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ABSTRACT

This study aims to explore the application of game theory models in accounting (such as auditing, financial reporting, managerial decision-making, and other
accounting) through an empirical investigation. Game theory provides a framework for understanding strategic decision-making in situations involving multiple
stakeholders with conflicting interests. By examining the interactions between auditors, preparers of financial reporting, management, clients, regulators, and other
relevant parties, this study sheds light on the potential benefits and challenges of incorporating game theory models concepts into accounting. The findings contribute
to the existing literature on accounting and offer insights for practitioners and regulators in enhancing the effectiveness and efficiency of accounting practices.
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Introduction

The integration of game theory principles into accounting has provided valuable insights into strategic decision-making, auditing, financial reporting, and
managerial practices. However, despite the growing body of literature in this interdisciplinary field, there are still certain gaps and challenges that need
to be addressed. Game theory, a mathematical framework for analyzing strategic interactions, has found application in various fields, including economics,
political science, and computer science. In the domain of accounting, game theory offers a powerful tool to understand the dynamics of decision-making,
conflicts of interest, and strategic behavior among different stakeholders (Cao & Zhong, 2015; Christensen et al., 2015; Demski, 2020). Although game
theory has been successfully applied in some areas of accounting research, such as strategic decision-making, auditing, and financial reporting, there are
still other areas that remain relatively unexplored. For instance, the application of game theory to cost accounting, tax planning, or corporate governance
is relatively limited. The problem lies in identifying and developing appropriate game theory models for these specific contexts (Watts & Zimmerman,
2016). Smith (2022) opined that many game theory models in accounting research rely on simplified assumptions, which may not fully capture the
complexity and intricacies of real-world accounting scenarios. The problem lies in developing game theory models that incorporate more realistic
assumptions, considering factors such as asymmetric information, multiple players, and dynamic interactions (Tallurri & Van Razin, 2019). Game theory
models provide theoretical insights, empirical validation is crucial to enhance their practical relevance. The problem lies in conducting empirical studies
that test the applicability and effectiveness of game theory models in real accounting settings. Such studies require access to relevant data and the design
of experiments or field studies that capture the strategic behavior of stakeholders (Friedman, 2021). Traditionally, game theory models often assume
rational behavior, disregarding the influence of cognitive biases, emotions, and other behavioral factors on decision-making. The problem lies in
incorporating behavioral aspects into game theory models in accounting research to better reflect the actual behavior of individuals and organizations
(Chen & Soo, 2020; Gleason, 2020).

However, there are several studies on the relationship between game theory and accounting from extant literature. These studies have yielded mixed
evidence, suggesting that the results so far are inconclusive (Dilland et al., 2018; Engstrom & McKee, 2018; Tallurri & Van Razin, 2019; Gleason, 2020;
Chan & Soo, 2020; Smith, 2022). Prior studies have documented a wide range of findings, including the evidence that game theory does not influence
accounting (O’Neill, 2016; Baxter, 2017; Friedman, 2021); game theory positively influences accounting (Ewert & Waggenhofer, 2015; Demski &
Sappington, 2017; Oyer, 2018).

The existing study on game theory and accounting has primarily focused on specific applications, such as auditing, decision-making, and financial
reporting, while other areas remain underexplored. Furthermore, there is a lack of empirical validation and limited integration of behavioral factors in
game theory models. Addressing these gaps would contribute to a more comprehensive understanding of the potential benefits and challenges associated
with the integration of game theory in accounting research. This study aims to explore the significance of the integration of game theory in accounting.
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Literature Review

This section was centered on a review of related literature, issues examined include the concept of the game theory model in accounting, the argument
for and against game theory integration in accounting, and empirical studies on the integration of game theory in accounting.

Concept of Game Theory Models and Accounting

Game theory is a branch of mathematics that studies strategic decision-making in competitive situations. on the other hand, Accounting is a field of study
concerned with the measurement, analysis, and communication of financial information about economic entities. Game theory is a mathematical
framework that studies strategic interactions among multiple decision-makers. It provides a set of tools and models to analyze the behavior of individuals
or entities in situations where their outcomes depend on the choices made by others. In the field of accounting, game theory helps in understanding the
strategic decision-making processes, conflicts of interest, and interactions between different stakeholders, such as managers, shareholders, auditors,
regulators, and investors. Game theory models in accounting typically involve players, actions, strategies, payoffs, and information sets. Players are the
individuals or entities involved in the strategic interaction, actions are the possible choices available to each player, strategies are the sets of actions
chosen by players, payoffs represent the outcomes or rewards associated with different strategies and information sets describe the knowledge or
information available to players at each stage of the game.

By applying game theory concepts to accounting contexts, scholars (Jensen & Meckling, 1976; Aobdia & Kravet, 2016; Tallurri & Van Razin, 2019;
Gleason, 2020; Chan & Soo, 2020; Smith, 2022) analyze various aspects, such as pricing decisions, financial reporting choices, auditing strategies,
incentive structures, and agency problems. Game theory provides a rigorous framework to understand the strategic behavior of stakeholders, predict their
actions, and evaluate the consequences of different decision-making scenarios in accounting settings.

The Argument for Game Theory in Accounting

Game theory provides a valuable framework for analyzing strategic interactions and decision-making processes in accounting. By incorporating game
theory models into accounting research, scholars can gain insights into the behavior of stakeholders, the outcomes of different strategies, and the
implications for accounting practices and policies. Game theory allows researchers to study strategic decision-making situations in accounting contexts.
It helps to capture the interdependencies and strategic interactions among various stakeholders, such as managers, auditors, investors, and regulators. By
modeling these interactions, game theory enhances understanding of the factors that influence decision-making and the outcomes that result from different
strategies (Balachandran & Mohanram, 2011). Accounting involves conflicts of interest between different parties, such as managers and shareholders,
auditors and auditees, or buyers and sellers. Game theory provides a tool to analyze and understand these conflicts. It helps to identify the strategic
behavior of the parties involved and the potential outcomes that arise from conflicting interests. This analysis can guide the design of mechanisms,
regulations, and policies to mitigate conflicts and promote more desirable outcomes (Demski & Sappington, 2017). Jensen and Meckling (1976) began
using game theory to study the principal-agent problem in accounting. Agency theory examines the relationship between principals (e.g., shareholders)
and agents (e.g., managers) and explores how conflicting interests can influence decision-making and performance.

Game theory can be applied to evaluate the effectiveness of accounting policies and regulations. By modeling the strategic behavior of stakeholders and
their responses to different policies, researchers can assess the impact of accounting regulations on decision-making, financial reporting quality, and
market outcomes. This analysis can inform policymakers and standard setters in designing more efficient and effective accounting policies (Ewert &
Wagenhofer, 2015). Game theory enables researchers to identify manipulative practices in accounting, such as earnings management or strategic financial
reporting. By modeling the strategic behavior of firms, auditors, and investors, game theory helps to understand the incentives and strategies behind
manipulative practices. This knowledge can aid in developing detection methods, regulations, and auditing procedures to discourage or detect such
practices (Watts & Zimmerman, 2016). In the same vein, Smith (2022) opined that game theory allows for the analysis of strategic interactions among
different stakeholders in accounting settings. It helps to model and predict the behavior of individuals or organizations in situations where their decisions
depend on the actions of others. This understanding is essential for assessing the impact of strategic behavior on accounting outcomes. Accounting
involves making decisions under uncertainty, and game theory provides a framework to evaluate various decision options and their potential outcomes.
It allows for the assessment of trade-offs, risk considerations, and the identification of optimal strategies. Game theory can also assist in designing
performance measurement systems that align the incentives of different parties (Oyer, 2018). Game theory models can be utilized in accounting to analyze
cost allocation, pricing decisions, and resource allocation problems. By understanding the strategic interactions among different cost centers or divisions
within an organization, game theory can inform the optimal allocation of costs and resources, ensuring efficient and effective utilization (Chen & Soo,
2020). Callen and Morel (2018) and Suljs and Verwijimeren (2019) supported that in accounting, the design of incentive contracts is crucial for aligning
the interests of managers, employees, and shareholders. For this, game theory provides a powerful framework for studying the impact of different
contractual arrangements, bonus structures, and performance metrics on the behavior and decisions of individuals within an organization. Game theory
provides a framework for analyzing strategic interactions in uncertain and risky environments. In accounting, this can be valuable for assessing and
managing risks related to financial reporting, fraud detection, and auditing. By incorporating game theory models, accountants can better understand the
incentives and behaviors that may give rise to risk and develop strategies to mitigate it (Engstrom & McKee, 2018). Tallurri and VanRazin (2019) opined
that in accounting, game theory assists in pricing strategies, revenue management, and assessing the impact of pricing decisions on financial performance.
Game theory aid in understanding the strategic behavior of negotiating parties and designing contracts that align incentives and mitigate conflicts of
interest. This is particularly relevant in areas such as transfer pricing, joint ventures, and supplier relationships (Malmendier & Tate, 2018). Alm et al.,
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(2019) use game theory to analyze the relationship between taxpayer behavior and tax compliance strategies. Alm et al., (2019 examined the effectiveness
of different enforcement mechanisms, the role of fairness perceptions, and the impact of penalties and incentives on compliance decisions. Game theory
has been utilized to analyze strategic decision-making in management accounting. It helps understand how firms make decisions regarding pricing,
product mix, capacity utilization, and investment strategies by considering the actions and reactions of competitors (Chen et al., 2016).

The Argument Against Game Theory in Accounting

Although game theory has been applied in various accounting contexts, it is not without its criticisms and limitations. Here is an argument against the
application of game theory in accounting research: One criticism of game theory in accounting is the reliance on simplified assumptions and models that
may not accurately capture the complexities of real-world accounting situations. Game theory often assumes rationality, perfect information, and strategic
behavior, which may not align with the actual decision-making processes in accounting settings. Critics argue that these assumptions can lead to
oversimplified or unrealistic representations of the dynamics and interactions between stakeholders (Friedman, 2021). Game theory primarily focuses on
strategic interactions and outcomes, often overlooking ethical considerations and broader societal implications. Dillard et al. (2018) argue that the
exclusive focus on individual rationality and strategic optimization may neglect important aspects such as ethical behavior, social responsibility, and the
public interest. Accounting research should encompass a more comprehensive view that goes beyond strategic decision-making to address ethical
dilemmas and societal impact (Dillard et al., 2018). Another criticism of game theory in accounting is its limited predictive power and the challenges
associated with empirical validation. While game theory models can offer theoretical insights, they may struggle to accurately predict real-world
outcomes. O'Neill (2016) support that the complex nature of accounting contexts, the diversity of stakeholders, and the dynamic nature of decision-
making make it difficult to develop game theory models that can reliably predict actual behavior and outcomes. Game theory often assumes that
individuals are solely motivated by self-interest and rationality (Dixit & Nalebuff, 2018). This narrow focus on individual optimization may not adequately
capture the motivations and decision-making processes of accounting professionals who are guided by professional ethics, norms, and organizational
objectives. Critics argue that game theory may overlook important social and institutional factors that shape decision-making in accounting (Baxter,
2017). Critics argue that game theory, with its focus on strategic interactions and equilibrium outcomes, may not adequately capture the unique context
and intricacies of accounting. Accounting involves a complex mix of social, institutional, and regulatory factors that cannot be fully captured by game
theory models. Callen and Morel (2018) suggest that alternative approaches, such as qualitative research or interpretive methods, may provide a more
nuanced understanding of accounting phenomena. Game theory often assumes perfect rationality and self-interested behavior, neglecting the influence
of psychological and behavioral factors on decision-making. Human decision-making is influenced by cognitive biases, emotions, and social norms,
which may deviate from the assumptions of game theory. Li and Qian, (2020) argue that accounting research should incorporate behavioral perspectives
to better understand how individuals and organizations make accounting decisions. Khouja and Park (2019) opined that the game theory model in
accounting research often requires the specification of various parameters and assumptions. The author argues that calibrating these models to real-world
data can be challenging and subject to significant uncertainties. The accuracy and validity of the model outputs may depend heavily on the assumptions
made, raising concerns about the robustness and generalizability of the findings. Gleason (2020) argues that game theory can provide insights into strategic
interactions, but critics contend that it falls short in providing prescriptive guidance for accounting practitioners and policymakers. Game theory models
often analyze equilibrium outcomes without providing clear recommendations for action. Critics suggest that accounting research should strive to develop
actionable insights that can inform accounting practices and policies more directly (Gleason, 2020).

Review of Related Studies on Game Theory and Accounting

Balachandran and Mohanram (2021) empirically examine the strategic interactions between firms and auditors in the context of auditor switching
decisions. The authors use game theory to develop a model that captures the decision-making process and test it using a large sample of actual auditor
switches. The empirical analysis provides insights into the factors influencing auditor switches and the strategic behavior of firms.

Demski and Sappington (2017) carry out a study to examine the impact of the strategic disclosure of demand forecasts by firms to their competitors. The
authors develop a game theory model and test it using laboratory experiments. The results provide evidence of strategic behavior in disclosure decisions
and shed light on the factors influencing the extent of information revealed.

Reisch and Tyson (2022) investigate the relationship between performance measurement systems, incentives, and outcomes in the telecommunications
industry. The authors apply game theory to develop a model that captures the strategic interactions between managers and employees. The model is
empirically tested using survey data from the industry, providing insights into the effects of performance measurement and incentive systems on
organizational outcomes.

Zheng and Lie (2018) conducted a study to analyze earnings management behavior in state-owned enterprises using game theory. The authors develop a
model that considers the strategic interactions between managers and government regulators. The model is empirically tested using a sample of Chinese
state-owned enterprises, providing evidence of earnings management behavior and the impact of regulatory factors.

Balachandran and Mohanram (2019) in one of their studies apply game theory to analyze the strategic interactions between firms, auditors, and regulators
regarding the timing of audits and the disclosure of accounting information. The authors develop a model and test it using a large sample of firms. The
empirical results provide insights into the factors influencing audit timing and disclosure decisions.
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Pott and Schwaiger (2017) investigate the strategic behavior of firms in financial reporting decisions. The authors employ game theory to develop a model
that captures the interactions between firms and investors. The model is tested using survey data from German companies, providing empirical evidence
of strategic financial reporting behavior and its determinants.

Ewert and Wagerhofer (2015) examine the economic effects of tightening accounting standards to restrict earnings management. The authors develop a
game theory model and test it using a large sample of firms from different countries. The empirical analysis provides insights into the impact of accounting
standards on earnings management behavior and firm performance.

Wagenhofer (2020) applies game theory to evaluate the performance measurement schemes used in accounting. The author develops a model to assess
the effectiveness of different performance measurement systems and tests it using laboratory experiments. The empirical findings provide insights into
the strategic behavior of individuals and the performance implications of different measurement schemes.

Bushman and Smith (2021) applied game theory to study strategic interactions between managers, auditors, and regulators in the context of financial
reporting. This study focuses on issues like earnings management, disclosure strategies, and the impact of accounting standards on reporting behavior. In
the same vein, Watts and Zimmerman (2020) also applied game theory to investigate revenue recognition and earnings management practices. The author
concluded that game theory helps to analyze how firms strategically choose accounting methods to influence reported earnings and financial performance.

Dopuch et al., (2021) examine the influence of strategic interactions between auditors and clients, the studies applied game theory to auditing settings to
study strategic interactions between auditors and clients. The author’s study focuses on topics such as audit pricing, auditor-client negotiation, and the
detection of fraud.

Camerer (2018) explores the incorporation of behavioral factors, such as cognitive biases and social preferences, into game-theoretic models in
accounting. This approach aims to provide a more realistic understanding of decision-making and strategic behavior.

Methodology

The research design method adopted for this study is exploratory-based library research. It is a theoretical review of documentary information on the
researchable topic. Secondary sources of data were engaged and used in this study, the source of information including textbooks, journals, and other
relevant materials in existence were used in explaining the research variables.

Conclusion, Recommendations, and Suggestions for Further Study

The integration of game theory and accounting has provided valuable insights into strategic decision-making, conflicts of interest, and interactions among
different stakeholders in accounting contexts. Game theory models have been applied to various areas such as auditing, financial reporting, and managerial
practices. However, there are certain challenges and limitations to consider. These include simplified assumptions, the need for better incorporation of
behavioral factors, limited empirical validation, and the underexplored application of game theory in certain areas of accounting research. Game theory
has significantly contributed to the understanding of strategic interactions in accounting research. It offers a powerful framework for analyzing decision-
making processes and conflicts of interest. However, it is important to recognize the limitations of game theory models, such as their reliance on simplified
assumptions and the need to incorporate behavioral factors. Moreover, more empirical validation is required to enhance the practical relevance of game
theory in accounting research.

Based on the conclusion of this study, it is, therefore, recommended that researchers should strive to develop game theory models that better capture the
complexity and intricacies of real-world accounting scenarios. This involves incorporating factors such as asymmetric information, multiple players, and
dynamic interactions. In addition, to enhance the applicability of game theory in accounting research, it is important to integrate behavioral factors into
the models. This can provide a more accurate representation of decision-making processes, considering cognitive biases, emotions, and other behavioral
aspects. Also, Empirical validation of game theory models in accounting research is crucial. Researchers should conduct empirical studies that test the
applicability and effectiveness of these models in real accounting settings. This requires access to relevant data and the design of experiments or field
studies that capture the strategic behavior of stakeholders. Finally, game theory has been applied to certain areas of accounting research, but there are still
underexplored areas such as cost accounting, tax planning, and corporate governance. Future studies should focus on applying game theory to these
domains to gain further insights and understanding.

However, this study is limited to only three accounting practice variables. Hence, other variables like cost accounting and decision-making processes, tax
planning strategies, tax compliance behavior, and the interaction between taxpayers and tax authorities, corporate governance, the impact of behavioral
biases and emotions on financial reporting choices, auditing decisions, and managerial practices using game theory models can be taken into consideration
in future research. By focusing on these areas, researchers can further enhance the integration of game theory and accounting and contribute to a more
comprehensive understanding of strategic decision-making in accounting contexts.
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