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Introduction

‘Because of the decreased stock markets AEX-funds will impair milliards of euros at the end of December 2008 due to take-overs at which large amounts of goodwill has been paid. This is expected by experts and firms themselves. At the end of September the 25 AEX-firms have already impaired 30 milliard euros. This is more than 10 percent of their total equity. Analysts at Duff&Phelps have counted that this amount will increase till 80 milliard euro.’ (Financieele Dagblad 2008)

Goodwill arising on acquisition refers to the excess of the cost of the business combination over the acquirer’s interest in the net fair value of the identifiable assets, liabilities and contingent liabilities acquired on the date of the exchange transaction (IASB IFRS 3).

An explanation for paying goodwill is that an existing business has an infrastructure in the form of a customer base, technical expertise, managerial expertise, and many other intangible factors that create value over and above the identifiable assets and/or the purchaser expects to have synergy advantages (Herring 2002).

At the moment of an indication the company must test the goodwill for impairment. An indication could be e.g. declining market value, negative changes in markets, economy or laws or an asset is part of a restructuring or held for sale disposal. If such an indication exists, the entity shall estimate the recoverable amount of the asset. The recoverable amount of an asset or a cash-generating unit is the higher of its fair value less costs to sell and its value in use. If, and only if, the recoverable amount of an asset is less than its carrying amount, the carrying amount of the asset shall be reduced to its recoverable amount. That reduction is an impairment loss. The annual impairment test for a cash-generating unit to which goodwill has been allocated may be performed at any time during an annual period, provided the test is performed at the same time every year. (IASB IAS36)

The goodwill impairment announcement is the disclosure of the size of the goodwill loss as a consequence of the impairment. 

Research goal 

As mentioned in the introduction, 30 million euro of goodwill was impaired at 22 September 2008 (10% of the equity) and this could increase till 80 million. Snell (2008) has found out that half of the funds in the AEX-index have a goodwill amount which is more than 30% of the book value of their equity. Even a few had an amount which was double of their equity. Conclusion: goodwill is an important and large amount on the balance sheet. If a large part of this goodwill amount must be impaired, the operation results and the profit will decline. Since many analysts are following large companies and have made an expectation of the annual earnings which are already anticipated in the stock price, it is possible that this loss is already expected and will not lead to a reaction on the stock market. However if the amount of the impairment loss deviates from the expectation the loss has information content. Consequently, the stock market will react. This research will investigate if the goodwill impairment loss has information content, so if the market reaction is significant. 
Research question & sub-questions

To investigate if the reaction on the stock market differs between companies with and without a goodwill impairment loss the research question will be:

Is the reaction on the stock markets DAX, FTSE 100 and AEX as a consequence of the annual earnings announcements of 2005 till 2008 different when a firm has impaired goodwill compared to a company without a goodwill impairment with respect to the price and volume?

To investigate this research question some sub-questions are developed:

At first it is important to have a good understanding about the research, so the most important definitions will be explained in the first chapter to answer the following question; 

· What is capital market research approach, information and measurement perspective, the event study, the current legislation, goodwill, goodwill impairment and common- and code law countries?
In the first chapter is background given to have a good understanding of the research. But it is essential to know what is investigated already, so the question will be;  

· What are the results of previous research?

On basis of the previous research and the research question, the hypotheses will be defined. Those hypotheses will be tested and lead to the answer of the research question. So the question now is;  

· Which hypotheses will be tested?

After defining what will be tested, is it important to determine the method which will be used for the research; 

· Which method will be used? 

When the method is determined, a sample and the needed data have to be defined;

· Which sample will be used and which data are needed?

Now it is clear what will be investigated, with which method and the sample. After accomplishing the tests, results will follow and have to be given; 

· What are the results from the tests?

However, these results are only figures and need an interpretation to make it information. So are the hypotheses correct or not and consequently, what is the answer on the research question;

· What can we conclude from these results?

Unfortunately, although the best job is done, there are always some limitations while doing the research. And when doing the research some other questions arise, so what can be investigated in researches following; 

· Are there some limitations in this research and are interesting questions arise which can be investigated in investigations following?

The capital market research

The approach that will be used in this paper is the capital market research. Capital market research is in many cases used to investigate the reactions of the equity market to announcements of company information (Deegan and Unerman 2006). If an impairment announcement incorporates some degree of information content, a price change will occur around the time of the announcement. This is because investors react to the release of new information. On the other hand, if there is not a price reaction on the equity market, the release of information does not provide new information to the market. According to the efficient market hypothesis (EMH) the market adjusts the prices rapidly in order to fully incorporate information into share prices when the information is released (Fama et al. 1969).

A goodwill impairment announcement has information content if its release alters investors’ beliefs regarding the attributes they value, such as claims to future dividends. (Landsman and Maydew 2001). 

Previous researches have investigated if there is a market reaction due to the goodwill impairment announcement. However, the results of these investigations do not match. Some concluded that the announcement has information content (e.g. Hirschey and Richardson 2003, Li et al 2005), as others find no significant reaction (e.g. Machiels 2008). According to Van Triest & Weimer (2004) this could depend on the causes why a goodwill impairment has been done. Are these factors only known by the company, or are there problems that also damage other companies in the same industry? If the latter occurs, it is expected that the security price already has changed before the actual goodwill impairment announcement takes place. This is the result of the information accessibility of information of other companies in the same industry who also release announcements. Moreover, the information content of an announcement could be minimal, because investors have the possibility to get information from other sources that provide information about a company. On the other hand, if the problems are company specific and this information is not known outside the company before the actual announcement, the information content of the announcement release will be bigger and as a result will have a relatively bigger price reaction on the capital market

Relevance

Like written before, a goodwill impairment announcement could lead to a reaction. However, it is not easy to investigate if this reaction is caused by the impairment announcement, since write-offs rarely are disclosed in isolation of other news. Annual earnings reports are the most common. In much smaller frequencies changes in dividends, unusual non-write-off-related losses and unusual gains are reported at the same time as the write-off (Francis et al 1996). Some studies (e.g. Machiels 2008) use only isolated goodwill impairment announcements. One disadvantage of this method is that useful announcements are not collected and used in the sample and a second one is that the sample is relatively small. In this research another method will be used, so more announcements could be used. In this research the annual earnings announcements are not a problem, but are, on the contrary, a useful item. After all, the reaction on the stock market due to the annual earnings announcement of companies without an impairment will be investigated. The reaction will be compared with the reaction for earnings announcements of companies with an impairment. This will be the only difference between the groups of companies. Both groups have nearly the same size of revenue and profit of continuing operations (appendix B).

Besides, as so far the consequence of the goodwill impairment loss announced with the annual earnings is not yet investigated with this sample (Germany, United Kingdom & the Netherlands). 

Methodology & Sample

The annual earnings announcements of 2005 till 2008 of firms registered at the DAX (Germany), FTSE 100 (U.K.) and the AEX (Netherlands) are divided into three groups; one without a goodwill impairment (269 items), one with a not earlier announced goodwill impairment (99 items), and one with an earlier announced goodwill impairment (23 items). 2005 will be the first year, because of the adoption of IFRS at January 2005 in Europe. For all groups, the abnormal trading volume (AVOL) and the abnormal stock price volatility (AVAR) will be calculated and compared to each other. Consequently, there can be concluded if due to the goodwill impairment announcement the reaction of the stock market to an annual earnings announcement differs from a firm without a goodwill impairment. 

The sample will exist of firms registered on the DAX (Germany), FTSE 100 (UK) and AEX (Netherlands). These countries are chosen because of their original laws. The U.K. can be defined as a common-law country and Germany as a code-law country. Common law countries provide companies better access to equity finance than code law countries and common law countries have more and better laws to protect shareholders. Because of the higher protection of shareholders in common-law countries by law, debt is more likely to be public (i.e., issues to parties who are not privately informed about the issuer’s finances) in common-law countries. To satisfy the larger demand for transparency, the companies have to provide timely public disclosure to resolve the information asymmetry. High disclosure is a characteristic of common law countries generally. On the other hand, in code-law countries debt tends to be private (not publicly issued or traded), and shareholders tends to be concentrated in institutions such as banks (individual shareholders own comparatively little stock). In code-law countries is the number of contracting parties small, by which managers have close relations with intermediaries. Because information asymmetry is more likely to be reduced by ‘insider’ access, the demand for public disclosure in code-law countries is not as great as in common-law countries, (Ball 2000). Code-law income is substantially less timely and less conservative than common-law income. 

The definition for the Netherlands is more difficult. In some investigations is the Netherlands defined as common-law (Garcia Lara et al 2003), but in the other as code-law (Jong et al 2004 and Knoops and Vergoossen 2006). Consequently, it will be very interesting for this research to investigate if results of the Netherlands are indeed different from common-law (UK) and code-law countries (Germany). 
Event studies attempt to ascertain the information content of an earnings announcement (EA) by examining the market reaction in a short window surrounding the announcement. The event study methodology builds on the assumption that it is possible to isolate the part of a stock’s return which concerns a particular event. This is done by using a model to estimate the normal return and volume, i.e. the stock’s return and volume if the event had not happened. The abnormal return and volume, which the event generates, is found as the difference between the actual return and volume and the estimated normal return and volume. The information content of an event is then examined by evaluating the abnormal returns volume around the announcement date. In this study the EA date is set to day 0. The AVOL and AVAR will be calculated for the three-day earnings announcement event window (t-1; t0; t+1), as prior research has found most of the reaction occurs during that period (Bamber 1997). Since companies can announce their earnings at the end of the day, the reaction can not only be measurable that day, but also the next day. Consequently, it is important to measure the effect the day after the announcement. Unlike the abnormal volume measure, the volatility measure must be positive. AVAR’s between zero and one and AVOL lower than zero are indicative of smaller than normal volatility and when AVAR is greater than one and AVOL higher than zero the volatility is larger than normal. 

Structure

To answer the research question, first a literature framework will be given in section 2. The definition of the capital market research approach, information and measurement perspective and the event study, current legislation, goodwill, goodwill impairment and code- and common-law countries will be given. Section 3 gives an overview of previous research related to this subject. Section 4 describes the hypothesis development. The research design will be discussed in section 5. The results of the empirical research will be given in section 6. Finally, in section 7 are an analysis of the results of the empirical research and the limitations of this research defined and opportunities for further research are given. 

2. Theoretical framework

This section first describes the capital market approach. Afterwards the definitions of the following will be discussed: information and measurement perspective, event study, current legislation, goodwill, goodwill impairment test and common- and code-law countries.

 2.1 Capital Market Research Approach

The approach that will be used in this paper is capital market research. According to this research, statistic relations between financial information, and share prices or returns will be investigated. In other words; the reaction of capital markets to financial reporting. Transactions on the equity market are the consequence of the reactions of investors and will affect the prices and returns of the shares (Deegan and Unerman 2006).

Capital market research is in many cases used to investigate the reactions of the equity market to announcements of company information. This research examines the aggregate behaviour of investors to the release of accounting information instead of looking at the reaction of individuals. The latter is classified as behavioural research; instead of looking at the reaction of investors, this kind of research also investigates the reaction of other types of users like creditors or auditors. Capital market research considers only the aggregate effect of financial disclosures on investors (Deegan and Unerman 2006).

This research will focus on the capital market reaction around the time of a goodwill impairment announcement disclosed with the annual earnings announcement. If such an announcement incorporates some degree of information content, a price decline or increase will occur around the time of the announcement. This is because investors react to the release of new information. On the other hand, if there is not a price reaction on the equity market, the release of information does not provide new information to the market. An explanation for this reaction is that investors have anticipated the information content of the release prior to the official announcement. Investors react positive if an increase of the share price occurs around the time of the release of new information. The reverse will happen if there is a negative reaction to information. This reaction is evidenced by a price decrease of the share (Deegan and Unerman 2006).

The above reactions are a consequence of the efficient equity market. Market efficiency is defined in consensus with the efficient market hypothesis (EMH). This means that the market adjusts the prices rapidly in order to fully incorporate information into share prices when the information is released (Fama et al. 1969). 

There are three possible hypotheses concerning market efficiency. 

· Security prices, on average, reflect all public and non-public information at every moment, market efficiency is assumed to be strong. 

· A second form is the weak efficiency perspective. This one states that only information about past prices and trading volumes is reflected by the price of a share. 

· The third variant, semi-strong form efficiency, assumes that all publicly available information is impounded in the price. Important information is not neglected by the investors so that a reaction will occur on the market if new information is released by a company. Note that not publicly available information is not reflected by security prices according to the semi-strong form.

Capital market research presumes that equity markets are semi-strong so that publicly available information is rapidly and fully impounded into security prices in an unbiased manner when it is released. If an earnings announcement of a firm incorporates some new information, this will be reflected by a change of the share price of the aforementioned company according to the semi-strong hypothesis. (Deegan and Unerman 2006)

Considering market efficiency it is important to look at the relationship between share prices and information releases. An earnings announcement is an example of a financial disclosure. Share prices represent expectations about future earnings of a company. If a firm publishes new information and the share price changes, investors have reacted to this release because they expect a change of future earnings of that company. The investors revise their expectations of the future earnings of the considered firm. This occurs when information is useful. As a consequence, the usefulness of information can be determined by using share prices and returns as benchmarks. This is possible because capital market research presumes semi-strong market efficiency and makes use of various sources of accounting information. If an announcement has information content, a price reaction occurs. (Deegan and Unerman 2006)

2.2 Definition of the information and measurement perspective and the event study 
Two perspectives are developed concerning the empirical relation between particular accounting numbers and stock market values (or changes in values):

From the information perspective on decision usefulness of information a share price reaction is expected on the issuance of new information. Information is useful and has information content if it leads investors to change their beliefs and actions, resulting in trading volumes and prices in capital markets (Scott, 2006). Studies investigate the association between unexpected accounting information (e.g. unexpected earnings) and unexpected returns (mostly called abnormal returns). 

The measurement perspective on decision usefulness implies the share price reaction based on the influence of the used method to value assets. For example the greater usage of fair values in financial statements proper, leading to a larger role for the financial statement proper to assist investors in predicting the firm’s fundamental value, that is the value the firm’s shares would have if all relevant information would be available to the public (Scott, 2006). 

The announcements of earnings and goodwill impairment losses are examples of accounting information. The literature concerning the market reaction on accounting information is extensive (e.g. van Triest and Weimer, 2004). Papers that are at least partially motivated by standard setting purposes are called value-relevance literature. This papers objective is to critically evaluate the standard-setting inferences that can be drawn from these value-relevance papers (Holthausen and Watts 2001). Studies investigating the value relevance of financial statement information observe the association between financial statement information and share returns and prices (Scott 2006). The question is how well accounting information captures information that is relevant to investors (Scott 2006). Holthausen and Watts (2001) discuss three types of investigations: 

· ‘relative association studies’: these investigations observe if there is a connection between the different calculation methods and the development of the market value for the long-term. Mostly the earnings between US GAAP and non-US GAAP are compared, by which the earnings definition that has a larger connection with the market value is considered as better. 

· ‘incremental association studies’: instead of the earnings definition above, it is only about the book value of one account. The related question is if this account has a relation with the developments of the market value for the long-term. The incremental association is typified by the regression-analysis.
· ‘marginal information content studies’: this type investigates the influence of an announcement on the market on the short-term. 

Because we are only interested in the book value the last two types of investigations could be useful to investigate the reaction of the market on the goodwill impairment announcement. Investigations of the third type are called event studies. These are used to analyse the reaction of the market due to a specific announcement, such as the earnings or the goodwill impairment announcement. 

Due to the short history of the goodwill impairment standard an analysis on the reaction of the market caused by the announcement is only possible through an event study. For type 2 of Holthausen and Watts (2001) a larger quantity of data is necessary then is available at the moment (Van Triest and Weimer, 2004).

The event study method is a powerful tool that can help researchers assess the financial impact of changes in corporate policy. The event study has many applications. In accounting and finance research, event studies have been applied to a variety of firm specific and economy wide events. Some examples include mergers and acquisitions, earnings announcements and issues of new debt or equity (MacKinley 1997). Using this method, a researcher determines whether there is an "abnormal" stock price effect associated with an unanticipated event. From this determination, the researcher can infer the significance of the event (McWilliams and Siegel 1997).
Using financial market data, an event study measures the impact of a specific event on the value of a firm. The usefulness of such a study comes from the fact that the effects of an event will be reflected immediately in security prices. Thus a measure of the event’s economic impact can be constructed using security prices observed over a relatively short time period. In contrast, direct productivity related measures may require many months or even years of observation. Central to an event study is the measurement of an abnormal stock return (MacKinkley 1997).

The event study method has become popular because stock prices are not subject to manipulation by insiders. Therefore, event studies, which are based on stock price changes, should measure the financial impact of a change in corporate policy, leadership, or ownership more effectively than a methodology based on accounting returns which could be subjective. Furthermore, the event study method is relatively easy to implement, because the only data necessary are the names of publicly traded firms, event dates, and stock prices (McWilliams and Siegel 1997).

The initial task of conducting an event study is to define the event of interest and identify the period over which the security prices of the firms involved in this event will be examined—the event window. The periods prior to and after the event may also be of interest. It is customary to define the event window to be larger than the specific period of interest. This permits examination of periods surrounding the event. For example, in the earnings announcement case, the market may acquire information about the earnings prior to the actual announcement and one can investigate this possibility by examining pre-event returns (MacKinlay 1997).

Appraisal of the event’s impact requires a measure of the abnormal return. The abnormal return is the actual return of the security over the event window minus the normal return of the firm over the event window. The normal return is defined as the expected return without conditioning on the event taking place. The normal return could be calculated at different manners, as given in section 3.3. However, I will use the normal return measured as the market return corrected by firm specific parameters (α is intercept term, β is systematic risk of stock i). These parameters are calculated from individual regressions on the estimation period. The estimation period is most often defined as a period preceding the event, sufficiently long to estimate properly what should happen in the absence of an event (Aktas et al 2003). However, the estimation period can also be after the event of both before and after. 

For firm i and event date t the abnormal return is (MacKinlay 1997). 

A ri,t = (Ri, t / Ri, t-1) – (ai + βi Rmt – ai + βi Rmt-1).

Where Ri,t is the closing rate of firm i on day t, and Rm, t the closing rate of the concerning market index (AEX, DAX, FTSE100) on day t. ai and βi are the parameters calculated during the estimation period of firm i. Consequently, A ri,t is the abnormal return of firm i on day t.

Limitation

Given that this method is increasingly used to assess the impact of managerial decision making, it is important to consider whether it has been implemented correctly, whether results have been reported clearly, and whether the interpretation of results has been appropriate. It is well established that the usefulness of this analytical technique depends heavily on a set of rather strong assumptions (Brown & Warner, 1980). 

The inference of significance relies on the following assumptions: (1) markets are efficient, (2) the event was unanticipated, and (3) there were no confounding effects during the event window (McWilliams and Siegel 1997). If these assumptions are violated, the empirical results may be biased and imprecise, and, therefore, basing conclusions on them is problematic (McWilliams and Siegel 1997).

2.3 Current legislation

Since 2005 all listed companies within the European Union are obliged to apply IFRS (International Financial Reporting System) into their consolidated accounts which will be publicised at least once a year. This must lead to ‘a better comparability of annual reports’ and ‘contribute to an efficient and cost effective working of the capital market’ (Verordening EG 2002). The fundamental idea of this system is the increasing use of fair value so that companies need to report according to actual prices.
The IFRS are the expanded and elaborated International Accounting Standards (IAS). The IASB is responsible for the creating and implementation of the IFRS.
The International Accounting Standard Board can not enforce firms to use the IFRS. She is dependant of the local government, who can force companies to use IFRS by their legislation. 
2.4 Definition of goodwill

Considering the aim of this paper, it is useful to describe goodwill arising on acquisition. 

An existing business with a fortunate operating history normally has an infrastructure in the form of a customer base, technical expertise, managerial expertise, and many other intangible factors that create value over and above the book value of the identifiable assets. This extra value, called goodwill, can only be reported in the financial statements of a business enterprise after a business combination transaction (Herring 2002). In the accounting sense, goodwill can be thought of as a ‘premium’ for buying a business. One characteristic of goodwill that has emerged over the 20th century is that it cannot be separated from the business. In other words, it cannot be sold without selling the associated business (Fontanot 2003). 

For this study the following definition of goodwill will be used:

‘’Goodwill arising on acquisition refers to the excess of the cost of the business combination over the acquirer’s interest in the net fair value of the identifiable assets, liabilities and contingent liabilities acquired on the date of the exchange transaction (IASB IFRS 3).’’

Another possible form of goodwill is inherent goodwill. This kind of goodwill is the non-physical, non-current rights of an entity that give it a preferred or exclusive position in the market (Cunningham 2002). Unlike purchased goodwill, inherent goodwill is not subject to a market transaction. It is therefore not capable of valuation in the same way as purchased goodwill, and its value merely reflects the value to a particular party at a given point in time. According to IAS 38, Intangible Assets (IASB IAS 38), internally generated goodwill shall not be recognized as an asset, because it is not an identifiable resource controlled by the entity and it cannot be measured reliably (Tollington and Liu 1998). Concluding, this kind of goodwill is not used in this research. 

The International Accounting Standards Board (IASB) aims for international convergence and global harmonization. In March 2004, this board issued a new International Financial Reporting Standard (IFRS), namely IFRS 3, Business combinations (IASB IFRS 3). According to this standard, all entities must discontinue amortizing goodwill and must test the goodwill for impairment annually instead. The impairment of assets is prescribed by IAS 36 and will be discussed in the next paragraph (IASB, IAS36). The accounting treatment for most intangible assets is described in IAS 38. However e.g. goodwill arising on acquisitions is not discussed in IAS 38, but in IFRS 3 business combinations. (IASB IAS38)

All listed companies within the European Union are obliged to apply IFRS into their consolidated accounts since 2005. IFRS 3 requires all business combinations within its scope to be accounted for by applying the purchase method. In terms of the new standard, goodwill acquired in a business combination is an asset and must initially be measured at cost (IFRS 3 par.51). After initial recognition, the acquirer must measure this goodwill at cost, less any accumulated impairment losses (IFRS 3 par.54) (IASB IFRS 3).

IFRS 3 has the objective to specify the financial reporting by an entity when it undertakes a business combination. A business combination is bringing separate entities together into one reporting entity which obtains control over de separate entities, the acquirer. To calculate the purchased goodwill the following steps are taken (IASB IFRS 3):

(a) An acquirer is required to measure the cost of a business combination as the aggregate of the fair values of assets, liabilities, and equity instruments of a target at the date of the take-over in exchange for control. Moreover any costs directly attributable to the combination need to be calculated and is a part of the measurement. 

(b) An acquirer is required to recognize separately the target identifiable assets, and (contingent) liabilities that correspond with the following recognition criteria at the date of the acquisition: 

       (i) it is probable that any associated future economic benefits will flow to the 
 acquirer when an asset other than an intangible asset is recognized, and its fair  

           value can be measured reliably; 

       (ii) it is probable that an outflow of resources embodying economic benefits will be  

            required to settle the obligation when a liability other than a contingent liability  

            is recognized, and its fair value can be measured reliably; and

       (iii) the fair value can be measured reliably in the case of an intangible asset or a  

             contingent liability,

(c)  The standard requires the identifiable assets, liabilities and contingent liabilities that satisfy the above recognition criteria to be measured initially by the acquirer at their fair values at the acquisition date. 

(d) The standard requires goodwill acquired in a business combination to be recognized by the acquirer as an asset from the acquisition date, initially measured as the excess of the cost of the business combination over the acquirer’s interest in the net fair value of the target’ identifiable assets, liabilities and contingent liabilities recognized in accordance with the criteria stated in (b).

2.5 The impairment test

Companies who use the IFRS 3 (Business Combinations) must capitalise their goodwill, but they do not have to write off (IFRS 3.54) (IASB IFRS 3). Instead an impairment test must be accomplished on a minimum of once a year. 

How to test the decrease of value and how the procedures need to be accomplished, is defined in standard IAS 36 (Impairment of Assets). This standard gives a prescription of the different procedures an entity makes use of in order to be certain that the assets on the balance sheet are not higher than their recoverable amount. There will be an impairment loss if the carrying amount, also defined as the book value of an asset, is higher than the recoverable amount. As a result, the carrying amount needs to be reduced to the recoverable amount on the balance sheet. The IASB gives a definition of the recoverable value: ‘The recoverable amount of an asset or a cash-generating unit is the higher of its fair value less costs to sell and its value in use’. If this recoverable value of an asset is lower than the carrying amount, the asset is described as impaired with the result that the entity needs to recognize a loss due to the impairment.
When there is an indication of a decreasing goodwill value, the entity is obliged to estimate the recoverable amount of the asset. An entity needs to test goodwill that has been acquired in a business combination for impairment at least annually.

2.6 Common law versus code law

Since the U.K., Germany and the Netherlands have different origins of their laws and have consequently different ways of financing the entity, this could have influence on the reaction of their investors. This will also be investigated in following chapters. To have a good understanding of these differences, in this paragraph the differences between common and code law countries will be explained. 

Several scientists (Ball (1999), Ball (2000), David and Brierley (1985) and La Porta (1997)) have investigated the difference between accounting standards (before the adoption of IFRS) in several countries. They often have made a separation between common-law countries such as the UK, US, Australia, Canada and their formal colonies, and code-law countries such as French, Germany, Scandinavian and their colonies. 

English law is common law, made by judges and subsequently incorporated into legislature. Common laws, including accounting standards, evolve by becoming commonly accepted in practice. Such standards arise in an accounting market, not in government. French, German, and Scandinavian laws, in contrast, are part of the scholar and legislator-made code law tradition, which dates back to Roman law (David and Brierley (1985)). Code-law countries originate from collective planning in the public sector. Code-law accounting standards are established by governments or quasi-governmental bodies. The code prescribes regulations ranging from abstract principles (e.g., ‘prudence’) to detailed procedures (e.g., the format of financial statements). 

La Porta et al (1997a) find strong evidence that the legal environment has large effects on the size and breadth of capital markets across countries. First, common law countries provide companies better access to equity finance than code law countries. Second, in the area of protection against expropriation by insiders, common law countries protect both shareholders and creditors the most. These results give an indication that low shareholder protection may be the reason why some legal origins have smaller equity markets as well as lower access of firms to equity finance. It is actually quite striking to see that France has 8 listed firms per million people, Italy has 4, and Germany has 5, compared to 36 in the United Kingdom, 30 in the United States, and 128 in Israel.  (La Porta et al 1997b).

So, the shareholders in common-law countries are better protected by the law. Consequently, debt is more likely to be public (i.e., issues to parties who are not privately informed about the issuer’s finances) in common-law countries which have more market-oriented institutions. Stockholders and analysts play a larger economic role in monitoring company management (Ball 2000). This system is so called a shareholder approach. To satisfy the larger demand for transparency, the companies have to provide timely public disclosure to resolve the information asymmetry. High disclosure is a characteristic of common law countries generally. Besides this, under the shareholder model shareholders alone elect members of the governing board and payouts are less closely linked to current-period accounting income (Ball 1999). 

On the other hand, in code-law countries debt tends to be private (not publicly issued or traded), and shareholders tends to be concentrated in institutions such as banks (individual shareholders own comparatively little stock) (Ball 2000). Stock voting typically is dominated by banks, due to their large-block holdings (Köndgen 1994). In planning-oriented code-law countries, standard-setting and enforcement primarily are public-sector functions. Politicization leads to a ‘stakeholder’ model in which major parties contracting with firms, suppliers of capital (typically banks), labour, major customers or suppliers, and government, are represented in both writing the accounting code for firms generally and in the governance of individual corporations.

In the code law system debt tends to be private and the larger shareholders tend to be concentrated in institutions (such as banks). Consequently, the demand for public disclosure in code-law countries is not as great as in common-law countries, because information asymmetry is more likely to be reduced by ‘insider’ access (Ball 2000). Code-law income is substantially less timely and less conservative than common-law income. Timely is defined as the incorporation of economic income in contemporaneous accounting income. (Ball 2000) Conservatism is the extent to which current-period accounting income asymmetrically incorporates economic losses and gains. Current-period income then tends to be viewed as the pie to be divided among groups, as dividend to shareholders, taxes to governments, and bonuses to managers and perhaps also employees (Ball 1999). Because the government makes the laws and their income are from taxes, the tax laws and accounting standards are closely related. 

As said in the beginning of this chapter the UK is defined as a common-law country and Germany as a code-law country. The definition for the Netherlands is more difficult. In some investigations is the Netherlands defined as common-law (Garcia Lara et al 2003), but in the other as code-law (Jong et al 2004, Knoops and Vergoossen in 2006). In the Netherlands the basis of the accounting standards is embedded on the prescriptive regime of Roman law (code), but it allows professional judgment (common) (Radebaugh et al. 2006).

The Netherlands could be considered as a code law country as the Dutch GAAP protects the interests of all stakeholders and not only one particular group. (Knoops and Vergoossen, 2006). This agrees with the main conclusion of Jong et al (2004) that shareholders do not have any significant influence on management in the Netherlands. Moreover, the Netherlands shows a strong preference and use of debt, as against use of outsider equity as a source of financing (de Haan and Hinloopen 2003). Furthermore, the Dutch accounting standards were influenced by the government; the Netherlands have a large influence of labour on corporate governance and there was a direct involvement of government in standard setting since the RJ standards were linked to the Dutch Civil Code. 

On the other hand, the Netherlands will be defined as a common law country since the Netherlands has a fairly small stock exchange, but many multinationals (such as Unilever, Philips, Royal Dutch) are listed on it. Besides that, The Netherlands have two separate laws for register tax and accounting earnings, which is a common law characteristic. Garcia Lara et al. (2003) stated that the Dutch law was earnings conservative.  
Consequently, it will be very interesting for this research if results of the Netherlands are indeed between de results of common-law (UK) and code-law (Germany) countries.  

This chapter has answered the first sub-question as described in the introduction; What is capital market research approach, information and measurement perspective, the event study, the current legislation, goodwill, goodwill impairment and common- and code law countries.
3. Previous research

The previous research could be separated in several parts. The first paragraph is about the information content of earnings in general. The second is about write-offs in general. The third part will discuss the reaction on the stock market after a goodwill impairment announcement in particular. In the fourth part the research of Brown and Warner (1980) will be discussed who have investigated the usefulness of different models. This chapter will end with a short conclusion. Appendix A summarizes previous research.

3.1 Information content and usefulness of accounting information

Beaver (1968) examines empirically the extent to which common stock investors perceive annual earnings to posses information value. He characterizes earnings as having information content if its release alters investors’ beliefs regarding the attributes they value, such as claims to future dividends. The change of expectations must be sufficiently large to induce a change in the decision-makers’ behaviour. The study makes use of a sample of 506 annual earnings announcements released by 143 New York Stock Exchange (NYSE) firms from 1961 up to and including 1965. 

This study investigates the investor reaction to earnings announcements, as reflected in the volume and price movements of common stocks in the weeks surrounding the announcement date. Beaver has chosen to investigate both volume and price because price tests reflect changes in the expectation of the market as a whole while volume tests reflect changes in the expectations of individual investors. Many researches (e.g. Hirschey and Richardson 2003, Sponholtz 2004 and Machiels 2008) are using abnormal returns to investigate if an announcement has information content to the market as a whole. However, according to Beaver, not only the price reaction, but also a volume reaction indicates if an announcement has information content. After all, investors have different risk preferences, so if they got new information, they will optimize their stock portfolio’s which results in a volume reaction. This does not have to result in a price change if supply and demand of the stock is equal. On the other hand, if all investors react to the news at the same way, or the bid and ask quantity is not equal, this will result in a price change. Concluded; both price and volume tests are important to conclude if an earnings announcement has information content. 

To investigate if the price and volume at the time of announcement reacts different compared to non-reporting periods, the residuals of price and volume will be calculated. The residuals are computed for each week t of the report period considering a total of 506 earnings announcements j. The calculation of the volume residual will be done with the following formula:
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‘age across firms for a given week f) may be nonzero, An inspection of its
distribution for the 261 weeks provides some interesting insights (see
Figure 2).

The distribution is skewed to the right, as indicated by the fact that 58
per cent of & are negative and 42 per cent are positive. The median of &
is —.02 and its mean is zero (again this must be true because of the me-
chanics of the regression computations). The e;’s are even more asym-
metrical, with 64.6 per cent negative and 35.4 per cent positive. One inter-
pretation of the asymmetry is that information s provided to investors in
discontinuous “lumps” rather than smoothly or continuously over time.

Residual Analysis for the Report Period. The residual, e;; , was computed
for each week ¢ of the report period for each of the 506 earnings announce-
ments j in the following manner:

Q= 1,143
j= 1,506
—8,, 48

= Vii— i — bV

where a; and b; were obtained from the regressions in the nonreport period.t”
Then the & was computed for each of the 17 weeks, and the results appear
in Figure 3. A positive residual implies above normal volume; negative,
below normal; and zero, normal volume.

The behavior of the volume residual is the same as that of the pry
analysis. There is a large peak in week 0, where the mean volume
proximately 30 per cent higher than during the nonreport period (ic.,
33/L12, mean residual in week 0/mean volume in the nonreport period)
and is about 40 per cent higher than the mean volume in the weeks prior

16 The probability that the expected value of the correlation eoefficient is less than
or equal to zero is less than 1 chance in 100,000.

# Note that the subseript i refers to firm i or security 7, but j refers to an earnings
‘announcement. Hence a; and b; may be used a maximum of five times; its frequency
of use will depend upon the number of earnings announcements of firm i or security
i included in the sample of 506 announcements.
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Vjt = Trading volume of firm i on day t
Vmt = Trading volume of the total market on day t 

i = number of firms

j = number of the announcement 

a i and b i were obtained from regressions in the non-report period (261 weeks excluding 17 weeks of reporting period).

Than [image: image2.png]


 was computed for each of the 17 weeks. A positive residual implies above normal volume/return, negative a below normal return and zero a normal return.

To calculate the abnormal price reaction, the residual,[image: image3.png]


, was computed for each week t of the report period and for each of the 506 earnings announcements j in the following manner;  
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variable (i.e.,, b;).® Efforts were undertaken to assess the extent of the
downward bias by computing b; for the sample firms, using monthly data
and Fisher’s Link Relative as a definition of By, . The median b; was .93,
suggesting the sample firms are of average riskiness relative to NYSE
firms (i.e., the firms that comprise the Fisher Index).

On the average, the association between Ry, and Ry, was low. Only 6
per cent of the variation in Ry can be explained by the variation in Ry,
as measured by the square of the average correlation coefficient. The im-
plication is two-fold: (1) Removing the influence of Ry should have little
effect upon the results, relative to what would have been obtained if &%,
were analyzed rather than u}, . (2) The explanatory power is much lower
than that obtained by King, suggesting that either weekly data have more
noise than monthly data or that Ru was not properly defined, or both,
The presence of either factor will make it more difficult to detect any price
effects of the earnings reports.

The distribution of U, (averaging across 143 firms, ¢ = 2, ---,261)
during the nonreport period is shown in Figure 5. Tt will be used as a basis
for assessing the significance of the U s observed during the report period.2

Price Residual Analysis for Report Period. The residual, uje , was com-
puted for each week ¢ of the report period and for each of the 506 earnings
announcements j in the following manner:

1o, 143

S, 506
,+8.
The residual was then squared and divided by the variance of the residuals
for its firm during the nonreport period, as follows:

uje = Ryt — ai — billue

*William F. Sharpe, “Capital Asset Prices: A Theory of Market Equilibrium
under Conditions of Risk,” Journal of Finance, XIX (September, 1964), 42542
2. Johnston, Econometric Methods (New York: MeGray-Hill, 1963), 14581
#Tho distribution is skewed to the right. One explanation for this phenomenon
is the leptokurtic nature of the underlying u;/’s (see Fama, op. cit.). The distribation
of u¥ is also skewed in the same direction. Although the mean of u} is one for each
socurity during the nonreport period, only 26 per cent of the observations exceed one.
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Rit = a measure of the price changes of security i during time period t

Rmt = a measure of average price changes during time period t for NYSE firms. 

The residual was then squared and divided by the variance of the residuals for its firm during the non-report period, as follows:

[image: image39.png]



Consequently, the average U jt was computed for each of the 17 weeks of the report period. If this ratio is greater than one, the residual price change is larger than normal and conversely for a ratio of less than one.  

It is important to note that the issue under consideration is of a positive rather than a normative approach. In other words, the question of concern is whether investors do react to earnings instead of whether investors should react on earnings (Beaver 1968).

Beaver concludes that the behaviour of the price changes uniformly supports the contention that earnings reports possess information content. Observing a price reaction as well as a volume reaction indicates that not only expectations of individual investors are altered by the earnings report but also the expectations of the market as a whole, as reflected in the changes in equilibrium prices (Beaver 1968).

In the 30-year span since Beaver’s seminal information content study (1968), concerns have been raised that there has been degradation in the usefulness of accounting information, particularly earnings. These concerns, that accounting has not kept up with changes in the U.S. economy and that information technology changes have made accounting information less timely than non-accounting information, have led many academics and practitioners to conclude that the information content of earnings has declined as a result (Landsman and Maydew 2001). 

In the paper which is written by R. W. Landsman and L. Maydew (2001), the authors examine changes in the information content of earnings over the period 1972-1998.  The sample consists of firm-quarter observations from a random sample of 1,000 firms each year during the period 1972-1998. The sample observations have quarterly announcement dates on Compustat, all dates and required information of the four quarterly announcements must be available on Compustat or by the Center for Research in Security Prices (CRSP) to be included. The total sample consists of 92613 announcements. 

This research uses a 3-day earnings announcement window and the two metrics which are also used by Beaver (1968): abnormal trading volume (AVOL) and abnormal stock price volatility (AVAR). Their AVOL measure is a modification of the Beaver abnormal volume measure that adjusts for an increase in trading volume on the stock market during the sample period. The estimation period is 650 days (t-345 till t+345, excluding t-20 till t+20). Landsman and Maydew exclude these 40 days (t-20 till t+20) to be sure that the estimation period is out of distortion.  
The regression of AVOL and AVAR on time indicates that each is significantly increasing over the sample period. They find no evidence of a decline in the informativeness of accounting information over the past thirty years, as measured by both abnormal trading volume and return volatility around quarterly earnings management. More important, their results suggest an increase over time in the informativeness of quarterly earnings announcements. They find no support for Lev and Zarowin’s (1999) claim that the changes in the economy have brought a decline in the informativeness of accounting, looking at abnormal trading volume and return volatility at earnings announcements (Landsman and Maydew 2001). 

After this result, Landsman and Maydew also examine if the apparent increase across time in the information content of earnings announcements can be explained by changes in the composition of the sample over time. The factors which are most likely to affect the information content of earnings according to prior research are investigated by a regression equation, this include industry proxies for intangible intensity, firm size, losses and sign of unexpected earnings. 

The results for the variables are as followed:

· The information content is greater for intangible intensive firms, perhaps because of increased predisclosure uncertainty about such firms; 

· AVOL and AVAR are lower for utilities, financial services and service firms; 

· The firm size is positively associated with AVOL and AVAR;

· AVOL and AVAR are smaller when earnings are negative;

· AVOL and AVAR tend to be higher (lower) when unexpected earnings are positive (negative).

The time trend on both AVOL and AVAR remains positive and highly significant, suggesting that the increase in the information content of earnings announcements over time is not caused solely by the changes in firm characteristics that they examine. 

Lev and Zarowin (1999) have investigated nearly the same question as Landsman and Maydew in 2001; has the usefulness of reported earnings decreased during the years? The used sample includes companies with the required data for the 20-year sample period, 1977-1996 on the Current and Research Compustat files. The "total sample", containing 3,700 to 6,800 firms per year. Of this sample, 1300 firms have data available for the whole period; the constant sample. Their sources of data are the 1996 versions of the Compustat (both Current and Research files) and CRSP databases.
To investigate the usefulness cross-sectional associations between stock returns and reported earnings, between the stock returns and the book value and between stock returns and operating cash flows (plus accruals) are calculated. The associations are calculated for each year of the sample period and both for the whole sample and the constant sample. The constant sample is used, to assess whether the documented weakening of the returns-earnings association is due to the addition of new firms to the Compustat database or that these new firms are generally equal to the old firms. 

They have indicated that there is evidence for assuming that the usefulness of reported cash flows, earnings and book (equity) value has been deteriorating in the last two decades of the 20th century. However reported earnings, cash flows and book value are more informative for firms with extended operating histories (the constant sample) than ‘new firms’ have. The explanation of Lev and Zarowin of this decreasing information content is that business change is primarily driven by increased competition, innovation or deregulation. The impact of change on firms’ operations and economic conditions is not adequately reflected by the reporting system in the last two decades in the 20th century. For example, according to the accounting system restructuring costs and R&D costs, regularly related to innovation and competition, the costs are taken at the moment these costs are noted, while benefits are recognized when they are certain. Consequently, the financial statements reflect the costs but not the benefits, and are therefore largely disconnected from market values which reflect the expected benefits along with the costs. This leads to a decrease in the value-relevance of financial information. Lev and Zarowin argue that the accounting for intangibles is where the accounting measurement process fails most seriously in reflecting enterprise value and performance, mainly due to the mismatching of costs with revenues. (Lev and Zarowin 1999).

The researches of Beaver (1968), Landsman and Maydew (2001) and Lev and Zarowin (1999) were based on US firms. The researches of DeFond et al in 2006 and Landsman et al in 2009 investigate if the information content differs between countries. Sponholtz (2004) investigates the information content in a smaller stock market; the Danish. 

The purpose of the study of DeFond M., Hung M. and Trezevant (2006) is (1) to examine cross-country differences in investors’ reactions to annual earnings announcements using event study methodology that allows them to infer the information content of the announcements, and (2) to identify country-level differences in the financial reporting environment that influence the announcements’ informativeness.

The sample consists of 53,197 annual earnings announcements from companies in 26 countries during the period 1995 through 2002 that are obtained from the I/B/E/S database. The countries are Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong Kong, India, Italy, Japan, Malaysia, Netherlands, Norway, Pakistan, Philippines, Portugal, Singapore, South Africa, Spain, Sweden, Switzerland, Thailand, U.K. and the U.S. 

They measure the information content of earnings announcements as the abnormal return variance around the earnings announcement date, where higher variance is consistent with greater information content of the announcement (Beaver, 1968; Warner, Watts, and Wruck, 1988; Bamber, Christensen, and Gaver, 2000; Landsman and Maydew, 2002). The abnormal return variance is the stock return variance over the event window (0,1), scaled by the stock return variance over the estimation window (t-120 till t-21). A two-day window [0,1] is chosen because ‘annual earnings are generally reported on newswires on day 0, and then disseminated via sources such as the Wall Street Journal on day 1. They regress measures of the information content of annual earnings announcements on four country-level structural factors. The four factors are as follows: 
(1) earnings quality is measured using a variation of the earnings management metric computed in Leuz, Nanda, and Wysocki (2003) (
footnote), where less earnings management indicates higher quality earnings; (2)  the likelihood of insider trading law enforcement using an indicator variable that changes from zero to one in the years after the first insider trading case is brought to court using data from Bhattacharya and Daouk (2002); (3) interim financial reporting frequency is measured as the number of times during the year that earnings are reported in a country (e.g., quarterly or semi-annually), and (4) financial disclosure (greater financial disclosure means, more transparent, more intensive and higher quality) is captured by the CIFAR accounting disclosure index (Center for International Financial Analysis & Research, 1995). Each regression is estimated annually and the significance of the coefficients is evaluated.

Country level model;

Average abnormal return variance = ß0 + ß1(Earnings quality) + ß2 (Insider trading enforcement) + ß3 (Interim reporting frequency) + ß4 (Financial Disclosure) + ε

The researchers concluded that high earnings quality and strong enforcement of insider trading laws strengthen the market reaction to annual earnings announcements, while more frequent interim financial reporting weakens the market reaction to annual earnings announcements. No evidence is found of an association between financial disclosure and annual earnings announcement informativeness. On average the information content of earnings is higher and is impounded into prices more quickly in countries with stronger investor protection institutions. 

Another commonly used measure to assess the information content of earnings announcements is abnormal trading volume. Thus, they repeat their analyses after replacing abnormal return variance in abnormal trading volume. They conclude that the results of this analysis are consistent with the results of the abnormal return variance. 

The study of Landsman, Maydew and Thornock (2009) examines whether the information content of earnings announcements increased in countries that mandated adoption of IFRS compared to countries that retained domestic accounting standards. To address this research question a sample is used of 28,143 earnings announcements between 2002 and 2007 from 16 countries that mandated adoption of IFRS and 11 countries that retained domestic accounting standards. The countries which adopted IFRS are Australia, Belgium, Denmark, Finland, France, Germany, Greece, Hong Kong, Italy, Netherlands, Norway, South Africa, Spain, Sweden, Switzerland and the U.K. The 11 countries without adopting IFRS are Brazil, Canada, China, India, Indonesia, Japan, Malaysia, Mexico, New Zealand, Taiwan and Thailand. 

Consistent with Beaver (1968) and Landsman and Maydew (2002) they measure information content of earning announcements based on abnormal trading volume (AVOL) and return volatility (AVAR) around firms’ earnings announcements, in the three-day event window (t-1 till t+1) The estimation period is 100 days (t-60 till t+60, excluding t-10 till t+10). 
Their findings:

· Findings from calculating average AVOL and AVAR before and after adoption indicate that firms from IFRS adopting countries experienced a greater increase in abnormal return volatility and abnormal trading volume than firms from non-IFRS adopting countries. 

· Further tests, and most important for my research, suggest that the increase in abnormal return volatility at earnings announcements is concentrated in countries with Scandinavian, Germanic, and French origins. One interpretation of these findings is that domestic accounting standards in countries of English origin may have been relatively similar to IFRS to begin with, so that the effect is concentrated in non-English origin countries that experienced a larger relative change in accounting standards upon adopting IFRS. Another interpretation is that other features of the financial reporting system in countries of English legal origin, including auditing and enforcement, yield similarly high quality accounting amounts when either domestic or international standards are applied.

Taken together, the findings indicate a positive association between adoption of IFRS and the information content of earnings. The evidence of an association is stronger for the abnormal return volatility (AVAR) measure of information content than with the abnormal trading volume measure (AVOL). The association is weaker for English origins countries. This could indicate that their accounting standards were relatively similar to IFRS and had already high quality. 

Corina Sponholtz (2004) examines the information content of earnings announcements in the Danish stock markets. Many studies (e.g. Landsman and Maydew 2002) have been conducted in the U.S. on examining the relationship between stock prices and earnings. The list of the European evidence is fairly short in 2004. According to Sponholtz the evidence presented in these articles can hardly be generalized to other European countries due to the varying accounting standards, information environments (see Alford, Jones, Leftwich and Zmijewski, 1993) and size of the stock markets across countries in Europe. Although these factors differ from my research, the used method and conclusion are still interesting to mention. 

Data will be used from stock firms listed on The Copenhagen Stock Exchange (CSE) on April 17, 2002 which report in accordance with the Danish Companies Account Act, excluding banks and insurance companies, during the period 1999-2001. The company’s stock is listed on the CSE the first day of the estimation period for a given earnings announcement.  

In this research the event study method with an 11-day event window (-5, +5) is used. The parameters of the model for the normal returns are estimated in an estimation period covering t -185; t -6. To estimate the normal returns, the market model is used, which Brown and Warner (1985) find is well-specified under a variety of conditions when using daily returns; 
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She calculates average abnormal returns which are significantly different from zero, indicating that the announcements do in fact contain information that is relevant and unexpected for the stock market. However, the market incorporates slowly the new information from the EAs in the stock price since the shortest time before the information is incorporated is 6 days. This indicates an inefficient market. On average when firms with disclosures of other information besides the earnings, for example changing of management, in the event period are deleted from the sample, the reaction starts on day -1 and is over by the fifth day after the announcement. In contrast with the reactions including other discloses, where the reaction is not over by the fifth day. This indicates that part of the slow adjustment found above can be explained by the presence of concurrent disclosures which also bring new information to the market. It is also still open to discussion whether a reaction time of 6 days is in accordance with an efficient market. Other studies have found similar results (Ball and Kothari 1991 and Pellicer and Rees 1999). 

These researches show that abnormal returns are often used to investigate if an annual earnings announcement has information content. According to Beaver (1968), Landsman and Maydew (2001) and DeFond et al (2006) not only the price reaction, but also a volume reaction indicates if an announcement has information content. Consequently, they also investigate the volume reaction due to the announcement. So investigating the price and volume reaction at and around the day of the announcement is a useful method to investigate the information content of the announcement of annual earnings. 

Beaver (1968), Landsman and Maydew (2001), Sponholtz (2004), DeFond et al (2006) and Landsman et al (2009) conclude that the announcement of annual earnings has information content. Likely, I will also find a higher price and volume reaction at and around the day of the announcement compared to the estimation period. 

Sponholtz (2004) conclude that also in small indexes the announcement has information content. Consequently, the reaction in the Netherlands will not significantly depend on the size of the stock market. However, DeFond et al (2006) conclude that ‘high earnings quality and strong enforcement of insider trading laws strengthen the market reaction to annual earnings announcements’. These are characteristics of common law countries (the U.K.). Consequently, a difference could be found between the reaction of the investors in the U.K., Germany and the Netherlands. 

3.2 Write-offs

The following papers all investigate the consequence of write-offs and the reasons why a firm could have done a write-down. The subjects of these papers are not consistent with my investigation, but the used method and even the conclusions are interesting. These papers show that the event study is frequently used. 

Strong and Meyer (1987) have investigated (1) the characteristics of firms announcing a write-down and (2) the effect of asset write-downs on shareholders stock return.

To investigate (1) the characteristics of firms announcing a write-down the sample exists of 120 U.S. firms announcing write-downs between January 1, 1981 and December 31, 1985 and per firm 15 firms in that industry which did not announce write-downs. A variety of accounting and financial data of the firms who did not announce an impairment were collected and weighted by total assets to construct an industry average for each measure (total return to shareholders, market:book ratio and cash flow per share). The actual measures for each of the 120 firms announcing write-downs were then compared to their industry averages to assess comparative performance. Afterwards each of the 120 write-down firms was matched by two control firms in the same industry and of approximately the same size. 
They conclude (I) that write-down firms are neither the strongest nor the weakest firms in their respective industries and (II) companies with a change in senior management have more chance of a write-down compared to companies without a change. This suggests that the impetus for write-downs is likely to emerge from within the firm, rather than from outside investor influences. 
To investigate (2) the effect of these write-downs 78 isolated write down announcement are used. Because an event study is used, all announcements with concurrent events around the time of an announcement (-5 ; +5) are deleted. An event study is used to answer the second question. The abnormal returns are calculated:

AR 
= Rit - α1+ß1[Rmt]

The estimation period is 150 days (t-210 till t-60). The event window runs from t-60, till +60 with the announcement date for each write-down standardized as t=0. The event period was subdivided into five intervals:

1) The entire pre-announcement period {t = -60 to t = -1)

2) The immediate pre-announcement period (t = - 11 to t = -2)

3) The announcement period (t = -1 to t = 0)

4) The immediate post-announcement period (t = +1 to t = +10)

5) The entire post-announcement period (t = +l to t = +60)

Two tests are used to determine the statistical significance of the excess returns: the t-test and the non-parametric sign test.
(2)  Only two months prior to the announcement and during the announcement period a negative reaction is measured. The other periods have a small increasing return. The data suggest that shareholders do experience slightly positive excess returns around the write-down announcement. However, none of the abnormal returns achieve significance at the 5 percent level. Thus, it appears that investors are neither greatly harmed nor helped by write-down announcements; there is also no evidence to suggest major wealth transfers away from shareholders. 

The purpose of the paper of Howard Bunsis (1997) is to determine write-offs with a increasing of decreasing cash flow lead to an other stock market reaction compared to writ-offs without an cash flow. 

The sample consists of announcements of write-offs reported on the Broad Tape of Dow Jones News Retrieval (DJNR) between 1983 and 1989. The final sample consists of 207 firms. 

The sample is separated in two groups; 1. write-offs which leads to increasing/decreasing cash flows in the future (for example; closing a plant). 2. write-offs not expected to have an effect on cash flows (only decreasing book value, no influence on operations). 

To answer to research question, the abnormal returns are calculated by the following formula;

AR 
= Rit - α1+ß1[Rmt]

The estimation window is 200 days after the event (+50; +250). Bunsis chooses a post-event estimation period because, in his opinion, firms undertaking write-offs have performed poorly in the periods before the write-offs, which could have biased the coefficients for this sample. However, his analysis indicates that use of a pre-estimation period does not significant alter the results
A 2-day window (0; +1) is used because some firms made the announcement either after the market closed or very late in the day. Therefore, the market may not have known of the announcement on day 0. A 2-day window rather than a longer window is used because as the window increases, noise is introduced into the returns-generating process. 
A weak negative abnormal return is found for the sample as a whole. When the sample is split in two groups, he concluded that the reaction of write-offs with large negative cash outflows is significantly larger, compared to those write-downs that do not affect cash flows. This could be due to the market reacting to these write-offs effect on dividend pay-outs on the investors. 

The major purpose of the study of Bartov, Lindahl & Ricks (1998) is to explore stock-price changes around write-off announcements (defined as material, infrequent charges against earnings for asset revaluations or provisions for future costs).
Bartov et al have searched for listed companies on the NYSE or AMEX with write-offs announcements between 1-1-1984 till 31-12-1985 on the Dow Jones News Service. Only announcements which arrive for the first time on the stock exchanges are used, not as it was already reported and disclosed before. The total sample consists of 373 announcements.

Long-term performance: To investigate the long-window stock-price reaction the annual return is constructed from daily returns. The following event periods are calculated: Year -2 (days – 502 to -253), year -1 (-252 to -3), year +1 (+3 to +252) and year +2 (+253 to + 502). 

They find that the announcements are preceded by prolonged stock-price declines. In the two-year period prior to the write-off announcement, the stock of firms exhibits a cumulative abnormal return (CAR) of -27%. Furthermore, in the year following the write-off announcement stock-price declines around 10%. These results indicate that while the market might partially anticipate the write-off announcement, it fails to fully incorporate all the value-relevant information into stock prices on a timely basis. 

Besides this, they also found out that firms who make announcements more often have a larger negative significant reaction on the stock market compared to companies with fewer announcements. 

Small period: The Cumulative Abnormal Return (CAR) is calculated for a four day event period (-2;+1) in the small period. To test if the abnormal returns over 4 days are significant the t-test and Wilcoxon-test are used. The findings support the conjectures that the market interprets write-down announcements as bad news.

These researches also indicate that investigating the information content of annual earnings by the use of abnormal returns is often done. 
They conclude that the announcement has information content, but investors have also already anticipated before the announcement and they fail to fully incorporate all the value-relevant information into stock prices on a timely basis since in the year following the announcement the stock price still declines (Bartov et al 1998)

Bunsis also found out that a pre-estimation period does not significant alter his results to the use of a post-estimation period. Consequently, it does not really matter for my research if I choose a pre- or post estimation period.   

3.3 Goodwill impairment announcements
If the goodwill impairment announcement has information content, the stock market should react on the information. The goodwill impairment announcement is an example of accounting information (van Triest and Weimer 2004). Writing-off is required when the entrepreneur expects that the current book value can not be earned back. In this case the direct or indirect turnover value is lower than the book value (Vis 2005).

Some researches have already investigated the relation between goodwill impairments and the reaction on the capital market. These were done by Hirschey and Richrdson (2003) Van Triest and Weimer (2004), Li (2005) and others. The results of these researches are as follows:

The paper which is written by Hirschey and Richardson (2003) investigates the consequence of announcing a goodwill impairment by the use of three methods. It examines 80 announcements considering goodwill impairments in the period 1992-1996 reported in the Wall Street Journal. 65% of these announcements were made at the same time companies reported losses, profit or other information. For robustness, three estimates of prediction errors (abnormal stock returns) surrounding goodwill impairment announcements are obtained. The single-factor market model is used to estimate the abnormal returns. Prediction errors are also estimated using ‘market-adjusted returns’ and ‘mean-adjusted returns’. 

These last two models are explained in paragraph 3.3. The cumulative average stock abnormal returns (CAR) are calculated during two days surrounding an impairment announcement (-1, 0), a one-year pre-announcement period (day -250, day -10), and one year post-announcement period (day +10, day +250). A 255-day estimation period is used; beginning 300 days before the event date, till 45 trading days before the event date. 

Hirschey and Richardson find out that goodwill impairment announcements have a negative effect on the ‘abnormal returns’. They also concluded that there were negative returns a year before the announcement. This means that investors anticipate a goodwill impairment announcement. Furthermore, they found negative abnormal returns one year after the announcement so that investors reacted insufficiently around the time of the publication of the impairment. The results of the three different models are consistent with each other. The announcement with information has nearly the same reaction (-2.91% till -3.4%) as the simple announcement (-2.2% till -2.9%). This could indicate that the other information has only an influence of 0.6% on the cumulative stock return. 

Van Triest and Weimer (2004) investigate the stock price reactions to announcements of goodwill impairment announcements in the Netherlands. They make use of 17 announcements in the period July 2001 till July 2003 found in ‘Het Financieele Dagblad’. Note that not all of these 17 announcements were given separate from other accounting information. 

‘Because of the short history of SFAS 142 (impairment of goodwill in the U.S. for financial years starting December 15th 2001) only an event study could be used (and not a regression-analysis)’. By using the ‘market adjusted returns model’ abnormal returns are computed in a 3-day period surrounding a goodwill impairment announcement (-1, 0, 1). Subsequently, cumulative abnormal returns are calculated to sum the abnormal return each day. 

Ar i,t = (Pit/Pi,t-1) – (AEXt / AEX t-1) 

Pit = stock price of firm i  at the end of day t
AEX t = value of AEX at the end of day t. 

To investigate if the reactions were significant, some statistic tests are used. Because of the small sample and large variance also two non-parametric tests are used; the binominal and the Wilcoxon-test. The parametric test used is the t-test. 

The authors conclude that the stock market prices declined significantly at and around the time of a goodwill impairment announcement according to the t-test and Wilcoxon-test. According to the binominal test only the market reaction during the three days is significant. The capital market reacts slightly on the announcement and its loss. Van Triest and Weimer assume that a goodwill impairment is anticipated by the investors and that the information content of the release is limited. Besides the returns also the trading volume between t-15 till t+15 is investigated. The trading volume of each day is divided by the average trading volume of the 31 day period. Only day 0 and day +1 have a significant volume variance.

Van Triest and Weimer suspect (no empirical research is done) that an impairment announcement does not inevitably incorporate information content and as a consequence will not lead to a reaction on the capital market per se. This depends on the cause why a goodwill impairment test is done. Are these factors only known by the company, or are there problems that also damage other companies in the same industry?

If the latter occurs, it is expected that the security price already has changed before the actual goodwill impairment announcement takes place. This is the result of the information accessibility of other companies in the same industry who also release announcements. Moreover, the information content of an announcement could be minimal, because investors have the possibility to get information from other sources that provide information about a company. On the other hand, if the problems are company specific and this information is not known outside the company before the actual announcement, the information content of the announcement release will be larger and as a result will have a relatively larger price reaction on the capital market (Van Triest and Weimer 2004).

The paper of Li, Shroff and Venkataraman (2005) has three objectives. The first one (1) is to test if the announcement of a goodwill impairment loss has new information about the firm to financial analysts and investors. Second (2), they examine whether the market anticipates the fact of the goodwill impairment and its magnitude prior to the company’s announcement of the impairment loss. Third (3), they inquire possible causes of a goodwill impairment. 

The sample consists of 385 goodwill impairment announcements made by U.S. firms from January 2002 to December 2003. These years are chosen, because the transition provisions of SFAS 142 (impairment of goodwill) are applicable in fiscal years beginning after December 15, 2001. They have excluded firms from the sample that announce a loss range rather than a specific amount. 95.5% of the firms announce the goodwill impairment losses simultaneously with quarterly or annual earnings during the three-day window. 

Li et al make use of some cross-sectional regressions in order to test (1) the consequences of a goodwill impairment announcement and to test (2) whether the market anticipated the impairment prior to the official announcement by the company. To test (3) if a goodwill impairment loss may be a consequence of overpayment for goodwill, they test whether the market reaction at the time of the original acquisition indicates that the acquirer overpaid for the target in the market’s perception. If the market believed that the acquirer overpaid for the target, they expect the market reaction to the acquisition announcement to be negative for the acquirer and positive for the target company. 

The research by Li et al. concludes that (1) a goodwill impairment announcement has information content to investors and financial analysts, because they react and adjust their short term and long-term expectations negatively as a result of the announcement. 

Moreover (2), they found out that the capital market anticipates a high impairment loss before the actual announcement has taken place. They found that, for large impairments, the impairment loss is negatively correlated with return performance over the prior two years period that largely coincides with the market collapse in late 2000 and 2001. Although the goodwill impairment has information content, for a significant number of firms the market has already anticipated before the announcement. 

(3) The fact that firms have negative performance in 2000 and 2001 leads Li et al to believe that perhaps the impairment itself may be a consequence of declining prices rather than the hypothesis that the market anticipated the impairment loss prior to its actual recognition by companies. They also find that firms announcing impairments are more likely to have overpaid for the target in acquisition made during the prior five years. 

‘In recent years the Financial Accounting Standards Board has passed many standards with the intent of shifting reported values from historical costs towards fair values. Critics, on the hand, argue that using fair value stimulates management to manipulate earnings. Consequently, it is important to understand how fair value accounting is implemented by managers as well as how it is interpreted by users of financial statements. Bens, Heltzer and Segal (2007) contribute in this debate by examining the impact of this change on the information content of the goodwill impairment’. 

The sample exists of 423 U.S. firms on Compustat that took goodwill write-offs or impairments of at least 5% of lagged assets over the period 1996-2003. 

They analyze if the information content of goodwill write-downs is changed following the implementation of SFAS 142. The following periods are defined; before (1996-2001), during (Q1+Q2 2002) and after the adoption (Q3+Q4 2002 & 2003) of SFAS 142. 

To examine whether the adoption of SFAS 142 alters the information content of accounting information the following regression is used for estimating: 

ARi = α0 + α1UEi + α2UWOi + α3UWOi*XIi + α4UWOi*POSTi 
Where AR is the 2-day window (0, +1) abnormal return for firm i; UE is unexpected quarterly earnings, excluding the goodwill write-off, using either a seasonal random walk model to form earnings expectations in one specification, or analyst forecast and actual amounts per IBES in another specification when such data are available (the sample size is reduced in this model because of lack of IBES coverage for some firms in our sample); UWO is the unexpected goodwill write-off, net of tax; XI is a dummy variable equal to one in the adoption period; and POST is a dummy variable equal to one in the post-SFAS 142 period. 

They explore whether there are certain firm fundamentals that are associated with the valuation of goodwill impairments in a cross-sectional analyses. The firm characteristics are: information asymmetry among market participants (proxy is analyst following), the ability of the firm to efficiently implement impairments tests (proxy is firm size) and the complexity of the firm’s structure (proxy is number of reported segments). These characteristics are included in the regression. 

H1: The information content of goodwill impairments changed following the adoption of SFAS 142

The abnormal returns are negative in all three periods. The mean returns are different from zero only in the non-adoption period; medians are significant in all three periods. There is no statistically significant difference between the short-window abnormal returns in the pre- and post SFAS 142 samples. Concluding, the information content of accounting data is not changed due to the adoption of SFAS 142.

H2: The information content of goodwill impairments is reduced for high analyst following firms

They conclude that the goodwill impairment is more informative when there are fewer analysts generating publicly available information about the firm. 

H3: The effect of analyst following on the information content of goodwill impairments changed following the implementation of SFAS 142

The association between the unexpected impairment and the event window returns declines significantly following SFAS 142 for the low analyst following firms. This is consistent with a loss of information content under the new accounting rule, in line with the predictions of SFAS 142 critics. 

H4: The information content of goodwill impairments is reduced for small firms

There is a negative and significant association between return and unexpected earnings for large firms. This could indicate that small firms are unable to effectively implement a goodwill impairment test that is informative to the market. 

H5: The effect of firm size on the information content of goodwill impairments changed following the implementation of SFAS 142

The firm size has no effect on the information content of impairments due to adopting SFAS 142.

H6: The information content of goodwill impairments is reduced for complex firms

They are unable to document any variation in the market reaction to the unexpected impairment due to firm complexity. 

H7: The effect of firm complexity on the information content of goodwill impairments changed following the implementation of SFAS 142

This lack of variation exists both pre- and post-142. This is not consistent with the claims of critics that goodwill impairments are less informative for complex firms due to the difficulty in assigning synergistic intangibles to various business units.
Machiels (2008) investigates the effect of goodwill impairment announcements on the capital market in the U.K., Germany and the Netherlands.  His sample exists of 34 separate goodwill impairment announcements between 2003 and 2007 of Dutch (15), German (6) and U.K. (13) companies listed on the AEX, DAX30 and FTSE100.  

‘Comparing the Mean Adjusted Model, Market Adjusted Model and Market and Risk Adjusted Model in previous researches, the conclusions of these models are consistent. Also Brown and Warner conclude in 1980 that more advanced models are not better than more simplified models’. This is why Machiels has chosen for the Market Adjusted Model.  By this model the abnormal returns during a 3-day period (-1, 0, 1) surrounding the impairment announcement is investigated. Consequently, the cumulative abnormal returns will be calculated during the three days for every company that announces a goodwill impairment. To investigate if the stock market reaction on the day of the announcement and the three-day period is significant a t-test is used. 

Besides, there is a relationship between goodwill impairment and manipulation of earnings; because of the subjective premises and assumptions of the goodwill impairment, the result of the test can be influenced. This gives opportunities to manipulate earnings. Although this sample is too small to investigate if a goodwill impairment is used to manipulate earnings, Machiels will make a conclusion based on his results. 

By investigating the reaction on the announcements on the capital market, Machiels concludes that the reaction on the goodwill impairment announcement is not significant. The market has already anticipated the loss. Although the announcement is not significant in general, there are differences between the three countries. The stock markets in the U.K. and Germany react negative to the announcement on the day of the announcement and the 3-day period. The Netherlands and all countries together react positive. However, these reactions are not significant. Considering the cumulative abnormal returns, only the reaction on the capital market of Germany is significantly negative. 

From these results Machiels concludes that a goodwill impairment is in general not a good method to manipulate the earnings, but for individual companies it could be a method. (Machiels 2008).

I will mention the following; the abnormal return on day 0 of the U.K. and Germany is -0,728% and -0,862% respectively.  The Netherlands has an AR of 1,338%. This is due to a maximum value of 22,726%. I suggest this value could have influenced the result significantly. Without this value the conclusion could be substantial different. 
All researches, except Machiels, conclude that the announcement of the goodwill impairment loss has information content since investors adjust their short term and long term expectations (Li et al 2005). So I expect that, and will test if, a goodwill impairment loss has information content. 
Hirschey and Richardson (2003) conclude that all three models lead to the same conclusion. Consequently, they do not concluded which model is the best model to use, so no model is pointed out as the best model to use for my research. Hirschey and Richardson also conclude that the reaction of a goodwill loss announced separate is less (-2.2% till -2.9%) compared to the goodwill loss announced with other information (-2.91% till -3.4%). Consequently, I expect to find out that an earnings announcement has information content (approximately 0.6%), but the information content of an earnings announcement with a goodwill impairment loss will be higher.  

Moreover, previous researches investigate the information content by investigating abnormal returns. Therefore I will conclude that this method is useful since many previous researches are using this method. 

Bens et al (2007) conclude that the information content of accounting data is not changed due to the adoption of SFAS 142, the American version of the goodwill impairment test. This agrees with the information that the write-offs (paragraph 3.2) have information content and the goodwill impairment loss also. However, this is not in compliance with the expectations of the investors who expect an increasing information content by the adoption of new standards. 

3.4 Model
A paper which is written by Brown and Warner (1980) examines various methodologies which are used in event studies to measure security price performance. The authors state there is a major concern in some event studies to determine the extent to which security price performance around the time of the event has been abnormal. The authors define abnormal as ‘‘the extent to which security returns were different from those which would have been appropriate, given the model determining equilibrium expected returns.’’

They construct 250 samples, each containing 50 securities. The securities are selected at random and with replacement from a population consisting of all securities for which monthly return data are available on the files of the Centre for Research in Security Prices (CRSP) at the University of Chicago. For each security, a hypothetical ‘event’ month is generated. Events are assumed to occur with equal probability in each month from June 1944 through February 1971. For a given sample, they use 100 months of data, from -89 through month +10 as return observations on each security for the period around the time of the event. Month 0 is the month in which the firm has been assigned an event.  

By employing observed stock return data, the researchers assess the likelihood that various methodologies will lead to Type I errors- rejecting the null hypothesis of no abnormal performance when it is true, and Type II errors- failing to reject the null hypothesis of no abnormal performance when it is false. The use of the different methodologies is simulated by repeated application of each methodology to samples which have been constructed by random selection of securities and random assignment of an event-date to each.

Brown and Warner (1980) concentrate on three different general models of the process generating expected returns. For each model, the abnormal return for a given security in any time period t is defined as the difference between its actual ex post return and that which is predicted under the assumed return-generating process.

The mean adjusted returns model predicts that a security’s expected return, Ki, is constant, but can differ across securities. The abnormal return of stock i in period t is the difference between the real (observed) return Rit and the expected return Ki. Ki is the mean measured during month -89 till -11. (εit = Rit – Ki) (Machiels 2008).

Rit = real (observed) return 

Ki = the expected return.
The market adjusted returns model assumes that expected returns are equal across securities, but not necessarily constant for a given security. Unlike the mean adjusted returns model, this method takes market wide movements into account which occurred at the same time as the experienced event. The expected ex ante return for stock i in period t is equal at Rmt. The abnormal return of stock i in period t is equal to the difference between the actual return Rit and the return of the market portfolio Rmt. (εit = Rit – Rmt) (Machiels 2008).

Rmt = the return of the market portfolio 
The third method, mentioned as the market and risk adjusted returns model presumes that some version of the Capital Asset Pricing Model generates expected returns. It takes into account both market-wide factors and the systematic risk for each security. (εit = Rit – (Rzt (1-βi) + βiRmt)

Rzt = the return on a minimum variance portfolio of risky assets which is uncorrelated with the market portfolio

βi = Beta-coefficient (systematic risk),

The authors conclude that when abnormal performance was present, the differences between the different methodologies were quite small; the mean adjusted returns methodology picked up abnormal performance as many times as the other methodologies. Moreover, they find that a simple methodology based on the market model performs well under a wide variety of conditions (Brown and Warner 1980).

Many relevant prior researches considering the stock price reactions as a result of goodwill impairment announcements make use of abnormal returns. To calculate abnormal returns some researchers apply one model e.g. Van Trieste and Weimer (2004) while others apply more models e.g. Hirschey and Richardson (2003). Researchers, who used different models, conclude that the results of the models are consistent with each other and confirm the results of Brown and Warner. Concluding, no explicit model is registered by previous researches as the best model to use for my research. 

3.5 Summary
Beaver concludes that the behaviour of the price changes uniformly supports the contention that earnings reports possess information content. In the 30-year span since Beaver’s seminal information content study (1968), concerns have been raised that there has been degradation in the usefulness of accounting information, particularly earnings. Lev and Zarowin’s (1999) claim that the changes in the economy have brought a decline in the informativeness of accounting. On the other hand, Landsman and Maydew (2001) find no evidence of a decline in the informativeness of accounting information over the past thirty years.  

DeFond M., Hung M. and Trezevant have investigated in 2006 if the reaction of investors to earnings announcements differs between companies. The researchers concluded that high quality earnings and strong enforcement of insider trading laws strengthen the market reaction to annual earnings announcements, while more frequent interim financial reporting weakens the market reaction to annual earnings announcements. No evidence is found of an association between financial disclosure and annual earnings announcement informativeness. On average the information content of earnings is higher and is impounded into prices more quickly in countries with stronger investor protection institutions.
Landsman, Maydew and Thornock (2009) suggest that the increase in abnormal return volatility at earnings announcements due to the adoption of IFRS is concentrated in countries with Scandinavian, Germanic, and French origins. One interpretation of these findings is that domestic accounting standards in countries of English origin may have been relatively similar to IFRS to begin with, so that the effect is concentrated in non-English origin countries that experienced a larger relative change in accounting standards upon adopting IFRS. 

Sponholtz have investigated the reaction in Denmark and conclude that earnings announcements have information content, but the market is not efficient. 

The papers of Strong and Meyer (1987), Bunsis (1997) and Bartov et al (1998) indicate that investors react slightly as a consequence of the write-down. The small reaction is perhaps a consequence of the anticipation of the announcement. However, the market fails to incorporate all the value relevant information on a timely basis, since there is still a negative reaction a year after the announcement. This reaction is higher when there is a large negative cash flow effect, or when companies announce asset write-downs more often. The companies announcing a write-down are neither the strongest nor the weakest firms in their industries. However, companies with a change in senior management have a larger change of a write-down.  

Also the results to the question if goodwill impairment announcements have information content are not consistent. Hirschey and Richardson (2003), Van Triest and Weimer (2004), Li et al. (2005) and Bens (2007) conclude that a reaction on the capital market is negative. However, they also found out that the capital market anticipates a part of the impairment loss before the actual announcement has taken place, because a cumulative abnormal return (CAR) of -27% is found by Bartov et al (1997) one year before the announcement. Machiels (2008) on the other hand found no significant reaction as a result of the goodwill impairment loss. However, I suggest that deleting an extreme value could change his conclusion.
Brown and Warner (1980) examine various methodologies which are used in event studies to measure security price performance. The authors conclude that when abnormal performance was present, the differences between the different methodologies were quite small.
This chapter had answered the second sub-question as defined in the introduction; what are the results of previous research? The next chapter will discuss the third sub-question; which hypothesis will be tested?
4. Hypotheses

In this chapter the hypotheses are defined which are going to be tested for the empirical research of this thesis. These hypotheses are based on the research question and on the analysis of previous research described in Chapter 3.

As a reminder, the research question is as follows;

Is the reaction on the stock markets DAX, FTSE 100 and AEX as a consequence of the annual earnings announcements of 2005 till 2008 different when a firm has impaired goodwill compared to a company without a goodwill impairment with respect to the price and volume?

In general, previous researches suggest that although the market reaction is not totally efficient, stock holders do react at and around the time of annual earnings announcements (Beaver 1968, Landsman and Maydew 2001, Sponholtz 2004 and Landsman, Maydew and Thornock 2009). To check if there is also a reaction to the earnings announcements in my research, I investigate the price return and volume reaction of stock holders as a consequence of the earnings announcements. Consequently, the following hypotheses are defined;

H1; the annual earnings announcement has information content.

H2; the annual earnings announcement without a goodwill impairment loss has information content.

H3; the annual earnings announcements with goodwill impairment loss has information content

Hirschey and Richardson (2003), Van Triest and Weimer (2004), Li et al. (2005) and Bens (2007) conclude that the capital market reaction on a goodwill impairment loss is negative. However, they also found out that the capital market anticipates a part of the impairment loss before the actual announcement has taken place. Machiels (2008) on the other hand found no significant reaction as a result of the goodwill impairment loss. 
The main question of this research is if the reaction on the market due to the annual earnings announcement including a goodwill impairment loss is different compared to the reaction due to the annual earnings announcement without a goodwill impairment. These reactions will be measured by a price and volume reaction. The hypothesis will be:

H4; the reaction on the market to the earnings announcements including a goodwill impairment loss differs from the reaction to the earnings announcements without an impairment loss.  

Differences between countries and years

Investigation of the differences between countries and years could be very interesting and useful to specify the conclusions to the countries and years. So the sample will be split in countries and years for further investigation.

Prior researches have concluded that the development of financial reporting and the way financial markets interact with financial reporting depends on kind of laws of countries (La Porta et al., 1998; Ball and Shivakumar, 2001; Bushman et al., 2004).

DeFond, Hung, and Trezevant (2007) find evidence that annual earnings announcements are more informative in countries with higher earnings quality, better enforced insider trading laws, and stronger investor protection institutions. In general, in common law countries investors have better access to equity markets and there are more investor protection laws. The U.K. is a common law country. This would suggest that the investors in the U.K. find the annual earnings announcement more informative than the investors in Germany and the Netherlands. Concluded, the hypothesis will be:

H5; the information content of annual earnings announcements will be larger in the U.K. compared to Germany 

H6; the information content of annual earnings announcement with a goodwill impairment loss will be larger the U.K. compared to Germany.

If the Netherlands can be characterized as common or code law is more difficult to define, since in some investigations the Netherlands is defined as common law (Garcia Lara et al 2003) while others the Netherlands define as code law (Jong 2004). Moreover, the Netherlands has both common and code law characteristics as mentioned in paragraph 2.6. Consequently, since the earnings announcement in common law countries have more information content than in code law countries, I expect that the reaction of the Netherlands is higher compared to Germany and lower than the U.K. 

H5b; the information content of annual earnings announcement will be larger in the Netherlands compared to Germany, but smaller compared to the U.K.

H6b; the information content of annual earnings announcement with a goodwill impairment loss will be larger in the Netherlands compared to Germany, but smaller compared to the U.K.
Van Triest and Weimer state that an impairment announcement does not inevitably incorporate information content and as a consequence will not lead to a reaction on the capital market per se.  This depends on the reason why a goodwill impairment is done. Are these factors only known by the company, or are there problems that also damage other companies in the same industry? The question which will be answered is; is there a possibility investors could have anticipated the impairment (and annual earnings)? 2005 can be defined as the first year firms using the IFRS. Investors know the reporting standard, but are investors using the standards in the same way as managers do and are the expectations of the investors equal to the actions of the insiders? Consequently, have investors enough anticipated or has the announcement still much information? Besides, Landsman et al (2009) conclude that the earnings announcement have more information content by adopting IFRS. The hypothesis will be:
H7; the information content of the announcement of the annual earnings of 2005 will be larger compared the results of 2006 & 2007

H8; the information content of annual earnings announcement with a goodwill impairment loss will be larger when announcing the results of 2005 compared 2006 & 2007
On the other hand, 2008 is characterized as a difficult year due to the credit crisis. Because of the crisis, most companies will have less earnings or even a loss which will differ comparing to previous years. Besides the expectations of current earnings, also the earnings expectations of following years will be adjusted downwards. This will result in a lower recoverable amount (the higher of its fair value less costs to sell and its value in use). Consequently, the change that a company has to impair his goodwill is arisen. 

Because this crisis is known by the investors, they could have anticipated the lower profit or the loss and the goodwill impairment loss. Nevertheless, 2008 was a very tumultuous year and the impairment test is subjective, which lead to problems when forecasting earnings and losses. Consequently, this could lead to a higher information content of earnings announcement. Concluded, the hypothesis will be:
H9; the information content of the annual earnings announcements of 2008 will be larger compared the EAs of 2006 & 2007. 

H10; the information content of annual earnings announcement with a goodwill impairment loss will be larger in 2008 compared 2006 & 2007

In this chapter are the hypothesis defined which are going to be tested for the empirical research this thesis. The following chapter will determine the used method and sample.   
5. Research design & Sample

In this chapter the sample and methodology will be discussed. To have an useful sample, some requirements are defined. I will discuss the sample size after the application of those requirements, in total and per country and year. After the discussion of the sample, the used methodology is discussed. 
5.1 Sample

The annual earnings announcements (EAs) of 2005 till 2008 of firms listed all these years at the DAX (Germany), FTSE 100 (U.K.) and the AEX (Netherlands) are used in this research. 2005 will be the first year, because of the adoption of IFRS at January 2005 in Europe. These countries are chosen because of their kind of laws. The U.K. can be defined as a common-law country and Germany as a code-law country. To define if the Netherlands can be categorised as common or code law country is more difficult. In some investigations is the Netherlands defined as common-law (Garcia Lara et al 2003), but in others as code-law (Jong et al 2004, Knoops and Vergoossen 2006). The reasons why the Netherlands were defined as code or common law countries were discussed in chapter 2. 

Requirements:

- The companies have to be listed on the DAX30, AEX or FTSE100 each of the years at the time of the announcement and during the estimation period. These requirements are drafted because otherwise the calculation of the market model parameters, variance and mean during the estimation period could be affected, since the absolute trading volume differs between the DAX30, AEX and FTSE100 on one side compared to stock markets with less tradable firms on the other side. Besides this, the companies listed on the AEX, DAX and FTSE100 have the stocks which are most traded and have more attention of investors. Consequently, investors have more power to anticipate earnings of a goodwill loss for companies listed on the AEX, DAX and FTSE100 then for companies listed on smaller indexes. This could lead earnings announcements having less information content compared to less tradable firms. Another research is necessary to investigate the information content of earnings announcements of less tradable firms, since this will not be investigated in this research. 100 companies are each year listed on the DAX30, AEX or FTSE100 on the day of the announcement and during the estimation period. After this requirement 100 firms (400 earnings announcements) remain.

- Landsman et al (2009) conclude that the information content of earnings announcements increases by adopting IFRS. Consequently, only statements which have been prepared in accordance with International Financial Research Standards as endorsed by the EU have been used. Under regulations passed by the European Parliament and European Council, stock exchange listed companies in the EU must apply IFRS for fiscal years that begin on or after January 1, 2005. The starting of fiscal years of some companies is not on January 1st. Consequently, if a company starts (for example) November 2005 with using IFRS, it has not yet publicised his fourth report according IFRS at the day (around November 15 2009) of searching in the reports to a goodwill impairment loss to use in this thesis (3 items missing).  

- Although the adoption of IFRS should start on January 1, 2005 the regulations gave member states the option to allow companies to apply IFRS beginning on January 1, 2007 at the latest. In October 2004 the German parliament passed a law allowing late application (2006 annual report E.ON page 209). Consequently, some reports in 2005&2006 of German companies could not be used (6 items).  This leads to a total sample of 391 earnings announcements. 

The firm size could have influence on the information content of earnings announcements, because small firms are unable to implement the goodwill impairment test effectively (Bens et al 2007). However, the profit investigation (appendix B) has concluded that both groups, with and without an impairment loss, have nearly the same size and profit. Concluding, firm size would not be a cause of the (possible) differences in the reaction on the stock market due to the goodwill impairment loss. 

For the use of an event study, the exact date of the earnings announcement is necessary. This is found on the sites of the Financieele Dagblad and the database of Dow Jones Factiva. Most of the times are the results of the fourth quarter and the annual earnings announced at the same time. If not, the reaction during the event period (t=-1; t=1) of the announcement of the fourth quarter and annual report is compared. The highest volume and price reaction is used, since this report has the highest information content.   

The firms whose reports were searched for an impairment loss are represented in appendix C. Also the amount of the goodwill impairment loss (if any) and the date of the announcement are represented in appendix C. The way this data was found is as follows: 

All annual reports of the firms were searched for a goodwill impairment loss. Thereby the reports were downloaded from the websites of the firms and searched for a goodwill impairment loss by the words ‘impairment’, ‘goodwill’ or ‘write-off’. If one of these words was found in the report, the part of the text was read carefully to assure it is a goodwill impairment loss and no other loss. As a result, the total sample was split in two groups; one with a goodwill impairment loss and one without. In total 269 reports had no impairment loss, 122 reports did. To find out if these losses were a surprise to the investors or they were not, was searched in quarterly and interim reports of the firms with an impairment for a goodwill impairment loss. If no impairment loss was found in the quarterly or interim reports, the database of Dow Jones Factiva was searched for a goodwill impairment loss. Consequently, the total sample was split in three groups. If the loss found during the year has the same amount as the total goodwill impairment loss, this announcement was defined as ‘goodwill impairment loss which was already known during the year’. The second group are the goodwill impairment losses which were not known at the day of the earnings announcement. And the third group are annual earnings announcements without an impairment loss. Finally, the group ‘goodwill impairment loss which was not known at the day of the earnings announcement’ has 99 items. The separation of the sample is shown in the next table:
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divided sample

The Netherlands has 60 earnings announcements between 2005 and 2008, Germany 85 and the U.K. 246. This is understandable, given that U.K. has the most listed firm on the used index (FTSE100), afterwards Germany (Dax30) and at last the Netherlands (AEX25). The data is in percentage described in the following table:
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divided sample (%)

At the time of an earnings announcement the biggest change of a goodwill impairment was in Netherlands. Moreover, mostly this impairment was still a surprise. The most impairments announced during the year were in Germany. 

To investigate if the reaction is different between the years, also a separation is made between the years. 
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Because not all companies adopt IFRS on January 1st 2005, some earnings announcements of 2005 and 2006 are deleted from the sample. Consequently, 2007 (100) and 2008 (100) have in total more announcements compared to 2005 (94) and 2006 (97). To be certain the announcements of the firms who adopt IFRS in 2006 or 2007 do not influence the results, the tests are also executed without the data of these firms. Consequently, most tests change only 0% till 2%. Only the AVAR during the event period of hypothesis 8 is changed significantly, which stimulates the correctness of the expectations. This result will be discussed in Chapter 6. 

5.2 Methodology

The methodology of Beaver (1986) and Landsman and Maydew (2001) is chosen to use in this research. 

Many researches (e.g. Hirschey and Richardson 2003, Sponholtz 2004 and Machiels 2008) are using abnormal returns to investigate if an announcement has information content. However, according to Beaver, not only the price reaction, but also a volume reaction indicates if an announcement has information content. After all, investors have different risk preferences, so if they got new information, they will optimize their stock portfolio’s which results in a volume reaction. This does not have to result in a price change if supply and demand of the stock is equal. On the other hand, if all investors react to the news at the same way, this will result in a price change. Concluded; both price and volume tests are important to conclude if an earnings announcement has information content. 

Abnormal Volatility Average Return (AVAR)

Brown and Warner (1980) state there is a major concern in some event studies to determine the extent to which security price performance around the time of the event has been abnormal. This is why they compared three methodologies; the mean adjusted returns model, market adjusted returns model, and the market and risk adjusted returns model. Brown and Warner conclude that more advanced models are not better than more simplified models. Comparing the mean adjusted (returns) model and market adjusted (returns) model in previous researches (Hirschey and Richardson 2003 e.g.), the conclusions of these models are also consistent. Because the models are consistent and most researchers are using the market adjusted model, for reason of comparison this model is used. 

The daily market model-adjusted return is computed as follows;

u it 
= R it – (αi + βiRmt) 

Rit 
= a measure of the price changes of security i during time period t

Rmt 
= a measure of the average price changes during time period t for AEX/DAX/FTSE100.  

αi and βi are firm i’s market model parameters estimated of firm i’s market adjusted returns, each of which is calculated during the period t-60 to t-10 and t+10 to +60. 

This research investigates the abnormal returns. It does not matter if these abnormal returns (u it) have a positive of negative value. However, if these values are summed, the positive and negative values will equal each other. To avoid this problem all values of u it are squared. 

Since not all firms have the same volatility, the squared abnormal returns will be divided by the squared standard deviation, so the AVAR of each announcement can be compared to each other. 

The abnormal volatility measure is calculated by the following formula:

AVARit = u²it / σ²i
σ²i is the variance of firm i’s market adjusted returns, calculated during the period t-60 to t-10 and t+10 to +60. 

AVAR is positive. When the AVARit is smaller than one this indicates a less than normal volatility and an AVARit more than one indicates a volatility larger than normal. 

Abnormal Volume (AVOL)

A problem for using the formula of Beaver (1968) for Landsman and Maydew (2001) is that AVOL may not be stationary over time. During the sample period of Landsman and Maydew (2001) the trading volume increased tenfold, from 0.06% to 0.6% of the average firm’s stock traded each day. The variance in abnormal volume is likely increasing over time as a result of the increase in volume over the sample period. This is why Landsman and Maydew (2001) have redefined AVOL.

According to Landsman & Maydew, the results of Beaver are consistent when Beavers sample with this redefined method of Landsman and Maydew is used compared with his own results.

To avoid a distortion of the result because of an increase of the average firm’s stock traded, in this paper the formula of Landsman and Maydew (2001) will be used. Moreover, Landsman and Maydew conclude that both formulas give the same result when the increase over time is deleted. The formula Landsman & Maydew used is as follows:
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     = trading volume of firm i for day t
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 and σi  = the mean and standard deviation of the daily trading volume for firm i in the 100 days surrounding the earnings announcements (t=-60 to t=-10 and t=10 to t=60)

If AVOL is more than zero (average of non-report period), the residual volume change is larger than normal and conversely for a ratio of less than zero.  

Event period

The event period previous researches are using, is more than one day (the day of the announcement) because some firms made the announcement either after the market closed or very late in the day. Therefore, the market may not have known of the announcement on day 0. 

Most prior researches (Sponholtz 2004, Strong & Meyer 1987, Bens et al. 2007 e.g.) indicate that on the day after the announcement, the price and volume movement is still very high. So the event period of at least one day after the announcement is very useful. 

Furthermore, Sponholtz (2004) concludes that the abnormal return and volume starts 1 day before the announcement. This could indicate that investors already anticipate the impairment loss before the announcement. 

The problem of a long window is that because the window increases, noise is introduced into the returns-generating process (Bunsis 1997).

Many researches (Landsman & Maydew 2001, Landsman, Maydew and Thornock 2009, van Triest & Weimer 2004, Li et al. 2005 and Machiels 2008) have used a 3-day period event window. 

For this research is chosen to use a three-day event window. Therefore, AVOL and AVAR will be calculated for the day before the announcement (t-1) till the day after the announcement (t+1). 

Estimation period

Although many researches use the same event window, there are many variations on the estimation period. Some estimation periods are before the announcement (e.g. DeFond et al 2006 and Hirschey and Richardson 2003) while others are after the announcement (Bunsis 1997), or an equal length before and after the announcement is used (excluding a few days around the announcement) (e.g. Landsman 2001).  

Also the length varies between 100 (DeFond 2006 & Landsman et al 2009) and 255 days (Hirschey and Richardson 2003). Only Beaver (1968) and Landsman and Maydew (2001) use a longer period. Beaver uses a 261 non-report weeks minus the 17 weeks around each announcement, and Landsman et al a 650 day period (-345 to -20 and +20 to +345).  

Bunsis chooses a post-event estimation period because firms undertaking write-offs have performed poorly in the periods before the write-offs, which could have biased the coefficients for this sample. However, his analysis indicated that use of a pre-estimation period does not significantly alter the results
Concluding; researches have probably not found a ‘best estimation period and length’. Because 2008 has been a very tumultuous year and 2005 is the adoption year of IFRS, these events can influence the result.  This is why I suggest an estimation period which is not too long, is the best for this research; 100-day estimation period. 

The analysis of Bunsis indicates that the use of a pre-estimation period does not significantly alter the results of a post-estimation period. Consequently, it does not have to make a difference of an estimation period is chosen before, during or after the announcement. I choose an estimation period split before and after the announcement, because if the investor reaction is different before the announcement compared with after the announcement, these reactions are both implemented in the estimation period. I will delete 10 days before and after the announcement, because this could influence the results. This time period has to be enough, since Sponholtz indicate that the abnormal reaction is over after 5 days and according to her, most researches made the same conclusion.  

Concluding; in this research is a 100-day estimation period (-60 till -10 and 10 till 60) chosen to calculate the parameters, standard deviation and trading volume mean. 

To calculate alpha (α) and beta (β) the least-squares regression is used. Thereby is the sum of the squares of the differences between the actual amounts of the return of the firms and the expected amounts as small as possible. By the use of alpha and beta, the best estimated price return of firm i is calculated with the parameters over the market return (Rmt). 

I expect that alpha is nearly zero, since no stock will have the same higher return each day compared to the market return, even if the market return is 0%.

Beta should have a value deviated from one. Beta should not be one, since otherwise the return of the firm is the same as the market return and it is impossible all stocks have the same return as the market. The average deviation from alpha 0 and beta 1 will be investigated by the absolute value of alpha minus 0 and beta minus 1.

The actual amounts are in compliance with the expectation. Alpha has an value of 0.0013. The average beta (absolute amount) is 0.395. This means that the average return of the firm 39.5% lower or higher is than the market return.
Testing AVAR and AVOL

The sample is split in three groups; EAs without an impairment loss, EAs with an impairment which is already announced during the year and EAs with an impairment which is new information on the day of the announcement. Since the second group is very small, and less important for this research, only the first and third group are used in the tests and titled as the total sample.

For each hypothesis four samples are tested; the abnormal volume (AVOL) on day 0 and the event window (t-1; t+1) and the abnormal (price) volatility (AVAR) on day t0 and the 3-day event window (t-1; t+1). Since the announcement took place on day 0, the largest reaction is expected that day. Therefore it is important to test the reaction of the announcement on day t0. However, also reactions could be measured before and after the announcement, as is mentioned before. Therefore, it could be interesting to test also the days before and after the announcement (the event window). 
H1; the annual earnings announcement has information content.

H2; the annual earnings announcements without goodwill impairment losses has information content.

H3; the annual earnings announcements with goodwill impairment losses has information content

For testing H1 the total sample is used. The sample of H2 consists of the announcements of annual earnings without an impairments loss and the sample of H3 is the earnings announcements with an impairment loss. 
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Subsequently, to calculate if the earnings announcements have information content the significance of the volume reaction is calculated. Since the mean µ and standard deviation σ are unknown a one-sample z statistic could not be used. The alternative is the one sample t statistic. This test uses a sample mean x and standard deviation s from the sample in stead of the tested population.  

Since the abnormal (price) volatility has no normal distribution, but a chi-squared distribution, a t-test could not be used. The chi-square is the square of the standard normal distribution. Consequently, the chi-square is used to test the significance.  

The abnormal volatility has no normal distribution and the tests of hypothesis 1 till 3 indicated that AVOL is not normal distributed on day t0 and during the event window. This is why for the following hypotheses a non-parametric-test is used. A non-parametric test does not require any specific form for the distribution of the population. ‘The most useful nonparametric tests are rank tests based on the rank (place in order) for each observation in the set of all the data. The normal tests test hypotheses about population means. When distributions are strongly skewed, a median in stead of mean is preferred as a measure of centre’ (Moore et al 2003). 

By the use of the Wilcoxon Rank Rum Test all reactions are arranged in order from smallest to largest. The rank of each observation is its position in this ordered list, starting with rank 1 for the smallest observation. The sum of the ranks for the first sample is the Wilcoxon rank sum statistic. The Wilcoxon rank sum test rejects the hypothesis that the two populations have identical distributions when the rank sum is far from its mean. 
H4; the reaction on the market to the earnings announcements including a goodwill impairment loss differs to the reaction to the earnings announcements without an impairment loss.  

To conclude if the reaction of an earnings announcement with a goodwill impairment loss is significantly different compared to the reaction of an EA without a goodwill impairment loss, the price and volume reaction of these groups are compared and tested by the use of the Wilcoxon Rank Sum Test. The EAs with an impairment which were not disclosed during the year and EAs without an impairment loss are used. 

H5; the information content of annual earnings announcements will be larger in the U.K. compared to Germany 

H6; the information content of annual earnings announcement with a goodwill impairment loss will be larger the U.K. compared to Germany.

To investigate if the medians of the price and volume reaction between the U.K. and Germany differ, the Wilcoxon Rank Sum Test is used. The sample of hypothesis 5 consists off all earnings announcements in the U.K. and Germany. To test hypothesis 6 only the earnings announcements with an impairment loss in the U.K. and Germany are used.  

H5b; the information content of annual earnings announcement will be larger in the Netherlands compared to Germany, but smaller compared to the U.K.

H6b; the information content of annual earnings announcement with a goodwill impairment loss will be larger in the Netherlands compared to Germany, but smaller compared to the U.K.

The Wilcoxon rank sum test is used to test if the volume and price reactions of the Netherlands are lower than the reaction in the U.K. and higher than in Germany. To test hypothesis 5b, all announcements in the Netherlands, Germany and the U.K. with and without a goodwill impairment loss are used. To test hypothesis 6b only the announcements with a goodwill impairment loss are used. 

H7; the information content of the announcement of the annual earnings of 2005 will be larger compared the results of 2006 & 2007

H8; the information content of annual earnings announcement with a goodwill impairment loss will be larger when announcing the results of 2005 compared 2006 & 2007

H9; the information content of the annual earnings announcements of 2008 will be larger compared the EAs of 2006 & 2007. 

H10; the information content of annual earnings announcement with a goodwill impairment loss will be larger in 2008 compared 2006 & 2007

To investigate if the medians of the price and volume reaction between the years differ, the Wilcoxon Rank Sum Test is used. For hypothesis 7&8 the average reaction of 2005 is compared to the reaction of 2006 and 2007. To test hypothesis 7 the whole sample is used and for hypothesis 8 only the EAs with an impairment loss. 

To test hypothesis 9 and 10 the EAs of 2008, are compared to the reactions of 2007 and 2008. Again, to test hypothesis 9 the whole sample is used, and for hypothesis 10 only the EAs with a goodwill impairment loss.  

In this chapter are sub-questions 4 and 5 answered; which method and sample are going to be used? Subsequently, the tests are going to be accomplished en the results will be given in de next chapter.
6. Results empirical research

In this chapter the results of the tests of the hypothesis are described. The exactly numbers are represented in appendix D.

H1; the annual earnings announcement has information content.
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On the first page of appendix D are the results of the tests of hypothesis 1, 2 and 3 given. The third column shows the results of the tests of hypothesis 1 whereby the total sample is used. Both the volume and price reaction due to the announcement is tested on day t0 and during the event window. The volume reaction has a standard normal distribution, with x = 0 and st dev = 1/√n and Xi is the average reaction of the total population. The total population exists of 368 announcements (n=368)

After execution a p-value of 46.2764 (AVOL t0) and 24.1390 (AVOL t-1;t1) follows. These values lead to a significance of 0.0000.  

The price reaction is chi-squared distributed. The price reaction of the announcements is summed and a distribution of freedom of 368 is used. This results also in a significance of 0.0000  

For hypotheses 1 the results of the tests are equal; each test indicates a significant reaction due to the earnings announcement (EA) by the use of alpha 5%. Moreover the reaction on day 0 is stronger than the reaction in the event window. This counts for both price and volume. 

H2; the annual earnings announcements without goodwill impairment losses has information content.

To test hypothesis 2, the same tests as above are used, but with a smaller sample; the EAs without a goodwill impairment (n=269).  The results are shown in the first column. The p-value of the volume reaction is 37.7205 (t0) and 19.7349 (t-1;t+1). The corresponding significance has a value of 0.0000. The price reaction has a degree of freedom of 269. These tests give also a significance of 0.0000 on day t0 and during the event window.
Although the EA with an impairment loss are deleted, the tests still lead to the same results; the results are significant by the use of alpha 5%. 

H3; the annual earnings announcements with goodwill impairment losses has information content.

The results of the tests of hypothesis 3 are shown in the second column. Since only the EAs with an impairment are used to test, the sample exists of 99 announcements (n & degrees of freedom=99). The volume reaction on day t0 has a p-value of 27.0428 and in the event window of 14.0093. Consequently these results have a significance-value of 0.0000. Also the significance of the price reaction is 0.0000.
Also from the tests using earnings announcements with an impairment loss, the results indicate that the reaction to the earnings announcements is significant by the use of alpha 5%. And still this reaction is stronger on day t0. 

H4; the reaction on the market to earnings announcements differs from the earnings announcements including a goodwill impairment loss compared to the earnings announcements without an impairment loss.  

To test hypothesis 4, for all samples (price and volume reaction on day t0 and during the event window) is the same method used: the Wilcoxon rank sum test. Tx and Ty are the actual values of the sum of the ranks of x (=n) and y (=m) and E(tx) and E(ty) are the estimated values. Consequently the significance is calculated as the difference between the estimated and the actual values and divided by the variance. AVOL has a significance of 4.63% of day t0 and of 7.13% during the event window. So only the volume reaction on day t0 is significantly high compared to the estimation period by the use of alpha 5%. The volume reaction during the event window is significant at 8% level. 

The significance of AVAR on day t0 is 26.24% and during the event window 29.43%. Therefore I can conclude that in 70% of the EAs leads an announcement with a goodwill impairment loss to a higher average price reaction than an EA without an impairment loss measured in price volatility. 

H5; the information content of annual earnings announcements will be larger in the U.K. compared to Germany 

To test hypothesis 5, the same test (Wilcoxon rank sum test) is used as to test hypothesis 4. The sample exists of announcements with and without an impairment in Germany (73 announcements) and the U.K. (238 announcements). The AVOL on day t0 has a significance of 0.0002 and during the event window of 0.0003. AVAR has a significance of 0.0129 on day t0 and 0.0033 during the event window. 

Consequently, all tests indicate that the announcements of the total sample in the U.K. lead to a significantly higher price volatility and volume reaction than the EA in Germany measured by an alpha of 2%. 

H5b; the information content of annual earnings announcement will be larger in the Netherlands compared to Germany, but smaller compared to the U.K.

The sample consists of the announcements in the Netherlands (57 announcements), Germany (73) and the U.K. (238). When the Netherlands is compared to Germany has AVOL on day t0 and during the event window a significance of 0.0000. The significance of the price reaction on day t0 is 8.72% and during the event window 0.21%.

When the Netherlands is compared to the U.K. has AVOL a significance of 1.16% on day t0 and 0.02% during the event window. AVAR has a significance 64.88% on day t0 and 18.07% during the event window.
Concluding, when the Netherlands is compared to Germany are all tests significant by the use of alpha 1%, except the AVAR on day t0. However, this test is significant by the use of alpha 10%. 

When the Netherlands is compared to the U.K. are the volume reactions significantly different, but the price reactions are not.  
H6; the information content of annual earnings announcement with a goodwill impairment loss will be larger the U.K. compared to Germany.

To test hypothesis 6 is also the Wilcoxon rank sum test used. The sample consists of 19 announcements in Germany and 58 announcements in the U.K. The sample consists solely of EAs with an impairment loss. The abnormal volume reaction has a significance of 2.71% on day t0 and 2.05% during the event window. The price reaction has a significance of 9.09% (t0) and 12.11% (t-1; t+1). So the difference in price reaction is only significant at an alpha of 10% (t0) or 15% (t-1; t1). 
Only the volume reaction is significantly higher (alpha 5%) in the U.K. compared to Germany.

H6b; the information content of annual earnings announcement with a goodwill impairment loss will be larger in the Netherlands compared to Germany, but smaller compared to the U.K.

The sample consists of EAs with a goodwill impairment loss. 22 announcements in the Netherlands are representing the Netherlands, for Germany are this 19 announcements and the U.K. has 58 announcements. The volume reaction on day t0 has a significance 30.63% when the Netherlands is compared to the U.K. and 1.5% by comparing the Netherlands with Germany. During the event window has the difference in volume reaction a significance of 8.06% (Netherlands-U.K.) and 1.00% (Netherlands – Germany). 

When the Netherlands is compared to the U.K. has AVAR a significance of 27.31% on day t0 and 13.12% during the event window. The significance of AVAR is 6.81% on day t0 and 1.60% during the event period when the Netherlands is compared to Germany.

Concluding; volume and price reaction in the Netherlands are significantly high compared to Germany. When the difference in reaction in the Netherlands is compared to the U.K. is no significant reaction measured. 

H7; the information content of the announcement of the annual earnings of 2005 will be larger compared the results of 2006 & 2007

To test hypothesis 7 is also the Wilcoxon rank sum test used. Hereby the announcement of 2005 (m=89), 2006 (n=92) and 2007 (n=94) are used in the calculation. If 2005 is compared to 2006 AVOL has a significance of 1.36% on day t0 and 4.76% during the event period. The price variance significance is 2.17% (t0) and 6.03% (t-1+ t+1). The significance of the volume variance on day t0 is 0.00% and during the event window 0.001% when 2005 is compared to 2007. AVAR has a significance of 0.02% (t0) and 0.02% (t-1; t+1). The results of the tests of the total sample indicate that the price and volume reaction of 2005 are significantly larger compared to 2006 and 2007 by the use of alpha 5%. Only the average price volatility is significant for an alpha of 7%. 

H8; the information content of annual earnings announcement with a goodwill impairment loss will be larger when announcing the results of 2005 compared 2006 & 2007

The sample exists of announcements with a goodwill impairment loss in 2005 (m=24), 2006 (n=28) and 2007 (n=16). If the average reaction of 2005 is different compared to 2006 and 2007, the Wilcoxon rank sum test is used again.  

The difference in volume reaction, both on day t0 (1.56%) and in the event window (1.79%), is significant (alpha 5%) when 2005 and 2007 are compared to each other, but not when 2005 and 2006 are compared (11.29% (t0) and 23.7% (t-1; t+1)). 

The difference in price reaction during the event window is significant when 2005 is compared to 2006 (3.32%) and 2007 (2.19%). The difference in price reaction on day t0 is significant for 2005 compared to 2006 (2.37%), but to have a significant difference in reaction when 2005 is compared to 2007 (7.17%), a 8% alpha is needed. Although this difference in price reaction is not significant, it still indicates that in 93% of the announcements the results of 2005 cause higher average abnormal price volatility than 2007. 

However, if the firms who adopt IFRS in 2006 or 2007 (not in 2005) are deleted, the significance of AVAR during the event window declines to 4.99% when 2005 is compared to 2007. This stimulates the hypothesis in 2 ways. The first reason is that the reaction is significant by the use of alpha 5% after deleting these firms. The second reason is that a lower significance indicates that the difference between 2005 and 2007 becomes larger. Since only statistics of 2007 are deleted (the firms had no data in 2005 since they did not use IFRS) and the difference became larger, this indicates that the average reaction became smaller in 2007 after deleting the firms. This indicates that the announcements of these firms lead to a larger reaction compared to the other announcements of 2007. This leads to the conclusion that the adoption of IFRS leads to a larger reaction of the investors. EAs have more information content when using IFRS.     

H9; the information content of the annual earnings announcements of 2008 will be larger compared the EAs of 2006 & 2007. 

Also to test hypothesis 9 is the Wilcoxon rank sum test used. The sample consists of the announcements (with and without an impairment loss) of 2006 (n=92), 2007 (n=94) and 2008 (m=93). Only the difference in volume reaction on day t0 (2.64%) and the difference in price reaction (4.21%) on the event window give a significant reaction (alpha 5%) for comparing 2008 with 2006. The other tests indicate no significant difference in reaction when 2008 is compared to 2006 and 2007 (8.53% until 85.34%).

H10; the information content of annual earnings announcement with a goodwill impairment loss will be larger in 2008 compared 2006 & 2007

The sample consists of the announcements with a goodwill impairment loss of 2006 (n=28), 2007 (n=16) and 2008 (m=31) which are tested by the use of the Wilcoxon rank sum test. These tests have no significant reaction measured by the use of alpha 5%. All tests are significant for alpha 17% when 2006 is compared to 2008. When 2007 is compared to 2008 the significance level is between 6.6% and 70%. Consequently, no evidence is found to confirm the expectation that the EAs of 2008 have more information content than the EAs of 2006 and 2007.

In this chapter is sub-question 6 answered; what are the results from the tests? The next chapter will discus sub-question 7 and 8; what can be concluded from the results, are there some limitations in this research and are interesting questions arise which can be investigated in investigations following?
7. Analysis

The results of the tests, described in the previous chapter, are analysed in this chapter. This leads to a confirmation or rejection of the hypotheses which are defined in chapter 5 and explanations are described. Furthermore, the limitations of this research will be discussed and possibilities for further research are described.   

H1; the annual earnings announcement has information content.

All tests show a highly significant reaction at and around the time of an announcement. This indicates that the earnings announcement (EAs) has information content.  This is in compliance with the expectations (chapter 4) and most conclusions of prior research. 

Since this research investigates if the reaction of an earnings announcement with a goodwill impairment loss is different compared to an EA without a goodwill impairment loss the sample is split and tested again. These results are discussed below. Also more information about the conformity with previous research is given during the discussion of the results of the following hypotheses.

H2; the annual earnings announcements without goodwill impairment losses has information content.

The tests of the EAs without an impairment loss lead to the same conclusion as when the whole sample is tested; the earnings announcements have information content and this reaction is stronger on day t0 compared to the event window. Since 73% of the total sample consists of earnings announcement without an impairment loss, it is explainable that the reaction on the EA without an impairment loss does not differ notably from the reaction to all announcements. This conclusion is in compliance with the expectations expressed in chapter 4 and most previous research (Beaver 1968, Landsman and Maydew 2001, Sponholtz 2004). Only Lev and Zarowin (1999) conclude that the information content of the earnings announcement has declined over the years. However, they do not argue that the announcement has no information content anymore.  

H3; the annual earnings announcements with goodwill impairment losses has information content.

When only EAs with an impairment loss are tested, this leads to the conclusion that also EAs with an impairment loss have information content. Besides this, the information content is most high on the day of the announcement. This is in compliance with the expectations and previous research (Hirschey and Richardson 2003, van Triest and Weimer 2004 and Li 2005) who investigate the information content of goodwill impairment losses announced at the same time as other information (losses, profit etc.) and conclude that the announcement has information content.

I will conclude that announcing annual earnings, with and without an impairment loss, has information content, since investors react due to the announcement. This is measured by a significant high volume and price volatility on day t0 and during the event window compared to the mean volume measured during the estimation period and the market return on day t0 and the event window. This corresponds with most prior research who also concludes that the earnings announcements have information content and that the reaction is most large on day t0. From this, I will conclude that the chosen event period does not influence the results. 
H4; the reaction on the market to earnings announcements differs from the earnings announcements including a goodwill impairment loss compared to the earnings announcements without an impairment loss.  

The results of the tests indicate that only the volume reaction measured on day t0 is significantly (by the use of alpha 5%) higher for an EA with an impairment loss compared to an EA without. The average volume reaction during the event window is nearly significant. This indicates that investors react more often to an EA with a goodwill impairment loss compared to an EA without an impairment loss. This indicates that a goodwill impairment loss has extra information content compared to annual earnings. 

The price volatility tests show that in most (70-80%) cases the average response to an EA with an impairment loss is higher than without, but these numbers are not significant at an alpha of 5%. 

The volume reaction is in compliance with my expectations, but I had also expected that the average price reaction would be higher when an impairment is announced compared to an announcement without an impairment loss.

Concluding; announcing an impairment loss has added value for the individual investors, since a higher volume indicates more trading by investors due to the information content of the announcement of the annual earnings. But the market as a whole does not react more uniform at an EA with an impairment loss compared to an EA without an impairment loss, since the average volatility of the return is not significant. This could indicate that investors have different opinions about the announced impairment. Some investors consider the impairment loss as bad news, while others regard the announcement as a confirmation of their forecasts or as a lower amount than they had forecasted which result in a positive reaction. Some others could consider the impairment loss as big bath accounting and expect that the company has taken a big loss to make profit in following years. Consequently, they do not consider the loss as bad news.      

H5; the information content of annual earnings announcements will be larger in the U.K. compared to Germany 

The results of the tests indicate that the information content in the U.K. is larger than in Germany, which agrees with the expectation since previous research point out that common law countries (U.K.) have higher earnings quality, better enforced insider trading laws, and stronger investor protection institutions (chapter 2.6) which would lead to a higher information content of announcing annual earnings in common law countries. 

Although both countries have adopted IFRS meanwhile, the investors in the U.K. react stronger than de investors in Germany. This could be due to the history of financial policy of the firms; common law countries have more external individual financers than code law countries. Since banks (financers of firms in code law countries) have more information than external financers, their forecasts will be better and because of that the EA have less information content. 

Besides, prior research (Landsman et al 2009) concludes that the U.K. GAAP had a higher quality than the German GAAP. Although the U.K. and Germany both adopted IFRS meanwhile, the confidence of the investors in the reports is probably still higher in the U.K. than in Germany. Consequently, the reaction of the investors in the U.K. is larger than in Germany. 

H5b; the information content of annual earnings announcement will be larger in the Netherlands compared to Germany, but smaller compared to the U.K.

The results of the test indicate that the reaction in the Netherlands is higher than in Germany. This indicates that the announcement in the Netherlands has more information content compared to Germany. The same reasons as above (hypothesis 5) can be used to explain this difference; the investors have less information during the year compared to the financers in code law countries (banks) and the confidence in the reports in higher. The results are in compliance with the expectations. 

When the Netherlands is compared to the U.K. the volume reaction in the Netherlands is significantly higher compared the U.K. but the price volatility is not. This indicates that the investors in the Netherlands react more often, but this reaction is not more uniform. Further research should investigate the reason of this outcome. As an addition to the discussion in chapter 2, these results point out that the Netherlands could better be characterized as a common law country.
H6; the information content of annual earnings announcement with a goodwill impairment loss will be larger the U.K. compared to Germany.

The results of the tests suggest that the investors in the U.K. react more often than the investors in Germany which is indicated by a significantly higher volume. The reaction in the U.K. is also more uniform than the reaction of the investors in Germany, but this price volatility is not extreme enough to conclude that the reaction measured in price volatility is always stronger in the U.K. In 85 till 90% of the cases the average price volatility is higher in the U.K. compared to Germany, but there is still 10% till 15% left whereby the opposite could be true. 

The results indicate that the annual earnings with a goodwill impairment loss have more information content in the U.K. which leads to a larger trading volume. Therefore the same arguments as above could be used; external investors have less information about the figures of the firm during the year and the confidence of the investors in the reports is still higher. However, the investors in both the U.K. and Germany have different opinions about the disclosed loss since the AVAR is not significant as mentioned when hypothesis 4 was discussed: some investors consider the impairment loss as bad news, while others regard the announcement as a confirmation of their forecasts, the amount is lower than they had forecasted or they assume big bath accounting resulting in a positive reaction. 
H6b; the information content of annual earnings announcement with a goodwill impairment loss will be larger in the Netherlands compared to Germany, but smaller compared to the U.K.

The tests indicate that, according the expectations, the Netherlands has a higher price and volume reaction compared to Germany. Consequently, I will conclude that the announcements in the Netherlands lead to a higher reaction compared to the Germany. The announcements in the Netherlands have more information content than the announcements in Germany. The reasons why the announcements in the Netherlands have more information content is mentioned above (hypothesis 5-6).

All reactions are not significant when the Netherlands is compared to the U.K. So the reaction on the announcements in the Netherlands is not extreme lower of higher compared to the U.K. This indicates again that the reaction of the Netherlands is more like the reaction of the U.K. which suggest that the Netherlands can be characterized as common law country.   
H7; the information content of the announcement of the annual earnings of 2005 will be larger compared the results of 2006 & 2007

Nearly all tests indicate a larger reaction caused by the announcement of the annual earnings of 2005 compared to 2006 and 2007. From these results can be concluded that the information content of an annual earnings announcement is larger for the 2005 annual report compared to 2006 and 2007, which is likely caused by the adoption of IFRS in 2005. This is in compliance with the expectations expressed in chapter 4 and the research of Landsman et al (2009) who conclude that ‘the information content of earnings announcements increased in countries that mandated adoption of IFRS’. Furthermore, they also conclude that the ‘reaction was larger for countries with Scandinavian, Germanic and French origins compared to English origin countries, perhaps because they experienced a larger relative change in accounting standards upon adopting IFRS’. This indicates that when IFRS is longer used, the reaction due to the change became lower and consequently, the high reaction of investors in 2005 will decline in following years. This is proved by testing this hypothesis.  

Furthermore, when deleting the data of the companies who did not adopt IFRS in 2005, the reaction of 2007 declines. This indicates that the reaction in 2007 of firms who did not adopt IFRS in 2005 was higher compared to firms who did adopt IFRS in 2005. This indicates that the adoption of IFRS leads to a higher reaction. Concluding; by adopting IFRS the announcements have higher information content.  

H8; the information content of annual earnings announcement with a goodwill impairment loss will be larger when announcing the results of 2005 compared 2006 & 2007

The results of the tests, using only the earnings announcements with a goodwill impairment loss, will lead to the same conclusion given above when 2005 is compared to 2007, but not when 2005 is compared to 2006. Since the abnormal volatility on day t0 is significant for a 7% level, and the others of 5%, can be concluded that measured both in volume and price the announcement of the results in 2005 have higher information content than the results of 2007. 

On the other hand, the price reaction is significant when 2005 and 2006 are compared, but the volume reaction is not. This indicates that the announcements of 2005 have more information content than the announcements of 2006, but this difference is not such extreme that I can conclude that the announcements of 2005 always have more information content. In 75% of the cases will the announcement of 2005 lead to a higher average volume reaction, but in 25% this will be not. 

The results of testing hypothesis 7 and 8 indicate that the announcements of the results of 2005 have more information content probably because of the adoption of IFRS. The investors have knowledge about the standards, but need to know if managers use the standard in the same way. Consequently, the earnings reports have high information content. Since many firms disclose voluntary their quarterly or interim results, investors know how managers use the standards after the disclosure of several reports. This is why the reaction of the results of 2006 and 2007 is less compared to 2005. 

The high reaction in 2005 is also caused by the increasing quality of the accounting standards. Since this change is most large in 2005 and declines after the years, the reaction is most high in 2005.

On the other hand, most companies execute only once a year a goodwill impairment test. Consequently, 2006 is the second year firms execute this test. Probably investors are still not completely certain how managers use the standards. They have already a better understanding in 2006, resulting in less reaction, but still not enough to measure a significant reaction when 2005 is compared to 2006. In 2007, on the other hand, investors are more familiar with the standard, they know how managers use the standard and they can make a better forecast. This is why the reaction of the results of 2007 is significantly smaller than of 2005.  

H9; the information content of the annual earnings announcements of 2008 will be larger compared the EAs of 2006 & 2007. 

6 out of 8 tests indicate that the information content of the annual earnings announcement of 2008 is not larger compared to the EAs of the results of 2006 and 2007. This is not in compliance with the expectation. I had expected that because of the very tumultuous year and the subjectivity of the impairment test, this would lead to problems when forecasting earnings and losses. Consequently, the announcement would have more information content. However, the tests indicates that reaction in 2008 was not different compared to 2006 and 2007. So I will conclude that investors had not more difficulties in forecasting earnings during the credit crisis compared to before the crisis. 

H10; the information content of annual earnings announcement with a goodwill impairment loss will be larger in 2008 compared 2006 & 2007

All of these tests lead to the conclusion that the information content in 2008 is not larger compared to 2006 and 2007. These results are also not in compliance with the expectations for the same reason as mentioned above. An explanation could be that since investors would like to have more information about the firms during the credit crisis, probably more information is voluntary disclosed in 2008. Another possibility is that because of the credit crisis the media have spend more time on analysing the economy (than in 2006 and 2007) which result in more information to investors. Anyway, they could, despite the tumultuous year, still make a reliable forecast. Consequently, the EAs of the results of 2008 have not more information content compared to the EAs of the results of 2006 and 2007.

I conclude that the information content of annual earnings announcements of the results of 2008 is not larger compared to announcing the results of 2006 and 2007. 

Conclusion

Is the reaction on the stock markets DAX, FTSE 100 and AEX as a consequence of the annual earnings announcements of 2005 till 2008 different when a firm has impaired goodwill compared to a company without a goodwill impairment with respect to the price and volume?

Both an earnings announcement with and without a goodwill impairment loss have information content. But an earnings announcement with a goodwill impairment loss leads to more trading volume than an EA without an impairment loss and in 70-80% of the cases to a higher average price reaction compared to an EA without an impairment loss. Since the reaction to a firm which has impaired goodwill higher is compared to a company without a goodwill impairment, I will conclude that announcing a goodwill impairment loss has information content and is useful information for investors. 

However investors have different opinions about the announced impairment since the price reaction is not uniform. Some investors consider the impairment loss as bad news, while others regard the announcement as a confirmation of their forecasts or as a lower amount than they had forecasted which result in a positive reaction. Some others could consider the impairment loss as big bath accounting and expect that the company has taken a big loss to make profit in following years. Consequently, they do not consider the loss as bad news.      
Furthermore, the information content of annual earnings announcements with and without a goodwill impairment losses is higher in the U.K. compared to Germany. Previous research has already concluded that higher earnings quality, better enforced insider trading laws, and stronger investor protection institutions lead to a higher information content of announcing annual earnings. These are characteristics of common law countries (the U.K.). This research confirms that the announcement in common law countries (U.K.) have higher information content. Although both countries have adopted IFRS meanwhile, the investors in the U.K. react stronger than de investors in Germany. This could be due to the corporate governance structure of code law countries (Germany); banks (financers of firms in code law countries) have more information than external financers, therefore their forecasts will be better and because of that the EA have less information content. Besides this, the confidence of the investors in the reports is probably still higher in the U.K. than in Germany. Consequently, the reaction of the investors in the U.K. is larger than in Germany. 

Another interesting result is that the reaction on the announcements in the Netherlands is significantly different compared to Germany but not to the U.K. This indicates that the reaction on the announcements in the Netherlands is more like a common law country. As an addition to the discussion if the Netherlands can better be characterized as a common or code law country in Chapter 2, I suggest the Netherlands could better be characterized as a common law country in stead of a code law country.

Besides a difference between countries also a different reaction on investors over the years is found. When the EAs of the results of 2005 are compared to the EA of the results of 2006 and 2007, the results of 2005 clearly leads to a higher volume reaction and price volatility which indicate higher information content. This is likely caused by the adoption of IFRS. Probably this is because; ‘a relative high change in accounting standards is experienced upon adopting IFRS. The change in the U.K. was less compared to Germany, probably because the earnings quality in the U.K. was already high’ (Landsman et al 2009). Consequently, I will conclude that the high reaction in 2005 is caused by the increasing earnings quality due to the adoption of IFRS. However after using IFRS for some months/years, the reaction due to the change will decline to zero and so the extremely high reaction due to the adoption will decline. This extreme reaction for the EAs without an impairment loss is over after a year in which annual, interim and quarterly announcements are made. Since the impairment test is only executed once a year, it costs 2 years before the high reaction due to the goodwill impairment loss is declined caused by the adoption of IFRS. 

The reaction due to the announcements of the results of 2008 differs not from the reaction in 2006 and 2007 despite the credit crisis. 

This thesis confirms the conclusions of previous research that the earnings announcement and the announcement of the goodwill impairment loss have information content. However, I believe their conclusions are not always based on the correct data, since some researches (e.g. van Triest and Weimer 2004) conclude that the entire reaction of the investors is attributed to the impairment loss while they use impairment losses announced with other information. Moreover, their results could be spoiled, moreover since their sample is rather small. On the other hand, I have compared the EA with and without a goodwill impairment loss, so I have investigated the difference in the reaction which is attributable to the goodwill impairment loss. Consequently, I investigated if this difference (and not the whole reaction to the announcement) was significant.
Besides, this research confirms that the information content in common law countries is larger compared to code law countries. The U.K. is characterized as common law and Germany as code law. Previous researches do not agree on the characterization of the Netherlands. I will add in this discussion by suggesting defining the Netherlands as common law since the reaction of the investors in the Netherlands is comparable to the reaction of the investors in the U.K. 
Moreover, I confirm the research of Landsman et al (2009) who conclude that the reaction of investors is increased due to the use of IFRS, probably because IFRS have a higher quality compared to prior financial standards. Concluding, the standard has increased quality and therefore has more information content compared to the old standard and is useful to investors. Standard setters can conclude that this standard has added value for investors and therefore is more useful than the old standard. This is useful information for the IASB.
Furthermore, I have concluded that although 2008 was a very tumultuous year, investors have the similar ability to make a reliable forecast compared to 2006 and 2007. 

The results of this research have also added value for companies. It is useful for firms to know if investors react on an impairment loss. This research has found out that investors react to an impairment loss, since an EA with an impairment loss leads to a higher trading volume compared to an EA without an impairment loss. The abnormal price volatility is in most cases (70-80%) also larger for EA with an impairment loss compared to EA without an impairment loss. Since companies are obligated to test goodwill once a year (and more often if there is an indication), they can not avoid an impairment loss, but they know what happens after announcing an impairment loss. In further research could be investigated how large this reaction will be due to the announcement.
Limitations

* By the use of this method (Abnormal Volatility Average Return and Abnormal VOLume), it is obvious if the reaction measured in volume and price is significantly higher compared to the estimation period or not. However, how much higher or lower this reaction is, could not be deducted from the tests. It would be interesting to know how large the reaction is measured in price and volume due to the announcement of earnings or a goodwill impairment loss. This could be tested by, for example, the market adjusted returns model. However, it is very important to make a separation between positive and negative results since they could neutralize each other. Because of this neutralizing effect when summed the results, no total sample could not be tested for significance and there is no total sample to investigate the difference between years and countries. This is why I have chosen to do not use this method.

* Since this research uses large companies, listed on the DAX30, AEX and FTSE100, it could be the results are not applicable for all companies. There is a possibility that the reaction for smaller companies differs from larger companies, since they probably disclose less information.   

* Although I have concluded that the amount of earnings between the groups (no impairment and impairment which is not known at the moment of the announcement) is quite equal, there could be still some aspects of the firms which have influenced the results.
Further Research

* It would be interesting to investigate how large the volume and price reactions are due to the announcement and if investors react positive or negative to the announcement. 
* The results of testing hypothesis 4 indicate that the market does not react more uniform or stronger to an impairment loss than to an EA without an impairment loss, it may be interesting for further research to investigate whether the reason of an impairment loss has effect on the reaction of the investors.

* Since the adoption of IFRS is only 5 year ago, which result in 4 annual reports, only an event study can be used. It could be useful to accomplish an incremental association study in a few years, when more data are available. With this could be investigated the influence of the impairment loss on the market value (paragraph 2.2).
* Although each stock exchange listed firm in Europe has adopted IFRS, there are still differences measured in the reaction of the investors between different countries. It could be interesting to investigate if this difference becomes less since the adoption of IFRS. 
* The Netherlands is characterized as common and code law country in previous research (e.g. Garcia Lara et al 2003 and Jong et al 2004). However, according to this research, the reaction in the Netherlands is more like the reaction of the U.K. This indicates that the Netherlands can better be characterized as common law country. Further research should investigate if this characterizing is correct. 
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Appendix A: Literature review

	Author(s)
	Object of Study
	Country
	Sample
	Period
	Methodology
	Results

	Beaver (1968)
	Information content of annual earnings announcements
	U.S.
	Annual earnings announcements of 143 firms listed on the NYSE. Total of 506 earnings announcement


	1961-1965
	Abnormal volume and Abnormal price changes.

Event period: 17 weeks around the announcement (-8, +8) Estimation period: 261 weeks, excluding 17 weeks of the reporting period.
	The behaviour of the price changes uniformly supports the contention that earnings reports possess information content

	Landsman and Maydew (2001)
	Degradation in the usefulness of accounting information since Beavers study in 1968.
	U.S. 
	Firms-quarter observations from a random sample of 1000 firms each year. In total 92613 samples are used. 
	1972-1998
	Abnormal trading volume (AVOL) and return volatility (AVAR). Estimation period of 650 (t-345 till t+345, excluding t-20 till t+20).

3-day event period
	They find no evidence of a decline in the informativeness of accounting information over the past thirty years. 

	Lev and Zarowin (1999)
	Degradation in the usefulness of accounting information since Beavers study in 1968.
	U.S.
	Constant sample of 1300 companies. Total sample containing 3700 to 6800 firms per year with required data on the database of Compustat.
	1977-1996
	Cross-sectional association, between stock returns and reported earnings, book value and operating cash flows, as measured by R²
	Usefulness of reported cash flows, earnings and book (equity) has been deteriorating in the last two decades of the 20th century

	DeFond, Hung  and Trezevant (2006)
	Cross-country differences in investors’ reactions to annual earnings announcements and country-level differences in the financial reporting environment that influence the announcements’ informativeness.
	26 different countries
	53,197 annual earnings announcements that are obtained from the I/B/E/S database
	1995-2002
	Calculation of the abnormal return variance on several structural factors (earnings quality, insider trading laws, interim financial reporting frequency and financial disclosure) over a  2-day period (t0, t+1)
	High quality and strong enforcement of insider laws strengthen the market reaction. More frequent interim financial reporting weakens the reaction. No evidence of an association between financial disclosure and EA. 

	Landsman, Maydew and Thornock (2009)
	Information content of annual earnings announcements and mandatory adoption of IFRS.
	16 countries adopting mandatory IFRS and 11 countries retained domestic accounting standards.
	28,143 earnings announcements
	2002 -2007
	AVOL and AVAR, with an event period of 3 days (t-1 till t+1).  Estimation period for mean deviation in daily trading volume of 100 (t-60 till t+60, excluding t-10 till t+10). 
	There is a positive association between the adoption of IFRS and the information content of earnings. The increase is mostly concentrated in Scandinavian, Germanic and French origins.

	Sponholtz (2004)
	The information content of earnings announcements in Denmark
	Denmark
	317 announcements of firms listed on the Copenhagen Stock Exchange.
	1999-2001
	Market adjusted model, with an event window of 11 (-5;+5) days. Estimation period; t-185 till t-6. 
	The impairment has information content. However the market is not efficient, because it takes 6 days till the reaction is over. 

	Strong and Meyer (1987)
	(1) Characteristics of firms taken a goodwill write-off and (2) the effect of this write-down on shareholders stock return.
	U.S.
	(1) 120 announcements  

(2) 78 write-downs
	1981-1985
	(1) Comparing companies who had a write-down with companies without and with industry average.

(2) market adjusted model with an event window of 120 days. The estimation period is 150 days (t-210 till t60). 
	(1a)Write-down firms are neither the strongest nor the weakest firms in their industries. (1b) companies with a change in senior management have more chance of a write-down compared to companies without a change. (2)The abnormal returns are not significant, but stakeholders do experience slightly positive excess return.

	Bunsis (1997)
	The influence of cash flow implications when announcing write-offs 
	U.S.
	207 firms announcing a write-down
	1983-1989
	Market adjusted model with event window of 2 days (t0, t+1) and estimation period of 200 days (+50;+250)
	A weak negative abnormal return is found for the sample as a whole. When the sample is split in two groups, he concluded that the reaction of write-offs with large negative cash outflows is significantly larger, compared to those write-downs that do not affect cash flows.

	Bartov, Lindahl and Ricks (1998)
	Stock price changes around write-off announcements
	U.S.
	373 announcements, which were not already announced before.
	1984 & 1985
	Long-term performance (-2;+1), Year -2 (days – 502 to -253), year -1 (-252 to -3), year +1 (+3 to +252) and year +2 (+253 to + 502). 

Small period: The Cumulative Abnormal Return (CAR) is calculated for a four day event period 

If the return is significant is tested by the t-test and Wilcoxon-test.
	Long term: This reaction is also measurable 2 years before and after the announcements. 
Small period: The market interprets asset write-downs as bad news.


	Hirschey and Richardson (2003)
	Consequence of announcing a goodwill impairment loss.
	U.S.
	80 goodwill impairment announcements
	1992-1996
	classic single factor market model, market-adjusted returns and mean-adjusted returns. 2-day event period (-1,0), one year pre-announcement period (-250;-10) and one year post-announcement (10;250)

Estimation period: t-300 till t-45.
	Goodwill impairment announcements have a negative effect on the ‘abnormal returns’

They also concluded that there were negative returns a year before and after the announcement.

	Van Triest and Weimer (2004)
	Goodwill impairment announcements
	Netherlands
	17 goodwill impairment announcement
	July 2001 – July 2003
	market adjusted model.

3-day event period (-1,0,+1). To test the significance a t-test, binominal and Wilcoxon-test are used.
	The stock market prices declined slightly significant around the time of a goodwill impairment announcement.

	Li, Shroff and Venkatamaran (2005)
	Goodwill impairment announcement
	U.S.
	385 announcements
	2002-2003
	cross-sectional regression and market adjusted model with 3-day event period (-1,0,+1)
	Investors and financial analysts adjust their expectations negatively as a result of a goodwill impairment announcement. The impairment may be a consequence of declining stock prices.  

	Bens (2007)
	The information content of goodwill write-offs and impairments due to the implementation of SFAS 142.
	U.S.
	423 announcements
	1996-2003
	Several regressions with the variables; time (pre, adoption, post), analysts following, firm size and complexity of the firms structure.
	The information content is not changed due to the adoption of SFAS 142. If a firm has more analysts, or is larger, the information content is less. Firm complexity has no influence. 

	Machiels (2008)
	Goodwill impairment announcement
	U.K., Germany and the Netherlands
	34 goodwill impairment announcements
	2003-2007
	market adjusted model. Using a event window of 3 days. To test the significance, a t-test is used.
	The reaction is not significant as a result of the goodwill impairment announcement. The market has already anticipated the loss.

	Brown and Warner (1980)
	Testing three methodologies used in event studies
	U.S.
	250 samples, each containing of 50 securities, selected at random and with replacement from a population consisting of all securities with data available on Centre for Research in Security Prices. 
	June 1944 till February 1971
	The likelihood that various methodologies will lead to Type I errors (rejecting the null hypothesis when abnormal performance is true) and Type II errors, failing to reject the null hypothesis of no abnormal performance when it is false)
	When abnormal performance was present, the differences between the different methodologies were quite small; the mean adjusted returns methodology picked up abnormal performance as many times as the other methodologies. Moreover, a simple methodology based on the market model performs well under a wide variety of conditions.


Appendix B: Earnings investigation

Goal: investigating if the earnings in 2007 and 2006 are equal between the three groups (no impairment, impairment not known at the day of the announcement, impairment which is already known at the day of the announcement). 

Reason: Since I investigate the reaction on the stock market to the announcements of the EA with or without a goodwill impairment loss, the groups have to be comparable, so my conclusions are not based on other causes than the goodwill impairment loss.  

Methodology: For all groups is the average difference between the earnings in 2007 and 2006 calculated. The differences are calculated both in amount and in percentages. Since firms use different definitions, these several definitions are also used in this research. 
Results: 
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Analysis of differences in amount

The first column of ‘no impairment’ uses the total sample. Since some outliers are found in this group, these outliers are deleted and the calculation is made again. This separation is also used for the analysis of the differences in percentages. 

‘Profit from continuing operations’ and ‘profit inclusive discontinuing operations inclusive special items’ are quite equal. Only the group ‘impairment known at the day of the announcement’ has no agreements with the others groups. This could be due to the small amount of data. However in this research, this group is not used is the thesis, so this group is not very important in this analysis.  
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Analysis of differences in percentage

Also in this table has the group impairment which is known at the day of the announcement no agreements with the other groups. 
‘Profit from continuing operations’ and ‘attributable profit’ are quite equal between firms without an impairment and firms with a goodwill impairment loss. This first item is also quite equal with the first table (analysis of differences in amount). 

Although there are still differences between the groups, also within the groups are large differences:
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Conclusion: this (small) research indicates that both between the groups and in the groups are large differences in the earnings between 2007 and 2006, but there are also some agreements. Since the data of both groups point out to the same direction (negative/positive), both have a large variance between the groups and even have some agreements, I will conclude that the amount of earnings between the groups have less or no influence on this research. 
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Appendix C: Companies with or without impairment?
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Appendix D: Results of tests on the hypothesis 

Hypothesis 1, 2 and 3 
AVOL t0
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AVOL t-1;t+1
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AVAR t0
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Hypothesis 4

AVOL t0
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AVOL t-1;t1
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AVAR t0
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AVAR t-1; t1
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Hypothesis 5
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Hypothesis 5b

AVOL t0

m/x = the Netherlands

n/y = Germany / U.K.
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AVOL t-1; t1

m/x = the Netherlands

n/y = Germany / U.K.
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AVAR t0

m/x = the Netherlands

n/y = Germany / U.K.
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AVAR t-1; t1

m/x = the Netherlands

n/y = Germany / U.K.
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Hypothesis 6
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Hypothesis 6b

AVOL t0

m/x = the Netherlands

n/y = Germany/ U.K.
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AVOL t-1; t1

m/x = the Netherlands

n/y = Germany/ U.K.
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AVAR t0

m/x = the Netherlands

n/y = Germany/ U.K.
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AVAR t-1; t1

m/x = the Netherlands

n/y = Germany/ U.K.
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Hypothesis 7

AVOL t0 (total sample)

m&x = 2005

n&y = 2006/2007
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AVOL t-1;t1 (total sample)

m&x = 2005

n&y = 2006/2007
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AVAR t0 (total sample)

m&x = 2005

n&y = 2006/2007
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AVAR t1;t1 (total sample)

m&x = 2005
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n&y = 2006/2007

Hypothesis 8

AVOL t0 

m&x = 2005

n&y = 2006/2007
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AVOL t-1 ;t1

m&x = 2005

n&y = 2006/2007
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AVAR t0

m&x = 2005

n&y = 2006/2007
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AVAR t-1 ;t1

m&x = 2005

n&y = 2006/2007
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Hypothesis 9

AVOL t0 (total sample)

m&x = 2008

n& y = 2006/2007
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AVOL t-1 ;t1 (total sample)

m&x = 2008

n& y = 2006/2007
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AVAR t0 (total sample)

m&x = 2008

n& y = 2006/2007
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AVAR t-1 ;t1 (total sample

m&x = 2008

n& y = 2006/2007
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Hypothesis 10

AVOL t0

m&x = 2008

n& y = 2006/2007
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AVOL t-1 ;t1

m&x = 2008

n& y = 2006/2007
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�  The Aggregate Earnings Management score is the average rank across all four measures. Measure 1; the country’s median ratio of the firm-level standard deviations of operating income and operating cash flow (both scaled by lagged total assets). Measure 2; country’s Spearman correlation between the change in accruals and the change in cash flow from operations (both scaled by lagged total assets). Measure 3 is the country’s median ratio of the absolute value of accruals and the absolute value of the cash flows from operations. Measure 4 is the number of ‘small’ profits divided by the number of ‘small losses’ for each country.  
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