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The role of corporate governance in mitigating management’
opportunistic behavior of earnings management through the
recognition of goodwill impairment losses: A critical and
empirical study of listed Egyptian companies

Abstract:

This study examines the extent to which managers use their managerial
choices in determining goodwill impairment losses to goodwill purchased
resulting from the business combination of a sample of companies from more
than 50 companies active in the Egyptian Stock Exchange in 2007, and during
the sample period 2007-2009, after the mandatory obligation by the two Egyptian
Accounting Standards, No. (29) "Business Combinations," and No. 31
"Impairment of Assets", following the issuance of Egyptian Accounting
Standards in 2006 also This study examines role of corporate governance
mechanisms in restricting the use of that opportunist managerial choice, and use
it in a way that will increase the informational content of the financial
statements by reducing the information asymmetry between management and
users of financial statements.

After controlling economic factors, empirical results reveal that managers are
exercising discretion in the reporting of goodwill impairment losses following
the adoption of Egyptian Accounting Standard which were mentioned before
,where statistical results indicated that there is a significant negative association
between impairment loss and each of the managerial ownership percentage, and
the volatility income, however, the results also indicated that goodwill
impairment losses has a significant positive associated with strong governance
mechanisms measured by the board independence and degree of ownership
concentration, making it possible to conclude that effective strong corporate
governance mechanisms can change the management direction from using the
management's choices to recognize an opportunist impairment loss to the
provision of their private information to underline economic value of goodwill
and expected future cash flows of the goodwill arising from the assets acquired.

Key words: business combinations, goodwill impairment losses, managers’
incentives, Corporate Governance.
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 "The changes included in this Statement will improve financial reporting because the financial
statements of entities that acquire goodwill and other intangible assets will better reflect the underlying
economics of those assets. As a result, financial statement users will be better able to understand the
investments made in those assets and the subsequent performance of those investments. The enhanced
disclosures about goodwill and intangible assets subsequent to their acquisition also will provide users
with a better understanding of the expectations about and changes in those assets over time, thereby
improving their ability to assess future profitability and cash flows"( FASB, 2001)
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’ This Statement changes the unit of account for goodwill and takes a very different approachto how
goodwill and other intangible assets are accounted for subsequent to their initial recognition. Because
goodwill and some intangible assets will no longer be amortized, the reported amounts of goodwill and
intangible assets (as well as total assets) will not decrease at the same time and in the same manner as
under previous standards. There may be more volatility in reported income than under previous standards
because impairment losses are likely to occur irregularly and in varying amounts.
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Group Statistics

codse p
N Mean Std. Deviation t value
Gil 2.00 33 .00000 .000000 -2.622- .047
3.00 6 .00710 .006632
ROA 2.00 33 8.75636703295433 4.876792894441080 .342 734
3.00 6 8.02085888243247 4.631821453712060
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BM 2.00 33 .840309 .6018866 -.672- .529
3.00 6 1.168333 1.1680311

Size 2.00 33 6.47138027494190 .712984432881637 -.175- .862
3.00 6 6.52651552370774 .692262199109716

NSales 2.00 33 6.0367 .89306 178 .860
3.00 6 5.9667 .85687

Bownership 2.00 33 23.872424 24.5300008 751 457
3.00 6 15.923333 18.9513173

IDebt 2.00 33 42.8539 19.32291 -1.422- .163
3.00 6 55.4250 23.39653

vincome 2.00 33 .04282348887692 .022134241229551 771 446
3.00 6 .03015109023946 .016082150172487

Bindep 2.00 33 .655 .1439 911 .547
3.00 6 .790 .2402

BSIZE 2.00 33 .95 114 1.535 133
3.00 6 .87 132

Concentrated 2.00 33 23.75 15.626 -.794- 432
ownership 3.00 6 29.84 25.416

nstitutionalHolding 2.00 33 34.309697 29.5628937 770 446
3.00 6 24.346667 26.4836657

:%4 o Confidence level 4& 4y . do ¢pfaad Gp R TS LA @il (O £ 5a/Y) Jgaad

CODES proportion Chi-square test
(%) of difference
(write-offs versus
non-write-offs
2.00
ACEO 84.6% .347
3.00
15.4%
2.00
84.6% 493
Sepchair 3.00
15.4%
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Variable 4 5 6 7 8 9 10 11 12 13 14
1Gil 1
2 ROA -163 |1
3 BM .486 -470 1
4 Size .027 118 -119 1
5 NSales -.070 |.387 -.269 .649 1
6 Bownership | -.141 | .265 275 .700 .700 1
7 Debt -.030 |.143 -.400 270 347 .320 1
8 vincome -.243 | -.065 -.128 -.075 -.380 -.109 -.408 1
9 CEO .190 .011 .198 A77 .071 119 .007 249 |1
10 Bindep 425 .029 -.212 152 297 -473 -.284 -.009 |-.231 1
11 Sepchair -.186 | .099 -.389 210 149 .019 .200 -.013 | -.070 212 1
12 BSIZE -449 |-.081 -.106 195 -.054 .050 -.088 .081 |-.078 325 118 1
13 450 |[-.238 434 -.359 -.273 -.312 -.266 -.076 | -.423 -.213 -114 -.393 1
Concentrated
Ownership
14 -.188 |-.174 -.030 -.457 -.495 -.655 -.194 -.103 | -.470 524 323 .011 .448 1
InstitutionalHo
Iding 39 39 39 39 39 39 39 39 39 39 39 39 39 39

**. Correlation is significant at the 0.01 level (2-tailed).
*. Correlation is significant at the 0.05 level (2-tailed).

o Gt Lo sy (NSales (ROA (s sidl s sime s Ll Wi ) (Y) Jyaadl s
gl s of adsiall o b el Aadl Plaas) 5 ludy < el Al @S 5a) o cald g
Wi ) pmm b)) elil LS (@lansdd saiy ¢ Jpad) o ailadl Janay Lilie) Uiaw Wl
Tl e Ayl Aedl o WSl Gl @5 ge Guy Loy BM idd Lgine Lo
L)) pa s LS 50l Plaacals Gl 5oVl o s o ST ol e ¢0sS AS80 gl 38 ol
conal A€k of ) ui L vincome (Debt (Bownership e JSI Wl Uals ) () sus

a2l L) 5y L Ladls aa Jaal) Gl ge Sl i pall () poal) alat s ¢ AS ) aeud
Lpisre Jaee ) LSy cAS5a0 g Uladl 5oyl 4SLe <ol LSS el dad Plael
ACEO (J Y b ei) Plaaual 5 iy il i) aal oladl dllia (S WS Jaal i g ¢S a0
Ui s Ualii ) (5 3 1o ca s LS Ll pd gl WA ellyy s sine e Limpa i) gl
il (5 sira pe LJLH. {.Ll,;zJ\j «ConcentratedOwnership Bindep aS gall (5 yaial LU.M
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SN A sa T 5,8 5y bl il b e Liad Liase ae sy Lea « BSIZE daSal
Plaaal dasaay ~L Y1 58y 4Ly Ly el L bl e asdl e 4 6l
. InstitutionalHolding 4.S sl aial (5 gz ye LJLH. {.L.L;,J\ Gaalill aa g LS L5 el
: multiple linear regression model swial) JLill Jasi) z)gai gilis ¥/7/1
Rl ) pe WL saiddl dadl Jaad¥) Jiad il aadial Al my A sy
S il A gy el )Y 38 sad) e S Jsa S5 55 Al Al g 8 o o(Stumpel,2012)
G Alamy) il sl Ji Al Ol piie dsm s a8 gl Plaal 5 5ledy Gl el e
DRl Eall G G G oesl) Plaal sled ) 2l jualiall e 0S5 G Sa
LS aldll oY) S salleinalaidy) Jo sl — 33l Placca) 3 jluds Gl jie) Glaaas
z 3l il L3lia 5 Adjusted R dlasall &y el 55080 30l aawiie jasil g3 ety —clS )
t Al il e (V) B dsaadl (8 asilis (e o (63
multiple linear regression model ssiall il jaaN) z3gad gl (¥)J g2
Model Summary

Model R R Square Adjusted R Std. Error of
Square the Estimate
1 8677 .752 .624 .002171
Predictors: (Constant), ConcentratedOwnership, vincome, .a
Sepchair, ROA, Bindep, Size, BSIZE, CEO, Debt, BM,
InstitutionalHolding, Bownership, NSales
multiple linear regression model:
Model Prediction B t Sig.
1 (Constant) ? -.014- -1.679- .106
ROA -8.138 -.776- 445
BM + 6.897 080 937
Size ? .002 1.634 115
NSales .001 1.113 .276
Bownership B 001|  -3.519- 002
Debt - 4.344 1.617 118
vincome ~ -065|  -2.375 -.026
CEO _ .001 .614 .545
Sepchair + .000 -.154- .879
BSIZE ? -.005- -1.309- . 200
InstitutionalHolding + -6.760 -2.632- .014
Bindep + .002 427 .047
ConcentratedOwnership ? .001 3.151 .004

a. Dependent Variable: Gil
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