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William Scott's "Financial Accounting Theory" is a cornerstone text for accounting
students and professionals alike. Chapter 11, often focusing on positive accounting
theory, delves into the complexities of explaining and predicting accounting practices.
This article provides an in-depth analysis of the key concepts presented in this crucial
chapter, exploring its implications for understanding managerial motivations and the
evolution of accounting standards. We'll unpack the core tenets, examine practical
applications, and consider the broader implications of Scott's arguments. Key topics we
will explore include agency theory, efficient contracting, and the political costs
associated with financial reporting.

Understanding the Foundational Concepts of Chapter
11
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Chapter 11 of Scott's "Financial Accounting Theory" typically lays the groundwork for
understanding positive accounting theory. This theory contrasts with normative
accounting theory, which focuses on prescribing *how* accounting *should* be done, by
instead attempting to *explain* and *predict* actual accounting practices. It argues that
accounting choices are not arbitrary but are made by managers to maximize their own
self-interest, subject to various constraints. This self-interest is often aligned with, but
not always identical to, the interests of shareholders.

This chapter introduces several fundamental concepts critical to grasping positive
accounting theory:

Agency Theory: This is a core component of Scott's discussion. It posits that a
conflict of interest exists between principals (shareholders) and agents
(managers). Managers, as agents, may pursue their own objectives, which might
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not always align with maximizing shareholder wealth. For example, managers
might prefer to maintain a large organization even at the cost of profitability, or
pursue perks beyond what shareholders deem reasonable. Accounting choices
can be used to either mitigate or exacerbate this agency problem.

Efficient Contracting Theory: This theory suggests that accounting information
plays a crucial role in facilitating efficient contracts between different parties. Well-
designed contracts minimize agency costs by specifying actions and performance
measures. Accounting data helps monitor compliance with contractual obligations
and provides a basis for dispute resolution. Scott likely highlights how accounting
standards can improve the efficiency of these contracts.

Political Costs: This aspect considers the impact of accounting choices on the
firm's relationship with external stakeholders, particularly regulators and the
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government. Firms might choose particular accounting methods to minimize
scrutiny and avoid attracting unwanted political attention, like potential
investigations or regulatory pressure. High-profile firms, especially those in heavily
regulated industries, often face significant political costs.

Practical Applications and Implications of Positive
Accounting Theory

The theoretical frameworks presented in Chapter 11 have significant practical
implications. Understanding positive accounting theory enables:

Better Interpretation of Financial Statements: By recognizing the potential
biases inherent in accounting choices, analysts can better interpret financial
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statements and develop more accurate predictions about future firm performance.
It allows a more nuanced understanding beyond just the numbers presented.

More Effective Corporate Governance: The understanding of agency problems
and political costs can inform the design of better corporate governance
mechanisms, aligning managerial incentives with shareholder interests more
effectively. This might include designing executive compensation packages
carefully or implementing stronger corporate oversight boards.

Improved Contract Design: Understanding efficient contracting helps in crafting
better contracts that minimize agency costs and allocate risks effectively. Well-
designed contracts can protect the interests of both principals and agents.
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Predicting Accounting Choices: Positive accounting theory helps predict the
accounting policies a firm might adopt in various circumstances. This predictive
power is valuable for investors, creditors, and other stakeholders. For instance, a
company with high debt might prefer conservative accounting policies to avoid
potential covenant violations.

Analyzing the Strengths and Limitations of the
Chapter

While Chapter 11 offers valuable insights into accounting practices, it's crucial to
acknowledge its limitations:

Financial Accounting Theory William Scott Chapter 11

7



Oversimplification: Positive accounting theory sometimes simplifies the
complexities of managerial decision-making. It might not fully capture the
influence of factors like managerial altruism, ethical considerations, or unforeseen
events.

Predictive Limitations: While the theory aims to predict accounting choices, it's
not always completely accurate. The interplay of various factors, including
regulatory changes and market dynamics, can make predictions challenging.

Empirical Evidence: While empirical studies have generally supported many of
the tenets of positive accounting theory, there is ongoing debate and refinement of
the models used.
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Expanding on the Key Elements: A Deeper Dive

Let's delve into some of the key elements within Scott's framework to appreciate the
nuances:

Bonus Plans and Earnings Management: Chapter 11 likely discusses how
managers might engage in earnings management to achieve performance-based
bonuses. This might involve manipulating accounting choices to boost reported
earnings in the short-term, even if it sacrifices long-term value creation.

Debt Covenants and Accounting Choices: The impact of debt covenants on
accounting choices is another important topic. Firms with significant debt might
adopt conservative accounting policies to avoid violating debt covenants and
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incurring penalties.

The Role of Auditors: The role of external auditors in mitigating agency problems
and ensuring accounting integrity is a vital consideration. Auditors provide an
independent assessment of a firm's financial statements, increasing transparency
and accountability.

The Impact of Regulatory Changes: Changes in accounting standards and
regulations can significantly impact how firms make accounting choices.
Understanding the interplay between regulatory changes and positive accounting
theory is critical.

Conclusion
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William Scott's "Financial Accounting Theory," particularly Chapter 11, offers a robust
framework for understanding the motivations behind accounting practices. By
emphasizing positive accounting theory, agency theory, efficient contracting, and
political costs, it provides valuable insights into the complex interplay of managerial
incentives, corporate governance, and regulatory environments. While not without
limitations, the framework provides a powerful tool for interpreting financial statements,
designing effective corporate governance mechanisms, and predicting future
accounting choices. Continued research and refinement of positive accounting theory
remain crucial for improving our understanding of the financial reporting process and its
broader societal impact.

Frequently Asked Questions (FAQ)
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Q1: What is the difference between positive and normative accounting theory?

A1: Positive accounting theory seeks to explain and predict *actual* accounting
practices, focusing on managerial motivations and the environment in which accounting
choices are made. Normative accounting theory, in contrast, focuses on prescribing
*how* accounting *should* be done, often emphasizing principles of fairness,
consistency, and relevance. Think of positive theory as descriptive and normative
theory as prescriptive.

Q2: How does agency theory impact accounting choices?

A2: Agency theory suggests that managers (agents) may not always act in the best
interests of shareholders (principals). Accounting choices can be used to either mitigate
or exacerbate this conflict. For example, managers might manipulate earnings to
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increase their bonuses (agency problem), while accounting standards and corporate
governance aim to limit this behavior.

Q3: What are political costs in the context of accounting?

A3: Political costs refer to the potential negative consequences a firm might face due to
its accounting choices. These can include increased regulatory scrutiny, negative media
attention, political pressure, or even legislative changes. Firms may choose accounting
policies to minimize these costs.

Q4: How does efficient contracting theory relate to accounting?

A4: Efficient contracting theory emphasizes the role of accounting information in
facilitating well-designed contracts. Accounting data helps monitor compliance, allocate

Financial Accounting Theory William Scott Chapter 11

13



risks effectively, and resolve disputes between parties. Clear accounting practices
contribute to efficient contracts and reduce agency costs.

Q5: What are some criticisms of positive accounting theory?

A5: Critics argue that positive accounting theory oversimplifies the decision-making
process by primarily focusing on self-interest. It might neglect factors like ethical
considerations, managerial altruism, and unexpected events. Furthermore, its predictive
power is not always perfect, as various unanticipated factors can influence actual
accounting choices.

Q6: How can understanding positive accounting theory improve financial
statement analysis?
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A6: By recognizing the potential biases and motivations behind accounting choices,
analysts can develop a more nuanced and insightful interpretation of financial
statements. This leads to more accurate predictions of future firm performance and a
better understanding of the underlying economic reality beyond the reported numbers.

Q7: What role do auditors play in the context of positive accounting theory?

A7: Auditors act as an independent check on the accuracy and fairness of financial
reporting. Their role is crucial in mitigating agency problems and ensuring compliance
with accounting standards. The presence of independent audits partially reduces the
ability of managers to manipulate accounting choices for personal gain.

Q8: How does Chapter 11 fit into the overall structure of Scott's book?
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A8: Chapter 11 typically serves as a pivotal point in Scott's book, laying the foundation
for the more advanced topics discussed later. It introduces core concepts that are
essential for understanding the complexities of financial reporting and the motivations
behind accounting practices. It bridges the gap between basic accounting principles and
the more sophisticated models discussed in subsequent chapters.

Delving into the Depths of Financial Accounting
Theory: William Scott's Chapter 11

Financial accounting theory, William Scott chapter 11, presents an engaging exploration
of a crucial area within the wider field of accounting. This chapter, often considered a
pivotal point in many accounting curricula, delves into the intricacies of assessment and
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its implications for monetary reporting. Unlike more straightforward introductory
chapters that zero in on basic principles, Chapter 11 tackles the challenging questions
surrounding the establishment of fair price and its impact on the dependability and the
relevance of financial statements.

The chapter's main objective is to provide students with a complete understanding of
the theoretical underpinnings of asset and liability estimation. Scott skillfully navigates
the manifold methods used in practice, underscoring both the merits and drawbacks of
each. He doesn't shy away from the inherent subjectivity involved in valuation,
especially when dealing with immaterial assets or assets with unpredictable future
returns.

One of the essential concepts explored is the distinction between historical cost and fair
price. While historical cost offers a measure of impartiality, its pertinence can wane over
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time, especially in turbulent markets. Fair worth, on the other hand, reflects the present
market price, offering a more contemporary picture of an entity's fiscal health. However,
the determination of fair worth can be biased, resulting in potential discrepancies in
balance sheets.

Scott masterfully uses numerous illustrations to explain these complex concepts. He
analyzes real-world scenarios from various industries, ranging from manufacturing to
investment. These real-world applications make the theoretical material more
accessible and meaningful to students. The chapter also delves into the effect of
different financial reporting rules on valuation practices, providing insights into the
evolution of accounting thought.

Furthermore, Chapter 11 addresses the critical role of skilled assessment in the
valuation procedure. It acknowledges the limitations of quantitative methods and
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highlights the need for non-numerical factors to be considered. This contains aspects
like corporate goals, future possibilities, and economic climate. The synthesis of
quantitative and qualitative information is presented as crucial for precise valuation.

The practical benefits of grasping the concepts presented in Chapter 11 are substantial.
Students acquire a thorough understanding of the challenges and opportunities related
to asset and liability appraisal. This knowledge is priceless for analyzing balance
sheets, conducting effective due diligence, and taking part actively in budgeting and
control. The skill to assess rigorously different valuation techniques is a much desired
skill in the professional field.

In conclusion, Financial Accounting Theory, William Scott chapter 11, acts as a vital
resource for students and professionals alike. Its complete coverage of valuation theory,
coupled with its concrete illustrations, provides a solid foundation for understanding the
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nuances of balance sheets. The emphasis on skilled assessment and the synthesis of
qualitative and quantitative data emphasizes the importance of human expertise in the
accounting process. Mastering these concepts is crucial for success in the dynamic
world of finance.

Frequently Asked Questions (FAQs):

1. Q: What is the main focus of Chapter 11?

A: The main focus is on asset and liability valuation, exploring different approaches,
their strengths and weaknesses, and the role of professional judgment.

2. Q: Why is understanding fair value important?
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A: Fair value provides a more current and relevant picture of an entity's financial
position compared to historical cost, crucial for informed decision-making.

3. Q: How does the chapter address the subjectivity of valuation?

A: The chapter acknowledges the inherent subjectivity and emphasizes the need to
incorporate both quantitative and qualitative factors for a balanced assessment.

4. Q: What are the practical benefits of studying this chapter?

A: Understanding the material improves financial statement analysis skills, enhances
investment decision-making abilities, and strengthens overall financial management
expertise.
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