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Abstract This study responds to recent calls in the literature to examine fraud using detailed case studies,
extending knowledge beyond individual incentives and capital market reactions towards a more contex-
tualized understanding of the concept. We use an institutional logics perspective to challenge existing
assumptions about a universally valid meaning of compliance, fraud, and faithful representation. Pre-
senting the case of the Swedish bank HQ, we show how the interpretation of the accounting standard
for option measurement varies across different enforcement bodies because the meaning of compliance is
socially negotiated across the institutional logics of markets, financial regulation, and law. The independent
decision-making of the different enforcement bodies leads to a systematic variation in the interpretation
of principles-based accounting standards without ultimate coordination. To define consistent boundaries of
compliance across institutional logics, and thus, to distinguish between fraud and allowable managerial dis-
cretion becomes problematic. Faithful representation, in turn, cannot be understood as financial statements
reflecting a correct value or as financial statements being prepared in accordance with acceptable practice,
as suggested in the earlier literature. Instead, faithful representation itself becomes a contextually bound
concept, which can only be defined within an institutional logic.
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Introduction

The bank has not applied IAS 39 correctly. ( . . . ) In summary, the Swedish financial supervisory authority finds that
the bank has broken several regulations on how to measure its trading portfolio and to report effects on earnings.

The Swedish financial supervisory authority. (FI, 2010, p. 10)
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IAS 39, particularly AG82 (f), must be interpreted as to allow historical volatility in the underlying asset to be
considered observable market data in the measurement. ( . . . ) Consequently, reported earnings are measured in
accordance with IAS 39.

Stockholm District Court (2016, pp. 134 and 147)

This study falls under the umbrella of social construction studies (Young, 2006) and presents the
case of the Swedish bank HQ AB (‘HQ’). In 2010, the Swedish financial supervisory author-
ity (FinansInspektionen, ‘FI’) revoked the bank’s charter, accusing the bank of having serious
deficiencies in its trading operations and taking irresponsible risks. While one of the bank’s
founders (and chairman of the board), Mats Qviberg, reflected on the bank’s high losses in the
years 2008–2010 claiming that ‘it is not illegal to do bad business’ (Jakobsson, 2012), FI consid-
ered the bank’s measurement practices to be non-compliant with IAS 39 Financial Instruments:
Recognition and Measurement.1 FI argued that the bank had significantly overvalued its trading
portfolio (mainly index options) and, thus had been reporting an erroneous financial position (FI,
2010, p. 11). The case is of particular interest because six years later, in 2016, the bank’s board
members, the CEO, and the bank’s auditor were all found not guilty of swindling in a criminal
trial in Stockholm’s district court (Stockholm District Court, 2016). Two central Swedish insti-
tutions, one financial supervisory authority and one court of law, evaluated the bank’s practices
of option measurement in the financial statements and reached entirely different interpretations
of acceptable or erroneous practice according to IAS 39.2

This case offers an opportunity to respond to recent calls in the literature to rethink and
contextualize our understanding of fraud3. Fraud has been investigated from many different
perspectives in different scholarly disciplines. Cooper, Dacin, and Palmer (2013) provide an

1The relevant accounting standard in relation to the measurement of the trading portfolio was the version of IAS 39
in place in 2009, as endorsed by the EU. This version differed from the IASB version of IAS 39 in one paragraph,
related to hedge accounting, which has no bearing on this case. IFRS 13 Fair Value Measurement had not been issued
at the time FI revoked the charter and was therefore not applicable. In addition to IAS 39, the bank’s compliance with
IFRS 7 Financial Instruments: Disclosures was assessed by FI and the court. The court concluded that there were minor
deviations from the disclosure requirements, which were not found misleading in a way that could lead to sentencing for
swindling (Stockholm District Court, 2016). This aspect of the trial, however, is of less relevance for our discussion of
the case and we therefore focus our attention on the interpretation of IAS 39.
2The case of the failed Swedish bank is the first example of a sufficiently severe breach (or non-breach) of the EU
IAS/IFRS Regulation (EC/1606/2002) to be brought to a criminal trial in Sweden. To clarify the legal context, we want
to highlight that a decision from FI is only normative for the party or parties addressed by the decision; it cannot be used
to draw any general conclusions on the interpretation or application of the law. A judgment from a court of law has a
higher legal value compared to a decision from an authority. However, as the judgment in the criminal trial of the HQ case
has not been tried in a court of appeal, and a judgment from a district court has a very restricted legal value in Sweden,
it is difficult to use the judgment as a precedent for how the law should be applied in future cases. The reasoning in the
judgment, as well as in the decision by FI, is nonetheless interesting to analyze and compare, to discuss how accounting
standards and other regulations are apprehended, construed, and applied by different actors and enforcers. This study
therefore discusses the grounds for the judgments of the different parties and not the actual ruling or final decision.
3In this study, we refer to the concept of fraud as used in an accounting context; that is, we do not restrict the use of the
term fraud to the legal definition found in, for example, Swedish criminal law. Brottsbalken (the Swedish Penal Code)
defines fraud as:

If a person by deception induces someone to commit or omit to commit some act which involves gain for the accused
and loss for the deceived or someone represented by the latter, imprisonment for at most two years shall be imposed
for fraud. (the Penal Code, Chapter 9, Section 1, emphasis added)

Another type of fraud is swindling, which was tried in the HQ criminal case, and is defined as: ‘A person who publishes
or otherwise disseminates misleading information among the public in order to influence the price of an article, a security
or other property, shall be sentenced for swindling’ (the Penal Code, Chapter 9, Section 9, emphasis added). Our use of
the term fraud includes swindling and managerial discretion outside the boundaries of what is deemed in compliance
with the relevant standard. In the legal context, these are separate offences tried in the court of law.
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extensive overview of current areas of fraud research, highlighting the importance of inter-
disciplinary research on the meaning of fraud, its role, and its effect in organizations and
society. While a substantial literature points to the contextual embeddedness of financial report-
ing in general (Ball, 2016; Ball, Kothari, & Robin, 2000; Brown, 2011), Cooper et al. (2013)
argue specifically that fraud needs contextualization, and call for further research on its social
construction, temporality, and cultural embeddedness.

In this study, we focus our attention on a central aspect of fraud, namely compliance with
relevant accounting standards. Following a general definition in accounting literature, fraud can
be defined as ‘[t]he use of fictitious accounting transactions or those prohibited by generally
accepted accounting principles ( . . . ) which becomes proved after an administrative or court pro-
ceeding’ (Jones, 2011, p. 7). In its general understanding, accounting fraud therefore is defined
in two steps. First, accounting fraud requires non-compliance with existing accounting standards
– either through fictitious transactions4 or through measurement and/or disclosures that are not
permitted. Second, according to the general understanding, such wrongdoing is only demarcated
as fraud through an administrative or court proceeding. This latter requirement builds a strong
bond between the financial accounting and legal realms for establishing fraud.5 Since contracts
that relate to financial statement information cannot be written to capture all future possibilities,
accounting standards are, to some extent, open-ended or principles-based (Fields, Lys, & Vin-
cent, 2001). Resolving the remaining ambiguity through a court or similar mechanism can be an
efficient solution (Ball, 2001).

As the analysis of the case reveals, such a general definition of fraud is problematic because
the interpretation of standards, and thus the understanding of compliance, is contextually bound
in the different realms of markets, regulatory oversight, and law. As the initial quotations exem-
plify, principles-based standards like those regulating financial instruments accounting require a
significant amount of judgment about methods and inputs used in the measurement. It is likely
that the judgment is bound to the context where the interpretation of standards takes place and
therefore it is interesting to investigate how a correct or reasonable (in other words, compliant)
application of the relevant standards is defined across different contexts.

The purpose of this study therefore is twofold. First, it highlights the problems that can arise in
establishing whether an accounting measurement is compliant with a standard. More precisely,
the study sheds light on how the boundaries of compliant fair value measurement practices –
specifically for stock market index options – are socially negotiated in diverse institutional logics.
Second, based on the analysis of this social negotiation, we discuss how a disagreement on the
boundaries of compliance influences the perceived meaning of fraud, faithful representation, and
the role of financial reporting in society.

Set in the banking industry, the HQ case offers the opportunity to observe three distinctly
different institutional logics6 involved in the social negotiation. Unlike other listed companies,
listed banks are subject to dual enforcement mechanisms.7 As for all listed firms, financial

4Examples of fictitious accounting transactions include recognition of fictitious sales, inflation of inventory quantities,
or fraudulent disbursements.
5A more specific definition of fraud in the accounting context is presented by Riahi-Belkauoi and Picur (2000). They
define fraud as corporate fraud, white collar crimes, and audit failures. In total, the authors present 14 types of corporate
fraud. In this study, however, we limit our focus to fraud connected with financial statements.
6A subsequent civil court trial was concluded in December 2017. Thus, the HQ case gives the opportunity to investigate
four types of logic, because criminal law and civil law logic are distinctly different. However, a detailed analysis of the
civil court trial lies outside the scope of this study (see Section ‘Epilogue’ for a short introduction to the judgment of the
civil trial).
7The twofold enforcement system for the banking industry is not specific to Sweden but is found in most advanced
economies in the world.
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statements of banks are subject to enforcement focused on protecting investors who trade on
the stock exchange. The underlying market logic of such enforcement is the idea of decision
usefulness for investors. In addition, banks are subject to banking supervision, with an underly-
ing regulatory logic focused on the protection of banking customers and the financial stability of
society.8 The HQ case therefore provides an opportunity to investigate a situation where these
two fundamentally different logics confront each other (both drawing on different types of eco-
nomic reasoning). In the HQ case, these two logics are confronted with a third institutional logic,
legal logic or more precisely criminal law logic, based on human rights and the rule of law, as
the bank’s management, board members, and the auditor were tried for charges of swindling in
a Swedish court of law. Moreover, the HQ case provides an opportunity to gain detailed insight
into the complexity of fair value measurement of a trading portfolio that contains index options.
The insight is made possible by the extensive resources invested in the case by both the pros-
ecution and the defense in the court trial. Consequently, all relevant aspects of the case were
covered and documented in detail as the two sides argued their positions.9 The trial provides
in-depth documentation and analysis of organizational conduct, offering a unique insight into
the different measurements of financial assets and liabilities. These insights allow for a detailed
analysis of how different institutional logics influence the interpretation of accounting standards
and show that variation in the interpretation is not only an issue across nations but also within
one national context.

In this study, we use the HQ case to theorize the contradicting understandings of appropriate
measurement practices to generate insights for scholars, standard setters, and the accounting
profession. We conclude that, in the context of principles-based standards that require substantial
judgment, differences in the interpretation of the correct application of these standards arise
across institutional logics and this variation can create problems for organizations and society.
Variation in the interpretation of standards is not always problematic; on the contrary, principles-
based standards invite different opinions and allow flexibility for adapting to specific situations.
However, the idea of principles is that the variation in interpretation is within a boundary that
fulfills the overarching objective of the standard.

The analysis of the HQ case shows that the boundary of the standard as determined in multi-
ple administrative and court procedures becomes too loose to ensure the overarching objective
of the standard when moving across institutional logics. When the interpretation of standards
across different logics leads to different judgments regarding compliance or non-compliance
with the requirements of the standard, a universal understanding of accounting fraud becomes
problematic. It may not seem surprising that a financial supervisor and a court of law come to
different conclusions about compliance, considering that one is concerned with the financial sta-
bility of the state and the other with the judgment of individual criminal behavior. However,
in both instances, the assessment of the situation was based on an interpretation of the same
standard, IAS 39 Financial Instruments: Recognition and Measurement.10 Banks must relate to
the different logics of markets, supervision, and law when deciding on their business models,
measurement practices, and accounting disclosures. Both the survival of the bank and risks of
the personal criminal indictment must be considered in making accounting choices. There is a

8We acknowledge that a distinction must be made between the consolidated financial statements issued by the parent
company with relevance for the stock exchange and the corresponding enforcement, and the separate financial state-
ments relevant for banking supervision. However, in this case, the two levels of financial statements relate to the same
accounting standards, and the basis for interpretation of the standards is therefore the same.
9To give an indication of the resources spent in the case: the defense attorneys alone were granted 37 million SEK (about
4 million EUR) by the district court for expenses related to the case.
10The focus of investigation therefore lies in the interpretations of the standard by the different actors (i.e. compliance),
not in the analysis of the actual decision by FI or the judgment by the court.
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dilemma for managers and auditors if such choices are judged differently by different enforcers.
In the banking industry, this dilemma is also relevant on a macro level because problems in banks
might jeopardize the financial stability of the state. Concepts like compliance and faithful repre-
sentation are bound to the different judgments and therefore are not universally stable but have
to be interpreted within logics.

Our study contributes to a contextualization of the meaning of fraud by presenting and utilizing
a framework of institutional logics that helps illustrate how different institutional logics lead to
different conclusions about what is permitted and what is prohibited accounting practice. This
contextual variation in the tension between economic and legal logics (cf. Braithwaite, 2013;
Stryker, 1994, 2000) shows the difficulty of a universally shared concept of fraud. FI and the
Stockholm district court assessed the situation from distinctly different rationales, responding
to different questions. In the context of prudential supervision, FI determined the practice by
HQ to be non-compliant with standards, answering the question of whether the bank acted in
a way that jeopardized financial stability (an economic logic). The criminal court judgment,
meanwhile, should be understood in the context of criminal charges, assessing whether personal
responsibility can be established for fraud or other criminal offences for the individuals in charge
of the bank (criminal law logic). Neither of these judgments included the idea of investor decision
usefulness, for which the standards themselves were developed (another economic logic).

The extensive documentation provided though the court trial gives an opportunity to exem-
plify the complexity of fair value accounting for index options in a very specific way and to
show how different interpretations are possible across institutional logics. The meaning of fraud
and compliance anchor in the different logics. Through the detailed documentation of measure-
ment practices and key assumptions, the case exemplifies how our understanding of the role of
financial accounting benefits from recognizing the tensions arising across the institutional logics
of markets, financial regulation, and law.

On a more general level, this study contributes to the ongoing discussion of the role of financial
reporting in society. We identify three approaches to understanding the usefulness of financial
information. The literature based on economic theory tends to accept (theoretically) correct mea-
sures, where earnings management represents biased deviations from such measures (a similar
view is exhibited by the use of the term ‘faithful representation’ by the IASB). Meanwhile, the
critical literature claims that financial statements cannot be a reflection of true or correct values
(Bayou, Reinstein, & Williams, 2011), but instead help to construct financial markets (MacKen-
zie & Millo, 2003). A third approach to this discussion finds some middle ground by explaining
how market actors agree on impersonal calculation procedures that create a notion of ‘relative
reliability’ (Huikku, Mouritsen, & Silvola, 2017), making financial information useful despite its
social construction. All three lines of research are centered in market logic or discuss the relation
between market and regulatory logic. The legal realm is secondary, although several studies hint
at the importance of a functioning legal system for enforcement (Ball, 2001; Ball et al., 2000;
Watts, 2006). Our study contributes by showing how the boundaries of compliance, which are
seen as definable in the economic literature, are gradually dissolved when accounting standards
are interpreted in criminal proceedings. While confirming that actors can agree on the bound-
aries of compliance within one logic, the case contributes by exemplifying how this agreement
is not possible across institutional logics, because actors can no longer agree on the boundaries
of interpretation of standards. This difficulty to define a universal understanding of compliance
also reflects on concepts like faithful representation and accounting quality, because these con-
cepts build on the assumption of general agreement of compliance. Part of the dilemma caused
by loose boundaries might be solved with more transparency and education to create a better
understanding of the nature and role of financial accounts. Still, potentially contradicting logics
are a problem for managers and auditors, due to uncertainty about enforcement consequences.
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The case study design is primarily based on publicly available documents, which enables trans-
parency and open discussion about the sensitive issue of financial instrument measurement but
naturally also involves limits. The case presents detailed insights into the negotiations around the
criminal court trial. However, we do not have equally detailed access to material on the internal
discussions that took place within, for example, FI, the audit firm, or HQ. Such internal dis-
cussions could provide insight into the variety of rationales within the organizations and could
therefore lead to a more refined understanding of how the dominant institutional logics play out
at the organizational level. We also acknowledge the normative traits inherent in using an institu-
tional logics perspective. Although perhaps unfashionable in accounting research (Cooper et al.,
2013), normative reasoning is more common in legal and management studies. Using ideal types
of logics enables us to focus the analysis on the essential aspects of the phenomenon to gener-
ate a rich and generalizable understanding of the varied and complex negotiations and processes
around derivative measurement and standard interpretation (Thornton, Ocasio, & Lounsbury,
2012, p. 52).

The remainder of the text is structured as follows. In the next section, we present the theo-
retical framework of the study, defining the central concepts and elaborating on the institutional
logics perspective used to structure and analyze our data. We then describe the data collection
and analysis process before presenting the empirical setting and the HQ case in detail. The anal-
ysis and discussion section draws a picture of the different arguments and logics that negotiate
compliance and fraud, which builds the basis for our reflections on a possible shared understand-
ing of compliance, fraud, and faithful representation. The study concludes with a reflection on
the possible role of financial reporting in society and implications for further research.

Theoretical Context

Creative Accounting, Fraud, and the Boundaries of Standard Compliance

The manipulation of financial information to improve reported performance is a common practice
(Griffiths, 1986) that has been investigated from many angles and has been referred to as creative
accounting, earnings management, income smoothing, and aggressive accounting.11 For the pur-
pose of our investigation, the central concern is the question of when manipulation turns from a
legitimate or compliant creative accounting practice into a non-compliant practice, a central ele-
ment of accounting fraud. Jones (2011, p. 6) defines creative accounting as ‘[u]sing the flexibility
in accounting within the regulatory framework to manage the measurement and presentation of
the accounts so that they give primacy to the interests of the preparers not the users’ [emphasis
added]. From a financial accounting perspective, creative accounting therefore remains within
the boundaries of compliant measurement and presentation. Fraudulent practice, on the other
hand, lies outside the boundaries of the regulatory framework. However, the general definition
of fraud referred to in the introduction carries an additional element. Only a conviction of indi-
viduals (or firms) as breaking a law and/or violating the regulatory framework constitutes fraud.
While non-compliance therefore forms the basis for fraudulent behavior, only an administrative
or court proceeding can establish fraud by attaching personal or organizational responsibility
through the conviction of individuals and/or firms. Differing interpretations of compliance with
standards across institutional orders, however, challenge such universal understanding of fraud,
because one authority might identify a particular accounting practice as a fraud while another
authority might see it as acceptable, as in the HQ case.

11See Jones (2011) for an expanded overview of the different definitions.
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Although both accounting and legal scholars are concerned with the concept of fraud, little
attention has been paid to the interrelationship between the economic and legal realms, which
exhibit distinctly different traditions, practices, and modes of interpreting the world (Stryker,
1994, 2000). Accounting research based on economic theory suggests the importance of the
institutional context, including the legal context, relative to accounting quality (Ball, 2001; Ball
et al., 2000; Watts, 2006), where rigorous enforcement of standards is particularly important in
relation to principles-based standards (Barth & Israeli, 2013; Marton & Runesson, 2017). These
studies point to the necessity of research on the relationship between the economic and legal
aspects of fraud and the need for a redefined understanding of the construction of fraud in society.
However, research on the consequences of a misalignment, that is, differing interpretations and
understandings, between the institutional settings is underdeveloped. Not all aspects of fraud
lead to variation in interpretation and therefore the relationship between the economic and legal
realms will not always be problematic. However, when regulation is understood and interpreted
differently in separate institutional contexts – as in the case of HQ – the resulting confusion
and uncertainty might have severe consequences for the different parties involved. Variation in
judgment might also have wider societal consequences in the form of reputational damage for
the ruling authorities or financial instability.

Further contextualization of the concept of fraud is therefore necessary and researchers have
started critically investigating the relationship between terms such as fraud, wrongdoing, or ille-
gal activity, and the multiple levels of analysis in which fraud takes place.12 However, the nature
of the relationship between accounting practice and its institutional context, especially the con-
sequences of contradicting judgments about compliant accounting practices in the economic and
legal contexts, are still unclear. In the banking industry, these relationships are even more com-
plex, because the economic context is split into market expectations and the expectations of
regulators (see next section). The possible tensions that arise from such interrelationships are
most obvious in cases where it becomes difficult to draw the boundaries of compliance with
standards. The potential for tensions increases as the room for interpretation and level of pre-
parer judgment afforded in accounting standards is greater, because actors have to draw on the
institutional logics that underlie their sense-making in order to interpret high judgment standards,
which is more likely to lead to a variation in judgment.

The interrelationship between the different institutional realms where fraud is negotiated
presents an interesting area for investigating and contextualizing fraud, because the IASB’s
definition of accounting quality – more specifically faithful representation – relates to an under-
standing of fraud. Fraud constitutes a problem for faithful representation, defined as information
that is complete, neutral, and free from error (IASB, 2018). Any misstatement or omission will
jeopardize the attainment of faithful representation, and therefore the decision usefulness of the
presented material could be in question. A possible definition of faithful representation is how
well financial statements reflect underlying economic variables. This seems to be the view taken
in the earnings management literature (for an overview, see Dechow, Ge, & Schrand, 2010).
However, within these seemingly concise concepts lies tension. In this view, the definitions of
fraud and creative accounting imply a form of neutral accounting, a ‘correct’ way of present-
ing financial statements, which can be used to verify the reliability of the reported information.
This notion of truth and objectivity that is attached to accounting information is problematic and
widely challenged in the more critical literature (Bayou et al., 2011; Hines, 1991; Macintosh,
2009; Tinker, 1991) but still seems to be common in both research and societal understanding
of financial reporting. An alternative understanding of faithful representation is that financial

12See Cooper et al. (2013) for a detailed overview of existing themes in the current fraud literature.
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statements are prepared in accordance with an accepted, impersonal procedure that grants ‘rela-
tive reliability’ (Huikku et al., 2017) where compliance with the standard is the central reference
element in relation to such acceptance. In our reflections on the HQ case, we extend this discus-
sion by showing how an agreement on the boundaries of compliance may be possible within one
logic, confirming Huikku et al.’s (2017) ideas of a notion of objectivity and relative reliability
that is constructed in a network of market actors, but may be problematic across institutional
logics because of the high reliance on preparer judgment. The next section presents literature on
the institutional setting in which this discussion is embedded.

Institutional Logics, Diverse Rationales, and Actors’ Choices for Sense-making

The role and agency of institutions13 in society is well established in the literature (DiMaggio
& Powell, 1983, 1991). Researchers in the field of organizational studies have been especially
active in showing how institutions shape and are shaped by the practices and sense-making of
the actors involved (Thornton et al., 2012). Accounting plays a central role in this ordering of
the world because it carries, mediates, and confirms institutional structures in society (Meyer &
Rowan, 1977). Accounting has influence because it is commonly considered to provide rational
conceptualizations of the world (Mouritsen, 1994; Porter, 1995) that are mobile, immutable, and
combinable (Robson, 1992). Accounting intervenes in (Robson & Young, 2009) and governs
human behavior (Miller & O’Leary, 1987; Miller & Rose, 1990; Robson, 1994), thereby shap-
ing and confirming the orders of the world that are taken for granted (Miller, 1994). Our study
extends existing knowledge by focusing on how institutions, in turn, affect the interpretation of
financial reporting standards, and how competing institutional logics create variations among
interpretations.

Lounsbury (2008) introduces the institutional logics perspective to accounting scholars as a
fruitful way to extend existing knowledge on accounting in its organizational and societal con-
text. He points out that accounting scholars limit their explanatory potential when predominantly
focusing on micro-processes of the performativity of accounting practice, forgoing investigations
of wider institutional dynamics. The institutional logics perspective opens new ways of inves-
tigation (Lounsbury, 2008, p. 354), ‘focusing on how fields are comprised of multiple logics,
and thus, multiple forms of institutionally-based rationality, institutional analysts can provide
new insight into practice variation and the dynamics of practice.’ The perspective is not new
to accounting scholars. Puxty, Willmott, Cooper, and Lowe (1987), for example, mobilize an
institutional logics perspective by focusing on the three institutional orders of market, state, and
community and their respective institutional logics to contrast regulatory systems in advanced
capitalist societies. The authors show how contradictions between and within the three logics
create dynamics that influence the salience of one logic over another in accounting regulation,
which in turn helps explain similarities and differences in accounting regulation systems. The
consequences for and transformation of accounting and finance firms when competing institu-
tional logics are at play have been another theme of interest (Greenwood, Suddaby, & Hinings,
2002; Lounsbury, 2002, 2007; Suddaby & Greenwood, 2005; Thornton, Jones, & Kury, 2005;
Townley, Cooper, & Oakes, 2003).

13There is no generally agreed upon definition of an institution. For this study, we use the general definition provided
in old institutional economics because it includes both ordering of thought and activity: ‘a way of thought or action of
some prevalence and permanence, which is embedded in the habits of a group or the customs of a people’ (Hamilton,
1932, p. 84; cited in Scapens, 1994, p. 306). Friedland and Alford (1991, p. 243) provide a similar definition of the
institution, adding that institutions are also symbolic systems through which actors order reality and render time and
space meaningful.
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The institutional logics perspective, rooted in and yet distinct from institutional theory, enables
a specific focus on competing institutional logics. Under this perspective, society is structured
by potentially contradictory subsystems of institutions called institutional orders, where each
order consists of material elements of structures and practices as well as symbolic elements of
shared meaning and understanding (Thornton et al., 2012, p. 10). Each order carries a distinct
institutional logic that governs the practices in a certain situation and the symbols, beliefs, and
shared understandings that define the ways people can make sense of the world, rationalize their
situation, and legitimize their action. Institutional logics are defined as a ‘socially constructed,
historical pattern of material practices, assumptions, values, beliefs, and rules by which indi-
viduals produce and reproduce their material subsistence, organize time and space, and provide
meaning to their social reality’ (Thornton, 2004, p. 69).

Competing logics play a key role in understanding how individuals and organizations com-
prehend and work with accounting information. Arguably, the strongest form through which an
institutional order can influence behavior is organizational embodiments, particularly if the insti-
tution is embodied by only one organization (Haveman & Rao, 1997). In the case analysis, for
example, behavior can be influenced through the IASB, the FI, and the Stockholm district court.
Research on the role of these regulatory agencies is scarce and agencies are not distinguished
from each other in investigations (Greenwood et al., 2002). This is problematic, because the role
of financial supervisory bodies and standard setters such as the IASB is vital to the theorization
of sense-making and interpretations of financial accounting standards as these agencies carry and
reinforce shared understandings and meanings through their dominant logic.

Thornton et al. (2012) identify seven ideal types of institutional orders in Western society:
family, community, religion, state, market, profession, and corporation (see Thornton et al., 2012,
p. 73, for an extensive topography of the seven ideal types). In the context of this study, the
institutional orders of market and state are of particular interest.

The institutional order of the market as an ideal type refers to the financialized order that is
strong in Western society. The market logic that underpins this order is defined through the pric-
ing of human activity in financial markets. Rationality in this logic links to the aims of earnings
maximization, shareholder value, and the assumption of economic individuals. From a financial
accounting perspective, this logic is deeply embedded in the conceptual framework and account-
ing standards issued by the IASB (Müller, 2014). The institutional order of the state, on the
other hand, links to a system of domination and structure bound in an administrative, hierarchi-
cal form that defines rules, procedures, protocols, and functions. In a Weberian understanding,
the bureaucratic logic underpinning this order is strongly connected to a legal rationale where
authority is assured by official functions embedded in a legal system (Townley et al., 2003). In
organization studies, this understanding of a bureaucratic rationale is connected to both states
and individual organizations. It becomes synonymous with organizing, which renders the par-
ticularities insignificant in relation to the greater administrative structures (Townley et al., 2003,
p. 43).

In relation to accounting and finance, however, this broad understanding of bureaucratic logic
is not sufficient for understanding the contradictions that arise when the need to ensure financial
stability and the need to ensure justice are only loosely coupled responsibilities of the gov-
ernment. While bureaucracy defines the structure of states and organizations, the underpinning
rationales must become more refined to enable analysis of the consequences of conflicting insti-
tutional logics (Fligstein, 1998; Townley et al., 2003). Stryker (1994, 2000) comes to a similar
conclusion when elaborating on the conflicts arising from new expertise moving into the legal
system. In the analysis of the HQ case, we therefore categorize the bureaucratic logic under-
pinning the order of the state into regulatory logic and criminal law logic, bound together in the
bureaucratic order but with distinctly different defining elements and core assumptions. Although
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there is ample discussion on the usefulness of financial statements in different economic settings
that establishes a distinction between market logic and other logics (Ball et al., 2000; Christensen
& Demski, 2003; Dechow et al., 2010; Gjesdal, 1981), the distinction between regulatory logic
and legal logic (criminal and civil law) is less discussed.14

Regulatory logic is defined within the administrative, hierarchical system of banking over-
sight, building on elements like the defined function of FI as an integrated supervisor of all
financial firms in Sweden, including stock exchanges, banks, investment firms, and insurance
companies, as well as rules, procedures, and protocols followed by FI in its judgment and
enforcement activities. The reasoning in this logic aims to ensure financial stability and con-
sumer protection. Criminal law logic is defined within the administrative, hierarchical system
of legal oversight, building on a system of distinct levels, such as district courts, administrative
courts, courts of appeal, and a supreme court. Fixed rules, procedures, and protocols in these
institutions secure overall aims related to the rule of law15 that builds on fairness, legal secu-
rity, foreseeability, and review. Criminal law covers offences that a person may be charged with
through prosecution, such as theft, murder, and swindling. Actions are criminalized because of
public concerns and are dealt with according to strict principles; for example, it is a point of
departure for moral culpability where one is conscious of wrongdoing. Prosecution therefore
requires a strict reading of legal text and proof of intention or gross negligence by the defendant.
Individuals and firms have the right to a fair trial, which is stipulated by the European Conven-
tion on Human Rights (ECHR) as well as on a national level. In criminal matters, individuals
also have a right of appeal (see Protocol 7, Article 2, ECHR). Such requirements are in accor-
dance with the rule of law and of fundamental importance to a democratic society. If wrongful
decisions or judgments are made, there must be remedies in place to correct them and, if possi-
ble, compensate for what went wrong. This is also connected to the principle of legality, which
ensures restrictions on the room for interpretation of criminal law.

Table 1 summarizes the institutional orders and logics that are salient in the HQ case. The
analysis focuses on the negotiations around HQ’s measurement practice within market logic,
regulatory logic (both stemming from an overall economic logic), and criminal law logic.

Originally developed to investigate processes of institutional change (Friedland & Alford,
1991), the institutional logics perspective provides useful concepts that help investigate processes
of sense-making and legitimizing actions. Paying attention to different rationales enables an
analysis of the HQ case with a focus on contradictory arguments around fraudulent and compliant
measurement practices. Bringing the conflicting logics to the foreground can therefore provide
insights into the legitimization of activities and into the variation of institutionalized practices
(Thornton et al., 2005).

The conflicting logics of equity investors and regulators16, each serving a different role related
to financial reporting, are well established in the prior accounting literature. Equity investors
need accounting information to evaluate and forecast financial performance for investment
decisions (valuation function of accounting), whereas other stakeholders, including regulators,
need accounting information to evaluate management performance (stewardship function of
accounting). In both cases, accounting information provides a means of reducing information
asymmetry; however, the relevance and quality of the information provided depend on the

14The analysis in this case study is based on the criminal trial and therefore focuses on the relationship between economic,
regulatory, and criminal law logic. Civil law logic is briefly discussed in the epilogue to this study.
15The Rule of Law refers to a set of principles considered fundamental for any democratic society, foremost that all
citizens, including those persons that create and enforce the law, are equally subject to publicly disclosed legal codes and
processes, and that the law has a constraining authority upon the behavior of the government.
16We use the word ‘regulator’ to refer to FI in its role as banking supervisory authority. Other regulators, such as securities
market regulators, may have a logic that is aligned with that of equity investors.



The Improbability of Fraud in Accounting for Derivatives 11

Table 1. Institutional orders and institutional logics in the banking industry.

Order Logic Defining elements Specification
Aims of activity/

underlying assumptions

Market Market logic Commodification and
pricing of human
activity

Economic logic 1 Earnings maximization,
shareholder value, and
the economic individual

State Bureaucratic
logic

Authority through official
functions embedded in
a legal, administrative
system

Regulatory logic
(Economic logic
2)

Financial stability and
consumer protection

Criminal law logic Rule of law and European
Convention; rules-
based, intention or
gross negligence by
defendant required for
conviction

intended use and cannot be universally defined (Christensen & Demski, 2003; Dechow et al.,
2010; Gjesdal, 1981).

Creditors and regulators prefer accounting measures that are verifiable, even at the expense of
less relevance, because a verifiable measure enables a decision on whether an accounting mea-
sure is correct or erroneous in relation to a benchmark. Further, they have higher requirements
of verifiability for gains than for losses, leading to more conservatism (Watts, 2003a), which
places emphasis on ensuring financial stability rather than on neutral presentation of financial
performance as preferred by equity investors. This difference in underlying logics is particularly
important in the banking industry where equity investors and states have very different economic
exposure.17

Watts (2003a) states that for financial statements to be useful for debt contracting, corporate
governance, taxation, and shareholder litigation, higher levels of conservatism (i.e. higher verifi-
ability requirements for gains than for losses) are required. Such asymmetry is not supported by
the IASB Conceptual Framework. ‘Prudence’ as a concept was removed from the 2010 Concep-
tual Framework. Even though prudence was reintroduced in the 2018 Conceptual Framework,
the IASB points out that prudence should be interpreted as a caution rather than asymmetry in
measurement or verifiability (IASB, 2018, BC2.42). In addition, while the IASB Conceptual
Framework refers to verifiability as an element of accounting quality, verifiability is not promi-
nently applied (see Ball, 2016). IASB (2018, BC2.62) points out that a strict interpretation of
verifiability could hinder forward-looking estimates in financial statements, which would make
the financial statements less useful.

It is asymmetry in measurement that makes accounting useful based on regulatory logic, while
neutrality is central in market logic. Nikolaev (2010) shows that asymmetric recognition of gains
and losses is important for restraining management action when firms are close to a covenant
breach, in support of the argument that conservative accounting is useful for financial statement
users like creditors and regulators (Aier, Chen, & Pevzner, 2014; Fonseca & González, 2008;
Wall & Koch, 2000). Taken together, this literature suggests that, although neutrality (as required
by the IASB) and measures with high relevance but limited verifiability may be useful for equity

17States have limited positive exposure but potentially negative exposure without a clear limit (Bushman & Williams,
2012). Creditors and states exhibit a similarity in economic exposure and arguments on financial statement usefulness
are therefore similar in the two cases.
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investors (cf. Huikku et al., 2017), such financial reporting is not useful for banking supervision.
Watts (2003b) adds to this argument that verifiability is a necessary condition for enforceability
of accounting quality, because without verifiability, fraud cannot be established, an aspect that
becomes very clear in the HQ case.

To assess accounting quality, and fraud, financial reporting therefore must be understood in its
economic, political, legal, and institutional context (Ball, 2001; Ball et al., 2000). Ball (2001, p.
128) further elaborates that an economically efficient financial reporting system must be aligned
with an ‘independent legal system for detecting and penalizing fraud’. Watts (2006) supports this,
again highlighting the importance of verifiability. For example, he states that the litigious US
environment creates incentives for firms and auditors to be conservative (as verifiability require-
ments are higher). These studies acknowledge the importance of context; however, they are silent
on the problems that arise when translating the economic reasoning of accounting standards into
an independent legal system. Ball (2001) suggests that the legal system should be independent
of the parties involved in any legal dispute because the open-ended nature of accounting regu-
lation requires an ultimate institution that defines the responsibilities of the parties. The study
of the HQ case, however, suggests that an ultimate decision about compliant or non-compliant
measurement practice can become problematic because the independently acting regulatory and
legal bodies systematically reflect different institutional logics without ultimate coordination.

Few studies have explicitly investigated the relationship between economic and legal reason-
ing. Braithwaite (2013) writes about the regulatory capitalism of today’s economies. Investigat-
ing tax avoidance and tax enforcement regulation, the author provides insight into a loosening
of boundaries between the state and the market. The role of the state is to govern, but the role
of private sector bodies (such as the IASB, stock exchanges, and accounting firms) increases as
they assume increasing roles in market regulation and enforcement. This new division of labor
gives way to conflicting logics in legal enforcement, a point that is also made by Stryker (1994,
2000) in relation to conflicts of interest arising in law enforcement when technocratic reasoning
enters formal legal logic.

As the HQ case shows, assessment and enforcement of accounting standards are split between
different institutions, relying on different logics. The claim that rigorous enforcement improves
accounting quality therefore needs to become more refined in situations where there is a dis-
agreement about the boundaries of principles-based standards.18 The analysis of the HQ case
enables us to show these complexities, as variation in judgment becomes evident in relation to
complex derivative instruments and the problematic verifiability of mark-to-model valuations.

Data Collection and Analysis

This study is a qualitative case study that aims to investigate financial reporting in its orga-
nizational and societal context, as suggested by Hopwood (1983). As such, analysis of the
material builds on the sense-making activities of the individuals involved (Lincoln & Guba,
1985). We acknowledge and discuss economic literature in our analysis and aim to enrich this
knowledge with new insights gathered from a special case (cf. Chua, 1986) that extends existing

18Interestingly, the Swedish government came to a similar conclusion in relation to accounting for taxation purposes. In
the Swedish government bill to implement the IAS/IFRS Regulation in Sweden (Proposition 2004/05:24), the issue of
mandating or allowing IFRS in single company financial statements was discussed. As Sweden maintains a link between
financial reporting in single company accounts and taxation (Marton, 2017), the bill concludes that IFRS cannot be
allowed for single company financial statements because IFRS is focused on international equity investors and do not
consider local legal and tax issues. Despite this statement, FI required IFRS with only minor exceptions in the individual
financial statements of Swedish banks from 2005.
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knowledge with a refined understanding of the detailed tensions that arise in the interpretation
and application of financial standards. We mainly focus our case description and analysis on the
study of documents. Because of the importance of the case to Swedish financial regulation and
the substantial resources allocated to the case in the court trial, the documents investigated are
highly detailed. For example, the documents contain detailed arguments from both the prose-
cution and the defendants. The rich material offers insight into the variation in rationales and
sense-making involved in the processes of standard interpretation and assessment of measure-
ment. The analyzed documents are largely statements issued by various agencies related to the
acceptability of HQ’s 2009 financial statements. The primary documents are the judgment from
the Stockholm district court (Stockholm District Court, 2016), the report from the FI motivating
the decision to withdraw HQ’s bank charter (FI, 2010), and HQ’s 2009 annual report. Additional
documents include a decision from the Stockholm Stock Exchange (SSE) on disciplinary action
against HQ (SSE, 2011) and a review of the audit by the Supervisory Board of Public Accoun-
tants (RN, 2011). All these documents are publicly available. Overall, the data used in the study
include documentation, observations in the criminal trial, the audit profession’s elaborations, and
personal observations in the Stockholm district court and seminars held by legal scholars.

To enable a multifaceted analysis of the case, the author team consists of two accounting schol-
ars, one of whom was part of the criminal trial as an expert witness with access to the discussions
in court, and one legal scholar with expert knowledge of the HQ case. This differentiated insight
into the case constitutes a central part of the case analysis, particularly in relation to the different
rationales and basic assumptions of the various actors. Additional observations and discussions,
as participants in the trial and in different discussions about the trial with legal scholars, enabled
a deeper understanding of the differing institutional logics over and above the written text. The
analysis was developed through systematic triangulation to achieve a theorization of the role
of diverging institutional logics in the interpretation of the standard and social construction of
the concepts of compliance and fraud. We used no formal coding software. Instead, the theo-
rization took place through repeated reading, discussing, and drawing comparisons among the
different instances of interpretation of the standard and assessments of option valuation practice.
The analysis was guided by the theoretical framework outlined in the previous section, which
focused our view on the different logics and processes of sense-making involved in the inter-
pretation of the boundaries of the standard, providing insights on the contextualized meanings
of compliance and fraud. We used the three logics (market, regulation, and criminal law) as a
starting point to focus our attention on the essential ideas, assumptions, and conflicts present
in the different actors’ negotiations regarding acceptable and non-compliant measurement prac-
tice in the HQ case. These idealized types of logic were therefore a means of creating a more
generalized understanding of the specific negotiations and processes.

In the following, we present the case of HQ and the different instances in which IAS 39 was
interpreted, to assess the acceptability of the bank’s trading portfolio measurement practices and
resulting financial statements.

The Case Study

Background to the HQ Case

In 1990, Hagströmer and Qviberg founded a stock brokerage firm that expanded its services to
fund management and trading in the following years.19 Trading started as a vehicle for facilitating

19This section is based on data obtained from Neurath (2011), Stockholm District Court (2016), FI (2010), and HQ’s
2009 financial statements which were the last annual statements issued before the closure of the bank.
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the firm’s function as a market maker but trading on its own account increased significantly over
time. The firm was listed on the SSE in 1999. In 2006, HQ Bank was created and chartered by
FI, allowing the bank to accept deposits from the general public. When it became chartered, the
bank also became subject to stronger supervision from FI. In 2010, following several months
of dialogue between FI and HQ, FI decided on 28 August 2010 to close the bank. FI effec-
tively withdrew the bank charter, as well as HQ’s license to engage in brokerage and trading of
financial instruments (FI, 2010).20 FI further requested a disciplinary investigation of HQ’s audi-
tor by the supervisory board of public accountants (RevisorsNämnden, ‘RN’). After a thorough
investigation of the case, RN concluded on 18 October 2011 that the bank’s audit was correctly
performed in accordance with the effective auditing standards, and the issuance of a clean audit
opinion for the 2009 HQ annual financial statements was therefore not criticized by the authority
(RN, 2011).21

The HQ group was structured into a parent company, HQ AB (‘HQ’), with almost no operating
activity, and several subsidiaries. The most important subsidiary was HQ Bank AB, with most
of the operating activity of the group.22 Five people involved with the bank were prosecuted in
2016: Mats Qviberg, one of the founders23, the largest owner, and the chairman of the board of
HQ AB; Mikael König, CEO of HQ AB and of HQ Bank AB; Stefan Dahlbo, board member
of HQ AB, and chairman of HQ Bank AB’s board; Curt Lönnström, head of HQ AB’s audit
committee; and Johan Dyrefors, KPMG, auditor of the individual financial statements of HQ AB
and HQ Bank AB as well as the consolidated financial statements of HQ group. The Swedish
Economic Crime Authority (EkoBrottsMyndigheten, ‘EBM’) decided to prosecute the five indi-
viduals on the charge of swindling. The trial was carried out in the Stockholm district court in
the spring of 2016, and the judgment was pronounced on 21 June 2016. All five defendants were
acquitted of any wrongdoing (Stockholm District Court, 2016).

The Measurement Issue

HQ was involved in several business segments, including deposits and lending, private banking,
asset management, and investment banking. The study focuses on trading on the company’s own
account. By 31 December 2009, this trading portfolio included 4.4 billion SEK in assets, and 4.0
billion SEK in liabilities, so net assets were 400 million SEK (in comparison, consolidated equity
was 1.2 billion SEK). At the time, HQ had about 1000 different instruments in the portfolio.
Within the trading portfolio, the case is specifically about the measurement of DAX and OMX30
index options.24 HQ was both holder and writer of index options, and therefore the options

20In Sweden, the enforcement of the IAS/IFRS Regulation has been delegated by FI to the stock exchanges. In accordance
with the FI decision, the Stockholm Stock Exchange (SSE) concluded on 19 May 2011 that HQ did not apply IAS 39
correctly, and a fine was issued (SSE, 2011).
21In detail, RN concluded that the auditor correctly ascertained that HQ had a reasonable method of determining whether
markets were active or not and that the interpretation of observable market data in the measurement was within the
boundaries of IAS 39. RN elaborated that there were minor, not material, deviations from IFRS and that not all specific
disclosure requirements in IFRS 7 were followed, but that the notes in the annual report were transparent on an aggregate
level. RN therefore gave the auditor only a minor reprimand for weaknesses in the documentation of the audit.
22The listed parent company HQ AB applied IFRS in the preparation of consolidated financial statements in accordance
with the IAS/IFRS Regulation. All trading activity took place in the consolidated subsidiary HQ Bank AB. The indi-
vidual financial statements of HQ Bank AB were also prepared in accordance with IFRS (endorsed by the EU), based
on Swedish FI Regulations. The district court judgment referred to the consolidated financial statements, while the FI
decision on the bank charter referred to the individual financial statements. However, both decisions refer to the same
accounting standards and the same transactions.
23Sven Hagströmer, the other founder, was no longer involved in the bank, and therefore not part of the trial.
24The DAX index reflects the 30 largest equities on the Frankfurt stock exchange and the OMX30 includes the 30 largest
equities on the Stockholm stock exchange.
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represented both assets and liabilities on the balance sheet. At 31 December 2009, index options
represented assets of 2.3 billion SEK and liabilities of 3.3 billion SEK. Most of those assets had a
maturity of less than 3 months (1.9 billion SEK) and only 25 million SEK had a maturity of more
than one year. Many of the liabilities had a maturity between 3 and 12 months (1.8 billion SEK).
For some of the instruments held, HQ’s holdings were large in the sense that HQ’s own trading
could affect market prices. The measurement of assets and liabilities besides index options in the
trading portfolio was uncontroversial and is not further discussed here.

The index options in HQ’s trading portfolio met the definition of derivatives in accordance
with IAS 39 par. 9 and were therefore measured at fair value through profit and loss. IAS 39 48A
states that ‘the best evidence of fair value is quoted prices in an active market’. If the market
is not active, a valuation technique should be used. The technique should maximize the use of
market input and minimize the use of entity-specific input. Further, the technique should mirror
how market participants would price the instrument. The valuation technique should also be cali-
brated through periodic comparison with prices from observable market transactions. Additional
guidance is provided in Appendix A to IAS 39, Application Guidance (‘AG’). IAS 39 AG74
exemplifies option pricing models as possible valuation techniques. IAS 39 AG76 states that the
best evidence of fair value at initial recognition is the transaction price, but it also states that the
fair value of a financial instrument based on a valuation technique can differ from the transaction
price if the valuation technique is based on only observable market data. IAS 39 AG82 pro-
vides examples of observable market data, and AG82(f) states that the volatility expected by the
market can be estimated by observing historic volatility, or through implied volatility in current
prices of similar instruments.25

The interpretation of the standard therefore requires a significant amount of judgment. The
preparer of the financial statements needs to determine whether there is an active market for
the options or not. If there is no active market, a valuation technique similar to techniques used
by market participants is chosen. The preparer can only recognize gains and losses at initial
recognition from a difference in fair value and transaction price if the technique uses exclusively
observable market data. Consequently, the preparer must determine whether the input in the
valuation technique is observable or not. Specifically, in the measurement of options, where
expected volatility is an important parameter in valuation techniques, the preparer must also
determine how to estimate the volatility expected by the market.

Assessment of Fair Value Measurement Across Institutional Logics

This section describes and analyses the social negotiation of acceptable measurement practice
(and fraud) in relation to the index options in HQ’s trading portfolio at three instances. At the
first instance, the initial measurement, HQ argued for its measurement practice in negotiation
with the auditor. This negotiation was settled exclusively in the order of the market and did not
show conflicting logics. However, the initial measurement set the stage for the negotiations and
tensions in the following instances of negotiation and established the economic market logic in
relation to the interpretation of IAS 39. The second instance is represented by FI’s investigation
of the measurement practice, resulting in the strongest supervisory action available to FI: with-
drawing a bank’s charter, which means that the bank must cease operations. In its decision, the

25The Black-Scholes valuation model is an algorithm that produces an option value based on certain inputs. If the value
and all but one input variable are known, the remaining input variable can be calculated. For options traded on active
markets – where a value is readily available – this method can be used to calculate the market’s expected volatility, called
‘implied volatility’. Historic volatility is calculated by simply looking at the actual volatility of the index for a specific
historic period preceding the measurement date.
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regulatory body drew on the regulatory logic that aimed to ensure financial stability. The inter-
pretation of the standard was central in FI’s argument, although the final decision was based on
several factors. The third instance of negotiation arose in the legal realm where the measurement
issue moved into the criminal law context and onto an individual level, acquitting all individu-
als of criminal action in the court of law. All three institutional logics came into play during the
negotiations in the court case, as prosecution and defense drew on conflicting rationales, building
convincing stories to argue their cases.

The market realm: initial measurement of the derivatives
The measurement model for index options applied by HQ differed based on market activity
for the instruments. For operational purposes, HQ interpreted the principles-based definition of
active market contained in the standard (quoted prices that represent actual market transactions
are readily available) into a simplified rule. HQ considered the market for an instrument to be
active if the daily market activity was at least 50% of HQ’s holdings of that instrument, if there
were at least three such days in a week, and if there were at least three such weeks in the preceding
three months. In the 2009 annual report (p. 47), the bank argued for this rule stating that this
level of activity would correspond to a representative pricing picture and would avoid erroneous
effects from transactions at unusual market prices.

For all index options, HQ used the Black-Scholes valuation model, which requires five input
variables: the exercise price (index), the life of the option, the current index level, the risk-free
interest rate, and the expected volatility of the index during the life of the option. Except for the
expected volatility of the underlying index, which needs to be estimated, all inputs were directly
observable in option contracts or in markets. The estimation of expected volatility at HQ was
based on a combination of implied and historic volatility. Implied volatility was used in cases
where (in HQ’s judgment) active markets for similar options with the same maturity existed,
as readily available quoted prices for these similar options allowed for calculation of implied
volatility. Historic volatility was used when (in HQ’s judgment) there were no active markets
for similar options with the same maturity. When the fair values estimated using the valuation
technique differed from the transaction price at acquisition, HQ recognized immediate gains and
losses in profit and loss. The risk department of HQ performed a weekly review of the consistency
and a monthly review of the reasonableness of the volatilities used for measurement, which
included a comparison with recent market observations. The reviews were reported monthly to
the CEO and quarterly to the board of directors of HQ Bank AB.

HQ assumed straight volatility in the application of Black-Scholes, although the vega of index
options (the option’s price sensitivity to volatility) normally varies with exercise price. Such
variation is not modeled in Black-Scholes and different expected volatilities for different exercise
prices must therefore be used to reflect the variation. There were, however, two main arguments
for use of straight volatility. First, HQ did not have sufficient data on how much the option
vega varied with the exercise price to reflect the variation in expected volatilities. Inclusion
would therefore have added too much noise to the measurement. Second, the estimated effect of
the assumption of straight volatility was immaterial in accordance with the sensitivity analysis
performed by HQ.

HQ consistently applied volatilities to index options that were both assets and liabilities.
According to HQ’s rules for determining market activity, active markets existed primarily for
options with a short remaining life, while markets for options with longer life were generally
defined as illiquid. In effect, the use of historic volatility (which was lower than implied volatility
would have been) lowered the reported value of options with a longer life, as there is a posi-
tive correlation between volatility and value in Black-Scholes. The maturity structure differed
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between assets and liabilities and therefore the effect of using historic volatility was greater for
liabilities (more long-term) than for assets (more short-term). The total effect therefore was a
reduced recognized value of net liabilities that resulted in net gains being included in profit and
loss, which increased equity on the balance sheet.

The judgments made by HQ when interpreting IAS 39 on an operational level reflect the
market logic in which they are embedded. This logic is characterized by a focus on decision
usefulness for equity investors, as defined by the IASB. The preparer’s judgment of a situa-
tion conveys private information to investors, which is one of the central benefits of fair value
accounting (Bhimani, 2008; Laux & Leuz, 2009) and makes the information more relevant even
if it reduces the focus on conservatism and verifiability.

HQ’s decision to use a valuation technique instead of broker quotes entails more judgment
and less verifiability. HQ’s own decision rule for making a distinction between active and non-
active markets (which forms the basis for the use of a valuation technique) was itself based on
HQ’s own position in the index option market. The decision rule defined markets as illiquid for
a substantial amount of the firm’s holdings, a fact that was a matter of dispute in the decisions of
both FI and the court of law. The rule was related to the market rationale that consideration must
be made of the ability to dispose of financial instruments, which can be problematic when a firm
has large holdings that cannot be disposed of without affecting the price (Ball, 2006). Investors
were provided with private information about (1) HQ’s management making the judgment that
a quick disposal would affect prices; and (2) HQ’s judgment regarding mispricing in the market,
which was reflected in the recognition of immediate gains and losses. In general, the view of
HQ’s management suggested a perception of inefficiency in the market for index options, which
complicates the use of fair value measurement (Milburn, 2008), especially in mark-to-model fair
value measurement (Hitz, 2007; Song, Thomas, & Yi, 2010).

HQ’s measurement was arguably aligned with the bank’s business model and therefore
involved providing private information to investors. In addition, given that the outcome of the
adopted approach was a relatively favorable presentation of financial position, the approach was
probably not contrary to any incentive HQ management may have had with respect to accounting
policy choice.

The incentives of auditors differ from those of management, as auditors have little upside
potential but large risks in an audit. Nevertheless, auditors share the market logic as they aim
to implement standards in accordance with IASB objectives. However, the use of preparer judg-
ment creates difficulties for auditors, because of information asymmetry between the auditor and
the firm’s management (Martin, Rich, & Wilks, 2006). Research suggests that a Big Four audit
ensures high quality of financial statements (Dechow et al., 2010), which is an indicator that
managerial judgment leads to a faithful representation. Although our data provide limited insight
into the negotiations between the auditor and HQ as well as within the accounting firm26, we can
conclude that by providing a clean audit opinion, the lead auditor agreed with HQ’s judgments
and implementation of IAS 39. The auditor’s judgment was also not criticized by RN, which
indicates that HQ’s interpretation of IAS 39 was within the boundaries of the standard as under-
stood in market logic. This does not imply that it was the ‘best’ or only possible measurement
technique, but it indicates that the objectives of communication to investors in accordance with
IFRS were achieved.27

26The documentation of the court trial exposes substantial discussion inside the accounting firm showing no general
agreement with HQ’s valuation technique. This could be interpreted as an indication that the technique was controversial.
However, it could also be interpreted as a natural part of applying principles-based standards in an area characterized by
a high level of judgment.
27The indication of reliability through a clean audit opinion is limited because of the difficulty of auditing fair value
measurements (Power, 2010). Nevertheless, a Big Four audit still sends a clear sign of assurance to the financial markets.
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The regulatory realm: negotiating fraud on an organizational level
In its decision to withdraw the bank charter and other licenses, FI (2010) stated several reasons
related to financial reporting and others. Related to financial reporting, the authority claimed that
HQ’s trading portfolio was overvalued, and that – based on a correct value of the portfolio – the
bank did not meet its capital requirements from December 2008 to March 2010 (the last available
financial statements). FI claimed that, in December 2009, the total error was 632 million SEK.
This amount was highly material, as the total capital of the bank in accordance with banking
regulations was 525 million SEK. The minimum capital required was 281 million SEK; there-
fore, a reduction of 632 million SEK would have resulted in a capital shortage of 388 million
SEK. FI quantified the error in HQ’s balance sheet through the assumption that markets for the
options in question were active in the meaning of IAS 39 and in accordance with the guidance
in the IASB Expert Advisory Panel (IASB, 2008). Therefore, FI argued that observable broker
quotes should have been used in the measurement. The total error figure was calculated by com-
paring reported fair values with the respective market quotes for the options. FI was partly able
to do this because HQ itself kept records of this difference, called the ‘edge’. As their position
was that broker quotes should have been used, there was no need for FI to discuss how to apply
Black-Scholes or how to estimate expected volatility.

In addition to financial reporting issues, FI further concluded that the bank had jeopardized its
survival by excessive risk-taking and that it lacked adequate risk control.

The FI decision was preceded by substantial discussion, both between FI and HQ, and within
HQ. For example, in response to FI’s claim that the measurement should have been based on
broker quotes, HQ responded (FI, 2010, p. 9):

The bank did not consider a valuation at market value necessary because the bank did not intend to close down the
positions. The assumption was instead that, when the positions would be closed, this would happen at volatility in
accordance with the historical average. The bank calls this a ‘going-concern’ principle.

In the discussion between FI and HQ, there was some confusion of terminology. In internal
documentation used to calculate the edge, HQ used the term ‘market value’ for broker quotes,
and ‘theoretical value’ for the Black-Scholes valuation technique. The ‘theoretical values’ were
the ones reported in the balance sheet as fair values. Those terms were confusing, as ‘theoretical
values’ were considered fair values in accordance with IAS 39 both by HQ and the auditor.
Meanwhile, ‘market value’ was not considered fair value, as suggested by the above quote.

The discussion between FI and HQ shows very different interpretations of the definition of an
active market. FI defined an active market as one where broker quotes were available, even if
there were only a limited number of actual transactions. FI certainly did not assign any relevance
to the size of HQ’s holdings and the possible effect of a disposal on the pricing of the options.
In support of its decision, FI also referred to internal discussions at HQ that took place within
the board of HQ AB, the parent company. This is conveyed in the following quote (FI, 2010, pp.
18–19):

With respect to the large differences between the bank’s own valuation and the market quotes, which increased
over time, the bank should have realized that the measurement technique was faulty and therefore the risk taken by
the bank was too high. In addition, a new board member of the parent company, instructed to review issues with
the trading portfolio, alerted the bank to review its valuation principles. Moreover, at the bank’s board meeting
on May 17, 2010, this person registered a dissenting opinion on the bank’s decision not to review the valuation
principles. ( . . . ) Based on this, it is remarkable that the bank did not inform FI on May 18, 2010 that there are at
least uncertainties in relation to the valuation of the trading portfolio.

To FI, the dissenting opinion by the board member was a clear indication of an error in the mea-
surement. An alternative view is that the disagreement within the bank indicates the complexity
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of financial instruments accounting and banking oversight, as the establishment of an error (and
fraud) requires knowledge of both financial instruments and accounting regulations.28

FI’s interpretation of IAS 39 was based on the regulatory logic that involved a focus on verifi-
ability and conservatism, that is, asymmetric recognition of unexpected losses before unexpected
gains (cf. Watts, 2006). FI argued that observable broker quotes should have been used instead
of less verifiable valuation techniques. FI largely did not discuss the judgment involved in the
determination of whether a market is active or not but saw this matter as rather unproblem-
atic. Through a focus on observable inputs that did not require much judgment, FI was able to
determine that fraud had occurred and to establish the exact amount of the error.

Verifiability of data therefore was central in the regulatory logic applied by FI. The application
of conservatism was less obvious in this case. There was nothing inherently conservative in
FI’s proposed measurement because it involved symmetric accounting treatment of unrealized
gains and losses. However, FI’s method was conservative in relation to HQ’s method, leading
to lower asset values and higher liability values, as well as later recognition of gains and earlier
recognition of losses. As a banking supervisor, FI promotes prudence29 in banking. A more
conservative measure of regulatory capital is one way to be prudent (Fonseca & González, 2008).

In this study, we do not analyze the broader issue of whether HQ took excessive risks.
Arguably, FI can be seen as having had market, ethical, and societal arguments for withdraw-
ing the bank’s charter, apart from the problematic measurement issue. However, FI apparently
wanted to base its decision on a financial reporting argument. The establishment of non-
compliance in financial reporting was an important basis for communicating FI’s decision to
withdraw the bank’s charter. Pointing to an overvalued trading portfolio, FI argued that the bank
had jeopardized its solvency. According to FI, allowing such a practice would send signals to
other banks that the practice was acceptable, which would endanger the financial system and the
financial stability of the state. Although the bank did not have systemic importance per se, which
means that the closure did not have negative secondary effects on the stability of the financial
system (Söderström, 2017), its practices still had a signaling effect in the market, especially if
an official investigation had accepted the conduct. Through its interpretation of IAS 39, FI was
very specific and definitive in its declaration of the bank’s non-compliant measurement, which
had an important role in how the withdrawal of the bank’s charter was perceived in public. For
example, the media coverage of the decision almost exclusively focused on the financial report-
ing wrongdoings of the bank. However, the judgment in the later court trial shows a critique of
the financial reporting argument brought forward by FI. The district court stated in its judgment
that FI’s ‘extensive efforts at obtaining disciplinary action against [ . . . the auditor]’ had to be
interpreted as an attempt to retrospectively legitimize its controversial decision to withdraw the
bank’s charter (Stockholm District Court, 2016, p. 76).

The legal realm: negotiating fraud on an individual level
In the criminal trial in the Stockholm district court, there were three main actors: the prosecution,
the defense, and the court (judge and jury). Both market and criminal law logic frequently came
into play in the discussion. In addition, the material shows some arguments from the prosecution

28The establishment of an error is linked to the boundaries of the accounting standard – a procedural assessment – and
not to the resulting total amounts of the measurement, a view indirectly expressed by the judge in the criminal court
case. The dissenting board member was called as a witness. Because she stated that she had deep knowledge of option
valuation, but no knowledge of accounting or of IAS 39, her testimony was not effective in convincing the court that a
measurement error had occurred.
29Prudence is used here in a broad sense, meaning lower risk taking and having adequate reserves. It is not meant to equal
accounting conservatism, in terms of an asymmetric valuation of assets and liabilities, and gains and losses, respectively.
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that resembles regulatory logic. The partial autonomy of the actors within the institutional orders
(Thornton et al., 2005) enables them to draw on different logics to argue their case. We focus
our analysis mostly on the prosecution and the court. The prosecution had the burden of proof in
the criminal trial and had to establish that fraud had occurred. The defense reacted to the respec-
tive arguments, focusing on the standard’s text and its boundaries of interpretation, drawing on
the market logic in which the standard is embedded. The court, meanwhile, represented a pure
criminal law logic, mostly following the defense’s arguments in relation to the boundaries of
compliance.

The prosecution pleaded that three crimes were committed.30 First, the prosecution pleaded
for faulty bookkeeping, claiming that HQ used inadequate source documents as a basis for the
reporting of index options in the financial statements. Second, the prosecution pleaded for swin-
dling, claiming that the 2009 annual financial statements were not prepared in accordance with
IFRS.31 Third, the prosecution pleaded that swindling was committed based on the recognition
of immediate gains and losses in the Q1 report of 2010. The second and third pleas are of central
importance for this study and are discussed together, as the recognition of gains and losses is a
result of the measurement applied.

The prosecution focused on the immediate recognition of gains and losses, claiming that unob-
servable data were incorrectly used in the measurement technique. The basis for this claim was
HQ’s use of historic volatility, the assumption of straight volatility, and a lack of calibration with
market data. As such, the prosecution, unlike FI, argued in terms of market logic, accepting that
judgment was necessary in the preparation of the financial statements. The prosecution’s claim
was that the judgments made by HQ were not in accordance with IAS 39. In the criminal case,
the prosecution was forced to specify the amount of the error in net income in 2009 and stated
it to be in the range 145–615 MSEK. The purported reason for the broad range was the lack of
verification documents. Again, unlike FI, who came up with a very precise error (632 MSEK),
the prosecution appeared to accept the principles-based nature of IAS 39. The response of the
defense was simply that only observable data were used in the valuation technique as historic
volatility was observable. The defense also claimed that calibration with market data did occur
frequently within HQ.

On the measurement issue, the court concluded that the prosecution failed to show that a
breach of IAS 39 had occurred. Therefore, most claims of incorrect disclosure by HQ were not
supported. The court’s judgment on measurement started with the finding that the application
of IAS 39 necessarily required judgment, which could result in two identical firms reporting
different income without differing from IFRS. The court then went into detail about the mea-
surement technique, including the use of historic and straight volatility, as the following quote
shows (Stockholm District Court, 2016, p. 134):

According to the court, it is hardly possible to interpret IAS 39, especially paragraph AG82(f), as not allowing
historic volatility as observable market data in the valuation technique. [ . . . ] There is no pronouncement that historic
volatility in an underlying index does not qualify as observable market data; neither in IAS 39 nor in its basis for
conclusion. [ . . . ] As the volatility in the underlying index is considered observable market data in accordance with

30All these crimes – with the possible exception of faulty bookkeeping – would fit the definition of fraud used in this
study and in the accounting literature. In accordance with Swedish law, none of them were actually defined as fraud. The
court’s response was an acquittal of the defendants in all cases. The first plea, for faulty bookkeeping, was rejected on a
technicality because the Swedish law referred to does not apply to accruals but only to transactions with outside parties.
31There were four parts to this plea: 1. incorrect profit and loss accounting, as immediate gains and losses were recognized
even though the measurement technique partly relied on unobservable inputs; 2. HQ’s own rule to determine whether
markets were active or not was not consistently applied; 3. regarding recognition of immediate gains and losses, HQ
refrained from disclosing in the financial statements a reason for this deviation from IFRS; and 4. HQ did not follow the
disclosure requirements in IFRS 7 or provide an explanation for the deviation.
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IAS 39, it is reasonable, in the case of index options, to allow straight volatility. The underlying index has only one
historic volatility, regardless of the exercise price of the options.

Regarding the purported error caused by the assumption of straight volatility, the court further
concluded that the prosecution failed to show that an error had occurred. The court pointed out
that the prosecution prepared a vega calculation based on broker quotes, but that there were no
or very few market transactions at the time. Due to the inactivity of the market, the broker quotes
were not considered evidence of an error.

Reflecting on the court’s judgment, the court clearly exhibits criminal law logic with a
strong burden of proof required to sentence an individual in a criminal trial. The court required
the prosecution to prove that a specific regulation was not followed and to specify the error.
Principles-based accounting standards that afford substantial judgment to preparers do not pro-
vide the basis for such proof because they do not enable the definition a correct benchmark
against which the measures could be verified. A strict reading of the text as required in the crimi-
nal law context is therefore not possible.32 Consequently, it was difficult to establish wrongdoing
in a case such as HQ, as predicted by Laux and Leuz (2009) and Watts (2003b, 2006). Sanc-
tioning or regulating risky financial measurements based on non-compliance becomes difficult
or even improbable.

The problem of interpreting principles-based standards in a criminal law context becomes even
more relevant in a setting where the standard includes complex measurement requirements. The
HQ case is an example of what Stryker (1994, 2000) defines as technocratization of the legal
realm. Technocratization means that social and natural science logic (new expert knowledge)
enter and transform formal legal logic and structure by providing an alternative rationale. In
relation to financial crimes, both prosecution and defendants are dependent on expert witnesses
from the accounting profession because the financial models and financial accounting standards
require expert knowledge. Very few people have expertise in both financial accounting standards
and financial modeling. In relation to a compliance debate, this may become problematic because
to form a successful argument, the expert witness’ claims must be translated into the legal context
with specific legal structure and language. Legally binding decisions build on weak, contradic-
tory, or confusing evidence in such cases (Stryker, 1994, pp. 861–862). The ability to translate
technical expert knowledge into legal arguments is therefore a challenge faced by lawyers.

In summary, the case points to two difficulties in establishing fraud based on IFRS. First, there
is tension between the market logic of IFRS and the criminal law logic of the court system.
Second, both market logic and the complexity of IFRS make it difficult to use the standards as a
basis for a rigorous argument by legal experts, such as prosecutors.

Reflections on the Concept of Faithful Representation and the Role of Financial Reporting
in Society

What does this case tell us about the role of financial reporting in society? Financial accounting
is used in several different contexts. A reasonable expectation by FI, HQ, and the auditor is that
it is possible to distinguish between measurement that is compliant with IAS 39 versus non-
compliant measurement. However, in a legal context, this may be too much to expect from a

32The interpretation and application of principles-based regulation are more flexible than rules-based regulation. A strict
reading of principles-based accounting standards is not possible in the same way as for other legal requirements of the
Swedish Penal Code in the criminal law context, which is more rules-based. In other legal contexts, such as civil law,
principles-based regulation allows substantial room for different opinions. In the case of HQ, the court in the civil case
found the measurement practice non-compliant with the standard (see epilogue).
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principles-based financial reporting standard, and it becomes difficult to define the boundary of
the standard in a particular case.

The closing of HQ bank affected many investors and the subsequent court trials were very
expensive. The largest financial losses came about after the closing of the bank when the bank’s
equity investors lost their investment, which became virtually worthless. While FI had several
reasons to withdraw the bank’s charter, the most important being inadequate risk management
and control, the decision was legitimized in public by referring to the erroneous accounting
measurements. Presenting a specific amount of measurement error created a public reaction and
media coverage because accounting numbers are associated with objectivity and a truth dimen-
sion, although accounting researchers for some time now have highlighted that accounting does
not reflect but creates reality and can therefore not be neutral, objective, or correct in the sense of
‘true’ (Bayou et al., 2011; Hines, 1988; Macintosh, 2009; Tinker, 1991). Financial reports acquire
a notion of objectivity because they are created in networks where no single entity is responsible
for their entirety, a notion that Huikku et al. (2017) termed relative reliability. Numbers are very
persuading (Robson, 1992) and the financial economics in which they are embedded creates trust
in their correctness (Porter, 1995).

The reliance on trust is one reason why fraud is an important issue. Fraud reduces trust and
has therefore always been an object of inquiry in relation to corporate scandals. Establishing
fraud in relation to financial instrument measurement, however, is complex because the dif-
ference between a fraudulent measurement of a trading portfolio and a valid opinion about
mark-to-model measurement is hard to identify. While fraud literature provides insights into
the incentives for fraud (Johnson, Ryan, & Tian, 2009; Jones, 2011), detection of fraud (Brazel,
Jones, & Zimbelman, 2009; Johnson, Grazioli, & Jamal, 1993), and market reaction to fraud
(Dechow, Sloan, & Sweeney, 1996; Feroz, Park, & Pastena, 1991), our case contributes by show-
ing how the establishment of non-compliance with a standard as the basis of fraud is bound
to the dominant institutional logic in the respective assessment context. In other words, when
the interpretations of the standard differ across institutional contexts, individuals and firms face
varying consequences and must relate to these consequences in their actions. Accounting qual-
ity and faithful representation become problematic concepts in such situations because actors
must make decisions in favor of a certain institutional logic; in other words, in favor of mar-
ket logic or regulatory logic, leaning more towards risk or more towards verifiability, while at
the same time facing legal consequences resulting from other institutional logics. Only within a
specific logic can a sense of right or wrong, or of compliance or error, be established, because
principles-based standards explicitly require judgment, and the assessment of judgment is bound
to a specific logic.

Within market logic, Huikku et al. (2017) show that markets still find a way to establish the
usefulness of a value through relative reliability despite a lack of direct verification. Within reg-
ulatory logic, we know that conservatism is favored (Ball, 2016; Wall & Koch, 2000; Watts,
2003b, 2006) because it ensures solvency and thus has a positive relationship with market sta-
bility. While Sweden chose to link banking oversight and stock market regulation, making IFRS
the regulation in both realms, other countries, like the UK and the US, have chosen to have sepa-
rate systems, requiring different sets of financial statements. The problematic position of FI (and
the prosecution) gives an indication that separation might be a better solution, because it also
enables the separation of the institutional logics involved. However, for a separation to function,
banks would be required to prepare separate financial reports for different authorities, which sig-
nificantly increase preparers’ reporting costs. From criminal law logic, the concern is with the
individuals involved. Establishing fraud in the setting given was improbable, if not impossible,
because the principles-based standard required significant amounts of judgment and presented no
appropriate basis for the establishment of misconduct. HQ’s assessment of market inactivity and



The Improbability of Fraud in Accounting for Derivatives 23

choice of historic volatility were not directly verifiable, but, given the openness of the standard
for such judgment, the prosecution could not prove the judgment wrong.

We conclude from the case that accounting standards that require complex measurements and
at the same time heavily build on the preparer’s judgment, like IAS 3933, are not useful for bank-
ing oversight and are difficult to use in a legal context. While both FI and the press interpreted
the large difference between quoted market prices and reported values as greed and gambling,
which are traditional motives for fraud (Jones, 2011, p. 31), an alternative explanation based on
market logic defines the difference as the result of the bank’s business model. FI and the press
connected an ethical dimension to the financial reports; there must be something wrong if quoted
prices and reported values show such divergence, making the trading portfolio seem overvalued.
However, financial reporting is not really about what is right or wrong in an ethical sense, which
is seen as critical by some (Bayou et al., 2011). In respect to ethical claims in financial account-
ing, we agree with McKernan and Kosmala (2007), who suggest that responsibility for ethical
conduct must lie with each individual. Financial accounting standards need room for diverging
opinions because they need to be adaptable to many different situations, not all of which can be
foreseen. Ultimately, one cannot assess in an absolute sense whether a standard is applied cor-
rectly or not; this depends on the institutional order in which the assessment is made, and only
within a specific institutional order can an assessment of (in)correct application be translated in
terms of ethical behavior. Within market logic, the aim of the standards is not to induce ethical
behavior and financial stability but the usefulness of information and faithful representation.

Interestingly, while accepting that fair value comes at the expense of verifiability, standard set-
ters still aim for a faithful representation that has a direct link to compliance with the standard.
Faithful representation is closely linked to market logic with an affinity for fair value measure-
ment and investor focus (Erb & Pelger, 2015; Power, 2010).34 Fraud therefore no longer links
only to a clear referent but also to a decision of whether there was a procedural error in the
measurement. The procedure of how a value becomes defined, the valuation model, the inputs,
and the execution of the valuation, become the center of attention. An error is then defined as
misconduct in the procedure. When taking the future into account in fair value measurement,
this focus on measurement procedures challenges a universalistic understanding of error (and
compliance) because the error, defined as procedural misconduct, becomes a matter of judg-
ment, which is ultimately bound to the logic in which it is embedded. For example, neither the
difference between quoted market prices and reported values nor the lack of prudence was a
matter of concern in the court of law. The focus was instead on proof of wrongdoing in the sense
of non-compliance. Since principles-based accounting standards include managerial judgment,
non-compliance (and fraud) can only be established in a procedural manner, that is, by assess-
ing whether the measurement technique and inputs used are in accordance with the standard.
However, to assess whether the measurement technique and inputs are in accordance with the
standard is not as straight-forward as is often assumed. Whether markets are active or whether
historic volatility is appropriate to use are managerial judgments that cannot be directly verified.

Overall, accounting is about judgment and therefore it is necessary and efficient to have
some degree of open-endedness in accounting standards (Fields et al., 2001). Since all future

33Although there are aspects of IAS 39 that arguably are rules-based (e.g. effectiveness of hedge accounting), the standard
is principles-based in relation to the fair value measurement of index options. As we have shown in this study, substantial
judgment is required to determine whether markets are active or not, and to estimate the volatility expected by the market.
34The standard setter argued for faithful representation because verifiability requires an agreed upon referent in the form
of readily available market data (a transaction or quoted market price), but even if a value is not readily verifiable, it
might still be relevant for market participants (IASB Conceptual Framework, BC2.62).
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contingencies cannot be foreseen, formal contracts that include accounting numbers are narrow
in scope and rely on enforcement (Armstrong, Guay, & Weber, 2010). Any attempt to relate
an accounting standard to the circumstances of a specific situation requires a judgment that can
be challenged, which is why it is necessary to fall back on courts or enforcers at some point.
Since an independent legal system follows an institutional order that differs from that of the par-
ties involved, however, it is difficult to establish fraud across these different institutional logics
creating uncertainty for the parties.

Concluding Remarks

We conclude from the HQ case that principles-based standards, with high reliance on preparer
judgment, challenge a universal understanding of compliance, and thus, of fraud and faithful
representation. The case shows how variation in interpretation of IAS 39 across institutional
logics makes it difficult to define a consistent boundary for measurement practices that fulfills
the overarching objective of the standard. The meaning of compliance and fraud therefore are
anchored in the different logics and a shared understanding about these concepts is bound to a
specific institutional context.

The analytical framework presented contributes to existing literature by enabling a focus on
the different institutional logics that are relevant in a financial accounting context. The case
shows that even the most basic aspect of accounting quality, compliance with an accounting
standard, becomes problematic when viewed from the different logics of market and enforce-
ment. The difficulty of assessing compliance across institutional logics constitutes a problem for
managers and auditors, because they have to relate to different expectations and requirements
in their business practice. The difficulty also presents a problem for standard setters and the
enforcement system, because accounting quality lacks a clear referent. A solution is an increased
focus on verifiability of financial statement information, which is likely to be beneficial for cred-
itors and for corporate governance. Less focus on verifiability, however, is also an expression
of the benefits of principles-based accounting, because it enables managers to provide private
information, potentially benefitting equity investors.

There are voices that suggest stepping away from fair value measurement, because it is difficult
to audit and enforce (Ball, 2006; Martin et al., 2006). In addition, concerns have been voiced
in relation to a loss of an ethical or ‘truth’ dimension of accounting if a lack of verifiability
restricts the role of auditors towards a confirmation of compliant measurement processes rather
than correct valuation (Bayou et al., 2011). However, the questions discussed here are not so
much about ethics, and without managerial judgment, financial reporting would be restricted to
the past rather than incorporating the future (McKernan & Kosmala, 2007). Without relevant
alternatives (Laux & Leuz, 2009), financial reporting without fair value would certainly risk
becoming much less useful for investors (Bhimani, 2008). Some researchers argue for stronger
enforcement systems with greater consequences of litigation for managerial misconduct (Brown,
2011), but it is questionable whether stronger enforcement solves the tension because the implied
dominance of legal logic (both criminal and civil) would be of much less value for investor
decision-making. Laux and Leuz (2009), for example, suggest that the high risk of litigation
in the US hinders managers from optimally using fair value measurements. Managers tend to
not diverge from quoted market prices and effectively undervalue their portfolios. While this
form of conservatism and focus on verifiability might be pleasing based on legal logic, it hinders
market efficiency from an investor’s standpoint and is not compliant with the IASB’s requirement
of faithful representation. From market logic, it is therefore valuable to have principles-based
financial reporting that builds on decision usefulness.
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We show how agreement about compliance is possible within one logic but difficult across
logics. Compliance and fraud can therefore be defined within logics. Within market logic, for
example, the reliability of information, which builds on compliance with the standard, is created
through standardized and impersonal processes of preparation and auditing of the financial infor-
mation (Huikku et al., 2017). HQ, the auditor, and the supervisory board of public accountants –
all within market logic – agreed that the measurement practice was in compliance with the stan-
dard. However, problems arise when trying to stretch this understanding to other institutional
logics.35

On a more general level, the analysis implies that we need to raise awareness about the dif-
ferent roles of financial statements, accepting that we cannot assume a shared understanding of
faithful representation across logics. The lack of shared understanding is especially visible in the
banking industry with its clear example of a prominent ‘other’ institutional order in which finan-
cial statements play a role. The analysis also implies that managers and auditors are faced with
a dilemma, because in the context of standards with high uncertainty or managerial judgment,
these actors have to navigate through the different institutional logics when making accounting
choices and designing their business models.

The dilemma is not a matter of only transparency or education, because the variety in the inter-
pretation of a standard is bound to different institutional logics. Neither is the dilemma a matter
of additional or more detailed regulation. Courts will always have a role in resolving ambiguity in
open-ended standards, and an independent legal system can be expected to follow an institutional
order that differs from that of preparers and users.36 Even if the introduction of IFRS 13 would
likely have solved the particular issue of measuring index options discussed here, new situations
will arise where standards are applied without clear boundaries of compliance, making it difficult
to separate creative accounting or earnings management from fraud. The uncertainty for man-
agers and auditors arising from a variation in the interpretation of standards across enforcement
bodies is also of consequence for standard setters because the variation implies that comparabil-
ity and harmonization of financial accounting information are not just an issue across nations.
With accounting standards that focus on relevance at the expense of verifiability, it also becomes
difficult to ensure comparability and a shared understanding of faithful representation within
countries.

Financial accounting research therefore benefits from further investigating how financial num-
bers travel through and link different institutional logics to help shape ways in which we can
handle complex standards within and across institutional logics. Such understanding also builds
the basis for a more refined understanding of accounting quality which enables preparers and
users to navigate through different expectations and requirements.

Epilogue

On 14 December 2017, Stockholm district court made their judgment in a civil trial relating to the
HQ case (Stockholm District Court, 2017). Plaintiffs were representatives of HQ, and defendants
were former board members, management, and auditors of HQ. In many respects, this was a
very large trial in a Swedish setting. The plaintiffs wanted compensation of approximately 5

35An interesting side effect of this tension is that the role of auditors becomes more complex as well, because auditors
form part of the enforcement system while at the same time relying on market logic.
36As discussed in the epilogue, this issue becomes even more prominent when taking into account that the legal context
contains more than one institutional logic, because criminal law logic and civil law logic are distinctly different in their
underlying assumptions and requirements.
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billion SEK (including interest) for coverage of losses. The total cost of the trial exceeded 450
million SEK.

The court concluded that HQ’s valuation of its trading portfolio was non-compliant with IAS
39 in the 2009 financial statements and that the error was 492 million SEK. The value was
calculated based on the court’s own interpretation of IAS 39 to measure the value of some of the
more material index options. In the judgment, the court applied the different steps of IAS 39 to
come up with its own measurement, which is neither in agreement with the plaintiffs’ nor the
defendants’ estimates of the measurement error.37

The presentation of a fixed error amount is surprising, considering the wide range that was pre-
sented by the prosecution in the criminal trial. To understand this difference, one must consider
the logic that underlies a civil trial.

Civil law logic relates to the same legal system with the same defining elements as crimi-
nal law logic. However, the aims and underlying assumptions within this logic are distinctly
different, allowing a wider and more principles-based application of rules and regulations com-
pared to criminal law logic. Civil law deals with conflicts between individuals and/or firms,
such as injuries, contract breaches, or property damage. While the rule of law and European
Convention also apply for civil procedures, the interpretation and application of the principle-
based regulation in civil trials are more flexible compared to criminal trials and usually require
additional content in the form of explaining rules, policies, or market practice. Civil law logic
leaves substantial room for different options within the same standard to maintain flexibility for
the standards to be used in various situations, and still by its application fulfill the overarching
objectives of the regulation. In contrast, the rules-based regulation in criminal law cannot allow
for this type of flexibility due to the requirement for foreseeability and legal certainty in the
application of such regulation.

When taken literally, the standard text of IAS 39 did not provide the basis for the prosecution
in the criminal trial to specify an error number. The wide error range reflects the burden of proof
put on the prosecutor in the criminal context. To convict an individual, it is not sufficient to
argue for the best estimate of expectations about the future. Within the context of civil law logic,
however, there is more room for judgment from the court. The court calculated the error as an
overvaluation of 492 million SEK, arguing that for six material index options, HQ used historic
volatilities when implied volatilities should have been used. The court based its argument on an
analysis of market activity, claiming that the market for the six options was active, while HQ
argued it was inactive.

The diverging interpretations of IAS 39 – including the court’s judgment in the civil trial –
confirm our conclusion that organizations, managers, and auditors face struggles when searching
for the boundaries of acceptable business models and valuation practices. These actors must
comply with the standards but understanding what that means becomes difficult.
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