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ABSTRACT Independent regulatory agencies are one of the main institutional
features of the ‘rising regulatory state’ in Western Europe. Governments are
increasingly willing to abandon their regulatory competencies and to delegate them
to specialized institutions that are at least partially beyond their control. This article
examines the empirical consistency of one particular explanation of this phenom-
enon, namely the credibility hypothesis, claiming that governments delegate powers
so as to enhance the credibility of their policies. Three observable implications are
derived from the general hypothesis, linking credibility and delegation to veto
players, complexity and interdependence. An independence index is developed to
measure agency independence, which is then used in a multivariate analysis where
the impact of credibility concerns on delegation is tested. The analysis relies on an
original data set comprising independence scores for thirty-three regulators. Results
show that the credibility hypothesis can explain a good deal of the variation in
delegation. The economic nature of regulation is a strong determinant of agency
independence, but is mediated by national institutions in the form of veto
players.

KEY WORDS Credibility; delegation; independent regulatory agencies; regula-
tory policy.

1. INTRODUCTION

In the past decade, the thesis of the ‘rise of the regulatory state in Europe’
(Majone 1994) has been widely discussed in the literature. Many authors have
stressed that fundamental changes in the role of the state have recently
occurred. On the one hand, the state retreats from sectors such as utilities,
where it used to be highly interventionist, but, on the other hand, it reregulates
the now-liberalized markets with less intrusive instruments. This implies a shift
in the very functions of the state, notably from stabilization and redistribution
to regulation.

In this article I wish to focus on one particular aspect of this thesis, namely
delegation of regulatory powers to independent agencies. In fact, governments
are increasingly willing to abandon some of their regulatory competencies in
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favour of institutions that are not democratically accountable, and that are
insulated from political influence. This is one of the main institutional features
of the rising regulatory state (La Spina and Majone 2000).

To explain delegation, the ‘credibility hypothesis’, claiming that govern-
ments delegate powers in order to enhance the credibility of their policies, has
been suggested and is now widely accepted. While this hypothesis is theoret-
ically well founded, however, it is empirically deficient since, as far as I know,
it has never been systematically tested. Hence, it seems to me that it is time
to examine whether this hypothesis is consistent with empirical evidence.

This article contributes to the literature in at least three ways. First, it offers
a first empirical assessment of one well-established hypothesis about a new
institutional feature of most western European countries. Second, it suggests a
detailed operationalization of agency independence leading to a single inde-
pendence index. I argue that this is very much needed because, so far, we have
had only a blurred understanding of what independence means. This is an
unavoidable step for any research aiming to study independent agencies in a
comparative way, and is particularly important because the institutional design
of independent agencies, as is often stressed, is characterized by extreme
empirical heterogeneity. Third, in this paper independent agencies are taken as
dependent variables, whereas most of the literature shows how, as independent
variables, agencies can have an impact on regulatory reform and outcomes
(Thatcher 1994; this issue).

Moreover, I address explicitly some of the major themes of this special issue,
including the role of transnational forces in shaping regulatory reform, and
how national institutions mediate them.

The rest of the paper is structured as follows. I will first develop in detail
the hypothesis, from which I will then derive several observable implications.
In the empirical section I will discuss data, methods and results. Conclusions
and suggestions for future research follow.

2. THE CREDIBILITY HYPOTHESIS

The ‘credibility hypothesis’ has most explicitly been discussed in Majone
(1997), but has been addressed in some detail also in La Spina and Majone
(2000: 142-50) and in Majone (1996a: 40—4; 1996b; 2001). The hypothesis
is clear: ‘political sovereigns are willing to delegate important powers to
independent experts in order to increase the credibility of their policy commit-
ments (Majone 1997: 139-40). In other words, the need for credibility
explains delegation. In the remainder of this section I will try to develop this
argument, which is theoretically well founded.

The classic reference is the article by Kydland and Prescott (1977), where
the question is whether governments should adapt their (monetary) policies to
current conditions or conduct policy on the basis of fixed rules. The authors
argue that there is potential conflict between policy-makers’ discretion and
policy optimality, which, on the contrary, can be enhanced by the capacity of
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policy-makers to credibly commit themselves, i.e. to bind themselves to a fixed
and pre-announced course of action.

This apparent paradox can be understood if it is considered that policy-
makers’ discretion can lead to time inconsistent policies, i.e. to policies that
change over time." In fact, policy-makers will usually have incentives to change
their policies over time to adapt them to the new, maybe unforeseen context
instead of sticking to a strategy that was chosen when full information on
future developments and conditions was not available. Another source of time
inconsistency may be simply a change in the preferences of policy-makers,
owing, for example, to a new partisan composition of the government, or new
public opinion pressures.

The problem is that, when the success of the policy relies ultimately on the
response of rational individuals, as is often the case, even an adaptation made
with the collective good in mind hinders policy-makers from reaching their
objectives, so that the capacity of making credible commitments is a key
resource for the government. In fact, it is claimed, rational actors anticipate the
future moves of policy-makers and act accordingly, which prevents the latter
from achieving their goals by routinely adapting policies to new
contingencies.

The relevance of credible commitment capacity for policy outcomes is
hardly questioned. In fact, it has been shown that no less than economic
growth and a healthy economy depend on the capacity of the government to
make credible commitments (North and Weingast 1989; Henisz 2000a).

Policy-makers need to be credible in particular when they cannot rely on
coercion to implement their policies (Majone 1997). This is the case when
they must cope with two different kinds of phenomenon that are becoming
increasingly relevant for policy-makers. First, governments may face a high
degree of international interdependence, which weakens the impact of policy
actions on the home country and strengthens their impact on other countries.
Second, they may have to deal with a high degree of complexity, which occurs
when the effectiveness of a policy depends not only on the material resources
that can be mobilized, but also on the successful modification of individual
behaviour.

Majone (1997: 145) stresses that it is difficult for elected politicians to be
credible, notably because they have a very short time horizon, namely the next
election. Moreover, a legislature cannot bind a subsequent legislature, or a
majority a subsequent majority, so that the coherence of policies over time is
anything but assured. This problem is likely to be more acute when majority
coalitions are easily mobilized (Shepsle 1991: 255) and when the decision-
making process is more frictionless.

One possible solution to this credibility problem for governments is delega-
tion of competencies to independent agencies (Shepsle 1991: 256; Dixit 1996:
65), because this implies that policy-makers give up their discretion and
commit themselves to more or less fixed rules. Independent agencies have
different incentives (either because of their preferences, as in the case of
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‘conservative” central banks, or their legal mandate, or both) and do not suffer
from the short time-horizons imposed by the democratic process. Their
capacity to credibly commit themselves is thus much greater than that of
democratically accountable and elected bodies.

To sum up, the ‘credibility hypothesis’ states that governments delegate
powers to independent agencies in order to increase the credibility of their
policies. Credibility is problematic for elected politicians because their policy
commitments tend to be time inconsistent, i.e. to change over time. When
governments cannot rely on coercion to implement their policies, a lack of
credibility is problematic because rational actors can anticipate future policy
changes and thereby prevent the government from attaining its objectives.

This hypothesis is expressed in abstract terms in the literature, and as such
it cannot be easily confronted with empirical evidence. In the following
section, as a first step towards an empirical verification, I will therefore derive
some observable implications from this general hypothesis.

3. OBSERVABLE IMPLICATIONS

Deriving observable implications from theory has at least two advantages (King
et al. 1994). First, translating a causal relationship stated in abstract terms into
a more concrete form makes its empirical verification easier. Second, increasing
the number of observable implications of a theory improves not only its
testability, but also its leverage.

The testable implications of the credibility hypothesis can be grouped under
at least three headings, linking credibility respectively with interdependence,
complexity and the decision-making process.

3.1 Credibility and interdependence

Majone (1996a, 1997) explicitly links the need for credibility to international
interdependence, because the latter implies that the trade-off between credi-
bility and coercion is no longer available. In fact, at the domestic level a lack
of credibility can be at least partially compensated by the use, or the threat, of
legitimate violence. If the government wants to convince foreign investors to
put their money in its domestic firms, it cannot force them, but is obliged to
persuade them that its policies will favour their investments. To this end, it
must enhance its credibility. This argument is consistent with empirical
evidence: it has been shown that multinational investment is sensitive to
political hazard, defined as the feasibility of policy change by the host-country
government (Henisz 2000b).

Further, Majone (1997: 144) advances a very precise claim: in his opinion,
‘there is a definite correlation between the credibility issue and the increased
openness of national economies and societies.” From these arguments we can
draw at least one hypothesis, which postulates a positive link between delega-
tion and international interdependence:



Downloaded by [UZH Hauptbibliothek / Zentralbibliothek Zurich] at 02:35 09 January 2014

F. Gilardi: Policy credibility and delegation to IRAs 877

*  Hypothesis 1: the more an economy is subject to ‘international interdepend-
ence’, the more delegation there should be.

3.2 Credibility and complexity

The argument of the missing trade-off between coercion and credibility is
invoked also in relation to the growing complexity of public policy, i.e. the fact
that ‘newer forms of economic and social regulation ... aim ultimately at
modifying individual expectations and behavior’ (Majone 1997: 144). Al-
though credible commitments are necessary for attracting investment in gen-
eral (North and Weingast 1989; Stasavage 2002), it seems widely accepted in
the literature that this need is most urgent when governments engage in
utilities privatization and liberalization (Spiller 1993; Levy and Spiller 1994,
1996). In this context, the main problem for governments is attracting private
investments in freshly opened markets. Governments have incentives to dele-
gate regulation to an independent authority because they need to credibly
persuade investors that market functioning will not be biased by the national-
ization legacy, typically in favour of the formerly state-controlled monopolist.
Governments must then be able to credibly commit to an investor-friendly
course of action. As a result, delegation and market opening can be linked:

*  Hypothesis 2: delegation is more likely in sectors that have been recently
subject to market opening.

3.3 Credibility and veto players

The link between credibility and veto players refers directly to the time
inconsistency argument. Time inconsistency occurs when policy-makers adapt
their policy to new circumstances. However, the capacity to produce policy
change is not constant, but varies across political systems, and is even one of
their main characteristics (Tsebelis, forthcoming). In this perspective, policy
stability is a function of the number of veto players, their distance and their
cohesion. If we assume that policy stability enhances the time consistency of
policies, we should expect a negative relationship between the former and the
extent of delegation. The relevance of institutional features is stressed also by
Shepsle (1991), who argues that some institutional arrangements may guaran-
tee government credibility.

Several analyses have discussed the relevance of veto players for the issues at
stake here. In particular, authors studying central banks argue and show
empirically that checks and balances of various kinds, including veto players,
have an impact on central bank independence (Keefer and Stasavage 1998;
Moser 2000: 127-62). The argument here, however, is different from that
exposed above. The point is that delegation of monetary policy-making
authority will have a greater effect on credibility when there is a larger number
of veto players, because ‘the benefits of central bank independence depend on
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the existence of some costs of withdrawing the independence’ (Moser 2000:
129). As the benefits of delegation are greater, so should be the incentives for
politicians to delegate. When, on the other hand, low checks and balances
make delegation ineffective, governments are supposed to find alternative
mechanisms to mitigate the consistency problem (Moser 2000: 130). This
conclusion contrasts sharply with that of the argument exposed above. Veto
players have here a positive impact on delegation.

The argument of a positive relationship between veto players and delegation
belongs to a well-established literature, is theoretically well founded, and has
survived several empirical tests. In addition, Keefer and Stasavage (1998: 3)
explicitly state that, although they focus on central banks, ‘we believe that our
analysis generalizes to all forms of agency independence.” The opposite argu-
ment, on the other hand, is less developed, although Stasavage (2000) points
out that governments in systems with low checks and balances should be
expected to find alternative solutions to policy instability, and delegation is one
possibility.

Eventually, the direction of the relationship is an empirical matter. Rather
than univocally embracing either hypothesis at this stage, it seems more
reasonable to simply hypothesize that veto players are significantly related to
agency independence, and let the empirical evidence decide about the direc-
tion of the relationship.

*  Hypothesis 3: there is a significant link between veto players and
delegation.

4. EMPIRICAL ANALYSIS

4.1 Data and methods

To evaluate to what extent credibility concerns have an impact on the
independence of regulatory agencies, 1 have constructed a data set” with
information on regulators for five sectors (electricity, telecommunications,
financial markets, food safety and pharmaceuticals) in seven countries (Bel-
gium, France, Germany, Italy, the Netherlands, Sweden and the United
Kingdom). These regulators are presented in Table 1.

On this empirical basis, I use OLS regression to estimate parameters from
the following equation:

Y =0+ BX, +BX, + BsX; + ¢

where

Y =an index of regulatory agencies’ independence (see below);

X, = market opening (dummy variable);

X, = veto players, measured by the variable CHECKS3 in the Database of
Political Institutions,’ version 3.0 (Beck ez 2/ 2001). This variable is a
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good proxy for veto players (Tsebelis, forthcoming: 344). It is based on
the number of parties in the executive and in the legislature, taking into
account divided government and coalitional heterogeneity.*

X; = interdependence, measured by the sum of trade, foreign direct investment
(FDI) and international portfolio investment as a share of gross domestic

product (GDP) (Garrett 2000).°

The operationalization of the dependent variable deserves to be discussed in
detail. In effect, not only are no data on agency independence readily available,
but also a satisfying operationalization for this concept does not exist. I have
thus developed an index of regulatory agencies’ independence, and then used
it to measure the independence of regulators in the cases mentioned above.®

A technique for measuring independence has only been developed for the
special case of central banks (Grilli ez al. 1991; Cukierman er al. 1992;
Cukierman and Webb 1995; Elgie 1998; sece Forder 2001; Mangano 1998 for
critiques). With the exception of Kreher (1997), and Gonenc ez al. (2000) and
OECD (2000) for the case of telecommunications, whose operationalizations,
however, are not very refined, no one has tried to measure the independence
of regulatory agencies in general.

My operationalization of the independence of regulatory agencies is based
on this literature, and in particular on the independence index developed by
Cukierman et al. (1992), which is, however, quite strongly completed and
corrected in order to fit the more general case of independent regulatory
agencies.

The index is focused on formal independence. This can be divided into five
main dimensions, namely the agency head status, the management board
members’ status, the general frame of the relationships with the government
and the parliament, financial and organizational autonomy, and the extent of
delegated regulatory competencies. The indicators associated to these variables
are presented in detail in Table 2.

Each indicator is numerically coded on a scale of 0 (lowest level of
independence) to 1 (highest level of independence). In order to construct a
single independence index, the individual indicators are aggregated in two
steps. First, the indicators are aggregated at a variable level. The value of the
variable-level index is simply the mean of the corresponding indicators. Then,
variable-level indexes are aggregated into a single independence index, which
once again is simply the mean of the five variable-level indexes. In other words,
to each variable is attributed the same weight and thus, implicitly, the same
relevance. One could reasonably argue here that this or that variable, say
agency head status, is more relevant and thus deserves to be weighted more.
It seems to me that combining variables is unavoidably arbitrary. Hence, I cut
this Gordian knot in the simplest way, by attributing the same weight to each
variable.

It is worth stressing here a point on the issue of measurement validity” that
has recently been put forward by Adcock and Collier (2001). These authors



Downloaded by [UZH Hauptbibliothek / Zentralbibliothek Zurich] at 02:35 09 January 2014

Table 2 Formal independence of regulatory agencies: operationalization

F. Gilardi: Policy credibility and delegation to IRAs 881

Dimension Indicators Numerical
coding
A) Agency head status 1) Term of office
§ over 8 years 1.00
§ 6 to 8 years 0.80
§ 5 years 0.60
§ 4 years 0.40
§ fixed term under 4 years or at the 0.20
discretion of the appointer
§ no fixed term 0.00
2) Who appoints the agency head?
§ the management board members 1.00
§ a complex mix of the executive and the 0.75
legislature
§ the legislature 0.50
§ the executive collectively 0.25
§ one or two ministers 0.00
3) Dismissal
§ dismissal is impossible 1.00
§ only for reasons not related to policy 0.67
§ no specific provisions for dismissal 0.33
§ at the appointer’s discretion 0.00
4) May the agency head hold other offices
in government?
§ no 1.00
§ only with permission of the executive 0.50
§ no specific provisions 0.00
5) Is the appointment renewable?
§ no 1.00
§ yes, once 0.50
§ yes, more than once 0.00
6) Is independence a formal requirement for
the appointment?
§ yes 1.00
§ no 0.00
B) Management board
members’ status 7) Term of office
§ over 8 years 1.00
§ 6 to 8 years 0.80
§ 5 years 0.60
§ 4 years 0.40
§ fixed term under 4 years or at the 0.20
discretion of the appointer
§ no fixed term 0.00
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Table 2 Continued

Dimension Indicators Numerical
coding
8) Who appoints the management board
members?
§ the agency head 1.00
§ a complex mix of the executive and the 0.75
legislature
§ the legislature 0.50
§ the executive collectively 0.25
§ one or two ministers 0.00
9) Dismissal
§ dismissal is impossible 1.00
§ only for reasons not related to policy 0.67
§ no specific provisions for dismissal 0.33
§ at the appointer’s discretion 0.00
10) May management board members hold
other offices in government?
§ no 1.00
§ only with permission of the executive 0.50
§ no specific provisions 0.00
11) Is the appointment renewable?
§ no 1.00
§ yes, once 0.50
§ yes, more than once 0.00
12) Is independence a formal requirement
for the appointment?
§ yes 1.00
§ no 0.00
C) Relationship with
government and 13) Is the independence of the agency
parliament formally stated?
§ yes 1.00
§ no 0.00
14) Which are the formal obligations of the
agency vis-avis the government?
§ none 1.00
§ presentation of an annual report for 0.67
information only
§ presentation of an annual report that 0.33
must be approved
§ the agency is fully accountable 0.00
15) Which are the formal obligations of the
agency vis-awvis the parliament?
§ none 1.00
§ presentation of an annual report for 0.67

information only
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Dimension Indicators Numerical
coding
§ presentation of an annual report that 0.33
must be approved
§ the agency is fully accountable 0.00
16) Who, other than a court, can overturn
the agency’s decision where it has
exclusive competency?
§ none 1.00
§ a specialized body 0.67
§ the government, with qualifications 0.33
§ the government, unconditionally 0.00
D) Financial and
organizational 17) Which is the source of the agency’s
autonomy budget?
§ external funding 1.00
§ government and external funding 0.50
§ government 0.00
18) How is the budget controlled?
§ by the agency 1.00
§ by the accounting office or court 0.67
§ by both the government and the agency 0.33
§ by the government 0.00
19) Who decides on the agency’s internal
organization?
§ the agency 1.00
§ both the agency and the government 0.50
§ the government 0.00
20) Who is in charge of the agency’s
personnel policy?
§ the agency 1.00
§ both the agency and the government 0.50
§ the government 0.00
E) Regulatory 21) Who is competent for regulation in the
competencies sector?
§ the agency only 1.00
§ the agency and another independent 0.75
authority
§ the agency and the parliament 0.50
§ the agency and the government 0.25
§ the agency has only consultative 0.00

competencies

Note: The higher the code, the more independent the agency. For the cumulated
index, each dimension counts for 1/5.
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argue that, when discussing the quality of a given measurement technique, one
should focus exclusively on the relation between reality and the ‘systematized
concept’, i.e. the concept as defined for the purposes of the research. This
means that disputes about the ‘background concept’, i.e. the more general
concept from which the systematized definition derives, should be set aside,
despite their importance, as irrelevant for measurement quality. In the present
context these reflections are especially useful because the ‘background concept’,
namely independence, is most controversial. This means that any attempt to
operationalize independence is bound to be contested on the basis of alleged
misfit with this or that understanding of the background concept. Such
criticism would be misplaced. The value of the operationalization which I
propose here, rather, should be assessed against the systematized concept which
I use, and in the context of the research question addressed. As the focus of
the paper is on institutional design, it seems reasonable to define independence
primarily in a formal way, as concretized in statutes. The point is then that the
independence index which I develop here should not be evaluated against any
possible conception of ‘independence’, but, rather, against the specific defini-
tion that is used here.

4.2 Results

Table 3 shows the results of the empirical analysis. Several specifications of the
model are estimated in order to test the various aspects of the credibility
hypothesis.

Model 1 tests the impact of market opening, veto players and globalization
on agency independence. As expected, the market opening coefficient has a
positive sign and is significant. Although this is far from surprising, it should
be stressed that so far the argument linking market opening with the creation
of independent agencies has been a plausible, theoretically founded, but
hypothetical one. This result is, to the best of my knowledge, the first
systematic evidence proving this claim.

The coefhicient for veto players is also significant, though only at the 0.10
level, and has a negative sign. This result is interesting for two reasons at least.
First, it confirms that veto players are a relevant variable behind the institu-
tional design of independent agencies. This extends one result of the literature
on central banks to the more general case of regulatory agencies. Second, and
in opposition to this literature, the sign of this coefficient is negative: more
veto players lead to less delegation. As theoretical arguments exist for both a
positive and a negative relationship b