8 However, e.g. ifR��� 61–65 (iA�b, 2004) leaves a possibility for the provisional initial accounting of business
combination.
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Relying on barth and clinch (1��6), �ev and �ougiannis (1��6), and bublitz and �ttredge

(1�8�) this paper posits that the amortization period affects the value relevance of goodwill am�

ortization. we assume that the five�year main principle of the amortization period for the finnish

Accounting Act (1��7) is meaningful to the value relevance of goodwill amortization and accord�

ingly we create two sub�samples�� firm�years with a ‘short amortization period’ of goodwill (less

or equal to five years, according to the main principle of finnish goodwill accounting standard),

and firm�years with a ‘long amortization period’ of goodwill (more than a five�year amortization

period). next, it is posited that the amortization of new goodwill and impairment of goodwill of

the ‘short amortization period’ sample are perceived as more value relevant than that of the ‘long

amortization period’ sample��

H2�� The amortization of new goodwill and impairment of goodwill are more value relevant

in the sample with a short amortization period (less or equal to five years) than in the

sample with a long amortization period (more than five years).

The value relevance of capitalized goodwill and goodwill amortization are intertwined. for ex�

ample, norris and Ayres (2000) draw inferences for goodwill amortization from the association

between abnormal stock returns and acquired new goodwill. in the same spirit, after discussion

of the theoretical background of accounting goodwill, we develop two additional hypotheses that

relate to capitalized goodwill. �imilarly to jennings et al. (1��6), this paper assumes that at the

time of acquisition, the amount recorded as capitalized goodwill represents the present value of

stream of expected cash flows. following the acquisition, if the capitalized goodwill continues

to reflect those expected cash flows, there should be a positive association between equity values

and the recorded amounts of goodwill. jennings et al. (1��6) suggested two potential reasons why

one would not observe an association between capitalized goodwill and equity values�� first, if

managers select inappropriately long or short amortization period for capitalized goodwill, and

second, if fluctuations in value due to the arrival of new information are large relative to the

level of goodwill initially recorded. following evidence of several papers with u� data (wang,

1��3�; chauvin and Hirschey, 1��410; Mccarthy and �chneider, 1��511, jennings et al., 1��612;

9 wang (1��3) examined a sample of 136 u� firms from the service industry for 1�88–1�8�. He regressed the
market value of equity on the firm’s non�goodwill assets, goodwill assets, and total liabilities, and the reported sig�
nificant, above +1 goodwill coefficients for both years.
10 chauvin and Hirschey (1��4) examined a sample of 1,6�3 u� firms over the period 1�8�–1��1 and reported
that in aggregate, and for non�manufacturing industries, capitalized goodwill was considered an asset by investors.
11 Mccarthy and �chneider (1��5) examined a sample of 6,216 u� firm�years for 1�88–1��2. They found that
capitalized goodwill was valued as an asset in all years, and takes a higher coefficient than the other assets exclud�
ing goodwill in two of the five years at a 5% confidence level, and additionally in one of the years with a 10%
confidence level.
12 jennings et al. (1��6) examined a sample of 1,381 u� firms for 1�82–1�88 for the value relevance of capitalized
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Vincent, 1��713; and wilkins et al., 1��814 we posit that capitalized goodwill is considered as an

asset by equity investors.

H3�� capitalized goodwill is value relevant for ‘short amortization period’ and ‘long am�

ortization period’ sub�samples.

Then, similarly to H2, we posit that capitalized goodwill of the ‘short amortization period’ sub�

sample is more value relevant than that of the ‘long amortization period’ sub�sample��

H4�� capitalized goodwill is more value relevant in the sample with a short amortization

period (less or equal to five years) than in the sample with a long amortization period

(more than five years).

3. saMPle

The analysis of this paper retrieves the sample of firms and data on variables from Thomson One

banker, which is an online database with financial data available from worldscope, i/b/�/�, �xtel,

datastream, and �dc (Mergers and Acquisitions) databases. The sample selection criteria used

in this study aim to enhance the power of statistical tests while maintaining sufficient generaliz�

ability of the results. The results of the sample selection are reported in Table 1.

Table 1 shows that the country list of finland in worldscope includes 150 (561) firms (firm�

years) with a positive market value of equity at the fiscal year�end for any of the years 2001 to

2004. firms in financial services sectors and governmental firms were filtered to increase the

homogeneity of the sample because the operations of financial and governmental institutions are

substantially different from those of other firms in the sample (jennings et al., 1��6). it reduces

the sample by 18 firms (70 firm�years). because of the research question of this paper, 18 firms

(11� firm�years) without capitalized goodwill in their balance sheet at the end of fiscal year are

eliminated. Three firm�years were eliminated from the regressions because of their exceptional

length. because of a lack of either time�series data for return calculation, goodwill amortization,

or other financial data needed in regressions, 30 (Table 4) and 38 (Table 5) firm�years were

goodwill and 82� firms for amortization of goodwill. Their results were consistent with the hypothesis that investors
view capitalized goodwill as an asset that is expected to decline in value for the average firm of their sample.
13 Vincent (1��7) examined a u� sample of 61–�2 annual observations for the period 1�7�–1�86 for the differ�
ences in the equity valuation of purchase versus pooling accounting. Vincent (1��7) found that capitalized acquisi�
tion premium was value relevant in three subsequent years of business combination, incremental to book value of
equity, net income adjusted to amortization of acquisition premium, and amortization of acquisition premium.
14 wilkins et al. (1��8) examined a u� sample of 8,230 observations for 1�88–1��6, and found with a regression
of price on earnings, equity less capitalized goodwill, and capitalized goodwill that capitalized goodwill was value
relevant in seven of nine years.
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eliminated from the regressions. finally, four firm�years were deleted because of the early imple�

mentation of ifR� 3, after which they applied a different accounting standard than the other

sample firms. After these data steps, regressions in Table 4 (Table 5) are run with a preliminary

sample of 335 (327) firm�years. As a final data step, to ensure that the results are not sensitive to

Selection criteria
Number
of firms

Firm-years
(Table 4)

Firm-years
(Table 5)

All Finnish firms with positive market value of equity
at the end of the fiscal year in any year during 2001-
2004 in the Worldscope database as of September
2005

150 561 561

Non-financial (the first SIC digit other than 6) and non-
governmental (the first SIC digit other than 9) firms

-18 -70 -70

Firms with no capitalized goodwill at the fiscal year
end

-18 -119 -119

Firms with no changes in the accounting period end
during 2001-2004

0 -3 -3

Insufficient time series data or goodwill
amortization=0

0 -30 -38

Early adopters of IFRS 3 0 -4 -4

Sample for preliminary regressions 114 335 327

Outliers 0 -6 -7

Final sample 114 329 320

Table 1 describes the data selection steps. The numbers of firms and firm-years used in the regression of Table 4
and Table 5 have been presented separately. The data were retrieved from Thomson One Banker, which is an
online database with financial data available from Worldscope, IBES, Datastream, Extel, and other databases. In
the first step, we identified all active and inactive firms which have the country code "FIN"
(IsInList(tf.CountryCode,"FIN)"), a positive market value of equity at the end of fiscal year in any of the years
within 2001-2004 (TselectAny(ws.YrEndMarketCap>0),Y01,Y04)), a first primary SIC-digit that is not 6
(NotIsSIC(ws.PrimarySICCode,”60”,...,”69”)), that is, the firm is not a financial institution, or 9
(NotIsSIC(ws.PrimarySICCode,”90”,...,”99”)), that is, firm is non-governmental. Next, those firm-years that
have changes in the accounting period length in 2001-2004 (ws.LengthOfFiscalYear=365, where +-one day
variance accepted) were eliminated. If a firm did not have sufficient time series data availability (ds.returnindex)
it was deleted. Also, firm-years from 2005 were deleted if a company was an early adopter of IRFS 3, because in
that case they had started to apply a different goodwill accounting standard than the rest of the sample. Finally,
those observations indicated by the Belsley, Kuh, and Welsch (1980) diagnostic as an influential observation
(studentized residual greater than |3|, or Cook’s D statistic greater than 1) were removed. The 1% extreme
percentiles for each of the variables were winsorized by years.

Table 1. Sample Selection.
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extreme observations, the extreme one percentile of both tails were winsorized for each of the

variables (e.g. �ang et al., 2003). Moreover, observations were removed if the belsley, kuh, and

welsch (1�80) diagnostic indicated that they were influential (a studentized residual greater than

|3| or cook’s d statistic greater than 1). This leaves a final sample of 32� (regression in Table 4)

and 320 firm�years (regression in Table 5).

datastream was the source for return data, which were collected from firm return indexes

(“Ri”). Also, the three�month lagged market values of equity (price close, “up#�” – times common

shares outstanding, “ic”) were retrieved from datastream. �xtel company reports and the annual

reports of sample firms were the sources for gross goodwill, annual goodwill amortization, and

impairment write�offs of goodwill. i/b/�/� was the source for market analysts’ growth expectations

(�p�MeanfyR1 and �p�MeanfyR2). All the other financial data were retrieved from worldscope

(goodwill, “18280”; intangibles “0264�”; amortization of intangibles, “0114�”; total assets,

“02���”; total liabilities, “03351”; primary �ic code “primarysiccode”; primary �ic 2 “primary�

�ic2”; and income before extraordinary items and preferred dividends “01551”).

Classes Obs. % Obs. % Obs. %

16-20 years # 76 23.1 0 0.0 76 34.7
11-15 years # 58 17.6 7 6.4 51 23.3
6-10 years # 104 31.6 31 28.2 73 33.3
0-5 years 5 91 27.7 72 65.5 19 8.7
Subtotals L 329 100.0 110 100.0 219 100.0
Average 11.3 6.7 13.0
Median 10.0 5.0 11.6

All (n=329) Single period (n=110) Multiple periods (n=219)

Panel A: The amortization period for column single period is hand-collected from notes for annual balance
sheets. Amortization lifes are partitioned on the amortization bins of five years. The first column presents
all observations used in Table 4 Goodwill amortization. The second column presents amortization periods
that were explicitly defined as a single life in the notes for the annual reports of the respective firm: for
example "Goodwill is amortized over five years". The third column describes amortization lives that were
not explicitly defined in the notes to the financial statements of sample firms. If for example the notes said
that "Goodwill is amortized within five years, however, not exceeding 20 years", the sentence was
interpreted to be referring to multiple lives of goodwill. In that case the amortization period was estimated
by using an algorithm similar to Henning and Shaw (2003) and Duvall et al. (1992) who inferred it from
original purchase price of goodwill (aritmetic average of current and previous year) and annual goodwill
amortization. The inferred amortization period was fitted within shortest and longest disclosed amortization
periods of the respective annual report.

Table 2. Determined amortization periods.
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The amortization period of goodwill was estimated by using an algorithm similar to Henning

and �haw (2003) and duvall et al. (1��2) and by inferring it from the original purchase price of

goodwill (as an arithmetic average of the current and previous year) and current amortization

expense. �ubsequently, the estimated amortization period was validated with the audited amor�

tization period in the notes to the financial statement of sample firms. Table 2 determined amor�

tization periods shows that consistent with Troberg (2003), the mean (median) amortization pe�

riod for 32� firm�years is 11.3 (10) years. Only �1 firm�years (or 27.7% of the sample) determined

a short amortization period (five years or less). Most of those (72 firm years) disclosed it explic�

itly in the notes to the annual report. interestingly, none of the firms with a 16 to 20 year amor�

tization period for goodwill (totally 76 firm�years) disclosed the amortization period explicitly.

To enable the examination new goodwill amortization in H1 and H2, we identify 315 (173)

business combination events (firm�years) for finnish listed firms in �dc Mergers and Acquisitions

database in 2001–2004. next, because �dc Mergers and Acquisitions database does not neces�

sarily include all finnish business combinations, we examine also capitalized goodwill balances

of the sample. we assume that there has been a business combination in year t if there is an

increase in the capitalized goodwill from year t –1 to t. we compute the difference in the ending

balances of capitalized goodwill of current and previous year end, and add back the amortization

of goodwill of the current year, i.e. (goodwillto+ goodwill amortizationt0 – goodwillt-1)>0. finally,

by computing the amortization of new goodwill as an increase from previous year goodwill am�

ortization to current year goodwill amortization, we obtain 187 firms with the amortization of

new goodwill.

5. ReseaRch DesIGn

Goodwill amortization

in this section, two sets of value relevance tests are developed. first, the ability of goodwill am�

ortization to explain contemporaneous returns is examined. next, the association between capi�

talized goodwill and the market values of equity is examined. The empirical tests in this paper

are based on the Ohlson residual earnings valuation model (Ohlson, 1��5), which is as follows��

(1)

where MVEt is market value at the end of current period t, and BVEt is the book value of common

equity at that time. xt + τ is the earnings for period t + τ. The firm’s required rate on its equity capi�

tal is r and E is the expectation operator. �quation (1) implies that the market value of equity

(MVEt) consists of two components�� the current book value of equity (BVEt) and the sum of net

1
1*1 ttttt BVErxErBVEMVE
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present values of the period’s earnings available for common shareholders less a charge applied

to beginning�of�period book value.

first, we derive the association between market values of equity and goodwill in the spirit

of �aston and Harris (1��1). �aston and Harris (1��1) expressed the idea that the market value

(MVE) and book value (BVE) are both measures of the “stock” value of the shareholders’ equity

as follows��

(2)

where MVEit is the share price of firm i at time t, BVEit is the book value of firm i at time t, and

uit is the difference between MVEit and BVEit. next, the relation between the “flow” variables (ac�

counting earnings and security returns) will be obtained by taking the first differences of the

variables in equation (2), yielding��

(3)

and

(4)

where, Xit is accounting earnings of firm i over the time period t –1 to t, and dit is dividends paid

for the shares of firm i over time period t –1 to t. �ubstituting (4) into (3), rearranging, and dividing

by MVEit – 1 yields��

(5)

note that until equation (5) the development of research design has closely followed �aston

and Harris (1��1). because the left�hand side of equation (5) corresponds to the definition of

return for the equity investors of firm i for the time period t –1 to t, it can and has been replaced

by annual returns (RETit) in equation (6).

(6)

To enable empirical testing of hypotheses H1 and H2, regression (7) is estimated. Adjusted

returns (RETa
it) represent raw returns (RETit) minus the average returns of its annual market port�

folio (brown and warner, 1�80 and 1�85). �imilarly to �aston and Harris (1��1), returns extend

ititit uBVEMVE

ititit uBVEMVE '

ititit dXBVE

itititititit uMVEXMVEdMVE ''//)( 11

itititit uMVEXRET ''/ 1
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from nine months prior to the fiscal year�end to three months after the fiscal year�end. Adjusted

returns (RETa
it) are regressed on the amortization of new goodwill (NAGWit) in year t, impairment

of goodwill (IGWit) in year t, the annual change from year t –1 to t in earnings before extraordinary

items excluding goodwill amortization (DXa
it), earnings before extraordinary items in year t exclud�

ing goodwill amortization (Xa
it), and error (e b

it). note that equation (1) includes the future residu�

al earnings, which �aston and Harris (1��1) ignored. To comply with Ohlson (1��5), in equation

(7) we deduct “normal earnings” from income before extraordinary items (Xa
it), using the return

on 10�year government bond of finland as a risk free interest on the beginning�of�period book

value of firm i. �imilarly to Aboody et al. (2004), we also add a change measure for the future

residual earnings (DGROWTHit), which is the annual change in the firm i’s mean analysts’ short

term earnings growth forecast three months after the end of the fiscal year.

next, to enable the examination of the differential value relevance of goodwill expensing of

firms with a five�year maximum amortization period as opposed to capitalized goodwill under

an amortization period exceeding five years, regression (7) is augmented by a dummy variable

SHORTD, which is equal to 1 for observations with a maximum five�year amortization period,

and zero otherwise. in regression (7), the dummy variable SHORTD is multiplied by NAGWit,

IGWit and DXa
it, resulting in three interaction variables,NAGWit * SHORTD, IGWit * SHORTD and

DXa
it * SHORTD, which enable separate slopes for sub�samples with short and long amortization

periods. The interaction variable DXa
it * SHORTD enables the examination of whether statistical

results regarding new goodwill amortization (NAGWit) and goodwill impairment (IGWit) are driven

by different value relevance of aggregate earnings measures.

(7)

where,
RETa

it is firm i’s market�adjusted return, where the returns have been corrected for the
returns of the same annual market portfolio to which firm i belongs. Monthly returns
have been accumulated over a period starting nine months before and ending three
months after the end of year t.
NAGWit is firm i’s goodwill amortization of new goodwill, deflated by the beginning�
of�fiscal�year market value of equity.
SHORTD is a dummy variable, equal to 1 if firm i applies a maximum goodwill amorti�
zation period of five years, and to 0 for all other observations;
IGWit is firm i’s impairment write�off of goodwill, deflated by the beginning�of�fiscal�year
market value of equity.
DXa

it is change from year t-1 to t0 in firm i’s residual income before extraordinary items

it
k

kit
a
it

D
a
it

a
itDit

itDitit
a
it

INDYEARGROWTHX

SHORTXXSHORTIGW

IGWSHORTNAGWNAGWRET

_
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excluding the amortization of new goodwill, deflated by the beginning�of�fiscal�year
market value of equity.
Xa

it is firm i’s residual income before extraordinary items excluding excluding the amor�
tization of new goodwill in year t, deflated by the beginning�of�fiscal�year market value
of equity.
DGROWTHit is the annual change in the firm i’s mean analysts’ short term earnings
growth forecast three months after the end of the fiscal year.
YEAR_INDk represents dummies that identifies three of four years (2001, 2002 and
2003) from time period 2001–2004, and two of three �ic�industries (manufacturing, if
the primary first�digit �ic is 2 or 3; services, if the primary one�digit �ic is 7 or 8),
and
e b

it is firm i‘s error term.

Regression (7) includes both levels and change variables on the basis of evidence of �aston and

Harris (1��1), who show that both earnings levels and changes deflated by beginning�of�fiscal�

year share�price are associated with annual returns. The focus in regression (7) is in the coeffi�

cients b1, the slope coefficients of NAGWit, b2, the slope coefficient of NAGWit * SHORTD, b3, the

slope coefficient of IGWit, and b4, the slope coefficient of IGWit * SHORTD. H1 posits that b1

(NAGWit) and b3 (IGWit) are negative. H2 posits that b2 (NAGWit * SHORTD) and b4 (IGWit *

SHORTD) are negative.

capitalized goodwill

�imilarly to Aboody et al. (2004) and jennings et al. (1��6), we operationalize equation (1) to a

level version of Ohlson (1��5) by using capitalized goodwill (GWit), other assets than goodwill

(OTHit), residual income before extraordinary items (Xit), growth proxy (GROWTHit), and risk

measure (RISKit) in the right hand side of the equation (8).

(8)

where,

MVEit is firm i’s market value measured three months after the end of the fiscal year t,
deflated by the beginning�of�fiscal�year common shareholders’ equity.
GWit is firm i’s book value of goodwill at the end of fiscal year t, deflated by the begin�
ning �of�fiscal�year common shareholders’ equity.
OTHit is firm i’s book value of total assets excluding goodwill at the end of fiscal year t,
deflated by the beginning �of�fiscal�year common shareholders’ equity.
Xit is firm i’s residual income before extraordinary items at the end of fiscal year t, de�
flated by the beginning�of�fiscal�year common shareholders’ equity.
GROWTHit is firm i’s mean analysts’ short term earnings growth forecast three months
after the end of the fiscal year.
RISKit is firm i’s earnings predictability measure, which is calculated in the spirit of the

ititititititit RISKGROWTHXOTHGWMVE 543210
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risk measure of jennings et al. (1��6) on the basis of quaterly sales in t-1 in world�
scope.
e g

it is firm i‘s error term.

in equation (8) we decompose the book value of equity (BVEit) to its components�� goodwill (GWit),

total assets, except of capitalized goodwill (OTHit), and use a sales predictability based risk meas�

ure (RISKit) similarly to jennings et al. (1��6) who examined the value relevance of capitalized

goodwill. further, to satisfy with Ohlson (1��5), we deduct “normal earnings” from income before

extraordinary items (Xit), using the return on 10�year government bond of finland as a risk free

interest on the beginning�of�period book value of firm i.

�ike Aboody et al. (2004) and jennings et al. (1��6) we use market analysts’ growth expec�

tations as the basis for the growth measure. because of lack of long�term growth forecasts, we

use only short�term growth forecasts (like jennings et al., 1��6). we use similar approach to jen�

nings et al. (1��6) with our risk measure (RISKit), which is based on the standard deviation of

quaterly sales. we measure sales predictability over a one�year period t –1. if risk measure takes

values close to zero, sales are very predictable, and values close to one indicate that sales are

very unpredictable.

next, to enable the examination of differential value relevance of capitalized goodwill firms

with short and long amortization periods, regression (�) is augmented with the dummy variable

SHORTD, which is equal to 1 for observations with a maximum amortization period of five years,

and zero otherwise. in regression (�), the SHORTD dummy is multiplied by capitalized goodwill

(GWit) and other assets (OTHit) of regression (8), resulting in two interaction variables, GWit *

SHORTD, OTHit * SHORTD, which enable separate slopes for sub�samples with short and long

amortization periods. The interaction variable OTHit * SHORTD enables the examination of wheth�

er statistical results regarding capitalized goodwill (GWit and GWit * SHORTD) are driven by dif�

ferent value relevance of aggregate asset measures. we do not have reasons to posit that OTHit

* SHORTD were value relevant.

industry dummies control for industry�specific effects that are constant over time and for

time series correlation among residuals for the same industry. year dummies control for fixed year

effects, for example macroeconomic effects. The use of panel data allows inclusion of both year

and industry effects, which mitigate the bias of the coefficients and the standard errors. if these

year�effects were correlated with the independent variables, they might bias the regression coef�

ficients. To account for size differences and potential heteroscedasticity problems, equation (�)

is divided by the beginning�of�fiscal�year book value of equity, similarly to kallunki et al. (2004)15.

15 Trueman et al. (2000) scaled with end�of�fiscal year book equity, however, keating (2000) flagged for the pos�
sibility that lagged book or market equity were more appropriate for scaling.
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This model specification converts the independent variable market value ( ) to market�to�

book value (MVEit), which can be interpreted as a measure of growth opportunities. current

earnings (Xit) take the form of ( ), that is, return on equity. Hence, the equation has a mea�

ningful economic interpretation, namely, how much do the explanatory variables increase the

growth expectations of the firms.

(�)

where, other variables as in equation (8) except of��
SHORTD is a dummy variable, equal to 1 if firm i applies a maximum goodwill amorti�
zation period of five years, and to 0 for all other observations;
YEAR_INDk represents dummies that identifies three of four years (2001, 2002 and
2003) from time period 2001–2004, and two of three �ic�industries (Manufacturing,
primary first�digit �ic is 2 or 3; �ervices, primary one�digit �ic is 7 or 8), and
ea

it is firm i’s error term.

The focus of the third hypothesis in regression (�) is on a1, the slope coefficient for GWit. it posits

a positive sign for a1, implying that capitalized goodwill is value relevant for the sample. The

focus of the fourth hypothesis in regression (�) is in a2, the slope coefficient for GWit * SHORTD.

it posits a positive sign for a2, which implies that the coefficient of capitalized goodwill in a ‘short

amortization period’ sample is more value relevant than that of the ‘long amortization period’

sample.

6. eMPIRIcal FInDInGs

Descriptive statistics

panel A of Table 3 reports descriptive statistics for all regression variables of equation (7). Variables

NAGW (the amortization of new goodwill), IGW (impairment of goodwill), Xa (residual earnings

before extraordinary items, where NAGW has been added back), and ΔXa (the annual change in

Xa,where NAGW has been added back) are reported on a scaled basis. panel A shows that NAGW

is 0.66 for the sample of 32� observations. The difference of means of NAGW is insignificant

(t�value=–1.05) across the sub�samples ‘short amortization period’ and ‘long amortization period’.

IGW is 0.1� for the sample of 32� observations. The difference of means of IGW is significant

(t�value=–2.02) across the sub�samples ‘short amortization period’ and ‘long amortization period’.

At a glance, it is puzzling why the mean IGW (NAGW) of the ‘long amortization period’ sample

at 0.26 (0.72) is higher compared to 0.02 (0.54) of the ‘short amortization period’ sample. How�

ever, untabulated logistic regression shows that there is a 57% probability that a firm determines

MVEit

BVEit –1

Xit

BVEit –1
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a long amortization period instead of a short one when the original size of goodwill to total assets

increases from one decile to another. Hence, the larger annual amortization of new goodwill and

impairment expense can be an outcome of a larger original goodwill rather than e.g. of the de�

termined amortization period. Residual earnings (Xa) at –4.04 in ‘short amortization period’ sam�

ple is smaller than that of ‘long amortization period’ sample (at 3.15).

panel b of Table 3 reports descriptive statistics for all regression variables of equation (�)

except those of industry dummies. panel b suggests two significant differences in descriptive

statistics conditional on the amortization periods chosen. As expected, the ‘long amortization

period’ sample has a larger mean goodwill (GW) at 0.22 compared with the mean goodwill (GW)

at 0.08 of the ‘short amortization period’ sample. This difference is likely to be an outcome of

two effects�� slower decrease of capitalized goodwill due to the longer amortization periods, and

the larger original amounts of capitalized goodwill in the ‘long amortization period’ sample. in

contrast, other assets than goodwill (OTH) at 0.74 are lower than that of ‘short amortization pe�

riod’ sample (at 1.05). �ignificant differences across the sub�samples contrast somewhat with

Henning and �haw (2003), who do not report differences in net�income�to�assets and book�to�

market ratio between u� sub�samples that determined a 40�year maximum amortization period

for goodwill compared with those that determined shorter amortization period.

Value relevance of new goodwill amortization and goodwill write-offs

Table 4 reports two regressions, which are otherwise equal except that Model 2 includes two

industry dummies (Manuf and Services). The results reported in table 4 are consistent with H1

and H2, except of the long amortization period sample in H1. As regards the coefficient b1, the

slope coefficient of the amortization of new goodwill (NAGWit) is insignificant (t�statistic –1.66

and –1.37 in Model 1 and in Model 2, respectively), suggesting that the amortization of new

goodwill for the sub�sample of ‘long amortization period’ is not value relevant to investors. As

posited, coefficient b2, the slope coefficient measuring the interaction of the amortization of new

goodwill between the ‘short amortization period’ and ‘long amortization period’ samples (NAGWit

* SHORTD) is negative (–1.11 in Model 1, and –1.23 in Model 2) and significant (t�statistic –2.20

and –2.46, respectively), suggesting that the amortization of new goodwill for the sub�sample

‘short amortization period’ is significantly more value relevant to investors than that of the ‘long

amortization period’ sub�sample. negative and significant b2 is consistent with an explanation

that the information conveyed by the determination of short amortization period is a bad news

to investors because it reveals that management expects the useful life of the goodwill asset to be

short.

The slope coefficient of goodwill impairment write�offs, b3, for the sub�sample of ‘long am�

ortization period’ (IGWit) is not value relevant to investors. b3 is insignificant (t�statistic –0.15 and
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Variable Mean Median Std.Dev. Mean Median Std.Dev. Mean Median Std.Dev.

RET r 18.45 22.00 51.71 11.18 8.00 63.73 21.05 25.00 46.48 -1.35

RET a R 3.56 6.23 38.71 -3.21 -4.77 44.69 5.78 9.93 35.95 -1.72

NAGW C 0.66 0.06 1.60 0.54 0.03 1.14 0.72 0.08 1.76 -1.05

IGW i 0.19 0.00 1.58 0.02 0.00 0.11 0.26 0.00 1.87 -2.02 *
X a C 3.05 0.66 18.16 6.60 0.25 27.66 1.59 0.92 12.70 1.66

X a i 1.29 4.16 17.11 -4.04 2.44 23.14 3.15 4.81 13.72 -2.78 **
GROWTH C -4.48 6.14 83.57 -18.61 3.25 91.80 1.00 6.96 79.68 -1.80

Y2001 Y 21.62 0.00 41.23 15.38 0.00 36.28 24.27 0.00 42.96 -1.88

Y2002 Y 25.53 0.00 43.67 30.77 0.00 46.41 23.43 0.00 42.45 1.31

Y2003 Y 26.73 0.00 44.32 29.67 0.00 45.93 25.94 0.00 43.92 0.67

Variable Mean Median Std.Dev. Mean Median Std.Dev. Mean Median Std.Dev.

MCAP M702.1 130.8 1 785.3 423.7 53.5 1 716.6 810.0 195.0 1 813.2 -1.79
MV M 2.10 1.63 1.72 2.20 1.38 1.95 2.06 1.70 1.64 0.56
GW G 0.26 0.16 0.33 0.08 0.03 0.11 0.34 0.22 0.36 -9.95 **
OTH O 0.83 0.86 0.62 1.05 0.93 0.95 0.74 0.80 0.41 3.09 **
X I 0.00 0.05 0.41 -0.06 0.04 0.58 0.02 0.05 0.31 -1.18
GROWTH S 0.06 0.02 0.19 0.10 0.02 0.30 0.04 0.02 0.11 1.68
RISK s 0.03 -0.14 1.13 -0.11 -0.15 0.62 0.09 -0.14 1.27 -1.86
Y2001 Y 0.22 0.00 0.42 0.17 0.00 0.38 0.24 0.00 0.43 -1.56
Y2002 Y 0.26 0.00 0.44 0.31 0.00 0.47 0.23 0.00 0.42 1.47
Y2003 Y 0.26 0.00 0.44 0.27 0.00 0.45 0.25 0.00 0.44 0.30

Test of
differences
t-statistics

Test of
differences
t-statistics

All observations (n=320) Short am. per. (n=91) Long am. per. (n=229)

All observations (n=329) Short am. per. (n=91) Long am. per. (n=238)

Panel B: Descriptive statistics of variables used in Table 5, which examines capitalized goodwill

Panel A: Descriptive statistics of variables used in Table 4, which examines goodwill expensing

Panel A: RET is firm i 's raw returns measured nine months before to three months after the fiscal year end, RET a is firm i 's market-
adjusted return measured nine months before to three months after the fiscal year. NAGW is firm i 's amortization of new goodwill in

fiscal year t . IGW is the impairment write-off of goodwill in fiscal year t . X a is firm i 's residual earnings before extraordinary items
in fiscal year t , adjusted by the amortization of new goodwill. X a is the change from year t -1 to t 0 in firm i 's residual earnings
before extraordinary items in year t , adjusted by the amortization of new goodwill. NAGW, IGW, X a , and X a are deflated by the
beginning-of-fiscal-year book value of equity. GROWTH is the annual change in firm i's mean analysts’ short term (from t 1 to t 2 )
earnings growth forecast measured three months after the end of the fiscal year. Y2001 is a dummy variable, which is equal to 1 for
firm-years 2001 and zero otherwise. Y2002 is a dummy variable, which is equal to 1 for firm-years 2002 and zero otherwise. Y2003 is
a dummy variable, which is equal to 1 for firm-years 2003 and zero otherwise. All variables have been presented as variable * 100 for
better readability. Panel B: MCAP is the market value of equity in millions of euros. Market value is the market value of equity
measured three months after fiscal year end. GW is the year-end capitalized goodwill. OTH is the year-end total shareholders' equity
less GW . X is the residual income before extraordinary items for fiscal year t. Market value, GW, OTH, and X are deflated by the
beginning-of-fiscal-year book value of equity. Growth is the change from year t +1 and t +2 in the I/B/E/S mean earnings growth
forecast, measured with three months lags. RISK is firm i 's earnings predictability measure, which is based on the standard deviation
of quaterly sales over a one year period t -1 .Y2001 is a dummy variable, which is equal to 1 for firm-years 2001 and zero otherwise.
Y2002 is a dummy variable, which is equal to 1 for firm-years 2002 and zero otherwise. Y2003 is a dummy variable, which is equal to
1 for firm-years 2003 and zero otherwise. All continous variables have been winsorized at 1% and 99%. The t-statistic refers to the
difference of means between the 'short amortization period' sample and the 'long amortization period' sample. **p<0.01; *p<0.05, two-
tailed.

Table 3. Descriptive statistics.
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–0.10 in Model 1 and in Model 2, respectively). As posited, coefficient b4, the slope coefficient

measuring the interaction of impairment write�offs of goodwill between the ‘short amortization

period’ and ‘long amortization period’ samples (IGWit * SHORTD) is negative (–23.01 in Model

1, and –25.44 in Model 2) and significant (t�statistic –2.7� and –2.85, respectively), suggesting

that the impairment write�offs of goodwill for the sub�sample ‘short amortization period’ are

significantly more value relevant to investors than that of the ‘long amortization period’ sub�sam�

ple. negative and significant b4 suggests that investors react more strongly to unexpected write�off

of capitalized goodwill if firm has a conservative (maximum five�year amortization) goodwill

amortization policy. A potential explanation to that emerges when we examine the growth ex�

pectations of the firms with goodwill write�offs. firms in the ‘short amortization period sample’

have higher growth expectations compared to those in the ‘’long amortization period sample’.16

The underlying economic rationale that triggered the impairment (e.g. shorter than expected

product life cycles or any other negative changes of the purchased businesses compared to the

projections at the time of business combination) may be perceived more negatively by investors

if firm’s market value is highly dependent on the future growth, as opposed to firms with low

growth expectations.

Table 4 shows also that annual changes in earnings before extraordinary items excluding

goodwill amortization (DXa
it) is significant (t�statistic 3.23 and 3.32 in Model 1 and Model 2, re�

spectively) and positive (coefficient 1.56 and 1.58, respectively), but the interaction with the

earnings measure and short�dummy (DXa
it * SHORTD) is insignificant (t�statistic = –0.17 and –0.10

in Models 1 and 2, respectively). because of the insignificant (DXa
it * SHORTD), we do not expect

that the negative NAGWit * SHORTD would be driven by earnings changes.

The value relevance of capitalized goodwill

The results reported in Table 5 are consistent with H3 and H4. As posited in H3 the coefficient of

capitalized goodwill (GWit) is positive (coefficients 1.47 and 1.41, respectively) and significant

(t�values are 4.05 and 3.75, respectively). As posited in H4, the interaction of the short amortiza�

tion period dummy and capitalized goodwill is also positive (coefficients are 4.10 and 3.28, re�

spectively) and both significant at 5% confidence level (t�value 2.61 and 1.�5, respectively). The

positive coefficient of interaction variable (GWit * SHORTD) implies that capitalized goodwill of

the ‘short amortization period’ sample takes a significantly higher coefficient of capitalized good�

will than that of the ‘long amortization period’ sample. Hence, the capitalized goodwill of the

16 it should be noted that the number of goodwill write�off firm�years is small, 15 observations. Those applying five
year or less amortization period of goodwill are high�tech firms, with an average growth expectation (measured as
market�to�book ratio three months after the fiscal year end) at 6.14 (n = 4), which is significantly different (untabu�
lated t�value = 3.14) from the average growth expectations at 2.74 of firm�years (n = 11) applying amortization period
exceeding five years.



2�

T H � V A � u � R � � � V A n c � O f A c c O u n T i n g g O O d w i � � – …

Variable
Pred.
sign Coefficient t-statistic Coefficient t-statistic

NAGW - C -0.47 -1.66 -0.42 -1.37
NAGW*SHORT - C -1.11 -2.20 * -1.23 -2.46 **

IGW - I -0.17 -0.15 -0.14 -0.10
IGW*SHORT - I -23.01 -2.79 ** -25.44 -2.85 **

X a
+ C 1.56 3.23 ** 1.58 3.32 **

X a *SHORT C -0.14 -0.17 -0.08 -0.10
X a

+ i -0.35 -1.07 -0.38 -1.17
GROWTH + C 0.15 2.63 ** 0.14 2.49 **

Intercept I 0.02 0.54 0.05 1.07
YEAR01 Y 0.08 1.50 0.08 1.35
YEAR02 Y 0.04 0.77 0.04 0.65
YEAR03 Y -0.02 -0.44 -0.03 -0.55
Manuf M -0.01 -0.25
Service s -0.10 -1.54

N 329 329
Adj.R2 D 0.10 0.10

Model 1 Model 2

n

RET a is market-adjusted stock return calculated from 12-month time-period ending three
months after fiscal-year-end. NAGW is the amortization of new goodwill. IGW is the

impairment write-off of goodwill. X a is the residual income before extraordinary items adjusted

by the amortization of new goodwill. X a is the change from year t -1 to t 0 in the residual
income before extraordinary items adjusted by the amortization of new goodwill. NAGW , IGW ,

X a , and X a are deflated by the beginning-of-fiscal-year market value of equity. Similarly to
Aboody et al. (2004) we include a growth measure GROWTH , which is is the annual change
in firm i 's mean analysts’ short term (from t 1 to t 2 ) earnings growth forecast measured three
months after the end of the fiscal year. SHORT D is a dummy variable, which takes 1 for
observations with amortization period not exceeding five years, and zero otherwise. YEAR_IND
equals 1 if the observation is for the fiscal year or the SIC group k [three of four years (2001,
2002 and 2003) from time period 2001-2004, and two of three SIC-industries (Manufacturing,
primary first-digit SIC is 2 or 3; Services, primary one-digit SIC is 7 or 8)], and zero
otherwise.T-statistics are based on White (1980) heteroscedasticity-consistent standard errors.
**p<0.01; *p<0.05; one-tailed if predicted sign, two-tailed otherwise.

Summary statistics from regressions of market-adjusted stock return on the amortization
of new goodwill, the impairment write off of goodwill, adjusted residual net income,

change in the growth expectations, and year and industry dummies.

it
k
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it
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a
it
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itDit

itDitit
a
it
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**
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13

9
87

654

3210

Table 4. Goodwill expensing.
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Table 5. Capitalized goodwill.

Variable
Pred.
sign Coefficient t-statistic Coefficient t-statistic

NAGW - C -0.47 -1.66 -0.42 -1.37
NAGW*SHORT - C -1.11 -2.20 * -1.23 -2.46 **

IGW - I -0.17 -0.15 -0.14 -0.10
IGW*SHORT - I -23.01 -2.79 ** -25.44 -2.85 **

X a
+ C 1.56 3.23 ** 1.58 3.32 **

X a *SHORT C -0.14 -0.17 -0.08 -0.10
X a

+ i -0.35 -1.07 -0.38 -1.17
GROWTH + C 0.15 2.63 ** 0.14 2.49 **

Intercept I 0.02 0.54 0.05 1.07
YEAR01 Y 0.08 1.50 0.08 1.35
YEAR02 Y 0.04 0.77 0.04 0.65
YEAR03 Y -0.02 -0.44 -0.03 -0.55
Manuf M -0.01 -0.25
Service s -0.10 -1.54

N 329 329
Adj.R2 D 0.10 0.10

Model 1 Model 2

n

RET a is market-adjusted stock return calculated from 12-month time-period ending three
months after fiscal-year-end. NAGW is the amortization of new goodwill. IGW is the

impairment write-off of goodwill. X a is the residual income before extraordinary items adjusted

by the amortization of new goodwill. X a is the change from year t -1 to t 0 in the residual
income before extraordinary items adjusted by the amortization of new goodwill. NAGW , IGW ,

X a , and X a are deflated by the beginning-of-fiscal-year market value of equity. Similarly to
Aboody et al. (2004) we include a growth measure GROWTH , which is is the annual change
in firm i 's mean analysts’ short term (from t 1 to t 2 ) earnings growth forecast measured three
months after the end of the fiscal year. SHORT D is a dummy variable, which takes 1 for
observations with amortization period not exceeding five years, and zero otherwise. YEAR_IND
equals 1 if the observation is for the fiscal year or the SIC group k [three of four years (2001,
2002 and 2003) from time period 2001-2004, and two of three SIC-industries (Manufacturing,
primary first-digit SIC is 2 or 3; Services, primary one-digit SIC is 7 or 8)], and zero
otherwise.T-statistics are based on White (1980) heteroscedasticity-consistent standard errors.
**p<0.01; *p<0.05; one-tailed if predicted sign, two-tailed otherwise.

Summary statistics from regressions of market-adjusted stock return on the amortization
of new goodwill, the impairment write off of goodwill, adjusted residual net income,

change in the growth expectations, and year and industry dummies.
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‘short amortization period explains roughly three and half times better [(4.10 + 1.47)/1.47 = 3.7�

in Model 1, and (3.28 + 1.41)/1.41 = 3.33 in Model 2] the growth expectations of investors than

that of the ‘long amortization period sample’.

in contrast, the interaction of short amortization period and other assets (OTHER*SHORT)

is not significant (t�value is 0.08 in Model 1, and 0.32 in Model 2). This suggests that a system�

atic valuation difference of balance sheet does not drive the differential value relevance of capi�

talized goodwill, but rather a difference due to the determined amortization period of goodwill.

sensitivity checks

This section focuses on the robustness of the results of regression (�) by employing two other

specifications. To summarize, the results below yielded similar results with the regression (�).

Correlated omitted variable problem. The problems with the correlated omitted variable are

more likely in levels than returns regression (christie, 1�87). if an omitted variable were corre�

lated with the book value of goodwill (or expensing of goodwill) and the market value of equity,

it would bias the slope. it is possible that such an omitted variable could result in significant

coefficients for goodwill and expensing of goodwill even if there were no direct association be�

tween book value and expensing of goodwill and market value of equity. jennings et al. (1��6)

suggested two potential omitted variables in a value relevance paper on goodwill�� the pre�acqui�

sition unrecorded goodwill of the acquiring firm or benefits of the combination that are not re�

flected in the acquisition price. To address the possibility of an omitted correlated variable prob�

lem, this paper also estimates a “fixed effects” version of regression (�) that includes firm�spe�

cific intercepts to control for omitted variables that vary across firms, but are relatively constant

from year to year. The magnitude of the coefficient measuring the differential slope of capitalized

goodwill between the short amortization period sample and the long amortization period sample

(a2) is lower in the “fixed effects” model and hence suggests that an omitted variable problem is

present, though the coefficient also remains significant (at 10% confidence level) in the “fixed

effect” model.

Scale effects. Additionally, on the basis of barth and kallapur (1��6), who presented evi�

dence that including a scale proxy as an independent variable is more effective at mitigating

coefficient bias than deflation, regression (�) is re�specified according to the suggestion of barth

and kallapur (1��6). The main results of regression (�) do not differ because of the tests address�

ing scale effects.

Time effects. it can be suspected that the capitalized goodwill and resulting amortization

vary over time due to overall stock market development. in fact, the results turn out to be sensitive

to the estimation period. it is possible that hypothesized statistical relations do not show up,

because of the small number of annual observations, varying from 73 to 8�. Another alternative,
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which our empirical design is not powerful enough to reveal, is that there may be differences in

the statistical relations from one year to another.

Multicollinearity. diagnostic statistics shows that no multicollinearity is prevalent in our data,

because all hypothesized variables have all variance inflation factor (Vif) lower than 2, and

other variables maximum Vif of 3.35.

7. cOnclusIOns

Motivated by the abandonment of the systematic amortization of goodwill (ifR� 3), we revisit the

value relevance of systematic amortization of goodwill. in the basis for conclusions of ifR� 3

“business combinations” (iA�b, 2004) international Accounting �tandards board voices their as�

sumption that straight�line amortization of goodwill over an arbitrary period fails to provide use�

ful information. On the other hand, the proponents of systematic amortization believe that sys�

tematic amortization should be allowed because of its simplicity, transparency, and precise target�

ing of acquisition goodwill (iA�b, 2004, d0��dO10).

The data used in the prior literature (c.f. jennings et al., 2001, and Moehrle et al., 2001, and

others) are not representative of all jurisdictions because they come from a single country (the

u�) where very long amortization periods were applied. for example in the sample of norris and

Ayres (2000), the mean amortization period was 36 years. Hence, this paper revisits the issue of

the value relevance of goodwill amortization by using data with shorter amortization periods

until 2004, finland provided an excellent laboratory for tests of the value�relevance effects

of amortization period, due to the (exceptional) finnish accounting standard concerning the

amortization of goodwill, with a five�year amortization period as the main principle, and with an

absolute 20�year maximum amortization period. building on the evidence of barth and clinch

(1��6), �ev and �ougiannis (1��6), and bublitz and �ttredge (1�8�), it is posited that capitalized

goodwill, the amortization of new goodwill, and impairment write�offs of goodwill are more

value relevant for firms that determine a ‘short amortization period’ (five years or less) as opposed

to a ‘long amortization period’ (more than five years).

This paper provides evidence that capitalized goodwill, the amortization of new goodwill,

and impairment write�offs of goodwill were more value relevant if firms applied a five�year am�

ortization period as opposed to an amortization period exceeding five years. we conclude that

the goodwill amortization practice does provide relevant information for investors, provided that

amortization periods are kept sufficiently short in order to better reflect the economic life of the

underlying assets. 
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