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Abstract

New control problems arise when services are to be coordinated between autonomous
units. Mainly, these control problems are found within the horizontal, flat relationship
between producing units, as the traditional control practices follow the functional, vertical
lines. New organization structures have emerged where lateral relations are important. The
hospital sector in Norway has been continuously reorganized since 2002, and the reforms
have created organizations that are functionally/vertically controlled by managers, whereas
the production lines are coordinated on a process- or a lateral basis

In this paper we focus on both the functional vertical coordination and horizontal
coordination within and between the local hospital enterprises and the regional
administrative levels. A national survey among hospital managers shows that the functional
and vertical lines of management control are perceived to be operating according to the
traditional views on management control. This survey indicates that the horizontal
coordination tasks are not very well implemented. Accordingly, a more interactive use of
management control system for managerial purposes is hidden in our data. 2



The vertical and horizontal control dilemmas —
a national study among managers

Introduction

Cooperation between public sector organizations has become increasingly more important as
different forms of inter-organizational relationships have emerged from the reform initiatives in
this sector during the last decade. Especially in the welfare sectors we observe that health care
services are produced in collaboration between two or more public and/or private units.
Consequently, new control problems arise when services are to be coordinated between
autonomous units. Mainly, these control problems are found within the horizontal, flat
relationship between producing units, as the traditional control practices follow the functional,
vertical lines. Consequently, new organization structures have emerged where lateral relations are

important (van der Meer-Kooistra and Scapens, 2008).

The hospital sector in Norway has been continuously reorganized since 2002, and the reforms
have created organizations that are functionally/vertically controlled by managers, whereas the
production lines are coordinated on a process- or a lateral basis (Pettersen et. al., 2012). Further,
reforms now call for the hospitals also to specialize and then cooperate in order to supply efficient
and high quality services to the population. The new organizational form is basically built on a
Regional Health Authority which includes several independent local hospital enterprises. Each
level is managed by a general manager who reports to the board at regional or local level. These
units are legal entities regulated in the Hospital Enterprise Act (2001). This model is in many
ways similar to the business enterprise model, consisting of several independent business units

called daughters which are governed by the parent organization.

The four Regional Health Authorities in Norway coordinate the hospital enterprises in the regions.
This way of organizing the health sector requires a complicated mix of coordination. We find
vertical coordination between the State (the owner), the Regional Health Authorities and the local
hospital enterprises. And further, there are horizontal coordination tasks between the local hospital
enterprises within their region, and also internal horizontal coordination challenges within hospital
units. In this paper we focus on both the functional vertical coordination and horizontal
coordination within and between the local hospitals and the regional administrative levels.

One basic idea when the State reorganized the hospitals into enterprise units in 2001 ((ot.prp. nr.
66 (2000-2001)) was to undertake better coordination of hospital services to the inhabitants both

at regional and local levels. This task was supposed by the Government at that time to be secured



through the payment system and by the steering documents which regulated the contracts between
the State as purchaser and the hospital enterprises as providers. The reform initiatives were in
detail described in the documents which were passed into a Law on hospitals (2000-2001). In this
document (Law) is explicitly stated that (86)

It is under the responsibility of the managers in the Regional Health Authorities to coordinate the
activity in the local hospital enterprises with the aim to secure an efficient use of resources to

produce high quality services to the population.

Both vertical and horizontal coordination are needed for the Regional Health Authorities to
succeed in reaching the goal of efficient use of resources and high quality services distributed
evenly to its population. A relevant research question is then how managers at different levels
manage the horizontal and vertical coordination challenges in the new organizational form
consisting of autonomous hospital enterprises. A national survey among hospital managers shows
that the functional and vertical lines of management control are perceived to be operated
according to the traditional views on management control. On the other hand, this national survey
indicates that the horizontal coordination tasks are not very well implemented. So far, the aims of
the Norwegian Hospital Enterprise Act (20001) to motivate for efficient use of resources in the

hospital regions as a whole and integrated system have not been realized.

This paper is organized as follows: First we present the theoretical framework, and thereafter the
research methods and the empirical data are discussed. The paper ends with a discussion of

findings and concluding remarks.

Theoretical framework

The theoretical framework includes a presentation of research on vertical and horizontal
management control and use of diagnostic and interactive systems. We end the presentation by
framing these concepts into a package of management control. Traditionally management control
practices have been designed for line organizations to allocate accountability between managers at
different levels. This traditional view is challenged by the introduction of the horizontal
dimensions, which focus on the support of decisions and control between units in lateral relations.
Here the main task is to manage activities in a non-hierarchical and lateral sense, introducing
aspects of process orientation, which is highly relevant for hospitals as professional service

organizations.



Vertical and horizontal management control

According to McNulty and Ferlie (2004), the New Public Management (NPM) wave has
developed strong vertical principles of organizing within public service organizations. In this
respect it accords with functional organizing principle and ethos of control and coordination
(Denison, 1997). The development of the clinical directorate structure is indicative of the push
within the NPM towards strengthened vertical and functionally based patterns of public sector
organizing. According to a functionalist approach, the management control process in public
sector organisations is expected to follow instrumental phases which describe strategic planning,
budget preparation, operating and measuring, and the last phase is reporting and evaluation (the
ideal control circle) (Anthony and Young, 2003). In principle, vertical management control
systems are designed to support decisions and control according to hierarchical authority lines.
They are especially tailored to match with the line organization where the authority to manage and

control is placed with the different administrative levels in the organization.

However, since the late 1990s there are some signs of post-NPM model emerging within health
management — as within other public service organizations — based on lateral or horizontal rather
than vertical modes of organizing (Grafton et al. 2011). There is talk of a “governance” model of
organizing (Newman, 2001) which supersedes the NPM, based on lateral rather than vertical
relations. These models all challenge the core principle of NPM template, stressing lateral and
process-based forms of organizing rather than vertical or functional principles. They are
potentially a post-NPM approach of organizing, as they incorporate within existing NPM-style
organizations the functional and vertical lines (McNulty and Ferlie, 2004). Literature in the field
points at the observation that horizontally oriented MACS (Management Accounting and Control
System) are used for coordinative purposes in inter-organizational settings (Hakansson and Lind
2004; Dekker, 2004; Céker and Siverbo, 2011). It is noted that the horizontal MACS do not
substitute the existing vertical functionally oriented MACS, but complement it (Kastberg and
Siverbo, 2011). However, what they see is that the use of horizontal and vertical MACS are kept
separate and used in different situations. Other studies show that traditionally designed (vertical)
MACS obstruct the realization of process orientation, since such MACS (horizontal coordination)
reinforce a vertical perspective on the organization, which makes inter-departmental cooperation

and inter-organizational collaboration more difficult.

Laterally based principles of organizing are now being promoted as a potential successor to highly
integrated forms. But the success or failure in inter-organizational contexts depends on the

coordination between the partner institutions (Smith et al., 1995; Dekker, 2004; Caglio and



Ditillo, 2008). However, there is also a strong and continuing stress on performance measurement
(Power, 1997) and a performance management culture. Such performance measurement and
management take place around distinct units which report up in line. A performance manager is
most comfortable with vertical mode of organization as it is much easier for the performance
manager to hold a defined and subordinate entity (such as a directorate) accountable, than a more
loose and lateral network of coordination. Earlier research has thoroughly discussed how hospitals
in general and especially physicians are affected by changes in management accounting systems
in their work (Jacobs, 2005; Lapsley, 2007; Llewellyn, 2001).

Diagnostic and interactive use of management control systems

A diagnostic use of management control systems has traditionally followed the functionalistic
approach of management control (Ferreira and Otley, 2009; Berry et al., 2009). Simons
(2000:209) defines diagnostic management control system as: “The formal information systems
that managers use to monitor organizational outcomes and correct deviations from present’s
standards of performance.” A diagnostic system of management control is designed and used to
ensure the predictable goal achievement (Simons, 2000), and this system is based on a basic
feedback control model where clear strategic objectives are identified and translated into
measurable key performance indicators. The performance is measured and compared with the
objectives. As pointed out by Simon (1995), managers may control and monitor the critical

performance variables by the diagnostic control system.

A lateral management control system is more similar to the interactive control system defined by
Simons (2000:216) as “...the formal information system that managers use to personally involve
themselves in the decision activities of subordinates.” Interactive management control systems
appear in interaction between managers and their subordinates (van der Meer-Kooistra and
Scapens, 2008). According to Batec and Carassus (2006) and Kominins and Dudau (2012: 144)
the interactive management control systems are characterized by: “a strong level of involvement
from all organization members, and a focus on dialogue and knowledge exchange for the
examination of the assumption underlying both current strategies and new strategies.” These
processes are characteristics of lateral relations built on involvement, dialogues and
communication. The vertical control approach does not include the lateral processes across

functional lines of authority.



Management control as a package

The discussion above leads to the concept of a control package (Malmi and Brown, 2008).
Systems of control coexist and interact with each other within an organization. Organizations use
many interlinked control practices in a control package, and the combination of controls in the
package determines their efficiency (Céker and Siverbo, 2011). But, because control can be
implemented in different occasions, they may be poorly coordinated (Malmi and Brown, 2008,
Céker and Siverbo, 2011).

Besides the diagnostic and interactive role of MACS, these systems are also used for coordinating
organizational activities (Anthony and Govindarayan, 2007). Basically, the coordination role of
the MACS is about the “Mastery of events” (Tomkins, 2001). According to Kastberg and Siverbo
(2011) the horizontal MACS are at a more general level used for coordination, for interactive
control and for attention direction. Simon (1995) and Kominis and Dudau (2012) conclude that
the measure of success of an organization’s management control package is its ability to manage
the tension between predictable goal achievement (monitored by diagnostic systems) and creative

innovation (fostered by interactive systems).

Empirical data and findings

In this part of the paper the national survey study is presented and complemented with interviews
of some key informants. The main findings are spelled out and analysed according to the vertical

and horizontal dimensions within and between hospital enterprises.

National survey data, interviews and documents

We base our study on data from a national survey study among all the hospital enterprises in
Norway (2008). The hospital sector in Norway is organized into four Regional Health Authorities
(Pettersen et.al., 2012). The Health Authorities is responsible for the hospital enterprises in their
regions. The State with the Ministry of Health is the owner of the Regional Health Authorities,
and control the Regional Health Authorities through a Corporate meeting and through the Steering
letter and its guidelines. These guidelines have more than 130 indicators. The Norwegian
hospitals are paid on a frame budget basis of approximately 60% and then the per case system
amounts in principle to 40%. This per case system is calculated on the basis of a Diagnosis
Related group system (DRGs). And the metrics behind these standard prices are changed every

year.
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A total of 450 questionnaires were sent to general managers, directors of finance and middle level
managers in all the hospital enterprises in Norway. The survey has a high respond rate, as 95% of
the directors of finance responded and approximately 85% of the middle level managers
(operational managers) responded. On average, the response rate was 75%. The questionnaire was
distributed electronically to the whole population. The survey was administered by the Office of
the Auditor General of Norway (The Auditor General of Norway, 2009), and the researchers
participated in the research group which followed the survey in order to analyze it. The aim of the
survey was to analyze the attitudes of the managers as to their practices in horizontal and vertical
management accounting and control decisions and coordination. More precisely, we study their
use of control systems within in the managers’ units and hospital enterprises, and their use of
systems between the hospital enterprises. The analysis of the survey data was done by the

statistical package SPSS, and frequencies were employed to present the data.

Table 1: About here

In order to make a deeper analysis of the statistical findings, a follow up interview was done in
2009 by the General Auditor ...in four hospital enterprises with the general managers, the
directors of finance and operational managers at the clinical levels. Further, document studies

were done of the annual budgets and the annual reports from the hospital enterprises.

Vertical lines of control within the hospital enterprise

Of the 385 respondents who are managers at middle levels (operational managers) in the hospital
enterprises, 94% agree with the statement that they are familiar with the strategic goals for their
units, and that they agree (78%) with these goals. Further, more than half of the respondents think
that their colleagues in their units also are familiar with these strategic signals. These statements
indicate that there is communication on a vertical basis between the managerial levels in the
hospitals. The survey also gives reason to think that the management control practices on a
vertical basis is integrated with the top level strategies (76% of the respondents agree with this
point), and 94% of these respondents think that the performance measures as to the budget goals
for their units are clearly expressed. The managers on the middle levels (clinics and sections) also
think that they are supported by their managers further up when they have to make operational

adjustments to tighten budget frames (nearly 80%).

According to the middle managers in this national survey, the vertical parts of the hospitals’
control packages are implemented according to the functional lines, following a top-down logic

and based on traditionally diagnostic uses of management accounting information.
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Several of the interviewed respondents in the follow up study after the survey study felt that there
should be more predictability in the annual budgetary processes, which could have made the
internal coordination smoother/easier. Especially all the changes made by the Ministry of Health
in the per case prospective funding system were pointed at as large problems in vertical control
within the hospital enterprises. These changes are most often announced at short time before the
budgetary year, and sometimes these changes are made during the year. These changes may have
large consequences for the income side of the budgets, and the top managers state that all the
changes make it problematic to forecast the income side- and consequently the net budget.
Another point is that this budget model creates challenges in the internal resource division
between the clinics.

Further, respondents in the interviews underline that as the Ministry has developed a practice
where hospitals with budget deficits can count on having these deficits covered. This has
introduced some kind of opportunistic adjustments among the hospitals (in general). Of course, as
they say, this implies that the managers have little legitimate authority to perform tight budget
control. Another point which is mentioned in the interviews is that the budget frames are
published too late as these are presented from the Ministry in January/February in the budgetary
year. This is too late in order to adjust activity to budget frames. Consequently, process

orientation is hampered.

Vertical lines of control between principal and hospital enterprises

Then the next question is whether this vertical coordination/control is considered to exist also in
relation to the line between the Regional Health Authority and the hospital enterprise; this is to
say the relationship between the principal (the region) as purchaser and the hospitals as agents/
suppliers of services. Questions were sent to the general managers and the directors of finance,
who are the managers most in direct contact with representatives of the principal (the Regional
Health Authority).

Of the 22 directors of finance at the hospital enterprise level, 91% was of the opinion that the
Regional Health Authority did not support their decision making with calculation and accounting
information which could be relevant for the management accounting and control of the hospitals.
They also expressed that they considered that the regional level did not have the competence and
capacity to serve each hospital enterprise with relevant economic and managerial information
(90%). Consequently, about 62% of the respondents wanted to be supplied with economic
analyses and calculations to support managerial control and decision making, and even more of

the respondents (90%) indicate that they ask for more economic information.
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The directors of finance who responded to the survey, expressed opinions which indicate that the
local hospital enterprises as daughter units with the Regional Health Authority as the parent unit,
were not supplied with relevant information as to the managing of their local hospitals as a part of
a coordinated and regional enterprise. Little relevant information existed as to the overall running
of the hospital enterprises and thus, information did not exist in order to manage the hospital care
services in an overall efficient way to the population. Although the directors of finance agreed to
the statement that clear performance measures exist on the regional level (95%), they lack
relevant information to take actions to run the hospital enterprise according to the common

performance goals and measures.

The general managers (21 respondents) express the somewhat similar views, indicating that they
have relevant management accounting and control information for internal and vertical
coordination. However, such information is lacking in the relationship with the regional level
above them. Based on the survey data, we may conclude that the Regional Health Authorities
appear as fragmented organizations where the daughters (the local hospital enterprises) act as
independent bodies. Accordingly, the synergies in reorganizing the hospital sector from hospitals
being administered traditionally as a part of the county administration towards establishing
hospital enterprises as legal bodies to operate under the umbrella of the regional enterprise have

not been realized.

The respondents interviewed point at the fact that the allocation between the hospital on national
and local levels is considered not to be adjusted to the needs of the population. This creates a kind
of ambiguity, also due to the fact that the steering letters (the annual contract between the
Ministry and the Regional Health Authorities include too many objectives, and that some of these
objectives also might be conflicting. Respondents pointed explicitly to the fact that the hospital
enterprises’ activity is strictly regulated according to laws and rules, which have to be followed

although this might be contradictory to the Ministry’s steering letters.

Further, these steering letters from the Ministry most often do not indicate prioritation between
the different goals. Some goals are very ambiguous and on macro levels, whereas other goals are
detailed and operationalized to unit levels. These steering letters are also not coordinated with the
hospital enterprises’ budgetary processes, as the steering letter for 2009 came in June 2009. Many
of the respondents’ accordingly state that the steering letters have little effect on the management
control in the hospital enterprise. Several of the informants at top manager level express that the

same situation holds for the relationship between the Regional Health Authority and the local
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hospital enterprises. These managers see very few elements of prioritation in the contracts
between the regional and local levels, which imply ambiguous steering signals. One general
manager in a hospital enterprise says that the Regional Health Authority expected an increase in
acute care of 2, 5%. However, if the hospital should plan for this increase, there would not be
enough funding for the increase in planned activity which was set to 1, 5% during the year. His

arguments were not met with adjustments at the regional level.

These respondents also suggest that the performance measures included in the steering letters (the
contracts) between the regional level and the local hospitals should have been based more on
dialogues in a lateral way between the units. And consequently, the planning procedures are

performed in a hierarchical top-down manner.

In the interviews, top managers are of the opinion that there are regularly dialog meetings on
budget matters between the Regional Health Authority and the hospital enterprises. However,
these meetings are more frequent in relation to those hospital enterprises which are running with
budget deficits. In this case, such meetings have a controlling function top-down. Still, the survey
study indicates lack of lateral dialogues. On the other hand, the general statements from the
general managers (top level) are that the interactive dialogues between the regional and the
hospital enterprise level are important for diagnosing common management control issues. As one
general manager said:

“They come from outside and have some critical questions which you yourself has not been
thinking of and which you have to reply to — and thus, you really have to analyze your local

’

situation’

Based on the managers’ statements, we observe that vertical coordination occurs on an interactive
basis between the principal (the regional level) and the top management. However, the situation is

different further down in the enterprises.

Horizontal lines of control within hospital enterprises

The production of health care services to patients in hospital enterprises is fundamentally based on
process organization, which has to be horizontally coordinated. This is the case from the patient
arrives into the hospital enterprise in one unit, receives services from the laboratories and
radiology units, is managed through the operational theatre, is transferred to the intensive care unit

and then at last, is admitted to a ward unit and returns home. Based on this description, it can
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easily be understood that horizontal and lateral coordination is the key to efficient process

organization.

On this background, it is not surprising that about 77% of the managers at the middle levels
indicate that the activity in their units is affected by the level of activity in other hospital units. In
sum, these statements indicate a high degree of reciprocity and process orientation in the chain of
service production. This observation might also explain why about 52% of the managers at the
middle levels stat that they do not have the full authority to run their units according to the budget

limits.

The respondents state that many managers do not have the possibility to keep their budget frames
due to the consequences of external decisions and activities which directly affect their internal
levels of expenditures. These external elements are outside the authority of the unit managers.
One main explanation here is mentioned to be the lack of coordination between the responsible
clinical units, as budgets are based on vertical authority lines and patients pass horizontally
through the hospital enterprise.

One respondent said:

“The operational theatre in the hospital is not under the authority of the surgical clinic. The
theatre is financed based on frame budgets, independent of activity. However, the surgical clinic
is on the whole financed based on a 40% per case payment (Diagnoses Related patient Groups-
DRGs). This surgical clinic purchases capacity from the operational theatre without paying any
internal prices. Consequently, the surgical clinic may increase activity in order to increase the
income side of the budget, whereas the operational theatre has to reduce activity and people on

duty in order to decrease costs.”

This citation illuminate in a “nut shell” the problems inhibited in the vertical budget systems and
the horizontal patient processes. And further, many of these problems are tied with the way the
units are paid and the way the payment systems are calculated and motivate towards professional
action.

Several of the respondents state that it is necessary for the clinical managers in the production
lines to have legitimacy in their performance of coordination across vertically managed units. This
legitimacy is mostly based on being a professional doctor who understand the patient throughput
and can communicate across managerial boarders. Further, this kind of coordination is also
heavily dependent on interactive control based on involvement and discursive logics. The

interviewed respondents point at the fact that traditionally, good clinical managers have been
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experienced and active clinicians themselves. Thus, clinical managers have combined the roles of
both being clinicians and managers, and by this hybrid role they have personally cooperated
between units and undertaken horizontal management practices. After the late reform initiatives,
the respondents agree that this combination of roles have become more difficult to undertake, due
to a development towards professionalization of managers of clinics, far away from the daily

clinical work.

Respondents also state that management control in hospital enterprises now must be based on
managers at clinical level who understand the logic of management within budget frames and also
devote time for communicating with their colleagues and employees in the clinic. The tendency is
therefore that an increasing number of mangers at middle levels in hospital enterprises devote

most of their time to managerial tasks.

Further, the respondents in the interviews indicate that most hospital enterprises transfer the per
case payment internally to the clinics, while most of the costs in patient treatment in fact are
generated in service clinics or clinics outside the clinic from where the patient leaves out. This
kind of payment system is an obstacle for horizontal cooperation, as the income side (payments)
follows the horizontal lines. Several of the respondents characterize the annual budget process as
instrumental and mechanic, as allocations then are not adjusted for activity or technological
changes. Further, performance evaluation has been and is mostly focused on negative deviations
from plans/budgets. There are few other indicators to evaluate, and these budget decisions are
without exceptions following the vertical lines. One respondent illuminates this:

“If a clinic runs with surplus at the end of the year, it has to use this money. Otherwise these
resources are being spent to cover the total deficits. The money disappears in a way. ... There is
no motivation for efficient resource consumption...”

The planning and coordination of the summer holidays are important in hospitals in order to have
efficient running of activity during downsizing in the summer months. Such coordination is

however not necessarily easy:

“After the surgical operation the patients were transferred to the wardrooms. Despite this simple
fact, the holidays for employees in the operational unit began one week later than in the wards,
which belong to another administrative unit. This lack of cooperation implied that the operational
theatre had reduced capacity several weeks after the people in the wards came back from summer

’

holidays...’
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Our findings indicate that horizontal coordination within the hospital enterprises are fragmented
and nearly non-existing. The services around the patients are managed based on professional
guidelines. However, this management is separated from the management control systems.

Horizontal lines of control between principal and hospital enterprises

The picture of absent horizontal coordination at higher levels in the hospital enterprises is painted
by the responses from the general managers and the directors of finance. A large majority of the
directors of finance (82%) think that the Regional Health Authority (as parent level) does not
produce information for benchmarking between the hospital enterprises within the regional
organization. Further, more that 90% of these respondents think that the regional level is not able
to communicate to facilitate learning and innovation between the local hospital enterprises.
Accordingly, little organizational learning as to perform more efficient service production is

taking place, and we find little interactive use of management control.

The general managers (21) are of a somewhat different opinion, as half of them (about 52%) think
that they get relevant information for benchmarking and data to undertake organizational learning
between the parent level and the daughters. The explanation for these differences might be found
in the functional differences between these managers, as the general managers tend to
communicate directly with the hierarchies further up in the enterprise. The general managers

might have more informal information and interactive communication.

The lack of horizontal coordination between the hospital enterprises, may create fragmented
organizing of the regional health enterprises’ production units, is also found in the opinion among
managers on the allocation of budgets. Here the general managers and the directors of finance are
of the same opinion. A majority of these managers think that the model for allocating the frame
budgets between the local hospital enterprises is not transparent/objective (62% of the general
managers and 52% of the directors of finance). Further, these top managers in the hospital
enterprises agree that the allocation of frame budgets does not even out differences between the
level of services to people in different parts of the regions (80% of the general managers and 75%
of the directors of finance). Last, 71% of the general managers think that the processes in making
the annual budgets are characterized by struggles between the local hospital enterprises in order to
get more money. In other words, there is a high level of conflicts in the funding of the hospital

enterprises.
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The survey among the managers at middle levels in the hospital enterprises also supports this
observation, as 70% of those who responded (321) stated that the budgetary processes do not
secure an even allocation of funding between the hospital enterprise units. In this case, the role of
the Regional Health Authority is more like trying to balance between different stakeholders
(hospitals) than being top management body to decide on budget allocation based on transparent
models.

The general managers and the directors of finance, who were interviewed after the survey study,
expressed the opinion that the reason for budget deficits was to be traced to all the external factors
affecting the budget frames. . Examples here are the payment system for patients who travel from
one region to another. Here they point at the huge sum of money to be paid without having any
possibilities to control the level of spending. Further, the transportation of patients has increased
and implying a higher level of spending without the managers’ /possibility to control the level.
These top managers indicate that they do not have the necessary authority to coordinate between
hospital enterprise units in order to make functional divisions between units. These problems with
the horizontal coordination are strengthened due to the fact that the Regional Health Authorities

introduce new tasks into the hospitals without funding these new tasks.

In the interviews the respondents agree that a lot of resources are put into reporting upwards to the
regional levels. Still, the survey study indicates that this reporting is not relevant for horizontal
coordinating purposes. Several of the respondents say that this upward reporting reduces the
controllers’ capacity to make internal analyses in the clinical departments. Further, the vertical

reporting is considered to be unnecessarily detailed.

As to the relationship between the Ministry of Health and the Regional Health Authorities, the
managers at the regional level underline that management accounting and control at the regional
level to a large degree is dependent on the Ministry’s (the principal’s) ability to present contracts

which specify operationalized and clear objectives and indicators.

Discussion

The focus in this paper is how managers at different levels manage the horizontal and vertical
coordination in the reformed and autonomous hospital enterprises. We find somewhat
contradicting observations. At the one hand, the activities within a hospital are interrelated, and
further, the activity in one hospital affects the level and composition of activities in other

hospitals. These characteristics of hospital service production are and patient treatment were
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according to the hospital enterprise reform to be handled by specialization and coordination
horizontally to supply high quality services in efficient service production lines.

However, we find few signs of coordination and control between the Regional Health Authority
as parent and the hospital enterprises as daughters. There are two main findings here: The hospital
enterprises are developed as bureaucratic and hierarchical organizations. Yet, two separate control
systems exist; one functional management control system and one horizontal coordination system

governing the patient treatment processes.

Bureaucratic and hierarchical organizations

We have found that vertical MACS have been implemented according to the NPM doctrines
(McNulty and Ferlie, 2004), and we find strong vertical control practices according to functional
principles as the relation between the regional level and the hospital enterprises are regulated by
hierarchical authority lines. The managers at all levels refer to much reporting and control,
indicating a bureaucratic organizing of the hospital sector. The hospital enterprises are organized
as “free standing bodies” , even though the hospital enterprise reform relied on horizontal
coordination between the Regional Health Authority and the hospital enterprises. Further, the
funding system of the hospitals in Norway is also a driving force against horizontal coordination,
as this system promotes competition between the hospital enterprises. These elements described
here hamper lateral relations which are necessary to promote learning and innovation in is

hospitals as process-oriented organizations.

Two separate systems
New control problems arise when services are to be coordinated between autonomous and

specialized units. These horizontal management control practices should not substitute the
existing vertical control practice, but be complementing (Kastberg and Siverbo, 2011). Our
findings indicate that horizontal management control is so to say absent within and between these
organizations. The essential role of the Regional Health Authority as a coordinator between the
local hospital enterprises within their regions is not implemented. We also find that the Regional

Health Authorities do not fulfill their roles as standard setting bodies

The top managers in the hospital enterprises express that the Regional Health Authorities do not
take the role as coordinators or motivate to lateral relations and communication ion between the
local hospitals enterprises. The horizontal MACS are not operating according to the ideas of the
reform initiatives. These findings indicate that the vertical and horizontal management control
practice does not complement each other. The same picture holds for the lack of internal

coordination within the hospital enterprises. This absence of process orientation hampers the
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possible efficiency gains which motived the hospital enterprise reform. The existence of the
vertical MACS and functionalist diagnostic uses of MACS are separated from the horizontal
coordination processes of patient treatment. We find few signs of interactive use of the
management control system, whereas we observe an oversized diagnostic use of control
information, a kind of overload management. This may indicate that the vertical information is not
translated to the horizontal practice. Further, the professional networks within the hospital
enterprises and between the hospital enterprises operate outside the vertical functional lines.
Consequently, the professional work close to the patients functions according to medical norms
and practices although the horizontal line of MACS does not operate according to the reform

aims.

Conclusion

The aim of this study was to study how managers at different levels manage the horizontal and
vertical coordination challenges in the new organizational form consisting of autonomous hospital
enterprises This way of organizing the hospitals enterprises in Norway requires a complicated mix
of coordination,. According to the Law on hospitals (2000-2001) both vertical and horizontal
coordination are needed for the Regional Health Authority to succeed in reaching the goal of

efficient use of resources and high quality services distributed to the population.

Based on our empirical findings, we may conclude that the vertical line of management control
system has been implemented according to the NPM doctrines. We find strong vertical practices
within the hospitals enterprises and between the hospital enterprises and the Regional Health
Authority. When it comes to horizontal coordination between the hospital enterprises in a region,
and within a hospital enterprise, we found that this is not operating according to the aims of the
Norwegian reform initiatives. We also found diagnostic use of management control system, while

the interactive system of practice is hidden in our study.
In future studies in-depth interviews with managers on different level in hospital enterprises

should be done in order to complement our findings based on our national and somewhat macro

oriented study.
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DEVELOPMENTS IN MANAGEMENT ACCOUNTING RESEARCH:
A Study of Finnish Doctoral Dissertations from the 1940s to 2010

Abstract

This study contributes to the limited body of knowledge on how Nordic research in
management accounting has developed over time. This paper present a systematic
longitudinal research strategic analysis of all the doctoral dissertations published in this field
in one country — Finland. The key results detail developments on how the Finnish scholars
have developed new research themes and traditions, theoretical approaches and
methodologies. The findings shed light on new, traditional and borrowed developments
thereby demonstrating that there are many ways to conduct dissertations in this field. As the
research has become more diversified over time, there has also been a growing amount of
research that adopts alternative approaches in addition to the mainstream approach. Overall,
these findings show how knowledge develops and new ideas get accepted.

Key words: Knowledge production, Management accounting research, Research

methodologies, Research traditions, Theoretical approaches, Historical analysis.

1 Introduction

All disciplines, including management accounting, develop over time in both their intent and
extent (see Johnson and Kaplan, 1987; Zawawi and Hoque, 2010). In management
accounting, the developments have not necessarily been fast and radical (see Bromwich and
Bhimani, 1989), but undeniable. The developments do not occur in isolation but are often
influenced by other disciplines (see Pihlanto, 1986; Shields, 1997; Hesford, Lee, VVan der
Stede and Young, 2007), literature, experiences and innovations from the rest of the world
(Nasi and Rohde, 2007, 1113). Note also that in Nordic countries, the link between academia
and practice has been strong and accounting education has always been given as part of a
general business degree (Jonsson and Mouritsen, 2005, 8-9). Consequently, “Nordic and
Scandinavian accounting researchers have been unafraid to develop new relations to the

object of accounting” (Jonsson and Mouritsen, 2005, 9).

Increasing knowledge about the roots and the developments of the discipline is important to
scholars, educators and students of management accounting. It aids in understanding and

explaining what has taken place, its directions and consequences, which in turn can influence
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current thinking and decision-making. It also shows how knowledge develops and new ideas

get accepted.

Following a limited number of prior Nordic (e.g., Hagg. Magnusson and Samuelson, 1988;
Nési, 1994, Nasi and Rohde, 2007; Jonsson and Mouritsen, 2005) and Finnish studies (Nasi
and Nasi, 1985; Nasi, 1994; Nasi, Laine, M&kinen and Nési, 1993; lhantola, 2010; Kihn,
2005; Kihn and Nasi, 2010), this study addresses management accounting developments in
Finland. Our focus is on doctoral dissertations. This is a highly interesting and important
context as the number of dissertations has significantly grown in Finland in this field. Ever
since the first management accounting dissertation was completed in the 1940s (see Kaitila,
1945), more than sixty dissertations have been accomplished at ten business schools or
university units in Finland. This development can probably be related to the greater perceived
importance of management accounting in modern societies; an increase in public and private
research funding; changes in doctoral education such as the emergence of supervisor
committees with several supervisors (also from other countries); prominent existence of
Finnish researchers in the management accounting research community, and greater

interaction with several researchers.

The purpose of this study is twofold: (1) to analyze the research strategies — including
research themes, research traditions, theoretical approaches, and methodologies — of all the
dissertations published in this field in Finland and (2) to synthesize how the management
accounting dissertations have developed throughout the ages (i.e., from the 1940s to 2010).
Further analysis of these questions increases knowledge about what in management
accounting dissertations has been studied and how. In so doing, our findings extend previous
literature in three ways, first, by analyzing a wider range of research strategic elements and,
second, a longer period of time. While the results concern only doctoral dissertations (and
hence further the understanding of doctoral education in this field) they may also reflect the
focal areas of research in Finland and therefore also further the understanding of management
accounting research in Finland in general. Although our results describe one Nordic country
only, they can provide a frame of reference and possibilities for further research in other
countries in the North. Third, our findings increase knowledge about how knowledge
develops, how new ideas or knowledge streams become accepted, and what Finnish
management accounting research is like today — does it differ from the main stream research

dominated U.S. and Australian research?
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The remainder of this paper comprises four sections. The following section introduces
research strategic classifications of management accounting research themes, research
traditions, theoretical approaches and methodological approaches. Thereafter, our data and
research methods are described. We next analyze and synthesize the doctoral dissertations
completed in Finland by research theme, research tradition, theoretical approach, and

methodology. The final sections present a synthesis of the key results and conclusions.

2 Classifying management accounting research

2.1 Classifying management accounting research themes

In this study, we use a classification of management accounting research themes based on
management accounting doctrine (Bhimani, Horngren, Datar & Foster, 2009; Atkinson,
Kaplan, Matsumur & Young, 2007) and research (Hesford, Lee, Van der Stede & Young,
2007; Shields, 1997). We distinguish between cost accounting and control systems in
classifying management accounting research themes and topics. Cost accounting systems
refer to traditional and activity-based cost allocation, cost variances, the use of cost
information for decision-making, and strategic costing. Strategic costing includes attribute
costing, life-cycle costing, quality costing, target costing and value-chain costing (see Cadez
& Guilding, 2008).

Control includes capital budgeting and investments, operating budgeting, performance
measurement and evaluation, and organizational control. Following Hesford et al. (2007),
budgeting research consists of studies on budget target setting, budget participation, and
budget-related dysfunctional behaviors. Capital budgeting and investments research
investigates investment decisions and their follow-up. Performance measurement and
evaluation involves the study of financial and nonfinancial performance measurement and
incentive systems and their consequences for organizational behavior and performance.
Finally, organizational control studies are conducted on management and organizational

control systems. (See also Hesford et al., 2007).

In addition to cost and control, we also include the following research themes in our

classification system: decision-making, profitability and pricing, accounting information
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systems (AIS), management accounting history and change, strategies and strategic

management accounting.*

2.2 Classifying traditions and theoretical approaches of management accounting research

What are research traditions and theories of management accounting are difficult questions.
Different classifications exist (see e.g., Shields, 1997). In this study, we investigate the use of
research traditions using Hopper and Powell’s (1993) classification of accounting research,
and theoretical approaches based on the works of Ryan et al. (2000) and Hoque (2006). These
classification provide generally accepted examples about potential research traditions and

theoretical approaches.

Hopper and Powell’s (1993) classification on research traditions is rooted in Burrell and
Morgan’s (1979) classification of organizational research. According to Burrell and Morgan
(1979), the two important and independent dimensions of organizational research are the
nature of social science and of society. The social science dimension consists of the following
distinct but related elements: assumptions about ontology, epistemology, human nature and
methodology. The assumptions can range from subjective to objective or be merged into a

single subjective-objective continuum.

Hopper and Powell (1995) adopted Burrell and Morgan’s (1979) subjective--objective
continuum, and added a new dimension representing the range of approaches scholars take
towards society. At the ends of that dimension, researchers are concerned either with
regulation and the creation of order in society or with the potential for radical change. By
combining the two continua, Hopper and Powell (1995) developed their taxonomy of
accounting research. Following Burrell and Morgan (1979), four categories of
(organizational) research are identified: functionalism, interpretive, radical humanism and
radical structuralism. According to Hopper and Powell (1995), they can be linked to the
following three traditions of accounting research: mainstream research, interpretive research

and critical research.

! This classification system of research themes can be seen in the first column of Table 4.
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Appendix 1 presents examples of the theories used in the research in the above-mentioned
three traditions. According to Ryan et al. (2000, 68-93), management accounting mainstream
approaches can, firstly, be further classified into economics based normative research and
positive economic theories of management accounting. Secondly, to the extent that
behavioral, organizational and strategic research extend the discipline base of management
accounting research, but do not represent a shift in methodology, they can also be classified as
mainstream approaches. Thirdly, according to Hoque (2006, iii-iv), some other examples of
positivistic perspectives include: rational choice theory, human relations theory, transaction

cost economics, and strategic choice on management control systems.

Interpretive research is about understanding and making sense of the social world, and
includes work investigating the social nature of accounting practices (Ryan et al., 2000, 42),
Hopper and Powell, 1995). As Appendix 1 shows, interpretive research uses, among others, a
wide range of behavioral, organizational, social, and political theories, among them
legitimacy theory, institutional theory, stakeholder theory and interpreting management

accounting systems change (Hoque, 2006, v).

Critical accounting researchers investigate conflicts and inequalities in society and potential
radical change. Both the interpretive and critical management accounting research directions
originated in the work of social theorists. Critical management accounting research is rooted
in the studies by Habermas, Braveman, Marx and Focault. The works of Giddens and Latour
have critical and interpretive elements (Ryan et al., 2000, 42-43, 87-90). According to Hoque
(2006, vi), some examples of critical theories are: theories of labor process and power and the

Gandhian-Vedic paradigm on sustainable development. (See Appendix 1)

2.3 Classifying research methodologies

Research methodology generally includes the rules, commitments and methods which the
researcher has accepted and applied and which govern his or her work. While various
classifications exist (theoretical and empirical, quantitative and qualitative), here we introduce
a more detailed classification developed in Finland. In Finnish business economics and
accounting research and education, the research methodologies have often been classified
based on Nasi (1980) and Neilimo and Nési (1980) (see also, e.g., Kasanen, Lukka &
Siitonen, 1991 and 1993; Lukka, Majala, Paasio & Pihlanto, 1984). The original classification
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distinguishes four approaches: conceptual, nomothetic, decision-oriented, and action-oriented
approach. Kasanen et al. (1991, 1993) later added a fifth approach, the constructive approach.
The basic underlying difference between these approaches is the division between the
Aristotelian and Galileian philosophy of science. The first refers to an ‘understanding’ way
and the latter to a ‘causal’ explanation way to do research. Figure 1 summarizes the main

characteristics of each approach.

Figure 1 here

The conceptual (or concept analytical) approach appears first in Figure 1. According to Nasi
(1980) and Neilimo and Nasi (1980), it follows Aristotelian tradition and is notably used in
philosophy. It uses reasoning and argumentation. While all methodological approaches may
use conceptual analysis to some extent, the conceptual approach aims to develop new
concepts and conceptual systems — consisting of mental and linguistic systems — through
conceptual analysis and synthesis.

The nomothetic research methodology comes second in Figure 1. It follows the Galileian
tradition and its ideals are hence close to those of the natural sciences. The nomothetic
approach is positivist-empirical and emphasizes the need for large samples of data. Causality,
explanation and verification are emphasized, likewise testing hypotheses and finding
evidence. The key characteristics include discovering invariances, generalizations, patterns,
recurrences, and obediences to “laws” (Neilimo and Né&si, 1980; Nési, 1980) or at least

tendencies. In many disciplines, a nomothetic approach is deemed traditional.

The decision-oriented (or decision-analytical) approach comes third (see Figure 1). It is
likewise rooted in positivism, but has more specific goals than the nomothetic approach. It
usually seeks normative rules to help a firm’s management run their company, most
commonly by building different decision-making models. In this approach decision-making is
analyzed in its entirety therefore emphasizing logic and maintaining close relations with

management science and operations research. (Nasi, Laine, Makinen & Nasi, 1993)

In Figure 1, the action-oriented (or action-analytical) approach comes fourth, being relatively
new in business research. According to Neilimo and Nasi (1980), it follows the Aristotelian

tradition, pursuing a better understanding of a single or few cases. It includes, for example,
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action research, clinical method, comparative analysis, historical research, and practical
syllogism (Nasi, 1981, 8-9). The human core of a firm is emphasized in an attempt to produce
not just understanding but also conceptual systems, frameworks and languages. Based on
Lillis and Mundy’s (2005) classification, we classify action-oriented studies to include single
and multiple case studies and cross-sectional field studies to the extent they include action-
oriented elements.? Empirical intervention and the role of theory vary in the action-oriented
research. The theoretical contribution may be theory discovery, illustration, refinement or
testing (see Jonsson and Lukka, 2006).

Finally, following the ideas of Kasanen et al. (1991, 1993), we have added the constructive
approach in the fifth column of Figure 1. The constructive approach represents qualitative
case studies and it can be seen as a subcategory of the action-oriented approach. Due to its
strong interventionist nature compared to all other types of case- and field studies (see also
Lukka 1999) we have a good reason to see the constructive research as an approach of its
own. Debates on the practical relevance of business and accounting research and the gaps
between research and practice (see e.g. Hopwood, 2007) has in part lifted the term
“interventionist research” into the focus. Jonsson and Lukka (2006) use interventionist
research as an umbrella term to cover alternative forms of research, such as action research,
action science, clinical research, constructive research approach, design science and ‘rational

modelling’.

According to Kasanen et al. (1991, 1993), constructive management accounting research is
intended to solve practically significant managerial problems by constructing innovative
models, diagrams, plans, organizations, etc. An essential part of the constructive approach is
to connect a practically relevant problem and its solution to accumulated theoretical
knowledge. The novelty and the actual functioning of the solution must also be demonstrated.

According to Kasanen et al. (1991, 1993), the constructive approach has much in common
with the decision-oriented and action-oriented approaches. Both in the constructive and
decision-oriented approaches, theoretical analysis, thinking, etc. play an important role
leading to the creation of a new entity. However, as Kasanen et al. point out, the decision-

2 Cross-sectional field studies can also address more complex questions than surveys. Note, however, that while
action-oriented elements may appear in some cross-sectional field studies, others may apply a positivist
epistemology.
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oriented approach typically uses deduction while the constructive approach is characterized
by heuristic innovations. The decision-oriented approach emphasizes theoretical modeling,
but the constructive approach attempts to explicitly demonstrate the practical usability of the
solution constructed. The constructive approach resembles the action-oriented approach in the
empirical phase, in which the case method is usually applied. Both approaches presuppose a
thorough understanding of organizational processes with the researcher as a “change agent”.
However, action-oriented research attempts no explicit managerial constructs. (Kasanen et al.
1991, 1993)

3 Data and the research methods

In this longitudinal historical investigation we attempt a comprehensive account of the
development of the Finnish doctoral dissertation research in management accounting from the
very first management accounting dissertation in 1945 until 2010.

Selection of the dissertations and analysis involved four steps. First, the Finnish universities
with doctoral education in the field of accounting and finance were identified. The search
focused on departments offering doctoral education in business economics and accounting.
Other departments such as those offering doctoral education in public sector administration
and accounting, and industrial economics were excluded. Consequently, departments in ten
universities were identified. They are (in alphabetical order): Helsinki School of Economics
(HSE, today part of Aalto University); Lappeenranta University of Technology (LUT); the
Swedish School of Economics (Hanken); Turku School of Economics (TSE, today part of the
University of Turku); the Universities of Jyvaskyld, Oulu, Tampere and Vaasa; and Abo
Akademi University (AA). The Helsinki School of Economics was founded in 1911, the
Swedish universities Abo Akademi and Hanken in 1927, Turku School of Economics in 1950
and the others in the 1960s or after it.

Second, the names of the authors and the bibliographic details of their dissertations were
collected from library databases, university and departmental level web-pages and the studies
by Nési and Nési (1985), Nasi (1990) and Nasi, Laine, Mékinen and Nési (1993). If no
information was found or not all the way to 2010, information was obtained from

representatives of the institutions in question.
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The third task was to identify dissertations in the field of management accounting. Based on
the titles, most of the dissertations could be easily classified as studies in management
accounting. More interpretation was required in a few cases. The search yielded 66
management accounting dissertations published 1945-2010. The very first management

accounting dissertation completed at the University of Helsinki was also included.

Fourth, in part simultaneously with the identification of the dissertations, the 67 management
accounting dissertations were read, analyzed, classified, and discussed by the two authors
using the classification systems presented in Section 2 as follows:
- whether their themes are related to cost, control, or other areas (see Section 2.1),
- whether their research tradition is based on mainstream, interpretive or critical
accounting research (see Section 2.2),
- what their theoretical approach is (see Section 2.2 and Appeendix 1), and
- what their methodological approach is on the basis of the Neilimo and Nasi (1980) and
Kasanen et al. (1993) classifications (see Section 2.3. and Figure 1 above).
Appendix 1 summarizes the 67 management accounting dissertations by author, name of
university, title, research tradition, theoretical approach, methodological approach, type of

publication and year of publication.

3. Results

4.1 Describing dissertations published

A total of 67 doctoral dissertations in the field of management accounting were published.
The time period 1945-2010 covers 66 years, giving about one doctoral dissertation per year on
average. The actual distribution over time is less even. One of the dissertations was published
in the 1940s, two in the 1950s, and one in the 1960s. Nine dissertations were published in the
1970s, eight in the 1980s, a total of 13 in the 1990s and 33 in the period 2000-2010. These
numbers indicate growth in doctoral education in management accounting in the 1970s. This
growth has continued. More than two thirds of the dissertations were completed in the past
two decades and almost half in the 2000s. These results suggest that the number of
management accounting doctoral dissertations published in Finland increased significantly in
recent decades. Doctoral education in this field has also gained more resources over the years

as the popularity of the subject increased..

32



The 67 dissertations published in management accounting 1945-2010 were conducted in the

following ten universities:

e Aalto University: 17 (25.4%)

e University of Turku: 12 (17.9%)

e University of Tampere: 8 (11.9%)

e University of Vaasa: 7 (10.4%)

e University of Oulu: 6 (9.0%)

e Lappeenranta University of Technology: 4 (6%)
e Swedish School of Economics: 4 (6%)
o Abo Akademi: 4 (6%)

e University of Jyvaskyla: 4 (6%)

e University of Helsinki: 1 (1.5%).

This distribution indicates that most of the doctoral education in management accounting was
conducted in the Helsinki School of Economics (today part of Aalto University), the oldest
school of economics in Finland. It is followed by the Turku School of Economics (today part
of the University of Turku, established in 1950, and the University of Tampere established in
the mid-1960s.

Fifty (about three fourths) of the authors of the dissertations were men and 17 (about one
fourth) women. The 1990s saw the first three doctoral dissertations written by female authors,
while the other ten were written by men. In the 2000s, over 40 per cent (i.e., 14 out of 33) of

doctorates in the management accounting field were by women.

The majority (48, about 70 per cent) of the dissertations were published as monographs, 14 as
article collections, and 5 as essay collections. The first 21 dissertations published from 1940s
to 1980s were monographs. The first article and essay collections were published in the
1990s. In the 2000s, 13 (i.e., about forty per cent) of all dissertations were article collections
and three (about one tenth) essay collections. Hence, the share of essay and international
article collections clearly increased in the 2000s. Articles were published in the following

peer reviewed journals and series:

e Management Accounting Research: 6
e Finnish Journal of Business Economics: 5
e European Accounting Review: 4
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e HSE Working Paper: 4

e Proceedings: 3

e Accounting, Organizations and Society: 2

e Qualitative Research in Accounting and Management: 2

e Accounting, Auditing and Accountability Journal: 1

e Advances in International Accounting: 1

e Advances in Management Accounting: 1

e Electronic Journal of Information Systems Evaluation: 1

e International Journal of Business Environment: 1

e International Journal of Business Performance Management: 1

e International Journal of Production Economics : 1

e International Journal of Productivity and Performance Management: 1

e International Journal of Project Management: 1

e Journal of Accounting and Organizational Change: 1

e Journal of Industrial Management and Data Systems: 1

e Journal of International Financial Management and Accounting: 1

e Journal of Workspace Learning: 1

e LSE Working Paper: 1

e Managerial Finance, Performance Measurement and Evaluation: 1

e Project Management Journal: 1

e TaY Working Paper: 1

e Technological Forecasting & Social Change 1
In total: 44

Regarding the language distribution of the dissertations, almost two thirds (42, about 63 per
cent) of the dissertations have been written in English. About one third (22) of them has been
written in Finnish and a few in Swedish. Initally, from the 1940s to the 1960s, all the
dissertations were written in Finnish. In the 1970s, one dissertation was written in Finnish, but
three in Swedish and five in English. Hence, for the first time, most of the dissertations were
published in English in the 1970s. While most (62.5 per cent of) dissertations were published
in Finnish in the 1980s again, most (i.e., 53.8 per cent of) dissertations were published in
English in the 1990s. Over 80 per cent of dissertations were written in English during the
most recent decade. The above results indicate impacts of general internationalization on
higher business education as well as individual and institutional pressures to publish

international journals.

4.2 Analysis and synthesis of the research themes
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In the first column of Table 1, we classify the 67 dissertations into the following seven main
categories: cost accounting, management control systems, decision making, profitability and
pricing, accounting information systems, management accounting history and change, and
strategy and strategic management accounting. Management control systems are further
divided into capital budgeting and investments, operating budgeting, performance
measurement and evaluation, and organizational control. Based on our findings, the most
popular research themes have been: 1. strategic management accounting, 2. capital budgeting
and investments, and 3. organizational control (see the ninth column of Table 1).

Our results (presented in the columns two through eight of Table 1) clearly show that some of
the management accounting research themes have been popular throughout the years. First,
as the second row of Table 1 shows, cost accounting was the very first research theme
selected for management accounting dissertations. Dissertations on cost accounting have been
conducted all the way from the 1940s and 1950s to the 1990s and 2000s. A total of six studies
(i.e., almost one tenth of the dissertations), addressed cost accounting. While the first two
studies were on traditional cost accounting, the latter four addressed the use of activity-based

costing.

Table 1 here

Another management accounting topic that has long been researched includes capital
budgeting and investments. This was the second most popular management accounting
practice with ten studies (about one seventh of all dissertations). The first study in this area
was presented by Honko (1955) in the 1950s and the last one by Huikku in 20009.

Doctoral research on performance measurement and evaluation also began early on in the
1960s with Pitkdnen’s (1969) dissertation. While Pitkdnen’s study was on operational output
objectives in the public sector context, the next three studies were related to contemporary
nonfinancial and strategic performance measurements in the business sector and the final one

on performance measurement systems of municipalities.

Several new topic areas proved popular from the 1970s on. These include studies on

organizational control, decision-making, pricing and profitability, and accounting information
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systems. A total of seven organizational control dissertations analyzed different aspects of
organizational control and represent about one tenth of all dissertations. Decision-making was
addressed in three dissertations, all of which were published in the 1970s. Profitability was
the subject of one study in the 1970s as well as pricing in the 1990s. A total of five studies

(about 8 per cent) have been conducted on accounting information systems.

All the other topics of management accounting have been researched since the 1980s. They
include operating budgeting, management accounting history and change, and strategies and
strategic management accounting. A total of four studies have been conducted in the field of
budgeting in the 1980s and 1990s. Management accounting history and change have been a
very popular topic area with a total of seven dissertations since the 1980s. The first two
dissertations addressed management accounting history in general and the latter four studies

management accounting change.

Finally, strategies and strategic management accounting have become the most popular area
of research. Fifteen dissertations, which is over one fifth of all the dissertations, have been
conducted in that area. The very first dissertation was completed in the 1980, four
dissertations in the 1990s and ten dissertations in the 2000s. These dissertations addressed
either issues related to strategies and strategic management, relations between selected
dimensions of strategy and management control systems, and/or the use of various strategic
management accounting techniques. Overall, the results suggest that some research themes

were constantly popular, but new themes have also been considered over time.

4.3  Analysis and synthesis of the traditions of research and theories

Table 2 summarizes the research traditions represented in the 67 doctoral dissertations of
management accounting. Overall, almost two thirds of the dissertations applied mainstream
accounting research and over one third interpretive accounting research. We classified all the
dissertations published from the 1940s to the 1970s as mainstream accounting research. The
first interpretive accounting dissertation was published in the 1980s — Lukka’s (1988).
Thereafter, (i.e. in the 1990s and 2000s), nearly as many interpretive accounting studies were
published as mainstream accounting studies. One dissertation published in the 2000s could be

classified as critical accounting research.
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Appendix 1, column 3 lists the theoretical approaches of the dissertations. Many theories were
used especially in those dissertations consisting of articles and essays. Clearly, contingency
theory has been used most frequently. Eleven dissertations were based on it alone and two
dissertations in part. Economic theories come second (with seven cases) and behavioral
approach third (with five cases). The strategic approach is fourth (with four dissertations
based on it alone, four in part). Institutional theories come fifth (with three dissertations
applying it alone and six dissertations in part). Decision-making theories come sixth, as two
dissertations were based on it alone and four in part. Actor network theory and capital
investment theories come seventh (each with two primary cases). One of the dissertations was
classified to use the management accounting change approach alone but quite many (at least

five) applied it in part.

Economic theories were used in the earliest mainstream dissertations from the 1940s to 1992.
Decision-making and capital investment theories were applied in the 1970s and 1980s. The
other mainstream studies applied contingency and strategic approaches ever since 1980s. The
first interpretive studies conducted in the 1980s and 1990s applied behavioral accounting
theories. Several other theories were used in the more recent studies, among them institutional
theory (including both old institutional theory and new institutional sociology), management
accounting change approach and actor-network theory. A few interpretive dissertations also
applied critical theories, but were not so clearly oriented to radical change. A dissertation with
critical accounting tradition applied actor-network theory.

Table 2 here

4.4  Analysis and synthesis of the research methodologies

Table 3 summarizes the methodological approaches applied in the 67 dissertations. While
fourteen dissertations used two methodological approaches, a total of 67 primary approaches
were found. The overall results presented in the final column of Table 3 show that the action-
oriented approach was by far the most popular. About half of the scholars (34, about 51 per
cent) used this approach. The nomothetic approach ranks second. It was used in 17 cases
representing one fourth of all the dissertations. The other approaches were utilized less. The
decision analytic approach was used in eight (about 12 per cent) cases, and both concept

analytic and constructive approaches in four (6 per cent) cases each. Thus, most of the
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doctoral dissertations were empirical in nature and utilized case studies either with an action-

oriented or to a smaller extent constructive research approach.

Table 3 here

Further analysis of the various research methodologies shows that different approaches have
been popular at different times. Several of the earliest dissertations were concept analytical in
nature. Primarily concept analytical dissertations were conducted from the 1940s until the
1980s, but not recently. The decision analytical approach has been utilized first by Honko
(1955) in the 1950s and it became very popular in the 1970s. A total of seven dissertations
were conducted with this approach at that time. The action-oriented approach became very
popular during the latter decades. It was applied as the primary approach in two dissertations
in the 1970s, four dissertations in the 1980s, in nine dissertations in the 1990s, and in nineteen
dissertations in the 2000s. The case studies conducted include 9 single and 19 multiple case
studies and 4 cross-sectional (field) studies. The nomothetic approach was first adopted in
three management accounting dissertations published in the 1980s. So far, it has been applied
in a total of 17 dissertations and is, hence, the second most popular methodological approach.
The constructive research approach, which is still very new in management accounting, has

been applied in four dissertations, all of them were published in the 2000s.

Table 4 here

The very first dissertation published at the University of Helsinki applied a concept analytical
approach. The scholars of Abo Akademi University published decision analytical and
nomothetic dissertations. The dissertations conducted at the Turku School of Economics and
at the Universities of Tampere and Jyvaskyla were primarily action-oriented case studies.
Action-oriented and nomothetic studies were spread more evenly over the other universities,
i.e., at the Helsinki School of Economics, Lappeenranta University of Technology, the
Swedish School of Economics, the University of Oulu, and the University of Vaasa. These
results indicate certain trends in the utilization of different methodological approaches and

differences between universities.

5. Synthesis of results
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The very first Finnish dissertation in management accounting was published in the 1940s,
doctoral education started to grow substantially in the 1970s, and the growth has continued
since then. Initially all the authors of the dissertations were male, but the 1990s brought the
first few female authors and their share increased rapidly. Internationalization of academics is
clearly seen in that the dissertations have been increasingly written in English and published

as collections of essays or international journal articles.

To date, there has been a relatively wide range of management accounting research themes.
Cost accounting was the first research theme and capital budgeting the second. Dissertations
on cost accounting have been published right from the 1940s to the 2000s. The first two
(published in the 1940s and 1950s) were on traditional cost accounting; the latter (published
in the 1990s and 2000s) on activity-based costing. Capital budgeting has been constantly
popular since the 1950s. Dissertations have been published on performance measurement and
evaluation since the late 1960s and on organizational control since the 1970s.

Other research themes have been trendy at certain times. Decision-making studies with
mathematical modeling, for example, were popular in the 1970s, profitability and pricing
studies in the 1970s and 1990s, and budgeting studies in the 1980s and 1990s. The “relevance
lost” (see Johnson and Kaplan, 1987) debate may have increased interest in the strategy and
strategic management accounting issues among management accounting scholars during the

recent decades; likewise management accounting change has become popular.

The most popular methodological approaches have also changed over time. The first
dissertations were concept analytical in nature. The positivistic dissertations were first
decision analytical all the way until the 1970s and later on nomothetic. Scholars’ interest in
empirical research conducted in real-world companies with case or field studies and surveys
has clearly increased (cf. Johnson and Kaplan, 1987). Action-oriented case studies have been
conducted ever since the 1970s and have become the most popular approach to date. The
constructive case research approach is still new, but some dissertations have applied it during
the most recent decade. While about 40 per cent of all the dissertations have been primarily
positivistic (nomothetic or decision-analytical), over one half of the dissertations have been
action-oriented or constructive case studies. Application of multiple methodologies has

become more common since the 1990s. One fifth of the dissertations can be classified as
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studies using multiple methodological approaches — often different approaches in different

articles.

Two traditions of research have been most apparent according to our research. While almost
two thirds of the dissertations represent mainstream accounting research, over one third of the
dissertations have been classified as interpretive studies. Mainstream research has been
conducted throughout the period of interest. The use of qualitative, interpretive accounting
research has been popular since the 1980s and has continued ever since. To some extent, the
research traditions and methodological approaches seem to overlap but not completely.

A wide range of theoretical approaches was identified. Many theories were used especially in
those dissertations consisting of articles and essays. The five most frequently applied
approaches were: contingency, economic, behavioral, strategic and institutional approaches.
Economic theories were used from the 1940s to 1992. Decision-making and capital
investment theories were applied in the 1970s and 1980s. Contingency and strategic
approaches have been constantly applied since the 1980s. Behavioral accounting theories
were used in the 1980s and 1990s. Several other theories were also used throughout the
period. Overall, the above results indicate that research has expanded and become more
diversified in the selection and use of research themes, traditions of research and theoretical
and methodological approaches over time.

6. Conclusion

This study presented a systematic longitudinal research strategic analysis of how management
accounting doctoral research has developed in Finland over time. We first described the
dissertations published and then analyzed their research themes, research traditions,
theoretical and methodological approaches. Thereafter, we formed a synthesis of how
management accounting has developed over time. Following a limited number of studies
(Nési and Naési, 1985; Nési, Laine, Makinen and Nési, 1993; Nési, 1994; Kihn and Nasi,
2010), we analyzed the research themes and methodologies of the dissertations. We extended
earlier literature by analyzing a wider range of research strategic elements and a longer period

of time.
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As expected, our findings confirm that management accounting doctoral research has
developed over time and became more diversified. Our findings propose new, traditional and
borrowed developments. While scholars have selected new research themes, research
traditions, theoretical and/or methodological approaches in different eras and times; others
have been popular throughout the ages. The findings also indicate a strong influence of
elements borrowed from other disciplines in increasing the diversity of research. The
emphasis of research was initially on cost accounting and capital investments. Economic and
decision theories and concept or decision analytical approaches were emphasized. In more
recent times there has been an increasing interest in management related issues and
philosophies such as performance management, strategic management, and strategic
management accounting techniques. New theoretical and methodological influences have also
been borrowed from management and other social sciences. These include the adoption of
behavioral, organizational, strategic and institutional theories, and qualitative case and field
study approaches all of which have broadened scholars’ ontological and epistemological

thinking. In addition, statistical research has also become popular.

Overall, these results imply that there are many ways to conduct doctoral research today. The
interests of scholars and their supervisors, company practices and/or research financier’s

focus areas probably influence the choices made.

This study is subject to certain limitations. First, in categorizing the studies, a few
dissertations could perhaps have been categorized or interpreted differently, although we
wished to provide as comprehensive picture as possible. For example, even though, e.g.,
Bjorkman’s (1989) dissertation could also be classified as a study in management, Nési’s
(1990) as a study in accounting in general, Jokipii’s (2006) as a study in auditing (in a broad
sense), Pitdri’s (2009) as a study in industrial economics, and Kurunmaki’s (2000), Jarvinen’s
(2005) and Rautiainen’s (2010) as studies in public sector accounting, they are also included

in the current study due to the scope of certain management accounting themes.

Second, given that we wished to analyze the management accounting dissertations published
in Finland through the ages, it was not possible to provide an indepth description and analysis
of each and every dissertation. Our work, however, is intended to provide the interested reader

the ability to further study the dissertations. Finally, our results describe the case of Finland
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only. Nevertheless, our results should be relevant in advancing the understanding about the

development of management accounting research.

While accounting dissertations published in Sweden during the past five years have been
examined by Catasus and Gerdin (2010), analysis of dissertations could also be extended to

other time periods, disciplines and countries in the North, Europe and other continents.
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Introduction

The Health Enterprise Reform 2002 was introduced into the Norwegian public health care
setting in a radical way through the reorganization of hospitals into legal subjects, called
health enterprises (HE). The health enterprise model assimilated hospitals as business
enterprises. As a result, they were required to comply with the Norwegian Accounting Act
used by the private sector. The implementation of the HE model was rapid, while the ensuing
translation process took many years, most of which were dedicated to the construction of the
financial statement. In this paper, we argue that even though the construction of the income
statement used in the end was the same as the reform demanded the processes to reach this

outcome served as a learning arena for the actors involved.

Previous studies of the implementation of accrual accounting have generally focused on
technical aspects (Ellwood and Wynne, 2005; Ellwood, 2001; Lapsley and Pallot, 2000;
Guthrie, 1998; Stanton and Stanton, 1998; Froud, Haslam, Sukdev, Shaol and Williams, 1998;
Pallot, 1997). Thus far, this unilateral focus on the technical aspects has failed to explain the
various outcomes of these implementations (Lapsley et al., 2000; Christaens and Rommel,
2008). In contrast to these studies, we focus on the socio-political aspects of implementing
accrual accounting. In particular, we examine the process (es) and outcomes of the
implementation of accrual accounting in the Norwegian health care sector to arrive at an
understanding of how private sector accounting norms are translated into public sector
accounting norms. We believe that the translation process itself is important to understanding

the outcome of the processes.
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The theoretical lens in this study is a translation perspective, We have been inspired by
Latour’s ideas (1986) about translation, In this analysis, the term “translation” is central to
understanding what is happening when an idea moves from one context to another. When
analysing translation, we focus on actors and their influence, as the actors have the power to

reject the new idea, change it, add aspects or corrupt it (Latour, 1986, p. 267).

The empirical setting for the study is the Norwegian health care sector. The 2002 health care
reform resulted in a structural change. The introduction of accrual accounting was one
outcome of this structural change. The Norwegian health care sector therefore serves as a
good illustration of a public sector setting that has undergone accounting change processes
based on the new public management (NPM) ideology. The aims of the study are to describe
the translation process (es) involved when accrual accounting was introduced into the
Norwegian health care sector and to analyze how actors build networks to control the process
(es) in order to increase our understanding of the consequences the process (es) can have for
the accounting model. This will also help us to understand the challenges faced when

introducing new ideas that are also technical artefacts.

As such, this study of the implementation of accrual accounting is restricted to the translation
of private sector accounting norms into new, national health care accounting norms. The
private sector accounting norms are represented by the Norwegian Accounting Act and its
related standards. Although the study is about the processes (the “how”), it focuses on the
“who” by highlighting the roles and influence of different actors (human and nonhuman)
involved in the translation. The theoretical framework is actor-network theory (ANT), which
links actors’ interactions and the power balance among them to the outcomes of change

processes. Notably, ANT highlights the fact that accounting is not a neutral representation of
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an organizational entity measured in economic terms but rather an outcome of specific
choices of methods. As such, it is subject to translation by actors with specific goals and

interests.

Through ANT, or the “sociology of translation” (Robson, 1991, p.550), this study shows how
the central government (CG) tried to channel the translation process towards the fulfilment of
its own goals and interests. In particular, the study shows how the CG used and transformed
accounting devices to fit its budget rationale rhetoric in order to enrol and convince other
stakeholders. Moreover, the study helps in the visualization of how new accounting
knowledge was constituted within the Norwegian health care sector as an outcome of complex
processes. The complexity of the process was contingent on the controversies that arose
between the CG and stakeholders during the translation of the private sector’s accounting
norms. This view of how complex it is to create new accounting knowledge in a context is
supported by Quattrone and Hopper. (2001, p.430) who argue that: “accounting knowledge
needs to be treated as a co-production of different points of view across multiple

organizational worlds, times and spaces”.

The remainder of this paper is divided into five sections. The next section presents an
overview of international and national variations in accounting norms. It introduces the norm
concept, and shows how translations of accrual accounting vary across and within countries.
The second section positions the paper within the theoretical framework and describes the
concepts used to analyse the empirical data. The research method is then presented in section
three. The fourth section describes and analyses how the private sector’s norms were
translated into the Norwegian public health care setting. It is followed by a summary of the

findings of the empirical study in section five.
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International and national variations in accounting norms

NPM is an ideological thought system promoting the introduction of new accountability
mechanisms from the private sector in order to improve the public sector’s efficiency (Pollitt,
1990). A main component of the NPM movement is “the seemingly endless list of accounting
based techniques that are being drawn on in the pursuit of reform” (Olson, Guthrie and
Humphrey, 1998, p.18). Such accounting-based techniques are at the core of NPM reforms.
They rely on quantification as a means of demonstrating achievements, such as efficiency

gains, and as a means of holding responsible persons accountable (Lapsley, 1999).

Traditionally, cash-basis accounting, which determines expenses and revenues based on
payment time, has been the accounting framework for the public sector. While strict cash-
basis accounting follows the cash flow exactly, modified cash-basis accounting includes some
elements of accrual-basis accounting, such as inventory and property capitalization. Accrual
accounting, which is the accounting framework typically used in the private sector, recognizes
economic events at the time at which the transaction occurs rather than when payment is made
(or received). The elements recognised under accrual accounting are assets, liabilities,
revenues and expenses (International Public Sector Accounting Standards, 2004). In the
public sector, financial accounting aims to give information about expenses, and to show how
expenses match the budget allocations approved by politicians and how they are kept within
matching revenues. In the private sector, the purpose of financial accounting is to provide
information about the performance of an enterprise by providing measures of earnings and its
components (843, statement of financial accounting concepts Number 1, 1978, Financial
Accounting Standards Board). In the private sector, to determine profit during the accounting
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period, expenses (which are recognized when assets are consumed or liabilities created) are
matched with revenues (the matching principle). Therefore, the purposes of financial

statements differ depending on whether they are based on cash-basis or accrual accounting.

Inspired by the NPM, the public sector has moved towards accrual-based accounting models,
such as modified cash accounting and full accrual accounting. However, many countries
combine cash accounting at the macro level with accrual accounting on limited, decentralized
micro levels (Olson et al., 1998). These models, which are inspired by the NPM trend,
introduce non-cash elements (such as depreciation costs) in order to provide more complete
management information (Kober, Lee and Ng, 2007). The implementation of NPM-inspired
accounting has been challenging and complex due to the disparities between the private and

public sectors’ accounting rationales.

The following examples show that accounting changes, although inspired by NPM, have not
necessarily followed a consistent path. Although the overall trend reflects a shift from cash
accounting to accrual accounting, there have been numerous variations regarding the scope
and level of implementation between and within countries. These differences may be
attributed to various contextual factors, such as culture or structure (Pina and Torres, 2003), or
the nature of relationships between central and local authorities (Pettersen, 2004). In this
regard Olson et al.’s (2007) study, which was limited to three countries (Australia, the United
Kingdom and Sweden), is representative, as the chosen countries have different characteristics
in terms of the political parties in power, population sizes and governmental consumption
expenditures (Olson et al., 2007). Although all three countries have followed the NPM trend,
they illustrate the variety of accrual accounting translations that result in different norm

systems.
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Australia stands out as the only country with a single norm system that permeates all sectors
and company types (Olson et al., 2007; Pina et al., 2003). Its norm system is based on the
International Financial Reporting Standards (IFRS) issued by the International Accounting
Standards Board (IASB). In 2000, the Australian Accounting Standards Board (AASB)
decided that the IFRS standards would be applied to all types of companies throughout the

private sector. This decision was extended to the public sector in 2005 (Olson et al., 2007).

Since 2000, the United Kingdom has moved from different cash-based accounting models (in
local and central governments) to accrual accounting with the goal of consolidating all
financial reports within the public sector at the national level. Even though the UK has
adopted accrual accounting for the entire public sector, “markedly different accounting
conventions” (Elwood, 2001, p.224) are evident across the country, highlighting the need for
adaptations to fit the specificities of the public sector context. Lapsley et al. (2000, p.36) call
the accounting practice used by local governments in the UK an “accounting mutation”. In
contrast to Australia, the UK’s norm system includes both local and national accounting
standards, although the influence of IFRS has been growing since 2004 (Hodges and Mellett,
2006). The health care sector, which is part of the UK’s public sector, has progressively
adopted full accrual accounting since 1991. However, it follows specific accounting
regulations, which, for example, prohibit the re-evaluation of assets (Olson et al., 2007;

Elwood, 2001).

Sweden has followed the international trend by introducing accrual-based accounting norms
to the public sector (Olson et al., 2007). Even though local and central government standard
setters (the “Council for Local Government Accounting” and the “Swedish Financial

Management Authority”) have closely followed IFRS and IPSAS, they have issued their own
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national accounting standards in a manner similar to that seen in the UK. Therefore, although
Sweden closely follows the most progressive countries, such as Australia, it uses country-

specific accounting standards like the United Kingdom (Olson et al., 2007).

Translation and ANT

In previous accounting studies, translation has been used both within ANT and diffusion
theory. Both theories emphasize the relationship between accounting and its context. Within
ANT, translation is about creating a “protected space” within which one can control the
process without disturbances from the outside world. Other ANT concepts, such as obligatory
point of passage (OPP), black boxing, or framing and overflowing, are also used to draw
attention to how power relations can be built to control the outcomes of change processes
(Skeerbezek, 2009; Skeerbzek and Thorbjernsen, 2007; Christensen and Skerbaek, 2007;
Cuganesan, Boedker and Guthrie, 2007; Skeerbaek and Melander, 2004; Lowe, 2001; Lowe,

2000; Chua, 1995; Lawrence, Manzurul and Lowe, 1994; Preston, Cooper and Combs, 1992).

The ANT concept of “framing”, which is based on Goffman (1971), is about creating
boundaries within which actor interactions occur (Callon, 1998). As such, framing is crucial
in a translation process, as it is about deciding which elements to take into account to solve a
problem or a situation. Callon (1998) uses the framing concept to emphasize the role of
nonhuman elements in the creation of tacit boundaries (the frame) that limit the interactions of
participating actors in a given situation. If actors contest these boundaries, they bring in new
elements from the outside world, which are conceptualized as “overflows”. Overflows may

disturb and influence the course of the translation if they are not controlled.
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In contrast, a “black box” has been defined as “a closed file, an indisputable assertion”
(Latour, 1987, p. 23). The concept is important to the stabilization of a translation process not
only in relation to the outcome of the process but also during the different phases of the
translation. The black box may help stabilize a construction either by combining several
elements or by putting several concepts within the same box, making them a part of an
apparently strong construction (Callon and Latour, 1981). Notably, previous accounting
studies also highlight the fragility and temporality of power (Skearbak and Tryggestad, 2010;
Skeerbak et al., 2004). These studies show that accounting in certain contexts plays a political
role. As a result, the link between accounting and socio-political processes becomes

important.

When analysing the implementation of the Norwegian Accounting Act, we focus on its
“translation” by different actors within a specific context. Several researchers use the
translation concept. Of these, some focus on diffusion among organizations and others on
translation within organizations. Czarniawska and Sevon (1996) view translation as a key
concept in understanding organizational change. These researchers further develop Latour’s
(1986) idea by focusing on how ideas are diffused among organizations. Latour distinguishes
between diffusion and translation, saying that “translating interests means at once offering
new interpretations of these interests and channelling people in different directions. ... The
results of such renderings are a slow movement from one place to another” (Latour, 1987, p.
17). The difference between diffusion and translation seems to lie in the understanding of the

idea as copied or changed.

Latour (1986), Callon (1986) and Czarniawska et al. (1996) have developed models to

describe the translation processes. Latour focuses on translation in terms of changes to the
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idea, while Callon analyses the importance of the translators (actors). Czarniawska et al. focus
on the materialization of ideas aiming at understanding the institutionalization of new ideas
(translation in several steps). In this study, we have only included the first step of the
translation — the step that encompasses the move from the Accounting Act to the norms of
accounting in terms of determining the calculation method that should be used to establish the

opening balance. Therefore, we use Latour’s interpretation of translation.

In this study, the central government translates the accrual accounting requirement into
accounting methods that fit its purpose. However, other actors with different views interfere
in the CG’s translation, which creates overflows that have to be contained. As a consequence,
new accounting methods are continuously being presented by the CG in order to convince the
reluctant actors of the need to adopt them. In so doing, the CG tries to control the process and

the resource allocation among the health enterprises.

Research method

We draw on actor-network theory (ANT) to focus on the interactions among actors (human
and nonhuman) involved in a translation process. In this regard, ANT helps to provide new
explanations about the outcomes of such processes. In this study, ANT is used to describe and
structure events as well as to analyse and explain the underlying processes that lead to the
constitution of new knowledge within the Norwegian health care sector. This new knowledge

takes the form of new national health care accounting norms.

Recently, Latour defined ANT in the following manner: :* It’s a theory, and a strong one I
think, but about how to study things, or rather how not to study them - or rather, how to let

the actors have some room to express themselves” (Latour, 2005, page 142). As such, the
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ANT framework is used to provide new sources of explanation to the various outcomes of
NPM inspired accounting reforms. Setting aside the traditional boundaries of macro/micro
levels, ANT focuses on actors, helping to visualize how actors try to control the path of the
accrual accounting change by building heterogeneous associations made up of human and

nonhuman elements.

According to Callon, the sociology of translation, especially the concept of translation is
about defining and attributing roles well “the delineation of a scenario” (Callon, 1986, p.25).
He adds: “It speaks for others but in its own language” (Callon, 1986, p.25). The focus is
more on a description, which becomes an explanation and since such contributes to research
on its own premises (Latour, 1991). As such, ANT accounts by nature fail the traditional acid
test of validity issues. The main concern of the researcher is about telling a story which is
interesting, that engages people, a criterion that might replace a more traditional criterion of
validity influenced by a positivist view referring to: “...a supposedly “out there ‘“reality”

(Quattrone, 2004, p. 241).

ANT provides both a set of theoretical concepts and a map for conducting empirical research
(Mouritsen, Hansen and Hansen, 2010). The concepts of translation, framing, overflow and
black boxing are particularly interesting for our study. Translation entails the development
and transformation of an innovation because many actors are involved — actors who may
compete in order to impose their own views and secure their interests. Therefore, by studying
the process, one can follow the dynamics and interactions among actors and how they use
various tools to build their own networks. Different levels can be mixed across space and time
in order to convince reluctant actors to adopt the central actor’s views and follow a specific

path to the desired outcomes.
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Together, the concepts of translation, framing, overflow and black boxing direct attention
towards contingent processes of change and how different actors made sense of the new
Accounting Act. These concepts help in the visualization of how the actors build networks in
order to frame a specific view, introducing new concepts through overflows and preventing

controversies by black boxing accounting innovations.

The introduction of accrual accounting made the preparation of a new financial statement, the
balance sheet (BS), compulsory when reporting HE financial information. Under the previous
regime, hospitals did not have their own balance sheets, as hospital assets were incorporated
in county assets and not valued separately. As such, a major element in the translation of
private sector norms into this sector was to decide which method should be used to value the
elements of the balance sheet, especially fixed assets, in order to calculate yearly depreciation

costs at the HE level.

To study the translation process we have chosen one part we have focused on and that is the
valuation of fixed assets. There are two arguments regarding the relevance of focusing the
translation process on the valuation of fixed assets. The first argument is that depreciation
costs were introduced at the HE level as a consequence of the change from modified cash
accounting to accrual accounting. Depreciations costs represented 7% of the total costs in

2008, which is a significant portion of the HEs’ total costs (www.sintef.no/Projectweb/

Startsiden/Samdata). The amount of depreciation costs to be imputed and how they are
estimated depends on the methods chosen for the valuation of fixed assets. Therefore,
different calculation methods have a bearing on the HEs’ financial performance. Inventories
were already accrued under the modified cash accounting regime. In terms of HEs’ revenues,

early in the implementation process it was agreed that the 1997 revenue concept, which mixed
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grants and activities, would be maintained. As a result, revenues are set through a political
process following the central government budget allocations and are not determined through
market mechanisms. Therefore, a treatment of revenues was not a problematic issue during

implementation.

The second argument is that the topic (fixed asset valuation) was easily accessed since it was
so much discussed in public documents. Furthermore, the Ministry of Health and Care
Services (CG) issued documents on the balance sheet valuation separate from the steering
documents sent to the RHESs (regional health enterprise) that explained how this accounting
issue should be handled (document on the balance sheet total valuation, 9 May 2003;

documents on the valuation of fixed assets, 16 February 2004 and 22 December 2004).

Our study is based on different kinds of data, including texts (steering documents shared
between the CG and the health enterprises, parliamentary reports and propositions (Ot. Prop.
No. 56, 2004-2005)), answers given in the consultative round about an accounting regulation
to be included in the Health Enterprise Act (Ot. Prop. No. 66, 2001) and documents from the
Norwegian Parliament (including yearly state budgets and propositions, such as Report No. 3
of the Storting (2006-2007), CG accounts for 2006, Ministry of Health and Care Services’
budget for 2008). In addition, an in-depth interview was conducted in 2007 with a partner of
one of the auditing companies attached to the HEs. This partner emphasized the construction
of the opening balance as the key issue of the implementation process. Furthermore, the first
author was employed in the health care sector as a finance director from 1991 to 2001 and, in
that position, was involved in the early phases of the implementation. The second author has
studied Norwegian health care since the reform was introduced and has also been a member

of the Committee for Evaluating Productivity and Efficiency in the Norwegian Health Care
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Sector. The aim of this independent committee is to examine the challenges within the health

care sector after the implementation of the Health Enterprise Reform.

Our approach is true to ANT in that we follow the actors through their actions, which are
described in the different documents. In this regard, we, the authors, are also translators of the

translation process as synthesized in the different documents and the interview.

Empirical background

The Norwegian health care sector had large budget deficits during the 1990s, which were an
increasing problem. In an effort to show that it was going to address the problem, the
government proposed the 2002 Health Enterprise Reform, which aimed to improve health

care efficiency through organizational change.

The reform has two main components aimed, respectively, at improving governmental control
and decision making. As a result of the reform, the central government handles the financing
and ownership of the hospitals, while higher autonomy is evident at the provider level because
hospitals are organized as health enterprises (HES). HEs are autonomous legal entities and, as
such, no longer an integral part of the public administration. They have their own
responsibilities as employers and are accountable for all costs (included capital costs).
However, they cannot go into voluntary liquidation because the central government, as the
sole owner, has unlimited responsibility (www.odin.dep.no/hod). This is key to understanding

the behaviour of the HEs, which do not carry any financial risk.
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One part of the Health Enterprise Reform was to introduce accrual accounting by forcing the
health enterprises to follow the private sector Accounting Act. The American Institute of
Certified Public Accountants (AICPA, 1974) states that the main intended functions of
accounting are control (accountability) and decision making. The duality of these functions is
reflected in the 2002 health care reform’s two components. The first component of the 2002
health care reform is based on increased centralization at the national level and supports the
CG’s control of the growing health expenditures. The second component is intended to
improve decision making at the local and operational levels. It includes more comprehensive
management tools, such as accrual accounting, to help hospital managers in their decision

making.

The Health Enterprise Act (Ot. Prop. 66, 2001) specifies that the reporting of HEs’ financial
information must follow the private sector’s accounting norm system (the Accounting Act).
However, the 2002 health care reform took place three years before the opening of IFRS
(2005) to Norwegian companies. Therefore, the Health Enterprise Act only refers to the

national norm system based on the Norwegian Accounting Act and its related standards.

The process of translating the private sector’s accounting norms

into the Norwegian health care setting (2001-2007)

In this study, accrual accounting’s implementation in the Norwegian health care setting is
viewed as a translation process. In this process, the central government (CG), represented by
the Ministry of Health and Care Services, is defined as the central agency in charge of the
implementation. Accrual accounting is viewed as an innovation, as it was introduced as a
complete framework for the first time within the Norwegian public sector. However, accrual

accounting’s implementation was limited to the Norwegian health care sector. At the macro
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level, the CG still operates within a cash accounting context. As such, accrual accounting’s
translation is conditioned by the contingencies of the CG, such as yearly budget allocations
and limited resources. As a result, the CG tried to carry out the implementation of accrual
accounting by focusing on the centralized control component of the 2002 health care reform
instead of highlighting the beneficial characteristics of the accrual accounting innovation,

which include the ability to show all hospital costs in order to improve local decision making.

Several categories of actors (including nonhuman elements, such as strategy documents) are
described in this section. These were chosen as representative actors in the translation of the
private sector’s accounting norms. These actors are the lens through which documents are

structured, described and analyzed to explain the final outcomes of the process.

Political actors are the first category. They played a prominent role in the adoption of accrual
accounting. Furthermore, they strongly influenced the outcomes of the translation of the
private sector’s accounting norms, including the rejection of the 2004 accounting regulation

proposal.

The second category of actors is the central government’s administrative personnel in charge
of the translation of accrual accounting into Norwegian health care. In this study, “central
government” is referred to as a legal person, i.e., an actor in the modern institutional order
(Czarniawska et al., 1996). In this manner, the central government is viewed as capable of
cognitive action — the ability “to make comparisons and judgements and to act according to
desires” (Czarniawska et al., 1996, p.49). The central government’s actors are a small entity of
employees from the Ministry of Health and Care Services. However, close collaboration
between the Ministry of Health and Care Services and the Ministry of Finance is assumed in

this study given the technicalities of the translation of private sector accounting norms and
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because the Ministry of Finance is responsible for the consolidation of the financial
statements from all sectors at the national level. The collaboration is not directly traced in the
documents studied, as those documents mainly come from the Ministry of Health and Care
Services. However, the collaboration is indirectly corroborated because the Ministry of
Finance, unlike all others ministries, did not contribute an answer to the consultative round
concerning the 2004 accounting regulation proposal. As such, it is understood that the

calculations and technical argumentations for the proposal came from the Ministry of Finance.

The third category of actors includes two types of professions. The first, the accounting
profession, encompasses the auditing companies and their auditors, which provide expertise
in private sector accounting to the CG. This group also encompasses the Norwegian
accounting community, which is principally represented by academia and the Norwegian
Accounting Standard Board (NASB). The accounting community’s expert opinion was an
important contributor to the consultative round for the 2004 accounting regulation. The
second type of actor in this category is building experts, who were drawn into the translation
process because the CG needed support for its own translations of private sector norms based
on alternative calculation methods. Building experts were also hired by the HEs to value their
fixed assets. Furthermore, this category includes the actants (nonhuman elements) — mainly
accounting artefacts or inscriptions — involved in the translation process. The artefacts are the
different accounting frameworks rationales (private versus public) as well as the respective
calculation methods presented by the central government and the accounting profession to

support their own views.

The description and analysis of the tedious process leading to a new national health care norm

system are structured in this paper in five “phases”, which represent the different translations
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that were successively put forth by the actors involved. The successive stages illustrate the
complexity of the translation process, a complexity that arose because actors with different

rationales and contingencies tried to impose their own translation.

Phases Content Time Issuing agent
Phase 0, Model 0 No depreciation costs at the hospital June Former owner (counties)
level 2001
(modified cash accounting)
Phase 1, Model 1: RC Based on the Norwegian Accounting Autumn Accounting experts (private
Verbatim translation of Act (accrual accounting) 2001 sector auditing company)
private sector accounting Method: Replacement cost (RC) as a
norms proxy for acquisition cost
Phase 2, Model 2: BAD 1 Based on cash accounting 2003 CG (Ministry of Health and
Budget adapted depreciations Care Services)
Method: Budget adapted depreciations
Translation adapted to CG (BAD 1) based on past allocated
budget contingencies investment revenues
Phase 3, Model 3: BAD 2 Mix of accrual and cash accounting 2004 CG (Ministry of Health and
Budget adapted depreciations Care Services)
Method: Budget adapted depreciations
Translation adapted to CG (BAD 2) based on three-quarters of
budget contingencies, but a replacement cost
compromise between Models
land2
Phase 4, Model 4: BAD 3 Mix of accrual and cash accounting 2004/ CG (Ministry of Health and
Budget adapted depreciations 2005 Care Services)
Method: Budget adapted depreciations
Coercive model: translation (BAD 3) based on two-thirds of Departs from accrual
presented as a mandatory replacement costs only for fixed assets accounting framework: two
accounting regulation prior to 1 January 2002 different methods to value
(Assets purchased after 1 January 2002 fixed assets before and after 1
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follow the Norwegian Accounting Act) January 2002)
Phase 5, Model 1: RC Based on the Norwegian Accounting 1 May Accounting experts (auditing
FINAL — Implemented Act 2005 company) supported by
Verbatim translation of Method: Replacement cost as a proxy accounting academia,
private sector accounting for acquisition cost politicians, RHE and HE
norms leaders

Table 1. Five phases over the translation.

Table 1 shows an overview of the accounting models presented during the five phases of the
translation process. In each of these phases, the focus was on which method should be chosen
to value HE assets and calculate depreciation costs. Different suggestions to accounting
models sprung out of these phases. These suggested models (numbered from 1 to 4 in Table
1) were transformed or rejected at the end of each phase as a result of the interactions of
competing groups of actors. These groups of actors used rhetoric based on different rationales,
which were supported by specific accounting inscriptions. Through the rhetoric, the groups
tried to impose their own views by winning over those who were reluctant to adopt the
proposed model. Throughout the process, the main actor, the CG, tried to settle controversies
about the new accounting norms by presenting hybrid accounting models in order to enrol

opposing groups and control the process outcomes.

Any accounting model (private or public) rests on an accounting framework that structures
and orders accounting information according to its own rationale. Hendriksen and Van Brenda
(1992) argue that accounting concepts are merely artefacts of accountants with little or no
interpretational significance for real world phenomena. As a result, accounting is socially
constructed and cannot be viewed as a neutral tool that orders financial information in an
objective manner. Accounting can be understood as an instrument “contributing to the

construction and maintenance of organizational order” (Robson, 1991, p. 547). Therefore, the
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outcomes of the process of translating private sector accounting norms to national health care
accounting norms are contingent on the respective goals and interests of the actors involved.
As a consequence, one would expect the power balance between groups of actors with
different views to influence the choice of the methods used to valuate HEs’ fixed assets and

the depreciation costs imputed to the HEs.

The methods chosen formed the basis for the new accounting norms (“how accounting should
be”). Accounting norms then guided the recognition and measurement of the elements
included in HEs’ financial statements. Therefore, the norms had a bearing on HE performance
— their efficiency — measured in financial terms. The efficiency of HEs thus depended on the
choices made during the norm-setting process. Moreover, the new national health care
accounting norms should serve as the basis for the development of local norms and
accounting practices within the regional health enterprises (RHESs), albeit in accordance with

their own management and accounting systems (Social and Health Department, 2001, p. 1, 3).

The adoption of accrual accounting within the Norwegian health

care setting

The 2002 Norwegian Health Care Reform, which introduced accrual accounting into
Norwegian health care, followed an ambitious schedule. Only six months separated the
adoption of the reform (June 2001) from its implementation (January 2002). As of 1 January
2002, the health care sector was expected to follow the Accounting Act for private companies.
However, this meant that the hospitals’ assets had to undergo a valuation, a requirement that

was not discussed before the implementation became a reality.
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During the political process, accrual accounting had been assimilated, in Callon’s terms
(1981), as a black box (Robbestad, 2011). Accrual accounting promised increased efficiency
through the visualization of all hospital costs (including depreciation costs). As a result,
accrual accounting was expected to enable benchmarking between hospitals and improve the
basis for decision making. However, the black box of accrual accounting was kept hidden
within the HE organizational model during the political process to ensure the passing of the
reform within the desired time schedule. Consequently, all of the challenges associated with
translating private sector accounting norms (the private sector Accounting Act) into public

sector health care norms were not addressed.

As soon as the reform was passed, administrative actors took over from political actors. The
CG, represented by the Ministry of Health and Care Services, was the central agency in
charge of the implementation process. However, neither hospitals, which used modified cash
accounting (Model 0 in Table 1) nor the CG, which used another modified cash accounting
framework, had the accounting expertise necessary to accomplish the translation of the private
sector’s accounting norms, including the valuation of hospital assets, to the public sector in
order to determine the cost of capital. Therefore, the CG brought in external expertise in the
form of private sector auditors — the “big four” — to undertake the valuation of the hospitals’
assets. In turn, the auditors issued an opening balance sheet accounting guideline for the HEs

(Social and Health Department, 2001).

The first phase of the translation process: Model 1
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Soon after the adoption of the 2002 health care reform, the auditing companies issued an
accounting guideline that listed the assets to be incorporated in the HE balance sheets and
described the valuation rules that were to be followed. The auditing company’s accounting
model (called Model 1) recommended the use of replacement cost (current value) for the
valuation of fixed assets with a deduction for wear and tear. The replacement cost method was
a proxy for the acquisition cost method, which is the valuation method used in the private
sector (Norwegian Accounting Act 85.3). The valuation of fixed assets was undertaken in
collaboration with building experts. The analysis based on this model gave an estimated total
value of NOK 116 billion for the HEs’ fixed assets. Of this amount, the depreciation costs

were NOK 5 billion.

If the CG accepted this model, it could choose between giving the HEs the same amount of
money as in previous years, which would increase the budget deviation by NOK 5 billion (if
efficiency was not significantly improved), or increasing revenue (an allocated resource) by
NOK 5 billion in the hope that the HEs would save the funds for future investments and not
use them for daily operations. Instead, the CG rejected the model. Most likely, the CG
realized that the valuation of HE fixed assets based on Model 1would be much higher than
budget allocations allowed from the Ministry of Finance. In other words, the Health Ministry
did not have enough resources to allocate to the HE. The auditors’ valuation model would
therefore result in large deficits for the HES, as the income would remain the same, while the
deprecation costs would be added to the usual costs. This, in turn, would send a negative
political signal, as the new health reform had been introduced to signal that the government

was trying to get the costs in the health care sector under control.
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As a result, the CG decided that the opening balance had to be based on other criteria.
Meanwhile, it created a temporary opening balance sheet that was to be used until the final
valuation was complete. This temporary valuation was decoupled from the final valuation
(KHD, May, 9, 2003, p.1). As a consequence, the HEs had two income statements: one based
on the auditors’ opening balance and one based on the temporary valuation. With the
temporary valuation, the CG was able to charge the HEs yearly depreciation costs

corresponding to the budget allocations.

The second phase of the translation process: Model 2

The second phase of the translation process started with a new accounting model suggested by
the CG, which contested Model 1. According to the new model, called Model 2 (see Table 1),
the HEs’ fixed assets were valued at an estimated NOK 45 billion. This valuation was about
60% lower than the previous valuation based on Model 1. The calculation techniques behind
Model 2 were based on past-allocated revenues in order to match the CG’s yearly budget
allocations for the HEs. The CG’s accounting model was presented in an appendix to the

yearly 2003 steering document (Ministry of Health and Care Services, May 2003).

Model 2 was designed to control the HEs’ increasing budget deficits by artificially matching
the HEs’ capital costs with allocated budgets. However, the CG did not seem to reflect on the
requirements implied by the model. If the model was taken seriously, it implied that the real
cost of future renovation and construction would have to be covered through a 60%
improvement in HE efficiency. However, the CG could not force HEs to save for these future
investment costs. One risk associated with the increased allocation of resources (revenues) is
that the HEs would not save any financial resources but would instead only increase spending,
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as they could not go bankrupt. The HEs could then speculate on the fact that the CG would
probably have to give them more financial resources when a hospital building needed

renovation or rebuilding in the future.

In this regard, the translation process can be understood as a game between the CG and the
HEs. The CG tried to force the HEs to increase efficiency, while the HEs tried to use their
new autonomy to decide whether the resources should be used for investments or daily

operations.

In ANT terms, the CG reopened the accrual accounting black box by introducing a new
valuation method (Model 2) in order to frame the translation of private sector accounting
norms within national budget contingencies (letter from the CG to the RHEs, 9 May 2003,
page 1). The CG’s valuation of the HEs’ fixed assets was based on the amount of expected
revenues allocated through budgets to cover depreciation costs (Royal Proposition Number 1,
2003-2004). Past allocated investment revenues were proxies for the value of the HEs’ total

fixed assets.

To justify the lower valuation of the HEs’ fixed assets, the CG argued that the recorded value
of fixed assets could not be higher than the net realizable value according to the Norwegian
Accounting Act (85-3). For the CG, its own valuation was a proxy for the HEs’ net realizable
value. However, the calculation methods used in Model 2 were not based on private sector
accounting norms, as the existing legislation relied on methods such as acquisition cost or
replacement cost. Furthermore, the CG’s calculation methods were not recommended in
common accounting practice, such as the present value method, which is based on future

expected revenues. Therefore, the sole purpose of Model 2 was to channel the new health care
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accounting norm system from a national budget balance perspective. As such, we refer to
Model 2 as budget adapted depreciations (BAD) 1. From an accounting perspective, it was a

bad model.

In addition to the CG’s own accounting model (Model 2), the CG tried to transform the
content of Model 1, which was issued by the accounting experts, in order to reduce the gap
between its valuation and the CG’s budget allocations. The CG’s rhetoric was based on two
arguments designed to convince the reluctant accounting experts to make adjustments to their
calculations. The first argument focused on the suggestion of replacing the concept of the
economical lifetime of fixed assets with the concept of the technical lifetime of assets
(Parliament Proposition No.1, 2003-2004, Box 1.1). This would extend the lifetime
expectation for buildings by ten years and, as a consequence, reduce the yearly depreciation
costs. However, the building experts did not support this view. Therefore, the CG introduced
three additional concepts to weaken the building experts’ recommendations, as those
recommendations did not fit the CG’s budget rationale. The first concept was called utility
value.” The utility value concept represented the value of HE fixed assets and included two
other concepts: “taxation decided by the the building experts” and “past investments
expressed through 1990s’ budget allocations”. The CG’s rhetoric was that the independent
building experts’ valuation “did not build on sufficient assumptions to form the sole basis of
an optimal utility value of HE fixed assets”, which would fit budget contingencies (25 March
2004, p.2). In other words, the CG suggested that the accounting and building experts lacked
the requisite knowledge about the specificities of public sector’s fixed assets and, therefore,

their recommendations could be questioned.

> Letters from the Ministry of Health and Care Services to the RHEs, 16 February 2004 and 25 March 2004.
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Through the ANT lens, this move by the CG can be viewed as the introduction of an actant
called “utility value” that combined two other actants — “taxation from the building experts”
and “past investments expressed through 1990s’ budget allocations” in the valuation of HE
fixed assets. By combining different actants, the CG tried to convince experts (such as
auditors, building experts and academia) to accept its view on the best structure for the new

accounting norms.

The second argument used in the CG’s rhetoric was that budgeted depreciation costs had been
estimated at NOK 2.8 billion rather than the NOK 5 billion estimated in accounting Model 1.
This argument was based on an earlier Royal Proposition (Parliamentary Proposition No.1,
2001-2002). The NOK 2.8 hillion corresponded to expected allocated revenues calculated as
“the average amount of investment within health care in the 1990s”. However, this amount
did not include future investments. Furthermore, the CG introduced a new accounting concept
called “adjusted income”. According to this new concept, most of the depreciation costs not
covered through budget allocations could be retrieved from HE income. The new concept
would therefore reduce the financial pressure on the HEs, as adjusted financial figures would
be closer to the CG’s balanced budget targets. In other words, the HEs had two income
statements: “the adjusted income” statement, for which they were accountable, and the

income statement, for which they not were accountable.

According to the ANT terminology, the “adjusted income” concept can also be seen as an
actant. It helped to reduce the CG’s financial demands on the HEs and, in so doing, it helped
to convince reluctant actors that the CG’s translation was the right one because it secured both
the CG’s and HEs’ interests. Both parties wanted the same outcome but for somewhat

different reasons; the CG wanted budgets in balance in order to show that they had control,
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while the HEs did not want to significantly increase efficiency because doing so would have a

negative effect on quality.

Phase 3 and Model 3: The CG’s compromise

As the second model did not convince the accounting professionals, the CG proposed a new
model to narrow the gap between the CG’s own translation (Model 2 — BAD1), based on
expected allocated revenues, and the accounting experts’ model, based on replacement cost
(Model 1). The new accounting model (Model 3 — BAD2), which initiated a third phase in the
translation process, was presented as a compromise between the two previous models. With
Model 3 — BAD2, the value of the HEs’ fixed assets would be estimated at 75% of their
replacement costs, giving a total value of approximately NOK 85 billion. Furthermore, the
final valuation would be lower because of wear and tear since the first valuation (done in
2001, so this is three years later). Moreover, according to Model 3 — BAD2, only increased
efficiency at the HEs would counterbalance the future higher depreciation costs due to the

replacement of existing fixed assets.

In 2004, new accounting documents were sent to the RHEs as a result of the CG’s latest
translation (documents dated 16 February 2004 and 25 March 2004). These documents were
based on the 2003 Proposition and on the CG’s budget documents (B Innst. No. 11, 2003-
2004). According to the documents, any amount of fixed assets greater than 75% of the
replacement cost value would be recorded separately as a tied-up reserve under subscribed
capital as a counterpart. The corresponding excess depreciation costs would then be recorded

towards this reserve as an allocation of net income. This can be understood as indicating that
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the CG did not trust the HESs to save money for future investments. Instead, the CG felt it had

to force the HEs to save money in a reserve.

The calculation techniques behind Model 3 were based on private sector accounting norms
and referred to the replacement cost method in valuing the HE fixed assets. However, the
calculation techniques still followed a budget contingency rationale, as the model limited the
valuation of fixed assets to three-quarters of the total replacement cost value. This random
three-quarters limitation was not based on recommendations from accounting practice and

was only promoted to fit the CG’s budget allocation contingencies.

Once more, the new CG model (Model 3 — BAD?2) failed to persuade the reluctant actors
(accounting experts). Therefore, the CG took a drastic step. It developed a new translation,
which it presented as a mandatory accounting regulation. The political pressure on the CG
was now enormous, as the HEs’ accumulated deficits were growing out of control, partly due
to the new burden of depreciation costs. In the media, the health enterprise model was

questioned because the deficits had only increased since its implementation.

Phase 4 and the CG’s obligatory point of passage (Model 4)

In the fourth phase, the translation process took a drastic turn. The CG’s argumentation for its
new translation — Model 4 — was the following: “...It is necessary to introduce specific
accounting regulations for the HE fixed assets repossessed at the time of the reform in order
to use the financial statements as performance measurements according to the terms that are
the basis of the parliamentary yearly budget resolution” (introduction letter to the consultative
round, p. 2). This means that the CG used a budget contingency rationale to legitimate the fact
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that Model 4 — BAD3, which was presented as an accounting regulation, was actually an
exception to the Norwegian Accounting Act’s valuation rules for fixed assets (85.3), which
recommended the use of the acquisition cost method. According to the new regulation, the
value of the HE fixed assets purchased before 1 January 2002 would be estimated at two-

thirds of total replacement cost value.

The rhetoric behind this translation was similar to the rhetoric used in the 2003 Royal
Proposition (Parliamentary Proposition No. 1, 2003-2004). According to the regulation
(Model 4 — BAD3), the new national health care accounting norms would be de-coupled from
the private sector accounting norms. This move was designed to fit the public sector’s budget

contingencies, particularly the cash accounting model which have a one-year perspective.

As with Model 3, Model 4 used a method recommended in accounting practice (replacement
cost as a proxy for acquisition cost). However, both models added arbitrary calculation
techniques (three-quarters or two-thirds of replacement cost) in order to adjust the methods to
the CG’s rationale for national budget allocations. The choices of three-quarters or two-thirds
of replacement cost had never been used before, nor were they recommended in accounting
practice. Although Models 3 and 4 were derived from methods recommended in accounting
practice, they were translated from the private sector’s accrual accounting model to fit the
public sector context. While the models were constructed to incorporate accrual accounting
elements in order to win over the private sector accounting experts, they still fit the CG’s aim

of balancing the budget.

In the short term, the purpose of the accounting regulation (Model 4 — BAD3) was to give the

CG control over health care expenditures by suppressing one-third of the value of the HEs’

79



total fixed assets from their balance sheets. Hence, the burden of depreciation costs would be
reduced and the HEs’ performance improved. Furthermore, Model 4 — BAD3 went one step
further than Model 3- BAD?2. It departed from the general accounting principles of the accrual
framework with regards to comparability because Model 4 — BAD3 used two types of
measurement methods (before and after 1 January 2002). Moreover, if Model 4 — BAD3 was
passed as a mandatory accounting regulation, it would allow future translations whenever the
CG needed to make adjustments to fit public sector contingencies. Hence, the Accounting Act

could be viewed as unnecessary, as the CG could make adjustments when it so desired.

In the autumn of 2004, the accounting regulation (Model 4 — BAD3) was addressed in a
consultative round. In their responses (37 in total), the opponents (accounting experts, the
RHE and the HE leaders) stated that the CG’s translation did not place enough emphasis on
the decision-making function of accounting, which was one of the main goals behind the
reform. In ANT terms, the opponents to the CG’s translation used the accrual accounting
framework (the Accounting Act) as an actant within their actor network to emphasize the fact
that strictly following private sector accounting norms improved decision making. For these
opponents, only accrual accounting could show the real performance of the HEs in financial

terms.

Two arguments for a sheer accrual accounting model (like Model 1) were made. The first
argument relied on the concept of transparency. Only full compliance with the accrual
accounting model could show the real capital costs and consequently provide the best basis
for assessing the HEs’ budget allocation needs (the National Audit Office’s reply to the

consultative round). The second argument referred to the accrual accounting framework and
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the qualitative characteristics of accounting information, such as reliability, comparability and

consistency (Tellefsen et al., 2005 p.131).

Opponents to the CG’s translation stated that the accounting information could not be reliable
or comparable, as two different types of measurement were to be introduced (before and after
1 January 2002). In fact, the accounting regulation (Model 4 — BAD3) would have prevented
comparisons not only between the public and private sectors, but also within the public sector
(health care), as two different methods could be used to value the HEs’ fixed assets. Fixed
assets purchased before 1 January 2002 would only show two-thirds of their value, while
similar assets purchased after 1 January 2002 would follow the regular valuation rules of the
Norwegian Accounting Act (85.3). In addition, the CG’s accounting regulation was
inconsistent because two different methods (before and after 1 January 2002) could be used

within the same HE to value fixed assets.

In ANT terms, the accounting academia employed another powerful actant to reject the CG’s
translation: the concept of “earnings management”. According to this group of actors, the
accounting regulation (Model 4 — BAD3) would give public sector entities an advantage over
the private hospitals by excluding some of their capital costs from the financial statements. As
a consequence, the regulation would artificially improve HE performance (replies to the
consultative round from the Norwegian School of Economics and Administration, and the
Norwegian Auditors Association). Despite the scepticism expressed by Norwegian accounting
experts, as well as the RHE and HE leaders, the accounting regulation was submitted to
Parliament in March 2005 as an amendment to the Health Enterprise Act (Ot. Prop. No. 56,

2004-2005).
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The CG’s network disintegrates: Back to Model 1

This phase is characterised by the CG’s failure to move the process towards the desired
outcome of budget control. The accounting regulation (Model 4 — BAD3) was first presented
at a Cabinet meeting (18 March 2005), where it was approved for submission to Parliament.
At that time, the government was run by the Christian People’s Party, which had voted
against the health care reform in 2001. Consequently, political actors backed up the CG’s
translation (model 4 - BAD3), as it weakened the introduction of the private sector’s
mechanisms to the management of health care in general and accrual accounting’s role in
particular. Nonetheless, the support from political actors in the CG’s network for Model 4
BAD3 disintegrated when the regulation was debated in the social committee in Parliament.
The leader of the social committee belonged to the right-wing Progressive party and had been

one of the dominant actors in helping the Labour Party to pass the reform in 2001.

In ANT terms, the social committee added a new actant — “patients’ health supply” to the
rhetoric of the accounting academia network, thereby strengthening the arguments against the
accounting regulation. The social committee felt that a valuation of the HEs’ fixed assets that
was lower than their actual value would result in a growing lack of maintenance. Such a
valuation would also prevent necessary reinvestments and therefore threaten the supply of

health care services in the future.

In May 2005, the accounting regulation (Model 4 — BAD3) was rejected by the social
committee (Innst. O. No. 93 2004-2005). The committee stated that the rejection was a
consequence of the uniform criticism articulated in the responses submitted in the consultative

round.
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As a result, after four different translations, the valuation of the HEs’ fixed assets for the HEs’
2002 opening balance sheet was the same as that presented in the first translation (Model 1).
This valuation was based on the replacement cost valuation method, which was recommended
by accounting experts in the initial translation (Model 1). The method fully complied with
private sector’s accounting norms, such as the Norwegian Accounting Act and the related
national accounting standards. As a consequence of the Parliamentary resolution, the CG
increased the HEs’ investment allocations from 80% of depreciation costs in 2007 to 100% in
2008 (Parliamentary Proposition No. 1 2007-2008, p. 119). In so doing, the CG finally
acknowledged that the new national health care accounting norms would be based on private
sector accounting norms. As a result, in 2007 the “adjusted income” concept was suppressed

from the HEs’ financial statements.

This could be viewed as increasing the pressure from the CG on the HEs’ financial
accountability, as the HEs now had to follow private sector accounting norms. However, this
was not completely true. As the CG used the valuation from 2001 (six years previously), the
amount of the valuation was relatively low. As a result, the CG increased the allocated
resources (revenues) to the HEs that year (2007). Therefore, in the end, the CG succeeded in
using Model 1, which allowed for nearly balanced budgets and ensured savings for future

investments.

In summary, the process of translating private sector accounting norms into public sector
national health care accounting norms was a complex process because the CG focused on
translating the norms to fit the boundaries of existing health care budgets. As such, the CG

translated the private sector norms into three different accounting models (Models 2 to 4). The
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progressive transformation from Model 2 to Model 4 aimed at convincing reluctant actors, but
always within the boundaries of the budget. Only Model 1, which was presented by private
sector accounting experts, was based solely on private sector norms. That initial model was
the model finally implemented after the CG failed to build an actor network strong enough to

control the process outcomes.

Conclusion

The aim of this study is to describe the translation process(es) involved when accrual
accounting was introduced into the Norwegian health care sector and to analyze and to
analyze how actors build networks to control the process (es) in order to increase our
understanding of the consequences the process(es) can have for the accounting model. As
such, the study was limited to the study of the translation of private sector accounting norms
into national health care norms. Furthermore, it focuses on the roles and influence of
heterogeneous networks of human and nonhuman actors. The empirical study use actor-
network theory (ANT) to describe how different actor networks used calculative devices to

control the translation of private sector accounting norms into the new public sector setting.

The study offers two main findings. The first finding relates to the fact that the translation of
private sector accrual accounting into the public sector was highly complex since the
framework only were implemented in health care and no other sectors, leading to different
forms of accounting regulations in different parts of the state. The second finding relates to
the fact that the financial statement continuously changed throughout the translation process,
as actors with different needs and rationales could not agree. While the accounting profession

hold on a verbatim translation of the Norwegian accounting act to construct the financial
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statements, the CG only focused on finding an acceptable financial statement without

increasing the sector’s budget allocation.

De-contextualisation and complexity of the translation processes

Our first finding shows that during the introduction of the 2002 Norwegian health care
reform, the Minister of Health and Care Services promoted the benefits of accrual accounting
by de-contextualizing it. However, this de-contextualization was problematic when accrual
accounting was implemented in the new setting. As a consequence, the process of translating
private sector accounting norms into national health care norms was complex and was
characterised by a five-phase translation showing how actors build competing networks based
on different rationales.

The new accounting national health care norms (Model 1) were the consequence of the
collective action of the accounting profession (Latour, 1986). Although the model at the end
of the process was the same as the model at the beginning, the process itself was very
important. The construction of the new norms created a learning arena for the different actors.
In the beginning, the public sector actors did not know much about the private sector
accounting norms and tried to derive an easy solution in order to allow the system to continue
functioning almost as it had before. The CG attempted to keep the process of adopting new
national health care accounting norms within existing national budget contingencies. Instead
of accepting the opening balance calculated by the auditors, the CG tried to change it to fit the
financial resources it wanted to allocate to the health care sector. Furthermore, the study
highlights how actants, such as the different accounting models, were used by the CG to exert
control at a distance (Miller, 2001; Robson, 1992; Law, 1986).
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In the first phase of the process, the external accounting experts set up the framework of the
translation by presenting calculation methods (Model 1) in accordance with the accrual
accounting framework (the Accounting Act). However, the central agency (CG) did not
accept this framing, as Model 1 implied additional allocations to the health care sector. As
these allocations were higher than existing budgets allowed, the CG understood that

acceptance of the model would result in the HEs creating large budget deficits.

Therefore, the CG disturbed the translation process in Phase 2 by creating “overflows”. In this
phase, the CG introduced a new calculation method (Model 2) based on a cash accounting
rationale of budget contingencies. However, this re-framing attempt was rejected by

accounting experts.

In the third and the fourth phases of the process, the central agency (CG) tried repeatedly to
frame the translation of accrual accounting within its budget contingencies (Models 3 and 4).
In Phase 3, the CG showed a desire to reach a compromise in the form of a new model that
mixed elements from both the accrual and the cash accounting rationales. When Model 3 was
rejected, the interest between the different parts in the network was conflicting. Model 4 took
the form of a mandatory accounting regulation that would force the translation process
towards the CG’s aim of budget control. However, new overflows were created because
emerging groups (accounting academia and health care leaders) criticised the model. Political
actors backed up these emerging groups and rejected the accounting regulation. The CG’s
final framing attempt failed.

Furthermore, during the fourth phase of the translation process, the CG adopted a black box
strategy. When the CG failed to convince reluctant actors by presenting complicated

calculation methods (Models 2 and 3), the CG tried to black box the whole translation within
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an accounting regulation (Model 4). Moreover, the accounting regulation would have allowed
for future translations steered by the CG’s needs. As found in Skerbak et al. (2004), black
boxing is associated with power. In the Skarbak et al. (2004) study, accounting devices are
used as black boxes, where the content is hermetically sealed because detailed knowledge
could endanger the desired outcome of the strategy process. This finding is also confirmed in
previous health care studies that focus on the relationship between the complexity of the black
box and power (Lowe, 2001; Lowe, 2000; Chua, 1995; Lawrence et al., 1994; Preston et al.,
1992). However, in our study the CG failed to keep the black box closed and the CG’s
political failure led to a loss of decision-making power related to how the new accounting

norms should be structured.

Consequently, the translation of accrual accounting was reframed based on the accounting
experts’ initial model (Model 1), which was a verbatim translation of the private sector’s
accounting framework. This unexpected turn led to the adoption of new national health care
accounting norms in accordance with one of the two aims of the 2002 Norwegian health care
reform — to improve local decision making by visualizing all costs (Minister of Health and

Care Services’ speech, 5 February 2001).

The eventual outcomes of a translation process reflect the comparative strength of two
competing actor networks. In this study, the CG’s network became unstable because the
accounting models (and the related methods) were continually transformed with the goal of
reaching a compromise and convincing reluctant accounting experts. However, the accounting
experts’ network grew stronger because its rhetoric was consistent throughout the process, a

consistency that promoted a verbatim translation aimed at improving decision making.
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As in Christiansen et al. (2007), this study focuses on the role of central agencies that use
accounting devices to translate private sector mechanisms according to their needs and
interests. However, contrary to Christiansen et al.’s (2007) finding that central agencies can
succeed in transforming an innovation according to their information needs, our study shows
that the central agency could not impose its view because it failed to convince political actors.
In fact, the CG in our study had to return to the first model and find other solutions in order to
handle the initial control problem. This was achieved by decreasing the autonomy of the HEs
through such elements as increased reporting requirements and controls on loans, and by

forcing them to save for future investments.

The second finding shows how the central agency (CG) focused on fulfilling its own interests
by using the financial statement in as ways that did not reflect the private sector accrual
accounting framework. For the CG, “financial statements” were viewed as tools that could be
used to control budget allocations within the health care sector and, as such, to limit the use of
public resources. In contrast, for the auditors and the emerging stakeholders, “financial
statements” were tools to be used to visualize the financial situation of the HEs in order to
provide accurate information about all health care costs. For these groups, only accrual
accounting could fulfil this purpose and provide a sound basis for decision making. This
situation can be understood as the CG trying to play a new game within a new context while
the private sector auditors were trying to create a true valuation in order to help decision
makers active in health care. In this regard, it can be viewed as a collision between political

and accounting (professional) rationales.

The CG does not take into account the needs and aims of other users, such as accounting

experts or HE managers and as such fails to build a strong network which will secure its view.
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The calculative devices are tools to in the CG’s power struggle instead of “an organizing
rationale around which debates can take place” (Miller, 2001, p. 386). By calculative devices,
we mean the different models leading to the different financial statements. Until the new
accounting norms were settled, the HEs had one income statement based on accrual
accounting and one based on the “adjusted income” statement (adapted to the budget frame).
The “adjusted income” statement was used by the CG and therefore also by media. As a
consequence, the CG succeeded in showing the population a budget situation that was better

than the actual situation.

The different understandings of the aim with the financial statement are the reason why the
financial statements, such as the balance sheet, fail to reconcile the different needs and views
of stakeholders. As such, this study supports the findings of Skeerbak et al. (2010), in which
accounting devices (calculations methods) shaped rationales that promoted the various goals
and interests of actors with opposing views. Paraphrasing Perkins (1996), this study
unravelled the CG’s “skilled ongoing act of manipulation” to impose a rationale based on
budget control contingencies. In this study, accounting devices are viewed as flexible, non-

neutral tools that serve the conflicting purposes of human agency (Chua, 1995).

Accounting norms are the basis on which financial statements are prepared. In this respect,
the financial statements visualize the HEs’ performance when measured in financial terms.
However, the contents and purposes of financial statements vary according to the accounting
framework on which they are based. As such, financial statements can be flexible. This
adaptability and flexibility comply with the definition of “boundary objects” (Leigh Star and
Griesemer, 1989). The study’s findings draw attention to the role of financial statements as

boundary objects. In contrast to previous studies, however, this study shows that financial
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statements as boundary objects failed to bridge different worlds based on different accounting
rationales (Emsley, 2008; Akerman and Peltola, 2006; Briers and Chua, 2001; Leigh Star et

al., 1989).

This study also highlights the differences between the private and public sector contexts. The
main role of the financial statement is two-fold, according to accounting textbooks. The
financial statement’s first function is to provide company decision makers with the
information necessary to make the right prioritizations in terms of daily operations and
investments. Prior to the introduction of the new system, the priorities in the Norwegian
public sector were decided by the government, while the hospitals did not have much input.
The costs of capital were unknown. To give HEs the authority to decide whether to prioritize
investments or daily operations was not easy for the CG. The translation process shows that
the level of trust between the CG and the HE was low. However, since the government had
experienced that the HE promised to get budgets in balance but continued to have large
budget deficits, this was to be expected. The second function of the financial statement, in
form of an income statement, is to help investors decide whether they should invest in the
company. Therefore, it is important for investors to have truthful information. As this role is
not necessarily the same for the public sector, it seems to have been difficult for the CG to
understand why it had to focus on truthfulness. Instead, the CG wanted to create pressure on

the HESs to construct a cost-efficient health care network within the existing allocation frame.

This study increases our understanding of the challenges related to the introduction of private
sector norms to the public sector. When accrual accounting is introduced in the public sector,
it is often introduced in a hybrid form depending on various contextual factors, such as culture

or structure (Pina et al., 2003), or the nature of the relationships between central and local
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authorities (Pettersen, 2004). Many other forms of country-specific hybrids have been
implemented (Olsen et al., 2007). Our study focuses on Norway’s pursuit of a pure accrual
accounting version. However, the Norwegian efforts have not been very successful with
regard to the decision role of the financial statement, as the CG controls the HE in other ways.
The issue, therefore, is not whether accrual accounting is the most appropriate accounting
framework but what role the HEs should have. How much autonomy should they be granted

and how should they obtain the information they need to make good decisions?

One interesting issue for future research would be the types of information that are used to
prioritize daily operations or investments. In other situations, has there been more room for
making such decisions? Furthermore, researchers may wish to investigate whether the HEs act

as responsible actors or whether they are just playing another game with the CG.
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Appendix 1

Accounting models in Norway (excluding public health care

Accounting Central Local Government | Private Sector
Models Government Accounting (LG) | Accounting (PS)
Accounting (CG) (excluding listed
companies that follow
IFRS)
Regulatory Norwegian national | LG Act (KL) and Norwegian Accounting
Framework constitution with accounting Act (RL) and
numerous regulation (FOR accounting standards
guidelines and 2000) with (NRS)
circulars generally accepted
LG accounting
principles
(GALGAP)
Purpose of Parliamentary Control of public Useful information for
Accounting control of public expenditure decision making
expenditure
NON-PROFIT NON-PROFIT PROFIT (wealth
creation)
Steering CASH accounting | CASH modified ACCRUAL
Accounting principle with (cash and accrual
Principle exceptions elements)
Techniques Complicated Mixed techniques Consistent techniques
(Bourmistrov et al., | from CG and PS with exceptions
2005, Table 1, page according to principles
254) and qualitative
characteristics
Revenues/ Focus on Focus on Focus on future
Expenses inflows/outflows inflows/outflows economic benefits
Concepts with exceptions
(depreciation)
Recognition Cash payments Current dues Earned revenues
Revenues Cash (inflow) principle (goods/services
Immediate and later | delivered)
Expenses Cash (outflow) cash (inflow)
Immediate and later | Matched with revenues
cash (outflow) accrued (resources
used)
Measurement Value of the Value of the Value of the exchange

exchange (payment
time)

exchange (payment
time)

(sales time)
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ABSTRACT

Historically, the management of financial resources in local governments (such as investments
made in bonds, stocks etc.) has typically received little attention, despite the augmented attention
on making the most of scare resources at the municipalities’ disposal. Still, other factors have
impinged on the management of financial resources within municipalities. E.g., the supply and
complexity of financial products have rapidly increased. Also, there has been a globalization of
financial markets, meaning that securitization trends targeting local or segmented markets
increasingly are spreading across markets and sectors, including also to the public sector.
Hitherto, there is scarcity of research on this topic — despite the political and economic
consequences that may follow from (problematic) handling of financial resources in local
governments. This evoked the research interest and direction in this paper towards the following
overall problem statement: What happens when global financial engineering is introduced to local
governments? To tackle this overall problem statement, the following two research questions were
formulated. Firstly, what happens when static regulation and practices intersect dynamic markets?
(Referring in particular to the developments of financial markets, products and the inherent
globalization trend seen in recent years). Secondly, how is global financial engineering (i.e. the
financial packages) translated and framed locally? The frame of reference consists of transaction
cost theory and mental accounting theory and the concept of framing inherent in prospect theory.
This enables a discussion about the decision making processes taking place. Transaction cost
theory also guides the discussion by emphasizing implications of outsourcing the financial
investment and management function to others — as was done by Norwegian municipalities. Both
of these components of the frame of reference aid in illuminating how the financial (Terra)
scandal could unfold. Still, it is firstly when we combine the two theories that we are able at fully
grasping the complexity of the structural transaction oriented elements of the case, and the
particular local decision making processes. Predominantly, the Terra scandal emerged from a long
series of misguided investments, inappropriate governance structures, overly reliance on trust, and
simply bad luck. Combined, it was the recipe for financial disaster, leaving the municipalities with
great financial losses, but also other severe impacts, such as the loss of trustworthiness and
reputation. The research is based on document studies and interviews. The former is made up of
regulation(s), critical reports published on the developments in Norway, but also historical
documents and the media coverage of the Terra Scandal.

Key words: Financial scandal, management of financial resources, TCT, framing,
municipalities, Norway.
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LAGGING GOVERNMENTAL PRACTICES AND DYNAMIC FINANCIAL MARKETS:
HOW NORWEGIAN MUNICIPALITIES ENCOUNTERED FINANCIAL CRISIS—VIA
GLOBAL FINANCIAL ENGINEERING AND MISPERCEIVED TRUST

1. Introduction

Historically, the management of financial resources in local governments (such as investments
made in bonds, stocks etc.) has typically received little attention. Still, this topic has increasingly
become more important with respect to the augmented attention given to the need to make the
most of scarce resources at the municipalities’ disposal. This relates to the increased demand for
efficiency in public sector management (evident through e.g. the rhetoric of new public
management [NPM] and new public financial management [NPFM], see e.g. Hood, 1995 and
Olson et al., 2001). Even though NPM and NPFM have received much attention in research
literature the ways in which municipalities go about managing their financial resources has
received surprisingly little attention. Recent events have nevertheless made this a topic of
increased concern. For instance, various changes have taken place during the last few years that
have impinged on the frame of constraint within which municipalities manage their financial
resources. E.g., more financial products are being offered, many of which are becoming
increasingly more complex and intertwined. This trend has been referred to as “financial
engineering”. Complexity, change and turmoil are facilitated by the globalization of financial
markets, meaning that securitization trends targeting local or segmented markets increasingly are
spreading across markets and sectors, including also the public sector. Still, studying
securitization in the public sector and especially globalized recipes of management of financial
resources in government is long overdue given the severe consequences that may follow from
(problematic) handling of financial resources in local governments. This solicits the question of
what is written about this topic from before and what are the costs of not knowing about the
diverse consequences that ignorance to this topic may bring about?

In their book about financial management for nonprofits, Shim & Siegel (1997) briefly hinted at
what such ignorance could lead to. They namely referred to financial difficulties experienced by
Orange County (located in the USA) some years ago, which subsequently spurred some research
articles devoted to the Orange County scandal. Moreover, an issue of Research Brief (1998) stated
the following:

“The Orange County bankruptcy: Who’s next?”

That turned out to include a number of Norwegian municipalities, as was well described by

financial Times (20073, p. 1)1:

1 We could of course have applied illustrations from many of the headlines in national Norwegian newspapers
from this time-period. However, the Financial Times heading and text go straight to the core of what we want to
discuss in the article and also show the severity of the issue at hand. It is namely not every day that Norwegian
municipalities make the headlines of international press, certainly not the Financial Times, especially not page 1.
“Cold winds of global credit squeeze blow into remote Norwegian towns

Few people in the remote Norwegian town of Narvik, 200km north of the Arctic Circle where the sun
has disappeared until January, were likely to have given a lot of thought to the credit squeeze
sweeping the global money markets - that is, until it threatened their wages over Christmas.

Narvik, along with three other similarly isolated towns of Hemnes, Rana and Hattfjelldal, has become
the latest community to discover just how directly even the most remote places can be affected by the
financial turmoil after it made multi-million dollar bets on complicated US-linked financial products.
The towns invested about Dollars 96m (Euros 65m) in complex products linked to unspecified
municipal bonds in the US, designed by Citigroup, and sold to them by Terra Securities, the
investment banking arm of one of Norway's leading banking groups.

Now representatives of the towns have admitted that recent market movements linked to the credit
crisis had destroyed most of the value of their investments.”
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Years later the involved municipalities are still struggling to cope with the financial aftermath of
the Terra-scandal (NRK 2010). Yet, this is not an isolated Norwegian phenomenon. Similar
incidents have been witnessed in other countries, including Sweden, Italy and Australia.
Furthermore, in 2011, it became clear that Jefferson County in the U.S.A were on the edge of
bankruptcy due to financial engineering of its sewer system that went terribly wrong as a result of
the financial crisis (New York Times, 2011).

What has become vivid through these cases is the way that financial crisis has impinged on local
government in many countries. This has clearly demostrated an area that begs for research insight
into the challenges faced by local governments in managing their financial resources, while facing
global markets and creative financial engineering, assembled by big investment firms. Combined,
this triggered us to study the management of financial resources at local government level in
greater detail. In particular, we set out to answer the following overall problem statement: What
happens when global financial engineering is introduced to local governments? To tackle this
overall problem statement, the following two research questions were formulated. Firstly, what
happens when static regulation and practices intersect dynamic markets? (Referring in particular
to the developments of financial markets, products and the inherent globalization trend seen in
recent years). Secondly, how is global financial engineering (i.e. the financial packages) translated
and framed locally?

The paper’s empirical contribution is to illuminate a phenomenon that has received little attention
in the academic literature despite its tremendous political and economic consequences. The paper
also illustrates ways in which local governments become exposed to tremendous complexity,
brought about e.g. by financial engineering, difficult interpretations of the law vis-a-vis the
dynamics of financial markets, but also the mixture of actors involved in orchestrating decision
making, situated in particular, yet shifting (framing) situations. The paper is therefore cross-
disciplinary in nature — spanning across fields like, finance, organizing (routines, setting up
organizational units, allocating responsibilities etc.), trust, decision making and law. Albeit not of
these factors are equally scrutinized at detailed levels, they cannot be ignored since it is these
multiple and complex, yet fragile interrelations that bring about great challenges to the local
government when things turn out differently than expected.

The paper’s theoretical contribution consists of composing a framework that shows how both a
frame of reference targeting individualistic decision making setting can be usually viewed from
the more structural traits of the decision at hand, but also how fragile or easily affected the
decision will be by the way in which the decision making setting is framed and the actors mental
accounts.

The rest of the paper is organized as follows: Firstly the frame of reference is outlined (consisting
of conceptual clarifications, literature on management of financial resources and the particular
theories selected as the key analytical apparatus). Thereafter, the applied research method is
explained, before describing the Norwegian case labeled the Terra scandal. The case is
subsequently discussed and followed by the conclusions.

2. Frame of reference

2.1. Conceptual clarifications

2.1.1. Management of financial resources

What is coined “management of financial resources” refers to ways in which an organization (in
our case municipalities) manages its financial assets and liabilities. This term includes topics
within traditional financial investment literature (such as investment in stocks, bonds and various
financial derivates), but also what is often referred to as cash or liquidity management. The term
also encompasses the liability side, dealing with matters like borrowing of funds for investment
purposes, payments of principal amounts and interest rate payments, as well as various other kind
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of debt structuring. The term —management of financial resources—therefore share several
properties with the more established “financial management”, but is more limited in scope (e.g. by
excluding capital budgeting, equity issues such as dividend payments). In very simple terms the
term addresses—with respect to the asset side—how municipalities (in our case) manage their
resources to obtain a certain level of financial return at certain risk levels. Regarding the liability
side, typical questions faced by municipalities while conducting their management of financial
resources include choices between short versus long term debt, interest rate levels, using (simpler
form of) derivatives and the extent to which revenues or assets should be packed together with
debt in more complicated financial packages, often referred to as representing financial
engineering.

2.1.2. Trust

Bachmann and Zaheer (2008, p. 535-536) presented the following defintion of trust:

“...the expectation that the counterpart will behave in a reliable, predictable, and fair manner,
particularly when the potential for opportunism is present”.

We generally adhere to this definition, but in simple terms, trust is used in this paper to denote the
state where two or more parties interact with little or no control features governing their
relationship. Furthermore, trust—for our purposes—is closely aligned with outsourcing certain
operative tasks to others. Hence, one party (in our case the municipalities) gives away its control
and primary handling of a task (in this paper, the management of financial resources) on that basis
assumes that it will be handled in a good way by its relationship-partner.

2.2. Literature on management of financial resources in the public sector

The subprime crisis has shown that the securitizations and the globalization of financial markets
have created significant challenges for all participants - in private as well as public sector. The
market turmoil has made clear how complex and how quick the transmission mechanisms are in a
market-based, global financial system. Complicated financial instruments have played a key role
in the Terra-scandal. The lack of transparency has led to the sad fact that players have not been
aware of the risk they have been exposed to. This has been pointed out by several (see e.g.
Markowitz, 2009). Innovative financial engineering have contributed to destabilization in a
market of already complex securities (Harvard Law review, 2012).

Concerning scandals in municipalities and counties regarding loss on financial investments there
have been some studies in the literature. However, the list is not long regarding research on local
government management of financial resources. There are though some studies related to some of
the more known cases that can be termed scandals.

The perhaps most famous case is the bankruptcy of Orange County, California, in the 1990s. The
county treasurer lost $ 1.7 billion through highly leveraged interest rates derivatives (Public
Policy Institute of California, 1998). This scandal has inspired to some research regarding public
management of financial resources, like Elson and Dinkins (2009) and Halstead et al. (2004).
Elson and Dinkins (2009) approach concerns the possible catastrophe when public money is
involved in complex financial instruments with low accountability and transparency. A clear
finding from their study relates to the problematic lack of skills for both politicians and
management personnel when assessing complex and sophisticated financial products. Halstead et
al. (2009) have a totally different approach. They examine the spillover wealth effects of the
bankruptcy announcement in December 1994 on municipal bonds, municipal bond funds, and
bank stocks.

Another scandal, Green County (Alabama) is studied by Deal et al. (2009). However, even if

financial mismanagement was the primary causal factor in this scandal, this case is not so clearly
linked to investments in complex financial assets. Later, a more similar scandal to Orange County
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occurred in Jefferson County, Alabama. This County listed about $202 million in unsecured debt
tied to general obligation bonds. Jefferson County became then a victim of the credit crisis in
2008. The sewer system’s floating-rate securities were coupled with interest-rate swaps. The
contracts, arranged by JPMorgan, were supposed to save money by offsetting the floating rates the
county paid and giving it a fixed rate that was lower than on traditional bonds. The strategy
backfired in early 2008 as the subprime-mortgage market meltdown sent ripples through Wall
Street, undermining the credit ratings of companies that insured Jefferson County’s bonds. Hence,
investors dumped the bonds and the county’s interest costs soared. When banks demanded early
payoffs of the bonds, the county defaulted. The swaps exposed the county to hundreds of millions
of dollars in fees to refinance. This case is studied by Howell-Moroney and Hall (2011) where
they identify and examine the failures of transparency and accountability by several participants
in the scandal. This article is highly relevant to our study.

Also municipalities in Australia became affected by the 2007 crisis. Three small municipalities
invested in CDOs — similar to the Norwegian case. Most of the capital was lost when the
mortgage crisis exploded in the U.S. The investment was provided by broker Grange Securities,
who was owned by Lehman Brothers. According to Financial Times (2007b), the municipalities
invested approximately $ 65 million in the CDOs. Hence, the amount is lower than in the
Norwegian case.

In addition, there seem to be some reports also from Arabic countries, Italy and Sweden regarding
loss of public money due to risky investments by different local governments. Hence, the impact
of misguided or otherwise misfortunate management of financial resources in the public sector is
potentially tremendous and far reaching

2.3. Theory

To study the financial scandal in Norway, we rely on transaction cost theory prospect theory,
herein the focus on mental accounting theory, supported by the concept of framing (on the basis
of Kahneman and Tversky, 1979; Thaler, 1999). Mental accounting represents some kind of
simple reasoning based on individual actors in decision-making situations. This enables a
discussion about the decision making processes taking place locally in various municipalities,
thereby shedding light on the way in which decisions were made to invest in complex financial
products. Transaction cost theory also guides the discussion by depicting the rationale for, and
implication of, outsourcing the financial management and investment function to others—as was
done by Norwegian municipalities. For a while collaboration with financial advisors from the
private sector seemed to function quite well. However, as the financial crisis unfolded, it became
clear that things were not as they seemed. This combined frame of reference, consisting of
prospect theory and transaction cost theory, enables us to capture and discuss structural elements
and thus frame of constraints on a macro level as well as the way in which financial engineering is
translated and framed locally, i.e. on a micro level.

2.3.1. Mental accounting and the concept of framing

Prospect theory is a descriptive theory developed by Kahneman and Tversky as a response to
normative decision-making theories. Kahneman and Tversky (1979) pointed out that people
seldom acts as rational as often assumed in many traditional theories, leading them to suggest for
instance that the way in which certain decisions are framed often lead people to reach different
decisions even though the expected outcome may be the same. l.e. people discard properties
shared by all prospects under consideration. They refer to this as the isolation effect. Another
tendency observed by Kahenman and Tversky (1979) is the way in which people tend to put
greater value on losses than on gains, i.e. the regret and “pain” associated with a loss of a certain
amount far outweighs the joy of gaining the same amount. Moreover, “people underweight
outcomes that are merely probable in comparison with outcomes that are obtained with certainty.
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This tendency, called the certainty effect, contributes to risk aversion in choices of involving sure
gains and to risk seeking in choices involving sure losses” (Kahneman and Tversky, 1979, p.
263). This led Kahneman and Tversky (1979, p. 263) to propose a value function that is “concave
for gains, commonly convex for losses, and is generally steeper for losses than for gains.”

Shefrin and Statman (1985, p. 780) described mental accounting as follows:

“The main idea underlying mental accounting is that decision makers tend to segregate the
different types of gambles faced into separate accounts, and then apply prospect theoretic
decision rules to each account by ignoring possible interaction... mental accounting also serves
to explain why an investor is likely to refrain from readjusting his reference point for a stock.
When the stock is purchased, a new mental account is opened.” Furthermore, by referring others,
Shefrin and Statman (1985, p. 781) also pointed out that “investors are reluctant to accept and
realize losses because the very act of doing so proves that their first judgment was wrong”.

However, there are ways to overcome this mental accounting obstacle. Rather than realizing a loss
it is possible to “transfer your assets”. This might be achieved by repacking asset portfolios or
restructuring debt, alternatively, a combination of the two. Regardless, as pointed out by Shefrin
and Statman (1985, p. 781), the trick is to frame the transaction as a transfer (without a
disclosure).

2.3.2. Transaction cost theory

Transaction cost theory (TCT) is a theory of the firm that can be seen as a reaction to the
neoclassical paradigm. TCT provides a more structural perspective on the ways in which
transactions are structured and organizations interact.

TCT seeks to explain why transactions are arranged differently in diverse settings, and assumes,
as a point of departure that there are many different ways in which an organization can organize
its transactions.

TCT puts forward that interdependencies will only be organized if the gain from exchanging and
pooling capabilities are greater than the costs of doing so. All potential rents will never fully be
extracted due to the inabilities of the parties to organize transactions at a cost that is lower than
expected rents. Hence, each alternative arrangement of transactions must be analyzed with respect
to the existence of potential gains (the info problem), deciding or assessing who should get the
gains—The bargaining problem—as well as how to carry out the contract (the enforcement
problem). The problem inherent in the different ways of arranging the transactions is that
transactions costs are incurred when performing these tasks.

TCT rejects the notion of full rationality. Instead it assumes that actors are characterized as
displaying bounded rationality. l.e., agents are intentionally rational, but only limited so.
Furthermore, individuals are said to behave opportunistically, meaning they are self-interest
seeking. However the extent to which such behavior materializes in different settings can vary
with the amount of legal of social control characterizing the environment of the transaction.
Williamson separates between 3 governance structures: market, hierarchy (i.e. firms) and hybrids
(an intermediate form in relation to the two other governance structures, such as contracts and
equity joint ventures). It is argued that market transactions are governed by classical contract-law,
whereas the two other governance structures are more adaptive and flexible. Furthermore,
governance structures have to be aligned with the characteristics of transactions.

Therefore an analysis must be conducted of the characteristics of transactions. Those are the
following: Asset specificity, uncertainty and frequency. Asset specificity in simple terms refers to
how standardized and common an asset is. Asset specificity is high when it is costly to redeploy to
alternative uses. This increases switching costs and makes it possible for the more flexible party to
exploit the less flexible one). Uncertainty refers to the environment in which the transaction
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occurs, and the likelihood that things will proceed as planned. Uncertainty is also related to the
degree of complexity in the environment. Frequency connotes how often a transaction occurs,
which could range from a one time only type of transaction to repetitive transactions that happen
over and over again. Typically, it is costly to set up hybrids and firms, suggesting that these
governing mechanisms will only be economical for recurring transactions.

There are different versions of TCT (as for most other theories). One of the founding fathers of
TCT, Williamson, has been criticized for his theorizing of trust (or the lack of so doing). He
argues that although not all people will behave opportunistically, it is normally to resource
demanding to identify those who do and those who do not act opportunistically. Consequently,
one is better of assuming that everyone will behave opportunistically. However, it has been
pointed out (Hennart, 2008) that such a “defensive” approach will drain organizations’ resources
simply because it suggests that a lot of additional costs must inevitable stem from always taking
precautions.

3. Method

The research setting is the local government level (i.e. municipalities) in Norway. Data collection
methods consist of documents, interviews and informal conversations.

Examples of documents that are relied on this study include: financial statements, internal
regulation, external regulation, evaluation reports (by the office of the Auditor general and hired
externals), newspaper articles and information on municipalities’ home pages.

Semi-structured interviews were made with employees working with “management of financial
resources’” in nine municipalities (administrative staff members). Additional informal
conversations were also made with employees in involved municipalities. Interviews and
documents combined have allowed us to cover 15 Norwegian municipalities concerning their
management of financial resources. Our sample of 15 cases include cases particularly affected by
the Terra scandal, but also cases that represented municipalities which struggled with their
management of financial resources, but still had not been “crucified” in the media as a “scandal”
municipality. Finally, we also included some cases (i.e. municipalities) which had not been
depicted as a struggling municipality. The choice of including the latter was motivated by the
potential for learning about what these cases had done differently from those municipalities that
ended up being coined a “scandal” municipality. Nevertheless, the commonality of all cases
selected was that they were enjoying higher revenue than other municipalities, and thus were in a
position where they had a non-trivial amount of cash or revenue streams that had to be financially
managed in a good way, according to the law, regulation and sound practices.

For each interview we relied on an interview guide that was sent to the interviewee one or more
days before the interview took place. We took notes from the interview and created a summary of
the interview which we e-mailed back to the interviewee, allowing them to alter and add the text
that we had put together. Each interview lasted about one hour. Four of the interviews were made
face to face and five interviews were made over the telephone. Most municipalities have a small
administration working on accounting, budgeting and other management control oriented affairs.
In several municipalities they may only have one or two persons working on these tasks.
Consequently, for our purposes there were not many people to talk to in each municipality. To
learn more about how the management of financial resources had been dealt with in each
municipality we contacted them and scheduled an interview with the chief financial officer [CFO]
(typically in charge of several different tasks). Sometimes the chief administrative officer also
participated in the interviews.

4. Description of the Terra scandal

4.1. Fall of structures—predecessors
Excess revenue growth disproportionate to competence and the work situation
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Norwegian municipalities are in different economic situations. Many are relatively poor and have
no available financial resources for investments, while other more fortunate municipalities control
considerable funds and thus find themselves challenged by how these funds ought to be
management in the best possible way. So-called “power municipalities” are characterized by the
fact that they have fairly good economy because of the presence of hydropower plants.
Exploitation of Norwegian hydropower resources is subject to various laws, which ensures that
the municipalities are compensated. Hence, they receive considerable amounts in return. This
includes license fees (annual fee determined by NVE — the regulator), natural resource tax (special
tax on energy companies), property tax (an entirely municipal tax) and so called concession
power. Concessionary is a statutory right of withdrawal of a part of a power plants capacity that
will mean a lasting economic benefit to the municipalities. Concession power consists of up to 10
% of the average amount of a power plants yearly capacity to the municipalities and the county
where the plant is located. This can be a considerable amount of power, representing significant
values.

Of these four sources of income, only the natural resource tax is included in the income
equalization system (KRD, 2005). Hence, municipalities with significant revenues from power
plants have a considerable higher level of free income compared to other municipalities. In
addition, some have received a lump amount at construction of plants and furthermore, many
municipalities also receive dividends through the ownership of generation companies.

Before deregulation (The Energy Act2 was implemented in 1991) there existed an overcapacity of
hydropower generation. Hence, electricity prices remained low during the 1990’s. An emerging
increase in demand in this decade, and limited change in supply, then led to an increase in prices.
The regulator limited access to profitable projects and, in addition, extremely volatile prices and
hence uncertainty made investors reluctant to initiate more generation capacity during the first
decade of deregulation. The shortage of production capacity became especially visible in the
shock winter of 2002-03, when a “dry” autumn led to a temporary extreme increase in electricity
prices.

2The Energy Act (short form) of "Law of production, transformation, transmission, sale, distribution and use
etc.” of 29t June 1990 No. 50.

Marginal cost of new generation is determined by the investment cost of hydropower plants, and
later on by investments in other generation technologies. The marginal costs have increased
significantly since major hydropower projects are now deemed passé (politically decided), and
other generation technologies have become the marginal. In addition, energy prices in general
have increased, especially the price of oil, pulling the price of electricity upwards. Furthermore,
integration of different European electricity markets has accelerated, in turn pulling Norwegian
(and Nordic) prices closer to the level of other North-European markets. Finally, the ever-
increasing focus on environmental issues, such as the introduction of CO2 allowances, has made
hydropower, as a renewable energy source, relatively more profitable as compared to
contaminating power generation.

This development has thus provided financial strength. Trough sale or ownership and tax income,
these municipalities have during the last decade come into a position of controlling considerable
financial resources that needed management. At the same time, low level of interest rate for risk
free investments, especially in the period 2003-07, made more risky alternatives more appealing
(Oslo Stock Exchange increased with more than 300 % during the years of 2003 — 2007).
Whereas the revenues jumped, enabling municipalities to invest their excess funds, the
competence and organizational structure had not developed in the same pace. Very few persons
work with financial affairs in municipalities and of these, almost no one had special expertise in
various financial products. The municipalities therefore faced a competence challenge when
finding themselves getting rich “over night”. Moreover, little attention had at that point been
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given to the management of financial resources because this situation was very new to the local
government structure. Therefore, many municipalities did not have routines firmly in place,
suggesting how the management of financial resources should be handled.

Finding a loophole in the funding structure for financial investments

Both the net present value of future concession power as well as license fees, have been a key
element in the financing of the investments through Terra Securities ASA. Another key element
concerns the so called Vik-letter, a letter from the Ministry of Local Government and Regional
Development to the municipality of Vik (in 2002) — allowing for borrowing with security in future
income from concession power and license fees, to make these investments. Hence, the
municipality identified a loophole, since this authorized a rather peculiar way of financing risky
investments — defining this as no loan, despite that the arrangement had all typical properties of
debt financing.

When it became clear that this opportunity applied principally to all municipalities in Norway,
The broker company Terra Securities ASA started on what is best described as a round trip around
Norwegian, approaching municipalities they had reason to believe would have funds available to
invest in financial products.

The development in financial markets and the need for a dispassionate approach

In several interviews, it was mentioned that the municipality frequently was contacted by financial
institutions seeking to sell them financial products or offer them financial advisory services. In an
interview it was said that the following considerations were laid forth regarding how such broker
requests ought to be tackled:

The number of different types of financial products that exists have recently increased. There is a wide
range of groups/actors that we receive requests/offers from. We do not choose (between different
providers/firms) without having consulted others and received offers from several different providers.
We furthermore demand simplicity, i.e. we must be able to understand the product.”

The quote above, combined with the one below, illustrate the need for a dispassionate approach
and critical approach towards the way in which the management of financial resources are carried
out. An interrelated interview quote is as follows:

It is challenging to estimate the return on the financial investments in the next year’s budget. We
have usually budgeted with a solid return in our operating budget...in the next year’s budget we do not
intend to budget any return on our financial (risk exposed) investments”

Later on in the interview it became clear that the reason why they had taken a more defensive
position on how to budget with a return on financially risk-exposed investments is that they had
lost money last year and therefore had to report a loss rather than a surplus. In hindsight they
therefore found it better to be a bit more cautious.

Laws and regulation were not aligned with practice

Norwegian municipalities’ management of their financial resources is governed by the Local
Government Act (25 Sep. 1992 No. 107), saying: “Local authorities shall administer their funds in
such manner that a satisfactory return may be achieved, without the entailment of any significant
financial risk” (§53, no 3). Later, in 2001, this act was extended by a regulation governing such
fund administration.

Our interview data illustrates the municipalities’ tendencies of changing their own regulation to
make it fit their investment practices rather than the other way around:

“The financial regulation... has been modified three times, but not during the last year. The changes
were made in order to adjust the regulation to new financial products (in the market), as well as
adjusting the thresholds of the various investments categories (i.e. how much could be invested in
different financial products). We were careful in 2003, but when experiencing good years (i.e. an
upswing in the market) as of the beginning of 2003, we became fervent, and thus became engaged
more actively (in the market). Changes were made to the regulation at that point.”
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The tendency of adapting regulations to practice rather than vice versa (as intended), brought
some of the municipalities into trouble. In the aftermath of the scandal’s outbreak, there was soon
a demand of investigations into the different municipalities. The reports stated that the involved
municipalities violated national law and regulations as well as their own indorsed financial
regulation. E.g. in Narvik there were not evaluated whether Terra's proposal for the investment
was in line with financial regulations. Hence, the regulations were violated in connection with
investments made between the years of 2005 — 2007. Also in Rana they violated their own
financial regulations. Regulations were also amended in connection with investment in foreign
interest rate instruments in Dec 2002. The municipality ignores that they then exposed themselves
to currency risk — accompanied with incomplete drafts and not in line with § 23 in the Local
Government Act. In Hemnes, financial regulations were changed in 2002 regarding the agreement
with Terra. PWC reviews the significant changes. This happens in "a hurry" to fit the agreement,
but is not in conjunction with 8 52 in the Local Government Act - which requires such
regulations. Their own regulated limitation of NOK 5 million for investments in bonds, were
consequently violated — several times and quite severely.

Local governmental accounting model and standards fail to capture the financial complexities
The local governmental accounting model in Norway represents a hybrid model, resembling
modified accruals, based on a fund flow model. In the accounting standards there have not been
much detailed demands or requirements regarding how financial investments ought to be tackled,
beyond some general guidelines covering more traditional investments options, like stocks and
bonds. Moreover, there requirements concerning the amount of disclosure note information that is
warranted in the financial reports are not very demanding. Most municipalities therefore report
very little, making it very difficult to learn much about the financial investments from the annual
accounts.3

3 For a further discussion, see Mauland and Aastvedt (2008).

When conducting its ex post investigation into problems in the Terra scandal, PwC stated the
following in its report (2008): "Municipality accountants have generally little experience in
handling complex financial investments, and it is not clear how such investments will be presented
correctly in the municipal accounts.” They follow this up by pointing out that the accounting rules
for municipalities are not adapted to the challenges that come with this type of financial
instruments.

Lack of sufficient political involvement and other government hierarchical support

The relationship between the politicians, at local level, reveals also something static in contrast to
a rapid world of dynamic financial markets. In Narvik the politicians have shown little interest in
these matters. It has been believed that the risk was low, the investments outperformed the
benchmark and that the field is complicated. In Rana, PwC points out unsatisfactory case
preparation, failure to review investment risks and assessment of alternatives. The politicians did
not capture the range of what was taking place. In another municipality the comment was:
“Maybe the county should have a more supervisory function than what they have had. We have
never received a single inquiry about the accounts or financial management from the department
or county, with one exception. When we have problems with skills one can imagine the
challenges some of the smaller municipalities have concerning their financial management.

Lack of proper administrative routines and critical assessments of financial prospects

In the ex post investigate report of Hemnes municipality (prepared by Indre Helgeland
kontrollutvalg, 2008), the following critique was lashed out: there are structural weaknesses in the
municipality's internal controls; both in relation to the reports, the execution of decisions, legality
and audit (even if the auditors did raise questions along the way, they delivered an unqualified
statement (i.e. clean statement, free of any reservation in the audit report). Concerning Haugesund
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Municipality, the report addresses the auditor's role regarding quality assurance of the financial
strategy, and follow-up on the financially engineered investment products (i.e. the CLNs and
CDOs—see description later in this section). KPMG concluded that the auditors failed to carry
out these tasks properly. Thus weaknesses are found in the whole system, not only the
administration but also the audit unit responsible for assessing the administrations routines and
actions.

In Rana Municipality relevant questions were apparently raised regarding the accounts, along the
way, but the focus was on audit technicalities and not consideration of what the investment
actually meant, including associated risk assessments.

A pattern concerning the municipalities involved in the Terra-scandal is the exclusive contact with
only one provider of financial services. Consequently, the separation of seller vs advisor have
been erased. One municipality (Rana) made an agreement from 2001 concerning confidentiality,
stating that Terra Securities ASA was the only allowed advisor. In various reports, Terra's
information was pasted into drafts as basis for decisions. Terra was regarded as a counselor and
has had great confidence — especially in the cases were the municipality lacked relevant
competence.

Several of the reports do stress the unfortunate situation of not consulting external expertise.
Hence, also several debt agreements were unfavorable. In Hemnes one debt obligation came out
almost one percent higher than normal municipal borrowing costs. In Haugesund the committee
questioned the use of Terra to renegotiate the terms of the swap agreements with other financial
institutions. Obviously, other potential providers should have been contacted.

Another feature concerns the limited information about the fee. In Rana the management did not
known about the colossal broker margins. The Chief Executive and Financial Manager indicated
explicitly that they were not familiar with the size of these fees.

Furthermore, when the brokers (representatives of Terra Securities) presented the
prospect/investment opportunity it came in a Norwegian version and an English version. When
later explaining what happened, government officials stated that they had only read the
Norwegian version of the prospects, believing that it equaled the English version. It turned out
that the English version was far richer in detail and gave several warnings about the risks
associated with the investments, which was said to be left out of the Norwegian version
(according to the public servants).

Details of the financial investments made

The core of the Terra-scandal is the CDOs issued by Libretto Capital PLC in 2006 (Libretto) and
Starling Finance PLC in 2007 (Starling) (also other CDOs were involved for some of the
municipalities as shown in Table 1). These CDOs were mediated by the broker company Terra
Securities ASA to the municipalities of Bremanger, Kvinesdal, Vik, Haugesund, Hattfjelldal,
Hemnes, Rana and Narvik.

Most of the municipalities made a conversion in 2006, when their funds were invested in the
Libretto. This was a CDO issued by special enterprise Libretto, which was a company established
by City Group. This organization was motivated by U.S. accounting laws. CDOs are packed
bonds that are usually divided into tranches of varying risk. Such bonds are evaluated by rating
agencies. Libretto (Starling) showed the highest possible rating, AAA, which made sale of this
financially engineered product simpler all over the world. The role of rating companies' is very
interesting, and studies have shown that they obviously gave too good ratings (especially S&P and
Fitch), and thus has its share of responsibility for what happened later (Brennan et. al, 2009).

The risk with the Libretto was particularly related to liquidation (dissolution) of the bond.
Liquidation could occur when there was a pre-defined “credit event". Such a credit event could be
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non-performing loans, but it was complicated to get an overview of these credit events. It was also
defined an event that would occur if the market value of the collateral and the benchmark fell
below a certain level, the 55% - clause, of the original principal.

In 2007, there was a new reinvestment. This time the CDO was issued by the special enterprise
Starling Finance (who also City Group stood behind). This CDO had a link to American
municipal funds. This transaction involved that the Starling CDO bought the Norwegian
municipal holdings of the Libretto bonds. Thus Libretto-bonds became security for the Starling-
bonds. The dramatic consequence of this was that they were still exposed to risk in the Libretto. If
Libretto was liquidated, so would also Starling. Starling was actually more riskya. In addition, one
became exposed to the risk associated with the U.S. municipal fund. The relationship between
Starling and Libretto meant that the pledge of Starling in itself was a CDO, so that Starling can be
described as a squared CDO, CDO”2 (Starling = (Libretto) x (Libretto)). Aside from some
administrative costs may the Starling investment be perceived as a bilateral zero-sum game where
the two players were the investors against the City Group Global Markets (“the swap counter
party"). An interesting aspect of the sales prospect is that they emphasize that the facilitator (City
Group) may be in possession of information about the U.S. municipal fund, which is not available
to investors. In other words, this granted the existence of asymmetric information. By offering
CDO"2 City Group signaled that they actually had lower expectations for trends in the municipal
fund than the market!

4 Rana municipality wanted at this stage to reduce their exposed risk, but was by Terra Securities ASA
recommended Starling — which in fact increased the risk considerably (PWC, 2008).

The relevant bonds (CDOs) issued by the special enterprises Libretto and Starling are closely
linked and led to the well-known result that the facilitator of the investments, pursuant to the
contract, chose to terminate the investment before maturity on the basis of a so-called credit event.
This again led to the dramatic loss for the Norwegian municipalities.

4.2. The official outbreak of the Terra scandal—the awakening and handling

The official outbreak of the Terra scandal emerged from the work of an investigative journalist
named Hofstad (who later won a prize for the work on this story). The journalist stumbled across
some short reports about how Hemnes Municipality had invested 84 million NOK in the debt
market in the USA. He started to dig into the case and found more and more intricate issues along
the way as more and more municipalities turned out to be involved the debacle. His story ended
up on the front page of Finansavisen 31st October 2007. The news immediately spread to
newspapers around the country, and marked the beginning of a long period in the media’s hotspot
that seldom have been seen in Norway (particularly concerning the topic of how the
municipalities manage their financial resources). Soon after, the Terra scandal also hit the
international press (e.g. the Guardian, 2008; the New York Times, 2007)—so much so—that it
became a topic of discussion during the American president election [i.e. the primaries] (Flydal,
2008). Hofstad later wrote a book about the Terra scandal (Hofstad, 2008), entitled: “The fairy-
tale about TERRA and the eight small municipalities that went to Wall Street to become rich”.

Table 1 provides an overview of eight Norwegian municipalities that were involved in the Terra
scandal, including the amounts they invested.

During some weeks before the outbreak of the crisis and to some extent after, the municipalities
insisted that they had lost nothing—it was only a “paper loss”. However, what appeared to be a
big scandal at the outset escalated quickly to something more dramatic and severe. The initial
problem in the first place—the complex intertwined financially engineered investment packages
tied to the USA markets—soon yielded larger loses. As the financial crisis hit the global economy
the markets plummeted. This also strongly affected the values of the investments made by the
Norwegian municipalities. However, they also faced a liquidity squeeze in this market segment—
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virtually no one wanted to buy these products as soon as the global financial crisis hit the markets.
Anyway, due to the complex structure of the investment, the municipalities were ordered to put up
more money to guarantee for the investments. If they did not, Citygroup would enforce a sell due
to contract clauses when the price would drop below 55 % of the principal value. The affected
municipalities had initially paid some money, but refused to continue to pay any more money.
Consequently, Citygroup sold the investments at the current market price which was very low.
Moreover, other municipalities that had made other kinds of investments were enforced to sell as
well because these investments were found to be in violation of the law and thus illegal. The
amount of issues stirred up led the Norwegian authorities and oversight bodies to launch
investigations into the details of the case. As a consequence, Terra Securities ASA got its license
withdrawn (Kredittilsynet, 2007), meaning they could no longer operate as before. This combined
with the amounting reimbursement demands and threatening lawsuits from the affected
municipalities led them to file bankruptcy towards the end of 2007. Later on, the auditor general
in Norway launched an investigation into the way the ministry of local government and regional
development had handled the “Vik-letter” (Riksrevisjonen, 2008).

Beyond suing Terra Securities and looking into the possibilities of going after also the two main
brokers that were particularly active in selling the financial packages to the municipalities, they
also decided to halt their payments to the banks that initially lend them the money to investment
in the products in the first place. The municipalities argued that the banks should have known that
such investments were illegal. Consequently, when the banks nevertheless tried to earn money on
this, they were at blame, according to the municipalities. This was actually a somewhat risky
maneuver because the banks decided to take the municipalities to court to get their money back.
In this light, beyond paying millions in fees to their own lawyers and other advisors, the
municipalities risked having to pay extra rent as well as the lawyer fees and other expenditures
incurred by the banks as well. In this way the municipalities engaged more risk to try to emerge
from the crisis in one piece.

Changes in the external regulation

The regulation was revised in 2009, as a consequence of the Terra-scandal. It provides a
framework for investments, risk assessments and reporting procedures to the municipal / county.
The changes in 2009 can be described as adjustments or clarifications. The new regulation states
that it shall be adopted at least once in every municipal period. Moreover, it should be made a
report twice a year, and the regulation specifically mentions 13 conditions, as a minimum, to be
accounted for in these reports. Furthermore, the regulation specifically says that the fund
management must be in accordance with the knowledge and understanding of finance and risk
assessment. A regulation note also clarifies the distinction of consulting advisors versus "sellers"
of financial products.

5. Discussion—antecedents and facilitators of trust failures

Combined the factors outlined in the empirical section relating to the fall of structures implied that
the Norwegian municipalities were bound to two scenarios concerning their management of
financial resources: They either had to manage, herein invest their resources, in a very careful and
simple manner—typically by placing the money in the bank, or they could invest in financial
products involving the prospects of varying risks and return scenarios. The former allowed them
to invest on their own, but the latter option implied, in the case of many municipalities, that they
had to get help from others. Some were ill-fated enough to end up with Terra Securities and their
reckless investment prospects.

5.1. Insight from transaction cost theory

The case material from the Terra scandal clearly shows that the municipalities relied heavily on
trust when engaging with Terra Securities ASA, the broker firm. Even though Williamson’s
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position on trust has been challenged more recently (e.g., Hennart, 2008), it is clear that in the
case of Norwegian municipalities, that they became subject to all the dangers that Williamson
warned about.

For instance, when depicting Terra to be the solitary broker and furthermore also mixing the roles
the firm had of being a broker and an advisor, the municipalities became subject to an unfortunate
hold-up situation. As predicted by TCT, this led the municipalities to pay more than they should
have in fees for the services Terra provided.

Furthermore, the case also displays great levels of asymmetric information, at least by the tales of
the Norwegian municipalities. They claimed that information was withheld from them regarding
the true nature of the investment packages. Had they known just how risky the investments were,
they would ostensibly never have invested in them. Moreover, the municipalities also claimed that
that information was incorrect or even fabricated. The level of information asymmetry actually
seems to have been widespread. Almost only a few people in Citygroup truly understood the
product that hit the world market and the Norwegian municipalities, alongside many others.
Moreover, the entire Terra case is actually an epitome example of actors behaving
opportunistically. Firstly, Terra Securities, together with Citygroup clearly acted opportunistically
in the way they pushed doubtful investment opportunities on municipalities that were in no
position to comprehend what they actually bought. Thereafter, the municipalities also behaved
opportunistically via their blame gaming. For instance, they tried to pin the fault also on the banks
that lend them the money in the first place, despite that it was not at all straightforward that they
were to blame for what happened. In the later court cases on the matter, it was also ruled that the
municipalities had to pay back the principal amount they had borrowed, but with no additional
interest charges.

Still, even though all actors behaved opportunistically, most of the key players failed to protect
themselves sufficiently against such opportunism. In fact, rather than making detailed and
specified contracts with their broker, the municipalities not only pasted the brokers’ statements
directly into their formal decision making foundations, but also failed to sufficiently read the text
provided by the broker. In this way, the whole Terra scandal resembles, in certain aspects, the
Enron case, in which people believed in the stories they were told, despite an in