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This study investigates the market valuation of the effect of goodwill tax 

amortization on corporate acquisitions. Specifically, the study tests whether a 

significant positive change exists in the market reaction to acquisitions qualifying for 

the Internal Revenue Code section 197. Two methodologies are employed in the 

examination of the market assessment of the effect of the Internal Revenue Code 

section 197. First, a market model methodology is utilized in order to pre examine 

whether the market reacted differently to acquisitions that qualified for goodwill tax 

deductibility relative to acquisitions that did not. Second, multiple regression models 

were obtained for testing the study's hypotheses. 
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The results of this study support the hypothesis that a positive change exists in 

the market reaction to acquisitions that qualify for the internal revenue code 197 

relative to those that do not. There are two implications for these findings. First, they 

imply that acquiring firms did retain some of the tax benefits associated with the 

change in the tax law. Second, and given the findings of previous studies, the findings 

of this study also imply that the expected tax savings are actually shared between the 

acquiring firm and the target's shareholders. 
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CHAPTER I 

INTRODUCTION 

Business combinations and their implications have been one of the most 

controversial issues within the accounting profession in recent years. Vincent 

( 1997) states, "no accounting issue has generated greater controversy than that of 

business combinations." Since the adoption of APB Opinion No. 16, Business 

Combinations, and No. 17, Intangibles Assets, goodwill accounting and its tax 

treatment have been issues of contention for financial statements users and 

preparers, accounting standards setters, and tax regulators. The purpose of this 

study is to investigate the effect of goodwill tax treatment using market measures. 

During the 1990s, major developments occurred in accounting for and the 

tax treatment of purchased goodwill. For example, prior to August 1993, 

purchased goodwill was not amortizable for U.S. federal income tax purposes. 

U.S. firms complained that not allowing amortization of purchased goodwill for 

tax purposes left them in a disadvantageous position as compared to competing 

foreign-based companies, for whom purchased goodwill was tax deductible (Lee 

and Choi 1992). For that reason, allowing the tax amortizability of purchased 



goodwill is claimed as putting U.S. firms on a level playing field with their 

foreign competition in the global market for corporate control. 

In 1993, as a way of meeting the demands by U.S . firms, Congress enacted 

Section 197 of the Internal Revenue Code, permitting the amortization of 

goodwill for federal income tax purposes. The section generally requires, among 

other things, that purchased goodwill acquired after August 10, 1993 be 

capitalized and amortized ratably over a 15-year period. The purpose of this study 

is to examine the effect of this change in tax law on corporate acquisitions using 

market measures. Specifically, this study hypothesizes that acquisitions qualifying 

for Section 197 treatment are associated with positive abnormal returns due to the 

expected tax savings that result from the change in the tax treatment for purchased 

goodwill and certain other intangibles included in the tax code. 

Prior research examining the tax benefits associated with Section 197 of 

the Internal Revenue Code shows that the tax amortizability of purchased 

goodwill might have, to some extent, led to higher purchase prices paid for 

acquisitions in which goodwill was acquired. One interpretation for the expected 

increase in purchase price paid for acquisitions that qualify for Section 197 

treatment is that the tax benefits associated with the tax amortizability of 

purchased goodwill might be transferred to the target's shareholders through the 

purchase price paid, consequently leading to higher premiums paid by the 

acquiring firm. Others argue that there might be insufficient competition in the 
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market for corporate control (Ayers, Lefanowicz & Robinson 1999). This leads to 

the possibility that acquiring firms might retain, and not share with the target's 

shareholders, the tax benefits associated with goodwill tax amortization. As a 

result, goodwill tax amortization might not have a significant effect on the 

purchase price paid to the acquired firm's shareholders. Prior research, however, 

does show positive association between the increase in the premiums paid for 

qualifying acquisitions and the tax benefits associated with the change in the tax 

law. In addition, there is evidence indicating that the amount allocated to 

purchased goodwill has increased after the passage of Section 197. 1 However, 

there has been no evidence as to whether acquiring firms do retain some of the tax 

benefits resulting from the tax amortization of purchased goodwill. Using market 

measures, this study investigates this particular issue. 

This study addresses two research questions. First, Is there a positive 

change in the market reaction to corporate acquisitions that qualify for 

the Internal Revenue Code Section 197? Specifically, are the "tax benefits" 

associated with the tax law retained by the acquiring firm? If yes, then this would 

result in a positive change in the market reaction to qualifying acquisitions' 

announcements after the enactment of the Internal Revenue Code Section 197. 

1 Ayers et al. ( 1999) and Henning & Shaw ( 1999) show that amount allocated to goodwill 
increased by 9-10% after the change in the tax law. Also, it is important to note that although 
purchased goodwill for tax purposes is not necessarily the same as for financial reporting 
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If the tax benefits are not fully transferred to the target's shareholders 

through the purchase price paid for qualifying acquisitions, then the market 

should react favorably to the announcement of acquisitions that qualify for 

Section 197 compared to the market ' s reaction to similar acquisitions that 

occurred prior to the enactment of Section 197 .Thus, acquiring firms would 

experience higher abnormal returns upon the acquisition if the acquiring firm 

retains some or all of the tax benefits associated with IRC Section 197. 

On the other hand, if the tax benefits associated with goodwill amortization 

are fully transferred to the target's shareholders, then no significant change is 

expected in the market reaction to the announcement of qualifying acquisitions 

after the tax law change. 

A second related research question will also be examined using a cross-

sectional valuation model: Is tax-amortizable purchased goodwill 

positively associated with higher abnormal returns relative to non-

amortizable purchased goodwill? This research question focuses on the 

effect of the tax treatment on the relationship between the magnitude of acquired 

goodwill and the market assessments of corporate acquisitions . The tax benefits 

resulting from the change in the tax treatment are directly related to the size and 

magnitude of the intangibles, particularly purchased goodwill, that are acquired. 

purposes, Ayers et at. ( 1999) show a significant correlation between goodwill reported for tax 
purposes and that for financial reporting purposes. 
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For example, an acquiring firm with a lower (higher) amount of purchased 

goodwill is expected to obtain lower (higher) tax savings resulting from the tax 

amortization. 

Given that this study examines the association between the market reaction 

to corporate acquisitions and the tax benefits associated with IRC Section 197, 

and since the tax benefits are a function of acquired goodwill, it will be interesting 

to examine if the market's participants take into account the type of acquired 

goodwill (amortizable vs. non-amortizable goodwill) when reacting to an 

acquisition's announcement. 

This study contributes to accounting literature in a number of ways. First, 

the study provides empirical evidence on "the investors' perception" of the effect 

of goodwill tax amortizability. Therefore, it should be of interest not only to 

accountants, but also to tax regulators by taking a market-based approach in its 

examination of the effect of this significant tax rule that not only affects 

corporations, but also the market's participants. Gara (1998) states, "Market 

reaction is of interest to tax policy makers in assessing the economic impact of a 

tax rule change." 

Second, the study offers insights into how investors may incorporate future 

cash flow information in their assessment of corporate acquisitions. Further, the 

study attempts to show that market's participants may not only be affected by 
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changes in the financial reporting requirements, but also by non-financial 

reporting requirements (e.g., tax regulations). 

Third, this study provides empirical evidence on the relationship between 

the market reaction to corporate acquisitions and acquired goodwill under the 

current tax treatment. This may be viewed as a first step toward investigating the 

effect of the tax amortizability on the market value of purchased goodwill. 

Finally, this study involves three accounting research areas: capital 

markets, corporate acquisitions, and corporate taxation. These areas have been the 

focus of intense accounting research in the last three decades, which makes this 

study unique to accounting in the sense that it integrates all three areas. 

The remainder of this paper is organized as follows: the next chapter 

provides background information on the Internal Revenue Code Section 197 and 

on corporate acquisitions, relevant to the issues addressed in this study. Chapter 2 

discusses the controversy surrounding goodwill accounting. Chapter 3 reviews 

related literature on the issues of goodwill accounting and tax treatment. It also 

demonstrates how the current study contributes to the literature. Chapter 4 

presents the study's hypotheses. Chapter 5 develops the research methodology 

and sample selection. Chapter 6 presents and explains the results of the study. 

Finally, Chapters 7 and 8 present the discussion and the study' s conclusion. 
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CHAPTER II 

BACKGROUND 

Corporate Acquisitions and Section 197 

Corporate acquisitions can be classified, for both financial reporting and 

tax purposes, as either asset acquisitions or stock acquisitions. Additionally, for 

tax purposes, corporate acquisitions are classified as either taxable acquisitions or 

tax-free acquisitions (commonly referred to as tax-free reorganizations). To 

qualify as a tax-free reorganization, an acquisition must meet a host of statutory 

and non-statutory requirements. The primary non-statutory requirements are: ( 1) 

there must be a continuation of the acquired firm's historic business activities 

(continuity of business enterprise); (2) a substantial part of the value of the 

proprietary interests in the acquired corporation be preserved in the reorganization 

(continuity of interest); and (3) a transaction must have a valid business purpose. 

If one or more of these requirements are not met, an acquisition will be treated as 

a taxable acquisition. 

Taxable acquisitions, like tax-free acquisitions, are classified as either 

taxable asset acquisitions or taxable stock acquisitions. To qualify for Section 

197, the acquisition generally must be structured as an asset acquisition or a stock 
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acquisition that is treated as an asset acquisition. In general, taxable asset 

acquisitions qualify for Section 197 treatment where taxable stock acquisitions do 

not qualify unless a Section 338 election is made.2 

Section 197 of the Internal Revenue Code was enacted in 1993 and 

mandated, for tax purposes, a 15-year amortization period for certain intangible 

assets, including purchased goodwill. Firms may also make a retroactive election 

to apply the 1993 law to intangibles acquired after July 25, 1991. Section 197 

intangibles include, among other things, purchased goodwill, going-concern 

value, workforce in place, information base, franchises, customer-based 

intangibles, supplier-based intangibles, licenses, covenants not to compete, and 

trademarks. 

There were two justifications for the passage of IRC Section 197. First, 

goodwill tax amortization would position U.S . firms on a "level playing field" 

with foreign acqUirers m the market for corporate control (Henning & Shaw 

1999). Prior to the tax amortizability of goodwill, U.S. firms complained that 

foreign acquirers, in countries where purchased goodwill was be amortizable for 

tax purposes, had an advantage over U.S. firms in the market for corporate 

control. The claim was that, due to the tax amortizability of goodwill, foreign 

2 The 338 election is available for stock acquisitions meeting the definition of "qualified stock 
purchase," which means any transaction or series of transactions in which 80% or more of one 
company ' s stocks are acquired by another company during a 12-month acquisition period. 
Moreover, firms do not have to make a Section 338 election at the announcement date. A firm 
generally may make the election within 8 1/ 2 months after the acquisition date . 
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bidders were able to offer higher prices for their targets than were U.S. bidders 

(Lee & Choi, 1992). 

Second, prior to goodwill tax amortization, U.S. acquirers had an incentive 

to minimize the amount allocated as purchased goodwill by allocating excess 

amounts to assets that were otherwise depreciable/amortizable for tax purposes 

(Henning & Shaw 1999). This contributed to the increasing contention over the 

allocation of the purchase price. 

Goodwill Accounting Debate 

The debate surrounding accounting for purchased goodwill involves two 

main issues. First is the issue of the capitalization of purchased goodwill; 

specifically, should purchased goodwill be treated as an asset. Second is the issue 

of the appropriateness of amortization requirements for purchased goodwill. 

Johnson and Petrone (1998) state that whether goodwill is an asset is the 

most important issue in the business combinations project. In their commentary, 

they argue that the APB' s description of purchased goodwill focuses on how the 

cost of goodwill should be calculated rather than explaining what goodwill is and 

what it represents. This explanation may lead to confusion about the substance of 

goodwill vs. how it is measured (Johnson & Petrone 1998). 

Moreover, Schuetze (1993) argues that exchangeability is an essential 

characteristic of an asset; goodwill would, therefore, be excluded by this 
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economic value of goodwill is not expected to diminish and, consequently, firms 

are being penalized unfairly by the amortization requirement. 

Davis (1992) states that when goodwill is well maintained, it will have an 

indefinite life. As a result, "mandating amortization forces companies to incur a 

double hit on their income statements: the out-of-pocket expense of maintaining 

the value of goodwill as well as the required amortization charges" (Davis 1992). 

The other side of the argument is that goodwill may have a shorter life with bad 

management and, therefore, a long amortization period may cause the reported 

assets and earnings to be significantly overstated (Wang 1995). 

The amortization period permitted under APB No. 17 is criticized by 

financial statements preparers for being too short, and by regulatory agencies for 

being too long (Wang 1993). Meanwhile, the recent movements by the accounting 

profession regarding the amortization requirements have finally resulted in the 

elimination of the systematic amortization of purchased goodwill. 

In August 1996, the Financial Accounting Standards Board (FASB) added 

to its agenda a project on business combinations to reconsider APB Opinion No. 

16 and APB Opinion No. 17. The project focuses on the accounting for purchased 

goodwill, among other things . In 1999, the FASB issued an Exposure Draft, 

Business Combinations and Intangibles Assets (F ASB 1999). This resulted in a 

standard that requires that the purchase method is the only method that may be 

used to account for future business combinations, thereby eliminating the use of 
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the pooling-of-interest method. The standard also eliminates the systematic 

amortization of purchased goodwill and requires that purchased goodwill should 

be evaluated periodically and written off only if there is evidence of impairment. 

Goodwill accounting has also generated debates outside the U.S. The 

accounting treatment for purchased goodwill varies across countries. For 

example, in Japan the cost of goodwill may be charged to reported earnings 

immediately upon acquisition, whereas in the U.K., goodwill can be written off 

against shareholders' equity. Other countries permit different amortization 

periods.3 In more globalized capital markets, the existence of such differences 

across countries will cause the debate over goodwill accounting and its tax 

treatment to be even more contentious. 

Given the importance of the controversial issues related to purchased 

goodwill, more empirical research should address the topic to gain a more 

comprehensive understanding of what goodwill is and how it should be accounted 

for. Wang (1995) states, "It is important that policy makers take full consideration 

of the investors' view on the issue before drawing any conclusions" (Wang 1995). 

This study endeavors to provide further empirical evidence on the relationship 

between the firm's market value and acquired goodwill under the current tax 

treatment of purchased goodwill. Specifically, it examines the investors' 

3For example, Germany and some other countries allow a maximum amortization period of five 
years . 
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perception of acquired goodwill as reflected in the market reaction to corporate 

acquisitions. This can be considered as a first step toward investigating the effect 

of the tax treatment on the relationship between the firm's market value and 

goodwill assets. 
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CHAPTER III 

Literature Review 

Prior research has addressed goodwill accounting and its tax treatment 

from two perspectives, that of the investors and the firms. The investors' 

perspective mainly involves studies on the market valuation of goodwill 

accounting numbers (e.g., Hennings 1994, Wang 1995, and Jennings et al. 1996). 

This stream of research focuses mainly on the relationship between goodwill 

accounting numbers and the firm's market value. Nonetheless, most of that 

research has been conducted in the absence of, or with no control for, goodwill 

amortization for tax purposes. On the other hand, research on the firms' 

perspective deals mainly with how tax treatments of goodwill impact the firms' 

behavior and decisions regarding business combination investments (e. g., Lee & 

Chio 1992, and Dunne & Ndubizu 1995). Earlier research mainly focused on the 

implications of goodwill accounting and its tax treatment on the global market for 

corporate control. Prior to the enactment of the IRC Section 197 in 1993, a 

number of studies investigated how the absence of the tax amortizability for 
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goodwill in the U.S . impacted the competitive position for U.S. firms in cross

border acquisitions. 

Goodwill Tax Treatment literature 

This stream of empirical research presented in this section focuses on the 

implications of the tax treatment of purchased goodwill on firms' behavior and 

decision-making process regarding business combination projects. Studies within 

this category can further be classified into two groups. The first group is classified 

as research investigating the impact that the absence of goodwill tax 

amortizability might have had on U.S. firms, particularly in the global market for 

corporate control (e.g., Lee & Choi 1992, Dunne & Ndubizu 1995). A second 

group comprises studies that examine the current tax treatment of purchased 

goodwill, which permits tax deductibility for amortization expenses (e.g., Weaver 

1997, Gara 1998, Henning &Shaw 1999, and Ayers et al. 1999). Overall, this 

research shows considerable effects for the tax amortization of goodwill on firms' 

decision-making process related to business combination projects. 

In a study that could be cited as one of earliest that investigated the 

economic impact of the absence of goodwill tax amortizability, Lee and Choi 

( 1992) investigate whether national differences in the tax treatment for goodwill 

affect managerial behavior in the market for corporate control. They specifically 

investigate the claim that national differences in permitted tax treatments for 
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purchased goodwill provide the non-U.S. acquirer with a bidding advantage when 

acquiring U.S. target companies. Their results show that goodwill tax accounting 

does explain merger premia. The findings also support the hypothesis that because 

of their tax advantage foreign bidders on U.S. targets paid more for their 

acquisitions than what domestic bidders were able to pay. 

However, Lee and Choi ( 1992) acknowledge that their study has some 

limitations. They do not control for a number of important variables such as 

strategic considerations and differences in cost of capital between countries. In 

addition, the authors were criticized not only for their misunderstanding of the 

accounting treatment, but also for their misinterpretation of the tax rules in 

Germany and Japan regarding the tax treatment for purchased goodwill. Nobes 

and Norton (1997) point out that the study's conclusion that "merger premia 

differences are primarily affected by differential accounting and tax treatment for 

goodwill in Germany and in Japan" is misleading. 

In a similar study, Dunne and Ndubizu (1995) examine the effects of 

international differences in the tax treatments of goodwill on the price paid for 

U.S . target companies. The authors analyze the economic effects of the expansion 

of foreign firms into the U.S. market for the first time and the expansion of 

foreign acquirers into related U.S. industries. The study examines the assertion 

that acquiring firms from countries where goodwill amortization is allowed for 

tax purposes would have an advantage over U.S. acquirers in acquiring U.S. target 
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companies.4 Specifically, they hypothesize that target firms acquired by firms that 

amortize goodwill for tax purposes (foreign acquirers) experienced positive 

abnormal returns relative to targets that were acquired by firms that did not 

amortize goodwill for tax purposes (U.S. acquirers). The authors provide evidence 

that foreign acquirers that amortize goodwill for tax purposes were able to transfer 

more wealth to the target's shareholders than were U.S. acquirers. 

However, like Lee and Choi (1992), Dunne and Ndubizu (1995) were 

heavily criticized and their results were questioned. Nobes (1996) points out that 

Dunne and Ndubizu (1995) do not distinguish between goodwill from 

consolidation, which is not tax deductible, and other types of goodwill that 

qualified for tax deductibility. In his commentary paper on Dunne and Ndubizu 

( 1995), Nobes ( 1996) states, "Some of their findings are wrong because their 

analysis of the tax treatment is flawed." He also attributes the flaw in the Dunne 

and Ndubizu ( 1995) to their misunderstanding of the tax law for countries from 

which the study's sample was collected. 

In what may be considered the earliest study that investigates the effect of 

the Act of 1993 and goodwill tax amortizability on corporate acquisitions, Weaver 

(1997) examines whether there is an association between the enactment of the Act 

of 1993 and the tax structure of corporate acquisitions. Contrary to the findings of 

4The advantage that foreign firms might have comes from the fact that the amortization expenses 
reduce the firm ' s taxable income. 
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a more comprehensive and detailed study by Ayers eta/. (1999), the study 

provides evidence of a positive association between the change in the tax 

treatment of purchased goodwill and the tax structure of an acquisition. Weaver 

also finds a positive relationship between the occurrences of taxable vs. non

taxable acquisitions and the change in the tax law of 1993 . 

In a market-based study, Gara (1998) examines the effect of the Act of 

1993 on firms engaged in taxable asset acquisitions during the retroactive election 

period, July 1991 to July 1993. Using an event-type methodology, Gara (1998) 

tests the hypothesis that firms engaged in taxable asset acquisitions during the 

retroactive election period experienced abnormal returns upon the final passage of 

the Omnibus Budget Reconciliation Act of 1993 (OBRA93). His study uses a 

sample of firms that engaged in taxable asset acquisitions during the retroactive 

election period as the "treatment group" where a sample of firms that engaged in 

taxable stock acquisitions was used as the "control group .. " His results show that 

asset-acquiring firms experienced positive abnormal returns upon learning of the 

final passage of OBRA93. 

The importance of the Gara's (1998) findings is that they show that the tax 

benefits associated with change in the tax law are significant to acquiring firms 

engaging in qualifying acquisitions, and to the market participants. The current 

study examines this particular issue using a more comprehensive approach. It not 

only examines the market reaction to qualifying acquisitions, but also the effect of 
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the tax benefits on the relationship between purchased goodwill and the firm's 

market value. 

In more recent studies, Henning and Shaw (1999) and Ayers et al. (1999) 

examine the extent to which the tax amortizability of goodwill provided by the 

Internal Revenue Code Section 197 affects the domestic market for corporate 

control. In their study, Ayers et al. (1999) examine the impact of the change in tax 

law on the structure of taxable acquisitions as well as the purchase price paid for 

qualifying taxable acquisitions. While their findings indicate that the tax 

amortizability of goodwill might not have a significant impact on the structure of 

taxable acquisitions, the authors do observe a significant increase in the purchase 

price paid for qualifying acquisitions after the enactment of the IRC Section 197. 

Henning and Shaw (1999) also find that tax amortizability of goodwill led 

to an increase in the amount of the purchase price paid for qualifying acquisitions. 

Furthermore, they find that goodwill tax amortization led to a decrease in the 

percentage of purchase price allocated to identifiable assets, with a significant 

increase in the amount allocated to purchased goodwill (9% increase). 

The findings of the studies that have examined the effect of goodwill tax 

amortization can be summarized as follows: first, there are significant tax benefits 

associated with the IRC Section 197. Second, acquiring firms share some, but not 

all, of the tax benefits with the targets by transferring those benefits through 

higher purchase prices paid. Third, market participants do pay great attention to 
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the tax benefits by reacting favorably to qualifying acquisitions. Finally, the 

change in the tax law has affected, to some extent, accounting numbers through 

the increase (decrease) in the amount allocated to goodwill (identifiable assets) 

after the enactment of IRC Section 197. 

Clearly, prior research has extensively examined the effect of the tax 

amortization of purchased goodwill on firms' decision-making regarding purchase 

price paid and its allocation. However, with the exception of Gara ( 1998), the 

investors' perspective on the impact of such an important event has yet to be 

examined. Using market measures, this study here addresses this particular area in 

an attempt to extend the existing research on goodwill accounting and its tax 

treatment. 

Adopting a market-valuation approach, this study investigates the 

amortization requirements for tax purposes and the effect of these requirements 

on market participants. In addition to the examination of the market reaction to 

goodwill tax amortization, the study addresses the impact of the tax amortization 

of goodwill on the investor's perception of purchased goodwill. 

Goodwill Market Valuation Literature 

There are few empirical studies addressing the market valuation of 

goodwill accounting numbers. Jennings et al. (1996) state that " the controversy 

centers on whether recording purchased goodwill as an asset subject to systematic 
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amortization results in accounting numbers that reflect economic resources and 

their consumption. Despite the duration of this controversy, there has been 

virtually no empirical evidence available to support an alternative position." 

A market valuation study by Vincent ( 1997) examines the impact of 

different goodwill accounting methods on the investors' valuation of the firm. 

Specifically, Vincent (1997) tests the claim that firms using the pooling method 

experience significant stock price premiums than do firms using the purchase 

method. Her findings support this claim, indicating that investors might value 

pooling firms more highly than purchase firms. Based on this finding, and 

contrary to the findings of a number of studies and the efficient market 

hypothesis, one may conclude that goodwill amortization expenses are value

relevant. Yet, the author's only explanation for her findings is that goodwill 

amortization expenses reduced reported earnings, acknowledging the fact that 

there are no cash flow consequences for goodwill amortization for financial 

accounting purposes. In addition, Vincent ( 1997) claims that investors do value 

implicit purchased goodwill for pooling firms . 

In their investigation of the market perception of goodwill assets, 

McCarthy and Schneider ( 1995) and Wang (1995) find that investors do perceive 

goodwill as an asset. Further, Wang (1995) compares the coefficient of goodwill 

assets with that of non-goodwill assets and concludes that goodwill assets are 

more understated than other assets. 
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Jennings et al. ( 1996) examine the relationship between goodwill 

accounting numbers and equity value. The study shows a strong positive 

relationship between equity value and recorded purchased goodwill and finds 

weak evidence of a negative association between equity value and goodwill 

amortization expenses. These results support the hypothesis that purchased 

goodwill is viewed by investors as an economic resource that declines in value for 

the average firm in the study's sample. Furthermore, the study shows that 

investors view purchased goodwill as an economic resource that does not decline 

in value for some firms. 

A similar study by Henning (1994) investigates the market's valuation of 

accounting numbers. The author specifically tests, among other things, the 

association between the market returns and the amortization expenses. He finds 

that the amortization expenses lack any explanatory power for market returns, 

suggesting that the market may have little support for the systematic amortization 

of goodwill. 

It should be noted that the two studies cited above (Henning 1994, and 

Jennings et al. 1996) were conducted prior to the tax amortization of purchased 

goodwill. 5 In both studies, the market value-relevance of goodwill amortization 

expenses is compared with that of other depreciation expenses. However, the 

authors of the studies do not acknowledge that goodwill amortization expenses, 
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unlike depreciation expenses, were not tax deductible and, therefore, had no effect 

on the firm's cash flow. Further, the absence of any cash flow effect might 

partially explain why goodwill amortization was found to be irrelevant in those 

studies. 

To conclude, the common feature that the studies discussed in this section 

is the investigation of the relationship between goodwill accounting numbers and 

the firm's market value, which is referred to as the value-relevance concept. This 

feature does apply to the current study in the sense that it examines the effect of 

the tax treatment on the relationship between the market value and acquired 

goodwill. This examination can be viewed as a first step toward exploring how 

tax amortizability may affect the value-relevance of goodwill accounting 

numbers. 

5Hennings ( 1994) covers only 1992, and Jennings et al. ( 1996) cover 1982-88. 
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CHAPTER IV 

HYPOTHESES DEVELOPMENT 

The Market Reaction Hypothesis 

This study addresses the research question as to whether acquisitions that 

qualify for goodwill tax amortizability (taxable assets acquisitions) are associated 

with higher abnormal returns compared to similar acquisitions that have occun·ed 

prior to the enactment of the Omnibus Budget Reconciliation Act of 1993 and 

would have qualified for goodwill tax amortization . The study investigates 

whether a significant positive change exists in the market reaction to qualifying 

acquisitions announcements after the enactment of IRC Section 197. The market 

reaction for qualifying asset acquisitions is compared to the market reaction for a 

similar type of taxable acquisitions-taxable assets acquisitions-that occurred 

prior to the enactment of Section 197 of the Internal Revenue Code and would 

have qualified had they occurred after the enactment of IRC Section 197. 

The underlying theory is that if the tax benefits of goodwill tax 

amortization are not reflected in the purchase price paid to the target ' s 

shareholders and if investors foresee the positive effect on future cash flows that 

results from the tax amortization of goodwill amortization, a significant favorable 
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change is expected in the market reaction to the announcement of acquisitions that 

qualify for goodwill tax deduction after the enactment of Section 197. If, on the 

other hand, these tax benefits are fully transferred through the purchase price paid 

for a qualifying acquisition, then, after the enactment of Section 197, no 

significant change is expected in the market reaction to qualifying acquisitions' 

announcements. 

Given the above, the following hypothesis is tested: 

H1a: Qualifying taxable acquisitions are not associated with positive 

abnormal returns relative to taxable acquisitions that occurred before 

the enactment of the Omnibus Budget Reconciliation Act of 1993. 

H1b: Qualifying taxable acquisitions are associated with positive 

abnormal returns relative to taxable acquisitions that occurred 

before the enactment of the Omnibus Budget Reconciliation Act of 

1993. 

In an attempt to extend and narrow the examination of the effect of the tax 

benefits associated with the tax deductibility of purchased goodwill on the market 

reaction to acquisition's announcement, this study investigates the research 

question that tax-deductible purchased goodwill is positively associated with 
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higher abnormal returns relative to non-taxable purchased goodwill resulting from 

similar acquisitions that took place prior to the enactment of the Omnibus Budget 

Reconciliation Act of 1993 (OBRA93). 

Prior to the enactment of the OBRA93, goodwill amortization was not 

allowed for federal tax purposes. However, according to the IRC Section 197(a), 

goodwill amortization is currently permitted for tax purposes under certain 

condition. This results in a positive cash flow effect in the form of lower taxes 

paid. 

It has been argued that stock prices contain "forward-looking" information 

in the sense that future cash flows are reflected in the current values. Moreover, 

stock prices are thought to be a reflection of not only the current cash flows, but 

also future cash flows of the firm. Based on this, it is expected that any positive 

effect on the firm's cash flow will be ultimately impounded in its stock price. In 

other words, if the expected tax savings were value-relevant, then this would lead 

us to believe that the market would value (react to) more favorably the acquired 

tax-deductible goodwill relative to purchased goodwill that was not allowed for 

tax amortization. 

Assuming that investors do consider the expected positive cash flow effect 

in their valuation of purchased goodwill, a positive association between the 

expected purchased goodwill and abnormal returns should be observed after 

allowing goodwill amortization for tax deduction. 
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However, there are three essential factors that might cause the market and 

its reaction not to differentiate as to whether or not acquired goodwill is tax 

deductible. The first factor is the magnitude of purchased goodwill acquired and 

the expected resulting tax savings. Gara (1998) states that "the tax benefit from 

amortization is a function of the magnitude of purchase goodwill." Therefore, an 

acquiring firm with lower (higher) amount of purchased goodwill acquired is 

expected to obtain lower (higher) tax savings resulting from the tax amortization. 

A second factor that might have an impact on the level of tax savings 

resulting from tax amortization of purchased goodwill is the tax status of the 

acquiring firm. Assuming that other factors are constant, firms with low marginal 

tax rate are expected to should obtain less tax benefits from goodwill amortization 

relative to firms with high marginal tax rate. Therefore, tax benefits associated 

with goodwill tax amortization are also expected to be a function of the level of 

the acquiring firm's tax rate. 

Finally, a factor that might cause the market to be indifferent in its reaction 

as to whether an acquisition qualifies for Section 197 relies on the possibility that 

the tax benefits associated with the tax amortization of goodwill have been 

transferred entirely (or a significant portion thereof) to the target's shareholders 

through the purchase price paid. When a significant portion of the tax benefits 

associated with the tax deductibility of goodwill is not retained by the acquiring 

firm, this might ultimately cause the market, in its reaction to the acquired 
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purchased goodwill, not to include the information about the cash flow 

consequences of goodwill tax amortization. Consequently, this leads to the 

expectation that there would be no significant change in the way the market 

might react as to whether or not the acquired goodwill is tax deductible. 

Given the above argument, the following hypothesis is tested: 

H2a: Tax amortizable purchased goodwill is not positively associated 

with higher abnormal returns relative to non-tax amortizable 

goodwill. 

H2b: Tax amortizable purchased goodwill is positively associated with 

higher abnormal returns relative to non-tax amortizable goodwill. 
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CHAPTER V 

RESEARCH METHODOLOGY 

Sample Selection 

Using the Security Data Company U.S . Mergers and Acquisitions (SDC 

M&A) database, a sample of taxable assets acquisitions will be collected for the 

period 1991-1995. The following criteria were applied: 

1- Transactions must be completed; 

2- Acquiring firm's stocks must be publicly traded; 

3- The purchase method is used in accounting for the transaction for financial 

reporting purposes; and 

4- Targets must have positive goodwill. 

The following information was collected for the sample transactions: (1) 

total assets of the acquiring firm; (2) purchase price paid on acquisition; (3) 

announcement date; (4) completion date; (S)method of payment; (6) type of 

acquisition; and (7) target ' s book value. 

Transactions with acquiring firm ' s total assets and/or target ' s book value 

less that $1 million were excluded. Also, the value of the transaction had to 

exceed $1 million. Information regarding the value of cash paid for the target was 

29 



obtained in order to detect the tax status of the acquisition. Transactions with a 

value of cash paid at less that 20% of the consideration and where stocks were 

used as part of the consideration were excluded from the sample.6 

The third criterion was applied to ensure that tax-free transactions were not 

included in the study's sample. Although accounting requirements are not the 

same as the tax requirements, the requirements for a transaction to qualify for 

pooling are similar to those required for a transaction to qualify as being tax-free, 

with the exception in which pooling requires at least 90% of the target must be 

acquired, where only 80% must be acquired in order for the transaction to qualify 

as non-taxable. Therefore, it is expected that pooling transactions are most likely 

to be treated as non-taxable transactions (Gara, 1998). 

Research Design 

Two methodologies are adopted in this study's examination of the effect of 

the tax amortization on the market reaction to corporate acquisitions' 

announcements. First, an event-type methodology is used as an exploratory 

examination of the market reaction to the sample acquisitions. Second, a multiple 

regression methodology is utilized in the testing of the study's hypotheses. 

6 Ayers eta/. (1999) classified acquisitions as tax-free if stock was used for 80 percent or more of 
the value of the consideration. 
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The Event-Type Methodology 

Because study focuses on the effect of the tax benefits associated with 

goodwill tax amortization on the market reaction to corporate acquisitions, it is 

imperative that an exploratory examination is conducted for the market reaction in 

order to investigate whether and, if so, how the market reacted to acquisitions' 

announcements. This study uses an event-type methodology described in Dodd 

and Warner (1983) and used in a number of event-type studies that have 

examined the effect of the tax benefits on the market reaction to corporate 

acquisitions' announcements (e.g., Dunne & Ndubizu 1995). 

The sample acquisitions are divided into two portfolios: first, acquisitions 

that qualifies for the tax amortization of purchased goodwill , and second, 

portfolio for non-qualifying acquisitions in which purchased goodwill did not 

qualify for tax amortization. Using a 30-day window, t = -14 tot=+ 14, daily 

abnormal stock returns will be calculated for each firm i. And the coefficients of 

the regression will be estimated over the period t = -216 to t = -16, relative to the 

acquisition's announcement. Daily average abnormal returns for each test day t 

and for a portfolio of N firms will be calculated as follows : 

(1) 

t = -14, ... ,0, . . . ,+14' 
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where R;1 is the return for the common stock of firm i on day t, R,n1 is the return of 

" " the CRSP equally weighted market index on day t, and a; ,b; are ordinary-least 

squares estimates of the market-model parameters. 

Average standardized abnormal returns (ASAR1) are estimated using the 

following: 

(2) 

where Sit is the square root of firm i's estimated forecast variance and computed 

as follows : 

(3) 

where 

L = number of observations during the estimated period, 

S; = residual variance of security i firm from the market-model regression, 

Rmk =return on the market portfolio for the kth day of the estimation period, 

R1111 = return on the market portfolio for day t, and 

Rm =average return of the market portfolio for the estimation period. 
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The average standardized cumulative abnormal returns (ASCARn T2) will be 

computed as follows : 

T2 

ASCARn,n = L ASAR I ~(T2 - I; + 1 (4) 
r=TI 

The statistics Z, and Zn 72 that will be used to test the hypotheses that ASAR, and 

ASCARn. 72 equal to zero are as follows: 7 

(5) 

and 

T2 

ZTI,T2=l.JN JJT2-Tl+IJ IASAR,· (6) 
r=TI 

The Multiple Regression Methodology 

This study examines the effect of the OBRA93 on the market reaction to 

corporate acquisitions. Specifically, the Act of 1993 allows goodwill and certain 

intangibles acquired after August 9, 1993 for tax amortization. This results in 

positive cash flow effect in the form of future tax savings. Using a market-based 

approach, the study attempts to examine the effect of this change in future cash 

flow on the market assessments of qualifying corporate acquisitions. A sample of 

7 According to Dodd and Warner (1983), Z, and Zn n follow a unit-normal distribution based on 
the assumption that individual abnormal returns are normal and independent across t and 
securities. 
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taxable assets acquisitions will be collected and then be divided into pre-OBRA93 

(non-qualifying acquisitions) and post-OBRA93 (qualifying acquisitions). The 

valuation model used to test the first hypothesis (H 1) is written as follows: 

(7) 

where 

CAR= acquiring firm's cumulative abnormal returns using a two-day window (-1, 

0), 

TYPE =a dummy variable equals 1 if the transaction qualifies for OBRA93, 0 

otherwise, 

SIZE= the log of the acquiring firm's total assets, 

TGT =target's size, and 

ME =a dummy variable equals 1 if stock was used as part of the considerations 

paid, 0 otherwise. 

The focus on regression 7 is on the dummy (TYPE) slope's coefficient P2. 

Because the difference between pre-OBRA93 and post-OBRA93 purchased 

goodwill is the tax amortizability, a positive coefficient is expected due to the 

expected future tax savings. A significant positive coefficient will lead to the 
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rejection of Hl. The acceptance of the hypothesis that the market reacts more 

favorably to acquisitions qualifying to the tax amortization of goodwill would 

indicate that a significant portion of the tax benefits associated with goodwill 

amortization may have been retained by the acquiring firm and have not been 

transferred to the target's shareholders through the purchase price. 

The model also includes control variables in order to isolate the possible 

effect of any relevant factors on the market reaction to the acquisition's 

announcements. The control variables include the acquiring firm's size, target's 

size, and method of payment (cash vs. stock). Prior research examining the 

market reaction to acquisitions' announcements shows that those variables may 

affect how the market reacts to acquisitions' announcements. For example, 

Asquith et al. (1986), Travlos (1987), Peterson and Peterson (1991 ), and Emery 

and Switzer ( 1999) show that firms, using stock as a method of payment to the 

target's shareholders, experience lower abnormal returns relative to firms using 

cash as the method of payment. Acquiring firm's size and target's size have also 

been used as control variables when examining the market reaction to the 

acquisition's announcements (Peterson & Peterson 1991 ). 

In order to test the second hypothesis (H2), a cross-sectional valuation 

model is also utilized. The hypothesis tests whether tax-deductible goodwill is 

associated with higher abnormal returns relative to purchased goodwill that does 

not qualify for tax amortization. 
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The regression model used to test the hypothesis is written as follows: 

CAR, =a+P1GW , +P2 TGT, +PJGW *Type 1 +P, Size , +Ps ME, +P6 MTR, +v, ' 

where 

GW; =the portion of the purchase price attributed to purchased goodwill, 

TGT =target's size, 

MTR =the firm's marginal tax rate, 

Size =the log of the acquiring firm's total assets, 

(8) 

ME = a dummy equals I if stock was used as part of the considerations paid, 0 

otherwise, 

Type =dummy variable equals I for a qualifying transaction, 0 otherwise, and 

GW*Type = an interaction variable. 

The examination of the second hypothesis differs from that of the first 

hypothesis by the inclusion of three more variables. First, and more importantly, 

is the inclusion of an interaction variable GW*TYPE, where the focus is on in the 

regression model 8. The use of the interaction variable in the model enables this 

study to focus on the effect of the tax treatment of purchased goodwill on the 

firm 's abnormal returns. As stated during the development of the second 

hypothesis, tax-deductible goodwill is expected to be positively associated with 

higher abnormal returns relative to non-taxable purchased goodwill that results 

from acquisitions that did not qualify for the tax amortization of purchased 
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goodwill. Therefore, a significant positive coefficient (~3>0) is expected for the 

interaction variable GW*TYPE, which leads to the rejection of H2. 

Second, the regression model 8 differs from the regression model 7 by the 

inclusion of a separate variable (GW) that measures the level of goodwill 

expected to result from an acquisition. This may help to control for any potential 

effects, other than the tax amortization, that goodwill may have on the market 

reaction to the acquisition's announcement (e.g., strategic objectives). For 

example, Emery and Switzer (1999) claim that the greater the difference between 

the market value of the target and its book value (goodwill), the more favorably 

the market may react to an acquisition's announcement. The reasoning is that 

goodwill may serve as an indication for potential growth for the acquired firm 

(Emery & Switzer 1999). 

Finally, to control for the acquiring firm's tax status, the model includes a 

variable that represents the firm's marginal tax rate. As mentioned during the 

development of the hypothesis (H2), the rationale behind the inclusion of the 

marginal tax rate variable is quite simple. For example, an acquiring firm that has 

a zero marginal tax rate would be expected, at least in the short run, to obtain less 

tax benefits from the tax amortization compared to a firm with higher marginal 
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tax rate.8 For that reason, it is essential that the tax factor be accounted for when 

examining the tax benefits associated with goodwill tax amortization. The 

regression model 8 also includes control variables for acquirer's size, target's 

size, and method of payments, which were discussed previously in the 

development of the regression model 7. 

8 The marginal tax rate depends ultimately on the level of the firm's taxable income. In the short 
run, as I have examined the study's sample, firms on average have an almost constant marginal tax 
rate within a four- to five year-span. 
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CHAPTER VI 

RESULTS 

Two methodologies are utilized in this study, and their results are 

presented accordingly. The first methodology, in which a market model is 

utilized, was conducted not for hypotheses testing, but for exploratory purposes. 

The two event dates examined using the market model methodology were the 

announcement dates and the effective dates on which the acquisition was 

completed. 

In the second methodology, multiple regression models were obtained for 

testing the study's hypotheses. In addition to Ordinary Least Square (OLS), 

Weighted Least Square (WLS) tests were also used in testing the study's 

hypotheses . 

The Market Model 

Full Sample 

Table 2 presents cumulative abnormal returns around the acquisitions' 

announcements for the entire sample of the study. The results show that assets 

acquiring firms experience significant positive abnormal returns upon the 

acquisitions' announcements for intervals (0, 1 ), ( -1, 0), and ( -1, 1 ). However, 
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although positive, there were no significant abnormal returns for the other 

intervals examined. 

The above analysis was repeated for cumulative abnormal returns around 

the completion date of the sample acquisitions. Results show that there was no 

positive market reaction around the completion dates. This indicates that the 

market learned about, and thus reacted to, the acquisition upon the announcement 

of the acquisition.9 

Sub-Divided Sample 

In this section, cumulative abnormal returns for two portfolios are 

analyzed: a portfolio of firms engaging in acquisitions that did not qualify for 

goodwill tax amortization, and another for firms that engaged in acquisitions that 

qualified for the tax amortization of purchased goodwill. Table 3 presents 

cumulative abnormal returns for non-qualifying acquisitions, where table 4 

presents cumulative abnormal returns for the portfolios of acquisitions that qualify 

for goodwill tax amortization. 

The results show that there were significant abnormal returns around the 

acquisitions' announcements for both portfolios. More important, results indicate 

that tax-deductible firms portfolio has greater cumulative abnormal returns in 

most testing intervals than the non-taxable portfolio. These results provide 

9 Only cumulative abnormal returns around the acquisition's announcement date were used as the 
dependent variable in the regression models testing the study's hypotheses. 
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supporting evidence for the hypothesis that firms engaging in acquisitions that 

qualified for the tax deductibility of purchased goodwill experienced higher 

abnormal returns relative to firms that did qualify for the tax amortization of 

purchased goodwill. 10 However, it is only logical that potential relevant factors 

ought to be considered and controlled for when analyzing the market reaction to 

an acquisition's announcement. In the following section, relevant factors are 

included in the models that are utilized to test the study' s hypotheses. 

10 It is important to emphasize that this testing is intended as a preliminary examination for the 
market reaction to the acquisitions ' announcements . 
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Multiple Regression Models 

Table 5 presents OLS parameter estimates for the regression model 7, 

which tests Hl. The hypothesis tests whether firms engaging in acquisitions that 

qualify for goodwill amortization experience higher abnormal returns relative to 

those firms in which goodwill is not allowed for tax amortization. The dummy 

variable's (TYPE) coefficient is positive and significant at the conventional level 

(p = 0.1 0, t = 1.66). Consistent with the findings obtained using the market model 

methodology presented in the preceding section, the result provides strong 

support for HI. This indicates that the acquiring firms may have in fact retained 

some of the tax benefits associated with tax amortization. 11 

As for the signs of the coefficients for the control variables included in the 

model, the expected signs were obtained for all variables. However, the 

coefficient for the medium of exchange variable (ME) was not statistically 

significant. On the other hand, the coefficients for the acquiring firm's size and 

the target's size were both significant at the conventional level (p< 0.05, and p< 

0.10, respectively). Furthermore, the acquiring firm's size had a negative 

coefficient, whereas the target's size had a positive association with abnormal 

returns. 

11 These findings are consistent with prior research, which shows that a portion of tax benefits may 
have been transferred to the target ' s shareholders through the purchase price paid for the target 
firm. 
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Table 7 presents the results for testing the second hypothesis, that tax-

deductible goodwill was positively associated with higher abnormal returns. The 

coefficient for the interaction variable (GW*TYPE) is positive as expected, yet 

statistically insignificant at the conventional level. Presented in table 9, this 

analysis was repeated using a different measure for the magnitude of acquired 

goodwill. Specifically, GW was computed as the magnitude of goodwill relative 

to total assets. Nonetheless, results were similar to those using the original 

measure. 

This "weak" positive association between tax-deductible goodwill and 

cumulative abnormal returns may be attributed to two potential factors. First, as 

previous studies suggest, is the possibility that prior to the change in the tax 

treatment of purchased goodwill, firms might have attempted to minimize the 

amount allocated as goodwill in order to avoid the disadvantages associated with 

goodwill being non-tax deductible. 12 

Second is the measurement of the level of purchased goodwill variable in 

the regression model used to test the hypothesis. Purchased goodwill is defined, 

for tax purposes as well as for financial-reporting purposes, as the excess of the 

purchase price paid over the "market value" of identifiable assets acquired. 13 

12 Ayers et al. (1999) and Henning and Shaw ( 1999) show that amount allocated to goodwill has 
increased by 9-10 % after the change in the tax law. 
131t is important to note that although purchased goodwill for tax purposes is not necessarily the 
same as for financial-reporting purposes, Ayers et al. ( 1999) show a significant correlation 
between goodwill reported for tax purposes and that for financial-reporting purposes. 
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However, using similar measurement used in previous studies, the level of 

goodwill variable used in testing the hypothesis was computed using the target's 

book value as a proxy for the market value of identifiable assets acquired. 14 

As shown in table 7, the coefficients for the acquiring firm's size and the 

target's size are both significant at the conventional level, p<O.IO and p<.05, 

respectively. On the other hand, although the expected signs were obtained, none 

of coefficients of the other control variables were statistically significant. 15 

To insure that the results obtained are robust, H 1 and H2 were also tested 

using Weighted Least Square (WLS) estimation. The WLS parameter estimates 

for tests of Hl and H2 illustrated in tables 5 and 7 show that the results are 

consistent with those of OLS estimates presented in tables 6 and 8.16 

14For example, Ayers et al. ( 1999) used the target 's book value as a proxy for the market value of 
identifiable assets when measuring goodwill. 
15The effective tax rate was also used as the firm's marginal tax rate . Results remain unaltered. 
16 For both models 7 and 8, diagnostic tests for autocorrelation and multicollinearity were 
performed. None of the tests indicate the presence of either multicollinearity or autocorrelation 
among the independent variables. 
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CHAPTER VII 

DISCUSSION 

This section addresses three issues: the study' s hypotheses and results, the 

implications of the study and its results , and the study ' s limitations the study. 

There are two interrelated hypotheses examined in the study. The first 

hypothesis posits that firms engaged in acquisitions that qualify for the Internal 

Revenue Code (IRC) Section 197 experienced higher abnormal returns relative to 

firms engaging in non-qualifying acquisitions. The main objective of this 

hypothesis was to examine whether acquiring firms retain some of the tax benefits 

associated with the change in the tax law. 

Two methodologies were utilized in testing the first hypothesis. First, as 

stated in the methodology section, the event-type methodology was employed for 

exploring the market reaction to the sample acquisitions . Further, in assessing the 

market reaction, the sample acquisitions were divided into two portfolios: first , 

acquisitions that qualify for the Internal Revenue Code (IRC) Section 197, and a 

second portfolio for non-qualifying acquisitions in which purchased goodwill did 

not qualify for tax amortization . The results show that qualifying acquisitions 

were associated with higher cumulative abnormal returns compared to non-
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qualifying acquisitions. These findings provide strong support for the first 

hypothesis. 

For second test of the first hypothesis, a multiple regression methodology 

was utilized. Consistent with the findings obtained using the market model 

methodology, the results provide strong support for HI, implying that the 

investors did foresee the tax benefits that were associated with OBRA93, and thus 

reacted favorably to acquisitions that qualified for OBRA93. 

As for the second hypothesis, it posited that the magnitude of goodwill 

acquired was related to the market reaction observed upon the announcement of 

acquisitions that qualified for goodwill tax amortization. The results do not 

support this hypothesis, implying that the market does not assess the hypothesized 

association between the "magnitude" of goodwill and the tax benefits associated 

with goodwill tax amortization. 

There are a number of implications for this study. First, and most 

important, it shows that acquiring firms do retain at least some of the tax benefits 

that are associated with OBRA93. This is significant given the results of previous 

studies examining this particular issue, which show that some of the tax benefits 

may have been transferred to the target's shareholders through higher purchase 

price. Combining the findings of this study with those of prior research leads to 

the conclusion that the tax benefits associated the change in the tax law may have, 

in fact, been shared between the acquiring firm and the target's shareholders. 
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Another implication that this study has is the investigation of the economic 

impact of a significant tax law on the investor. This assessment is not only 

valuable to firms affected by the change in the tax law, but also to tax regulators. 

OBRA93 is applicable only under certain conditions. Before considering any 

future changes on goodwill tax treatment, it is imperative that tax regulators 

obtain a clear picture of the effect of the current goodwill tax treatment. The 

investor's assessment examined by this study will provide a clearer picture on the 

overall impact of the tax law of OBRA93. 

However, limitations are inherent to this study. First, due to data 

constraints, purchased goodwill was measured using the target's book value as a 

proxy for the market value of identifiable assets. Even though used in most 

studies, this measurement of the level of purchased goodwill might not reflect 

what firms actually allocate as goodwill in their financial statements or tax return 

applications. 

Other limitations include the sample size used in this study. As stated 

before, OBRA93 is applicable under certain conditions. These restrictive 

conditions may only apply to a very small percentage of corporate acquisition 

activities. As a result, obtaining a small sample has often been observed in most 

of the research that examines the issue of goodwill tax deductibility, including 

this study. 
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Finally, as with most event-type studies, there is a possibility that 

information about the acquisition was leaked prior to the official announcement 

days used in the study. The possibility of having confounding announcements is 

also a concern. However, the analysis shows that a significant market reaction 

existed at acquisitions' announcements. This downplays the possibility that 

information was leaked prior to the official announcement dates used in the study. 

Also, from analyzing the study's sample, all target firms were not public ally 

traded. Because of that, it is unlikely that those types of transactions would be 

followed by heavy publicity in the press. 
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CHAPTER VIII 

CONCLUSION 

In 1993, Congress enacted Section 197 of the Internal Revenue Code, 

allowing goodwill amortization deductions for federal income tax purposes. The 

Section generally requires, among other things, that purchased goodwill acquired 

after August 10, 1993 be capitalized and amortized ratably over a 15-year period. 

A primary objective of this provision was to provide U.S. firms with future 

economic benefits in the market for corporate control by allowing the tax 

amortizability of purchased goodwill 

This study investigates the market valuation of the effect of goodwill tax 

amortization on corporate acquisitions. Specifically, the study tests whether a 

significant positive change exists in the market reaction to acquisitions qualifying 

for the Internal Revenue Code Section 197. Two methodologies are employed in 

the examination of the market assessment of its effect. First, a market model 

methodology is utilized in order to pre-examine whether the market reacted 

differently to acquisitions that qualified for goodwill tax deductibility relative to 

acquisitions that did not. Second, multiple regression models were obtained for 

testing the study's hypotheses. 
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The results of this study support the hypothesis that a positive change 

exists in the market reaction to acquisitions that qualify for the Internal Revenue 

Code 197 relative to those that do not. There are two implications for these 

findings. First, they imply that acquiring firms did retain some of the tax benefits 

associated with the change in the tax law. Second, and given the findings of 

previous studies, the findings of this study also imply that the expected tax 

savings are actually shared between the acquiring firm and the target's 

shareholders. 

Opportunities for future research include the investigation of the expected 

tax savings' effect on the market valuation of intangible assets, particularly 

purchased goodwill, acquired and recorded in the acquiring firm's financial 

statements. Further, the impact of the tax deductibility of goodwill amortization 

on the value-relevance of goodwill amortization expenses could also be 

examined. 

Future research could involve the investigation of the decision to elect 

Section 338, under which a target corporation whose stock is acquired in a 

qualified stock purchase is deemed (electively) to sell its assets to itself for federal 

mcome purposes. 

Finally, it would be interesting to investigate how this change in the tax 

treatment of purchased goodwill has affected U.S . firms in the global market for 

corporate control. Prior to the enactment of the IRC Section 197, U.S. firms 
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emphasized that not allowing the amortization of purchased goodwill for tax 

purposes left them in a disadvantageous position relative to foreign competing 

acquirers for whom purchased goodwill was tax amortizable. Therefore, allowing 

the tax amortizability for purchased goodwill is claimed to put U.S. firms on a 

level playing field with their foreign acquirers in the global market for corporate 

control. Those claims could be investigated in future research. 
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TABLE la 

Descriptive Statistics 

Std. 
Item Minimum Maximum Mean Deviation Variance 

Value of 5.00 3050.00 124.5627 398.6741 158941.003 
transaction 

Target's 1.20 1810.70 51.8347 220.0787 48434.649 
book value 

Acquirer's 3.10 40587.90 1416.8979 5368.1656 28817201.444 
total assets 

Goodwill .20 1239.30 72.7280 202.3655 40951.809 
acquired 

TABLElb 

Sample Selection Information. 

Sample Transactions Number of Transactions 
Initial Sample 109 
Negative Goodwill Transactions (9) 
Missing CRSP Data (9) 
Missing Compustat Data (5) 
Confounding Announcements (2) 
Missing Transaction Information (5) 

FINAL SAMPLE 75 (pre93=23, post 93=52) 
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TABLE2 
Cumulative Abnormal Returns for the full sample 

Cumulative Average 
Abnormal Return Median 

Testing Equally Precision Cumulative 
Intervals Weighted Return Abnormal z sig. 

(0,+1) 3.78% 3.59% 2.58% 10.38*** 5.20>>> 

( -1,0) 2.69% 2.34% 1.50% 6.62*** 4.12>>> 

(-1,-1) 0.50% 0.35% 0.37% 1.42 2.19> 

(0,0) 2.19% 1.99% 0.97% 8.00*** 3.81>>> 

(-1,+1) 4.28% 3.94% 2.89% 9.21*** 5.20>>> 

$ significant at .10. *,<,>significant at .05. **, <<,>>significant at .01. ***, <<<, 
>>>significant at .001 
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TABLE3 

Cumulative Abnormal Returns for Non-Tax Deductible Firms 

Mean 
Cumulative Precision 
Abnormal Weighted Generalized 

Intervals Return CAAR z Sign Z 

(0, +1) 1.72% 1.97% 3.232*** 2.456** 

(-1, 0) 1.15% 1.09% 1.780* 1.174 

(-1, -1) 0.34% 0.21% 0.498 -0.108 

(0, 0) 0.80% 0.87% 2.035* 0.319 

(-1, +1) 2.07% 2.18% 2.909** 2.456** 

The symbols *, **, and *** denote statistical significance at the 10%, 5%, 1% levels, 
respectively. 
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TABLE4 

Cumulative Abnormal Returns for Tax Deductible Firms 

Mean 
Cumulative Precision 
Abnormal Weighted Generalized 

Intervals Return CAAR z Sign Z 

(0, +1) 2.73% 2.99% 6.587*** 4.316*** 

(-1,0) 2.78% 2.15% 4.521*** 3.489*** 

(-1, -1) 0.40% 0.30% 0.908 2.111* 

(0, 0) 2.42% 1.85% 5.535*** 3.928*** 

(-1, +1) 3.13% 3.30% 5.819*** 4.316*** 

The symbols *, **, and *** denote statistical significance at the 10%, 5%, 1% and 
levels, respectively. 
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TABLES 

OLS Coefficient Estimates for the Regression Model 7. 

CAR ,= a+ PJ TGT, + Pz Type I +PJ Size i +P, ME i +V; 

U nstandardized Std. 
Variables Coefficients Error Beta t Sig. 

a 4.23 1.823 2.325 .02 

TGT 0.047 .002 .255 2.095 .04 

TYPE 1.71 1.030 .194 1.66 .10 

Size -1.4 .656 -.276 -2.241 .03 

ME -.29 1.108 -.031 -.268 .79 

N=75 R Square Adjusted R Square 

.123 .073 
.. 

CAR= acqumng f1rm 's cumulat1ve abnormal returns , 
TYPE =a dummy variable equals one if the transaction qualifies for OBRA'93, zero otherwise, 
Size = the log of the acquiring firm 's total assets, 
TGT= target 's size, and 
ME =a dummy variable equals I if stock was used as part of the considerations paid, zero otherwise. 
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TABLE6 

WLS Coefficient Estimates for Tests of H1. * 

CAR, =a+P1 TGT, +P1 Type 1 +P1 ME, +v, 

Variable B SE Beta t Sig. 

a. 5.427848 1.316172 4.124 .00 

ME -.395438 .941300 -.041231 -.420 .67 

TGT .004867 .001069 .486796 4.552 .00 

TYPE 1.497002 .778345 .203616 1.923 .058 

. . 
CAR= acqumng firm's cumulative abnormal returns, 
TYPE =a dummy variable equals one if the transaction qualifies for OBRA'93, zero otherwise, 
TGT = target's size, and 
ME =a dummy variable equals I if stock was used as part of the considerations paid, zero otherwise. 

* Acquirer's Total Assets were used as the weighted variable. 
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I 
I 

TABLE7 

OLS Coefficient Estimates for the Regression Model 8. 
CAR,= a+PJ GW i +P2 TGT i + PJ GW *Type I+ p. Size i + Ps ME i +P. MTR, +V; 

U nstandardized Standardized 
Coefficients Coefficients 

Variables B Std. Beta t Sig. 
Error 

a 3.545 2.541 1.395 .167 

ME -.283 1.144 -.030 -.247 .81 

SIZE -1.464 .667 -.275 -2.194 .03 

GW .621 2.441 .034 .254 .80 

GW*TYPE 2.017 1.578 .176 1.279 .20 

MTR 0.020 .050 .047 .403 .68 

TGT 0.0495 .002 .246 1.996 .05 

N R Squan Adjusted R Square Durbin-Watson 
75 .126 .049 

GW; = the portion of the purchase pnce attnbuted to purchased goodwill, 
TGT= target's size, 
MTR =the firm 's marginal tax rate , 
Size =the log of the acquiring firm 's total assets, 
ME =a dummy equals I if stock was used as part of the considerations paid, zero otherwise, 
Type =dummy variable equals one for a qualifying transaction, zero otherwise, and 
GW*Type = an interaction variable . 
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TABLES 

WLS Coefficient Estimates for Tests of H2. 

CAR, =a+ P1 GW , +P2 TGT, +PJ GW *Type 
1 
+P• MTR, +Ps ME , +v, 

Variable B SEB Beta t 

a 5.04 1.63 3.086 

ME -.629 1.084 -.066 -.580 

TGT .0048 0.0011 .478 4.474 

MTR -.0044 0.027 -.0183 -.162 

GW 1.48 1.91 .087 .771 

GW*Type 1.53 1.21 .15 1.271 

GW; = the portion of the purchase price attributed to purchased goodwill, 
TGT= target 's size, 
MTR =the firm's marginal tax rate, 

Sig. 

.0029 

.5635 

.0000 

.8718 

.44 

.2080 

ME = a dummy equals I if stock was used as part of the considerations paid, zero otherwise, 
Type =dummy variable equals one for a qualifying transaction, zero otherwise, and 
GW*Type = an interaction variable. 
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TABLE9 

OLS Coefficient estimates for the regression model 8 using different measure for 
the variable G W. 
CAR, :a+P,GW, +P1 TGT, +P1GW *Type,+ p, Size,+ Ps ME,+ P. MTR, +v, 

U nstandardized Standardized 
Coefficients Coefficients 

Variable B Std. Beta t 
Error 

a. 7.232 2.187 3.307 

ME -0.104 1.151 -.011 -.090 

TGT 0.0485 0.002 .265 2.122 

Size -2.189 0.78 -.411 -2.818 

GW -4.243 2.60 -.37 -1.64 

GW*Type 2.425 2.7 .199 .898 

MTR 0.162 .029 .064 .550 

R R Square Adjusted R Square 
.365 .13 

GW; =purchased goodwill relative to acqmrer's total assets, 
TGT =target's size, 
MTR =the firm's marginal tax rate, 

.06 

ME = a dummy equals 1 if stock was used as part of the considerations paid, zero otherwise, 
Size = the log of the acquiring firm's total assets, 
TYPE =dummy variable equals one for a qualifying transaction, zero otherwise, and 
GW*TYPE = an interaction variable. 
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Sig. 

.002 

.928 

.038 

.006 

.11 

.372 
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TABLElO 
The Full Sample's Daily Abnormal Returns 

Average Median Generalizes 
Abnormal Abnormal Sign 

Day Return Return z z 

-14 0.01% -0.20% 0.30 -0.61 

-13 -0.15% -0.17% -0.96 -1.04 

-12 -0.08% -0.20% 0.21 -0.61 

-11 -0.26% -0.08% -0.51 0.25 

-10 0.50% 0.10% 2.83** 1.32 -

-9 -0.04% -0.27% 0.08 -0.61 

-8 0.19% 0.20% -0.13 0.89 

-7 0.07% -0.08% 0.04 0.03 

-6 -0.13% -0.12% -0.38 -0.40 

-5 0.49% 0.26% 1.43 2.62>> 

-4 -0.40% -0.53% -1.53 -1.26 

-3 -0.37% -0.07% -1.00 0.03 

-2 -0.22% -0.13% -0.35 0.03 

-1 0.50% 0.37% 1.42 2.19> 

0 2.19% 0.98% 7.97*** 3.81>>> 

+1 1.59% 1.06% 6.38*** 2.62>> 

+2 0.50% -0.01% 1.72$ 0.68 
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TABLE 10 (Continued) 
The Full Sample's Daily Abnormal Returns 

Average Median Generalized 
Abnormal Abnormal Sign 

Day Return Return z z 

+3 -0.13% -0.28% -1.16 -1.47 

+4 0.46% -0.07% 1.26 0.25 

+5 0.28% 0.29% 1.23 1.32 

+6 0.36% -0.25% 0.78 -0.18 

+7 0.00% -0.16% -0.33 -0.40 

+8 -0.05% 0.20% 0.12 1.75) 

+9 -0.69% -0.43% -2.09* -1.47 

+10 0.19% -0.07% 0.63 0.25 

+11 -0.60% -0.41% -2.53* -1.47 

+12 -0.62% -0.34% -1.75$ -1.04 

+13 0.56% 0.01% 1.66$ 0.89 

+14 -0.39% -0.27% -1.04 -1.69 
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