Outline of Positive Accounting Theory

Positive accounting theory is the prediction of the accounting choices that firms make and the effect that changes in accounting policy will have on specific firms. These changes affect different firms differently and this is one of the main focuses of positive accounting theory (PAT).  When making predictions, PAT assumes that all firms organize their accounting policies to make the firm as efficient and effective as possible while staying within the guidelines of the governing bodies. 

A firm can be view as carrying on its business through a variety of contracts through its employees, suppliers, and customers.  These contracts involve accounting information that changes with different accounting policies that are put into place; the goal of the policies is to maximize the firms potential and minimize contract costs.  The option of different accounting policies is said to give way to opportunistic behavior. This would be managers using the accounting information to serve there own best interest because of thing such as stock options and profit sharing plans. PAT assumes this is what will happen because managers are rational and will exist to serve their best interests.

The best possible set of accounting policies for a firm will be a trade off between accounting policies to minimize contracting costs and giving managers the power to change accounting policies in the light of changing market conditions. PAT does not try to tell people, firms, or managers what they should do; normative theories try to do this.

The Three Hypotheses of Positive Accounting Theory

PAT centers its theory on three hypotheses:

1) The Bonus Plan Hypothesis: All other things remaining equal, managers will try to manipulate accounting policies so that future earnings are shifted into the current period. The basis for this is that a managers utility will be maximized by moving his/her bonus stream from the future to the present and this is done through the increasing of current reported earnings.

2) The debt covenant Hypothesis: All other things remaining equal, a the closer a firm gets to problems where their debt is concerned, accounting policies will be used to increase current earnings and therefore delaying things such as negative press and pressure from creditors in the form of increased interest rates and meeting to review the state of the firm. 

3) The Political Cost Hypothesis: All other things being equal, the greater the cost of industry taxes, income taxes and intangible costs such as maintaining a high level safety program; managers will try to transfer current earnings to future periods to defer these costs.

When all of these hypotheses are combine it shows that smaller and large firms as well as profitable and non-profitable firms will choose accounting policies differently to maximize the efficiency of the firm and to minimize its costs – both financial and non-financial. An example of this would be a firm with high earnings trying to use accounting polices to lower its taxable income but if the firm’s manager operated on a bonus plan the company may be skewed towards reporting a higher income for the current period.

PAT Research
The research of Lev, Sweeney, and Jones will help illustrate the use of positive accounting theory to explain why firms have selected different accounting policies given a set of similar circumstances. The first example of a PAT research is that of the Lev paper (1979). Lev argued that all US oil and gas firms use the successful efforts approach to account for their exploration costs. The impact of Lev’s suggestion to those firms that used the full cost method had no direct impact on their cash flows yet there was still concern from those firms that used the full cost method. The PAT would suggest why there are reasons of concern for these firms. For example, the debt covenant hypothesis would explain that the smaller firms, who predominately use FC to account for their exploration costs, would either move closer or even violate current debt covenants they had agreed upon with their lenders. In addition, such a change in policy may impair management’s ability to attain performance bonuses. This would be a direct result of reduced exploration activities from an inability to attract new investors or more “carefully” planned exploration activities because of a change in accounting policy. Thus, the Lev paper helps illustrate PAT research in explaining why firms select different accounting policies and why new standards create different reactions from firms.

The PAT research performed by Sweeney (1994) demonstrates the debt covenant hypothesis. Sweeney’s research included 260 US firms, half of which had violated their debt covenant agreement for the first time. As part of the research, Sweeney discovered many of these violating firms voluntarily adopted income-increasing policies to improve net income, such as inventory liquidation and pension terminations, and were the first to adopt mandatory income-increasing standards.  The research also suggested those violating firms who have little “accounting flexibility” and low default costs will not make as many income-increasing changes because of cost-benefit factors.

Finally, Jones (1991) studied actions of 23 firms in import relief investigations, over a five year period, is an example of the political costs hypothesis. Jones suggested that firms lower their net income to strengthen their arguments of tariff protection against foreign competition. Since the government makes the final political call for such action, a firm’s best interest is to have low net income during these investigations. An important feature of her research was an ability to separate total accruals into discretionary and non-discretionary accruals. Jones wanted to establish the use of discretionary accruals by these firms before and during the investigation to demonstrate a firm’s ability to manipulate net income. The result of her study showed firms had increased the impact of discretionary accruals on net income to enhance their financial positions during the political investigations.

Distinguishing the Opportunistic and Efficient Contracting Versions of PAT

The three main hypotheses were described earlier in opportunistic forms; however, they can also be stated in “efficiency form”.  This can only be done when internal control systems limit opportunism, and motivate managers to choose accounting policies that minimize contracting costs.  (p. 121).

Sometimes, the accounting policy chosen can be both opportunistic for the manager and efficient for the company.  Looking at an example through bonus plan hypothesis, a manager may choose straight-line depreciation over double declining, because more income would be reported in current periods (opportunistic).  However, straight-line may be a truer indicator of asset consumption (efficient).  With this said, it is normally difficult to decipher whether an accounting policy is chosen for opportunistic or efficiency reasons.

There have been several studies trying to find out the driver (opportunistic vs. efficient) behind accounting policies.  As discussed earlier, Mian and Smith showed that firms make efficient decisions with regards to preparation of Financial Statements.  Christie and Zimmerman (1994) investigated the proliferation of income-increasing accounting policies in companies that were about to be taken over (managers would be struggling to justify the importance of their roles in the firm to the new board of directors, and may act opportunistically).  Under these circumstances, opportunism was low, because income-increasing accounting choices were not easily available.  

Sweeney (1994) presented more evidence for the efficiency version of PAT.  Some firms could have delayed default if they had switched from their current inventory accounting policy (LIFO), but chose not to, as taxes would have been very costly, or the costs of changing policies did not provide justification for the additional default delay.

Dechow (1994) studied both versions (opportunistic and efficient) of PAT.  She made three arguments. First, when accruals are largely the result of opportunistic manipulation of reported earnings, the efficient market will reject them in favor of cash flows, in which case cash flows should be more highly associated with share returns than net income. Second, when accruals reflect efficient contracting, net income should be more highly associated with share returns than cash flows. Finally, when accruals are relatively large (as in rapidly growing firms), net income should be even more highly associated with share returns, relative to cash flows, than when the firms is in a stead state (p. 274)
PAT does a great job of explaining why accounting procedures are chosen; however, other theories and models are required to explain which procedures managers should choose.

Multiple Choice

1) According to PAT, managers who act with the intention to serve their best interest are said to have what kind of behavior:

A. Efficient

B. Opportunistic

C. Rational

D. B&C

2) The political cost hypothesis:

A. Defers current earnings

B. Report future earnings in current period

C. Reports the earning in accordance with the accounting policies that the company has always used

D. None of the above

3) According to PAT, which firm, with flexible accounting policies, would most likely have conservative accounting policies?

A. Firms that do not offer their managers bonus plans

B. Firms that offer their managers bonus plans

C. Firms that are near debt covenant violations

D. None of the above

4) Positive Accounting Theory attempts to

A. Understand a firm’s accounting policy choices

B. Predict a firm’s accounting policy choices

C. Find a firm’s unique set of accounting policy choices

D. Both A & B

5) Which theory is an example of a positive theory?

A. A normative theory

B. Theory of Investment

C. Efficient Securities Market Theory

D. Single Person Decision Theory

6) Which of the following scenarios could lead to an example of the political cost hypothesis? ?

A. Large pharmaceutical companies making “excessive profits” in the public’s eye

B. US lumber companies reporting losses in the last year of a softwood lumber agreement between Canada and the US.

C. Canadian lumber companies reporting losses in the last year of softwood lumber agreement between Canada and the US.

D. All of the above

7) Which of the following is an example of efficient contracting form of the PAT? ?

A. A firm arranging its contracts that allows its manager to use their judgments in selecting accounting policies when dealing with unforeseen events.

B. A firm setting out standard company accounting policy that is implemented by management when dealing with unforeseen events.

C. A firm continuously switching standard company accounting policies that is implemented by management when dealing with unforeseen events. 

D. Both A & C

8)  Which if the following is not an example of a discretionary accrual:

A. A firm decreasing depreciation for its fixed assets for relevant revenue recognition.

B. A firm increasing the amount of its allowance for doubtful accounts to reduce its expenses

C. A firm increasing its number of accounts receivables because of an increase in business.

D. Both A & B

9) Positivist Accounting Theory can be expressed in the following forms:

A. Opportunistic

B. Efficient

C. Effective

D. A and B

E. A and C


10) With regards to accrual systems, when a manager has bonus incentive plans tied to income chooses an accounting system that shows higher current income and provides a more accurate indicator of expenses as to how they are tied to revenues, this is all an example of

A. Opportunistic Behaviour

B. Efficient Behaviour

C. Rational Behaviour

D. Ethical Behaviour

E. Two of the above

11) Which of the following arguments were not presented by Dechow:

A. When accruals are largely the result of opportunistic manipulation of reported earnings, the efficient market will reject them in favor of cash flows, in which case cash flows should be more highly associated with share returns than net income

B. When accruals are small, management manipulation is likely to occur

C. When accruals reflect efficient contracting, net income should be more highly associated with share returns than cash flows 

D. When accruals are relatively large (as in rapidly growing firms), net income should be even more highly associated with share returns, relative to cash flows, than when the firms is in a stead state

12) Who studied the factors (opportunistic vs. efficient) affecting firms that had been taken over:

A. Mian and Smith

B. Christie and Zimmerman

C. Sweeney

D. Subramanyam

13) Which form of accrual accounting would most likely lead to lower current period income:

A. Weighted Average

B. Standard Cost

C. FIFO

D. LIFO

14) According to Sweeney, which of the following was not mentioned as deterrent to the change of accounting policies by companies facing default:

A. High tax costs

B. Income gained did not justify costs

C. Conflict of opportunism vs. efficiency

D. All of the above were mentioned

15) Which of the following is/are not a key point(s) of PAT:

A. Accounting policies are chosen to maximize manager’s own expected utility relative to their given remuneration and debt contracts and political costs

B. Accounting policies are chosen to minimize contracting costs

C. Accounting policies are chosen to maximize current income at all times

D. All are key points

Short Answer Question

1. There are three distinct contracting relationships (parallel to the hypothesis) within the theory of positive accounting. For example, managers and owners must negotiate remuneration agreements with bonus plans. These contracts can be either implicit or explicit in their nature. Discuss each type of contract  (hypothesis) and determine whether the contract is explicit or implicit in its nature.


Answer Key for M/C

1)  D) Opportunistic and Rational – This behavior allows managers with bonus plans and flexible accounting policies to maximize personal wealth.

2)  A) Defers current earnings – deferring income to future periods reduces political pressure for both the firm and the manager

3)  A) Firms that do not offer their mangers bonus plans – the elimination of bonus plans would reduce a manger’s incentive to bring forward future earnings, and therefore the firm would not report as high a net income as possible

4)  D)  Both understand a firm’s accounting policy choices and find a firm’s unique set of accounting policy issues – PAT is concerned with predicting such action as the choices of accounting policies by firms and how firm’s will respond to proposed new accounting standards

5)  B)  Theory of Investment – does not attempt to tell an investor what mix of investments to pursue; all the other theories are normative theories

6)  D)  All of the above – all scenarios exude some sort of political dimension that would affect a manger’s decision in selecting accounting policies

7)  A)  A firm arranging its contracts that allows its manager to use their judgments in selecting accounting policies when dealing with unforeseen events – answer C does not apply because of the concerns about costs of continuously switching accounting policies, answer B does not apply because manager’s need flexibility to deal with unforeseen circumstances, according to PAT

8)  C)  A firm increasing its number of accounts receivables because of an increase in business – non-discretionary accruals are correlated with the level of business activity; this activity would be considered non-discretionary because the firm is increasing it’s receivables as a result of increase in business, not as a result of a change in accounting policy

9)  D)  Opportunistic and Efficient – as per PAT

10)  E) Opportunistic and Efficient – opportunistic, because it improves compensation for a manager, and efficient, because it is better accounting with regards to the matching principle

11)  B)  When accruals are small, management manipulation is likely to occur – Dechow never made this claim

12)  B)  Christie and Zimmerman – all of the other researchers had different focus points

13)  D)  LIFO – recent inventories tend to be more expensive, accounting for those earlier would leave less expensive inventories with in the company (not expensed)

14)  C)  Conflict of opportunism vs. efficiency – high tax costs and when income gains were greater than the cost of the accounting policy changes were the ones described by Sweeney

15)  C)   Accounting policies are chosen to maximize current income at all times – PAT focuses on opportunistic (answer A) or efficient (answer B) 

Answers to Short Question

1. Three types of contracts

· Bonus Plan – Managers and Owners agreements. Explicit 

· Debt Covenant – Managers/firms and Shareholder/Financial Agreements. Explicit

· Political – Managers/Firm obligations to the patrons they serve without harm or exploitation. Implicit since no formal agreement is made. This agreement is implied. The government would act as an agent to the patrons to ensure the firm’s obligation is upheld.
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