8.1 Outline of Positive Accounting Theory
Positive accounting theory (PAT) is concerned with predicting such actions as the choices of accounting policies by firms and how firms will respond to proposed new accounting standards.

Positive accounting theory helps us reconcile efficient securities market theory with economic consequences. It asserts that the contracts which firms enter into drive management’s concern about accounting policies.

8.2 Three Hypotheses of Positive Accounting Theory

Watts and Zimmerman have for​mulated three hypotheses with regards to Positive Accounting Theory. The text defines the “opportunistic” form of these hypotheses as follows:

· The bonus plan hypothesis - Maximize compensation 

All other things being equal, managers of firms with bonus plans are more likely to choose accounting procedures that shift reported earnings from future periods to the current period.

· The debt covenant hypothesis – Minimize problems with creditors

All other things being equal, the closer a firm is to violation of accounting-based debt covenants, the more likely the firm manager is to select accounting procedures that shift reported earnings from future periods to the current period.

· The political cost hypothesis - Minimize political heat

All other things being equal, the greater the political costs faced by a firm, the more likely the manager is to choose accounting procedures that defer reported earnings from current to future periods.

The theory then predicts that managers will choose accounting policies to further these objectives. We can not infer fraudulent and unethical behaviour here; rather, the accounting policies that management chooses are typically all within GAAP. However, there is considerable room to manage reported net income under historical cost accounting. This can be done through choice of amortization policy, choice of full-cost versus successful-efforts for costs of oil and gas exploration, being conservative or optimistic about provisions for warranties and bad debts, and so on. It is obvious why financial accounting policies have economic consequences. New standards or the reduction of acceptable accounting policy alternatives may interfere with management’s attainment of its objectives.

8.3 Empirical PAT Research
This section examines the large amount of empirical research that positive accounting theory (PAT) has generated. 

Healy (1985) found evidence regarding the bonus plan hypothesis. He discovered that managers of firms with bonus plans, based on reported net income, systematically adopted accrual policies to maximize their expected bonuses.

Sweeney (1994) analyzed the debt covenant hypothesis, and found that defaulting firms voluntarily made more income-increasing policy changes than a control group of firms. 

In addition to voluntary changes in accounting policies, firms may be able to manipulate reported net income by the timing of adoption of new accounting standards. Sweeney found that her sample of defaulting firms did tend to adopt income-increasing standards early, and to delay adoption of income-decreasing standards. 

With respect to the political cost hypothesis, most of the empirical investigation has been on firm size. However, the correlation of size with other firm characteristics, such as profitability and risk, complicates this measure of political cost.

One way to reduce reported net earnings is to manipulate accounting policies relating to accruals. For example, a firm may increase depreciation and amortization charges. The text calls items such as these discretionary accruals. However, separating total accruals into discretionary and non-discretionary components presents a major challenge. This is because non-discretionary accruals, such as receivables, current liabilities, and inventories, are correlated with the level of business activity. To separate the discretionary component out of total accruals, we would begin with the following equation:

TAjt = αj + β1jΔREVjt + β2jPPEjt + εjt
Where:


TAjt 
= total accruals for firm j in year t


ΔREVjt
= revenues for firm j in year t less revenues for year t -1 


PPEjt 
= gross property, plant, and equipment in year t for firm j

εjt
= a residual term that captures all impacts on TAjt other than those from ΔREVjt and PPEjt.

We can now predict discretionary accruals using the following equation:

Ujp = TAjp – (αj + β1jΔREVjp + β2jPPEjp)
Where p is the year of investigation, TAjt is firm j’s total accruals for this year, and the quantity in brackets is the predicted non-discretionary accruals for the year, from the first equation. The term Ujp is thus an estimate of discretionary accruals for the year p for firm j. The political cost hypothesis predicts that the Ujp will be negative. In other words, firms use discretionary accruals to force down reported net income.

8.4 Distinguishing the Opportunistic and Efficient Contracting Versions of PAT
The three hypotheses that were previously examined were viewed under the opportunistic form.  There is an alternate form—efficiency form. Under the efficiency form, we can view the three hypotheses under the assumption that internal control systems exist. These control systems encourage managers to choose accounting procedures that minimize contracting costs and minimize opportunism.

Often, the opportunistic version and the efficient version of PAT make similar predictions. A manager may choose an accounting policy because it is in his/her own best interest as well as to the benefit of the company. The problem is to figure out why a manager may choose a given accounting policy. Was it for the manager’s benefit or the company’s benefit? This confuses the notion presented before that manager’s act for themselves first and then for the company.

Christie and Zimmerman examined firms that were takeover possibilities. They surmised that managers would manipulate net income, through opportunistic accounting policies, in order to justify their present jobs to the overtaking company. Their study found that income-bumping policies did not occur on the grand scale as predicted. Their conclusion, opportunistic accounting policies are not occurring as much as predicted.

Sweeney’s study looked at the costs versus benefits of changing accounting policies. The findings showed that accounting policies, concerning debt covenant issues, were changed only when it proved cost-effective. To apply the opportunistic approach to debt covenants meant that managers would have little use for the costs in their attempts to solve the covenant problem. This indicates that the efficiency version of PAT is useful.  Sweeney also found firms that could have changed accounting policies in order to stave off default but chose not to do so.  The tax costs outweighed the benefits of changing policies.  Sweeney’s studies showed that not only is the opportunistic version of PAT taking place, but so is efficient PAT.  Only a detailed, firm-specific study could separate the two versions of PAT.

Subramanyam’s study also supported efficient PAT. His conclusion is that the efficient contracting version of PAT is the dominant form.

8.5 Conclusions
PAT is an attempt to understand why, and predict which accounting policies a firm will use. A firm makes policy choices to minimize contracting costs, and accounting policies do this significantly, but firm structure, the operational environment, and corporate governance also influence these policies.

Accounting policy choice should be somewhat flexible so management can respond to unforeseen contract outcomes. However, one must be aware that with flexibility comes the possibility of opportunistic behaviour.

The big picture is that changing accounting policies will draw a reaction from management. New policies that decrease firm flexibility, in terms of accounting policy choices, or interfere with existing contracts will receive strong reaction from managers.

Chapter 8 Quiz      

30 minutes       / 20 marks

True or False – 3 marks

1. Managers will be willing to work for a lower salary from a firm if they feel they can supplement their utility through opportunistic behaviour. (1 mark—1minute)

2. If a manager perceives that the political costs faced by her/his company are increasing, then she/he will choose accounting methods that will defer reported earnings from future to current years. (1 mark—1minute) 

3. Positive Accounting Theory can be viewed as having two different forms.  There is the opportunistic form and the pessimistic form. (1 mark—1minute)

Multiple Choice – 1 mark

4. What kind of accounting policies would we predict a manager would choose if she/he worked for a company that provided a bonus plan? (1 mark—1 minute)

a) more conservative accounting policies

b) less conservative accounting policies

c) overall, accounting policies have no impact on bonus plans

d) none of the above

Short Answer – 30 marks

Answer question #5 or #6 

5. When a manager is said to pursue ‘opportunistic behaviour’ under the Positive Accounting Theory model, what is she/he doing? (2 marks—4minutes)

6. What is Positive Accounting Theory concerned with? (2 marks—4minutes)

Answer question #7 or #8 

7. While Positive Accounting Theory looks at what we should expect, there are also normative theories.  What is the purpose of normative theories?  Do normative theories have predictive value? (3marks—6minutes)

8. In 1985, Healy conducted a study on the bonus plan hypothesis.  What did Healy discover? (3marks—6minutes)

9. What are ‘discretionary accruals’ and why are discretionary accruals important to Positive Accounting Theory? (5 marks—6minutes)

10. Positive accounting theory is built around three hypotheses, which predict manager choice of accounting policies under various conditions. Describe these three hypotheses of Positive Accounting Theory and give an example for each.  (6 marks—10minutes) 

Solutions  

1. Managers will be willing to work for a lower salary, from a firm, if they feel they can supplement their utility through opportunistic behaviour. True (1 mark)

2. If a manager perceives that the political costs faced by her/his company are increasing, then she/he will choose accounting methods that will defer reported earnings from future to current years. False (1 mark)

3. Positive Accounting Theory can be viewed as having two different forms.  There is the opportunistic form and the pessimistic form.  False (1mark)

4. What kind of accounting policies would we predict a manager would choose if she/he worked for a company that provided a bonus plan? (1 mark) 

a. more conservative accounting policies

b. less conservative accounting policies

c. overall, accounting policies have no impact on bonus plans

d. none of the above

5. When manager is said to pursue ‘opportunistic behaviour’ under the Positive Accounting Theory model, what is she/he doing? (2 marks)

Management has its choice of what accounting policies it will use.  By allowing management the ability to choose, there is the possibility that a manager will pick the accounting policies that will best serve him/her.  Under Positive Accounting Theory, the assumption is that a manager will exhibit opportunistic behaviour and choose accounting policies that are in her/his best interests.
6. What is Positive Accounting Theory concerned with? (2 marks)                                                                                     

Simply put, Positive Accounting Theory deals with predicting how firms will react to proposed accounting standards and what accounting procedures a company will choose, given the firm’s present condition.

7.  While Positive Accounting Theory looks at what we should expect, there are also normative theories.  What is the purpose of normative theories?  Can normative theories have predictive value? (3 marks)

Normative theories are designed to tell us what we should do, not what we should expect.  Normative theories can have predictive value.  Theory of Investment deals with portfolio diversification and many people do diversify their portfolios.  There are also normative theories that have no predictive value.  Normative theories are not designed to have predictive values so this should not worry us. 
8.  In 1985, Healy conducted a study on the bonus plan hypothesis.  What did Healy discover? (3 marks)

Healy’s findings supported the bonus plan hypothesis.  Healy found evidence that there was systematic adoption of accounting policies, by managers, that, when enacted, would maximize the manager’s bonus plan.  This is what Positive Accounting Theory would predict should happen. 
9.  What are ‘discretionary accruals’ and why are discretionary accruals important to Positive Accounting Theory? (5 marks)

Discretionary accruals are accruals that are valued by management at their discretion.  This means they can manipulate the reported earnings of the company by choosing to value certain accruals for more or less than the true value.  An example would be to increase depreciation and amortization expenses.  These discretionary accruals are hard to detect and can alter reported earnings.  Jones conducted a study to see if company’s, who were claiming unfair foreign competition, were using discretionary accruals to decrease their reported earnings.  Her findings showed that, as predicted, companies were using discretionary accruals to lower their reported income in order to try and get government protection, in the form of import protection. 
10.  Positive accounting theory is built around three hypotheses, which predict manager  choice of accounting policies under various conditions. Describe these three hypotheses of Positive Accounting Theory and give an example for each.  (6 marks)

Students need to provide support when illustrating their examples, other wise ½ mark for example.

· These three hypotheses form an important component of positive accounting theory. 

· The bonus plan hypothesis - Maximize compensation 

All other things being equal, managers of firms with bonus plans are more likely to choose accounting procedures that shift reported earnings from future periods to the current period. 

· For example, managers of firms with bonus plans are predicted to choose less conservative accounting policies than man​agers of firms without such plans. Also, we would expect that managers of firms with bonus plans would oppose proposed accounting standards that may lower reported net income, since such standards would make it more difficult to maximize current reported earnings by choice of accounting policy.

· The debt covenant hypothesis – Minimize problems with creditors

All other things being equal, the closer a firm is to violation of accounting-based debt covenants, the more likely the firm manager is to select accounting procedures that shift reported earnings from future periods to the current period.

· The debt covenant hypotheses predicts that managers of firms with high debt-to-equity ratios will choose less conservative accounting policies than managers of firms with low ratios, and will be more likely to oppose new standards that limit their ability to do this. 

· The political cost hypothesis - Minimize political heat

All other things being equal, the greater the political costs faced by a firm, the more likely the manager is to choose accounting procedures that defer reported earnings from current to future periods.

· The political cost hypothesis predicts that managers of very large firms will choose more conservative accounting policies than managers of smaller firms, and will be less likely to oppose new standards that may lower reported net income.

