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ABSTRACT

A's the most important progress of financial
theory in 1960s, Efficient Markets Hypothe-
sis(EMH) and Capital Asset Pricing Model
(CAPM) challenges classical accounting the-
ory, and consequently introduces the emer-
gency of positive accounting research, such
as Ball and Brown (1968). @ Although these
early studies are not intended to explain or
predict actual accounting practice but to ex-
amine the role of accounting information
plays in capital assets pricing, they provided
rich empirical evidences to evoke the preva-
lence of contracting perspective in accounting
research. The progress in Property Right
Theory, more specifically agency theory in
economics, also contributes magnificently to

the development of new accounting theory.

@ Ball, R., Brown, P., 1968, “An Empirical Evaluation
of Accounting Income Numbers,” Journal of Account-
ing Research, 6:159—178.



In the book of Positive Accounting Theory
(Watts and Zimmerman, 1986), the ac-
counting researches explaining and predicting
actual accounting practice are fully summa-
rized and reviewed. © For nearly 20 years
(1980s-—1990s), positive accounting resear-
ches have been focusing on three hypotheses
based on agency theory: bonus plan, debt
contracting, and political cost. Within the
framework of Agency theory, contractual
view of positive accounting did provide us a
new angle to explain accounting practice. In
this sense, it is a ‘revolution’ in the evolu-
tion of accounting theory.

Positive research method was accepted
by China accounting researchers 20 years lat-
er. Even if taking Zhao Yulong’s study, the
information content of accounting accruals
(1998, Economic Research Journal)®@, as
the starting point, positive accounting re-

search only has ten years’ history in China.

@ Watts, R L., Zimmerman, J. ., 1986, Positive Ac-
counting Theory, Prentice-Hall, Englewood Cliffs, NJ.
@ Zhao, Yulong, 1998, “The Information Content of Ac-

counting Accruals

Evidence from Shanghai Stock

Exchange”, Economic Research Journal, 7:1—49.



Leaping forward in the past ten years, posi-
tive studies nowadays are widely imitated and
well received as popular icon in China’s ac-
counting academic research. © Regardless of
the quality of research, the fundamental
transition from normative to positive research
methodology itself is commendable in the
progress of China’s accounting theory. Nev-
ertheless, Chinese accounting researchers
have been replicating studies in western
countries with trivial modifications from the
beginning, due to a lack of positive research
foundation in China. Assuming replication is
unavoidable for beginners, how can we move
beyond? What are the most important ac-
counting research questions in China? Are
the accounting theories in western countries
suitable for examining China’s accounting
questions?

Not only China’s accounting researchers
facing challenges of adopting theories, re-

searchers in west are also grumbling about

@ The Journals include China Accounting and Finance Re-
view, Accounting Research, and China Accounting Re-
view. In chapter one, we give evidence on a replication

focus in China accounting research,
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the current progress in accounting theory.
Fields et al. (2001)® conclude that research
in last decade made limited progress in ex-
panding our understanding of accounting
choice because of a focus on replication rather
than extension of current theory, after re-
view a collection of 1990s researches related
to determinants and consequences of account-
ing choice. Holthausen and Watts (2001)®
also criticize the value relevance research
studies for having limited implications for
standard setting because the underlying theo-
ries are not descriptive,

Since year 2003, professor T. J. Wong
and Joseph P, H. Fan (both from Chinese
University of Hong Kong) having been visit-
ing Shanghai University of Finance and Eco-
nomics and offering seminars on accounting
research method based on Néw Institutional

Economics(NIE) or Property Right Theory

@ Fields T.D., Lys T. Z , Vincent L., 2001, “Empiri-
cal Research on Accounting Choice”, Journal o f Ac-
counting and Economics, 31,255—307.

@ Holthausen R. W., Watts R. L., 2001, “The Rele-
vance of the Value -relevance Literature for Financial
Accounting Standard Setting”, Journal of Accounting
and Economics, 31:3—75.



(PRT). Ever since then, the question con-
fused authors for many years on how to
choose an appropriate theory for China’s ac-
counting research had a clear answer. The
differences in institutions between east and
west present both the challenges and the op-
portunities for China accounting studies to
play a role in international accounting re-
search. The underlying theory of contracting
perspective on accounting, also the main
stream view in west, is agency theory, which
has limited implication in examining China’s
accounting questions because the underlying
assumption of developed institutions may not
hold. Under this assumption, the major
question is how to solve the agency conflicts
between individuals in arm-length transac-
tions. In this game, the government is the
judge not a player. While in the biggest tran-
sitional economy like China, the government
controls most resources and participates in
economic activities as a “player”. For this
reason, free market trading assumption is
not realistic in analyzing governance struc-
ture in China, especially at the firm level

when ownership and control is separated.



Assuming that the evolvement of organiza-
tion structure is to achieve minimized trans-
action cost ( which is affected by institu-
tions), and given the difference in institu-
tions between China and western countries,
we expect the accounting practice in China to
be quite different from in U. S, or U.K.. To
understand these differences, a different the-
ory framework incorporating the difference in
institutions is required.

Since we believe NIE is crucial in con-
structing this framework, from 2005 a semi-
nar course on NIE based accounting research
method has been initiated. The regular par-
ticipants are about 15 of author’s master
students and some junior research staff.
Presentations and discussions on books, pa-
pers are required to help the participants to
better understand NIE (especially PRT) and
use the theory to construct an accounting re-
search framework in transitional economies.
So far, it has been done for five years and
achieves desirable outcomes, Great interest
has been inspired among the staff and
students; a batch of high quality papers has

been published in top-tier journals and was



