The New
GLOBAL RULERS

The Privatization of Regulation in the World Economy

Tim Buthe & Walter Mattli



The New Global Rulers

The Privatization of Regulation
in the World Economy

TiM BUTHE AND WALTER MATTLI

ﬁ)"')\ H jf’iiw

PRINCETON UNIVERSITY PRESS ® PRINCETON AND OXFORD



Copyright © 2011 by Tim Biithe and Walter Mattli
Requests for permission to reproduce material from this work
should be sent to Permissions, Princeton University Press

Published by Princeton University Press, 41 William Street,
Princeton, New Jersey 08540
In the United Kingdom: Princeton University Press,
6 Oxford Street, Woodstock, Oxfordshire OX20 1TW
press.princeton.edu

All Rights Reserved

Library of Congress Cataloging-in-Publication Data

Biithe, Tim.
The new global rulers : the privatization of regulation in the world economy /
Tim Biithe and Walter Matth.
p. cm.

Includes bibliographical references and index.
ISBN 978-0-691-14479-5 (hardback : alk. paper)
1. Commezcial policy—International cooperation.

2. Foreign trade regulation. 3. International finance.
4. Standardization—International cooperation.
1. Mactli, Walter, II. Title.
HF1411.B88 2011
382'.3—dc22 2010049896

British Library Cataloging-in-Publication Data is available

This book has been composed in Sabon Typeface
Printed on acid-free paper. o=
Printed in the United States of America

13 5 7 9 10 8 6 4 2



ACCA
AENOR

ANSI

API
ASB
ASC
ASME
ASTM

BSI

CEN
CENELEC
CAO

CEO

CFO

CSR

DIN

EFRAG
EU
FASB

FEI
FSC
GAAP
GATT
ICT
IAS

IASB
IASC

eem Acronyms sus

Association of Chartered Certified Accountants (UK)

Asociacién Espafiola de Normalizacién y Certificacién
(Spanish Association for Standardization and Certifica-
tion; Spanish ISO member body)

American National Standards Institute (U.S. ISO member
body)

American Petroleum Institute

Accounting Standards Board (UK, 1990-)

Accounting Standards Committee (UK, 1970-1990)

American Society of Mechanical Engineers

American Society for Testing and Materials (now “ASTM
International”)

British Standards Institution (UK ISO member body)

European Committee for Standardization

European Committee for Electrotechnical Standardization

Chief Accounting Officer

Chief Executive Officer

Chief Financial Officer

Corporate Social Responsibility (standards)

Deutsches Institut fiir Normung e.V. (German Institute for
Standardization, German ISO member body)

European Financial Reporting Advisory Group

European Union

Financial Accounting Standards Board (U.S. domestic
accounting standards body)

Financial Executives Institute (now “FEI International”)

Forest Stewardship Council

Generally Accepted Accounting Principles

General Agreement on Tariffs and Trade

Information and Communication Technology

International Accounting Standards (standards originally
developed by the IASC)

International Accounting Standards Board (2001-)

International Accounting Standards Committee
{(1973-2000)



ICAEW
ICAS
[EC
IEEE
IFAC
IFRS

IGO
ILO
IMF
I0SCO
ISO
ITU

NTBs
OECD
R&D
SEC

SIS
SDO
TBT
WTO

ACRONYMS

Institute of Chartered Accountants in England and Wales

Institute of Chartered Accountants of Scotland

International Electrotechnical Commission

Institute of Electrical and Electronics Engineers

International Federation of Accountants

International Financial Reporting Standards {standards
developed by the IASB)

International Governmental Organization

International Labor Organization

International Monetary Fund

International Organization of Securities Commissions

International Organization for Standardization

International Telecommunications Union

number of observations (survey participants who
answered a given question)

nontariff barriers (to trade)

Organization of Economic Cooperation and Development

Research and Development

Securities and Exchange Commission (of the United
States)

Swedish Standards Institute (Swedish ISO member)

Standards Developing Organization

Technical Barriers to Trade

World Trade Organization

United Nations

Xiv



us s Acknowledgments auw

course of this time, we have individually and jointly incurred many

debts that we are delighted to acknowledge. We have been fortu-
nate to receive financial support for this project from the Department
of Political Science and the Business School at Columbia University, the
American Institute for Contemporary German Studies, the Department of
Political Science, the Graduate School of Arts and Sciences, and the Cen-
ter for International Studies at Duke University, the British Academy, St.
John’s College, the Department of Politics and International Relations as
well as the Centre for International Studies at Oxford University, and espe-
cially the Research Development Fund at Oxford University. We are also
grateful for research leaves and fellowships that enabled this work: Tim
Biithe was a James B. Conant Fellow at the Center for European Studies
at Harvard University, a Political Science Fellow at Stanford University,
and a Robert Wood Johnson Foundation Scholar in Health Policy Re-
search at the University of California, Berkeley and UCSE. Walter Mattli
was a Fellow at the Wissenschaftskolleg (Institute for Advanced Study)
Berlin, the Italian Academy at Columbia University, and the Center for In-
ternational Studies at Princeton University, as well as the J. P. Morgan Prize
Fellow at the American Academy in Berlin, and a British Academy Re-
search Fellow.

For very helpful suggestions, advice, and constructive criticisms at var-
ious stages of this research, we express our gratitude to Mark Axelrod,
Hartmut Berghoff, Sarah Biithe, Steven Brams, David Coen, Benjamin
Cohen, Cary Coglianese, Christina Davis, Daniel Drezner, Henrik Ender-
lein, Henry Farrell, James Fearon, Erik Gartzke, Alexander George, Hein
Goemans, Lucy Goodhart, John Graham, Joseph Grieco, Otto Griiter,
Peter Hall, Henry Farrell, Virginia Haufler, Eric Helleiner, Ray Hill, Sun-
shine Hillygus, Ian Hurd, Atsushi Ishida, Miles Kahler, Ira Katznelson,
William Keech, Robert Kechane, Bendict Kingsbury, Helga Kéttelwesch-
Biithe, Nico Krisch, Stephen Krasner, David Lake, Patrick Leblond, David
Lazer, David Levi-Faur, Charles Lipson, Robert Malkin, Viktor Mayer-
Schonberger, John Meyer, Johannes Moenius, Paul Pierson, Elliot Pos-
ner, Tonya Putnam, Thomas Pliimper, Rachel Rubinstein, David Rueda,

THIS BOOK IS THE PRODUCT of a multiyear collaboration. Over the



ACKNOWLEDGMENTS

Gregory Shaffer, Beth Simmons, David Singer, Duncan Snidal, David
Soskice, Richard Steinberg, Richard Steward, Hendrik Spruyt, Kathleen
Thelen, Joel Trachtman, John Transue, Michael Tomz, Daniel Verdier,
David Vogel, Jonathan Wand, and Gregory Wawro, as well as Ranjit Lall
for his exceptionally careful reading and excellent comments on the pen-
uitimate draft of the manuscript. We also received helpful comments from
participants of presentations at Cornell University, Duke University, Em-
ory University, the Fletcher School of Law and Diplomacy, George Wash-
ington University, Harvard University, Oxford University, Peking Uni-
versity, Princeton University, Stanford University, UCLA, Université de
Montréal Business School, the University of Pittsburgh, the University of
Tokyo, the University of Waterloo, WZB Berlin, and Yale University, as
well as the annual meetings of the American Political Science Association,
the International Political Economy Society, and the International Studies
Association.

A multinational group of talented research assistants have helped us at
various stages of our research. For their assistance we thank Gloria Ayee,
Ana Barton, Viktor Chistyakov, Josh Cutler, Mark Dubois, Marek Ha-
nusch, Nathaniel Harris, Anders Hellstrém, Tammy Hwang, Muyan Jin,
Peter Khalil, Ashley Kustu, Jordan Kyle, Eugen Lamprecht, Danielle Lup-
ton, Stephen MacArthur, Kate MacDonald, Leif Overvold, Seema Par-
kash, Leonid Peisakhin, Jan Pierskalla, Rahul Prabhakar, Rosa Maria
Pujol, Lauren Rodriguez, Susanne Schneider, Gabriel Swank, Julia Torti,
Peter Vassilas as well as Ben Johnston and other IT support staff at Co-
lumbia and Duke universities who helped with the administration of our
two multi-country business surveys, as well as Dr. Gernot Nerb and his
colleagues at the IFO Institute for Economic Research, Munich, from
whom we learned much about the conduct of business survey.

We also thank current and former executives and staff members at
the TASB, ISO, IEC, CEN, CENELEC, and standard-setting bodies and
regulatory agencies in both Europe and the United States, as well as nu-
merous business firms for sharing valuable background information and
their views on, and experiences with, global private governance through
interviews.

On a more personal level, Tim Biithe thanks Sarah and in the final
month of this project also Nina for their loving support and for their pa-
tience when work on this book took me away from them time and again,
and Walter Mattli is deeply indebted to Conchita and Karl for their good
cheer and unfailing support over so many years.

xvi



ACKNOWLEDGMENTS

Last but not least, we are very grateful to Chuck Myers at Princeton
University Press for his interest in and support of this project, as well as
his thoughtful and detailed comments on the book manuscript, and we
thank Heath Renfroe and Mark Bellis of PUP for their help during the

publication process.

xvii



exn Contents wnw

List of Illustrations and Tables
List of Acronyms
Acknowledgments

CHAPTER ONE
The Rise of Private Regulation in the World Economy

Cuarter Two
Private Nonmarket Rule-Making in Context
A Typology of Global Regulation

CHAPTER THREE
Institutional Complementarity Theory

Cuarter Four
Private Regulators in Global Financial Markets
Institutional Structure and Complementarity in
Accounting Regulation

CHarTER FIVE
The Politics of Setting Standards for Financial Reporting

CHAPTER SIX
Private Regulators in Global Product Markets
Institutional Structure and Complementarity
in Product Regulation

CHAPTER SEVEN
The Politics of Nuts and Bolts-—and Nanotechnology
ISO and IEC Standard-Setting for Global Product Markets

Cuarter EiGHT
Contributions to the Theoretical Debates in Political Science,
Sociology, Law, and Economics

CHAPTER NINE
Conclusions and Implications for Global Governance

ArrENDIX 1
Financial Reporting Standards Survey
Additional Survey Results

ix
xiti
xv

18

42

60

99

126

162

192

214

227



APPENDIX 2
Product Standards Survey
Additional Survey Results

APPENDIX 3
Survey Methods

References
Index

CONTENTS

viii

234

238

249
289



muw lllustrations and Tables wu =

[LLUSTRATIONS

Ficure 1.1 Use of IAS/IFRS as Allowed or Required by Stock

Market Regulators 3
Ficure 1.2 New Domestic and International Standards per

Year, 1980-2008 7
Ficure 2.1 Typology: Modes of Global Regulation 19
FiGURE 2.2 Examples of the Four Types of International

Standard-Setting 33
FiGure 3.1 Hierarchical Institutional System 51
FIGURE 3.2 Fragmented Institutional System 53
FIGURE 4.1 Stages of the IASB Standardization Process 75
FIGURE 4.2 FASB: Hierarchical U.S. Domestic Institution for

Setting Financial Reporting Standards 85
FiGURE 4.3 The Fragmented British Domestic System for

Setting Financial Reporting Standards 90
FIGURE 5.1 Survey Participants by Title 104
FiGure 5.2 Multinational Respondent Company 105
FIGURE 5.3 Percentage of Firms for Whom . . .

Is Most Important Source of Capital 106
Ficure 5.4 Effectiveness of IFRS in Achieving

Specified Objectives 109
FiGURE 5.5 Rarity of Asking Government to Influence

the IASB 115
FIGURE 5.6 Importance of Early Involvement for Firm’s

Ability to Exert Influence 116
FIGURE 6.1 Stages of the ISO/IEC Standardization Process 142
Ficure 6.2 The Fragmented U.S. Domestic System for

Setting Product Standards 152

FiGure 6.3 The British Standards Institution (BSI):

Hierarchical Domestic System for Setting

Product Standards 155
FiGURE 7.1 Survey Participants by Title 167
FIGURE 7.2 Multinational Respondent Company 168



ILLUSTRATIONS AND TABLES

Figure 7.3 Importance of Early Involvement
FiGure 7.4 Frequency of Relying on National ISO Member
Body in International Standardization

Ficure A.1.1 “IASB Will Move to Full Fair
Value Accounting”

FiGUure A.1.2 “IASB Should Move to Full Fair
Value Accounting”

FiGure A.1.3 “Truly Global Accounting Rules and Practices
Are Unlikely to Be Achieved, Because Legal
Environments and Business Cultures Differ Too
Much across Countries and Regions”

Ficure A.1.4 Effectiveness of Writing Comment Letters

FiGure A.1.5 Effectiveness of Participating in Field Tests

Ficure A.2.1 Design versus Performance Standards:
Respondent’s Company Prefers . . .

Ficure A.2.2 “Standards Should Be Developed First and
Foremost at the International Level”

TABLES

TaeLE 4.1 Foreign Listings on U.S. and German Stock
Exchanges
TaBLE 5.1 Respondents by Country
TaBLE 5.2 Shift of Governance to the International Level
TaBLE 5.3 Assessment of IASB Standard-Setting
TaBLE 5.4 Influencing International Financial
Reporting Standards
TABLE 5.A.1 Maximum Likelihood Regression Estimates,
Models of Success in Attempts to Influence
International Financial Reporting Standards
TasLE 5.A.2 Effectiveness of IFRS in Achieving
Specified Objectives
TaBLE 5.A.3 Change in Probability of Success in Attempts to
Influence the Technical Specification of Proposed
International Standards
TaBLE 6.1 ISO/IEC Organizational Structure and Output
TasLE 7.1 Respondents by Country
TaBLE 7.2 Product Standards as Nontariff Barriers to Trade
TaBLE 7.3 Shift of Governance to the International Level

177

183

228

229

230
231
232

236

237

65
103
107
110

118

123

124

125
140
165
169
169



ILLUSTRATIONS AND TABLES

TaBLE 7.4 Influence via Government?

TaBLE 7.5 Influencing International Product Standards

TaBLE 7.6 Involvement in International Standardization

TaBLE 7.A.1 Maximum Likelihood Regression Estimates,
Models of Success in Attempts to Influence
International Product Standards

TaBLE 7.A.2 Change in Probability of Success in Attempts to
Influence the Technical Specification of Proposed
International Standards

TasLE 7.A.3 Maximum Likelihood Regression Estimates,
Models of Involvements in International Product
Standard-Setting

TaBLE 7.A.4 Change in Probability of Firm Involvement in the
Technical Specification of Proposed International
Standards at Given Level of Frequency

TaBLE A.3.1 Firms in Industry X (Hypothetical)

x1

174
175
180

187

188

189

190
241



CHAPTER ONE

The Rise of Private Regulation
in the World Economy

N 28 Aucgust 2008, the world financial community awoke to

stunning headline news: the Securities and Exchange Commis-

sion (SEC), the powerful U.S. financial market regulator, had
put forth a timetable for switching to International Financial Reporting
Standards (IFRS), produced by the International Accounting Standards
Board—a private-sector regulator based in London. SEC-regulated U.S.
corporations were to be required to use IFRS, possibly as soon as 2014.!
Only a decade earlier, the suggestion that the United States might adopt
IFRS “would have been laughable,”? as many experts expected U.S.
standards to become the de facto global standards.

The SEC’s decision to defer to an international private standard-
setter is part of a broader and highly significant shift toward global pri-
vate governance of product and financial markets. What is at stake? Fi-
nancial reporting standards specify how to calculate assets, liabilities,
profits, and losses—and which particular types of transactions and events
to disclose—in a firm’s financial statements to create accurate and easily
comparable measures of its financial position. The importance of these
standards, however, runs much deeper. Through the incentives they create,
financial reporting standards shape research and development, executive
compensation, and corporate governance; they affect all sectors of the
economy and are central to the stability of a country’s financial system.

!See, for example, Hughes, “US Set to Adopt IFRS Rule” (2008). The SEC’s proposed
“Roadmap to IFRS Adoption” of August 2008 has been elaborated and extended by the
February 2010 “Work Plan.” The plan envisages that, after review and confirmation in
2011, it would become mandatory for all U.S. companies whose shares are traded on a
U.S. stock exchange to prepare their regular financial statements on the basis of IFRS. This
requirement is to be phased in over several years (see chapter 4 for details).

2House, “Global Standards Here to Stay” (2005), 72.



CHAPTER 1

IFRS, however, differ in some important respects from U.S. Generally Ac-
cepted Accounting Principles (GAAP), the financial reporting standards
so far required by the SEC.? Having evolved in a very litigious business
environment, U.S. GAAP are highly detailed and address a vast range of
specific situations, protecting companies and auditors against lawsuits.
IFRS, by contrast, have traditionally been principles-based. They lay out
key objectives of sound reporting and offer general guidance instead of
detailed rules.

The implications of a switch from U.S. GAAP to IFRS are therefore
momentous: twenty-five thousand pages of complex U.S. accounting
rules will become obsolete, replaced by some twenty-five hundred pages
of IFRS. Accounting textbooks and business school curricula will have to
be rewritten, and tens of thousands of accountants retrained. Companies
will need to spend millions of dollars to overhaul their financial informa-
tion systems; many will need to redesign lending agreements, executive
compensation, profit sharing, and employee incentive programs.* And
investors as well as financial analysts will need to learn how to interpret
the new figures on assets, liabilities, cash flow, and earnings. The impli-
cations run deeper still. As explained by Robert Herz, chairman of the
organization producing U.S. GAAP—the Financial Accounting Standards
Board (FASB): “Liv[ing] in a world of principles-based standards involves
[far-reaching] changes—institutional changes, cultural changes, legal and
regulatory changes.”’ In sum, the proposed shift of rule-making authority
from the domestic to the international level will affect numerous and di-
verse actors, and bring deep changes to the American financial market.

The United States is not the only country to switch to international stan-
dards, of course. As figure 1.1 shows, the number of jurisdictions where
stock market regulators permit or even require the use of IFRS has ex-
ploded since 2001—despite the substantial costs of the switch for many
countries’ firms, investors, and regulators.® In the member states of the

3See, for example, Cunningham, “The SEC’s Global Accounting Vision: A Realistic Ap-
praisal” (2008); Deloitte, “IFRS and US GAAP” (2008); Nobes and Parker, eds., Com-
parative International Accounting {2008), 74ff, 184f; Smith, “Convergence Is ‘Some Way
Off’” (2007). Cf. Harris, International Accounting Standards versus US-GAAP Reporting
(1995).

*Rezaee et al. warn that these costs may exceed the costs of compliance with the Sarbanes-
Oxley legislation, “Convergence in Accounting Standards” (2010), 145.

$Robert Herz, as quoted in Dzinkowski, “Convergence or Conversion?” (2008), 115.

¢Until 2001, international financial reporting standards were known as International Ac-
counting Standards (IAS). Jurisdictions with domestic stock markets, only. Financial reporting
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rules are reported by “jurisdiction™ because a few states contain more than one jurisdiction
{e.g., Abu Dhabi and Dubai in the United Arab Emirates) and a few jurisdictions, such
as Taiwan, are not universally recognized as states. Deloitte considers a jurisdiction to be
permitting/requiring international standards when they either accept IFRS-based accounts
without reconciliation or when the standards “adopted” as national standards are virtually
all “word-for-word” equivalent to the international standards. Most of the countries requir-
ing IAS/IFRS prior to 2000 were “developing or newly industrialised countries [that] do not
have the resources to develop their own requirements” (Cairns, “Aid for the Developing
World” (1990), 82).



CHAPTER 1

European Union (EU) and about sixty other countries across all conti-
nents, the use of IFRS is already mandatory for companies with publicly
traded financial securities (stocks and bonds).” And the trend is continu-
ing: government regulators of several additional countries, including Ja-
pan, Canada, Brazil and India, have committed themselves to requiring
IFRS in the near future.®

The global convergence of accounting standards is driven, in large
part, by the international integration of financial markets and the in-
creasingly multinational structure of corporations. These developments
have not only led to economic growth and greater profits for many, but
have also raised the costs of continued cross-national divergence of fi-
nancial reporting standards for companies and investors. Indeed, cross-
national differences in these rules are said to have exacerbated the global
financial crisis of 2008-9—and the Asian Financial Crisis of 1997-98
before it. The belief that harmonization would bring substantial benefits
has prompted firms and governments to push for a single common set
of international financial reporting standards. Harmonization promises
to increase the cross-national comparability of corporate information,
improve the transparency of financial statements for shareholders, inves-
tors, and creditors, as well as achieve greater efficiency and stability in
global capital markets.

Switching to IFRS, however, also brings costs, and these costs vary
across countries. For countries with marginal capital markets and no
proper accounting tradition, the costs are relatively minor.” However, they
can be considerable for countries or regions with large and sophisticated
capital markets as well as long-standing domestic accounting traditions,
such as the United States and many European countries. These costs will
be larger the greater the difference between IFRS and long-established
domestic rules and practices. Americans and Europeans therefore have
particularly strong incentives to seek to influence the process of global
rule-making in accounting. International standards that end up being
identical or very similar to a country’s domestic standards will minimize
that country’s costs of switching to “international” rules. And in highly

7Deloitte, “Use of IFRS by Jurisdiction” (2010).

8See Deloitte, “Accounting Standards Updates by Jurisdiction” (2010).

9The adoption of IFRS by developing countries is discussed for instance in Zeghal and
Mhedhbi, “The Analysis of Factors Affecting the Adoption of International Accounting
Standards by Developing Countries” (2006).



