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ABSTRACT

Nowadays, accounting distortion has become an urgent problem awaiting solutions not only in China but also all
around the world. Accounting distortion will deteriorate social integrity and will also reduce the efficiency of
economic development. This article aims at finding out ways to reduce accounting distortion and improve
accounting integrity by studying the game theory among different sides in accounting distortion. The method mainly
involves game theory.
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INTRODUCTION

Accounting information is the financial conditiondhbusiness performance of certain accountingiestievealed
by those entities to investors and creditors. itsisally revealed in the form of financial statetsefinancial reports
or footnotes. The authenticity of accounting infatian is an important standard in evaluating actingrsystem’s
working quality and credibility. Accounting distarh refers to the situation where the informatiapdt is not in
accordance with the output and causes fake inféamalin other words,under such circumstances, wghghown in
financial reports id different from original vouahéncluding further work according to the originabucher).
Accounting distortion is always shown in differefdrms which can mainly be classified into tow types
Horizontally, it's fake direction of informationdiv. Longitudinally, it's fake amount of flow.

Accounting distortion also means the form and miovi of accounting information go against the pple of
objective authenticity. It fails to reflect the tdimancial condition and business performanceaufoainting entities.
It can also be divided into two types--- intentibdistortion and unintentional distortion.

Intentional distortion refers to deliberate finaacfraud which is also called accounting cheatibgiven by

personal interests, staff who take charge of th&cbaccounting information may intentionally al@rdorged,

fabricated related accounting vouchers, misreptesanit, or conceal the relevant accounting daéglecting the
interests of their clients. This will lead to deidm between what is reported and the real sitnatfdheating
emphasizes the behavior which intentionally givakeffeedback. It has some similar forms with umtitsal

distortion, but the essence is totally differenialel or cheating is shady, and cannot be exposéuetpublic. It
needs to be accompanied by some form of camouélagehide, through virtual columns to create faKerimation

or conceal the reality. It is usually hard to bescdivered. The deliberate behavior of accountantsher
decision-makers is the direct cause of accountistpdion. The behavior will lead to the unconfotynbetween
account and account, account and form, accountreality. Among the three ones, the unconformitywsen

account and reality is the most covert one, buls® the most harmful one. In a lot of this kindcafes, staff
always have a fluke mind assuming their behavidirnet be discovered or investigated because siitry hard to
find evidence.

Unintentional distortion refers to the unintentibnaistakes which are made while calculating. Acdants may
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possibly make all kinds of mistakes in accountiafg@glation. Unintentional distortion is the uncomfity between
what is reported and the real information, whickasised by the misunderstanding of relevant paliaied law, the
misuse of relevant clauses. Therefore, unintentidiistortion also belongs to accounting distortidhe most
evident feature of it is “unintentional”. This iadically different from those who create fake imf@tion on purpose.
However, both of these two types of distortion l¢adserious outcomes. The rates of both intenticarad
unintentional distortion are very high in recenagge(see Figure 1).

The incidence in recent years, accounting
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Figure 1: Accounting distortion from 2005 to 2012
This article will further elaborate what our coyntr we can do to deal with this serious situation.

2. ANALYSISOF GAME THEORY AND ACCOUNTING DISTORTION

The direct causes of accounting distortion are timgand mistakes in calculation. The mistakesraagle usually
because accountants’ carelessness or their liro@pébility. Yet such kind of mistakes is supposetie decreased
as time goes by. Accounting cheating is one typacebunting distortion, and is caused by accoustartentional
behavior. Driven by personal interests, accountané&y go against some rules and law creating sorke fa
information when the regulations or rules are reddy vague. They make it by slipping through lavisgers
through internal collusion.

It is always the case that when accounting disinrtiappens, people always aim at accountants, asguhat they
are the ones to blame because they don't follow piafessional ethics in accounting. This is basedtle

assumption that accountants have such kind of algtwofessional ethics. As a matter of fact, sichuman nature
that people change as the environment around themges. Unavoidably, accountants also have thesteydto

compromise. But who can make accountants to compeirObviously, the answer lies on those who canrab

the loss and gains of accountants. The loss amd gadinly involve economic gains and loss. Spedlificspeaking,

it contains the hiring and dismiss of accountantsemployers, the honorary appraise or criticismyanels or

punishment from government departments and thelrabrese from the supervision of public opinion.

Objective law of social development shows that agpnomic activity is based on the maximization of
cost-effectiveness, including economic benefit autial benefit. It has become the basic norm. These
accounting activity is to some extent a kind of remmic activity which is driven by the law of inpatitput. The
final outcome of accounting is accounting inforraatiwhich is the data foundation of distribution ioferests,
transfer of wealth and performance assessmentris ehe function of interests coordination. It isoathis function
that leads people to abide by or go against lawisragulations of finance and economics. Nevertlselesonomic
or political interests drive does not necessaebdlto accounting fraud.

In order to better discuss and analyze differentiggbehind accounting information by applying gatheory, we
assume that accountants are qualified enough imvtlik and will surely comply with the regulationstiout too
much pressure. Besides, we also assume that thegtdwmve special relations with relevant departmeadoard of
supervisors and board of directors represent ttexasts of the shareholders who hold the majofitthe shares.
Also, relevant government departments are indep@rfden enterprises. Other stakeholders includireglitors and
potential investors, together forms four decisioaking bodies which influence accountants.
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2.1 External Supervisors

See from the set mission of external supervisdarsnacro level, they should guarantee the healthd r@gular

development of national economy. At micro levegylshould provide enterprises with legal and fairinment of

market competition. Theoretically under the circtanse of sensible legal system and external sugms/iabiding

by the regulations, the accounting information giby enterprises should be credible. In fact, amahe hand, the
administrative system is far from well-developeds the saying goes “Officials create numbers and baum
stabilize officials’ political status” , officialalways take advantage of the numbers. Economixeslike GDP and
financial revenues are really essential to goventroficials assessment, which provides enterpnigés chances
to create fake accounting information. On the otiend, the great disparity between the regulatowep and the
numbers of entities which are regulated, the lichitegulatory methods, great difficulty in overalipgrvision all

make it possible for enterprises to create fakermétion.

2.2 Internal Supervisors

The goal of shareholders, board of directors, esfeinvestors is to secure the integrity and thieievaf capital.
When the interest of enterprises is in accordantle mational and social interest, accounting infation must be
credible. But when there is conflict among thederigsts or the market competition is unfair, exdemvestors will
tolerate accounting distortion because of the mistion of interests.

2.3 Inner Controllers

It refers to the group of people who are appoimteedmployed by board of directors or higher departito manage
and regulate specific unit. These people includeagar, vice manager, factory director, chief finahofficer in
enterprises; people who are in charge of mainraftand the managing people in government depargmbrternal
operators will offer real information when theiténests are consistent with the interests of imtesopervisors and
the interests of internal supervisors are in acmocd with that of the state and society. When tiemnflict of
interests, they are highly possible to create tad@unting information.

2.4 Sakeholders

Most of the time, stakeholders usually require &b geal accounting information from enterprises, Wwhen the
information is not in favor of debt recovery or nmnization of investment cost, other stakeholdert also try to
create fake information.

Accounting distortion is closely related with extak supervisors, internal supervisors, inner cdieroand
stakeholders (see Figure 2).

The relevance of accounting distortion and
personnel
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Figure2

According to the requirements of these four denisiaking, we can divide their strategies into pesit
strategy and negative strategy. Positive strategy lave positive effects on accounting informatidrile
negative strategy only has negative effects. Mgetiith the three elements (decision-making bodwedicy
sets, and utility), there are four types of gameotl relationship in accounting information of eptéses.

1l)game theory between external supervisors andr imoatrollers; 2) game theory between external

supervisors and internal supervisors; 3) game yhbetween inner controllers and internal supergisdj
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game theory between internal supervisors and atakeholders (mainly creditors). The previous twe a
non-cooperative game theory while the last twocaperative game theory.

Therefore, we know that what on the operators’ minthat if the supervision of government is at late or
low efficiency, they will choose negative strategIn the contrary, they will randomly choose negativ
strategy or all positive strategy. In real lifekitay long-term benefits into consideration, operstwill not go
to extremes because of the existence of regulaaditors and relevant laws and regulations. Howetie
negative strategies of enterprises will do greatnha society, creating serious loss of governnsead

3. SOLUTIONSTO ACCOUNTING DISTORTION

3.1 Establishing Accounting Regulations

We should establish a set of accounting regulatime®rding to .accounting law and accounting stadgléSo as to
set a unified standards for business dealing aoduating calculation, reducing the chances forrimgesupervisors
and inner controllers to freely choose accountialicfes with certain purposes. At the same time,slveuld also
establish units of financial accounting system a#l as the system of accounting method for filehieWthe newly
established enterprises register put on recordh@rmrekisting enterprises carry out annual inspeabibthe record,
they should all go with the accounting law, indysticcounting system and accounting standards, fatmthe
specific financial accounting system and accountimghod. For registration and annual inspectiogy ghould also
hand in the relevant materials to the industrial aammercial corporate to manage. When there iageghaf the
documents, the documents should be handed in &mtie tax authorities for record. They should alsmplement
and perfect the accounting laws and regulationkensare the regulatory department and the enterpssa legal
person from the legal accountability, strengthea ffower of regulation of accounting informationcriease
penalties for fake accounting information providerd further improve the accountants employed twids

3.2Perfecting the Corporate Governance Sructure

To perfect the corporate governance structurectimpany’s internal supervision system should beravigd by
specific measures including: Setting up the audihmittee, which consists of the non-executive daeand the
supervisors of the company, to be in charge ofatlndit supervision on the operation and financidivig of the
company with the decision-making authority; estbhg the contract-based principal-agent relatietwben the
managers and the board of directors; establishargpcehensive shareholder representative actiorrdteg the
rights and interests of the minority-shareholdexts, Besides, in the process of the game theoryedwsst the
operator and the owner, the owner can take the uneas make the operator's remuneration equaleddtal sum
of a fixed minimum salary, a portion of the extraffis and the certain shares of the company, deoto reach the
Nash equilibrium. In order to reach the balancéhefcreditors and the owners in the game theoeyfdatmer can
make a contract that conforms the interests of Isaths to limit the target payout rate and limi¢ tompany’s
investment on the high risk projects; make regoiketion financing policy related to the companyriwmg of the
payment with preferential terms should not be gadlbwed; require the company to provide releviafiirmation
such as financial statements to the creditors mgalar basis to evaluate whether the company da$zault.

3.3 Establishing the External Restraint Mechanism and Fully Performing the Functions of the Intermediary
Institution

The accounting supervision system of our countnysisis of the state supervision, social supervisiot internal
supervision of the companies. The intermediaryituntgdns should fully perform their supervisory fition, and
make the accounting firm and tax accountant fire lading force in the external supervision of $haall and
medium-sized companies. Therefore, accounting firmpartnership should be greatly promoted. Acamydio
international practice, accounting firms as intediagy institutions, due to their low cost of rungjnand the
considerable social essence of their the audititegdn order to effectively improve the cost-bahefinciple, all
international certified accounting firms assumeinaited liability for the use of the partnership.idtnecessary for
our country, in the relevant laws and regulatidosadvocate and support the firms to take the fofipartnership
and to explicitly stipulate that only firms in pagrship is qualified for the audit of listed comiga in order to
enhance the crisis and risk consciousness of tleuating firms, make income of registered accoustan
corresponds to the risks. Government departmentseiriuture can gradually get away from direct svis@n on
companies’ accounting information, through streagthg the management of the intermediary institgjoand
then, in the way of purchasing service of entrustegervision on the accounting information of compa.
External supervision, of course, is also an imptrtgay and means to promote the authenticity atiahitity of the
accounting information of the small and medium-dizempanies. At the same time, the institutionglriorement
of the companies also should not be neglected.

3.4 Establishing A System of Civil Liabilities
Without a strict system of civil liabilities, theupishment on that illegal behavior will not be implented
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rightly. In addition to the more severe legal responsibitioyn the legal norm, what is more important ist inathe
process of creating law and regulations, they shaldo be guaranteed to be carried out appropriaféle most
urgent problem to be solved at present is the g@&=icrime litigation mechanism, training of therben of proof
and legal trial. Only when we set up a set of sfiegal procedures, can the people with illegaldwidr or the
people tend to do so be threatened.

Through four ways above, the problem of informatilistortion can be alleviated to some extent (sgerg 3).

The use efficiencvy of countermeasures
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Figure3

As relevant measures being carried out, the phenomef information distortion will hopefully decreaand
the development of enterprises will gradually thetter.

CONCLUSION

The progress of the time and the development aégolead to the fast development of economy inn@hivet the
rapid development of economy also brings all kinflproblems. Information distortion is one of thggeblems.
Facing this entire problem, the government shoukhgthen the power of supervision, reducing thenplmenon of
information distortion.
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