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PART I
GENERAL ISSUES


CHAPTER 1
INTRODUCTION: REGULATION—THE FIELD AND THE DEVELOPING AGENDA

ROBERT BALDWIN

MARTIN CAVE

MARTIN LODGE

Everybodies talking about … revolution, evolution, … regulations

John Lennon1

1.1 INTRODUCTION

Listeners to the BBC’s Radio 4 morning news programme were treated, one early morning in July 2008, to three stories giving airspace to the words ‘regulation’ and ‘regulating’. One story was about reforms of US financial market regulation in the light of the so-called credit crunch. The second was about British opposition to a proposed revised EU Directive on pesticides that shifted the regulatory approach away from a ‘risk-assessment’ to a more ‘toxicological hazard’-based approach. The third item concerned the regulation of perks for parliamentarians in the UK House of Commons.

A number of things were notable about these news pieces and indicated that, indeed, everyone is talking about regulation. Two of the stories, those concerning the pesticide directive and parliamentary pay, would not have been associated with the language of regulation two decades ago. Furthermore, the financial regulation and the pesticide directive stories point to the international interest in national approaches towards regulation as well as to the penetration of national policy interventions by transnational approaches to regulation. What unites all three stories is the revealing of ‘regulation’ as both a technical fix to a problem and a source of problems itself and as inherently a site where different political and economic forces come into contest.

If the three stories noted above appear relatively un-noteworthy to readers in the UK or elsewhere this is because the language and practice of regulation has, over the past three decades, entered the language of public policy, law, and economics. Indeed, by 2010, calls for ‘more regulation’ in financial markets were widespread both at the national and international level and the boundaries between states and markets were redrawn almost on a daily basis following large-scale nationalisations of the banking sector. The practice of regulating markets, for example through licensing or planning permits, belongs to the oldest functions of the state but the language of regulation has penetrated ever more social domains, leading some observers to declare that we are living in the age of the ‘regulatory state’ (Moran, 2002 and 2003; Majone, 1994 and 1997). Regulation, and its attendant language, has not just penetrated policy discussions and, in turn, academic debates, but regulation as a field of study has impacted materially on the social sciences. One such impact has been the rediscovery and refocusing of discussions about control as a central aspect of policy analysis.

This Handbook has been put together at a critical and challenging time. The study of regulation has long been monopolised by economists with some occasional contributions by students of public administration in the public law tradition (Robson, 1962). As this Handbook illustrates, regulation has become a multi-disciplinary field, with substantial contributions to regulatory debates being made by political scientists, lawyers, sociologists, anthropologists, and others. Writings on regulation are well-represented across scholarly publication outlets and there has also been the inevitable arrival of a journal with the word regulation in its title, Regulation and Governance. In addition, a diversity of university courses and programmes, as well as research centres have emerged in order to deal with various aspects of the theory and practice of regulation. Some of these treat regulation as a generic subject taught in interdisciplinary programmes and others specialise in specific areas, such as financial services, communications or utilities, or discrete academic disciplines.

Regulation, as a consequence, has reached a state of maturity, both in an intellectual and in a ‘world of practice’ sense that has moved on considerably over the past decade or so (see Baldwin, Scott, and Hood, 1998). Intellectually, there has been a distinct process of maturation in the development of theoretical perspectives and lenses that are capable of application to the analysis of generic processes of regulation across specific sectors and across cultural contexts.

In the world of practice, maturity has meant both processes of growing commonality, as well as growing specialisation. That growing commonality has been evidenced by the emergence of a distinct international and national ‘regulatory community’ that shares similar languages and concepts. The language of regulation has penetrated not only diverse policy domains, but has also become part of non-English speaking legal systems, ‘regulatory agencies’ as well as ‘better regulation’ or ‘high quality regulation’ initiatives have become part of the administrative landscape, and ideas of standard-setting and enforcement have penetrated different policy and academic communities. This contrasts with an earlier age in which conversations remained distinctly within domains, whether these are energy, telecommunications, food safety, occupational health, environmental or financial regulation.

This rise in commonality has been accompanied by a simultaneous specialisation within regulated industries. This specialisation is linked to a burgeoning of the ‘regulation industry’: in the early days of ‘regulatory reform’, regulation and regulatory reform experiences (largely those of the network industries) were shared within a small set of individuals. A broadening of that discussion was, however, driven forward as career paths and domain-specific concerns triggered growing trends towards specialisation—in a movement that was framed, configured, and generated through the language of regulation.

The challenge for a Handbook of Regulation is not only to account for this broadening and maturation of interest, but also to illustrate how regulation has remained a moving target, both in the fields of practice and study, for the past three decades. The very concept of regulation has evolved so that study in this area is no longer confined to the examination of dedicated ‘command’ regimes that are designed to offer continuing and direct control over an area of economic life. The ‘regulator’ on the book cover represents this kind of traditional vision (and, arguably, continuing rhetorical attraction) of regulation as a ‘red light’ concept, an idea that through the rule of law a system could ‘maintain its designated characteristics’. The same idea is represented in the idea of a ‘regulator’ (in 1758) as ‘a clock by which other timepieces are set’.

In contrast to this ‘fixed’ view, the practice and study of regulation has increasingly moved towards more flexible understandings. This includes, for example, the indirect regulatory effects of control systems that are set up with aims other than regulation (e.g. taxation mechanisms). Similarly, it has become widely accepted that regulation can be carried out by numerous mechanisms other than those commonly typified as ‘command and control’. Thus, scholars of regulation will see emissions trading mechanisms or ‘name and shame’ devices as being well within the province of their concerns.

The vocabulary of regulation has, moreover, impacted on more traditional areas of study—so that volumes on, say, family law, contracts, or environmental controls have come to approach the relevant issues in regulatory terms (Eekelaar, 1991; Collins, 2002; Stoloff, 1991; Handler, 1997). This has often tended to enrich analyses as it has become more generally accepted that regulation is a subject that is best dealt with from a trans- or multi-disciplinary perspective. Finally, regulation, as a field of practice and study, has had to come to grips with a central factor of regulatory life—the rate of change that affects most regulated sectors. New regulatory challenges are, thus, thrown up as technologies develop, as new products are devised and sold, as new types of actor enter the scene and as consumers’ preferences shift. One example is the challenge presented by the arrival of genetically-modified (GM) food where conflicts about regulation have shaped local, national, and international regulatory regimes and geopolitics. In this context, regulation has become a central feature not just in the debates regarding the control of new or changing technologies, but also in the context of new technologies that change the frontiers of existing regulatory regimes—as with the array of possibilities and control issues that arise with the development of gambling via the Internet.

This Handbook therefore brings together a group of contributions that seek to highlight the growing importance of the language, practice, and study of regulation for contemporary social life, to show how the theory and practice of regulation have developed through a process of continuous interaction, to explore key themes in the study and practice of regulation, to assess developments, and to suggest how these trajectories will develop in the future.

1.2 BROADENING UNDERSTANDINGS OF REGULATION

As already noted, regulation has become a much wider concern than an interest in ‘governing by rule’. The idea that we are living in an era of the ‘regulatory state’ (Majone, 1994 and 1997; Moran, 2002 and 2003) has been furthered by the spread of the language of regulation across social systems as well as state organisations and government strategies. The associated suggestion is that regulation, its practice and study, are central to the interaction between economic, legal, political, and social spheres. Indeed, the centrality of regulation to contemporary political, economic, and social life, as captured by the notion that we are living in the age of the ‘regulatory state’, points to significant implications for our understanding of the state, the power of non-elected administrative bodies, and ongoing attempts to standardise and control ever more social domains.

The past thirty years have witnessed a crystallisation of paradoxes in regulatory dynamics. First of all, there has been a continued concern with the ‘evils’ of regulation, such as ‘red tape’, overload, and excessive bureaucratisation of economic and social life. Such concerns have been sustained even in the wake of the credit crisis of 2007–9 (Arculus, 2009). Contemporary critics suggest that regulation represents major barriers towards competitiveness and economic growth and such criticism is fuelled by some international organisation’s attempts at benchmarking regulatory and administrative constraints on business environments (such as the World Bank’s ‘Doing Business’). Such critics find plenty of agreement with the 19th century anti-red tape campaign in the UK supported by Charles Dickens, and made famous in his description of the Circumlocution Office (Dickens, 1857: esp. chapter 10).

A second policy dynamic became focused on the quality and direction of regulation, and stemmed from widespread advocacy of ‘deregulation’ in key industries, such as utilities. Therefore, the literature has observed a privatisation bandwagon (Ikenberry, 1988), where markets were liberalised, state-owned enterprises transferred into private ownership, and regulatory agencies and other devices, such as long-term contracts, became prominent features of the policy landscape. However, three decades of regulatory reform in infrastructure regulation suggest that regulation is not only necessary for the functioning of a market economy but that regulatory oversight remains essential in the running of such public services, in particular in those aspects that reflect genuine natural monopoly elements, such as networks. A growing importance has, moreover, become attached to quality and direction in regulatory activities—as can be seen in the growth of the objectives that have been imposed on regulatory agencies. The initial emphasis on economic regulation that was supposed to ‘wither away’ over time has been replaced by a realisation of the continued need for oversight and the addition of environmental and sustainability objectives to the earlier primarily economic and social objectives. Again, such a trend is not surprising for observers of historical trends, given the incremental and ‘layered’ growth of regulation that has characterised the past centuries, in such fields as market practices (licenses and weights), occupational health, or social and environmental concerns (see, for example, MacDonagh, 1958).

The rise of a ‘better regulation’ agenda is arguably a rhetorical device designed to hold out the prospect of coherence and consistency between these ‘red tape’ and ‘regulatory quality’ developments. On the one hand, ‘better regulation’ relates to the second of these developments and attaches increasing importance to the nature and performance of regulation. The UK witnessed in 1997 the move from a ‘Deregulation Unit’ to a ‘Better Regulation Task Force’ at the centre of government. On the other hand, ‘better regulation’ also represents a continuation of the ‘anti-red tape’ agenda. For example, interest in administrative cost reduction methods, as initially developed by the Netherlands’ ‘standard cost model’ that was later endorsed by European and non-European countries, was directed at reducing the ‘burden’ of regulation on business and individual subjects.

Apart from representing an uneasy compromise between the two trends noted above, the ‘better regulation’ agenda was also fuelled by a third dynamic, namely a long-standing interest in introducing ‘rational planning’ tools into regulatory policy-making and thereby limiting the scope for bureaucratic and political knee-jerk regulation. One key example of such rationalist tendencies in the practice of regulation has been the spread of ‘regulatory impact assessments’ and ‘cost–benefit analysis’.

The language of ‘better regulation’ or ‘high quality regulation’ was therefore an attempt to bridge these three related, but also conflicting dynamics (Lodge and Wegrich, 2009). The language of ‘better regulation’ and the endorsement of regulatory impact assessments were adopted by the European Union, in particular as part of the EU’s so-called ‘Lisbon Agenda’ that sought to raise European industries’ competitiveness. Similarly, the OECD (Organisation for Economic and Co-operation Development) moved, under the influence of member state interests, towards a greater emphasis on peer-review, comparative evaluation, and the endorsement of ‘high quality regulation’. From the mid-1990s onwards, the OECD sought to develop indicators of regulatory quality (OECD, 1995 and 2002) and to devise strategies for improving regulatory policies, tools, and institutions. As a result, debates regarding the quality of regulation spread beyond European countries towards emerging economies such as India and Brazil, embedding these countries further in a globalised regulatory discourse.

The World Bank, too, regarded regulation—and the way in which ‘regulatory governance’ could contribute to developmental goals—as an increasingly important policy issue that replaced an earlier emphasis on privatisation per se. The World Bank endorsed the argument that emphasised the importance of ‘fit’ between institutional endowment (i.e. broader political and administrative institutions) and regulatory structures, rather than advocating a reliance on a one-size-fits-all ‘best in world’ type model of regulation (Levy and Spiller, 1994; Lodge and Stirton, 2006). This reflected, also, considerable disappointment in initial reform outcomes. These different trends have encouraged increased attention paid to the impact (and therefore quality) of regulation as well as a growing recognition of the need for ‘bespoke’ institutional design. A third associated phenomena can be broadly classified as a move away from command and control towards ‘market based’ systems.

These trends in governmental fashions have been echoed (if not led) by changing focal concerns of scholars of regulation. So-called ‘command and control’ was the traditional starting point of both regulators and regulatory scholars in the 1960s and 1970s, but by the 1980s, the deficiencies of such systems were outlined in numerous studies (Breyer, 1982) and calls were made for the introduction of ‘less-restrictive’ and ‘incentive-based’ controls. Both governmental and academic bodies of literature devoted attention to such ‘alternative’ modes of influence as taxation regimes and systems of information disclosure. Bodies such as the UK’s Better Regulation Task Force (BRTF) began to commend the use of ‘more imaginative’ thinking about regulation and to stress the need to adopt minimalist or self-regulatory controls in the first instance (BRTF, 2003). Commentators moved on to consider the potential of more market-based strategies such as franchising and the use of trading regimes. It was a short step from that point to assess the argument for controlling not by regulating but by auditing the control regimes being operated within corporations, and thereby relying on schemes of ‘meta regulation’ (Braithwaite, 2000 and 2003; Coglianese and Lazar, 2003; May, 2003; Power, 1997; Parker, 2003). A further change came in parallel with such ‘auditing’ approaches—which was to see regulatory issues in terms of risks and to see control issues as questions of risk management (Black, 2005; Hutter, 2001; Hood, Rothstein, and Baldwin, 2001).

Such discussions of ‘meta regulation’ and ‘steering’ raised the questions of who should be given the task of regulating and the level of government at which regulation should be positioned. Just as ‘meta regulation’ indicated the interest of some commentators in placing the control function within the corporation, others were more concerned with the degree to which regulation operated inside the government itself (Hood et al., 1999 and 2004) and still others saw the important shift to be towards regulation by supra-national bodies (state or private) within a framework of globalisation (Braithwaite and Drahos, 2000; Chayes and Chayes, 1993; Kerwer, 2005; Meidinger, 2007; Pattberg, 2005).

Yet a further perspective emphasised that regulatory regimes are fragmented, multi-sourced and unfocused (Black, 2001; Hancher and Moran, 1989). On this view, a fragmented regulatory authority is frequently encountered within national systems, and public, private and (increasingly) hybrid organisations often share regulatory authority. This, in turn, was argued to make a sole focus on regulatory agencies rather limited. Decentred interpretations of regulation also pointed to the increasing emphasis on the multilevel character of regulation, for example in food safety regulation (in the sense of standards being agreed at supranational or international levels, enforcement taking place at the local level and information gathering by another unit of government).

In short, regulation as a programmatic idea as well as a technology of governing social systems has become a central organising principle for worlds of practice and research alike. Technologies of regulation, whether motivated by economic analysis, legal prescription, or political processes, have emerged in a process of interaction between the study and the practice of regulation. It is this interaction and the spread across domains, as well as the increasing understanding of regulation as ‘decentred’ and as more discretionary, that has dominated the literature for the past two decades. It makes for a particularly interesting and challenging contrast between the appeal of ‘regulation’ as the programmatic idea of a ‘regulator’ or automatic system of control and its practice as an inherently non-hierarchical and (systematically) discretionary regime.

1.3 BROADENING THEORIES OF REGULATION

As the concerns of governments, regulatory practitioners, and commentators have developed, a corresponding change has taken place in the perspectives that provide foundations for the study of regulation. Traditional functional and ‘public interest’ accounts of regulation tended to see both the emergence of regulation and regulatory developments as driven by market failures, the nature of the task at hand, and by disinterested actors engaged in the pursuit of some public interest. These perspectives proved vulnerable to many of the criticisms made by adherents to the diverse set of ‘economic’, ‘public choice’, or ‘private interest’ approaches to regulation, namely that the observed effects of many regulatory systems were consistent with ‘capture’ by the economically powerful, instead of regulation appearing to benefit the ‘public interest’ (see Stigler, 1971; Kolko, 1965; Bernstein, 1955; Breyer, 1982).

A variety of perspectives have questioned and refined the notion of the politician-regulator trading regulation for re-election in the light of interest-group demands for regulation. Considerable effort has been placed in moving beyond the seminal hypothesis by George Stigler that: ‘as a rule, regulation is acquired by the industry and is designed and operated primarily for its benefit’ (1971: 3). Furthermore, the realisation that regulatory authority has, historically, been inherently fragmented and decentralised has moved the study of regulation away from a sole focus on regulatory agencies (or commissions) and interest group politics. This encouraged numerous efforts to revise the ‘economic theory’ (Peltzman, 1976 and 1989; Barke and Riker, 1982) and to the emerging influence of, inter alia, the interest group (Wilson, 1980), ‘regulatory space’ (Hancher and Moran, 1989; Scott, 2001), principal–agent and transaction cost-based (McCubbins, Noll, and Weingast, 1987; Horn, 1995; Levy and Spiller, 1996), ‘cultural’ (Hood et al., 1999 and 2004) and ‘discourse’ (Black, 2002) schools of analysis. One key theme across the literature has united principal–agent and cultural theory approaches in the course of focusing on types of control and their operation in the context of changing political constellations. In their different ways, this has also encouraged a growing interest in various regulatory strategies and motivations, in particular regarding ‘blame-shifting’. Regulatory space and discourse analyses of regulation have pointed to another key theme, namely the importance of understanding regulation as communication and as a network that requires its own specific codes of communication to deal with unexpected surprises within such a setting of diffused power. Arguably, an emphasis on shared regulatory authority across private and public actors has been a distinct European contribution to the study of regulation, whereas North American scholarship (and the scholarship seeking to appeal to North American concerns) has remained primarily interested in the activities of regulatory agencies, such as the Environmental Protection Agency (EPA). A third key theme that emerges from these theoretical advances is an increased attention to explaining regulatory failures and unintended consequences. This latter theme has also encouraged a greater emphasis on looking at behaviours and motivations.

A regulatory issue that has been particularly productive of fresh theories and approaches has been that of enforcement and compliance. Long gone are the days when one might comfortably profess to be an advocate of either ‘compliance’ or ‘deterrence’ approaches (Baldwin, 1995). Influential theories of ‘responsive regulation’ (Ayres and Braithwaite, 1992), ‘smart regulation’ (Gunningham and Grabosky, 1999) and ‘problem-centred’ regulation (Sparrow, 2000) have moved compliance theory onwards, and these theories, in turn, have been both exposed to criticism and refined with more attention being paid to motivations and behaviours (see Sunstein and Thaler, 2008; Jolls, Sunstein, and Thaler, 2000; Baldwin and Black, 2008 and in other areas of public policy, see LeGrand, 2003). Further new perspectives have, in turn, added fresh theories that have proved attractive to policymakers as well as the academy. There is, accordingly much talk in the new millennium of ‘risk-based’ and ‘principles-based’ approaches to regulatory enforcement with considerable attention regarding side-effects and behavioural implications of such strategies.

If challenged to offer a shorthand summary of theoretical developments in the field of regulation, it might thus be said that there has been a movement away from a pure interest-group driven analysis, towards a growing emphasis on institutional design and a coupling of this with a more detailed differentiation of motivations and behaviours as these are encountered in the body of politicians, regulators, and the regulated that makes up the regulation community.

1.4 REGULATION AS A TRANS-DISCIPLINARY AND INTER-DISCIPLINARY FIELD OF STUDY

Finally, how can we define regulation? Defining what regulation is and, arguably more importantly, what regulation is not, has remained at the centre of considerable debate. A field of study that does not know its boundaries could be accused of youthful empire-building or unimaginative scholarship: if regulation is everything, then it is nothing. Varying definitions of regulation range from references to: a specific set of commands; to deliberate state influence; to all forms of social control. Without entering further into this definitional debate, it can be noted that all three of these definitions suffer from under- and over-inclusiveness. It is nevertheless fair to suggest that regulation, at its broadest level, has allowed scholarship to return to issues of control (whether studied through principal–agent, cybernetic, cultural, or institutionalist lenses).

As this brief introduction illustrates, Philip Selznick’s seminal definition of regulation as ‘the sustained and focused control exercised by a public authority over activities valued by the community’ (Selznick, 1985: 363) can now be seen as highly problematic. The distribution of ‘public authority’ over levels of government and between private and state sectors varies and is highly contested, debates regarding decision-rules to establish ‘values’ feature prominently, in particular in areas regarding risk, ideas about how to exercise ‘control’ are controversially considered, and what is constituted by ‘community’ is similarly problematic in the light of transnational and supranational sources of regulation or indeed cross-border policy issues. Therefore, we follow Julia Black’s more wide-ranging definition of regulation as ‘the intentional use of authority to affect behaviour of a different party according to set standards, involving instruments of information-gathering and behaviour modification’ (Black, 2001).

In addition to these debates regarding definitional clarity, the status of regulation as a field of study remains an area of contention. Regulation is clearly not a ‘sub-discipline’ in the sense of being an area of study in which phenomena are investigated in the light of dominant methodologies or analytical frameworks from any one discipline. It might be regarded as a ‘sub-discipline’ for lawyers, economists, political scientists, sociologists and other social scientists when it comes to justifying research and teaching interests within disciplinary silos. However, as the composition of this editorial team, the following contributions, and the bibliography suggest, the study of regulation is informed by debates from a range of disciplinary backgrounds. Regulation is much more than a convenient uniting label that allows different disciplines to conduct their own insular research or to reheat their own debates under new labels.

It is therefore more accurate to see regulation as a field of study that operates between ‘trans-disciplinary’ and ‘inter-disciplinary’ conversations. A transdisciplinary field can be seen as an area of study where different disciplines and research traditions talk to each other and where work is informed and influenced by these conversations. As the following chapters suggest, there is a conversation across literatures and authors from different traditional disciplines that occurs across all aspects of regulation research and it is arguably at such boundary-lines between different disciplines and methodologies that innovation in the social sciences occurs.

Arguably, regulation has not yet achieved the status of true inter-disciplinarity—if this term refers to a state of play where researchers from various initial disciplines are transformed by their interchanges with fellow researchers and thereby create a new discipline that is characterised by its own dominant understandings and research methodologies. As for the causes of this non-achievement, this may have something to do with the continued importance of traditional disciplines in running degree programmes or, more importantly, promotion-criteria based on publications on discipline-based ‘top journals’. At the same time, though, true inter-disciplinarity is extremely hard to achieve.

We do not aspire, with this Handbook, to offer a manifesto for advancing regulation towards a truly inter-disciplinary future, but we do hope that this collection of leading authors and dominant themes paves the way for a more advanced conversation and engagement between scholars from different backgrounds. We aim to contribute to a movement that goes beyond lip-service to trans-disciplinarity and which encourages genuine conversations that will advance our knowledge of the theory and practice of regulation.

NOTE

1. From ‘Give Peace a Chance’ (in Lennon’s original spelling).
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CHAPTER 2
ECONOMIC APPROACHES TO REGULATION

CENTO VELJANOVSKI

2.1 INTRODUCTION

Economics has been at the heart of regulatory reform beginning with the wave of deregulation and privatisations of the 1980s. While not always at the forefront of these changes, economists have played a key role in these developments, and have often become regulators. This has led to better regulation and, paradoxically, more regulation, fuelling fears that the growth of the state, even if a regulatory state, is inevitable even in ‘capitalist’ democracies. Part of this trend has been due to the replacement of state ownership with private ownership plus regulation, part due to the natural tendency for ‘regulatory creep’, and the apparent inability of government to roll back regulation.

The economics of regulation is a wide and diverse subject. It has normative (what should be) and positive (what is) aspects; provides economic analyses of prices, access, quality, entry, access, and market structure (regulatory economics), empirical studies of specific legislation (impact and cost–benefit assessments), and organisational and legal applications which examine the behaviour of institutions and regulatory agencies, and the development and design of rules, standards, and enforcement procedures. It is not possible to do justice to such a vast subject in a short review; hence the focus here will be on economic theories of regulation, and the way economics has been used to design and evaluate regulation.

As the title suggests there are a number of economic approaches. However, these all share the conviction that relatively simple economic theory can assist in understanding regulation, and providing practical tools for regulators to make regulation more effective and efficient. This premise gives coherence to the different economic approaches even though they may generate very different views and theories about the rationale and (likely) impact of specific regulatory interventions.

The subject matter of the economics of regulation covers at least four broad areas—economic regulation, social regulation, competition law, and the legal system. Indeed the excellent textbook by Viscusi, Harrington, and Vernon (2005) entitled Economics of Regulation and Antitrust, encompasses the first three areas, although many would see antitrust (to use the USA term) as separate.1 Here a broader view is taken encompassing competition and merger laws, and the field known as law-and-economics or the economics of law which looks at the legal system (Veljanovski, 2006 and 2007).

• Economic regulation: Economics is at its strongestand most relevant when it deals with overtly economic issues affecting firm performance, industry structure, pricing, investment, output and so on. Indeed, a separate field of study known as regulatory economics, starting effectively with Averch and Johnson (1962), an article on the distortive effects of rate of return regulation, is concerned with the principles and techniques for regulating a utility, usually a gas, electricity, water, telephone, and railway network, which does not face effective competition (Viscusi, Harrington, and Vernon, 2005; Armstrong, Cowan, and Vickers, 1994; Laffont and Tirole, 1993).

• Social regulation: Economists have always been concerned about social regulation—a subject as old as economics itself, arising around the time of the industrial revolution. Social regulation embraces health and safety, environmental, anti-discrimination and other laws. This category of regulation does not have overt economic objectives but does have economic effects, costs, and benefits. These allow economists to evaluate the economic impact and desirability of specific approaches to social regulation.

• Competition and merger laws: These seek to control monopolies, cartels, and abusive practices, and mergers and joint ventures which risk giving firms excessive market power (Motta, 2004; O’Donoghue and Padilla, 2006). The core legal framework of European competition law is expressed in Articles 81, 82, and 87 of the EC Treaty and the Merger Regulation.2 Competition law seeks to support the market and differs from the ex ante rules and standards which characterise much of economic and social regulation by being reactive, or as it is often termed ex post regulation. This is because it responds case-by-case to actual or highly likely abuses, and penalises anti-competitive and abusive practices. The exception is merger laws which seek to prevent firms from merging and forming joint ventures where this would give them excessive market power. However, generally ex post competition law stands in contrast to statutory regulation which is typically a prescriptive ex ante approach.

• Legal system: The final area is the legal system with its rules, procedures, and enforcement. This provides an important backdrop to regulatory and competition laws, and can often determine their effectiveness and legitimacy. Economists typically deal with this area in a separate field called law and economics which looks at the economics of contract, property, crime, and accident laws, and the basic legal institutions of a society (Veljanovski, 2006 and 2008). Much of this literature is highly relevant to the economics of regulation, such as the economics of crime which offers models and predictions about the relative effectiveness of different sanctions in enforcing regulatory laws, the economics of rules and procedures which provides insight into the factors influencing their effectiveness, and the economics of agency and judicial behaviour.

2.2 THEORIES OF REGULATION

When looking at the large literature on the economics of regulation it is important to make a distinction between normative and positive theories. Normative theories seek to establish ideal regulation from an economic perspective, and are prescriptive. They are usually based on the concepts of economic efficiency and ‘market failure’, and provide an economic version of a ‘public interest theory’ of regulation. Positive economics is the explanatory and empirical limb of the economics of regulation. It seeks to explain the nature and development of regulation and its impact through statistical analysis, and sometimes cost–benefit assessments.

2.2.1 Normative economic approaches

Normative theories of regulation principally build on the concepts of economic efficiency and market failure, although more recently there has been a widespread recognition that it is misleading and counterproductive to focus solely on market failure, since governments are just as prone to ‘failure’. One troublesome area for these theories is the relationship between efficiency, distributive justice, and regulation which will be touched on briefly.

Efficiency

The building blocks of the economic approach are the concepts of economic efficiency and, paradoxically, of markets.

An efficient outcome occurs when resources, goods, and services are allocated to their highest expected3 valued uses as measured by individual willingness to pay, assuming that the most productive existing technology is used. When there is technical change which expands the productive capacity of the economy for any given level of inputs then economists use the concept of dynamic efficiency. The concept of dynamic efficiency is a less well-worked out concept because the process of technical change and innovation is still poorly understood.

Economists work with two concepts of economic efficiency—Pareto efficiency and Kaldor-Hicks efficiency.

A Pareto efficient outcome is where the welfare of one individual cannot be improved without reducing the welfare of others. Thus Pareto efficiency is a situation where all parties benefit, or none are harmed, by a reallocation of resources, goods, assets, or a change in the law. The ‘no-one-is-harmed’ constraint avoids the economist making interpersonal comparisons of utility, i.e. evaluating whether the loss to one individual is counterbalanced by the gain to others.

This Pareto criterion, named after the Swiss-Italian economist Vilfredo Pareto, is based on two additional value judgements:

(1) that the individual is the best judge of his or her own welfare;

(2) the welfare of society depends on the welfare of the individuals that comprise it.

These, it is argued, should be widely accepted, at least among those in Western society.

The difficulty with Pareto’s ‘no-one-is-harmed’ constraint is that it precludes the economist from commenting on all but the most trivial policy change since most policies have winners and losers. The only consistent way out of this dilemma is to insist on the gainers compensating the losers as some public choice economists have advocated (Buchanan and Tullock, 1962).

To deal with (or rather side-step) this difficulty, economists have adopted Kaldor-Hicks efficiency—also know as wealth maximisation or allocative efficiency. A policy is Kaldor-Hicks efficient if those that gain can in principle compensate those that have been ‘harmed’ and still be better off. In other words, the cost–benefit test is satisfied shows that the economic gains exceed the losses to whomsoever they accrue. In this way economists believe that the Kaldor-Hicks approach separates efficiency from the thorny and indeterminate issue of wealth distribution.

Market failure

The second limb of the standard normative theory of regulation is the concept of market failure (Bator, 1958). A (perfectly) competitive market achieves a Pareto efficient outcome. Market failure provides a necessary (but not sufficient) economic justification for state or collective intervention.

Markets can fail in theory and practice for four principal reasons—market power, externality, public goods, and imperfect information.

• Market power: Where one firm (monopoly) or a few firms (oligopoly or a cartel) can profitably raise price above the competitive level, then the market is not competitive or Pareto efficient. A monopolist charges more and produces less than a competitive industry. As a result the price it charges exceeds the marginal opportunity costs of production, and consumers demand less of the product than is efficient. The social costs of monopoly are the lost consumers’ surplus (the difference between willingness to pay and the marginal costs) on the output not produced by the monopolist’s action of creating artificial scarcity. Monopoly can also adversely affect the other terms of trade (such as lower product and service quality), reduce innovation, lead to excessive production costs (known as X-inefficiency), and encourage wasteful expenditure to enhance or protect its monopoly position by unproductive rent-seeking (see below). On the other hand, it is possible that one firm (a natural monopoly) can exist due to the high infrastructure costs necessary to build, say, a water pipeline or electricity distribution network, or firms may acquire market power because they generate more innovation (Schumpeter, 1947; Baumol, 2002).

• Externality: Some activities impose external losses or benefits on third parties which the market does not take into account. Externalities can impose losses (such as pollution) or benefits (such as bees pollinating orchards). The presence of external benefits and costs implies that the activity giving rise to them is under- and over-expanded respectively relative to the efficient level. This is because the cost structure of the externality-creating industry does not reflect the full social costs/benefits of its activities. Pollution, congestion, global warming, litter, anti-social behaviour, and crime are examples where the social costs are higher than the private costs which influence individual actions.

• Public goods: A public good is one for which consumption of the good by one individual does not detract from that of any other individual, i.e. there is non-rivalrous consumption. The classic example is defence—a standing army provides national defence for all its citizens. Public goods should not be confused with collectively or state provided or produced goods and services. A competitive market may fail to provide an efficient level of a public good because non-payers cannot be excluded resulting in free riding and preference mis-revelation, and the inability to appropriate an adequate return. Because individuals cannot be excluded from consuming a public good, those with high valuations will tend to understate their preferences in the hope of being charged a lower price and others will ‘free ride’. Moreover, since a firm cannot exclude non-paying customers, these problems may sufficiently impair the ability to extract any payment that no or too few public goods are produced.

• Asymmetric information: Imperfect information can result in inefficient market outcomes and choices. Further, markets may under-produce relevant information because information’s public goods nature can make it difficult for those investing in better and new information to appropriate an adequate financial return. In other cases markets may fail because of asymmetric information where the buyer or seller has better information (Akerlof, 1970). Asymmetric information gives rise to two problems—adverse selection and moral hazard. Adverse selection is where one party cannot distinguish between two or more categories of goods, actions, or outcomes which have different costs, benefits, or risks, and therefore makes a choice based on the average value of these. For example, if an insurance company cannot distinguish good from bad risks, it will charge both a premium based on the average risk of the pool. As a result bad risks get cheap insurance and good risks expensive insurance. The losses of the pool rise as good risks don’t insure while bad risks do because the premiums are cheap. Moral hazard is a situation where the prospect of compensation to cover risks and losses increases the likelihood and size of the losses because risky behaviour cannot be monitored and priced appropriately, and excessive losses are compensated. This concept received a considerable airing in the 2008/9 banking crisis.

Non-market failure

The implicit assumption of the market failures approach is that regulatory intervention is costless, and of course that it has or should have economic efficiency as its sole objective. In practice regulation is costly and generates its own distortions and inefficiencies. Coase (1960) pointed to this obvious flaw in a highly influential article and advocated that the relevant comparison was not between ideal markets and ideal regulation but between feasible, imperfect, and costly markets and regulation. This set the scene for a ‘government failures’ framework (Wolf, 1988), or what Demsetz (1969) called the ‘comparative institutions approach’ which later developed into the transactions costs and the New Institutional Economics approach (Williamson, 1985; Shelanski and Klein, 1995).

There are other implications from the above insight that markets and regulation are costly. The first is that economists and others have exaggerated the incidence and the extent of market failure. Often markets only seem to fail because the economists’ models (or the standard set by non-economists) ignored the costs of using the market and the expense of proposed remedial measures. For example, it has been shown that many of the examples used to illustrate market failure in economics textbooks and influential articles have been very wide of the mark.4

Take, for example, the allocation of radiomagnetic spectrum. This was seen as a classic example of market failure where the private use of the spectrum led to congestion and radio interference (market failure due to externalities). From the 1920s until very recently it was firmly believed that a market in spectrum was not possible, as it gave rise to inefficient uses and radio interference. Thus the amount and use of spectrum had to be rationed and strictly regulated. Today, there is an appreciation that the reason why early ‘markets’ in spectrum failed was because of the absence of enforceable property rights, which led to incompatible uses of the same bandwidth (Herzel, 1951; Coase, 1959). Research has shown that not only could there be a market in spectrum but that the law was evolving to develop a quasi-property rights system through the common law of nuisance and trespass (Coase, 1959). However, most countries ‘nationalised’ the airwaves and allocated bandwidth by administrative means, often to highly inefficient government and military uses.

The market failures approach also did not recognise that often the costs of using the market generated self-corrective forces. As a result a false dichotomy was drawn between market and non-market activities. However, many seemingly non-market institutions evolved as a cost-effective response to the costs of using the market. This was the essential and still often ignored insight of Coase, who argued that the positive transactions costs of markets could help explain otherwise puzzling economic and institutional features of the economy. The thesis advocated by this literature is that the laws and institutions evolve where they are a less costly way of organising economic activity. Indeed, this explains the existence of the firm—a firm is seen as a nexus of contracts and non-market hierarchal/administrative methods of organising production which replaces arms’ length market transactions (Coase, 1937; Williamson, 1985). The firm thereby replaces market transactions costs with the principal/agency costs of internal administrative controls. This logic has been extended to regulation which some economists analyse in contractual and transactions costs terms (see below).

Distributive goals, fairness, and justice

Finally, a brief word about wealth distribution, fairness, and justice. Markets and regulation generate winners and losers. It follows that individuals as market participants and as citizens will often be equally if not more concerned by whether laws increase their wealth than by their impact on others or society in general. Moreover, there will often be views about the fairness and acceptability of market and regulatory outcomes. Thus it would be surprising if the economics of regulation, especially in its guise of a normative theory, was able to ignore these ‘non-economic’ factors.

There is also a technical reason why distributional issues cannot be ignored. This is because an efficient market outcome is partially determined by the ex ante distribution of income and wealth in society. This means that there is an inextricable link between wealth distribution and economic efficiency and market outcomes and by implication regulation. As a result it is legitimate in the normative theory to consider distributional factors, and indeed there is a vast economic literature in welfare economics, social choice theory, public finance, taxation, and social welfare issues which focus on such issues.

However, in the evaluation of regulation economists adopt a decidedly schizophrenic approach. On the one hand regulation is assessed in terms of economic efficiency alone, on the implicit assumption that distributional goals can be achieved at less cost by direct, ideally lump sum, wealth transfers. On the other hand, the economists’ positive theories of regulation, discussed below, are driven by politicians and interest groups jostling primarily over wealth transfers.

The reason for the economists’ reluctance to incorporate distributional considerations is easy to explain. Most economists view the use of regulation to re-distribute income as a blunt and inefficient instrument. It distorts prices and incentives, and hence leads to substantial efficiency losses and unintended effects which often harm those whom it is designed to benefit (see below). For example, the public interest goal of rent control is to make ‘affordable’ housing available to the poor. But its effect has been to reduce substantially the availability of housing as landlords withdrew properties and invested their monies elsewhere. Apart from creating a housing shortage, those lucky enough to secure rental accommodation often find that it is sub-standard as the landlord is unwilling to invest in improvements and maintenance. The lesson which most governments have now learnt is that price controls driven by distributional goals have significant negative effects and rarely achieve the desired redistribution of income and wealth. The economists’ advice is that such policies should be pursued by other more efficient means such as income support payments etc., that do not distort the efficiency function of prices.

2.3 POSITIVE THEORIES

Positive economic theories seek to explain regulation as it is. ‘The central tasks of the theory of economic regulation’ to quote one of its founders (Stigler, 1971: 3), ‘are to explain who will receive the benefits or burdens of regulation, what form regulation will take, and the effects of regulation upon the allocation of resources’. This has led to theories which seek to explain why we have the regulation we have.

Economists have used the market failure approach to explain regulation. This is sometimes called the Normative Turned Positive (NTP) theory of regulation.

The NTP theory assumes (often implicitly) that governments seek to correct markets, and to do so fairly efficiently. For example, one survey by two respected British economists (Kay and Vickers, 1988) in the late 1980s concluded that: ‘The normal pattern is that market failure provides the rationale for the introduction of regulation, but the scope of regulation is then extended to a wide range of matters which are the subject of general or sectional interests, regardless of whether there is any element of market failure or not.’ While this pattern was discernible, there was clearly a lot of regulation that had little to do with correcting market failure. Indeed, in the US there was much talk of crisis as regulators were captured and favoured by the industry they regulated. That is that they promoted producer interests rather than the consumers’ interests.

The growing evidence of regulatory capture in the USA led some economists to incorporate the political process into their analysis. At the core of these positive theories is the assumption that the participants in the regulatory process—politicians, bureaucrats, special interest groups, regulators—are all subject to the same self-regarding goals as are assumed to exist in markets, but subject to different constraints. That is the assumption of economic rationality—maximising net benefits subject to the resource and institutional constraints in the political marketplace.

Stigler (1971) was the first to develop a positive economic theory of regulation. His central hypothesis was that regulation was secured by politically effective interest groups, invariably producers or sections of the regulated industry, rather than consumers.5 It thus had much in common with the political science view of regulatory capture (Bernstein, 1955).

Stigler’s model, further developed by Peltzman (1976), has four main features or assumptions.

(1) The primary ‘product’ transacted in the political marketplace is wealth transfers.

(2) The demand for regulation comes from cohesive coordinated groups, typically industry or special interest groups, and hence differs from the real marketplace, where all consumers are represented.

(3) The effectiveness of these groups is seen as a function of the costs and benefits of coordination (which also explains why consumer groups find it hard to organise as an effective lobby group). The supply side of legislation is less easy to define given the complex nature of political, legislative, and regulatory processes.

(4) The state has a monopoly over one basic resource: the power legitimately to coerce. This is coupled with the behavioural assumption that politicians supply regulation to maximise the likelihood that they will be kept in office.

Stigler’s theory generates strong conclusions which have not been fully supported by subsequent research, and indeed observation (Posner, 1974; Peltzman, 1989). For example, Posner (1971) pointed out that the common practice of regulators and legislators requiring public utilities to cross-subsidise loss-making operations and consumer groups (such as rural consumers) was inconsistent with the theory. Another apparent problem is the pressure for and acceleration of deregulation and privatisation, and indeed the massive injection of ‘economic rationalism’ into regulatory policy, during the Thatcher and Reagan eras. Here economic efficiency seemed to drive regulatory policies to remove patently inefficient and anti-competitive laws. The deregulation of airlines and telecommunications in the USA, and the widespread privatisation and economic regulation of the gas, electricity, telecommunications, water, and railway sectors in the UK, and progressively across Europe and the world, pose a challenge for the view that regulation is driven primarily by producers’ interests. They suggest that powerful special interest groups had lost their political influence over politicians to rather undefined political forces opting for the public interest.

Another interpretation of deregulation is that the gains to producers from the then existing regulations and public ownership had been dissipated and were no longer significant. Peltzman (1989) has reviewed this period and noted that it was not a central feature of Stigler’s approach that the producers’ gains from inefficient regulation were permanent. They change over time and result in producer support for regulation waning, which can explain deregulation. The gains from deregulation in the face of the mounting inefficiency of existing regulation certainly rings true, but existing theories do not provide a clear basis for predicting when deregulation and regulatory change will happen, and in some areas (airlines) there were still significant gains to be had from the existing regulation.

A second approach starts with Becker’s (1983) work on interest group influence in politics. This uses the same behavioural assumption used by Stigler but focuses not on politicians’ desire to stay in power but on competition between interest groups. Interest groups invest in influencing the political process to gain favourable legislation. The key to Becker’s model is the relative pressure exerted by a group since the investment made by opposing groups will tend to have a counteracting effect on the effectiveness of resources devoted to gaining influence. This means that a) excessive resources will often be used to influence the political process; and b) the outcome will generally be inefficient.

The mechanics and assumptions of Becker’s model do not require detailed discussion here. What is of interest is that using similar assumptions to the Stigler/Peltzman model he generates markedly different ‘predictions’ more sympathetic to the public interest/NTP view of regulation. For example, Becker’s model indicates that as the inefficiency of regulation increases there is less regulatory lobbying. This suggests that regulation which is welfare-enhancing is more likely to be implemented, and that industries where market failure is significant and endemic are more likely to be regulated. This is because inefficiency implies that the losses are greater than the gains of inefficient regulation. However, Becker’s model also suggests that regulation may occur where there is no significant market failure because some interest groups can organise themselves more cheaply.

Yet another approach comes from the public choice school. This builds on the concept of rent-seeking (Tullock, 1967; Krueger, 1980; Rowley, Tollison, and Tullock, 1988), defined as unproductive profit-seeking by special interest groups to secure favourable legislation. Legislation that creates barriers to competition or confers monopoly rights leads to increases in the wealth of those favoured, which cannot be eroded or competed away. These rents provide the incentive for producer groups to invest in securing favourable legislation, hence the term ‘rent-seeking’.

The idea behind rent-seeking is simple to explain. Take the case where the government plans to award a monopoly franchise to sell salt, and assume that this will generate monopoly profits of £20 million to the successful bidder. Faced with this opportunity potential bidders for the monopoly right to sell salt would be prepared to invest resources in lobbying (and bribing) the government to secure the monopoly franchise. Suppose that four bidders reveal themselves. The expected profits from lobbying for the monopoly franchise is £5 million (equal to 25% of the £20 million to reflect the uncertainty of winning the franchise). It thus would be rational for the four bidders each to expend up to £5 million to secure the franchise. In this way the monopoly profit is converted into unproductive and wasteful costs, and inefficient outcomes.

Taken in the round, economics is rather agnostic as to the purpose and nature of regulation. Indeed, the so-called ‘Chicago School’, whose exponents number Stigler, Peltzman, Becker, and Posner, do not have a unitary view of regulation other than the belief that it can be modelled using economics. The Becker/Posner approach is as likely to see regulation as tending toward efficient responses to market failure, as it is to identify it serving producers’ interests only. This is graphically seen in Posner’s analysis of the common law which is driven by economic efficiency considerations (Rubin, 2005; Veljanovski, 2008), efficiency models of statutory law, and the general economic justification for competition/ antitrust laws (Posner, 2001). Indeed, those working in the regulatory field do not regard the capture theory as a good general description of regulation today, which overtly seeks to regulate market power and to foster competition.

2.4 REGULATORY DESIGN

Economics has been used to design and draft efficient or cost-effective legal rules and standards, and to identify the inefficiencies and distortive effects of existing and proposed regulation. These range from rather specific economic approaches to the choice between legal rules and standard, and ex ante and ex post regulation, to the use of cost–benefit analysis to ensure (cost) effective regulation and to cut ‘red tape’ (Hahn and Tetlock, 2008); or more imaginatively to propose and design market-like alternatives to the traditional command-and-control approach to regulation. Here we consider some of these applications.

It has long been recognised that the inefficiency of regulation is often the result of a mismatch between regulatory objective and regulatory instruments (Breyer, 1979 and 1982). This disjunction has been due either to the multiplicity of goals given to regulators or to the belief that non-economic goals could be achieved costlessly. It has also been due to the excessive use of what have been termed command-and-control approaches. That is, prescriptive rules were used to regulate inputs and impose obligations backed by administrative enforcement and penal sanctions. For example, safety legislation would require compliance with technical and legal requirements which focused on safety inputs. The employer would comply by making the necessary capital and other expenditures such as purchasing machines with guards. This led to two problems—first, it raised costs and reduced productivity; and second the mandated safety devices may not have had an appreciable effect on the accident rate. It also gave rise to a third set of offsetting responses by those regulated and benefiting from regulation (see below). This resulted in the perversity of increased enforcement and compliance leading to higher costs for industry yet disappointing reductions in the accident rate.

2.4.1 Design of legal rules

Economics has been used to provide a framework to identify the factors that should govern the choice between rules and standards and between ex ante and ex post responses. This is drawn from the law and economics literature, but it has direct applicability to regulatory design.

Ehrlich and Posner (1974) were the first to set out a general framework set around minimising four categories of costs:

• the (fixed) costs of designing and implementing legal standards (rule-making costs);

• the costs of enforcing the standards (enforcement costs);

• the costs that they impose on the regulated industry (compliance costs); and

• the social costs imposed by regulatory offences (harm costs).

To these a fifth cost can be added—error costs. Judges and regulators are not omniscient or error proof. As a result they make Type I and Type II errors, or set out legal standards and rules that do not encourage efficient behaviour. A Type I error is where the regulator finds an infringement when there is none. A Type II error is when the regulator fails to find an infringement when in fact there is one. Clearly such errors reduce the gains from complying with the law, and alter the formal legal standards.

An ‘efficient’ set of rules or a standard minimises the sum (total) of these expected costs and losses by selecting the appropriate type of rule, and level and type of enforcement.

Shavell (1984) has used a variant of the above approach to identify the factors relevant to the choice between ex post (liability rules) and ex ante safety regulation. In his ‘model’ the choice of the optimal legal response depends on weighing four factors among victims and injurers:

• asymmetric information concerning risks;

• capacity of the injurer to pay;

• probability of private suit;

• relative magnitude of legal and regulatory costs.

Ex post responses, such as tort liability and private litigation in antitrust, are attractive if the victim is better informed, potential defendants can afford to pay claims, there is a high probability of suit should there be an actionable wrong, and legal process costs are low. Where these factors are weak, then ex ante law techniques become more attractive, either as a substitute for private or public prosecutions, or a complement.

The choice between ex ante and ex post legal responses has been a perennial topic in both economic and social regulation. It has found new vitality in legal reform across Europe as the European Commission and national governments grapple with the best way to regulate utilities—whether through antitrust laws (an ex post response) or ex ante sectoral regulation. The EU’s New Regulatory Framework,6 which regulates the communications industry, has emerged from an intense debate on whether to control the market power of telecommunications operators through general competition law or specially crafted price and access controls administered by sectoral regulators. The European solution has been to develop a new system of ex ante sectoral regulation based on ex post competition law principles. Yet another example has been the move to give those harmed by breaches of EU and national competition laws the right to sue and claim damages, thus privatising part of the enforcement process.

2.4.2 Comparative regulatory effectiveness

Economists have also begun to investigate why similar regulatory responses appear more effective in one country than another. This has generated a better understanding of the regulatory process and the interplay between regulation, law, and economics. One approach to this type of comparative analysis is the transactions costs approach associated with the new institutional economics.

Levy and Spiller (1994) provide one variant of the transactions costs approach. They view regulation as an implicit relational contract7 between government and a regulated firm characterised by specific investment, opportunitistic behaviour, and commitment and governance. The network industries (telecommunications, water, gas, electricity, and railways networks) have specific features that mark them out from most other industries:

(1) their technologies require heavy specific, sunk investments;

(2) they generate significant economies of scale and scope;

(3) they produce mass-consumed, often ‘essential’, services.

Regulated firms in these sectors are required to make large asset specific investments in networks, i.e. investments which have limited alternative uses and salvage value giving rise to large sunk costs (and potentially stranded assets). Governments, on the other hand, are often not bound to adhere to agreements and regulations they set out when the regulated firms make these investments. This can create significant regulatory risks to the firm and its shareholders as governments and/or regulators effectively expropriate the returns by increasing regulatory and indeed competitive pressures.

Levy and Spiller see regulatory design as consisting of two components: regulatory governance and regulatory incentives. The governance structure of a regulatory system consists of the mechanisms that societies use to constrain regulatory discretion, and to resolve conflicts that arise in relation to these constraints. On the other hand, the regulatory incentive structure consists of the rules governing utility pricing, cross- or direct-subsidies, entry, access, interconnection, etc. While regulatory incentives may affect performance, Levy and Spiller argue that regulatory incentives (whether positive or negative) only become important if effective regulatory governance has been established.

This requires that the regulatory framework be based on credible commitments by both parties. Weak regulatory commitments create poor incentives for investment and ineffective regulation, and the failure of regulatory reforms.

An interesting aspect of Levy and Spiller’s approach is the focus on what they term the ‘institutional endowment’ of a country wherein regulation takes place. This consists of ‘hard’ variables such as the nature of legislative and executive branches of government, the administrative capabilities, and judicial institutions; and ‘soft’ factors such as customs and informal norms, contending social interests, and ideology.

Levy and Spiller (1994) argue that the credibility and effectiveness of a regulatory framework—and hence its ability to facilitate private investment—varies with a country’s political and social institutions. This approach is supported, for example, by work undertaken by the World Bank (2004), which shows, for example, that the legal heritage of a country—particularly whether common or civil law—has a measurable effect on the level of governance and efficiency of legal institution, and also on economic growth (Veljanovski, 2008).

2.4.3 Market-based alternatives

The obvious remedy to many of the problems identified above is to abandon the command-and-control approach and adopt market solutions or market-based regulation. These vary over a spectrum of techniques that focus on outcomes rather than inputs, and seek to give firms and individuals incentives to adopt cost-effective solutions. Among the techniques available are creating private property rights and markets, auctions, pricing, and fiscal incentives (taxes and subsidies).

Creating markets is the most obvious response to many areas where direct regulation is currently used. This can take the form of creating and enforcing property rights in previously unowned resources and assets. This in turn harnesses the profit motive to prevent over-exploitation and husband natural resources.

Consider the plight of the African elephant. The regulatory response is to have state-run National Parks and a militia to protect the elephants from being gunned downed by poachers. The government can respond to increased poaching (which is a product of the world demand for ivory) by making the penalties for poaching draconian and burning any confiscated ivory. But this in the end only sends the market price of ivory soaring and increases the gains from poaching. An alternative response is to privatise the elephants. If elephant farms were permitted, normal economic forces would ensure that these precious beasts were not poached to extinction. This type of response is happening in Africa.

In other cases pseudo-markets can be set up, such as tradable pollution or emission rights. For example, marketable emission or pollution permits can be issued to firms up to the level of the desired cutback. The permits can then be traded. This creates a market in pollution in which firms who find it unprofitable to reduce the level of, say, toxic emissions sell permits to other firms that can achieve reductions at low cost or which value the right to pollute very highly. In this way the desired reduction in pollution is achieved in the least costly way.

Market solutions are being used in other areas, such as radio spectrum. Today the use of market solutions has become accepted, but not as yet a fully-fledged market in spectrum. Across Europe and elsewhere auctions have been used to allocate spectrum to third-generation (3G) mobile phones. This has the attraction of being a more transparent and fairer way of allocating spectrum than the previous ‘beauty parades’ based on administrative and technical criteria, and of course has raised considerable sums of money for governments. Further, reforms are afoot to extend the use of markets to allow limited trading in spectrum, known as secondary trading, in the UK (Cave Report, 2002) and Europe, as has already been implemented in New Zealand and Australia. One country that has gone further by embracing a market solution has been Guatemala, under its telecommunications law of 1995. Spectrum rights there have been assigned on a first-in-time basis for uses determined by those filing claims with the regulatory agency. Those who have secured spectrum rights can negotiate ‘change of use’ subject to pre-defined technical limits designed to minimise technical interference. This market-determined approach appears to be working well (Spiller and Cardilli, 1999).

The above attractions of market solutions must be qualified. The mere fact that a market-type approach has been adopted does not guarantee its efficiency or effectiveness. This is because government still plays a large role in setting the number of tradable permits, the definition of initial property rights and the tax base and rates. Often these are inappropriately set. A recent example of ‘government failure’ in this area was in 2006, when it emerged that some EU member states (e.g. Germany) had issued permits allowing more carbon emission than the level of CO2 produced by their industries. The result was no expected reduction in CO2 emissions and market chaos as the price of the tradable emission rights halved from a peak of �30 to �12 per tonne over several days in April 2006. The auction of spectrum licences is another example. While this can place the available spectrum in the hands of those who value it most, the use, amount, and parcelling of spectrum among users is still determined by government, and trading in spectrum is limited. Thus while an auction and a secondary market can make a good job of a bad situation, the overall outcome may still be far from efficient.

Another solution is to use prices to ration usage and guide investment. The use of prices has been advocated for many years by economists to deal with road congestion and pollution. The adoption has been hindered by political resistance and the absence of a technology that would enable such pricing schemes. As the volume of traffic and congestion in urban areas has increased, however, governments have been forced to seek solutions rather than endlessly attempt to build themselves out of congestion. Singapore paved the way, and congestion charges implemented in central London have reduced the volume of traffic.

The last approach is fiscal instruments. A regime of taxes is implemented which reflect the social costs that a harmful activity imposes on society. Thus, instead of having environmental controls, a ‘pollution tax’ is imposed on some measure of emission or some variable positively correlated with the level of pollution, such as units of output sold. By imposing a tax on pollution or injuries that approximates the uncompensated losses imposed on other individuals, the industry is left to decide whether clean-up is cost-effective and in what ways it can be undertaken. Taxes must ideally be placed on the undesirable activity that one is seeking to internalise or deter. For example, if one wants to encourage a cost-effective reduction in pollution, the ideal tax is an emission or pollution tax which is placed on the harmful output or activity. Imposing a tax on cars is not efficient since it does not take into account the level of emission of different cars, nor does it encourage the adoption of less polluting engines. Thus the choice of the tax base and the tax level are important, as are the enforcement costs.

2.5 REGULATORY IMPACT STUDIES

Whether and to what extent regulation achieves its stated goals is an under-researched subject. Regulatory ‘impact studies’ seek to predict and measure the impact of regulation often using sophisticated empirical techniques. Some take this further by undertaking cost–benefit assessments (Hahn, 2008; Hahn and Tetlock, 2008;Radaelli and De Francesco, 2010 this volume).

Impact studies are not straightforward, easy to undertake, or common, and often their quality is low. The first reason is that often the data required to undertake an ‘impact study’ are unavailable or incomplete. The second reason is that the effects of regulation may be difficult to identify and predict. To illustrate, consider several examples.

The market-failure approach interprets environmental and industrial safety legislation as responses to deal with the inability of markets to provide adequate protection of workers, consumers, and the public. This is often the stated intention of such legislation and assumed to be its effect. Yet empirical research often fails to find significant improvements in environmental quality and safety arising from such laws, even while they increase industry costs substantially. This suggests that there is industry compliance coupled with low impact in achieving stated regulatory objectives. One reason for the failure to have a beneficial impact has been the excessive use of command-and-control approaches.

There is another factor which often explains why the actual impact of regulation on desired goals is less than predicted or estimated. Firms, management, workers, and consumers often rationally adapt to these increased costs and constraint of regulation by relaxing unregulated efforts and inputs which may be more effective in reducing accidents. Resources are simply channelled into compliance with ineffective laws, rather than into preventing accidents in the most effective way. This type of adaptive response is graphically illustrated by a case unearthed by Kagan and Scholz (1984) in their study of the enforcement of industrial safety regulation by the US Occupational Safety and Health Administration (OSHA). A steel company became embroiled in disputes with OSHA, which during the 1970s adopted an aggressive enforcement policy. One of the firm’s immediate responses to what it regarded as unreasonable persecutions by OSHA was to sack the trained safety engineer who headed its accident-prevention programme and replace him with a lawyer charged with litigating OSHA prosecutions. This outcome is a clear example where the response was to substitute one input for another (in this case to deal with regulation) that was less effective in reducing harm and improving worker welfare.

The effects of such safety regulation do not stop there. It has indirect effects. If regulation is stringent and vigorously enforced, it raises a firm’s costs and makes entry into the industry more difficult for the smaller firm. If firms have different compliance costs, owing to their size, location, or the production process used, then regulation will have a more pronounced impact on some firms than others. This, in turn, will disadvantage those firms bearing higher costs, and the higher costs will act as a barrier to the entry of new firms or the expansion of small firms. A number of empirical studies have confirmed this.

A study of US industrial safety and environmental regulations by Bartel and Thomas (1987) found that these raised the profits of industries with a high proportion of workers in large firms or in the ‘frost belt’, while those industries with a large number of small firms or located in the ‘sun belt’ lost profits. That is, they acted to give a competitive advantage to larger firms and those in particular locations. This is exactly the outcome that public choice theorists would predict–established, politically effective firms often lobby for legalistic command-and-control approaches to regulation specifically because they impose greater costs on competitors and enhance their own profits, and this explains why industry is often hostile to tax and liability approaches, which would hit their profits immediately (Buchanan and Tullock, 1975). Or it may just be the unintended consequence. Either way these costs and consequences which are wider and more subtle are often not taken into account and difficult to measure retrospectively.

Another interesting illustration of adaptive offsetting responses is the experience with compulsory seat belt legislation. There is now fairly conclusive evidence that the net effect of seat belt laws has been small. This is not because they are ineffective in protecting vehicle occupants but because they encourage risk-taking and accidents by drivers. Compulsory seat belt legislation reduces driver risks and injuries, which can result in drivers adjusting their behaviour by driving faster and with less care. This can lead to fewer driver fatalities and more pedestrian fatalities and injuries, and damage to vehicles, thus increasing accident costs. The economics of the drivers’ decision is simple to explain. A compulsory seat belt requirement decreases the risks and harm to the driver which causes him or her to undertake more risky aggressive driving.

Peltzman (1975) tested this simple economic proposition using the US National Traffic and Motor Vehicle Safety Act 1966, which made the wearing of seat belts compulsory. Using statistical analysis, he found that occupant deaths per accident fell substantially as expected, but this reduction was entirely offset by more accidents to those not protected by seat belts, i.e. pedestrians and cyclists. While this finding was ridiculed at the time as fanciful, subsequent research by economists and traffic safety engineers has confirmed that compulsory seat belt legislation has not resulted in a measurable decline in road fatalities (Adams, 2001). Indeed, Peltzman (2005) has revisited his original research to note that the annual rate of decline in highway deaths in the USA was 3.5 per cent from 1925 to 1960, before the legislation was enacted and at the height of Naderism; and between 1960 and 2004 it was also 3.5 per cent!

The theory of offsetting behaviour is evident in most command-and-control legislation. Minimum wage laws, rent controls, sexual and racial discrimination laws, and affirmative action laws all lead to adaptive or offsetting effects that reduce, sometimes substantially, their impact. Individuals and firms seek to minimise the costs that these laws impose, and this leads to a wider range of substitution effects, which may often not be in the desired or expected direction.

2.6 CONCLUSION

To paraphrase Keynes, the economics of regulation is not a settled body of facts but an approach. It uses the economists’ toolkit to develop political economy theories of regulation, and to assist regulators with the technical details of framing effective regulation. It is however still in its formative phases. There remain many puzzles and paradoxes to be explained such as the tremendous growth in regulation in parallel with greater role played by markets and economics; the nature of regulatory failure; what propels public interest regulatory reform; and what explains these different regulatory styles and approaches.

I am grateful to David Round, David Starkie, and Martin Cave for comments and advice on an earlier draft.

NOTES

1. Also see the classic but dated text by Kahn (1970) which takes this narrower view.

2. Council regulation (EC) No 139/2004 Control of Concentrations between Undertakings.

3. The term expected here is used to take account of risk and uncertainty, expected being used in the sense of the expected value of an uncertain outcome, and to emphasise that economic efficiency is an ex ante concept.

4. Economists have generally assumed rather than established market failure. A classic example often used in economics texts is the bee and apple. According to the distinguished economist James Meade, when bees make honey from and pollinate the apple blossoms this is an example of a ‘reciprocal external benefits’ which the market failed to take into account. Cheung’s (1973) study of bee keeping showed that this was not the case, and markets did deal with this in the absence of government intervention. In Washington State there was an active market in nectar and pollination services which was even advertised in the Yellow Pages telephone directory. Cheung’s study showed a well developed set of contractual practices, which even dealt with other ‘externalities’ arising from strategic behaviour where apiarists contracted for fewer beehives, taking advantage of positive benefits of neighbouring orchardists, and, secondly, the use of pesticide sprays damaging bees. Many of the other examples used by economists turn out not to be market failure (Spulber, 2002).

5. Stigler makes use of the insights from the earlier work of Downs (1957) and Olson (1965). A separate literature looks at the economics of bureaucracy and agency behaviour starting with Nisakanen (1971).

6. Directive 2002/21/EC on a common regulatory framework for electronic communications networks and services, 24 April 2002 (Framework Directive); Directive 2002/19/EC on access to, and interconnection of, electronic communications networks and associated facilities, 7 March 2002 (Access Directive).

7. The term comes from the writings of Ian McNeil (1980), a lawyer, in a series of articles beginning in the 1960s, and has been developed into an economic model of contract by Williamson (1975) and others. Views about relational contracts differ, with McNeil seeing them largely as long-term personal contracts whereas economists view them as contracts where asset specificity is critical.
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CHAPTER 3
REGULATORY RATIONALES BEYOND THE ECONOMIC: IN SEARCH OF THE PUBLIC INTEREST

MIKE FEINTUCK

3.1 INTRODUCTION

This chapter contends that regulation in certain fields should incorporate and give emphasis to values beyond those of market economics. It will be argued here that the frame of reference of the market is too narrow to encompass properly a range of social and political values which are established in liberal democracies and can be seen as constitutional in nature. Examples from fields such as environmental regulation and regulation of the media will be used to illustrate a range of non-economic values which have been, are, or should be reflected in regulatory theory and practice as a means of recognising and reflecting principles related to social justice. Such principles extend beyond, and may be antithetical to the practices, values, and outcomes of market-driven decision-making.

Such themes will inevitably play out very differently in different constitutional settings. Thus, the experience of the mainland European democracies, with their differing histories and traditions (see, for example, Majone, 1996) will be rather different to those of the Anglo-American contexts, where long unbroken constitutional patterns, and a shared jurisprudence, will result in more accessible comparison. It is this transatlantic context which forms the basis for this chapter. The dominant strain of regulatory thought over recent years, in the UK and the US, has been premised upon the claim of legitimacy deriving from individual choice in the marketplace, and has sought to pursue the extension of market and quasi-market (Le Grand, 1991) based solutions into an ever-increasing range of domains, historically often considered ‘public services’, such as healthcare and education. However, it will be argued here that there is also a range of issues and values, for which economic analysis and the mechanisms of the market are not appropriate. Thus, it may seem necessary or advisable to posit an alternative vision starting from a public rather than private interest orientation. It is, however, one thing to assert such a case, but quite another to establish it and demonstrate why such an approach should be promoted or defended in the face of the powerful tide of market-driven forces which threaten to sweep over all alternative approaches.

What is clear is that, without clarity on the limits of market values, and the nature of ‘public interests’, the tensions between market and public approaches can make for confused policies. This was exemplified in 2008 when the UK Government and Competition Commission (CC) were prepared in effect to clear instantly the takeover of the HBOS group by LloydsTSB. The ‘public interest’ in the stability of the UK financial industry suddenly overrode the ‘public interest’ in a competitive retail banking sector—a precise reversal of the finding in 2001 (under the competition regime prior to the Enterprise Act 2002) when it was decided that a proposed takeover by Lloyds TSB of major rival Abbey National would not be permitted, on competition grounds. Little could have illustrated more dramatically the vulnerability of visions of public interest, at least when such visions were premised exclusively on economic priorities.

Proponents of a ‘public service’ rationale, however, face not only the challenge of producing an acceptable model of ‘the public interest’ but also that of countering the power of the market model. It is impossible to deny the ongoing dominance of economic approaches to public services in both governmental and scholarly circles. An excellent starting point for establishing the parameters of recent debate over the role and forms of regulation is Ogus’s Regulation: Legal Form and Economic Theory (1994). Reflecting the book’s orientation, but also perhaps the dominance of market-based thinking, his section on ‘non-economic goals’ is a mere eight pages. In this brief section, Ogus refers to matters of distributional justice, noting ‘liberal’ approaches, which ‘temper a respect for individual liberty and acceptance of distributions resulting from the market processes with a concern for unjust outcomes’, and ‘socialist’ approaches, in which ‘pursuit of equality is a common theme’ (Ogus, 1994: 47). He also identifies approaches informed by ‘paternalism’, noting that: ‘Although paternalism is not often invoked in policy discussions, it may be safely assumed that it remains a powerful motivation for regulation’, though: ‘its theoretical base and content nevertheless remain controversial’ (Ogus, 1994: 52). Beyond these non-economic approaches, Ogus does note also ‘a set of public interest goals which may loosely be described as “community values”’, observing, reasonably enough, that ‘the unregulated market has only a limited capacity to achieve those goals’ (Ogus, 1994: 54).

Within the parameters on which it is based, Ogus’s work has much to offer and it is generally wrong to criticise scholarly works for what they do not address. However, it is difficult to accept that a set of values and approaches which informed the British welfare state and public service tradition, and formed the basis for legitimate public intervention even prior to that era (e.g. pragmatic interventions in pursuit of public health; see Harramoës et al., 2002: 5), as politically unfashionable as they may presently be, should be so marginalised in discussion. The problem is that, in a sense, Ogus’s approach is merely reflecting a deficit in the development of thinking relating to regulation beyond the market, namely the failure to identify and articulate with reasonable clarity the basic values that must necessarily inform the principles around which regulatory intervention can legitimately take place. Too often, such interventions will be premised upon a too vague construct of ‘public interest’. Simply put, ‘an agreed conception of the public interest may be hard to identify’ (Baldwin and Cave, 1999: 20) and, in the absence of a strongly developed alternative vision, there is almost an inevitability about such regulation becoming focused on limited, though apparently concrete issues such as monopolies, public goods and information deficits, etc. to the exclusion of broader social values which might permit or encourage a broader perspective. Such approaches only address a sub-set of the relevant issues and values, and it can be argued that a more inclusive approach is required.

The now dominant school of thought in relation to regulation is closely related to ‘public choice’ theory, based upon what Ogus (p. 59) summarises as an assumption that ‘behaviour in the political arena is, in its essence, no different from behaviour in the market, the individual acting in both contexts rationally to maximise his or her utility.’ In Ogus’s terms: ‘The exchange relationship which lies at the heart of, and fuels, the market system of production, is thus perceived to play an equally crucial role in the political system’, or as Craig expresses it, ‘homo economicus who inhabits the ordinary market-place also inhabits the political arena and behaves in much the same way, operating so as to maximise his own individual preferences’ (1990: 80). As public choice theorists assume that general welfare will be maximised by the exercise of individual choices, they will conclude that regulatory intervention is demanded essentially only where examples of ‘market failure’ need to be corrected in order to ensure the ongoing ‘proper’ operation of the market.

As we will see shortly, in relation to mergers and takeovers involving media corporations, it is perfectly possible to find examples where the interests of consumers in effective operation of markets do not mesh neatly with the interests of individuals and groups as citizens. Yet there is no doubt that the public choice world-view is massively dominant and that the alternative public interest perspective struggles to be heard, not only because of politico-economic fashion, but also perhaps because it has been less clearly articulated. This is despite the telling critiques of the market/public choice approach that have been delivered from a range of different perspectives. (Katz’s 1998 collection, Foundations of the Economic Approach to Law illustrates a number of such arguments.) Such approaches range from ‘liberal’ perspectives such as Dworkin’s, arguing that economic approaches can tend to understate individual rights and freedoms, to the ‘Critical Legal Studies’ position summarised by Kelman, ‘that there is absolutely no politically neutral, coherent way to talk about whether a decision is potentially Pareto efficient, wealth maximising, or whether its benefits outweigh its costs’ (Kelman, 1998: 329) and through to Leff’s ‘Legal Realist’ critique of Posner which points towards the reliance of such an approach on simplistic majoritarianism and its failure to take account of existing power inequalities (Leff, 1998). It is also worth emphasising the approach adopted by Sunstein, to which we will return, in identifying ‘arguments for freedom of contract and private ordering’ as depending on ‘crude understandings of both liberty and welfare’ (1990: 39). Elsewhere, he notes succinctly that, ‘in any society, existing preferences should not be taken as natural or sacrosanct’ (Sunstein, 1997: 4), and that ‘markets should be understood as a legal construct, to be evaluated on the basis of whether they promote human interests, rather than as part of nature and the natural order, or as a simple way of promoting voluntary interactions’ (1997: 5).

While each of these lines of critique brings its own range of problems to be resolved, the collective effect of such approaches may be to cast doubt on the validity of market-driven approaches to social justice. However, though suggesting clearly that ‘emperor market’ may indeed have no clothes, they do not necessarily offer strongly constructed or complete alternative visions and it is clear that the politico-economic fashion is still for mechanisms of the market. From this point, debate can move in one of two directions. Either we can focus on those arguments which may undermine, at a theoretical level even if not in political reality, the market-based approach. Or, we can endeavour to develop a conceptually robust competing vision, premised on a very different set of values. The task attempted here is largely the latter.

3.2 THE PUBLIC INTEREST AS THE HOLY GRAIL? AN IMPOSSIBLE QUEST?

In so far as public interest rationales and public service cultures may serve as obstacles to the further extension of the market, so, proponents of ‘public choice’ will seek to challenge continually the ideas and institutions of public interest and this challenge will be greatly strengthened where public interventions are seen to, or can readily be presented as having failed. Actual or perceived regulatory failure in this context can arise from a variety of causes, including regulatory capture, but the absence of adequately clear regulatory objectives can prove a fundamental issue. Any perceived failure to regulate effectively results in disrepute and the de-legitimising of the institutions of public interest regulation. As Baldwin and Cave (1999: 20) observe:

[T]he public interest perspective is prone to attack on the basis that regulation often seems to fail to deliver public interest outcomes. Some observers see this as an indication that appropriate lessons must be learned from failures so that better regulatory regimes can be designed. The message for others is that regulation is doomed to failure and that policies of deregulation should be looked to.

In the absence of clear explication of the substantive objectives for public interest regulation, there will be difficulties in identifying what constitutes successful intervention, and hence problems with defending the legitimacy of institutions charged with pursuit of the public interest. Meanwhile, the identification of meaningful and legitimate objectives will be impossible in the absence of clearly expressed rationales for intervention. It is never enough to simply assert public interest—the claim must always be, and expect to be, challenged—and the quest for a general (as opposed to context-specific) meaning of public interest is likely to prove a fool’s errand at other than the most abstract level (Feintuck, 2004). Thus, the establishment of a coherent structure of context-specific substantive value and principle is a necessary prior task to effective regulation in pursuit of public interest objectives.

It is also necessary, though, to seek to establish how such matters are consistent with inherent and established social and constitutional norms, and how they might be embedded in legal and regulatory discourse. That said, protecting and furthering the democratic legitimacy and the procedural and substantive legality of public interest intervention, will not in itself serve as a surrogate for the development of conceptual clarity as to substantive objectives. Embedding substantive values in institutional forms which are consonant with the constitutional settlement remains an important, if ultimately second order, task. Rationally, values must be determined, and principles drawn from them before institutions can be designed to pursue the resulting objectives.

In reality, however, the case for institutional recognition of non-economic values in regulation does not have to be made ab initio. While the conceptual underpinnings may remain underdeveloped, certain regulatory activity does, in practice, indicate the ongoing acceptance of values typically associated with ‘the public interest’. We can see these in practice, even if they often remain far from uncontested and inadequately explored, theorised, and explicated. For example, in environmental regulation, ‘the precautionary principle’ has become established, if continually under reconstruction and challenge, yet the extent of its recognition is sufficient to indicate a substantial degree of legitimacy for the non-economic and non-instrumental values which lie at its heart. Likewise, in relation to regulation of the media, while powerful international corporate forces have combined with rapid technological change to challenge the 20th century role of the state at the centre of broadcasting regulation, arguments persist regarding how to maintain regulation premised upon ‘the public interest’ (Feintuck and Varney, 2007) generally associated with quantity, quality, diversity, and accuracy of information in the service of citizenship, implying again a set of values, worthy of protection which will not necessarily be guaranteed or served by market forces. The complexities of regulating the media, both in terms of substantive principle and multi-agency institutional structures will be returned to.

3.3 CONVENTIONAL WISDOM OR ENDURING MYTH—THE MARKET AS NEUTRAL

Before moving to consider the challenges of establishing a ‘public interest’ rationale for regulation, it is necessary to contest any notion that the contentiousness of the ‘public interest’ model contrasts with the neutrality of the market model. Here it is worth noting Sunstein’s observation that ‘the satisfaction of private preferences’, from which market-based arguments often derive, ‘is an utterly implausible conception of liberty or autonomy’ (Sunstein, 1990: 40). He goes on to argue (ibid.) that:

Above all, the mistake here consists in taking all preferences as fixed and exogenous. This mistake is an extremely prominent one in welfare economics and in many contemporary challenges to regulation. If preferences are instead a product of available information, of existing consumption patterns, of social pressures, and of legal rules, it seems odd to suggest that individual freedom lies exclusively or by definition in preference satisfaction.

Subsequently, Sunstein goes on to argue that, therefore, more fundamentally, ‘it is incorrect to claim that something called the market, or respect for private arrangements, embodies governmental “neutrality”’, and that, ‘private preferences are partly a product of available opportunities, which are a function of legal rules’. Thus, he concludes, the allocation of rights and entitlements will have ‘a profound effect on and indeed help constitute the distribution of wealth and the content of private preferences’, and that therefore: ‘Whether someone has a preference for a commodity, a right, or anything else is in part a function of whether the legal system has allocated it to him in the first instance’ (1990: 41). What we have here is a very persuasive illustration of the circularity of arguments for the use of market forces in matters of public concern, though this does not in itself constitute or define a coherent alternative vision.

Thus, while the deregulatory message has been widely transmitted, and has become essentially the received and accepted wisdom on the subject, traces of an alternative perspective remain. Indeed, the language of public interest remains all pervasive, and almost unavoidable. However, in the absence of clear explication of their underlying values, claims and visions of public interest remain highly vulnerable to attack from and capture by the forces of the market and deregulation. Even for proponents of public interest approaches, coherent visions, capable of being embodied in robust regulatory regimes which will be perceived as legitimate in a harshly economics-driven climate, are hard to find.

Morgan and Yeung do tentatively dip a toe in the deeper waters of the substantive values which might be incorporated in such a broader vision, identifying Sunstein’s work as an exemplar of the approach, but they conclude rather passively that: ‘the task of prescribing substantive visions of values that regulation can legitimately pursue is controversial, given the pervasiveness of moral disagreement and value pluralism that characterises modern societies’ (2007: 36). In the absence of the establishment of values, which can inform the regulatory endeavour and form a focus for activity, we are left with regulation in pursuit of that which can be measured in economic terms—we may end up exclusively valuing the measurable, rather than measuring, and regulating for, the valuable.

There only seem to be a couple of alternative routes from this situation. The first is to accept the impossibility of constructing modes of regulation which incorporate and pursue values beyond the economic, for any or all of the range of reasons just identified. The second is to make the case for the legitimacy of regulation premised upon values inherent in the democratic settlement, and on these foundations to seek to construct modes of regulation which reflect and defend these values. The critiques of market approaches highlighted previously create a space in which this alternative edifice might be constructed, but do not in themselves offer more than a general indication of the form this structure might take in practice.

3.4 EXEMPLIFYING PUBLIC INTEREST REGULATION IN PRACTICE (IF NOT IN THEORY)

Essentially, the process of regulating in pursuit of public interest objectives faces two fundamental problems: the elusiveness of the concept at the theoretical level, and its (consequent) fragility as a basis for practical regulation. While, as indicated earlier, examples can be found of practical regulatory activity targeted at ‘public interest’ goals, ‘the public interest’ will always be a fragile basis for intervention, so long as it remains theoretically unspecified.

As will be apparent from the foregoing, despite the availability of powerful lines of critique, currently dominant thinking in relation to regulation fails to offer much support for regulation in pursuit of non-market objectives. However, despite this strong trend, which has retained a firm hold since the Thatcher–Reagan era, it remains possible to identify rationales which both chime with the underlying basis for the democratic settlement, and which are in reality still embodied in legal principles and practices which inform regulation. That is not to say though, that such instruments and institutions are necessarily adequately justified, or that adequate conceptual development necessarily underlies and provides firm foundations for such regulation. Their survival into the modern era, in the face of their marginalisation from the mainstream political discourse, does suggest some inherent value, or perceived necessity in relation to democratic fundamentals which transcend the political fray. Nevertheless, the common pattern which emerges is that principles relating to regulation in pursuit of collective objectives are consistently much less clearly elaborated and less developed than those relating to private interests.

One area where complex collective interests are regularly addressed is that of environmental regulation, where, despite general deregulatory trends, short-term private economic interests are on occasion overridden by long-term collective interests which look beyond economic values, even if the conceptual foundations on which such interventions are based are sometimes less than satisfactorily elaborated. The most obvious example in this area is ‘the precautionary principle’, which, though controversial, has become embedded in varying forms across numerous jurisdictions in Europe and worldwide (for a series of early case studies, see O’Riordan and Cameron, 1994), and in particular has been a focal point regarding the development of the EU’s environmental law (see da Cruz Vilaça, 2004; also Fisher, 2003).

Across and within jurisdictions, a diverse range of debates goes on regarding the principle, concerning its procedural or substantive nature, weak and strong versions of it and indeed the very concept of risk which underlies and informs its application. They extend even to whether a ‘principle’ properly-so-called can be identified at all, or whether we should confine discussion to ‘precautionary approaches’ (Feintuck, 2005). Despite such controversies, and despite its clear orientation towards proactive intervention to prevent irreversible damage—a stance that sits far from easily with modern deregulatory trends—the precautionary principle has become, over the last thirty years, a significant element in attempts to preserve and further perceived public interests in the face of the onslaught of public choice approaches. At its strongest, as represented in the 1998 Wingspread Declaration (see Morris, 2000), it serves to outlaw certain proposed commercial activities in pursuit of environmental protection:

Where an activity raises threats of harm to human health or the environment, precautionary measures should be taken even if some cause and effect relationships are not fully established scientifically. In this context the proponent of the activity, rather than the public, should bear the burden of proof.

Though in practice invariably weakened significantly, by reference to proportionality or even ‘cost-effectiveness’, and consistently challenged by those with instrumental or political reasons to do so, the collective, long-term essence of the concept remains and appears to resonate with core social values. It has therefore become central to regulatory discourse in the environment and elsewhere. Operating at the point of confluence of science, economics, law, and democracy, the precautionary principle, at its best, can serve to embody and protect a series of non-instrumental values attaching to the environment, and takes account of a wider range of factors than is typically to be found in market-based mechanisms.

What we see in the precautionary principle is an attempt on occasion to limit potential private interests in commercial gain by reference to a set of broader societal concerns regarding the progress of science and its commercial applications and its potential future impact. Yet the ‘principle’ remains essentially contested. The degree to which its legitimacy is accepted varies dramatically both between interest groups and across jurisdictions, and given that its operation is often inevitably international and cross-jurisdictional, the absence of an unambiguous and agreed core meaning renders it a fragile and vulnerable device.

As with the LloydsTSB takeover of HBOS, noted earlier, conceptual fragility in the face of economic force majeure is illustrated vividly in the ‘compromise’ between the EU and World Trade Organisation (WTO) on living modified organisms (LMOs), arising from the trade dispute over growth hormones in beef cattle, which excluded most LMOs from the most demanding requirements of the applicable protocol, and demonstrated, concludes Salmon, ‘the hegemony of the free trade imperative underpinning regulatory interactions on the international playing field’ (2002: 138). Specifically, this can be thought to indicate future difficulties for autonomous European action based upon precautionary regulation, but deeper questions also remain regarding problems of ‘reconciling the goals of environmental protection with the fundamental objectives of Community policy which are primarily economic’ (Hession and Macrory, 1994: 151). The benefits potentially associated with the wider view-screen which the precautionary principle might seem to offer in respect of environmental disputes, may be substantially undermined in such a context. While acknowledging that, ‘the market mechanism provides the best framework we know for maximising the instrumental or economic value of nature’, Sagoff makes the case, in the context of environmental decision-making, for the necessity of moving beyond economic reasoning, arguing that ‘market allocation has to be balanced with political deliberation with respect to social policies that involve moral or aesthetic judgment’ (2004: 13).

Some parallel, and again context-specific, considerations can be discerned in relation to regulation of the mass media, especially broadcast media (Feintuck and Varney, 2007). It is worth exploring this area here, by way of illustrating further the vulnerability of social values in the absence of their clear explication and embodiment in regulatory statutes and practice.

Often premised on somewhat vague ‘public interest’ criteria, aspects of the historic media regulation regime in the UK have survived beyond a period of dominance of public service broadcasting into an era in which frequency scarcity has been superseded by frequency abundancy as a result of digital technology. Technological changes, corporate conglomeration, and globalisation have combined to change radically the basis on which broadcasting operates (see generally, Seabright and von Hagen, 2007). Yet, as we will consider shortly in relation to the example of BSkyB/ITV, there remains scope for intervention with strong claims of legitimacy based on the idea that there are values worth pursuing which are beyond, and often antithetical to, market forces. However, the extent to which potentially contested notions of public interest are translated into clearly articulated and applicable regulatory criteria remains problematic. It is worth reviewing briefly the statutory basis on which regulation is premised in relation to media mergers in the UK, by way of highlighting some of the difficulties which arise in this context.

The Enterprise Act 2002, as amended by the Communications Act 2003 forms the basis for regulation of media markets. The light touch regulatory approach promised by the latter, combined with the competition-oriented approach of the former, would suggest little likelihood of significant regulation in pursuit of objectives beyond those economic values that are typically the subject matter of competition law.

The Communications Act 2003 swept away a complex web of provisions under the Broadcasting Act 1996 (see Feintuck, 1999) which had established maximum holdings and intervention thresholds within and across media sectors. In place of these provisions, Sections 369–372 of the Communications Act granted Ofcom concurrent powers with the Office of Fair Trading (OFT), with the potential for further grants of power by the Secretary of State. Under Sections 373 and 374, the provisions of the Fair Trading Act 1973 that had historically provided specific measures applicable to takeovers and mergers in newspapers were replaced by the general provisions of the Enterprise Act (Feintuck and Varney, 2007).

In the Enterprise Act and Communications Act, reference is made, respectively, to ‘public interest cases’ and ‘media public interest considerations’. Section 42(1) of the Enterprise Act allows reference by the Secretary of State to the OFT via an ‘intervention notice’ where a public interest consideration is relevant to a merger situation. Incorporated into Section 58 of the Enterprise Act by Section 375 of the Communications Act are unusually detailed specifications of what constitutes ‘the public interest’ in relation to mergers between newspapers, between broadcasters, and in relation to mergers which cross the two sectors. These provisions, often described as ‘the plurality test’, establish ‘the public interest’ in this context in the following ways.

In the case of a newspaper merger, the public interest considerations, as defined by the Act, are:

• The need for accurate presentation of news in newspapers.

• The need for free expression of opinion in the newspapers involved in the merger.

• The need for, to the extent that is reasonable and practicable, a sufficient plurality of views expressed in newspapers as a whole in each market for newspapers in the UK or part of the UK.

In the case of a broadcasting merger or a cross-media merger, the public interest considerations as defined by the Act, are:

• The need for there to be a sufficient plurality of persons with control of the media enterprises serving that audience in relation to every different audience in the UK or a particular area/locality of the UK.

• The need for availability throughout the UK of a wide range of broadcasting which (taken as a whole) is both of high quality and calculated to appeal to a wide variety of tastes and interests.

• The need for persons carrying on media enterprises and for those with control of such enterprises to have a genuine commitment to the attainment of the broadcasting standards objectives that are set out in Section 319 of the Communications Act 2003 (for example governing matters of accuracy, impartiality, harm, offence, fairness, and privacy in broadcasting).

In essence, the provisions are targeted at maintaining a degree of diversity and quality within media output in the UK. Though, at one level, these seem quite detailed elaborations of the principles underlying the powers, it is clear that the precise way in which such broad provisions will be interpreted remains subject to substantial discretion on Ofcom’s behalf, and ultimately: ‘It is in essence for Ofcom to objectively consider whether the new company would have too prominent a voice across all sectors of the media’ (Stewart and Gibson, 2003: 358).

This regime has unique aspects since the general system of competition law in the UK is based almost entirely on economic considerations and the procedure under Part III of Chapter 2 is the only part of the Enterprise Act 2002 which bestows a significant role on the Secretary of State. The Secretary of State is, moreover, prevented (by s.54(7) Enterprise Act 2002) from interfering with the competition findings of the OFT and CC and this, accordingly, demands engagement with arguments relating to a vision of ‘public interest’ which extends beyond competition. The DTI (Department of Trade and Industry) has produced an extensive document (DTI, 2004) which offers some illustration of the considerations that the Secretary of State will take into account in such situations, although it offers little indication of the relative weight that will be placed on the various factors discussed in the document. Especially in the early years of the new regulator exercising this jurisdiction, companies involved in actual or proposed mergers needed guidance as to how the powers might be used and Ofcom moved quickly after taking up its powers to indicate how it would go about offering general advice as regards proposed mergers. In essence, however, Ofcom’s advice mirrored the DTI guidance, and in reality amounted to little more than a restatement of the provisions summarised above and identified its role as being one of applying the tests and reporting the results to the Secretary of State with a recommendation as to whether the merger should be referred to the CC for further consideration. What was, and is, abundantly clear, however, and what gives these provisions their particular significance in the present context, is that they constitute measures, within a competition law context, which unambiguously introduce into the equation a range of non-economic factors relating to the social and democratic significance of the media. The media is not simply to be treated as another industrial/ economic sector, but it is recognised as having a broader importance to society which is concretised in legislation as a basis for regulatory intervention.

The first real test of how these measures would operate in practice arose in the context of BSkyB’s 2007 purchase of a stake in ITV. The regulatory response (see Select Committee on Communications 2008, Chapter 6, Paras 268 et seq.) highlighted some complexities in a multi-agency regulatory system in which Ofcom, the OFT, the CC and, ultimately, the Secretary of State (Business Enterprise and Regulatory Reform) all had an interest. In this case, the first in which the full ‘public interest test’ established by the Communications Act 2003 had been applied, the CC was prepared to identify a ‘substantial lessening of competition’, in terms of the operation of the television market as a whole, but it did not find that the stake cut across ‘public interest’ values in relation to plurality and diversity in media output. Ed Richards (Ofcom’s Chief Executive) giving evidence to the House of Lords Select Committee on Communications in 2008, publicly aired surprise at this finding, though he also expressed a relaxed attitude towards the finding, given the CC’s finding on competition, which supported intervention. While possibly a reasonable conclusion, regulation of the media is ultimately premised on such democracy and citizenship-serving values and, if regulators are unwilling, or find themselves unable to defend these values, the legitimacy of regulatory intervention in media markets (to do anything beyond ensuring the effective operation of markets) will be severely challenged given the absence now of justifications based on a statist view, or pragmatic arguments such as frequency scarcity, on which regulation of broadcasting was historically premised.

Permitting the CC to investigate both competition values and the non-economic plurality issues associated with ‘the public interest’ risks blurring the two sets of issues and values and may not ensure due prominence for values integral to media regulation which extend beyond the economic. As the Lords Select Committee stated subsequently, ‘it would have been perfectly possible for the CC to have come to different conclusions to Ofcom not only on plurality but on the appropriateness of the merger overall. It is just a coincidence that despite disagreeing with Ofcom on plurality, the CC found there was a significant lessening of competition and therefore suggested there was a problem with the merger’ (Select Committee on Communications, 2008, para. 270). For the record, by way of remedy, BSkyB was subsequently required to sell-down its share-holding in ITV. Though it had to do so at a considerable loss, it is possible that this was considered a price worth paying as the original purchase had served a strategic purpose in blocking a potential alternative bid by its rival Virgin Media. Though subject to subsequent scrutiny by the Competition Appeal Tribunal ([2008] CAT 25), the scope of review here is strictly limited, and does not examine directly the substantive basis on which decisions have been taken.

Prosser (2005: 14 and chapter 9) properly observes the tensions between approaches premised on competitive markets and competition law on the one hand, and public service on the other, in the context of broadcasting regulation. While the CC has a pivotal place in the modern scheme of regulation in this context, the issues at stake here, in terms of democracy and social justice, clearly extend beyond the terms of reference of competition law and it might be expected, as seems to be intended by the legislative framework, that the other regulatory players will properly bring perspectives which look beyond market competition. If regulators in an area such as the media do not effectively bring anything beyond the reflection of market forces, we have been misled, our democratic expectations will not have been met, and the legitimacy of the regulators to do anything more than simply reaffirm the primacy of markets will be undermined.

What we see, in regulatory attempts to pursue and enforce both precautionary and public interest approaches, are interventions apparently premised on non-market values—attempts to pursue what is perceived as valuable to society which extends beyond that which can readily be measured in economic terms. Yet these interventions are continually challenged and threatened on various grounds. Most conspicuously, however, both approaches run against the strongly dominant politico-economic current which emphasises and prioritises market forces. If devices such as the precautionary principle or public interest are to serve alternative ends successfully, they must be perceived as legitimate, and in the current hostile climate this means have the strongest possible foundations for their legitimacy. As has been noted, current manifestations seem to fail in this respect through lack of clarity, and also through lack of sufficient articulation of, or primacy for, the values which they represent. If it is possible to identify and highlight a lineage which runs directly from constitutional values, it may be that their prospects of success will be somewhat greater.

3.5 FROM PRACTICE TO THEORY: THE NEED FOR CLARITY REGARDING UNDERLYING VALUES

The above examples illustrate that regulatory interventions in pursuit of public interest objectives do continue in practice, though they remain flimsy and vulnerable in the absence of the conceptual foundations that are necessary for building claims of legitimacy and resisting challenges by those private interest groups that see their interests as threatened by such action. Such challenges are likely to be especially powerful where the dominant norms in political discourse are those of ‘public choice’, rather than ‘public interest’.

Yet the narratives of the precautionary principle and of public interest regulation in broadcasting both demonstrate and illustrate the continuing existence of values and objectives which extend far beyond the values of the market. They are already embodied in legal and regulatory provisions, albeit often controversially, but in order to continue to have any meaningful effect, their claims of legitimacy need re-examining and reasserting. It is possible to claim that their foundations lie within a series of collective constructs which underpin the political settlement and are, in a sense, constitutional in nature. If one of the ‘law jobs’ (see Harden and Lewis, 1986, referring to Llewellyn) is the constitution of groups, then it is perfectly proper for the law and the regulators to act in pursuit of agendas which are agreed, and which further the interests of the collective, even in the face of a politics which prioritises individual and economic interests beyond all others. Just as society has long since agreed that there is a proper place for the existence of private property claims, and has sought through legal mechanisms to define the nature and acceptable extent of such claims, so society has acknowledged the existence and need for those mechanisms and principles which define the collective interests, and which contribute towards the continuation of society. The problem here, as noted earlier, is that this latter category of interests is far less clearly defined, and far less well protected in law, than are private interests.

Even within the liberal-democratic states, there will be wide-ranging differences as to how such values are recognised and protected within varying constitutional and legal systems. Differences in approaches to public services in the UK and other Western European democracies are well-charted (Majone, 1996), while the radically different trans-Atlantic approaches as between the UK and USA, despite the shared common law heritage, are striking. The differences observable here can be traced both to differences in constitutional form, and constitutional priorities.

What is also striking is that identifying ‘public’ values seems hardly less difficult where there is a written constitution. In contrast with the UK, the US may seem to have more clearly articulated constitutional principles, yet the tasks of bodies such as the Food and Drug Administration or Federal Communications Commission (FCC), who have to grapple daily with ‘public interest’ briefs in their respective fields, are not necessarily aided by the very different constitutional setting.

The FCC, for example, has explicit power, originating from the Communications Act 1934, to regulate in pursuit of ‘the public interest, convenience, and necessity’. Of course, the presence of such a phrase alone does not signify in itself the establishment of a strong normative concept. That said, it might be expected that in the seventy years in which the phrase has been in use, in the context of US administrative procedure and law, steps would necessarily have been taken to define it in substantive terms. On inspection, however, it soon becomes apparent that though the FCC’s actions have indeed been the subject of fierce debate, this has resulted in only limited, if any, progress being made in terms of developing a coherent understanding of what is meant by the public interest.

Of course, the FCC’s brief must be viewed in its constitutional setting. The First Amendment guarantee that, ‘Congress shall make no law … abridging freedom of speech or press’, provides a starting point of positive liberty, very different from that historically found in the UK. This starting point may form part of the reason why the prominent ‘public service’ tradition in broadcasting, so common in Western European democracies, is so manifestly absent in the US. It would seem constitutionally unthinkable for a US regulator to intervene to set and enforce detailed programme standards or quotas on independent broadcasters, or impose strict requirements of balance in news reporting, in the way that the ITC (Independent Television Commission—a predecessor of Ofcom) did until recently in the UK. However, it is also clear that the First Amendment promise of freedom of speech is not as absolute as it might superficially appear, and US courts have repeatedly found circumstances in which they were prepared to find regulation of print and, especially, broadcast media to be constitutional in spite of arguments to the contrary based on the First Amendment (Feintuck, 2004, chapter 4).

Inevitably, however, the FCC’s actions and the scope of its substantive powers remain controversial. From at least three perspectives, its activities in pursuit of ‘the public interest, convenience and necessity’ are subject to vehement criticism. First, the exercise of its powers is attacked on the basis that it has been ineffective, having patently failed to avoid a situation of oligopoly within US media markets, potentially a problem from the point of view of the interests of competition, consumers and citizens (see Bagdikian, 2004; and Herman and McChesney, 1997). Related to this is a second line of criticism that states that the FCC’s agenda is too vulnerable to capture through political appointment of commissioners and/ or by powerful media business lobbies. The third critical line, attacking its regulatory power as unconstitutional, by virtue of being too extensive or too ill-defined, is adopted primarily by those who seek to pursue a deregulatory agenda. It is this third line of argument that perhaps most clearly raises questions over what is to be understood as ‘the public interest’ in this context. Commenting extra-judicially, Judge Henry Friendly is found to be extremely critical of the concept as used in the Communications Act, finding it as ‘drained of meaning’ (see Krasnow and Goodman, 1998: 626) and there are still voices that consider the public interest standard simply ‘too indeterminate to be constitutional’ (May, 2001).

Thus, constitutional principles can cut both ways. Conspicuously in the US setting they may on occasion inhibit regulatory activity (rightly or wrongly) but they also have the potential to serve as an essential context and justificatory basis for regulation. While constitutional principles and expectations extend beyond the market, they are presently much less apparent and less clearly articulated than arguments deriving from market choice. It is therefore crucial to remain aware that within the context of a political settlement which relies for its legitimacy both on economic and non-economic values, excessive focus on any one set or subset of these values is likely to lead to the exclusion or marginalisation of other values. If lawyers, as they often do, choose to emphasise apparently more concrete issues of procedure or doctrinal disputes (tempting as this may be in a jurisdiction such as the UK, where constitutional principles may appear less clear than elsewhere), this may serve to compound the risk of marginalisation of the wider range of underlying values.

If constitutional principles provide no ready conception of the public interest, it is necessary to look elsewhere. In the USA, the development of regulation owes at least as much to the writing of political economy as to legal thinking. Writers such as Mitnick (1980) and Breyer (1982) provide a politico-economic perspective that has a much higher profile in the American literature than the British. While the massive and rapid development of US administrative law in the 1970s, ‘provided no key to a substantive definition of the public interest’ (Rabin, 1990: 125), what is abundantly clear is that the public interest, and regulation undertaken in its name, lies at the very intersection of law, politics, and economics, and is, quite properly, subject to critique from scholars within all these disciplines. In Sunstein’s terms, which may appear somewhat alien to UK eyes, ‘the liberal republicanism of American constitutional thought’ is premised on ‘a set of ideas treating the political process not as an aggregation of purely private interests, but as a deliberative effort to promote the common good’ (1990: 12).

Capacities to deliver public interest outcomes have also been a concern of commentators. Thus, an ongoing concern on either side of the Atlantic has been that of regulatory capture. In the terms of Baldwin, Scott, and Hood (1998: 9) the public interest approach ‘has been said to understate the extent to which regulation is the product of clashes between different interest groups and (alternatively) the degree to which regulatory regimes are established by, and run in, the interests of the economically powerful’. Whatever angle it is approached from, the chance is that regulation is unlikely ever to be found to be delivering fully or satisfactorily the public interest outcomes which it seems to promise. Of course, this should be relatively unsurprising if an awareness is maintained of the lack of development of a robust and conceptually independent construct of public interest within the regulatory context and the polity more generally. There can be no doubt that the failure to establish and articulate with adequate clarity a construct of public interest within the US regulatory system has left underlying values exceedingly vulnerable.

The cross-jurisdictional differences of constitutions and theoretical approaches that are noted here seem to reflect very different conceptions of citizens and their associated expectations, both as individuals and groups. Yet constructs of citizenship, as different as they are, consistently reflect both the interests of citizens as individuals and the continuing interests of the group; not just one, or the other, but both. Indeed, it might be argued that by pursuing a linkage between claims of public interest and a concept of citizenship, which can only meaningfully exist within the context of a political community (and hence certain collective interests), both a more meaningful construct of public interest might emerge, and the interests of the collective may be reasserted alongside the dominant voice of individual interests.

Arblaster identifies ‘those … for whom democracy and the freedoms which often accompany it are an inconvenience, an obstruction to the uninhibited pursuit of wealth and profit’ (2002: 55). In resisting such forces, in preserving society qua society, in protecting the democratic element of liberal-democracy, the institutions of regulation and the legal system have potentially critical roles to play, via what can be characterised as ‘assuring the larger constitutional values inherent in the rule of law to promote rational civic discourse’ (Harden and Lewis, 1986: 263). This can be seen to parallel closely the deliberative element of civic republican thought referred to by Sunstein and noted earlier. Though it is at least as problematic in the British context as the US, in terms of giving it practical effect, it remains clear that such institutions which might be charged with producing deliberative outcomes will be disabled from doing so if they are not in themselves able to identify the basis for their legitimacy within the larger political settlement and its value system.

Here we return to a link identified by Sunstein, between questions of ‘the regulatory state’ and ‘the purposes of constitutional democracy’. While he identifies ‘political equality, deliberation, universalism and citizenship’ as amongst ‘basic republican commitments’, these are also among the features which he identifies as consistent with liberalism, and, as such, they may be expected to be present as much in British democratic arrangements as in America. In pursuing their regulatory agendas, bodies such as Ofcom appear to have the potential to further such democratic expectations, especially that of citizenship, in serving to ‘promote social justice through public action’ (Young, 2000: 117).

Ofcom’s powers, in seeking to ensure a degree of diversity in media output via maintenance of pluralism in ownership and control, are clearly intended to service a set of needs related to the full range of elements of citizenship such as that classically set out by Marshall (1964). Meanwhile the kind of universal service obligation which may be imposed on utility providers by way of ‘social regulation’, (Feintuck, 2004: chapter 3; Graham, 2000; Prosser, 1997) also seems closely related both to what has been discussed here in terms of ‘public interest’ regulation and to the kind of ‘basic threshold of resources and capabilities’ referred to by Honohan (2002) in her discussion of modern republicanism. To a large extent, the underlying problem here emerges as the difficulty in reconciling private property ownership with the social, ‘public interest’, objectives which underlie regulation of the power deriving from private property, or what Robertson refers to as: ‘The public dimension of private power’ (1999: 255).

Robertson notes, with approval, observations made by Cohen in the 1920s that in exercising their economic power, ‘the owners of large productive assets get not just dominion over things through their property rights, but also, and more importantly, sovereignty over people’ (Robertson, 1999: 258). There is, however, nothing inherent or immutable in this undermining of equality of citizenship. Reflecting Sunstein’s arguments set out above, in Robertson’s terms: ‘The system of property arrangements in any society has to be consciously designed to maintain the proper form of political and social order’ (p. 248). As Gamble and Kelly put it: ‘if there is marked inequality in a society, it is a result of political choice, not of deterministic and irresistible economic logic’ (1996: 96). This is true, both in relation to substantive, economic equality, and equality of citizenship.

Robertson summarises succinctly the root cause of many of the difficulties inherent in regulating property power which might be encountered here. His important thesis is that:

[T]he democratic, rather than the liberal tradition, better highlights the public and constitutional aspects of private property. However, since the democratic tradition is less dominant in our culture than liberalism, its insights into the public dimensions of private property are more marginalised and muted.

(Robertson, 1999: 246)

The development and use of a concept of public interest explicitly linked to the value of equality of citizenship, which underlies liberal-democracy, might be one avenue through which to address such issues.

In an era in which, ‘market driven politics can lead to a remarkably rapid erosion of democratically determined collective values and institutions’ (Leys, 2001: 4) it is especially important that regulatory mechanisms are developed which seek to preserve and further such features of the democratic settlement. Recourse to a discourse of citizenship, which meshes with the underlying constitutional and democratic fundamentals, but will often run counter to presently dominant liberal rhetoric of the market, may help in this regard by clarifying the basis of legitimacy for such collective claims.

3.6 CONCLUSION

To borrow (and subvert) a strap-line from a current commercial for credit cards: ‘For what really matters to society collectively there is public law, for everything else there’s private law.’ Or, in Ackerman and Heinzerling’s terms, there is a need to move beyond, ‘knowing the price of everything and the value of nothing’ (2004). The point of this aphoristic approach is to emphasise that although the mechanisms and principles of private law are essential to resolving questions of private economic interests, they do not represent or incorporate the full value set which underlies the democratic settlement, which should be institutionalised in public law.

Even in an era in which the public domain may appear to be in decline (Marquand, 2004), it is crucial to remember that regulation exists within the realm of public law. Within this context, regulation may appear to raise predominantly matters usually characterised as administrative law, and it is the technical aspects of this area that are most often explored in the literature. But, scratch the surface and we also find issues which are constitutional in nature. If we unpack underlying regulatory concepts such as the precautionary principle or the public interest as applied to the media, we find a set of core values which are essentially political and contestable but which are embedded in legal discourse, and, perhaps more importantly, within the democratic settlement. Thus, regulation relates to, or resonates with the constitutional context and values, and must properly be viewed in that light.

As such, the real issue, it can be argued, is not so much the identification in general terms of where something we might call ‘the public interest’ lies or what constitutes a proper degree of precaution in relation to scientific developments, difficult though these tasks are. Rather, the crucial task is that of establishing with adequate force and clarity the constitutional and democratic legitimacy of such claims, to allow them to be reasserted effectively above the clamour of proponents of the market.

Certainly, the institutional structures must be appropriate to address the particular congeries of issues thrown up in a situation of ‘public interest’ regulation. As such, it is proper to support the kind of recommendations for legislative reform made by the 2008 Lords Select Committee ‘that Ofcom should investigate the mergers only on the basis of public interest criteria, while the Competition Commission’s brief should be limited solely to the competition issues arising from media mergers’ (Para. 271). It would be wrong to oppose the intentions here, yet in themselves such recommendations as to institutional structure are of limited value if an adequately strong understanding of ‘public interest’ is not established and a sufficiently prominent place in the hierarchy of competing values assigned to it.

Massive problems remain with identifying a unifying construct of public interest to inform regulation by way of counterpoint to dominant accounts informed by the economics of private interest. What has been suggested, however, is that there are concepts currently in play which can be found to have strong claims of legitimacy and which pursue objectives which clearly extend beyond, and will often conflict directly with, the dominant values of the market. The pursuit of a public interest agenda which drives at ensuring a degree of equality of citizenship, even in the face of market forces, can be viewed readily as an attempt to pursue democratic values which have been incorporated into the constitutional settlement. Likewise, restricting commercial exploitation of scientific developments by reference to concerns over the risk such activities may pose can be viewed as linked to the fundamental ‘law job’ of resolving disputes in such a way as to ensure that society continues to be able to operate as society. At a more specific level, it may also be the case that both in relation to precautionary interventions and general public interest regulation, the interests of future generations may be at stake, raising questions akin to those associated with discussions of ‘stewardship’ (Feintuck, 2004: 241–3; Lucy and Mitchell, 1996) which might be marginalised or neglected entirely if debate is focused too tightly on the pursuit of individual interests via the market.

Particular problems of interpretation and application of a public interest principle may arise in a jurisdiction such as the UK, where the judiciary does not have a longstanding habit of giving effect to broad principles as opposed to narrower rules, or where private, individual interests are recognised much more readily than public, collective interests. In the context of common law responses to environmental questions, and issues arising both from rules of standing and the use of amicus curiae briefs in pursuit of ‘public interest’ objectives, Goodie and Wickham talk of how, ‘non-pecuniary public interests are subject to “pragmatic and situated” calculation within the common law’ (2002: 37), indicating a degree of dissonance between established common law principles and the concept of ‘public interest’. Much the same might be said about the precautionary principle in the same legal context.

Sagoff indicates very clearly the need to recognise that, often, or even invariably, ‘environmental disputes, at bottom, rest on ethical and aesthetic rather than economic conflicts—differences in principle rather than in preference’ (2004: 28). Meanwhile Coyle and Morrow’s pursuit of the philosophical foundations of environmental law takes a different route in considering the relationship between environmental law and property rights yet reaches an apparently closely parallel conclusion, that environmental law ‘demands interpretation against a background of sophisticated moral and political principles, rather than straightforwardly utilitarian rules and policies’ (Coyle and Morrow, 2004: 214). In each case, the bottom line is that both the social values associated with democracy and non-instrumental values attaching to the environment demand a form of decision-making which takes account of a wider range of factors than is incorporated in market mechanisms.

Though progress in such a direction often seems faltering, some sense of direction still appears from time to time. While it may appear that the terms of the debate are increasingly set by the language of the market, it is still possible for authoritative sources to point us in directions that encompass a wider range of issues and a broader sense of the social and democratic issues that underlie regulation. To return to the context of regulating the media, the Lords Select Committee (2008) which investigated the relationship between media ownership patterns and the democratically necessary diversity of news output, concluded that:

… when Ofcom plays its role in the Public Interest Test, citizenship issues should be at the centre of its considerations. We recommend that when Ofcom considers the public interest considerations of a media merger it should be required to put the needs of the citizen ahead of the needs of the consumer.

(Para. 275)

Such an explicit statement of priorities and the recognition that there may be significant divergence between the essentially economic and individualised interests of citizen qua consumer and those of citizen qua citizen, serves as a helpful reminder that regulation in such areas must be focused in such a way as to capture the wider, and more fundamental, value-set that the latter implies.

At a broad political level, difficulties in presenting such regulatory interventions as legitimate should not be unexpected in a post-Thatcherite world in which the values of the market and liberal-individualism dominate political discourse, and where society is increasingly viewed as, at most, the context for the fulfilment of individual wants and needs. The very real risk inherent in such a situation is what has been described as the threat of, ‘the destruction of non-market spheres of life on which social solidarity and active democracy have always depended’ (Leys, 2001: 71). The ideological dominance of market-driven politics is such that the preservation of the wider liberal-democratic value set stands desperately in need of protection, yet the legal system seems to struggle to develop fully or recognise adequately devices which serve such values. While the legal system seems to be good at recognising individual, property-related interests, it has much more difficulty in validating and protecting ‘non-commodity’ values. Put simply, the legal system’s ability to protect the apparent economic interests of individuals, reflecting the dominant view of us as consumers, will not adequately protect the broader and often collective interests of us all as citizens.

At this stage, it is perhaps worth returning to Sunstein’s words quoted earlier: ‘the liberal republicanism of American constitutional thought’ is premised on ‘a set of ideas treating the political process not as an aggregation of purely private interests, but as a deliberative effort to promote the common good’ (Sunstein, 1990: 12). This is by no means an uncontested vision of US constitutional values, and certainly is not immediately transposable to Britain. It does, however, point towards the existence of a set of values, which we can reasonably presume to be common across the Anglo-American tradition, which remain important and essential to the continued existence of society qua society, even if the sentiments are too often only partially and inadequately expressed in constitutional and regulatory discourse.

In Bell’s terms: ‘The public interest is used to describe where the net interests of particular individuals may not be advanced, but where something necessary to the cohesion or development of the community is secured’ (Bell, 1993: 30). Bell goes on to discuss ‘the public interest’ in terms of ‘fundamental values [which] characterize the basic structure of society’, (p. 34) while others such as Milne (1993), providing some echo of Sunstein’s republican expectation of deliberation, also identify the concept’s close connections with an idea of a ‘community’ which represents more than a collection of individual interests. In a similar vein, in respect of the precautionary principle’s original context in environmental debate, Sagoff makes a powerful case for the need to move beyond economic reasoning: ‘the market mechanism provides the best framework we know for maximising the instrumental or economic value of nature [but] market allocation has to be balanced with political deliberation with respect to social policies that involve moral or aesthetic judgment’ (Sagoff, 2004: 13). The ‘public interest’, on this view, may be seen as standing in direct opposition to the Thatcherite vision of there being only individuals and families, and ‘no such thing as society’.

The underlying reason why the legal system often seems to struggle in respect of matters such as the precautionary principle or any meaningful vision of the public interest can be seen as arising from its very clear emphasis on individual interests, often to the exclusion or severe marginalisation of collective interests within legal discourse. Only by incorporating devices and principles which reflect and give due priority to collective as well as individual interests, can the legal system truly serve the full set of values on which the democratic settlement is based. Undue emphasis on the values of liberal-individualism, to the exclusion of other values, may lead to fundamental expectations of liberal-democracy being dashed.

At the time of writing, it is unclear whether indications of a return to something approaching a Keynesian approach to economic management in the UK, as an immediate response to the financial crisis of 2008, will turn into a longer-term trend. Likewise, whether the end of the Bush presidency in the US results in an incoming Democratic administration with redistributive and regulatory intentions remains to be seen and it is difficult to predict with certainty how this might play out, given the shadow cast by the context of ongoing global financial uncertainty. However, it would be wrong to underestimate the power of strongly embedded market forces, especially when combined with a largely passive position adopted by both UK and US regulators over a lengthy prior period. It is difficult to envisage a return to an active and politically popular regulatory tradition in the short term, or a ‘new deal de nos jours’: despite proper scepticism deriving both from the sorts of arguments canvassed here and the realities of something of a crisis in global capitalism, the market tide still runs strong, and will not easily be resisted. What is certain, however, is that any shift in governmental approaches to the economy and to regulation, to be perceived as legitimate would need to be accompanied by substantial development in thinking in relation to the basis for regulation and the development, and embodiment in law of a system of principles on which it can be founded. Otherwise, the history of vagueness and scepticism associated with ‘public interest’ regulation seems certain to continue.

If the democratic credentials of ‘public interest’ visions are explored and highlighted, and, specifically, if their lineage from citizenship expectations is emphasised, their legitimacy can be reaffirmed and they may yet have a role to play in ensuring that fundamental values are measured and protected, rather than allowing only that which can be measured in economic terms to be valued.

The author gratefully acknowledges the very helpful suggestions and the assistance offered by the volume editors, while accepting full responsibility for all weaknesses and defects remaining in this chapter.
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CHAPTER 4
THE REGULATORY STATE

KAREN YEUNG

4.1 INTRODUCTION

Scholars from various disciplines frequently claim that the closing decades of the twentieth century have witnessed the ‘rise of the regulatory state’. There is, however, considerable disagreement about the precise meaning and content of this claim. In essence, the regulatory state is primarily an analytical construct that seeks to encapsulate a series of changes in the nature and functions of the state that have resulted from a shift in the prevailing style of governance following sweeping reforms in the public sector within many industrialised states throughout the 1980s and 1990s. The breadth and malleability of the regulatory state concept has, though, provided scholars with considerable latitude in the subject matter, range of issues, focus of analysis, disciplinary perspectives and methodological approaches which they have brought to bear in seeking to explore its various dimensions.

This chapter sets out to examine the main features of the regulatory state and consider some of the explanations that seek to account for its emergence. My aim is to examine some of the principal claims made about the regulatory state arising in academic discussion, rather than to undertake a comprehensive literature review. I begin by briefly exploring the core characteristics that are claimed to define the regulatory state, focusing on changes in institutional form, functional mission, and policy instruments employed by the state to guide and stimulate economic and social activity. Secondly, I consider some of the explanations that have been offered to explain its emergence, focusing on Majone’s influential account of the development of the EU as a regulatory state. Thirdly, I explore the paths of regulatory development in two other locations that are frequently labelled as regulatory states—the USA and the UK.

A comparison of the developmental trajectories of these three so-called regulatory states reveals significant variation, with each diverging (some quite considerably) from the positive theories of the regulatory state that scholars have offered. Although this suggests that it may be more apt to speak of regulatory states, each with their own distinctive characteristics and dynamics, rather than a single or uniform regulatory state, they all sit somewhat uncomfortably with traditional conceptions of democratic governance. Accordingly, the fourth section of the chapter touches upon various attempts to reconcile the apparent tension between the image of regulation as a technocratic, apolitical process in pursuit of economic efficiency, and recognition that regulatory decisions invariably have political dimensions, and therefore require democratic legitimation. In the concluding section, I consider whether the regulatory state has a future, and what this might imply for state–society relations.

4.2 THE REGULATORY STATE AS SUCCESSOR TO THE WELFARE STATE

As an analytical construct, the regulatory state purports to depict a shift in the mode or style of governance that took place in the socioeconomic environment of many advanced capitalist nations during the three closing decades of the twentieth century. Accordingly, the defining qualities of the regulatory state are typically identified in opposition to, or at least contrasted with, at least three core dimensions that are claimed to define the welfare state: the latter denoting the predominant role and mode of governance that prevailed within many industrialised states from the mid 1940s and continued until the mid 1970s (see, for example, Loughlin and Scott, 1997; Braithwaite, 2000).

After the end of the Second World War, many western governments accorded high priority to the tasks of post-war reconstruction, redistribution, and macro-economic stabilisation (Majone, 1997: 139, 141). There was widespread social consensus that the role of the state was that of macroeconomic planning, market stabilisation, the provision of welfare, and acting as employer of last resort. To fulfil these ambitions, many states expanded their control over major resources, most visibly through ownership of key industries, including public utilities such as gas, electricity, water, telecommunications, and the railways. This extended the state’s capacity to effect changes to macroeconomic policy unilaterally through discretionary direct intervention in the activities of key industries. The hierarchical authority exerted by the state over significant swathes of industrial activity was replicated in the organisation of the state’s bureaucratic apparatus, through a departmentally organised central government with executive control lying in the hands of a Minister situated at the pinnacle of each departmental hierarchy.

By the mid 1970s, however, this mode of state governance appeared to have outlived its usefulness as industrialised states struggled to influence macro-economic indicators through the direct levers to which they had become accustomed. Inflation and unemployment levels spiralled upwards, contrary to the inverse relationship posited by prevailing Keynesian economic orthodoxy. It was in this context that significant changes began to take place in the way in which the state conceived its role, its organisational structure, and in the ways in which it sought to discharge its functions. It is these changes that the image of the regulatory state seeks to capture.

Throughout the 1980s, many industrialised states embarked upon a programme of privatising state-owned assets, transferring ownership of key industries, particularly the network utilities, to the private sector (see for example, Yarrow and Jasinski, 1996). Because many of these industries retained their natural monopoly characteristics at the time of privatisation, it was widely accepted that there was a need for some kind of regulatory supervision over their activities following privatisation. In many states, the institutional form adopted for this purpose was that of the independent regulatory agency, established by statute and endowed with statutory powers, but which operated at arm’s length from government rather than being subject to regular ministerial direction (see for example, Burton, 1997). Despite the long history of this institutional form, it was the proliferation of utility regulators that began to attract scholarly attention (Black, 2007). At the same time, many governments introduced a systematic programme of restructuring the provision of public services, based on the separation of public policy-making functions from operational or service delivery functions. These so-called ‘New Public Management’ reforms were intended either to shift the role of service delivery out of the public sector and into the hands of the private or voluntary sector (by contracting out), or at least to make service delivery more responsive to competitive market forces; for example, through the introduction of compulsory competitive tendering (Hood, 1991; Freedland, 1994).

The result is claimed to have brought about three major shifts within the public sector. At the institutional level, the state had been ‘hollowed out’—no longer a single, monolithic entity but an allegedly trimmer, policy-focused core executive supplemented by a series of discrete units, with varying degrees of autonomy from the central core (Rhodes, 1994). This fragmentation of institutional form, when combined with the transfer to the non-state sector of a considerable tranche of service delivery functions, is alleged to have generated a change in both the state’s function and the instruments which it employed. Although many services were now being delivered by an extensive network of commercial and voluntary sector providers, this did not entail the wholesale relinquishing of control by the state over service provision, reflecting its reconfigured mission as a regulator, rather than direct provider, of welfare and other essential services. In the words of Osborne and Gaebler’s oft-quoted metaphor, the state’s function had shifted from that of rowing to steering (Osborne and Gaebler, 1992: 25).

This shift in function is also alleged to have necessitated a change in the kinds of policy instruments available to the state in seeking to fulfil its regulatory functions, for the state could no longer rely on hierarchical authority arising from direct ownership of the resources from which many services had previously been provided. Scholars differ, however, in the ways in which they characterise these policy instruments. For some scholars, the fragmentation of service provision entailed by the rise of the regulatory state led to greater reliance on formalised, rigid forms of control, largely through the specification of rules to govern the terms on which services would be provided (Loughlin and Scott, 1997: 207; McGowan and Wallace, 1996: 560). But for others, it has entailed a shift to softer, negotiated forms of control (Moran, 2003: 13).

Despite emphasising apparently contradictory qualities, most scholars of regulation agree that the regulatory state ‘governs at a distance’, no longer able to employ unilateral, discretionary control via command, necessitating reliance on more arm’s length forms of oversight, primarily through the use of rules and standards specified in advance. Some have commented that one consequence of the regulatory state’s increasing reliance on rules, rather than through direct hierarchical control, has been an expanding role for courts and other judicial-like institutions to resolve disputes concerning the proper interpretation and application of those rules in concrete contexts, for disputes could no longer be solved internally through bureaucratic fiat (Majone, 1997: 139).

Although broad agreement about the defining characteristics of the regulatory state exists, there is considerable divergence in academic views concerning its implications for the appropriate locus of analysis. Some scholars interpret the concept as necessitating an exclusive focus on the state and its activities to the exclusion of wider state–society relations (Scott, 2004), whilst others see it as capable of comfortably accommodating the latter (Moran, 2003: 13). As a consequence, those who adopt the former interpretation argue that the analytical focus of the regulatory state is unduly narrow, and have therefore suggested alternative terms that would extend the focal range beyond the confines of the state. For example, Scott prefers to speak of the ‘post-regulatory state’ (Scott, 2004: 145), whilst Braithwaite, who once used ‘regulatory state’ terminology liberally, now prefers to speak of ‘regulatory capitalism’ (Braithwaite, 2008: 11). My own view is that the concept does not require or imply an exclusive focus on the state detached from its relationship to civil society more broadly, so that these latter terminologies are more apt to confuse rather than clarify, particularly given that the regulatory state concept has always been a rather fuzzy edged heuristic, rather than a precisely formulated term of art.

4.3 EXPLAINING THE EMERGENCE OF THE REGULATORY STATE

While scholars have broadly similar views about the defining characteristics of the regulatory state, explanations seeking to account for its emergence have attracted considerable disagreement. Before the term ‘regulatory state’ entered academic parlance, a number of North American academics had engaged in intense debate about why regulation emerged in particular policy sectors. Traditionally, the need for, and establishment of regulatory supervision of economic activities had been understood in terms of market failure, based on the view that state intervention to correct such failures is needed to enable the market to function efficiently. But orthodox market-failure explanations came under sustained attack throughout the 1970s by a group of so-called ‘rational choice’ scholars arguing that, in practice, regulation operated for the benefit of the regulated industry and its members, rather than for those it was ostensibly intended to protect. According to rational choice theory, the emergence of regulation in particular industries could best be explained as the product of powerful sectional interests, primarily powerful business interests and bureaucrats, rather than a need to protect the interests of the general public.

Although empirical evidence from various North American industries has been claimed to support rational choice explanations, one leading regulatory theorist, Stephen Croley, has commented that the same evidence has also been relied upon to discredit rational choice theories (Croley, 1998). Moreover, the sweeping trend in favour of deregulation and the liberalisation of markets that took place alongside public sector reforms on both sides of the Atlantic and which prevailed throughout the 1980s and 1990s could not be readily accounted for in rational choice terms (Peltzman, 1989). The push for market deregulation was championed by neo-liberals who advocated the superiority of market forces over state intervention in managing the economy, although it is questionable whether the pursuit of deregulatory policies in many industrialised nations was a product of ideology or more pragmatic political concerns, such as burgeoning national debt and increasing recognition that massive investment in public infrastructure was long overdue but beyond the state’s capacity to afford (Heald, 1988). Others claimed that the apparent decline in the ability of national governments to steer macroeconomic indicators in the desired direction provided evidence that the mode of governance associated with the welfare state was no longer suited to a globalised environment characterised by high levels of cross-border trade and high capital mobility (Majone, 1997; Loughlin and Scott, 1997).

One of the most well-known positive theories of the regulatory state in Europe that applies and develops the logic of the welfare state failure thesis is that offered by Giandomenico Majone (1994). He argues that the European Union, as well as nation states within Europe, can best be understood as ‘regulatory states’ that have evolved in response to the demands of economic modernisation. The deregulatory reform movement that took place in many industrialised economies roughly coincided with a burst of institution-building within the European Union, marked by the injection of momentum in the development and completion of the Single European Market with the passage of the Single European Act in 1986. It was in the context of seeking to understand the driving forces and dynamics underpinning European integration that scholars of European politics sought to explain the emergence of regulation in Europe. In particular, Majone ambitiously set out to explain what he sees as the systematic emergence of regulatory modes of governance throughout advanced industrialised states, rather than in specific industries. His thesis, as it applies to the EU, has three dimensions: it seeks not only to characterise the EU as a regulatory state, but also seeks positively to explain its emergence, and normatively to defend the legitimacy of regulation undertaken by independent agencies despite their apparent lack of democratic credentials.

First, he claims that the EU’s primary function is to secure the efficient functioning of markets through regulation. Because the EU lacks what Majone considers to be the two other main functions of the modern state, notably stabilisation and redistribution, he argues that the EU displays only limited features of statehood and is therefore best understood as a ‘regulatory state’ rather than a fully fledged state. Secondly, he posits a theory of why the EU developed into a regulatory state, by setting out to explain why the European Commission, as the primary initiator of Community policy, has pursued regulatory policies rather than pursuing alternative strategies of expansion, and why EU member states were willing to transfer regulatory powers to the EU level. In order to expand its prestige and influence, the European Commission could not proceed by initiating large-scale initiatives in important policy sectors because it lacks both access to financial resources and the bureaucratic muscle to impose policies upon member states or sectional interests. But these limitations do not preclude it from promulgating regulations, allowing it to enlarge its influence whilst pushing the costs of implementation onto member states.

At the same time, Majone argues that member states were willing to delegate important regulatory powers to the EU level owing to difficulties encountered by national governments in establishing credible policy commitments aimed at attracting foreign capital investment, combined with a desire to avoid the high transaction, monitoring, and implementation costs associated with seeking to harmonise regulations intergovernmentally in order to prevent other states from using market regulations opportunistically to pursue national interests. In addition, the European Commission’s attempts to expand its influence via regulation are supported by transnational enterprises, increasingly operating across national frontiers and which therefore have a rational interest in uniform European rules.

Thus Majone’s account of the emergence of the European regulatory state resonates with rational choice theories, at least to the extent that individuals and institutions are portrayed as self-interested, rational actors seeking to maximise their power and position. On the other hand, his explanation also relies upon more conventional accounts of welfare state failure, in so far as the range of options available to nation states and other participants in the European market to pursue self-interested strategies are shaped by the modern global environment and the challenges it presents for the task of governing. To this end, Majone sees the independent regulatory agency as uniquely suited to meet these challenges—being less exposed to political pressure, and thus meeting with greater credibility from the regulated community. He points to the growth of this institutional form both at the EU level, and within European states (both member and non-members alike) as evidencing the rise of the regulatory state across Europe more generally. For Majone, the lack of democratic mandate underpinning these ‘non-majoritarian institutions’ should not be regarded as undermining their legitimacy provided, however, that they do not exceed their proper function—that of seeking to correct market failures in the pursuit of economic efficiency.

While the third dimension of Majone’s argument has been the subject of significant scholarly discussion, to which I will return in the final section of this chapter, the positive component of his theory has not been left unchallenged (McGowan and Wallace, 1996). Several scholars have sought to test the validity of Majone’s account by comparing the path of regulatory development within states that are often regarded as ‘regulatory states’, often identifying considerable variance. In other words, a closer examination of the history and developmental profile of regulation in various European contexts has cast doubt on the success of Majone’s attempt to develop a general explanatory theory of the regulatory state, with scholars drawing attention to other important variables such as the importance of political dynamics (Jabko, 2004; Eberlein and Grande, 2005), cultural context, and historical timing (Moran, 2003: 13) that help account for its development.

Others have pointed out that there is considerable variation in the extent to which regulatory reform has penetrated individual European states, with considerable divergence within states and across sectors (Thatcher, 2002). At the same time, it should be borne in mind that there is considerable breadth and variety in the explanations offered by scholars of European politics in accounting for the character of the EU and the development of EU integration, so that regulatory state explanations comprise merely one strand of this extensive literature (see, for example, Jachtenfuchs, 2002; Hix, 1998; Weiler, 1999; Douglas-Scott, 2002).

4.4 REAL STATES AS REGULATORY STATES?

Although the regulatory state is primarily an analytical construct with descriptive and positive (explanatory) dimensions, it has not generally been regarded as a normative ideal, except by neoliberal theorists who advocate minimal state intervention for the purpose of correcting market failure. Accordingly, its analytical strength might be assessed by reference to how accurately it captures the key characteristics and explains the development of real states that have been labelled as regulatory states. Thus the following discussion examines in broad-brush fashion the general path of regulatory reforms taking place in two further locations—the USA and the UK, and compares them with the characteristics regarded as definitive and the explanation posited by Majone in his depiction of the rise of the regulatory state in Europe.1

4.4.1 The US regulatory state

Long before the EU was conceived, the specialised independent regulatory agency designed to manage public control over specified economic activity had become a familiar institutional form on the other side of the Atlantic, and it is in the USA that the phenomenon of regulation has been most extensively studied. Hence Moran asserts that the US can ‘claim copyright’ to the title of ‘regulatory state’ (Moran, 2003: 17). Yet the growth of the regulatory state in the US did not evolve in either a gradual or deliberate fashion. Nor was it the product of rational processes of institutional design. Rather, it developed in fits and starts, in what Schuck has described as a ‘characteristically American way: rough, ready and pragmatic, aimed primarily at resolving the bitter political struggles of the day’ (Schuck, 1994: 10). Its historical development has been the subject of comprehensive examination, and although scholars differ in the interpretation and emphasis ascribed to particular events or movements, historical accounts generally divide the development of the US regulatory state roughly into four periods: an early stage culminating in the Progressive era regulatory agencies (1880s–1920s), the New Deal era (1930s–40s), the social rights revolution (1960s–early 1970s), and the deregulation movement (from the late 1970s onwards) (see, for example, Rabin, 1986).

The US grew out of a war that eschewed the organisational qualities of the nation state as it had evolved in Europe over the eighteenth century, so that one of its striking features was the radical devolution of power to regional units rather than a strong and extensive national government (Waldo, 1948). The workings of the early American state relied primarily on the judgments of state courts, supported by and in conjunction with political parties. Together, these nationally integrated institutions established the modus operandi of the state’s operations and state–society relations. But the pressures of rapid industrialism, urbanisation and its economic disruption, inextricably linked to long distance transportation (particularly the railroad firms and their practices), brought increasing demands for a permanent concentration of government controls. These pressures spawned the Progressive movement during the 1890s, advocating the need for a national political leadership in order to preserve the country’s nationality and integrity in the face of such rapid growth.

The administrative reforms advocated by the Progressives rested on a belief that politics and administration could be separated, the latter being a ‘science’ that could be entrusted to ‘expert’ administrators and thus insulated from, and transcend, electoral politics (Wilson, 1887). From this perspective, the independent regulatory commission was a natural choice for locating administration, and it was this institutional form that provided the model for the establishment of the Interstate Commerce Commission (1887), the Federal Reserve Board (1913), and the Federal Trade Commission (1914), all of which were designed primarily to deal with various aspects of market failure. Under the presidencies of Roosevelt and Wilson, significant growth in regulatory activity occurred, as executive political alliances were forged outside party channels by new cadres of professionals outside established centres of institutional power.

The so-called ‘New Deal’ refers to a package of political reforms and underlying outlook offered by Franklin Roosevelt between 1933 and 1948 when the US federal government assumed a far greater responsibility for the nation’s economy in response to the profound sense of insecurity created by the crippling impact of the Great Depression. It comprised a raft of public works and social insurance programmes that effectively placed the federal government squarely in the position of employer and insurer of last resort. The New Deal was a watershed, for it transformed the earlier ‘weak’ associational impulse of the Progressive era into a commitment to permanent market stabilisation activity by the federal government (Rabin, 1986).

During this period, the number of regulatory agencies grew rapidly (e.g. 1933–4 saw the creation of more than 60 new agencies) as did the size of the federal administration. While some scholars claimed that the justification for such agencies was largely a technocratic one, reflecting a faith in the ability of experts to develop effective solutions to the economic disruptions created by the market system, others deny that the New Deal recovery programme rested on any single coherent reform strategy or articulated regulatory philosophy (Rabin, 1986). But whether coherent or not, it is difficult to deny the high level of optimism that supported the proliferation of regulatory agencies and their ability to provide for the efficient functioning of economic processes.

By the early 1970s, the focus of regulatory activity had expanded well beyond correcting the market failure that had characterised the mission of the New Deal agencies due to an upsurge of interest in health, safety, and environmental preservation, supported by an activist judiciary. As a result of public concerns about a variety of social issues concerned with social equity and quality of life, a series of social initiatives saw a resurgence in regulatory reform activity, in fields as diverse as motor vehicle safety, product design, air and water pollution, occupational health and safety, and many others (Sunstein, 1990).

But by the late 1970s, the optimism that surrounded the creation of the New Deal agencies four decades earlier appeared misplaced, given the extensive dissatisfaction with the New Deal agencies which were perceived as mired in legalism and unwieldy adversarial procedures (Stewart, 1988). From the Carter administration onwards (1977–1981), bureaucracy bashing had become commonplace, fuelling a strong push for administrative reform, including the ‘deregulation’ of structurally competitive industries which critics argued should never have been subject to regulation in the first place. The Reagan administration (1981–1989) initiated further measures intended to relieve enterprise from the onerous burdens that regulatory and other administrative agencies had imposed upon them whilst seeking to make public administration more responsive to citizen’s demands through sensitivity to competition.

4.4.2 The British regulatory state

Although the predominance of a regulatory mode of governance in Britain has been noted by many authors, Michael Moran has subjected the British regulatory state to the most comprehensive exploration and analysis. Moran provides a vivid illustration of the magnitude of changes in the organisation of British government in the final decades of the twentieth century by painting a portrait of the structure and operation of British government in 1950 and comparing it with that of its new millennium counterpart (Moran, 2001). In 1950, British society was subject to extensive government controls: the British state controlled industry via public ownership following post-war nationalisation of key industries (coal, steel, and almost all important public utilities); the state retained tight administrative control over production and consumption; the government played a major role in the stabilisation of the whole economy through public investment, publicly owned industries, and tax policy, seeking to steer the whole economy on a path of economic growth; and public administration, particularly in central government, was organised as a unified, hierarchical bureaucracy, exemplified in a unified civil service. Nevertheless, there were important spheres of economic life, such as the financial markets, the legal and medical professions, and universities, into which the state did not intrude, allowing them to organise and regulate themselves. And there remained large areas of social and economic life (such as workplace safety, food hygiene, gender and racial equality) that remained outside the realm of organised regulation, either through state control or self-regulatory restraints.

Fifty years on, the system of government in Britain had been entirely altered, and it is this ‘wholesale transformation’ which Moran seeks to capture in his account of the rise of the modern regulatory state in Britain, singling out a series of major structural changes initiated under the Thatcher administration. These included fundamental changes in the balance of state responsibilities in which the state no longer attempted to manage the whole economy but instead emphasised intervention to correct particular market failures; the collapse of old hierarchies of civil service in favour of more loosely coordinated sets of public agencies; public ownership as a mode of control largely replaced by a network of regulated privatised industries; the subjection of vast new areas of economic and social life such as food safety, working conditions, and transport to legal control, usually administered by a specialised agency; and the replacement of self-regulation of the most prestigious professions, the leading financial institutions and elite institutions like the universities by statutory regulation, also typically administered by a specialised agency (Moran, 2003).

Accordingly, Moran identifies not one regulatory state in Britain but two. One of the unique and distinguishing features of the first, which prevailed for ‘thirty glorious years’ after the second world war, was its reliance on a system of self-regulation over the elite professions, bearing the organisational features of a British gentlemen’s club to which he ascribes the label ‘club regulation’. At the heart of the club system was the set of institutions and practices that lay at the highest echelons of central government—within Whitehall itself—based on ministerial responsibility. These amounted to an uncodified partnership between Ministers and civil servants that operated through a series of tacit understandings rather than through formal rules and graded sanctions (Moran, 2003: 125).

By contrast, the successor to this club-like regulatory state emerging at the end of the twenty-first century is one which is in many ways the antithesis of the first, replaced by a series of governing arrangements Moran describes in terms of ‘high modernism’, seeking to make transparent what was hidden or opaque; to make explicit, and if at all possible, measure what was implicit and judgmental; and above all, to equip the state with the capacity to have a synoptic, standardised view of regulated domains and thus enable it to pursue a wide range of projects of social control (Moran, 2003: 159). For Moran, the rise of the modern British regulatory state has entailed the collapse of an anachronistic governance system that was based on trust and tacit agreements between business and governmental elites forged in pre-democratic times and its replacement by a modern system of regulation.

Moran traces the origins of this transformation to a combination of economic, political, and socio-cultural shifts. By the late 1970s, it was evident that the welfare state had failed, as deep competitive problems lying at the heart of the British economy began to surface, prompting a drive to produce economic and governmental institutions that would improve Britain’s competitiveness in what had become a global marketplace. At a deeper socio-cultural level, Britain’s economic malaise indicated that the club-government model was no longer sustainable. Its origins were forged in the Victorian era when oligarchy preceded the development of formal democracy in the UK, when Britain’s ruling classes feared the challenges of democracy and the new threatening working class created by industrialism. But this model was ill-suited to respond to the demands of an increasingly sceptical public.

At the same time, Moran argues that the collapse of the British empire, cemented by entry into the then European Economic Community, played an important role in symbolically undermining the vision of a hierarchical society and a culture of deference, while pushing the substance of regulation towards greater codification, formal organisation, and increasing fragmentation of the governing system (Moran, 2003: 171). Instead, globalisation and Europeanisation provided a new source of symbolic capital, lending powerful cultural support for the modernising, standardising impulses in the new state while stimulating institutional reforms that contributed to the demise of club government.

4.4.3 Variety in regulatory states

There are several features uniting these selective thumbnail accounts of regulatory development in the EU, US, and UK: a belief in the possibility of providing meaningful separation between policy-making concerning service quantity and quality, on the one hand, and the mechanics of service delivery on the other; reliance upon the independent regulatory agency as an institutional form in order to monitor and enforce regulatory standards and promote policy credibility, often intended to shift areas of economic life perceived as ‘high politics’ into the realm of ‘low politics’; and a decline in state capacity to control national economic indicators attributed to increased cross-border trade and capital mobility associated with globalisation and a quest for improved national competitiveness and efficiency in the provision of publicly-funded services. All these features either closely resemble, or relate directly to, those identified in the previous section as characteristic of the regulatory state, suggesting that, at least as an analytical construct, the regulatory state has considerable value.

On the other hand, the development of regulation in these three locations has been far from uniform, with apparently similar developments emerging in response to quite different pressures and partly in response to different starting points. For example, the US never embraced the idea of public ownership as a means for guiding and stimulating national economic growth, unlike its European counterparts, preferring a strategy of limited and selective intervention in private economic activity by regulation. Accordingly the proliferation of independent regulatory agencies in the US during the New Deal era marked the growth of government intervention in the economy, whilst their growth in the UK occurred much later, signifying a reduction in the extent of direct government involvement in economic and social affairs. At the same time, significant differences are evident across a range of variables, which is hardly surprising given the diverse sources of instability and change that operate upon regulatory and governance regimes. Hence, closer examination at the national and sub-national level of the institutional landscape, degree of prevailing political support, and patterns of interaction between regulatory stakeholders often reveals significant differences within and between states often labelled as regulatory states.

Nor does the development of regulation in the US or the UK bear a strong resemblance to Majone’s economic modernisation thesis, although this should not necessarily be regarded as a criticism, for Majone was concerned with explaining regulatory developments that took place from the 1970s onwards, so that the deeper historical origins of US and UK regulation extend beyond his frame of reference. Even so, Majone’s attempt to transcend the influence of local political and cultural conditions to generate a general explanatory account of regulation capable of applying beyond the EU context not only calls into question its capacity to provide an adequate account of regulatory developments in any particular location, but also whether the general explanatory account which he offers risks oversimplifying what is in fact a complex and highly context-dependent phenomena. In other words, the high level of variation revealed by closer examination of the regulatory landscape in particular states and sectors makes it more difficult to regard the regulatory state as either a coherent or stable analytical construct. Yet if one accepts that much of the utility of any analytical construct lies in providing a general benchmark at a fairly high level of abstraction against which the particular can be compared and examined, then even considerable variation should not necessarily be thought to negate the construct’s utility. Nevertheless, it points to the need for caution in applying the label ‘regulatory state’ to any particular state without first identifying its salient features. In short, it may be more apt to refer to multiple regulatory states, with their own distinctive characteristics and dynamics, rather than to speak of a single or uniform regulatory state.

4.5 DEMOCRACY AND THE REGULATORY STATE

Despite diversity across and within regulatory states, one institutional feature that commonly emerges is the independent regulatory agency. Its popularity is often explained by its capacity to combine professionalism, operational autonomy, political insulation, flexibility to adapt to changing circumstances, and policy expertise in highly complex spheres of activity. Yet the growth of this institutional form has not been without its critics, primarily on the basis that such agencies lack democratic legitimacy. Although questions focusing upon the democratic legitimacy of regulatory regimes have been a fertile site for political and academic debate, the fault lines around which such debates often take place are typified in discussions concerning the democratic legitimacy of the independent regulatory agency. Because decisions of independent regulatory agencies have a differential impact on individual and group interests, in which some gain more than others, their decisions can be understood as having a political dimension. Within democratic states, public officials empowered to make politically sensitive decisions are considered to do so on behalf of the electorate to whom they should be responsive and accountable. Yet the insulation of independent regulatory agencies from direct ministerial control often generates claims that they lack a democratic mandate for their decisions, leading to what is sometimes described as a ‘crisis’ of democratic legitimacy within the regulatory state.

A range of suggestions have been put forward by both scholars and policymakers for escaping this crisis. The first is to deny that regulatory agencies make political decisions. In Section 4.3, we noted in passing, Majone’s defence of regulation by ‘non-majoritarian institutions’ on the basis that their decisions derive legitimacy primarily from their effectiveness in remedying market failure rather than because they reflect the will of the people. In other words, Majone sees the legitimacy of such institutions as lying primarily in their expertise, rather than in their democratic credentials. On this basis, he argues that the aim of regulation should be narrowly circumscribed in terms of promoting economic efficiency. Because interventions which promote aggregate efficiency benefit the general community, this avoids the need for value-judgments that are inherent in attempts to redistribute resources within the community and which, therefore, require democratic legitimation by representative institutions (Majone, 1994: 92–5).

But even if one accepts Majone’s claim that the aim of regulation should be restricted to correcting market failure, this does not eliminate the need for value judgments, even if informed by appropriate expertise. For example, some evaluation is required to identify what constitutes the relevant market, and whether the market should be regarded as failing in particular circumstances, all of which are matters over which economists frequently disagree when asked to assess the same market conditions. And even if there is consensus concerning the need for intervention in any given market, decisions about the appropriate form of intervention involve inescapable value judgments that can have important social and political implications, resulting in the differential allocation of burdens and benefits across and between social groups and interests (Yeung, 2004). Furthermore, few regulatory agencies in Europe have a single narrow focus, so that trade-offs between a range of regulatory objectives become unavoidable (Lodge, 2008: 292–5).

By downplaying local political and cultural conditions, implicitly characterising them as aberrations that detract from the normative purpose of regulation, Majone presents a highly stylised image of the regulatory state, one in which the regulatory process is portrayed as a largely technocratic endeavour, based on neutral expertise and measured evaluation of market conditions to identify how and when regulatory intervention is needed to enhance economic efficiency and stimulate economic growth. This image reflects a belief that politics and regulation can be separated, with the latter lying in the realm of science which can be entrusted to suitably qualified experts, shielded from the vagaries of politics. Such beliefs have been central to the development of the regulatory state in its various locations, particularly the growth of the independent regulatory agency as an institutional form, by providing a basis for avoiding the need to establish the democratic legitimacy underpinning their decision-making powers. Yet the myth of apolitical regulation has long been shattered, with bureaucratic politics becoming the subject of scholarly examination from the 1940s, in which it is well-established orthodoxy that the line separating politics and administration is both unstable and untenable (Waldo, 1948). Hence many other suggestions have been put forward by those who acknowledge that reliance upon unelected institutions to administer regulatory programmes sits uncomfortably with modern demands for democratic legitimacy.

In exploring these suggestions, it is helpful to bear two ideas in mind. First, Western political thought has understood modern democracy primarily in terms of a system of representative democracy whereby representative institutions are regarded as the core mechanism through which the will of the people can be translated into public policies (Held, 1996). But the concept of democracy is subject to a range of meanings, including conceptions which rely less on representative institutions and more upon direct citizen participation. Secondly, as a form of collective decision-making, regulatory decision-making can be disaggregated into different stages, each of which may contribute to, or detract from, democratic legitimacy: input-legitimacy concerns the extent to which citizens have opportunities to participate in decision-making; throughput-legitimacy concerns certain qualities of the rules and procedures by which binding decisions are made, including how collective decisions are realised in the absence of consensus, the quality of participation in decision-making, and the institutional checks and balances to guard against the abuse of power; and output legitimacy, which concerns the capacity to produce outcomes that contribute to the remedying of collective problems and the extent to which decision-makers are accountable for their decisions (Bekkers and Edwards, 2007).

Seen in this light, Majone’s response to the alleged democratic deficit of non-majoritarian regulatory institutions rests on output legitimacy, rather than input legitimacy, combined with mechanisms for bolstering throughput legitimacy that are intended to protect the minority against the tyranny of the majority. Attempts to enhance both input and throughput legitimacy can also be seen in the US initiatives made in response to concerns about the democratic legitimacy of decisions by the increasing number of New Deal regulatory agencies. In particular, a range of procedural reforms were initiated, including the Administrative Procedure Act 1946, aimed at improving opportunities for citizen participation in the regulatory process, both at the level of regulatory standard setting and in bolstering post-hoc participation by strengthening regulatory accountability mechanisms, including obligations to make information concerning regulatory decisions publicly available and extended provision for judicial review (Rosenbloom and Schwartz, 1994).

Implicit in these measures was the recognition that the participation within representative democracies expressed through voting at periodic elections was a fairly blunt and limited form of participation, emphasising instead a liberal view of democracy which seeks to establish and maintain institutional mechanisms that safeguard the citizen against encroachment by the state. Several decades of experience have shown, however, that translating these intentions into workable, responsive regulatory practice has been anything but straightforward, as US regulatory decision-making soon faltered under the weight of procedural formalism, leading to what has been described as a ‘crisis of legalism’ in US regulatory administration (Moran, 2002: 395).

Attempts to enhance participation as a means for promoting input legitimacy, but in quite a different guise, can be seen in the sweeping public sector reforms now referred to as New Public Management techniques (see above), which sought to enhance the responsiveness of publicly-funded services to citizens’ demands through market-like mechanisms. By providing opportunities for those seeking to consume such services to express their preferences via market (or market-like) mechanisms, this could be expected to enhance output legitimacy. Providers that fail to produce services that reflect the wishes and needs of consumers (in terms of price and quality) would not survive. Yet these approaches have come under sustained attack on the basis that they fare poorly in terms of throughput legitimacy.

In particular, it is claimed that markets provide a rather limited and partial form of participation, failing to provide meaningful opportunities for citizens to express their political preferences as citizens concerning the collective goods which may differ from their direct consumption preferences (Freedland, 1995). At the same time, market-based techniques assume that the price mechanism provides a reliable, accurate, and transparent measure of consumer preferences. But for many services, the unit of measure adopted is a very rough proxy of quality of service, so that the resulting gap between the measure adopted and actual service quality can result in various gaming behaviours that risk creating unintended and often counter-productive outcomes.2

Many of these reforms have led to increasing fragmentation within the regulatory state, with many policy sectors populated by extensive networks of regulators and service providers from both the state and non-state sector. Although it is sometimes claimed that this allows for greater responsiveness and flexibility, such fragmentation presents considerable challenges for democratic practice. Representative democracy relies upon formal channels of hierarchical authority that place responsibility and accountability for the making and implementation of policies squarely on the shoulders of elected officials who are accountable to the voting public. But the rise of markets and networks has disrupted these lines of formal accountability. Although optimists claim that such networks open up new lines of informal accountability, their multiplicity and informality within a complex network of actors and institutions greatly obscures overall transparency, making it extremely difficult if not impossible to identify clearly who is accountable, to whom and for what (Scott, 2000).

4.6 CONCLUSION

The challenges of democratic legitimation for the regulatory state resonate strongly with, and in many respects overlap with, debates about the democratic legitimacy of the so-called ‘New Governance’. The New Governance refers to the apparent spread of markets and networks, the state’s increasing dependence on non-state actors to deliver its policies following the public sector reforms which took place throughout the 1980s and strategies for managing such networks effectively (Bevir, 2007). Various scholars have suggested that the resulting transformation in patterns of governance suggest that a more diverse view of state authority and its relationship to civil society is needed (Bevir, 2007: xlv). For scholars who interpret the regulatory state concept broadly so as to accommodate state–civil society relationships, rather than limiting the parameters of examination to the role of the state, they share considerable common ground with New Governance scholars.

To the extent that the task of regulation is one of many tasks of governance, then it is plausible to anticipate that the language of the New Governance will subsume that of the regulatory state, while the latter gradually fades out of use. To the extent that the New Governance has arguably attracted a higher level of scholarly interest, from a more diverse range of disciplinary perspectives, then perhaps this is no bad thing. On the other hand, it would be rather premature to consign the regulatory state to the dustbin of history. As an analytical construct, the regulatory state arguably provides a sharper focus for analysis by emphasising the purposive dimension of regulation, in which multiple actors and institutions may participate in various ways in order to secure the attainment of particular collective goals. Yet it is sufficiently durable to support investigation of the interaction and relationships within and between the networks that influence the ways in which regulatory goals are realised, circumvented, or thwarted. Indeed, the continued persistence within academic discourse of the regulatory state’s predecessor—the welfare state—albeit in new contexts, including debate about the emergence of a new EU welfare state, suggests that the terminology of the regulatory state may well endure.

More importantly, as a socio-political phenomenon, the recent crisis of confidence that emerged in financial markets around the world in 2007, largely attributed to widespread recklessness by financial institutions, has seen national state authorities intervene to support private financial institutions facing imminent collapse, despite the absence of any legal obligation to do so, in order to avert the threat of catastrophic market failure. What we may well be witnessing is the swinging of the pendulum, as citizens and politicians alike lose faith in the capacity of markets and networks of non-state actors to provide adequate regulatory regimes. While the state may no longer occupy the role of direct welfare provider, its citizens nevertheless look to it as chief risk manager, clamouring for protection against a wide range of hazards associated with contemporary life, many of which are alleged to be potentially catastrophic.

The rise of complex globalised networks may well have undermined the capacity of the welfare state to steer the direction of national economic activity, but it has arguably magnified the sources and size of externalities against which individuals, acting alone, cannot guard against. This may help to explain why the dismantling of the welfare state appears not to have dislodged popular expectation of the state’s role as protector of last resort, however hard the state may try to encourage its citizens to adopt individual precautionary measures. Accordingly, it would be naive to foreshadow the death of the state’s regulatory role, although it may well be that scholars find a new analytical mantle to carry forward their investigations of this enduring phenomenon.

NOTES

1. The label ‘regulatory state’ has been attached to a wide range of individual states, including Australia (Berg 2008), Germany (Müller, 2002), Canada (Doern et al., 1999), Malaysia and Thailand (Painter and Wong, 2005), and regional localities, such as Latin America (see Jordana and Levi-Faur, 2006), South-east Asia (see Sudo, 2003), and the Commonwealth Caribbean (Lodge and Stirton, 2006).

2. See, for example, Bevan and Hood (2006).
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PART II
PROCESSES AND STRATEGIES


CHAPTER 5
STRATEGIC USE OF REGULATION

CENTO VELJANOVSKI

5.1 INTRODUCTION

The focus of this chapter is the strategic use of regulation by industry and regulators, and the rules and procedures that have been and can be put in place to reduce wasteful attempts to ‘game the system’. Where relevant I have drawn on examples from the utility industries and competition law.

Regulation exists to get industry, organisations, and individuals to modify their behaviour to gain compliance with the law, and ultimately to achieve desired outcomes. Yet it operates in a world where the law is imperfect, enforcement and compliance costly, resources limited, and the regulator has discretion. Regulation has two other features—it generates winners and losers; and its creation and enforcement are the outcome of political and legal processes. This is simply to say that the ‘stakes’ surrounding regulatory change can be high and the stakeholders can often influence the outcome. The latter factor points to the obvious though often neglected fact that firms and regulators not only operate within the ‘rules of the game’ but also can change those rules. Investing in rule change can be as lucrative as maximising profits within the rules. It often ‘pays’ the industry to invest in trying to influence and respond to legislators and regulators to gain favourable regulation, or to minimise the impact of unfavourable regulation.

5.2 STRATEGIES AND THE REGULATION GAME

The terms ‘game’ and ‘strategy’ are not designed to trivialise regulation, or to imply that it is fun. A ‘game’ represents the interaction (‘strategies’) between its various ‘players’ such as firms, regulator, consumers, and interest groups. Game theory formalises the way these games are played, and the games are used to provide simplified descriptions of actual behaviour (Baird, Gertner, and Picker, 1994). In this chapter we will not apply formal game theory but simply outline some of the considerations affecting the ‘regulation game’.

Cartels provide a good illustration of strategy and gaming, and how these can be used to design regulation. The received theory of cartels is that gaming among the participants is endemic (Veljanovski, 2004). A cartel is an agreement to raise prices, share markets, and restrict output between firms in an industry. This potentially complex and legally unenforceable ‘agreement’ generates higher profits for its members. However, an individual member of the cartel can generate even higher profits if it secretly increases its sales by undercutting the cartel price (secret sales; hidden discounts and rebates; etc.) while its co-conspirators charge the cartel price. Thus an endemic problem of cartels is cheating, and this is often cited as the basis for the claim that cartels are inherently unstable.

The cartel example illustrates several features, which are reflected more generally in the regulatory process. The first is that private gain and collective gain often diverge. Under the cartel arrangements all members are collectively better off by adhering to the agreement, but individually better off by breaking the agreement when others adhere to it. Second, the example shows that gains from trade are a necessary but not sufficient condition for agreement and compliance. In particular, cartels suffer from what economists refer to as ‘opportunism’, defined by Williamson as ‘self seeking with guile’ (Williamson, 1985: 30). That is a situation where all members have an incentive to appear to be adhering to the cartel arrangements but (some) are secretly undercutting their co-conspirators’ prices, i.e. gaming the agreement.

On the other side of the coin regulation can be designed to take advantage of the strategic incentives and gaming among the members of a cartel. Legislators and regulators have exploited this tension by giving immunity to whistleblowers and discounting fines to those who cooperate in securing a successful prosecution of fellow cartelists. This generates a greater incentive to ‘cheat’ on the cartel, this time to avoid what are today very high financial penalties (Veljanovski, 2007a). The members of a cartel have to consider the pay-offs from adhering to the cartel ‘agreement’, versus cheating by undercutting the cartel price (and being subject to retaliatory actions by other members of the cartel), versus blowing the whistle to avoid high fines, criminal prosecution in some jurisdictions, and private damage claims by reporting the cartel to the authorities. These ‘strategies’ have different ‘pay-offs’, and change over time.

It should be stressed that the terms ‘strategic’ and ‘gaming’ are not intended to indicate an abuse of the regulatory process or law. Rather, they are the legitimate pursuit of self-interest in order to maximise beneficial outcomes or minimise potential expected losses. The cartel example illustrates that in settings where there are a small number of firms who recognise their interdependence both firms and regulator can influence commercial and regulatory outcomes by acting strategically. Of course there may be instances where the actions of regulated firms, and indeed the regulators, cross the line to abuse the process and ‘break’ the law.

5.3 THE ECONOMICS OF REGULATION

The dominant view in politics and among the public is that regulation remedies market failure and redistributes wealth, and that it effectively achieves these two objectives on average. I say on average because few are now so naïve as to believe that regulators and governments do not fail and spectacularly so in some cases. This public interest theory of regulation, or what economists refer to as the market failures approach, holds wide currency.

The public interest theory implicitly assumes that the actors in the regulatory process suppress their private interests to those of the greater public good, or (which is less likely) that their self-interest is aligned with the public interest. It also assumes that those regulated and benefiting are passive actors in the regulatory system. While these may serve as assumptions for a theory of what is good regulation they do not reflect reality. Clearly from the beginning of civil society, individuals and organisations have sought to gain and succeeded in gaining favour, from their kings, emperors, chieftains, and governments.

Modern regulation is a complex interaction between politicians, civil servants, industry, interest groups, regulatory bodies, and occasionally consumers. To explain aspects of this, economists have developed theories of regulation, which start with the assumption that the participants in the regulatory process are self-interested. Firms, managers, and regulators pursue their self-interest within the economic, legal, and institutional opportunities and constraints they confront.

George Stigler was the first contemporary economist to use this assumption to develop a positive (i.e. testable) theory of regulation. He took the position that regulation was motivated by its ability to redistribute wealth, pandering to sectional interests from inception, and not as an afterthought. He boldly stated that: ‘The paramount role traditionally assigned by economists to government regulation was to correct the failures of the private market (the unconsidered effects of behaviour on outsiders), but in fact the premier role of modern regulation is to redistribute income’ (1988: xii). Obviously many others had noted this tendency before Stigler (including Karl Marx and Adam Smith), but not, it seems, post-war academic economists.

Stigler’s key insight, refined by others (e.g. Posner, 1974; Peltzman, 1976 and 1989; Becker, 1983), was that regulation was not a given but subject to the economists’ ‘laws’ of supply and demand. He saw the primary ‘product’ transacted in the political marketplace as wealth transfers. The demand for legislation came from cohesive coordinated groups, typically industry or special interest groups, and hence was skewed compared to the marketplace. The supply side of legislation was less easy to define given the nature of the political and legislative processes. The state, however, has a monopoly over one basic resource: the power legitimately to coerce. This leads to the view that because the legislative process is skewed to the benefit of cohesive groups that can lobby effectively, it tends to be captured by, or to overly pander to, special interest groups. Indeed, this gave rise to a pessimistic assessment of the sustainability of a liberal and open society as politics and government became overwhelmed by special interest group politics that undermine economic growth and social progress (Olson, 1982). The capture theories of regulatory agencies shared these same concerns.

A good illustration of ‘regulation’ being framed in response to demand and supply considerations was the UK privatisation programme of the 1980s (Veljanovski, 1987). The Ministers had to gain political support for privatisation from the managements, trade unions, and the consumers/general public. This resulted in a number of tradeoffs especially in the face of opposition by the existing management to more radical restructuring proposals—no break-up of British Gas and British Telecom, light handed regulation, and restrictions on competition. These were policies in direct response to negotiating stances taken by the management of the nationalised industries which threatened to oppose and delay privatisation. In order to ‘buy’ their support, policies were adopted that were not in the long-term interests of the consumer.

Owen and Brauetigam (1974) in an early contribution to the literature first referred to regulation as a ‘regulatory game’. They claimed that, ‘[N]o industry offered the opportunity to be regulated should decline it’ echoing Stigler’s view (1974: 2). This was and is probably an exaggerated perspective, and perhaps peculiar to the collegiate nature of US regulatory commissions in the 1960s and 1970s where political appointees generated mixed and mixed-up objectives susceptible to lobbying and political influence.

Owen and Brauetigam stressed that firms need to take regulation seriously. Their key, if somewhat obvious, point is that the strategic use of regulatory process is at least as important to a firm as its decisions over key commercial variables such as prices, output, and investment. This is certainly the case for the utility sector, such as gas, electricity, energy, telecommunications, and railways, where there is sector-specific regulation. More generally the lobbying of politicians and Ministers by firms are most obviously seen during the legislative phase. However, it also exists as part of the regulatory process. Regulation is not a set of rules set down by parliament and automatically enforced by penal sanctions. The statutes often only provide the bare scaffolding, leaving it to a specialist regulatory body to build the structure. Statutes often give regulators wide discretion and powers to fill in the details by developing rules, codes, and procedures, and they must enforce these (which itself creates law), and consult over the application of the law and its reform. This wide discretion given to the regulators gives firms scope to influence them.

The process of investing in regulatory outcomes has two consequences. First, from the firm’s perspective it generates expected net benefits. I say expected since the return to their efforts is not certain. Lobbying and seeking to prevent burdensome interventions or secure favourable ones is at best an uncertain activity. It can lead to either gains or losses.

Second, the lobbying and strategic actions of firms are costly. Indeed public choice economists have focused on the transactions costs and distortions arising from firms’ participation in the regulatory and political process (Buchanan and Tullock, 1962; Tullock, 1967 and 1976). This they have called ‘rent-seeking’, defined as unproductive and wasteful profit-seeking by special interest groups to secure favourable legislation designed to increase their wealth. However, this type of activity cannot all be classified as wasteful unless, of course, one assumes that the development of effective regulation is a costless activity.

A third point worth making is that the regulation game is a two-way street. Industry can seek to manipulate and influence the regulator, but the regulator can also make strategic use of the formal and informal tools available to it. The law cannot be comprehensive, and regulators are given fairly wide discretion to apply the law. This sometimes leads to extra-legal, and some would argue illegal and ultra vires actions. This may be exercised in order to deal with the uncertainty over the facts or with laws and regulations which are under-inclusive and are an imperfect fit to the regulatory tasks—real or perceived—that regulators must pursue (Erlich and Posner, 1974). This is explored in more detail below.

There is a final point that requires comment. For an economic approach to regulation to have value the evolution of different regulatory styles and the actions of firms cannot be treated as random events. They arise from the structure of the industry, technological developments, and the regulatory framework, not to mention the personalities of regulator and senior industry executives. In economic terms all these actors seek to maximise net returns in terms of the pay-offs they perceive from different courses of action. Often these pay-offs will be in terms of monetary returns, but also unquantifiable factors, and be influenced by bargaining psychologies, e.g. the regulator or industry is perceived as weak.

One often sees national differences in regulatory process or what the political scientists have called ‘regulatory styles’ (Vogel, 1986). In the telecommunications sector the Irish and Dutch incumbent network operators (eircom and KPN respectively) tend to be more aggressive in challenging the regulator than British Telecom in the UK, which has a history of capitulating to the regulator. One can attribute this to cultural differences or to the objective facts surrounding the regulatory system. Theoretical work on this is not well developed. But in the area of social regulation (health and safety and environmental regulation) attempts have been made to model when an enforcement agency will adopt a penal or compliance model, under the latter seeking to gain compliance without recourse to the formal law. Some of the factors, which influence this choice, are the costs and impact of different enforcement instruments, and the budgetary constraints facing the regulator (Fenn and Veljanovski, 1988; Veljanovski, 1983a, 1983b, 1983c).

5.4 REGULATION AS CONTRACT

Another strand of literature, which has relevance, comes from the economics of contracts (Veljanovski, 2007b). A number of commentators and scholars have suggested that regulation can often be viewed as a process of negotiation where relationships, bargaining, strategic behaviour, and discretion are used in the face of uncertainty and transactions costs. The regulatory process is seen as having similar features to commercial negotiations and contractual relationships surrounding long-term capital projects (Goldberg, 1976; Williamson, 1985; and Levy and Spiller, 1994). These contractual negotiations involve a few parties, with individuals having high stakes, and ongoing relationships which they must adapt to changing circumstances. The small numbers involved, together with the fact that the sequence of performance and payments mean that the parties may act strategically and in particular, opportunistically to gain advantage once the contract has been entered into. Further, these bilateral and multilateral negotiations can easily break down and require more formal legal resolution to break any deadlocks. As the cartel example above showed, gains from trade are a necessary but not sufficient basis for a mutually satisfactory agreement.

Some have gone as far as to characterise regulation as a contractual bargain between industry, the legislature, and regulators. The idea of some legally binding ‘regulatory bargain’ is, however, fictitious. The term often is used as shorthand to reflect supposed understandings and perceptions between government and industry as to the way regulation will be enforced and modified. For example, a utility will complain that the regulator and politicians are breaking a ‘regulatory bargain’ by making price controls more onerous than originally expected. However, it is often no more than public rhetoric of the regulatory game. In some jurisdictions this approach is more common, such as the United States where there is greater constitutional protection of private property (Sidak and Spulber, 1997). Sometimes it does lead to legal challenges alleging unlawful expropriation of property rights, e.g. Telstra’s unsuccessful constitutional challenge against the competition regulator for setting access prices too low, thus illegally ‘taking’ its ‘property’.1

The interactions between firms and regulator can take different forms. Like all human interactions firms can cooperate, and this tends to be the dominant strategy in civil society. The parties can and frequently do cooperate with the expected give and take reflecting man’s natural tendency, as noted by Adam Smith (1776), to truck, barter, and trade.

The model of cooperative regulation was and is particularly apt for a number of regulatory regimes and countries. The negotiated model was a good description of the relationship between industry and regulators in the UK during the 1980s and 1990s where regulators had considerable discretion and the incumbent and other operators regulated by licence conditions, which could only be modified by mutual agreement, or failing this, referral to another regulator (the Monopolies and Mergers Commission).2 These negotiations take place in and are conditioned ‘in the shadow of the law’ to use the title of Mnookin and Kornhauser’s (1979) often quoted article.

On the other hand a dominant operator and regulator can be uncooperative and antagonistic, resulting in frequent non-compliance and litigation. A classic example was the antagonistic relationship that developed between the gas regulator (Ofgas) and British Gas in the 1980s. This was in part due to a ‘flaw’ in the Gas Act 1988 which did not give the regulator powers to foster competition. Nonetheless the gas regulator sought to encourage competition, which British Gas viewed as exceeding its powers, and began openly to challenge the regulator. A highly unproductive relationship developed at senior levels between the two, which led to the effective removal of both the regulator and the Chairman of British Gas, and eventually led to the breakup of British Gas. These types of high profile ‘battles’ continue. Perhaps the most notorious recent example was the ongoing stand-off between the Australian Competition and Consumer Commission (ACCC) and Telstra, Australia’s incumbent fixed telephone network operator, which saw Telstra refuse to invest in a new generation network. Under what circumstances and at which stage cooperation turns into non-compliance and opposition—where the regulatory system ‘tips’—is a challenge for students of regulation (see Fenn and Veljanovski, 1988; Baldwin, 1985; Baldwin and McCrudden, 1987; Hawkins, 1984).

5.5 INDUSTRY’S STRATEGIC USE OF REGULATION

Industry has a number of options it can use to influence regulation and the regulator. It can bargain with the regulator, manipulate the information and publicity, and as a last resort challenge the regulator in the courts or specialist appeal tribunals. All these have costs and benefits.

5.5.1 Information manipulation

A classic strategy is the control of information given to the regulator. It is received wisdom that industry has better information than the regulator. This is often referred to as information asymmetry, and a source of both market and regulatory failure. The regulated firm is assumed to know the true facts, and the regulator is constantly groping around for the truth.

This factor can be exaggerated. It may be the case that at the beginning of a new regulatory phase that industry knows better than the regulator, but as the system matures this factor diminishes. Clearly there will be many instances where the relevant information is in the hands of the regulated firm. But it will also be the case that the firm has a legal obligation to supply information to the regulator and has clear reporting requirements. Further, regulators often are required to take a wider view of the issues—that is of the competitive effects—and this requires information often not in the possession of the regulated firm. Thus when a regulator launches a competition-type inquiry the regulated firm often has limited information on the market shares, costs, and revenues of its rivals. The regulator often gains that information as it makes general inquiries and receives submissions.

The claim that asymmetry of information is endemic also discounts learning as an important feature of regulation in practice. In the early stages of a new regulatory approach the regulated firms do have an advantage as they hire the best experts and file reports that perhaps intimidate officials with no or limited experience of the industry, its economics, and/or the new regulatory framework. However, as time passes both parties become more sophisticated and knowledgeable, and a body of precedent builds up. Whereas in the early days of UK utility regulation the regulated firm (and those seeking to challenge it) could submit reports written using basic economics and factual assertions, today these reports would not be taken seriously. The quality of the analysis and the factual research now has a higher hurdle to jump as both sides have built up better knowledge and experience. Indeed today there is a professional class of regulators which has decades of experience, and often include economists, lawyers, and industry specialists who are acknowledged experts in their fields. The ability to pull the wool over the regulator’s eyes has diminished.

5.5.2 Market structure

So far industry has been portrayed as a monolithic or unitary force. But this is rarely the case especially where there is competition, even if only among a few firms. Indeed market structure is a critical factor in the use of strategy and its success.

Where there is a monopolist subject to regulation, the relationship between regulator and firm takes on the features of a bilateral negotiation. There is more likelihood of successful gaming since the firm can easily threaten the regulator, and there is more of an informational asymmetry than would be the case where a number of firms are vying for the regulators’ attention and favours.

Moreover, often there is asymmetric regulation of firms in an industry designed to deal with the market power of the incumbent network operator. That is, only one firm or several firms are subject to regulation, while others are protected by regulation to ensure that competition is ‘fair’. In many network industries the regulated incumbent network operator faces competition from firms in downstream markets. These firms have different and often conflicting interests. Indeed, regulation appears a ‘zero sum game’ i.e. what one party gains the other loses. For the incumbent operator, a regulatory decision will often harm it while at the same time benefiting its suppliers, competitors, and customers, who will adopt various strategies to get the regulator to support their position(s). Its suppliers want higher prices, its rivals cheaper access, and its customers lower prices. This is simply to say that industry is not monolithic but consists of firms with very different and often conflicting positions.

Much economic regulation is about controlling market power and fostering competition. In most network industries (gas, electricity, water, and less so telecommunications) there is often one vertically integrated operator, which operates a ubiquitous network or transmission system, which its (downstream) competitors must use to compete. The incumbent operator is often accused of acting in a highly strategic manner to delay, block, and raise its rivals’ costs to make entry and operation unprofitable for competitors using its network. This can arise even where there are clear access and interconnection obligations imposed on the incumbent network. This has sometimes led to severe gaming of the system, and regulatory responses to minimise the foreclose markets in this way.

This problem becomes pronounced where the law allows such delay or is unclear and untested. The classic example is the series of court cases known as Clear Communications v Telecom New Zealand.3 In New Zealand in the early 1990s competition law and the courts were exclusively relied on to regulate the telecommunications industry. An entrant (Clear Communications) sought access to the incumbent’s (Telecom New Zealand) fixed telephone network. To do this it had to take action through the New Zealand courts and eventually the House of Lords. The cases resulted in limited access and dubious legal precedent. The standard interpretation of this episode is that in monopoly situations where competition relies on access to an incumbent’s network, reliance on ex post competition law and the courts allows for excessive gaming of the legal process and ineffective regulation. It is for this reason that sector specific regulation has been extensively used in other jurisdictions (and eventually in New Zealand).

The ex ante regulatory response to this threat—real or perceived—is to make interconnection mandatory, with access prices set on fair, reasonable, and non-discriminatory levels. Further, where the problem appears endemic and irremediable using such behavioural remedies, regulators have pushed for the separation of network, wholesale, and retail operations as in New Zealand and the UK.

Such strategic activities and ‘gaming of the system’ are not the exclusive province of the regulated network operator. Its rivals will seek to gain a commercial advantage in the ‘regulatory marketplace’, which they cannot achieve in the real market. These firms see real returns to investing in complaints, submissions, and legal actions to push the regulator to take a more activist stance to give greater and cheaper access to the incumbent’s network. The incumbent operators will often interpret this as gaming the system, seeking to gain advantage by free riding on its investments.

It should be said that economists are not passive participants in this process. The role of economics and economists in regulation has increased substantially, although their influence should not be exaggerated. Sometimes, economists have been co-opted by firms to advance (sometimes) novel theories to persuade the regulator that it should intervene. In the last several decades models have been developed which focus firms’ strategic behaviour in the presence of switching, information, and transactions costs. This literature invariably shows that a few larger firms can take advantage of these frictions to harm their competitors and raise their rivals’ costs (Salop and Sheffman, 1983) and should be regulated. Cass and Hylton (1999: 38) have called this the ‘nip and tuck’ economics, which finds:

… reasons why seemingly innocent—or at least ordinary—business activity actually could be designed to subvert competitors and, perhaps, competition. Writings in this genre deploy sophisticated arguments to establish that conduct that looks ambiguous or even benign should be treated as contrary to the antitrust law’s constraints. These writings frequently rely on subtle distinctions to separate the conduct they find pro-competitive and advocate antitrust remedies that assertedly do, if not perfect justice, its next of kin. These writings also typically rely on complex mathematical or game-theoretic models to demonstrate that important aspects of ordinary market competition can break down under certain assumptions that are difficult, if not impossible, to verify from observable data.

5.5.3 Review and accountability

As noted above the use of strategy and gaming the system is a two-way street, involving firms and regulator. It is, therefore, not surprising that mechanisms have been put in place to govern the regulation game by giving the affected parties the right to appeal a regulator’s decision either on legal grounds, and increasingly to review its substantive merits (so-called ‘merits review’).

Over the last decade the ability of the affected parties to challenge a regulator’s decision has increased. In common law countries there has always been the option of judicial review but the grounds have been fairly limited. The concern over regulators’ unfettered discretion has led progressively to the development of specialist appeal bodies with both judicial and full merits review powers. This is the case under the EC New Regulatory Framework4 for the communications sector, which requires Member States to set up an appeal process for decisions of national regulatory authorities.

The case for allowing firms to appeal a regulator’s decisions is easy to state and support. It keeps regulators ‘honest’ and forces them to comply with best practice, making decisions on factual (not speculative) analysis, and in accordance with the law. The value of merits review has been obvious in Europe. The European Commission has been rocked by merits reviews undertaken by the Court of First Instance (CFI) in 2004.5 This is an interesting and apposite example, as an elite division of a regulator was revealed to engage in poor quality decision-making. The Merger Task Force (MTF) of the European Commission’s competition directorate (DG COMP) pioneered the use of economics to deal with merger clearance. But in three successive appeals the CFI annulled the Commission’s merger decisions for failing to satisfy the requisite standard of proof. The judges concluded that the MTF had failed properly to analyse the facts, relied on theoretical speculation rather than factual assessments, and in some cases compromised the rights of the parties. More recent decisions simply confirm that even the best-intentioned regulators cannot be relied on to act properly.6 These decisions not only remedied the problems identified in the specific cases, but led to organisational reforms within the European Commission to address weaknesses in its procedures and competence.

On the other hand, there are concerns that allowing the parties to appeal a regulator’s decisions can be used to delay and frustrate the regulator, and weaken the effectiveness of regulation. The regulator can be embroiled in constant challenges, consuming a large amount of management time and limited resources, prolonging the time periods as regulators’ ‘copper-bottom’ their decisions, which run to hundreds of pages. Recent consultation over reform of the regulatory provisions of the New Zealand Commerce Act 1986 have been beset by government concerns that allowing full merits review of the Commerce Commission’s decisions would result in the emasculation of the regulatory process, and have failed to find favour (MED, 2007).

This concern over gaming the system is overblown and controllable by simple substantive and procedural safeguards. It is overblown because firms do not engage in litigation lightly. It is costly, uncertain, diverts management time and attracts adverse attention (reputational risks). This is especially so for investor-owned and publicly listed companies. The probability of litigation is inversely related to the clarity of the law and the soundness of the regulator’s decision. If the law is clear and the regulator implements it correctly, litigation has a low probability of success and generates no private (and social) benefits.

On the other hand, if the law is poorly framed and/or the regulator makes poor decisions then merits review does encourage litigation and this is appropriate. In some areas the law is so badly framed and enforced that it invites ‘gaming’ behaviour. Cartel prosecution by the European Commission provides a graphic example. The method of fining cartelists has led to an extraordinarily high appeal rate because of the EC Commission’s inconsistent application of its own penalty guidelines. This has led to a predictable strategy among those facing fines. Once a cartel has been detected, the parties have every incentive to cooperate with the Commission to obtain a discount on the fines that will be imposed under the EC leniency procedure. However, once the fines have been imposed they are then challenged in the European Court of First Instance on substantive and procedural grounds because of the unclear and inconsistent way they were calculated by the European Commission. The facts speak for themselves—under the 1998 Penalty Guidelines one or more firms in over 90% of the prosecuted cartels over the period 1998–2006 appealed its fine. This is an extraordinarily high appeal rate, especially given that the Penalty Guidelines (1998) were designed to introduce greater clarity and transparency in the way fines where calculated (Veljanovski, 2007a).

The concern that the right to appeal will be abused by regulated firms and their protagonists is based on an optimistic assumption that it inevitably leads to a favourable outcome. However mounting an appeal is a risky affair, which can sometimes result in harsher sanctions. An example has been the continuing regulatory tussles between Oftel/Ofcom and the UK mobile network operators. Oftel/Ofcom concluded that the price paid for a fixed-to-mobile call was excessive because the mobile operator has a ‘termination monopoly’. As a result it imposed controls to reduce the price of fixed-to-mobile calls. The first attempt to do this by Oftel was challenged by the mobile operators with the result that the Monopolies and Mergers Commission (1999) reduced the severity of the proposed price controls. However, when the price controls were next reviewed, Oftel specifically sought to avoid a legal challenge by proposing a less stringent control than its research indicated was warranted. The operators again challenged the proposals ‘on principle’. Unfortunately the Competition Commission (2002) recommended a worse outcome for the mobile operators—tougher controls on fixed-to-mobile calls, and the extension of price controls to mobile-to-mobile calls.

Procedural rules can reduce the likelihood of misuse of the appeals process. There has been a lively debate over whether or not regulators’ decisions should be implemented while the appeal is being heard. On the one hand, if there are significant grounds for an appeal then it may result in avoidable costs if the regulator’s decisions a implemented and then reversed. On the other hand, if an appeal can be used to further delay a decision then non-meritorious appeals may become attractive. For example, the first challenge by the UK mobile operators in the late 1990s delayed the price control and therefore was worth tens of millions to the operators, far exceeding the costs of the appeal. It is not suggested that this was the primary motivation of the operators as there were major principles at issue and over which there was at the time deep differences of opinion between the regulator (Oftel) and the mobile companies. But the fact that the appeal delayed the implementation of a lower set of tariffs made it financially attractive to the mobile operators. This situation is less common today as the regulator’s decision is often imposed while the appeal is being heard or subject to retrospective clawback by backdating the regulation if the appeal has been unsuccessful.

5.6 REGULATORS’ USE OF STRATEGY

Regulators can also engage in strategic manoeuvres and gaming to achieve legitimate and sometimes illegitimate outcomes. This can range from the use of opaque rules and enforcement procedures, to more overt pressures, which force those regulated to make significant and sometimes questionable concessions. This can occur in a number of ways.

Regulators often use vague laws, standards, soft law, decisional practices, and non-transparent enforcement procedures to create uncertainty and the impression of greater regulatory powers and sanctions than exist. This, combined with the discretion given the regulators, can often be exploited to gain compliance and agreement from those regulated. The regulator can exaggerate the alleged infringement by ‘overcharging’ the regulated firm. This is when the regulator threatens a more extensive investigation and more severe sanctions to get agreement to a more limited number of specific regulatory changes, even though the former are not likely to be legally sound.

For example, Ofcom’s negotiation with British Telecom to get agreement over the operational separation of BT’s network wholesale and retail operations was constantly couched in terms of a threat of a Competition Commission referral if agreement were not reached. The implication that Ofcom tried to create is that a referral to the Competition Commission would most likely result in the break-up of BT as had a similar reference of British Gas (Monopolies and Mergers Commission, 1993), and subsequent reference of British Airports Authority—BAA—(Competition Commission, 2009). However, the Chairman of the Competition Commission made it clear publicly that there was no automatic presumption that a referral to the Competition Commission would inevitably lead to the dismantling of BT.

The strategic use of regulation by regulators is evident where time limits are important. One area where this is the case is merger clearance. The European merger clearance procedure consists of a two-phase process—‘Phase I’ where the proposed merger is vetted to see if it raises competition concerns, and if there are such concerns a ‘Phase II’ where a full competitive assessment is undertaken over a standard period of three months. A ‘Phase II’ investigation can be expanded to take up to six or seven months if the parties offer commitment. The threat of ‘a Phase II’ is often held over the parties to gain concessions (so called ‘undertakings’) that the European Commission requires to clear the merger. This can be used by the Commission to ‘force’ the parties into making concessions, which are not essential to protect competition given the pressure on the parties to conclude the sale/acquisition. Obviously it is hard to judge whether this is a serious problem, but experience has shown that for some periods the (now defunct) Merger Taskforce within the European Commission revelled in its ability to negotiate with the parties to extract undertakings. The fact that some of the Merger Taskforce’s high profile decisions to block mergers were annulled when challenged in the courts indicate that many ‘settled’ Phase I clearances may also have been defective.

Another device used by regulators is publicity and public opinion. The use of press releases, speeches, and interim findings to shame and make public disagreements can be used to make the firm more compliant. Such publicity can have adverse reputational effects for the company under investigation, and damage relationships with its suppliers and customers. This has sometimes been an overt strategy of the UK Office of Fair Trading (OFT) and other regulators (such as Ofgas) in the past where press releases and briefings were used to put pressure on firms in an ongoing inquiry. In some cases this has reached excessive levels amounting (in the Court’s view) to ‘sensationalist publicity’, as for example the OFT claim that Morrisons (a supermarket chain) was guilty of price-fixing when in fact this was not yet the outcome of the OFT’s investigation. The threat of a libel action forced the OFT to make an apology and pay £100,000 in damages.7

5.7 CONCLUSION

Regulation is a fact of life for industry. It is part of doing business, and it can have a major impact on a firm’s profitability and growth. It is obvious that where possible industry will seek to influence regulation, and to exploit the latitude that the regulatory process allows it to gain more favourable outcomes. Likewise regulators live in a world where the law is often broad brush and which delegates to them often wide discretion to frame the rules and determine how they are enforced. In fact they are often given powers and duties to create the ‘rules of the game’ through their rulemaking powers and enforcement decisions. In this environment the use of strategic responses to regulation and ‘gaming of the system’ will be prevalent.

NOTES

1. Telstra Corporation Limited v ACCC FCA 2008. Telstra asked the High Court to consider whether its constitutional rights under Section 51 (XXI) of the Australian Constitution, that the federal government can only compulsorily acquire ‘property’ on ‘just terms’, were being breached by 11 of its rivals, the Commonwealth government, and the ACCC (which sets prices for compulsory third-party access to Telstra’s network). Telstra argued that the access prices set by the ACCC for its rivals were below cost and thus they would acquire access to Telstra’s property not on ‘just terms’.

2. Peacock (1984), Veljanovski (1987 and 1991).

3. Clear Communications Ltd v. Telecom Corp. of New Zealand Ltd (1992) 5 TCLR 166; Clear Communications Ltd v. Telecom Corp. of New Zealand Ltd (PC) (1995) 1 NZLR 285.

4. Directive 2002/21/EC on a common regulatory framework for electronic communications networks and services, 24 April 2002.

5. Case T-342/99 Airtours v Commission (2002); Case No. IV.M1524 Airtours/First Choice (1999); Case T-310/01 Schneider Electric v Commission (2002); Case T-5/02 Tetra Laval BV v Commission (2002). See generally Veljanovski (2004).

6. Case T-464/04 Impala v. Commission, 13 July 2006.

7. In February 2008 the OFT was roundly criticised in High Court for ‘public relations exercises’ seeking to attract ‘sensationalist publicity’ as Morrison was granted leave to judicial appeal. Morrison withdrew its action after the OFT apologised and agreed to pay Morrisons £100,000 in settlement of its libel action against the OFT arising from an OFT press release suggesting Morrisons was guilty of competition law breaches (before that was proven) in the ongoing investigation into milk pricing (Wm Morrison Supermarkets plc: an apology, OFT Press Release 54/08, 23 April 2008). Later the same year Sean Williams, a newly appointed executive director of the OFT who made the statement, resigned.
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CHAPTER 6
STANDARD-SETTING IN REGULATORY REGIMES

COLIN SCOTT

6.1 INTRODUCTION

Standards of one kind or another are central to all regulatory regimes. Conceived of in most general terms, standards are the norms, goals, objectives, or rules around which a regulatory regime is organised. Standards express, if not the broad outcomes intended for a regime, then at least some aspect of the behaviour which participants in the regime are intended to adhere to. The first part of this chapter elaborates further on the meaning of standards within regulatory regimes. Recent research closely allied to jurisprudence and legal theory has been concerned with understanding the variety of ways in which standards may be expressed, in terms both of instrument types and the nature of standards (see further Black, 1995). The evaluation of regulatory standards in this way can contribute to matching the expression of standards both to objectives of regimes and to the contexts in which they are to be applied.

A second and quite distinct research theme, more closely allied to political science, has been concerned with the variety of state and non-state actors who are involved in standard-setting and the processes through which standards are set and applied. The setting of standards is characterised by a diffusion of responsibility—national and supranational levels, state and non-state organisations (Haufler, 2001; Cutler, 2002). Whilst these observations are challenging to a traditional model of regulatory governance which focuses chiefly on the role of state agencies, they provide the basis for a revised account which seeks to evaluate both the effectiveness and legitimacy of these more diffused regimes (Kerwer, 2005). The final substantive section of this chapter addresses the challenges of accountability associated with the emergence of a highly diffuse ‘industry’ for regulatory standard setting.

6.2 REGULATORY STANDARDS

The term regulatory standards is often deployed in a narrow sense as referring to the standards developed by technical standardisation bodies such as the International Organisation for Standardisation (ISO) and its sectoral, regional, and national equivalents. A broader conception of standards defines them as instruments which encourage the ‘pursuit or achievement of a value, a goal or an outcome, without specifying the action(s) required’ to achieve this, in contrast with a legal rule, which is prescriptive as to what its subject must or must not do (Braithwaite and Braithwaite, 1995: 307). Accordingly technical standards are an important sub-set of the larger group of regulatory standards.

A regulatory regime is a system of control which may comprise many actors, but within which it is possible to identify standards of some kind, ways of detecting deviation from the standards, and mechanisms for correcting such deviations (Hood, Rothstein, and Baldwin, 2001). Key capacities within regulatory regimes, may be widely dispersed amongst both state and non-state actors, and this dispersal of regulatory capacity has generated a wide variety of legal forms for regulatory standards (Black, 2001a; Scott, 2001). In this section I examine regulatory standards first by reference to their legal form, and second by reference to the structure of the standards themselves. The question of structure is distinct from legal form, and refers to the way that the standard is expressed and the linkage between such expression and the achievement of the objectives sought. This became an issue of considerable public interest following the widespread banking failures which hit the global economy in 2008 as claims were made that the use of broad principles or standards as the basis for regulatory regimes had permitted the behaviour which caused the failures, in circumstances where more detailed rules might have prevented them.

6.2.1 Instrument types

Within the kind of classical regulatory model which developed in the United States in the twentieth century the three aspects of a regulatory regime noted above were frequently within the control of a single, independent regulatory agency. These regulatory powers were (and still are) exercised through the making of rules and standards, monitoring for compliance and application of legal sanctions against businesses or others who do not comply. Consequently in the United States the archetypal regulatory standard is made by an agency under delegated statutory powers following extensive procedural requirements and published in the Code of Federal Regulations (Weimer, 2006: 570). Within many of these regimes regulatory standards are also found in primary legislation establishing the regime and the agency.

The mix of primary and delegated legislation to set regulatory standards is common in other jurisdictions too, but within many parliamentary systems of government, such as those found in many European countries, there is a reluctance to delegate rule-making powers to agencies. Accordingly it is more common to find that the delegated power to make regulatory rules is held by ministers, empowered to issue statutory instruments or decrees, although power to make standards referred to in rules is often found elsewhere. Within the member states of the European Union the delegated power to make rules is frequently deployed for the transposition of European Community directives—measures which require adoption within national regimes to take legal effect—and this has caused a proliferation of regulatory standards made under delegated legislation.

In addition to setting regulatory standards through public law instruments, governments frequently use their financial resources and power to enter into contracts to set standards that are not of general application, but rather apply only to the parties they are contracting with (Daintith, 1979). This ‘government through contract’ process has been used to develop and apply principles relating to employment standards for employees of supplier firms and to pursue other objectives, for example relating to the environment (McCrudden, 2004). Contracts used in this way may provide not only the applicable standards for suppliers, but also mechanisms of monitoring (for example third party certification) and enforcement, in the form of agreed remedies for breach (Collins, 1999). This form of standard setting is not dissimilar to the use of supply-chain contracts in the private sector where, once again, the wealth and contracting capacity of a buyer is used to impose standards on sellers. Similar effects are found in franchising agreements where the franchisor uses a contract to impose conditions, including standards, upon the franchisee. In many instances these will be product standards (for example in compliance with technical standards set by a third party). But increasingly supply chain and franchise contracts are used to set or apply standards relating to processes, for example relating to the management of the contractor’s business, or its compliance with particular environmental standards (Potoski and Prakash, 2005).

This analysis invites a distinction between product standards and process standards, the former relating to the properties specified for a product and the latter concerning the way in which a product is produced. Process standards are of particular significance where a harm to be regulated is generated through the production process. A key example relates to regulation of environmental emissions, where often targeting of the process may address the harm more directly. A new twist on this distinction derives from recent research on consumer behaviour which suggests that at least a sub-set of consumers value aspects of process highly. This phenomenon has been observed in respect of voluntary standards regimes for fairly traded products and for sustainable forestry (Taylor, 2005). Some consumers will pay a higher price for products conforming to such process standards, whether they originate from single firms, for example in the context of a corporate social responsibility regime, or from some larger standard setting organisation, as with some fair trade and environmental process standards (O’Rourke, 2003: 4; Kysar, 2004).

Whilst governments frequently use public law and contractual instruments to set legally binding standards, governments may also use their governmental authority to set regulatory standards without using legally binding instruments. The proliferation of soft law instruments, defined as instruments which are not legally binding but which are intended to have normative effects (Snyder, 1993), is widely understood to provide a means for governments to set standards in a way that extends beyond their legislative mandate, and without the requirement of legislative approval. A central example used by many governments is guidance documents deployed to encourage citizens, business, and others to behave in particular ways either within the framework of some broader legislation or without a legislative framework. For example, the Dutch regime for disaster management is largely implemented through guidance issued to local municipal councils, in a form which is non-binding, but also flexible and revisable. A particular advantage is that it harnesses professional expertise within the local authorities in a form which enables professionals to interpret guidance with flexibility. However, a risk has been identified that such guidance may harden and be treated as part of the requirements of the applicable regime, stifling the potential for interpretation by local professionals and for the development of innovative ways of addressing disaster management. In this circumstance soft law becomes de facto part of the hard law regulatory regime (Brandsen, Boogers, and Tops, 2006).

It is already clear that businesses have capacity to make or apply standards to others in a form that is legally binding through specification in supply chain contracts. In one sense the acceptance of the standard is voluntary, rather than imposed, since its application is a consequence of voluntarily entering into a contract. Similarly individuals, firms, and others who join associations are frequently volunteering to be bound by the rules of the association, expressed in some form of collective contract between the members. Such associational rules constitute regulatory standards for many professions (sometimes with some delegated statutory authority) and in many industries, though the intensity of such associational governance varies between jurisdictions. Within the EU such associational regulation is a somewhat stronger feature of the governance of Northern European countries and rather less well developed in the Mediterranean states. In the United States there is some hostility to self-regulation and a commitment to substantially restricting the development and application of regulatory rules to state agencies, constrained as they are by strong procedural rules. There has been considerable discussion about how the power of self-regulatory regimes can be recognised and made accountable, for example within a constitutional perspective which attaches the potential of judicial review to self-regulatory bodies as if they were public bodies (Black, 1996).

As noted above, the term regulatory standards is often understood to refer to the standards developed by specialised standardisation institutes. These standards, which are very numerous and of great significance in many industries, are typically not legally binding of themselves, but are liable to be incorporated into supply-chain and other contracts. In some instances, compliance with particular standards may be specified as a legal requirement in primary or secondary legislation. For example, the UK ‘Wheeled Child Conveyances (Safety)’ Regulations (SI 1997/2866, r 3(1)) provide that it is a criminal offence to supply any ‘wheeled child conveyance’ (for example a pushchair or pram), which does not comply with BS7409, the applicable standard produced by the private British Standards Institution (BSI). In other instances, compliance with a recognised but unspecified, technical standard may either be required or may provide evidence of compliance with the legal requirements. For example, the European Community ‘Directive on General Product Safety’ (2001/95/ EC, Art 3(2)(3)) provides that no product shall be placed on the market unless it is a safe product. Products are deemed safe where they comply with EU or national legal rules, or in the absence of legal rules, with national voluntary standards.

6.2.2 The nature of standards

A classic analysis of administrative rules by Colin Diver suggests that three dimensions of a rule are critical to its success—transparency, accessibility, and congruence. The analysis applies equally to regulatory standards. Transparency refers to the requisite that a rule should be comprehensible to its audience, using words with ‘well-defined and universally accepted meanings’ (Diver, 1983: 220). Accessibility refers to the ease of application of a rule to its intended circumstances and congruence to the relationship between the rule and the underlying policy objective (Diver, 1983: 220). A rule should apply to all the circumstances within the intent of the policy maker and to none that fall outside that intent. Put more technically, it should be neither under- nor over-inclusive.

I noted earlier that process and product standards focus on the specification or design features of an activity or a product. In some instances standards focus not on the properties of a product or a process, but rather on the performance or output from an activity, without specifying the means by which a specified performance is to be achieved (Baldwin and Cave, 1999: 119–20). The EC Directive on General Product Safety, introduced in the previous section, is illustrative of this approach, with compliance denoted by achieving performance under which a product is safe, but without specification as to how a product is to be made safe. This general output standard has the merit of a high degree of congruence with the overall objectives of the regulatory regime (maintaining confidence of consumers in the safety of products marketed within the EU and preventing consumers from being harmed by consumer products). However, this sort of general standard also has obvious weaknesses—it requires further elaboration in order to know what is meant. Set against Diver’s concept of rule precision noted above, a general safety requirement is not very accessible because it is far from obvious what is meant by the term ‘safe’.

Many consumer products present dangers and if they did not they would not be fit for their purposes—for example, cars, steam irons, and knives. The requirement to look first elsewhere in the directive for further elaborations reduces the transparency of the standard—the ease with which persons interested in it can discover what it requires. Relatedly, vagueness may make enforcement (and even compliance) more costly. This does not mean that we should discard such general standards. It depends on the context. If the creation of a general standard stimulates a process which may involve not only regulator and regulatee but also representatives of those to be protected by regulation, then this may be productive and generate a form of ‘dialogic accountability’ for the standards, superior to legislative setting detailed standards (Braithwaite and Braithwaite, 1995: 336).

In particular the EC Directive on General Product Safety provides (Art 1(2)):

(b) ‘safe product’ shall mean any product which, under normal or reasonably foreseeable conditions of use including duration and, where applicable, putting into service, installation and maintenance requirements, does not present any risk or only the minimum risks compatible with the product’s use, considered to be acceptable and consistent with a high level of protection for the safety and health of persons, taking into account the following points in particular:

(i) the characteristics of the product, including its composition, packaging, instructions for assembly and, where applicable, for installation and maintenance;

(ii) the effect on other products, where it is reasonably foreseeable that it will be used with other products;

(iii) the presentation of the product, the labelling, any warnings and instructions for its use and disposal and any other indication or information regarding the product;

(iv) the categories of consumers at risk when using the product, in particular children and the elderly.

The feasibility of obtaining higher levels of safety or the availability of other products presenting a lesser degree of risk shall not constitute grounds for considering a product to be ‘dangerous’.

The Directive points towards the relevant kinds of factors in determining safety, but still does not yield a precise specification. Accordingly, it creates discretion in the application of the criteria which must be applied by the producer and in the event of a product’s safety being questioned, by enforcement officials, and ultimately, in what is likely to be a very small number of cases, by a court. The reference to other legal rules and standards, noted above, provides further specification. In some instances, this will be quite precise, as where there is a technical standard specifying all the properties of a product. Mindful of the importance of technical standards for consumer products there is some attempt to create the kind of ‘dialogic accountability’ discussed above within the EC regime, as the European Commission sponsors consumer groups to participate in such standard-setting alongside industry representatives (Howells, 1998).

What is clear from this analysis is that the general performance standard set down in legislation has nested within it more precise standards, some of which are contained within the legal instrument itself, and others of which are incorporated by reference to other legal and voluntary standards, and/or through the discretion of the people applying them.

Whilst the tighter specification of what appear to be broad standards is likely to be fairly routine—through one mechanism or another—there is not generally a route through which very detailed standards can be made more general. Thus, if there are problems with detailed standards being too detailed or otherwise unduly restrictive or inappropriate, this may be difficult to resolve. The dilemma is well-illustrated by research carried out in Australia and the United States on the regulation of nursing homes. The Australian regime deployed broad performance or outcome standards, a key example of which was that nursing homes should offer to residents a ‘home-like environment’ (Braithwaite and Braithwaite, 1995: 310). The United States regime deployed a wide array of detailed standards relating to all matters of care of the residents. The researchers indicated that their initial prejudice was that the US regime was superior in design because inspectors would be able to easily check for compliance, and this would make compliance for the nursing homes both more attractive and straightforward, while simultaneously making enforcement more reliable (in the sense that there would be consistency across the evaluation by the different inspectors within the regime).

However, the results of the research defied the initial intuition of the researchers. The specification of detailed rules, in this context, appears to have encouraged a mentality which prioritised the ticking of the appropriate boxes over the care of the elderly, and to have robbed both managers and staff of the capacity for creativity in offering even better care than set down in the minimum standards. By contrast, the broad general standards deployed in Australia gave wide discretion to managers and staff to work out how the different ways in which they could reach a standard that was ‘home-like’ and in many cases this involved matters which would be difficult to capture in a check-list of standards. With inspection, evaluation against the detailed standards in the US proved to be considerably less reliable than inspection against the broad Australian nursing home standards (Braithwaite and Braithwaite, 1995: 311). Part of the problem with a proliferation of detailed standards is that both regulators and regulatees are able (and even required) to pick and choose between the standards to be followed. Paradoxically it broadens rather than narrows discretion (Braithwaite and Braithwaite, 1995: 322).

This debate about the relative merits of general principles versus detailed standards has become central to consideration of how to address the causes of the corporate scandals and financial crises for which the early years of the twenty-first century will be remembered. A central argument, one which would appear to have purchase for the nursing homes example discussed above, is that the promulgation of detailed rules to regulate behaviour creates the risk that those subject to the rules will follow them to the letter but find ways to evade their spirit and thus undermine the objectives of the regime. This phenomenon, observed in company practices in the UK of the 1980s and 1990s, has been labelled ‘creative compliance’ (McBarnet and Whelan, 1991 and 1999). The potential for evading the spirit of the law in rules-based regimes is one of the factors said to have led to the collapse of the US energy firm Enron in 2001—a company that had routinely hidden the true position of its balance sheet through the use of off-shore subsidiaries, a matter on which the company’s auditors, the now-defunct Arthur Andersen, failed to report to shareholders.

A key debate arising out of Enron has been whether the system that permitted this major corporate collapse, with all its ramifications, failed because of its structure in rules which could be evaded or because of its operation by those responsible for oversight, both private audit firms and public regulators (McBarnet and Whelan, 1991 and 1999). A similar debate had arisen around the banking crisis of 2007–9. It is argued that because principles-based regulation, to be effective, requires those subject to the regime to develop and elaborate on the requirements in their internal practices and oversight, a high degree of trust is required for such a regime to be credible and effective (Black, 2008: 456). Julia Black’s position is that principles-based regulation involves a number of paradoxes which are capable of undermining of its effectiveness, but that rules-based regimeshave many of the same vulnerabilities (Black, 2008: 457). Accordingly the rules-versus-principles choice is a false dichotomy. Neither is inherently superior, but rather either or both must be fine-tuned to the particular social and economic contexts in which they apply for there to be confidence in a regime.

6.3 STANDARD-SETTING

While the nature and content of standards is clearly relevant to their application and effects, so also are the processes through which standards are set. The characteristics of the process are likely to affect the quality of the standards and also their legitimacy, each of which is fundamental to their operation. Quality is affected by the nature of information available for decision-makers and their expertise, or capacity to process the information. Legitimacy, in its procedural dimension, is a product of the process as it affects who participates and on what terms. In practice the quality and legitimacy distinction is rarely sustainable since legitimacy is not simply about process, but is also affected by the quality of the outcome in many instances. Whilst this preliminary discussion might lead to the conclusion that maximum information, processing capacity, and participation are the characteristics of an optimal standard-setting process some notes of caution are required. First, the deployment of such expansive processes necessitates a tradeoff with speed and economy in decision-making. In practice, some compromise is often necessary. Second, the design of processes which match information and expertise effectively whilst promoting a pattern of participation which supports the legitimacy of the outcomes is extremely challenging and has received limited attention, both in public policy settings and academic evaluations.

I have noted already that a wide range of different types of organisations are involved in setting regulatory standards, ranging between legislative bodies, government ministers and agencies, through to associations, private (and some public) standards institutes, and individual firms. Necessarily this creates a wide range of processes through which standards are set including the processes for making primary and secondary legislation, and for self-regulatory and private standard-setting. A key question is whether public and non-state standard-setting should each be evaluated against similar ideals relating to information, processing capacity, and participation. Alternatively, a more contextualised understanding is required. One which sees the ideals of standard setting as dependent not simply on the public or non-state character of the process, but also linked to the character of the regime (for example, setting broad safety standards to be treated differently from detailed technical standards) and interests, and relative power of the key actors.

6.3.1 Public standard-setting

Legislative standard-setting and the making of delegated legislative instruments have associated with them procedures and oversight arrangements which contribute to the legitimacy of legal instruments generally. These processes are arguably most developed in the case of regulatory rule making by agencies in the United States. However, the highly proceduralised and adversarial nature of rule making in the United States under the Administrative Procedure Act of 1946 has been subject to much criticism and a search for alternatives that are less adversarial and more inclusive. One response to this critique was the deployment of new procedures provided for in the Negotiated Rule Making Act of 1990, which have been taken up in a relatively small number of cases. The less adversarial procedures for negotiated rule making are characterised by processes in which the various stakeholders are encouraged to discuss proposed regulatory rules in a multilateral setting. Such processes were advanced on the basis that they would enhance both the quality and legitimacy of the rules which resulted, with the added advantage that the process might be quicker because competing views would be identified and resolved more rapidly (Freeman and Langbein, 2000: 71). An empirical study suggested that while the costs of traditional rule making and negotiated rule making differed little, there was greater legitimacy and therefore, ‘buy-in’ from participants for the latter processes. Such processes, it is suggested, are superior for ‘generating information, facilitating learning, and building trust’ (Freeman and Langbein, 2000: 63).

6.3.2 Non-state standard-setting

US experiments with negotiated rule making are part of a broader pattern of arguments in favour of emphasising the procedures by which regulatory standards are set as providing a basis for sharing of information and facilitating learning through the standard-setting process (Black, 2000; Black, 2001b). Non-state standard-setting can be evaluated by reference to these ideals, since it shares with public standard-setting the same problems of demonstrating effectiveness and legitimacy. Standard-setting by non-state organisations is said to be particularly appropriate where the organisations involved are able to incorporate the main expertise in the field, and where the subject matter of the standards are subject to rapid change (Weimer, 2006). This argument is suggestive of non-state standard-setting being legitimate largely on the technical grounds of its superiority in achieving the relevant task. A broader argument would emphasise that the capacity for inclusiveness in decision-making over standards provides an alternative forum for democratic governance of standards.

The most opaque processes for standard-setting are likely to be where individuated contracts are used because this involves decision-making by a single party, and sometimes bargaining by the two parties to a contract, in circumstances that are typically regarded as confidential to the parties, even where one of the parties is a government agency. For example, where governments in the US, Australia, and the UK have used contracts to set down standards for prisoner care and security, where the provision of prisons services is contracted out to private companies, the content of the agreements typically remains confidential and there is very unlikely to be any participation by third parties in determining the appropriate standards (Sands, 2006). In other instances, standard setting processes are developed to include the variety of constituencies involved, often with extended and iterative processes to get standards right, and to generate confidence in the standards amongst users.

Technical standard-setting through standards organisations has been in the vanguard of the development of inclusive procedures for enhancing both the quality and legitimacy of standards. This is in part a response to the desire to enhance legitimacy in the face of explicit or implicit delegation to such standards organisations by governments. The ISO has an architecture of over 200 technical committees which are devoted to the making and revision of ISO standards in the various areas in which it has taken on a role. The ISO is a membership organisation comprising representatives of the national standardisation institutes, which also provide most of its financing (the balance coming from sales of standards). In organising its standard-setting functions the ISO treads a path between efficient processes, on the one hand, and demands for openness, representation, and inclusion amongst the various communities affected by the standards on the other (Hallström, 2000: 85). The process for setting a new standard is initiated by a vote of a technical committee, and the task of drawing up a draft standard assigned to a working group of the committee. It is reported that working group processes generally work through consensus and, typically, quite slowly. A draft is subject to revision, initially by the full technical committee and subsequently by all members of the ISO, where it is again subject to comment and revision, twice (Hallström, 2000: 87). Participants in the processes comprise users of standards (typically employees of large firms), members of national standards organisations, and other experts, including those from universities and consultancy firms (ibid). The elaborate architecture of decision-making within the ISO is concerned with ensuring both that published standards are useable by market actors, and that they support rather than impede trade.

The proliferation of private standard-setting extends well beyond the traditional technical standards bodies. For example, the setting of the standards for accounting practices which are relied on by both public and private sector organisations, has largely been delegated to non-state national accounting standards bodies and an international umbrella organisation—the International Accounting Standards Board (IASB). Whilst general principles of accounting requirements continue to be set in legislation relating to the governance of companies, public bodies, and so on, the detailed practices (assumptions to use, how to reflect costs, losses, and so on) are determined by reference to non-state standards. This delegation to non-state organisations facilitates the deployment of industry expertise in setting standards, while at the same time shifting responsibility away from governments (Mattli and Büthe, 2005: 402–3; Weimer, 2006). However, it creates a problem identified by Mattli and Büthe, insofar as such regimes operate as agents not only of governments, but also of the businesses from which they draw a substantial portion of their expertise and legitimacy. It is inevitable that the various principals are able to oversee and shape outcomes within the accounting standards regimes to different degrees and, in the case of private accounting standards in the US, the authors suggest, it is businesses that have succeeded in shaping the standards to suit their interests (Mattli and Büthe, 2005).

A major area of development has been the emergence of NGOs (non-governmental organisations) as standard setters in areas such as environmental protection and labour rights. Here the development of standards is frequently linked to measures to promote the take up of voluntary standards—frequently through the application of pressure on producers and/or retailers. In these instances the legitimacy of the process and the content of the standards is looking beyond regulated firms to investors, shareholders, unions, and consumers who may contribute to pressures on businesses to take up the standards (Marx, 2008). Such pressures depend on the needs of firms to protect and enhance reputation and to use reputation to distinguish themselves from competitors. But this analysis demonstrates that the effectiveness of such regimes is likely to be limited with businesses which have fewer incentives to participate, for example because they are privately owned or non-unionised (Marx, 2008).

6.4 ACCOUNTABILITY FOR STANDARD-SETTING

The diffuse nature of contemporary regulatory standard-setting raises important questions about oversight and accountability for such processes. The observation of a wide array of non-state standard-setting processes accentuates these concerns. Anxieties about excessive regulatory burdens have generated a wide variety of mechanisms for oversight of governmental regulatory regimes, with a particular focus on the evaluation of the costs and benefits associated with regulatory rules (Froud et al., 1998). Regimes of better regulation, incorporating but extending beyond cost–benefit analyses of regulatory rules originated in the United States but have been strongly advocated by the OECD (Organisation for Economic and Co-operation Development) and have developed in most of the industrialised countries, and at the level of the European Union. Such regimes have had only a limited impact on non-state standard setting—for example, in measures from the Australian Office of Regulatory Review to incorporate self-regulatory rules within regulatory impact analysis (Office of Regulation Review, 1999).

Non-state standard-setting raises rather different issues of control and accountability (Freeman, 2000). With little or no public funding or oversight by legislatures and limited or no potential for judicial review, traditional mechanisms of public accountability appear to have a limited role. The international character of many regimes also raises issues concerning the capacity of governments to oversee them. However, these limitations may be set against the advantages of a high degree of interdependence between the actors involved in non-state standard setting and the potential that mechanisms of competition and or community application of social norms may substitute for public accountability (Scott, 2008). Standards organisations, for example, are characterised by a high degree of participation from members of the relevant industry community, and by the need to sell their standards in the market-place. The risks with such standards is not that there is no accountability, but rather that the accountability is too much geared towards the regulated industry. Where such standards are coordinative—for example seeking to ensure that peripheral equipment for computers can be plugged into and work with any computer—then such accountability is likely to be sufficient. However, where standards are protective—for example relating to the safety of consumer products—then some counter-balancing of the industry through agency oversight and/or bolstering the participation of protected groups, such as consumers may be desirable. Further to this, within many regulatory regimes the setting of standards is quite distinct from the take-up and application of the standards. Thus even where accountability of standard-setters (for example, which are nonstate and supranational) is weak, the accountability of enforcers (who may be national and public) may be stronger. Oversight and enforcement by third parties, such as certification companies, raises particular problems (Kerwer, 2005: 623).

With some standards regimes there is potential for competition with effects that are likely to both pull standards up, as regimes compete for broad credibility, and down, as they compete for businesses to sign up to the standards. The potential for competition between non-state regimes has been advanced but is relatively under-explored (Ogus, 1995). In the area of sustainable forestry the proliferation of regimes has created competition for industry adherents, between NGOs such as the Forest Stewardship Council (FSC) and industry association schemes, such as the US Sustainable Forestry Initiative (SFI). A key difference between the regimes is that whereas the SFI standard-setting is dominated by the industry, the FSC regime is driven by NGO participants (Cashore, 2002). Without taking a view on which is superior this gives both the retailers (who incorporate the standards into their contract) and purchasing consumers choice, choices which are then supposed to discipline the standard-setters in their decision-making.

Another possibility is that standard-setters are part of a community or network of decision-makers, and that the community holds members’ actions within a reasonable sub-set of potential decisions (Kerwer, 2005: 625). The ISO, discussed above, is far from the only example of an international standards body which, through national membership arrangements is simultaneously held in check and holds its members in check. The OECD provides an example of such a network comprising governments, rather than non-state standard-setters (Kerwer, 2005: 626).

The most challenging mechanisms of non-state standard-setting, from the perspective of accountability, are those found within bilateral contracts where one party can impose terms on another, with little or no participation, or transparency. If the supplier of goods and services cannot sell elsewhere there is not even a high degree of market discipline over the standards being imposed (Scott, 2008).

6.5 CONCLUSION

The setting of standards is a core aspect of any regulatory regime. For governments responding to the demands of the financial crisis of the late Noughties, there is a temptation to think of laxity in regulatory standards as part of the problem. In particular, standards based on broad principles have been subjected to widespread critique, such that we can expect them to be displaced, to some extent, by more detailed rules. However, the attempt by national governments to assert control through detailed rules appears to fly in the face of recent trends in regulatory standard setting. The organisations and processes involved in the setting of standards are highly diffuse. There is much evidence of the importance of decentred regulation in filling in much of the detail of regulatory requirements on businesses and governments, and in a manner which appears to be less costly and more expert than would be true were the functions fulfilled by governments.

Accordingly, while questions concerning the status and nature of standards remain important, consideration of the broader regimes within which standards are made is likely to be a matter of continuing interest, both to actors in the policy world and academia (Kerwer, 2005). In the world of public policy a resigned acceptance that much of the capacity for steering social and economic behaviour is located elsewhere is combined with a sense of the potential for harnessing non-state standard-setting to deliver on public purposes deploying a variety of mechanisms. What is of interest to academic commentators is not only the potential that such non-state standard-setting may have to deliver less costly and more expert standards, but also to offer alternative fora for varieties of democratic decision-making over standards. Accordingly, future research is likely to analyse in more detail the pressures on non-state regimes of standard-setting in order to evaluate the extent to which relationships with governmental, market, and community activity can be expected to ground a new equilibrium of governance.
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CHAPTER 7
ENFORCEMENT AND COMPLIANCE STRATEGIES

NEIL GUNNINGHAM

7.1 INTRODUCTION

Effective enforcement is vital to the successful implementation of social legislation, and legislation that is not enforced rarely fulfils its social objectives. This chapter examines the question of how the enforcement task might best be conducted in order to achieve policy outcomes that are effective (in terms of reducing the incidence of social harm) and efficient (in doing so at least cost to both duty holders and the regulator), while also maintaining community confidence.

It begins by examining the two strategies that for many years dominated the debate about enforcement strategy, the question of ‘regulatory style’ and whether it is more appropriate for regulators to ‘punish or persuade’. Recognising the deficiencies of this dichotomy, it explores a number of more recent approaches that have proved increasingly influential on the policy debate. Such an examination must begin with John Braithwaite’s seminal contribution and the arguments he makes in favour of ‘responsive regulation’. This approach conceives of regulation in terms of dialogic regulatory culture in which regulators signal to industry their commitment to escalate their enforcement response whenever lower levels of intervention fail (Ayres and Braithwaite, 1992). Under this model, regulators begin by assuming virtue (to which they respond with cooperative measures) but when their expectations are disappointed, they respond with progressively punitive/coercive strategies until the regulatee conforms.

This approach is taken further by Smart Regulation, which accepts Braithwaite’s arguments as to the benefits of an escalating response up an enforcement pyramid but suggests that government should harness second and third parties (both commercial and non-commercial) as surrogate regulators, thereby achieving not only better policy outcomes at less cost but also freeing up scarce regulatory resources which can be redeployed in circumstances where no alternatives to direct government intervention are available. Further, whereas Braithwaite’s pyramid utilises a single instrument category (state regulation) Smart Regulation argues that a range of instruments and parties should be invoked. Specifically, it makes the case for regulation and enforcement to be designed using a number of different instruments implemented by a number of parties, and it conceives of escalation to higher levels of coerciveness not only within a single instrument category but also across several different instruments and across different faces of the pyramid.

7.2 TO PUNISH OR PERSUADE?

Regulatory agencies have considerable administrative discretion with the enforcement task. In broad terms, they can choose between (or incorporate some mixture of) two very different enforcement styles or strategies: those of deterrence and ‘advise and persuade’ (sometimes referred to as a ‘compliance’ strategy).

The deterrence strategy emphasises a confrontational style of enforcement and the sanctioning of rule-breaking behaviour. It assumes that those regulated are rational actors capable of responding to incentives, and that if offenders are detected with sufficient frequency and punished with sufficient severity, then they, and other potential violators, will be deterred from violations in the future. The deterrence strategy is accusatory and adversarial. Energy is devoted to detecting violations, establishing guilt, and penalising violators for past wrongdoing.

In contrast, an ‘advise and persuade’ or ‘compliance’ strategy emphasises cooperation rather than confrontation and conciliation rather than coercion (Hutter, 1993). As described by Hawkins (1984: 4):

A compliance strategy seeks to prevent harm rather than punish an evil. Its conception of enforcement centres upon the attainment of the broad aims of legislation, rather than sanctioning its breach. Recourse to the legal process here is rare, a matter of last resort, since compliance strategy is concerned with repair and results, not retribution. And for compliance to be effected, some positive accomplishment is often required, rather than simply refraining from an act.

Bargaining and negotiation characterise a compliance strategy. The threat of enforcement remains, so far as possible, in the background. It is there to be employed mainly as a tactic, as a bluff, only to be actually invoked where all else fails; in extreme cases where the regulated entity remains uncooperative and intransigent.

These two enforcement strategies are two polar extremes, hypothetical constructs unlikely to be found in their pure form. Which of these enforcement strategies will achieve best results (or, if both fall substantially short, what alternative strategy should be preferred), can only be answered through an evidence-based analysis of the international literature. Most of that literature focuses on one end of the enforcement continuum and asks: how effective is deterrence in achieving improved regulatory outcomes? A more modest literature examines the opposite pole of the continuum and documents the considerable flaws in a pure ‘advise and persuade’/ compliance strategy. Both of these bodies of literature are analysed below.

7.2.1 Assessing deterrence

Proponents of deterrence assume that regulated business corporations are ‘amoral calculators’ (Kagan and Scholz, 1984) that will take costly measures to meet public policy goals only when: (1) specifically required to do so by law and (2) they believe that legal non-compliance is likely to be detected and harshly penalised (Becker, 1968; Stigler, 1971). On this view, the certainty and severity of penalties must be such that it is not economically rational to defy the law. A distinction is made between general deterrence (premised on the notion that punishment of one enterprise will discourage others from engaging in similar proscribed conduct) and specific deterrence (premised on the notion that an enterprise that has experienced previous legal sanctions will be more inclined to make efforts to avoid future penalties). Both forms of deterrence are assumed to make a substantial positive contribution to reducing the social harm proscribed by regulation (Simpson, 2002).

But does the evidence support the ‘common sense’ view about the need for deterrence and, if so, in what circumstances? Is deterrence likely to have the same impact ‘across the board’ or might this vary between, for example, large corporations and small and medium sized enterprises, or between ‘best practice’ organisations and the recalcitrant? International evidence-based research indicates that the link between deterrence and compliance is complex.

In terms of general deterrence, the evidence shows that regulated business firms’ perceptions of legal risk (primarily of prosecution) play a far more important role in shaping firm behaviour than the objective likelihood of legal sanctions (Simpson, 2002: ch. 2). And even when perceptions of legal risk are high, this is not necessarily an important motivator of behaviour. For example, Braithwaite and Makkai (1991: 35) found that in the case of nursing home regulation, there was virtually no correlation between facilities’ regulatory compliance rates and their perceptions of the certainty and severity of punishment for violations, except for certain minorities of actors in some contexts. Yet other well constructed studies have found that ‘deterrence, for all its faults, may impact more extensively on risk management and compliance activity’ than applying remedial strategies after the event (Baldwin, 2004: 373).

Haines (1997), in another important study, suggests that deterrence, while important in influencing the behaviour of small and medium sized enterprises, may have a much smaller impact on large ones. The simpler management structures of small firms and the relative incapacity of key decision-makers within them to avoid personal liability, also make them much easier targets for prosecution. The size of the penalty may also be an important consideration: mega-penalties tend to penetrate corporate consciousness in a way that other penalties do not (Gunningham, Kagan, and Thornton, 2005).

It is plausible however, that the deterrent impact of tough enforcement may be weaker today, than it was in past decades, at least in industries that have been subject to substantial regulation for a considerable period and/or are reputation sensitive. Significantly, Gunningham, Kagan, and Thornton’s research (2005) on the heavily regulated electroplating industry and the brand-sensitive chemical industry found that the former believed (as a result of many years of targeted enforcement) that resistance to regulation was futile and they had little alternative but to comply, while the latter complied largely in order to protect their ‘social licence to operate’ rather than because of fear of prosecution. And, in both industries, almost half of respondents gave normative rather than instrumental explanations for why they complied. Many thought of themselves as ‘good guys’, complying with regulation because it was the right thing to do.

Nevertheless, they struggled to disentangle normative from instrumental motivations, and wrestled with the temptation to backslide when legally mandated improvements proved very expensive. Many acknowledged that, in the absence of regulation, it is questionable whether their firms’ current good intentions would continue indefinitely—not only because their own motivation might decline but because they resented others ‘getting away with it’. Strikingly, Gunningham, Kagan, and Thornton (2005) found that hearing about legal sanctions against other firms prompts many of them to review, and often to take further action to strengthen, their own firm’s compliance programme.

From this it appears that in mature, heavily regulated industries such as mining, although deterrence becomes less important as a direct motivator of compliance, it nevertheless plays other important roles. In particular, for most respondents, hearing about sanctions against other firms had both a ‘reminder’ and a ‘reassurance’ function—reminding them to review their own compliance status and reassuring them that if they invested in compliance efforts, their competitors who cheated would probably not get away with it (Gunningham, Kagan, and Thornton, 2005). Thus general deterrence, albeit entangled with normative and other motivations, continued to play a significant role.

Turning to specific deterrence, the evidence of a link between past penalty and improved future performance is stronger, and suggests that a legal penalty against a company in the past influences their future level of compliance (Simpson, 2002). Baldwin and Anderson (2002: 10), for example, found that 71 per cent of companies that had experienced a punitive sanction reported that ‘such sanctioning had impacted very strongly on their approach to regulatory risks … For many companies the imposition of a first sanction produced a sea change in attitudes.’ However, the literature also suggests that action falling short of prosecution (for example, inspection, followed by the issue of administrative notices or administrative penalties) can also achieve ‘a re-shuffling of managerial priorities’ (Baggs, Silverstein, and Foley, 2003: 491) even when those penalties are insufficient as to justify action in pure cost–benefit terms (Gray and Scholz, 1993). This seems to be because such action is effective in refocusing employer attention on social problems they may previously have ignored or overlooked. But routine inspections without any form of enforcement apparently have no beneficial impact (Shapiro and Rabinowitz, 1997: 713).

Against the positive contribution that deterrence can make in some circumstances, must be weighed the counter-productive consequences of its over-use or indiscriminate use. For: ‘if the government punishes companies in circumstances where managers believe that there has been good faith compliance, corporate officers may react by being less cooperative with regulatory agencies’ (Shapiro and Rabinowitz, 1997: 718). Indeed, there is evidence that managers may refuse to do anything more than minimally comply with existing regulations (rather than seeking to go beyond compliance) and frequently resist agency enforcement efforts. In some cases, Bardach and Kagan (1982) demonstrate that the result is a ‘culture of regulatory resistance’ amongst employers.

For the purposes of this chapter, perhaps the most important conclusion may be that those who are differently motivated are likely to respond very differently to a deterrence strategy. While it may be effective when applied to the recalcitrant and perhaps to reluctant compliers it will be counter-productive as regards corporate leaders who respond badly to an adversarial approach (Bardach and Kagan, 1982) and irrelevant to the incompetent. But inspectors are, for the most part, incapable of knowing the motivation of those they are regulating, with the result that a ‘pure’ deterrence strategy may achieve very mixed results.

The broader message may be that the impact of deterrence is significant but uneven and that unless it is used wisely and well, it may have negative consequences as well as positive ones. How to steer a middle path that harnesses the positive impact of deterrence, and targets it to those whose behaviour is most likely to be impacted by it, while minimising its adverse side effects, are issues which will be further explored later in this chapter.

7.2.2 Assessing compliance

Although the above section has cautioned against over-reliance on deterrence, there are also dangers in adopting a pure ‘advise and persuade’/compliance oriented strategy of enforcement, which can easily degenerate into intolerable laxity and fail to deter those who have no interest in complying voluntarily (Gunningham, 1987). More broadly, there is considerable evidence that cooperative approaches may actually discourage improved regulatory performance amongst better actors if agencies permit lawbreakers to go unpunished. This is because even those who are predisposed to be ‘good apples’ may feel at a competitive disadvantage if they invest money in compliance at a time when others are seen to be ‘getting away with it’ (Shapiro and Rabinowitz, 1997).

The counter-productive effects of a pure compliance strategy are illustrated by Gunningham’s (1987) study of the New South Wales Mines Inspectorate in its approach to the inspection and enforcement of legislation relating to the safe use of asbestos. The study documented how the inspectorate was not only loath to prosecute, even when faced with evidence of gross breaches of the asbestos regulations, but routinely warned mine management of prospective inspections, thereby enabling them to clean up and disguise many of the worst regulatory breaches. That analysis (Gunningham, 1987: 91) concluded that:

What the Mines Inspectorate provided at Baryulgil… fell far short of any… optimum. Its approach might best be classified as ‘negotiated non-compliance’, a strategy located at the compliance extreme of the compliance-deterrence continuum, a complete withdrawal from enforcement activity, a toothless, passive and acquiescent approach which, however attractive to the regulatory agency and to the regulated industry, has tragic consequences for those whom the legislation is ostensibly intended to protect.

Again, the broader point is that a compliance strategy will have a different impact on differently motivated organisations. It may be entirely appropriate for corporate leaders but, as the Baryulgil example demonstrates, it will manifestly not be effective in engaging with reluctant compliers or the recalcitrant, and only effective for the incompetent if it is coupled with education and advice. Once again, regulators who are unable to determine the sort of organisation they are dealing with will be operating largely in the dark and unable to use this strategy in the most constructive fashion.

7.3 RESPONSIVE REGULATION

Unsurprisingly, given the limitations of both compliance and deterrence as ‘stand alone’ strategies, most contemporary regulatory specialists now argue, on the basis of considerable evidence from both Europe and the USA, that a judicious mix of compliance and deterrence is likely to be the optimal regulatory strategy (Ayres and Braithwaite, 1992; Kagan, 1994; Wright, Marsden, and Antonelli, 2004). But how might such a mix best be achieved and what would an ideal combination of cooperation and punishment look like?

Because regulated enterprises have a variety of motivations and capabilities, it is suggested that regulators must invoke enforcement strategies which successfully deter egregious offenders, while at the same time encouraging virtuous employers to comply voluntarily and rewarding those who are going ‘beyond compliance’. Thus, good regulation means invoking different responsive enforcement strategies depending upon whether one is dealing with leaders, reluctant compliers, the recalcitrant, or the incompetent. However, the dilemma for regulators is that it is rarely possible to be confident in advance as to the motivation of a regulated firm.

If the regulator assumes all firms will behave as good corporate citizens, it may devise a regulatory strategy that stimulates voluntary action but which is incapable of effectively deterring those who have no interest in responding to encouragement to voluntary initiatives. On the other hand, if regulators assume all firms face a conflict between safety and profit, or for other reasons that they will require threatening with a big stick in order to bring them into compliance, then they will unnecessarily alienate (and impose unnecessary costs on) those who would willingly comply voluntarily, thereby generating a culture of resistance to regulation (Bardach and Kagan, 1982).

The challenge is to develop enforcement strategies that punish the worst offenders, while at the same time encouraging and helping employers to comply voluntarily. The most widely applied mechanism for resolving this challenge is that proposed by Ayres and Braithwaite, namely for regulators to apply an ‘enforcement pyramid’ (see Figure 7.1 below) which employs advisory and persuasive measures at the bottom, mild administrative sanctions in the middle, and punitive sanctions at the top. On their view, regulators should start at the bottom of the pyramid assuming virtue—that business is willing to comply voluntarily. However, where this assumption is shown to be ill-founded regulators should escalate up the enforcement pyramid to increasingly deterrence-orientated strategies (see Ayres and Braithwaite, 1992; Gunningham and Johnstone, 1999). In this manner they find out, through repeat interaction, whether they are dealing with leaders, reluctant compliers, the recalcitrant, or the incompetent, and respond accordingly.

Central to this model are the need for (i) gradual escalation up the face of the pyramid and (ii) the existence of a credible peak or tip which, if activated, will be sufficiently powerful to deter even the most egregious offender. The former (rather than any abrupt shift from low to high interventionism) is desirable because it facilitates the ‘tit-for-tat’ response on the part of regulators which forms the basis for responsive regulation (i.e. if the duty holder responds as a ‘good citizen’ they will continue to be treated by the inspectorate as a good citizen—Ayres and Braithwaite, 1992). The latter is important not only because of its deterrent value, but also because it ensures a level playing field in that the virtuous are not disadvantaged.

Six broader points must be made about the enforcement pyramid.

[image: Image]

Figure 7.1 Enforcement Pyramid

The enforcement pyramid set out above is illustrative of the sorts of carrots and sticks that an agency might wish to invoke as part of an escalating strategy of enforcement but it is not intended to be exclusionary. Many different mechanisms might be utilised under this general approach.

(1) Haines has suggested that ‘escalating and de-escalating of penalty may be far more complex than the proponents of pyramidal enforcement contemplate’ (Haines, 1997: 219–20). Not least, regulators who escalate sanctions may produce unintended consequences in companies, ‘which in response to threat, aim to reduce their vulnerability to scrutiny, and so, to liability … When escalation of penalty occurs, motivation for corporate compliance shifts from co-operation and trust, to deterrence and mistrust’ (Haines, 1997: 119). In this way, chronically mistrustful organisations may be created. As she points out: building trust with organisations who have never experienced legal threat may be one thing, rebuilding trust may be an entirely different matter’ (Haines, 1997: 120).

(2) As Christine Parker (1999: 223) has argued:

strategic compliance-oriented enforcement strategies do not ensure that regulators’ messages of encouragement of compliance reach an audience equipped to understand or effectively respond to them. The application of the pyramid must eventually lead to the creation of a pool of compliance expertise in the corporate world, otherwise efforts to respond to regulatory messages will be ineffectual.

In essence, a pyramidal response will not be enough unless information flows effectively from regulator to regulated and there is a capacity for a genuine dialogue to take place. If for example, the regulator sends a signal at a low point in the enforcement pyramid to senior management who, preoccupied with production and other pressures, fail to appreciate its significance or respond with tokenism, or creative compliance then little will have been achieved. Certainly it is important to engage with senior management—without their ‘buy in’ no substantive improvement in regulatory performance may be possible. But such engagement may only prove practicable through a trusted intermediary such as a compliance professional, capable of harmonising regulatory goals and organisational norms. Parker argues that, for this reason, it may be particularly important to nurture compliance professionalism (for example, through associations of safety professionals) in order both to create allies in the enterprise and a community with which regulators can communicate. Sometimes they alone have both an understanding of the key regulatory issues, and a capacity to put the ‘business case’ for resolving them, in credible terms, to senior corporate management (see also Rees, 1988).

(3) In circumstances where the classification of regulated enterprises into one of a variety of motivational postures (e.g. Occupational Health and Safety (OHS) leaders, reluctant compliers, incompetents, and the recalcitrant) is relatively straightforward, then a target-analytic approach might be preferred to a responsive tit-for-tat strategy (Kagan and Scholz, 1984). For example, if experience suggested that the very large majority of a sub-group of regulated enterprises was rationally recalcitrant then the bottom half of the pyramid response might be dispensed with in favour of deterrence. Indeed, Braithwaite’s version of responsive regulation has shifted over the years to the extent that he now takes account of the possibility that different motivational postures might lend themselves to different strategies (2002: 36–40; see also V. Braithwaite, 2008). Nevertheless, negotiation would still remain at the heart of his approach, which seeks to integrate target-analytic with responsive enforcement strategies rather than to choose between them.

(4) A recent and increasingly influential approach is that of ‘risk-based’ regulation, which argues that regulatory agencies should rely primarily on targeting their inspection and enforcement resources based on an assessment of the degree of risk posed by a regulated entity (Black, 2005; Hampton, 2005) rather than relying upon gradual escalation up an enforcement pyramid. Nevertheless, a number of serious challenges confront risk-based regulation, including the danger of focusing on a small number of large risks to the exclusion or underenforcement of a large number of low risks (Black, 2005 and 2006). Whether the result will be an overall reduction in the level of risk may depend substantially on the context and degree of sophistication of the risk analysis and quality of evidence available. In any event, risk based regulation and the enforcement pyramid are not necessarily antithetical since a pyramidal response might be applied to enterprises that had first been targeted on the basis of a risk assessment.

(5) Baldwin and Black (2008: 45) have further emphasised the difficulties of a pyramidal approach and responsive regulation generally, ‘in polycentric regulatory regimes, including those where the roles of policymaking, information gathering and enforcement are distributed between a number of organisations, particularly where they cross different jurisdictional boundaries’. Since in modern complex societies, polycentric regulatory regimes are the norm rather than the exception, this critique, if substantiated, has important practical implications.

(6) Finally, in many industries there are insufficient repeat interactions between regulator and regulated as to make a pyramidal approach viable in practice (Gunningham and Johnstone, 1999: 123–9). Moreover, as Richard Johnstone (2003: 18) has argued:

for the pyramid to work in the interactive, ‘tit for tat’ sense envisaged by its proponents, the regulator needs to be able to identify the kind of firm it is dealing with, and the firm needs to know how to interpret the regulators’ use of regulatory tools, and how to respond to them (Black, 2001: 20). This requires regulators not only to know what is entailed in effective compliance programs and systematic OHSM approaches, but also to have a sophisticated understanding of the contexts within which organisations operate, and the nature of an organisation’s responses to the various enforcement measures.

All this, as Johnstone points out, is a tall order. The result is likely to be that the less intense and the less frequent is the level of inspection, and the less knowledge the regulator is able to glean as to the circumstances and motivations of regulated firms, the less practicable it becomes to apply a pyramidal enforcement strategy.

Although the first five concerns are often capable of being addressed, the sixth often is not. Indeed, if repeat interactions are not possible then some commentators have concluded that the entire enforcement pyramid has little practical application (Scott, 2004). While this might arguably be correct in particular circumstances, it is manifestly incorrect for industries that have traditionally been subject to a high degree of regulation. For example, with regard to OHS in hazardous industries like mining, large companies at least, can expect a substantial number of inspections each year and a level of regulatory scrutiny that enables inspectors to gain considerable knowledge about their behaviour and motivations.

For these firms in particular, a tit-for-tat strategy is entirely credible and the enforcement pyramid can provide a key conceptual underpinning to an effective range of inspection and enforcement tools. For such enterprises, it encapsulates the virtues of responsive regulation: regulation that takes account of, and responds to, the regulatory capacities that already exist within regulated firms. In doing so, it offers a strategy whereby regulators can successfully deter egregious offenders, while at the same time encouraging and helping the majority of employers to comply voluntarily.

But where regulators make only occasional visits (as may be the case with small companies), and where the reach of the state is seriously constrained, then the pyramid has more limited application. Here, many capable and experienced regulators ask: ‘given all the circumstances, which enforcement technique is most likely to result in a lasting improvement…, while retaining the confidence of stakeholders’ (Kruse and Wilkinson, 2005: 5). Such regulators would conceive of their choices not in terms of a pyramid, but rather in terms of a segmented circle, from which they will simply choose the most appropriate regulatory tool from a variety of options. That is, the regulator’s best option may be to simply make a judgment as to a company or individual’s willingness and capacity to comply with the rules, and match their enforcement style with the image of their targets (Hawkins, 1984; Westrum, 1996). In doing so, they usually reserve coercive sanctions for a small minority of perceived ‘bad apples’ (Makkai and Braithwaite, 1994).

But even where regulators find it impractical to use the pyramid in its entirety, it may nevertheless be useful in determining which regulatory tool to employ in a given instance—that is, at what point in the pyramid would it be appropriate to intervene, given the characteristics of the regulated entity and the degree of risk or type of breach (Gunningham and Johnstone, 1999: 124–5). This involves a hybrid approach—somewhere between the dynamic and ongoing nature of a full ‘tit-for-tat’ responsive regulatory strategy and the sort of static proportional response contemplated, for example, by the UK Health and Safety Executive’s enforcement management model (HSE, 2002). In particular, it involves gleaning as much information as possible from the previous history and track record of the duty holder, from such indicators as are available and their managers’ attitudes, as to inform an at least partially responsive approach as to where in the enforcement pyramid to intervene.

Finally, the pyramidal approach: ‘has the great merit that when shown the various pyramids, many regulators and policy-makers immediately seem to understand them descriptively and offer examples’ (Scott, 2004: 160). That is, connecting the theoretical construct of the pyramid to the concrete and practical experience of regulators is not a substantial problem, although their conception of it is usually more static than responsive.

Of course, regulation sometimes plays out differently in different national or socioeconomic settings. For example, regulation in the United States is strongly shaped by a cultural mistrust of government and business, and a concern to avoid regulatory capture. The result, as Robert Kagan (2003) has so eloquently shown, is a process of ‘adversarial legalism’ by which policy making and implementation are dominated by lawyers and litigation and regulators are predisposed to imposed legal penalties on wrongdoers. In comparison, regulation in other economically advanced countries tends to be much more conciliatory, with penalties often being invoked only as a last resort. Responsive regulation, however, would claim to be equally comfortable in addressing either of these approaches to regulation, castigating the first for going directly to the top of the pyramid without taking advantage of the opportunities for better outcomes at lower levels and the latter for an unwillingness to escalate up the pyramid when advice and persuasion fail to work.

7.4 SMART REGULATION

Gunningham and Grabosky (1999) advocate the concept of ‘Smart Regulation’, a term they use to refer to an emerging form of regulatory pluralism that embraces flexible, imaginative, and innovative forms of social control which seek to harness not just governments but also business and third parties. For example, it is concerned with self-regulation and co-regulation, with using both commercial interests and NGOs (non-governmental organisations) and with finding surrogates for direct government regulation, as well as with improving the effectiveness and efficiency of more conventional forms of direct government regulation.

The central argument is that, in the majority of circumstances, the use of multiple rather than single policy instruments and a broader range of regulatory actors, will produce better regulation. Further, that this will allow the implementation of complementary combinations of instruments and participants tailored to meet the imperatives of specific environmental issues. It is however, as Scott (2004) points out, an approach that privileges state law rather than treats the state as simply one of a number of governance institutions.

To put Smart Regulation in context, it is important to remember that traditionally, regulation was thought of as a bi-partite process involving government and business, with the former acting in the role of regulator and the latter as regulatee. However, a substantial body of empirical research reveals that there is a plurality of regulatory forms, that numerous actors influence the behaviour of regulated groups in a variety of complex and subtle ways (Rees, 1988: 7), and that mechanisms of informal social control often prove more important than formal ones. Accordingly, the Smart Regulation perspective suggests that we should focus our attention on such broader regulatory influences as: international standards organisations; trading partners and the supply chain; commercial institutions and financial markets; peer pressure and self-regulation through industry associations; internal environmental management systems and culture; and civil society in a myriad of different forms.

In terms of its intellectual history, Smart Regulation evolved in a period in which it had become apparent that neither traditional command and control regulation nor the free market provides satisfactory answers to the increasingly complex and serious environmental problems which confront the world. It was this that led to a search for alternatives more capable of addressing the environmental challenge, and in particular to the exploration of a broader range of policy tools such as economic instruments,1 self-regulation, and information-based strategies. Smart Regulation also emerged in a period of comparative state weakness, in which the dominance of neoliberalism had resulted in the emasculation of formerly powerful environmental regulators and in which third parties such as NGOs and business were increasingly filling the ‘regulatory space’ formerly occupied by the state.

In terms of enforcement, Smart Regulation builds on John Braithwaite’s ‘enforcement pyramid’, and argues that it is possible to reconceptualise and extend the enforcement pyramid in two important ways.

(1) Beyond the enforcement roles of the state, it is possible for both second and third parties to act as quasi-regulators. In this expanded model, escalation would be possible up any face of the pyramid, including the second face (through self-regulation), or the third face (through a variety of actions by commercial or non-commercial third parties or both), in addition to government action. To give a concrete example of escalation up the third face, the developing Forest Stewardship Council (FSC) is a global environmental standards setting system for forest products. The FSC will both establish standards that can be used to certify forestry products as sustainably managed and will ‘certify the certifiers’. Once operational, it will rely for its ‘clout’ on changing consumer demand and upon creating strong ‘buyers groups’ and other mechanisms for institutionalising green consumer demand. That is, its success will depend very largely on influencing consumer demand. While government involvement, for example through formal endorsement or though government procurement policies which supported the FSC, would be valuable, the scheme is essentially a free standing one: from base to peak (consumer sanctions and boycotts) the scheme is entirely third party based. In this way, a new institutional system for global environmental standard-setting will come about, entirely independent of government. (see Meidinger, 1996).

(2) Braithwaite’s pyramid utilises a single instrument category, specifically, state regulation, rather than a range of instruments and parties. In contrast, the Smart Regulation pyramid conceives of the possibility of regulation using a number of different instruments implemented by a number of parties. It also conceives of escalation to higher levels of coerciveness not only within a single instrument category but also across several different instruments and across different faces of the pyramid. A graphic illustration of exactly how this can indeed occur is provided by Joe Rees’s analysis of the highly sophisticated self-regulatory programme of the Institute of Nuclear Power Operators (INPO), which, post Three Mile Island, is probably amongst the most impressive and effective of such schemes worldwide (see Rees, 1994). However, even INPO is incapable of working effectively in isolation. There are, inevitably, industry laggards, who do not respond to education, persuasion, peer group pressure, gradual nagging from INPO, shaming, or other instruments at its disposal. INPO’s ultimate response, after five years of frustration, was to turn to the government regulator, the Nuclear Regulatory Commission (NRC). That is, the effective functioning of the lower levels of the pyramid may depend upon invoking the peak, which in this case, only government could do. As Rees puts it (1994: 117): ‘INPO’s climb to power has been accomplished on the shoulders of the NRC.’

This case also shows the importance of integration between the different levels of the pyramid. The NRC did not just happen to stumble across, or threaten action against recalcitrants. Rather, there was considerable communication between INPO and the NRC which facilitated what was, in effect, a tiered response of education and information, escalating through peer group pressure and a series of increasingly threatening letters, ultimately to the threat of criminal penalties and incapacitation. Criminal penalties were sanctions that government alone could impose, but the less interventionist strategies lower down the pyramid were approaches which, in these circumstances at least, INPO itself was in the best position to pursue. Thus, even in the case of one of the most successful schemes of self regulation ever documented, it was the presence of the regulatory gorilla in the closet that secured its ultimate success.

It is not intended to give the impression, however, that a coordinated escalation up one or more sides of our instrument pyramid is practicable in all cases. On the contrary, controlled escalation is only possible where the instruments in question lend themselves to a graduated, responsive, and interactive enforcement strategy. The two instruments which are most amenable to such a strategy (because they are readily manipulated) are command and control and self-regulation. Thus, it is no coincidence that the first example of how to shift from one face of the pyramid to another as one escalates and of how to invoke the dynamic peak was taken from precisely this instrument combination. However, there are other instruments which are at least partially amenable to such a response, the most obvious being insurance and banking.

A combination of government mandated information (a modestly interventionist strategy) in conjunction with third party pressure (at the higher levels of the pyramid) might also be a viable option. For example, government might require business to disclose various information about its level of emissions under a Toxic Release Inventory, (see Gunningham and Cornwall, 1994), leaving it to financial markets, insurers (commercial third parties), and environmental groups (non-commercial third parties) to use that information in a variety of ways to bring pressure on poor environmental performers (see Hamilton, 1995).

In contrast, in the case of certain other instruments, the capacity for responsive regulation is lacking, either because an individual instrument is not designed to facilitate responsive regulation (i.e. its implementation is static rather than dynamic and cannot be tailored to escalate or de-escalate depending on the behaviour of specific firms) or because there is no potential for coordinated interaction between instruments. Another limitation is the possibility that in some circumstances, escalation may only be possible to the middle levels of the pyramid, with no alternative instrument or party having the capacity to deliver higher levels of coerciveness. Or a particular instrument or instrument combination may facilitate action at the bottom of the pyramid and at the top, but not in the middle levels, with the result that there is no capacity for gradual escalation. In the substantial range of circumstances when coordinated escalation is not readily achievable, a critical role of government will be, so far as possible, to fill the gaps between the different levels of the pyramid, seeking to compensate for either the absence of suitable second or third party instruments, or for their static or limited nature, either through direct intervention or, preferably, by facilitating action or acting as a catalyst for effective second or third party action. In effect, a major role for government is thus to facilitate second and third parties climbing the pyramid.

Finally, Smart Regulation cautions that there are two general circumstances where it is inappropriate to adopt an escalating response up the instrument or enforcement pyramid, irrespective of whether it is possible to achieve such a response. First, in situations which involve a serious risk of irreversible loss or catastrophic damage, then a graduated response is inappropriate because the risks are too high: the endangered species may have become extinct, or the nuclear plant may have exploded, before the regulator has determined how high up the pyramid it is necessary to escalate in order to change the behaviour of the target group. In these circumstances a horizontal rather than a vertical approach may be preferable: imposing a range of instruments, including the underpinning of a regulatory safety net, simultaneously rather than sequentially (see Gunningham and Young, 1997). Second, a graduated response is only appropriate where the parties have continuing interactions—it is these which makes it credible to begin with a low interventionist response and to escalate (in a tit-for-tat response) if this proves insufficient. In contrast, where there is only one chance to influence the behaviour in question (for example because small employers can only very rarely be inspected), then a more interventionist first response may be justified, particularly if the risk involved is a high one.

In summary, the preferred role for government under Smart Regulation is to create the necessary preconditions for second or third parties to assume a greater share of the regulatory burden rather than engaging in direct intervention. This will also reduce the drain on scarce regulatory resources and provide greater ownership of regulatory issues by industry and the wider community. In this way, government acts principally as a catalyst or facilitator. In particular, it can play a crucial role in enabling a coordinated and gradual escalation up an instrument pyramid, filling any gaps that may exist in that pyramid and facilitating links between its different layers.

7.5 META-REGULATION

In recent years it has been recognised that there is another enforcement model which, like smart regulation, also seeks to identify a ‘surrogate regulator’ and to minimise the hands-on enforcement role of the state. This strategy, known as ‘meta-regulation’ or ‘meta risk management’, involves government, rather than regulating directly, risk-managing the risk management of individual enterprises.

Under such an approach, the role of regulation ceases to be primarily about government inspectors checking compliance with rules, and becomes more about encouraging the industry to put in place its own systems of internal control and management which are then scrutinised by regulators. Rather than regulating prescriptively, meta-regulation seeks by law to stimulate modes of self-organisation within the firm in such a way as to encourage internal self-critical reflection about its regulatory performance. In so doing, it ‘forces companies to evaluate and report on their own self-regulation strategies so that regulatory agencies can determine [that] the ultimate objectives of regulation are being met’. As such, it provides ‘self-regulation standards against which law can judge responsibility, companies can report and stakeholders can debate’ (Parker, 2002: 246).

Under meta-regulation, the primary role of the inspectorate becomes that of ‘regulating at a distance’, relying upon the organisation itself to put in place appropriate systems and oversight mechanisms, but taking the necessary action to ensure that these mechanisms are working effectively. But as Hopkins and Wilkinson (2005: 9) have emphasised, the regulator’s job under this approach is far more than passive compliance monitoring or the oversight of mere ‘paper systems’. Rather it involves actively challenging the enterprise to demonstrate that its systems work in practice, scrutinising its risk management measures, and judging if the company ‘has the leadership, staff, systems and procedures’ to meet its regulatory obligations.

Some writers now see meta-regulation as an attractive alternative to a prescriptive standards (which tell duty holders precisely what measures to take2) or even to a performance-based rules regime (which specify outcomes or the desired level of performance—see Bluff and Gunningham, 2004). They recognise that the capacity to deal with complex organisations and complex regulatory problems through rules alone is limited and argue that it would be better to design a form of responsive regulation that induces companies themselves to acquire the specialised skills and knowledge to self-regulate, subject to state and third party scrutiny. Indeed, some suggest that the only viable means of achieving social goals such as OHS is for organisations and companies, who know their own operations and facilities better than anyone, to take on the regulatory tasks themselves subject to government oversight. In this vein, writers variously talk about the need to engage with ‘organisational or management failure’ (Mitchison, 1999: 32) rather than merely with technical measures, and to encourage and facilitate greater ‘reflexivity’ on the part of the organisation as a whole (Teubner, 1983: 239; Teubner, Farmer, and Murphy, 1994) and to encourage companies not only to design their own self-regulatory processes but also ‘to engage in self-evaluation of those processes as an integral part of their broader regulatory requirements’ (Parker, 2002: 283).

To illustrate this general approach, take perhaps the longest standing and most sophisticated meta-regulatory regime in existence, the ‘safety case’. This was first instituted on North Sea oil rigs following the Cullen enquiry into the Piper Alpha disaster (Cullen, 1990) and was subsequently adopted in the European Union with regard to Major Hazard Facilities (MHF) under the Seveso II Directive. Under this approach, responsibility is placed on the operator of a MHF to submit their plans for ensuring the safety of the facility to the regulator (or conceivably a third party) for approval. Those plans are then audited and, if satisfactory, form the basis for accreditation. The regulator’s role is not to prescribe what action should be taken by the operator but to accredit the Safety Case and oversee its implementation. Although there is no single ‘safety case’ model (for example, see Nicol, 2001; Pitblado and Smith, 2001; Rasche, 2001; Wilkinson, 2002), this general approach usually includes an obligation for the operator to develop a comprehensive and systematic risk analysis in conjunction with controls and a safety management system which addresses the findings of that analysis. Conventionally, this is achieved by requiring the organisation seeking accreditation to make a ‘safety case’ to the regulator, by submitting documentary evidence that: (i) The safety management system is adequate to ensure compliance with statutory requirements and for the management of all aspects of the adopted major risk control measures; (ii) Adequate arrangements have been made for audit for the safety management system, and for audit reporting; (iii) All hazards with the potential to cause a major accident have been identified, the risk systematically evaluated and measures taken to reduce the risk to people affected by those hazards to as low as reasonably practicable (MISHC, 2001); and (iv) There is adequate involvement of key stakeholders (employees and contractors, other operators/suppliers, emergency services and so forth).

Crucial to the success both of the system and the safety case, will be the development of appropriate performance measures, for it is these which determine whether safety plans have been implemented and key objectives achieved (significantly, the Cullen Report referred to the centrality of a ‘goal-setting’ regime). Provided such measures are in place then it should be possible for either the inspectorate (or a third party auditor) to audit the system and the safety case effectively. In effect, the agency (or third party) will say, ‘you draw up a plan and we will inspect you against it’. The performance and other indicators that will allow this to be done should be determined during the initial baseline audit in the course of which the enterprise and the agency/or third party auditor agree on both performance indicators and benchmarks, and the latter satisfies itself of their adequacy for their purpose. The outcome should be an agreed plan of how the enterprise intends to proceed and how to measure progress against the baseline. The safety case is sometimes described as ‘the new prescription’ (Hopkins, 2000: 99) because although what the operator must do is not prescribed, the processes they must go through, are indeed set out in considerable detail.

However, a safety case regime is no panacea and any industry contemplating such a regime must overcome a number of substantial challenges. A safety case regime relies heavily on ‘process based’ approaches such as management systems and risk-management more generally. Notwithstanding the attractions of such standards, they cannot be relied upon in isolation to bring about improved regulatory performance. The existence of a formal safety system or plan tells one very little about whether or to what extent production targets took precedence over safety, whether production pressures led to risk taking, or whether staffing levels at a given facility were inadequate and, if so, whether this had an adverse impact on safety. The formal system does not reveal to what extent near misses and incidents are actually reported (no matter how comprehensive the reporting system is in principle), or to what extent or why, workers are constrained from reporting their concerns. And, depending on the auditing process, it may not reveal how often safety meetings actually took place or if they did, whether they engaged with serious safety issues or were tokenistic in nature, or whether worker representatives were constrained from bringing certain safety issues before them. Audits of a safety management system or plan can also have serious limitations.

All of the above suggests that systems, plans, and processes have the potential to fail, both in their design and in their implementation. However, such a failure is far from inevitable. On the contrary, there is qualified evidence that carefully designed, systems-based approaches such as safety case, coupled with management commitment and the resources to make them work, can deliver substantial and sustained improvements in performance (Bluff, 2003). For example, Coglianese and Lazar (2003: 724) conclude from a broad survey that, ‘management based’ regulatory strategies such as management systems, do have a positive effect but ‘not always unambiguously so’, while a major United States study also found that generally, environmental management systems had positive effects on facilities’ environmental performance (National Database on EMS, 2003). However, the evidence is not all in one direction, with one substantial European study finding that there is currently no evidence to suggest that environmental management systems have a consistent and significant positive impact on environmental performance (Tyteca and Carlens, 2002). Subsequently, a 2006 Australian study (Parker and Nielsen, 2006a) has found that compliance systems implementation in the trade practices context was partial, symbolic, and half-hearted.

There could be a variety of reasons for these mixed results, including the possibility that some companies adopted such systems (which in environmental protection are usually voluntary) for cosmetic reasons (such as to maintain public legitimacy—see, for example, Power, 2004) rather than to improve performance. If so, then the principal problem is not with the system itself, but with the motivations of those who adopt it. Indeed it may be that safety cases and management systems like other process based tools, are just that—tools—and that they can only be effective when implemented with genuine commitment on the part of management.

This is broadly the conclusion of a number of studies in a variety of closely related areas of social regulation. For example, Gunningham, Kagan, and Thornton (2003: ch. 5) found that management style and motivation are more important in shaping the environmental (and presumably the OHS) performance of firms, than the system itself. In essence, management matters far more than management systems. Other studies too, have found that even the most well designed systems will only be effective where those who design and implement them are sufficiently motivated to make them succeed (Vectra, 2003).

Put differently, it is the quality of action taken to manage OHS that makes a difference to OHS performance and not just particular procedures or systems. This is consistent with the finding of Parker and Nielsen that formal compliance system implementation can only contribute to better compliance through better compliance management in practice, which in turn is underpinned by the organisation’s level of commitment to values that support compliance, organisational resources and managerial competence. As they put it: ‘right managerial values may be more significant than right managerial activity’ (Parker and Nielsen, 2006b: 12).

These findings raise issues which go to the heart of the question: to what extent can meta-regulation (via systems, plans, and risk management more generally) influence regulatory outcomes? Are policy makers mistaken in their belief that those who are required to jump over various hurdles (developing and implementing plans and systems, adopting a safety case) will as a result improve both their attitudes and performance?

Certainly, industry leaders may use plans and systems to improve regulatory outcomes (they are powerful tools in the hands of motivated management), but they would be doing much the same even in the absence of regulation. However, it is far from clear that reluctant compliers, the recalcitrant, or incompetent will behave similarly. Implementing a safety case or management systems and management plans is complex, expensive, and resource intensive. In the absence of management commitment—perhaps coupled with sufficient resources, and the necessary capacity and expertise (Bluff, 2003)—such systems may be more honoured in the breach and fall foul to many of the pitfalls identified above. If these challenges cannot be overcome then mandating systematic risk analysis, controls, and a management system under a safety case regime may be more a regulatory blind alley, than a route to best practice.

Another concern with meta-regulation is that its focus on corporate responsibility processes may result in companies avoiding accountability for substance, if not for form. For example, Julia Black (2005: 544–5) points to the risks that:

the firm’s internal controls will be directed at ensuring the firm achieves the objectives it sets for itself: namely profits and market share. Whilst proponents of meta-regulation are correct to argue that its strength lies in the ability to leverage off a firm’s own systems of internal control, and indeed that regulators should fashion their own regulatory processes on those controls, this difference in objectives means that regulators can never rely on a firm’s own systems without some modifications. The problem then arises, however, of locating those differences, and ensuring both regulator and regulated understand them.

Parker in contrast, suggests that it is possible, in principle at least, to imagine legal meta-regulation that holds business organisations accountable for putting in place corporate conscience processes that are aimed at substantive social values, albeit that this can only be achieved by ensuring that, ‘procedural and substantive rights of customers, employees, local communities and other relevant stakeholders, as against businesses, are adequately recognised and protected’ (Parker, 2007). Quite how wide is the gap between Parker’s ideal and the actual practice of meta-regulation is an open question.

7.6 CONCLUSION

Neither compliance nor deterrence has proved effective or efficient enforcement strategies. The evidence suggests that a compliance strategy, while valuable in encouraging and facilitating those willing to comply with the law to do so, may prove disastrous against ‘rational actors’ who are not disposed to voluntary compliance. And while deterrence can play an important positive role, especially in reminding firms to review their compliance efforts and in reassuring them that if they comply, others will not be allowed to ‘get away with it’, its impact is very uneven. Deterrence is, for example, more effective against small organisations than large ones and better at influencing rational actors than the incompetent. Unless it is carefully targeted, it can actually prove counterproductive, as when it prompts firms and individuals to develop a ‘culture of regulatory resistance’ or to take a defensive stand, withholding information and failing to explore the underlying cause of a problem for fear that this information will be used against them in a court of law.

Responsive regulators have found that they will gain better results by developing more sophisticated strategies which employ a judicious blend of persuasion and coercion, the actual mix being adjusted to the particular circumstances and motivations of the entity with whom they are dealing. A valuable heuristic, in thinking about how best to tailor enforcement strategy to individual circumstances, is that of the enforcement pyramid. This embraces an approach which rewards virtue while punishing vice and in which the regulator is responsive to the past action of the regulated entity. Thus, although it is not possible for the regulator to be confident at the outset, of a duty holder’s motivation, or whether they are an industry leader, a reluctant complier, a recalcitrant or incompetent, this will gradually become apparent through the tit-for-tat strategy of pyramidal enforcement.

The enforcement pyramid approach is best suited to the regulation of large organisations with which the regulator has frequent interactions. However, it can also be of use in determining which enforcement tool is most suited to the particular circumstances of a smaller enterprise with which they have infrequent contact. Here, its value is in providing guidance as to which arrow to select from the quiver, rather than to how best to conduct a series of repeat interactions.

Smart Regulation attempts to expand upon some of the insights of responsive regulation and the enforcement pyramid, by suggesting how public agencies may harness institutions and resources residing outside the public sector (in conjunction with a broader range of complementary policy instruments) to further policy objectives. In particular, it argues that markets, civil society, and other institutions can sometimes act as surrogate regulators and accomplish public policy goals more effectively, with greater social acceptance, and at less cost to the state (Gunningham and Grabosky, 1999). This approach resonates with the broader transition in the role of governments internationally: from ‘rowing the boat to steering it’ (Osborne and Gaebler, 1992) or choosing to ‘regulate at a distance’ by acting as facilitators of self-and co-regulation rather than regulating directly. However, its authors caution that there are limits to the circumstances in which it will be possible for escalation up one or more of the three sides of the pyramid.

Meta-regulation takes a somewhat different approach. In its most common manifestation it involves placing responsibility on the regulated enterprises themselves (usually large organisations) to submit their plans to the regulator for approval, with the regulator’s role being to risk-manage the risk management of those individual enterprises. This approach has the considerable attraction of being able to engage with complex organisations and complex problems by inducing companies themselves to acquire the specialised skills and knowledge to self-regulate, subject to external scrutiny. As such, this approach is also a form of responsive regulation but it also has links with Smart Regulation in that both of these approaches have the considerable attraction of relieving the state of some of the burden of direct regulation, and of allocating responsibilities to those who may be in a much better position to discharge them (provided they are motivated to do so). But notwithstanding the appeal of meta-regulation, a receptive corporate culture would seem to be a necessary, albeit not a sufficient condition for its success. Another constraint is that only large and sophisticated organisations will have the resources or capacity to regulate themselves effectively. These are challenging preconditions to success and the problems of effective implementation will be greatest when dealing with reluctant compliers, the recalcitrant, or the incompetent.

Unfortunately there are no ‘magic bullets’ and no single approach that will function efficiently and effectively in relation to all types of enterprises and all circumstances. Nevertheless, some approaches are considerably better than others and there is much to be learnt from each of the regulatory models described above. Their nuanced application in appropriate contexts could considerably advance regulatory compliance and enforcement.

NOTES

1. Instruments are the tools employed by institutions to do what they wish to do.

2. Highly detailed, prescriptive regulation has been the norm in many jurisdictions. The United States in particular has been reluctant to provide discretion to either regulators or business for fear that they might abuse it (see Bardach and Kagan, 1982). The result has been regulation that specifies in very precise terms what duty holders should do and how they should do it, and sets out the specific types of methods (especially technologies) that must be used to achieve compliance in given situations (see generally Gunningham and Johnstone, 1999: ch. 2). Perhaps surprisingly (given standard industry rhetoric against ‘command and control’ government regulation) some large companies themselves rely on prescriptive internal regulation as one pillar of their efforts to maintain or improve corporate social and environmental performance (Reinhardt, 2000: 157–8).
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CHAPTER 8
META-REGULATION AND SELF-REGULATION

CARY COGLIANESE

EVAN MENDELSON

8.1 INTRODUCTION

The conventional view of regulation emphasises two opposing conditions: freedom and control. Government can either leave businesses with complete discretion to act according to their own interests, or it can impose regulations taking that discretion away by threatening sanctions aimed at bringing firms’ interests into alignment with those of society, as a whole. This latter approach is often characterised, pejoratively, as one of ‘command-and-control’ regulation (Coglianese, 2007).

Although perhaps helpful as a starting point to a policy inquiry, the dichotomy between free markets and command-and-control regulation fails to capture the full range of options that lie between the polar extremes of absolute discretion and total control. In practice, regulatory governance encompasses a much broader array of pressures and policies deployed by a variety of actors, both governmental and nongovernmental, to shape the behaviour of firms and thereby, address market failures and other public problems.

In this chapter, we focus specifically on two alternatives to traditional, so-called command-and-control regulation: namely, meta-regulation and self-regulation. Meta-regulation and self-regulation have drawn a great deal of attention from both scholars and regulators as alternatives to more restrictive forms of regulation. Our aim is to define these alternatives and to situate their use in an overall regulatory governance toolkit. Drawing on the existing body of social science research on regulatory alternatives, we identify some of the strengths and weaknesses of both meta-regulation and self-regulation, and consider how these strengths and weaknesses are affected by different policy conditions. We begin by explaining more precisely what we, and others, mean by meta-regulation and self-regulation.

8.2 DEFINING META-REGULATION AND SELF-REGULATION

Despite policymakers’ and scholars’ increasing interest in meta-regulation and self-regulation, there is no universally agreed-upon definition for either. What counts as self-regulation can range from any rule imposed by a non-governmental actor to a rule created and enforced by the regulated entity itself. Sinclair, for example, describes self-regulation as a form of regulation that, ‘rel[ies] substantially on the goodwill and cooperation of individual firms for their compliance’ (1997: 534). Freeman refers to ‘voluntary self-regulation’ as the process by which, ‘standard-setting bodies … operate independently of, and parallel to, government regulation’ and with respect to which, ‘government yields none of its own authority to set and implement standards’ (2000: 831). Gunningham and Rees, perhaps understandably, conclude that ‘no single definition [of self-regulation] is entirely satisfactory’ (1997: 364).

Definitions of meta-regulation also vary. Some have focused on the interaction between government regulation and self-regulation. For example, Hutter defines meta-regulation as, ‘the state’s oversight of self-regulatory arrangements’ (2006: 215). Others use meta-regulation more broadly to refer to interactions between different regulatory actors or levels of regulation. Parker treats meta-regulation as a process of ‘regulating the regulators, whether they be public agencies, private corporate self-regulators or third party gatekeepers’ (2002: 15). Parker and Braithwaite characterise ‘institutional meta-regulation’ as ‘the regulation of one institution by another’ (2004: 283). Morgan argues that meta-regulation ‘captures a desire to think reflexively about regulation, such that rather than regulating social and individual action directly, the process of regulation itself becomes regulated’ (2003: 2). Through meta-regulation, ‘each layer [of regulation] regulates the regulation of each other in various combinations of horizontal and vertical influence’ (Parker et al., 2004: 6).

Although the different definitions of meta-regulation and self-regulation share much in common, the conceptual imprecision that necessarily accompanies such definitional variation stems in part from the lack of a generally accepted framework for categorising any regulatory instrument. The field of regulation overall lacks standard terminology. Richards (2000), for example, provides an extensive catalogue of the multitude of terms and typologies deployed around the world to refer to the same kinds of regulations. Yet, despite the vast array of terms used to describe different regulatory tools, these tools do all share a common set of characteristics. Once enunciated, these characteristics can provide a systematic basis for comparing regulatory instruments as well as, for our purposes, clarifying what we mean by meta-regulation and self-regulation.

The essential characteristics of any regulatory instrument or approach are fourfold: target, regulator, command, and consequences (Coglianese, 2009). The target is the entity to which the regulation applies and upon whom the consequences of non-compliance are imposed. Typically, the target will be a business firm or facility. But targets of regulation can also include individuals (e.g. drivers), governmental organisations (e.g. school districts), and non-profit organisations (e.g. hospitals).

The regulator is the entity that creates and enforces the rule or regulation. Although a traditional view of regulation places the government in the regulator’s role, this role, as already suggested can also be filled by non-governmental standard-setting bodies or by industry trade associations. A target will often be subjected to rules imposed by different governmental and non-governmental regulators, which may or may not coordinate their rules and rule-enforcement activity.

The command—the third essential regulatory characteristic—refers to what the regulator instructs the target to do or to refrain from doing. Commands can either specify means or ends. Means commands—also commonly called technology, design, or specification standards—mandate or prohibit the taking of a specific action, or they require the implementation of a specific technology, such as when an environmental regulator mandates that industrial plants use a specific type of air-cleaning device. Means standards work well when the regulator understands what actions are needed and when the targets covered by the regulation are similar enough that the mandated means will work when applied universally (Coglianese and Lazer, 2003). By contrast, ends commands—usually called performance standards—do not require any particular means but instead direct the target to achieve (or avoid) a specified outcome related to the regulatory goal, such as a rule stating that workplaces shall not have levels of contaminants in the air exceeding a specified concentration level (Coglianese, Nash, and Olmstead 2003; May, 2003).

Commands can also be distinguished along another dimension having to do with their scope: specific versus general. They can require the attainment of specific outcomes (say, that new cars meet crash test specifications) and the adoption of specific means (say, that anti-lock brakes be installed on new cars). Or they can require the avoidance of general outcomes (as when a general-duty clause or tortliability standard simply directs employers to protect workers from harm) and the adoption of very general means (such as to conduct planning or set up a management system). Considering the two types of distinctions together leads to a fourfold typology: specific and general means commands, specific and general ends commands.

General means commands—sometimes called management-based or process standards—can permit targets an even greater degree of flexibility than even certain kinds of performance standards. Management-based standards direct targets to engage in planning and other management processes (including the development of internal rules and procedures) to address a given problem (Coglianese and Lazer, 2003; Hutter, 2001). For example, an environmental regulator may instruct the polluting plant to assess its production process, identify areas where pollutant-emissions levels can be reduced, and then develop a plan for actually reducing emissions (Bennear, 2006). Such commands sometimes, but not always, require that the plan actually be implemented but in any event they do not set any specific level of performance that must be met or impose any specific means that must be adopted. Management-based commands seek to give targets enough flexibility to take advantage of their superior information about how to solve problems they create.

Of course, the actual level of flexibility afforded targets by any command will be a function of a variety of factors, one of which will be the expected consequences for failing to meet the command. A specific means standard backed up with no consequences at all would, in practice, afford a target much more flexibility than a management-standard backed up with strict oversight and significant penalties. This leads us to the fourth and final attribute of any regulatory tool, namely the consequences standing behind the regulatory command. Obviously, consequences can vary in their size and certainty. They also can vary between negative consequences—such as fines or sanctions for non-compliance—and positive consequences—such as subsidies or regulatory exemptions for compliance. While rewards have qualitative differences from punishments (Braithwaite, 2002), at a certain level the magnitude of any type of consequences likely dominates over its positive or negative direction. In other words, a massive subsidy given only to firms that comply with specified standards would, for those firms that fail to comply, be little different than a form of punishment. If, however, the subsidy or fine is only a trivial amount, targets may feel little constrained by the regulation, regardless of whether the consequence takes a negative or positive form. When there are no consequences at all, or no probability of consequences, targets retain full discretion and we would say that any compliance with a standard is effectively voluntary.

The articulation of these four attributes of regulation—target, regulator, command, and consequences—offers the potential for creating a clearer categorisation of different types of regulatory approaches. For our purposes here, we introduce this fourfold framework for the purpose of clarifying the approaches of self-regulation and meta-regulation. As noted above, self-regulation and meta-regulation have in the past been used and defined in different ways, so an essential first step in addressing each regulatory approach in this chapter is to clarify what they entail.

Self-regulation refers to any system of regulation in which the regulatory target—either at the individual-firm level or sometimes through an industry association that represents targets—imposes commands and consequences upon itself. Rather than the usual organisational distance that exists when an outside government agency regulates a private sector firm, self-regulation refers to the close connection between the regulator and the target. Freeman (2000) may well be correct that, in practice, self-regulation rarely makes use of performance standards, but self-regulation actually could make use of any of the types of commands described above. A firm can regulate itself by imposing on its managers, plants, or employees commands that specify either ends or means—and even those that call for management activity such as mandatory planning. What distinguishes self-regulation from other regulatory approaches, then, is not the command or even the consequences, but rather the unity of the regulator and the target. When the regulator issues commands that apply to itself, rather than when the regulator is an outside entity such as a government agency, we can describe the regulatory approach as one of self-regulation. We consider an action to be self-regulatory even if it is motivated by implicit threats from outside regulators, provided that the outside threats are not intentional efforts to encourage self-regulation.

By contrast, meta-regulation focuses very much on outside regulators but also incorporates the insight from self-regulation that targets themselves can be sources of their own constraint. Meta-regulation refers to ways that outside regulators deliberately—rather than unintentionally—seek to induce targets to develop their own internal, self-regulatory responses to public problems. Outside regulators can direct or shape targets to regulate themselves in any number of ways, from explicitly threatening future discretion-eliminating forms of regulation and sanctions, to providing rewards or recognition for firms that opt for self-control (Coglianese and Nash, 2006). Regulations with management-based commands typically are the most salient forms of meta-regulation, as they self-consciously and explicitly encourage efforts at self-regulation. Researchers have even at times referred to these kinds of commands as ‘enforced self-regulation’ (Braithwaite, 1982) or ‘mandated self-regulation’ (Bardach and Kagan, 1982; Rees, 1988). Under this approach, a government regulator would identify a problem and command the target to develop plans aimed at solving that problem and then the target would respond by developing its own internal regulations. This self-regulatory response explains the common refrain that meta-regulation refers to a process of regulating the regulators (Parker, 2002;Morgan, 2003). The primary regulator in such a case would be the government but the target responds by developing what would otherwise be viewed as a self-regulatory system.

To see better the differences between conventional forms of regulation, meta-regulation, and self-regulation, consider a simple, non-industrial example that should be familiar to all readers: cheating on tests in school. Students could, of course, act collectively on their own accord as self-regulators, recognising that they want to prevent cheating among their ranks. Such action on their part could take the form of a completely student-run monitoring and reporting system. In the absence of such a purely self-regulatory control, a school’s principal or its teaching faculty could decide to step in and take action. Such outside authorities (from the students’ perspective) could take a conventional regulatory approach, creating rules for students to follow while taking exams. The school officials might, for example, require that students be separated by at least one seat or that all cell phones be turned off and put away during exams. Under this conventional approach, the principal and faculty serve as the regulators and the students are the targets. If a principal wanted, instead, to follow a meta-regulation strategy, she would still be the regulator and the students still the target, but she would instead try to get the students to solve the problem themselves, encouraging or mandating them to create their own rules. Under such an approach, the students could ultimately write the same rules of conduct as the principal might have created—such as about seating arrangements or possession of cell phones—but the process by which these rules would come into existence would be layered, or meta-regulatory, having started with the principal’s explicit efforts to induce the students to create their own rules.

8.3 THE THEORETICAL RATIONALE FOR META-REGULATION AND SELF-REGULATION

Given that more conventional forms of regulation have, by definition, long dominated government’s response to social and economic problems, why are regulators taking increasing interest in the alternative strategies of self- and meta-regulation? A chief attraction of both meta-regulation and self-regulation is the degree of discretion they afford targets. Conventional forms of regulation are thought to greatly remove discretion from regulated targets, telling them exactly what they must do or achieve (Bardach and Kagan, 1982). Meta-regulation, by contrast, generally preserves some substantial discretion to targets because they are enlisted or encouraged to develop their own internal systems of regulation. Even if they have little discretion over whether to develop these internal systems, they do retain discretion over the specific operational details. With pure self-regulation, industry retains discretion both over the shape and content of its internal systems, as well as over whether to develop those systems in the first place. Figure 8.1 illustrates how these different regulatory approaches can be understood, at a high level of abstraction, to afford distinct amounts of discretion to industry and other targets of regulation. The ultimate level of discretion afforded by any particular regulation will, of course, be a function of targets’ available choice set and the way that a specific command and consequences affect that choice set.

In effect, both meta-regulation and self-regulation shift discretion over how to regulate from the regulator to the target. Shifting discretion in this manner can be beneficial because targets are likely to have far greater knowledge of and information about their own operations—and are therefore more likely to find the most cost-effective solution to the problem at issue. They may also perceive their own rules to be more reasonable than those imposed by outsiders, and, therefore, may be more likely to comply with them. As Gunningham and Rees note, proponents argue that, ‘the benefits of industry self-regulation are apparent: speed, flexibility, sensitivity to market circumstances and lower costs’ (1997: 366).

[image: Image]

Figure 8.1 Regulatory discretion pyramid

Self-regulation and meta-regulation may also allow regulators to address problems when they lack the resources or information needed to craft sound discretion-limiting rules. Sometimes this occurs when a regulatory problem is complex or an industry is heterogeneous or dynamic. Take toxic emissions as an example. Rather than having to identify specific regulated levels of emissions for myriad chemicals—and possibly separate levels for each different industry—regulators can either force (in the case of meta-regulation) or allow (in the case of self-regulation) industries to develop their own plans that reduce emissions. Prompting and overseeing the development of internal toxic emissions control plans is easier for the regulator to administer and yet still can have the effect of reducing pollution (Bennear, 2006).

When a problem, or the potential existence of a problem, is not well understood by outside regulators, meta-regulation or self-regulation may also be useful steps to consider. Conventional means or performance regulation usually requires information about the risks created by certain products or modes of production. Regulators need to know the magnitude of potential harm and the probability of that harm occurring. Especially in newly developing markets, such as with nanotechnology at present, regulators are likely to find themselves at a significant information disadvantage compared to the industries that they oversee (Coglianese, 2009). Self-regulation and meta-regulation exploit those information advantages by leveraging the regulated target into the task of regulating itself.

To say that self-regulation and meta-regulation have advantages in cases of complexity or emerging risk when it comes to the resources and information needed to regulate is not to say that they are perfect solutions. They may be the best available options under certain circumstances, but, nevertheless, they may turn out to be still much less than ideal. The primary problem with self- and meta-regulation is that even though businesses have better information to find solutions to public problems, they do not necessarily have better incentives to do so. After all, if these incentives were sufficient, no regulation would be necessary in the first place. In practice, then, a key challenge confronting self-regulation and meta-regulation will be ensuring that targets use the discretion afforded them in ways consistent with public regulatory goals rather than with their own private individual interests.

8.4 SELF-REGULATION IN PRACTICE

Having established where self-regulation and meta-regulation fit into the broader regulatory framework and why these tools may be more useful than more conventional forms of regulation under certain circumstances, we turn to an examination of how self-regulation and meta-regulation have operated in practice.

Self-regulation has been used in a variety of contexts—ranging from the Motion Picture Association of America’s movie rating system (Campbell, 1999) to the Forest Stewardship Council’s Sustainable Forest Initiative (Gunningham and Rees, 1997; von Mirbach, 1999; Nash and Ehrenfeld, 1997). Other examples include the International Organisation for Standardisation’s guidelines for environmental management systems (Nash and Ehrenfeld, 1997; Eisner, 2004) and the American Petroleum Industry’s Strategies for Today’s Environmental Partnerships (STEP) (Nash and Ehrenfeld, 1997).

Two of the most well-known and closely studied examples in recent years—Responsible Care and the Institute of Nuclear Power Operations—are worth closer scrutiny to discern what lessons they offer about how self-regulation performs in practice. These cases suggest that self-regulation tends to work best when the industry being regulated is small, relatively homogeneous, and interconnected, as well as when the implicit threat of outside regulation provides an industry with the incentive needed to regulate itself.

8.4.1 Responsible Care

Responsible Care came into existence in response to the public outcry that followed the 1984 Union Carbide chemical accident in Bhopal, India (Haufler, 2001; Nash and Ehrenfeld, 1997). Although the programme’s origin lies in management principles adopted by the Canadian Chemical Producers Association in the late 1970s, membership did not take off until the Bhopal accident convinced firms of the need to signal to the public that they were not indifferent to environmental concerns (Nash and Ehrenfeld, 1997). It was not until late 1988 that the United States’ main chemical industry organization—the Chemical Manufacturers Association (CMA)—adopted the Responsible Care programme. Shortly thereafter, Australia’s and Great Britain’s chemical industries also joined the programme.

Under Responsible Care, chemical companies in the United States make commitments to uphold certain environmental, health, and safety values. These values are elaborated in a series of practice codes governing manufacturing, distribution, and community relations (Nash and Ehrenfeld, 1997). The practice codes are ‘deliberately broad’ and ‘do not prescribe absolute or quantitative environmental standards’ (Nash and Ehrenfeld, 1997: 500). Rather, firms establish their own performance targets and determine how they will meet these targets. Within the regulatory framework presented in the previous section, the practice codes represent general means (or management-based) commands.

Until recently, the CMA neither disclosed information about members’ compliance nor removed members for non-compliance with the practice codes (Coglianese, 2009). Initially, there were minimal consequences for failure to comply with the regulatory commands. CMA has, however, gradually increased transparency by increasing the flow of information both within the organisation and to the public. In 1996, the association began disclosing to its board the names of member firms that were failing to make adequate compliance efforts (Coglianese, 2009; Haufler, 2001), and, in 2000, CMA began to distribute compliance rankings to its entire membership (Nash, 2002). Finally, the CMA in 2002 required that, by 2007, each member obtain third-party certification for its environmental, health, and safety management systems and begin to disclose its environmental and safety records to the public (Nash, 2002).

Studies of Responsible Care’s effectiveness show, at best, mixed results. Howard, Nash, and Ehrenfeld (1999) found, perhaps not surprisingly, that some firms treated their obligations under the programme more seriously than others. Some viewed the practice codes as little more than paperwork requirements. King and Lennox (2000) performed a statistical analysis of reported toxic emission in the chemical industry and found that CMA members actually decreased their emissions more slowly than did chemical facilities that were not covered by Responsible Care. While this finding may be tied to the fact that firms that join CMA also tend to have higher releases prior to their joining (King and Lennox, 2000), Responsible Care nevertheless appears from the research literature to have failed to deliver any substantial environmental improvements.

8.4.2 Institute of Nuclear Power Operations (INPO)

Like the chemical industry, the nuclear industry was spurred to regulate itself by an accident that brought intense public scrutiny. Prior to the 1979 Three Mile Island accident, the nuclear industry had never attempted to develop an industry-wide plan to focus on ‘safety-related operation problems’ (Rees, 1994: 43). Soon after the accident, nuclear industry leaders took steps to create a private regulatory entity, the Institute of Nuclear Power Operations (Gunningham and Rees, 1997). What had previously been a ‘fragmented industry’ composed of ‘utility fiefdoms’ decided to unite around a common problem—the consequences of Three Mile Island (Rees, 1994: 43). One founder of INPO has been quoted as recognising a serious threat of ‘federal operation of nuclear plants’ if not for the creation of INPO (Rees, 1994: 43–4).

INPO operates on the basis of four ‘regulatory norms’—‘performance objectives, criteria, guidelines, and good practice’ (Rees, 1994: 75). Like Responsible Care, the INPO does not itself prescribe detailed and specific rules for member organisations, but rather ‘institutes a more open-textured system of general standards within which nuclear utility officials make their own decisions as to specific objectives, internal arrangements, and the allocation of resources’ (Rees, 1994: 75). INPO ‘strongly discourages a rule-bound and compliance-oriented approach’, instead focusing almost solely on: ‘the achievement of performance objectives’ (Rees, 1994: 76). These performance objectives include statements such as: ‘[p]erformance monitoring activities should optimise plant reliability and efficiency’ and: ‘[s]ignificant industry operating experiences should be evaluated, and appropriate actions should be undertaken to improve safety and reliability’ (Rees, 1994: 78). INPO also maintains a set of non-mandatory and unmonitored ‘good practices’ (Rees, 1994). The good practices, in effect, establish a model code of operations for plants to follow.

INPO uses periodic inspections to monitor plants’ compliance (Gunningham and Rees, 1997). During these inspections, a plant is evaluated on each of 417 INPO Significant Operating Experience Report (SOER) recommendations (Rees, 1994). The inspections, conducted by twenty-member teams over a two-week period involve ‘two key tasks: observing operations activities at the plant and interpreting their significance’ (Rees, 1994: 141–2). After an evaluation, inspection teams will make broad recommendations for improvement, leaving the plan for implementing each recommendation to the member organisation. INPO also releases to the entire organisation rankings of all members, placing each member on a scale from 1 (excellent) to 5 (marginal)—creating an important peer-pressure effect (Rees, 1994). This peer-pressure effect appears to represent the most serious consequence of non-compliance.

INPO, like Responsible Care, keeps its inspection records confidential (Rees, 1994: 118–20). Plant evaluations are kept from the public and also from member organisations—though evaluations are circulated anonymously among the members and, as noted above, organisations are ranked by performance-objective compliance. The ostensible reason for this secrecy is the need to protect the candid communications between industry regulators and industry members. Nevertheless, as even INPO itself apparently recognises, increased transparency could increase the pressure on recalcitrant plants to bring themselves into compliance (Rees, 1994).

Though statistical analyses of INPO’s effectiveness appear to be lacking, most analysts cite the nuclear industry as an example of the potential for success in self-regulation. According to Gunningham and Rees, ‘the safety of nuclear plants has increased significantly since [Three Mile Island] and there is wide agreement among knowledgeable observers … that INPO’s contribution to improved nuclear safety has been highly significant’ (1997: 369).

8.5 META-REGULATION IN PRACTICE

Meta-regulation involves efforts by governmental authorities to promote and oversee self-regulation. One of the most prominent examples can be found in the longstanding governmental supervision of so-called self-regulatory organisations in the realm of financial and securities regulation (Cary, 1963). In the United States, for example, the Securities and Exchange Commission (SEC) oversees entities such as the New York Stock Exchange and the National Association of Securities Dealers (both of which merged in 2007 into the Financial Industry Regulatory Authority) that create their own enforceable industry rules. Other examples of meta-regulation include the US Occupational Health and Safety Administration’s standards for ‘process safety management’ of highly hazardous substances (Coglianese and Lazer, 2003; Chinander, Kleindorfer, and Kunreuther, 1998; Kleindorfer, 2006) and the ‘hazardous analysis and critical control point’ programme for regulating food safety adopted by authorities around the world (May, 2002; Lazer, 2001).

Two recent examples illustrate the range of governmental involvement and influence on self-regulatory processes. Pollution prevention planning laws like the Massachusetts Toxic Use Reduction Act (TURA) actually mandate that firms develop their own internal ‘regulatory’ systems. At the other end of the spectrum, governments can simply encourage, rather than compel, firms to undertake their own internal planning and response efforts. The US Environmental Protection Agency (EPA) took this latter approach in designing the 33/50 programme to recognise firms that reduced toxic pollution. These two examples are worth closer scrutiny because both have been subjected to in-depth empirical study of their effects.

8.5.1 Toxic Use Reduction Act (TURA)

The Massachusetts Toxic Use Reduction Act, adopted in 1989, has been labelled the most ‘ambitious’ pollution-prevention-planning law of its kind (Karkkainen, 2001). The Act set ‘a statewide goal of reducing toxic waste generated by fifty percent … using toxics use reduction as the means of meeting this goal’ (TURI, 2008). Under the Act, companies that use large quantities of toxic chemicals are required to create toxic-use reduction plans and to submit those plans to state-certified toxic use reduction planners, who can be employees of the firm (Karkkainen, 2001). Creating a plan is mandatory, but the content of each plan—its goals and procedures—is left up to the discretion of the regulated firm. Indeed, the law permits firms still further discretion in implementation, as, after creating internal plans and procedures, it is not even required to implement them. TURA’s only requirements are procedural. Every two years, firms subject to the law must go through the required planning process (Keenan, Kramer, and Stone, 1997).

Even though nothing within TURA requires industry to achieve any reductions in their use or release of toxic substances, state officials report that reductions in toxic pollution have surpassed the Act’s overarching goal. According to federal data, toxic releases in the state have declined nearly 90 percent between 1988 and 2007 (EPA, 2009a). Academic commentators have attributed a significant part of this reduction to the Act’s planning requirement (Beierle, 2003;Dorf and Sabel, 1998; O’Rourke and Lee, 2004). In 1999, the Ford Foundation’s Innovations in American Government programme bestowed an award on TURA because it demonstrated that its management-based approach could ‘achieve significant environmental and economic results’ (Ash Institute, 2009).

Three years after TURA came into existence, Massachusetts commissioned a survey of facilities covered by the law (Keenan, Kramer, and Stone, 1997). The survey found that 81% of the responding facilities intended to implement at least ‘a few’, if not most or all, of the projects identified in their reduction plans. Additionally, 67% of respondents indicated that they had realised cost savings as a result of implementation and 86% said that they would continue to engage in TURA planning activities even if they were no longer required.

Unfortunately, survey results and pollution data from just a single state provide an inherently limited basis for inferring the effects of a regulatory intervention. After all, overall toxic releases declined everywhere in the US by 61% between 1988 and 2007 (EPA, 2009b), so at most only a part of the decline in Massachusetts should be attributed to TURA. Moreover, the trends in other New England states without laws like TURA have similarly exhibited, like in Massachusetts, a more dramatic decline than even the national average (Coglianese and Nash, 2004). Just looking at the declines in Massachusetts is not sufficient to determine whether, or to what extent, TURA was responsible for any declines in toxic pollution. Reductions in toxics may have been due to changes in the underlying number of facilities in the state or their levels of production, rather than TURA. In addition, other, more conventional forms of toxic chemical regulation—such as in the 1990 Clean Air Act amendments—might better explain the observed reductions.

To discern better the effects of laws like TURA, Bennear (2007) conducted a cross-state study, comparing releases from facilities in states that have pollution-prevention-planning laws like TURA to releases from facilities in states without such laws. Thirteen other states have followed Massachusetts’ lead in adopting management standards for pollution prevention, creating in effect a natural experiment. Controlling for other factors, facilities in states with pollution prevention planning laws reduced their toxic releases by 30% more than comparable facilities in other states (Bennear, 2007). However, the differences in releases between the two groups of states were significant only for the first six years following the adoption of each state’s planning law. The Bennear study confirms that management standards, as a form of meta-regulation, can work—however, it also raises the question whether any positive effects of such mandatory planning requirements can, without more, be sustained over the long term.

8.5.2 The 33/50 programme

Unlike TURA, EPA’s 33/50 programme depended entirely on positive reinforcement of voluntary efforts at self-control. Launched in 1991, the 33/50 programme received its name from its overall goal of a 33% reduction in industrial releases of seventeen target chemicals by the end of 1992 and a 50% reduction by 1995 (both measured against a 1988 baseline).

In the framework we presented earlier, the consequences of the 33/50 programme were positive rather than negative. EPA offered a certificate of participation and public recognition to companies that committed to reducing any amount of the seventeen target chemicals. Like other forms of meta-regulation, the 33/50 programme gave companies considerable discretion as the programme required firms set no specific target for individual companies. The 33% and 50% goals were for overall national emissions from participating and non-participating companies alike.

EPA viewed 33/50 as ‘augment[ing] the Agency’s traditional command-and-control approach’ (EPA, 1999). Through the programme, EPA ‘sought to foster a pollution prevention ethic, encouraging companies to consider and apply pollution prevention approaches to reducing their environmental releases rather than traditional end-of-the-pipe methods for treating and disposing of chemicals in waste’ (EPA, 1999). Additionally, while participation in 33/50 involved no ‘enforceable commitment’, firms were encouraged to submit plans specifying how they planned to reduce emissions (Sam and Innes, 2008).

By the programme’s end in 1995, about 1,300 companies (out of more than 10,000 eligible) chose to join the programme (EPA, 1999; Khanna, 2006). The EPA has declared 33/50 to be a success, finding that chemical releases had decreased by 56% in 1995 (against the 1988 baseline). In addition, the EPA has reported that emissions of 33/50 chemicals declined at a greater rate than emissions of other TRI (Toxics Release Inventory) chemicals.

As the first of many similar EPA voluntary programmes, 33/50 has been widely studied (Khanna and Damon, 1999; Sam and Innes, 2008; Gamper-Rabindran, 2006). No one contends that the entire 56% decline in emissions can be explained by 33/50. After all, 33/50 did not exist until 1991 and therefore cannot possibly explain any reductions that occurred in the three years following the 1988 baseline. Furthermore, chemicals other than those targeted as part of 33/50 also decreased between 1988 and 1995, indicating that there were other forces driving down all chemical emissions.

Researchers have concluded that the 33/50 programme did have some effect on emission reductions, though not as large as some of EPA’s claims might suggest. Khanna and Damon (1999) performed a regression analysis and found that the 33/50 programme was associated with an emissions decline of approximately 28% for target chemicals during the 1991–1993 period. However, Morgenstern and Pizer (2007) indicate that some of this 28% decrease could be attributed to mandatory reduction of certain ozone-depleting substances under the Montreal Protocol. Accounting for the possible effects of the Montreal Protocol, Gamper-Rabindran eliminated from analysis two 33/50 chemicals required to be phased out under the Protocol and found that for the remaining 15 chemicals, ‘the program did not reduce emissions in most industries’ (2006: 408). Only in two sectors did the overall emissions decrease and in one of these sectors the decrease was due to off-site transfers, not source reduction. In other sectors, emissions of 33/50 chemicals actually increased.

Gamper-Rabindran’s findings are consistent with those from a study of the effects of the Canadian Accelerated Reduction/Elimination of Toxins (ARET) programme, which was modelled on the US 33/50 programme. Antweiler and Harrison find reductions only for 5 of the 17 ARET chemicals they studied and that those facilities that participated in ARET, ‘actually made fewer reductions than their non-ARET peers’ (2007: 770). Together, the findings from the most recent research draw into question the ability of government regulators to induce firms to make voluntary efforts at self-control, at least when using only weak forms of reward such as public recognition.

8.6 ASSESSING SELF-REGULATION AND META-REGULATION

The examples of self-regulation and meta-regulation that we have presented suggest several possible implications for future applications of both forms of regulation. By comparing these programmes, we can see both the strengths and weaknesses of self-regulation and meta-regulation better.

With respect to self-regulation, Responsible Care and INPO bear several noteworthy affinities with each other. Both arose in the wake of disasters or near-disasters which presented serious public relations problems for their respective industries. These disasters heightened awareness of the interdependencies within the industry (cf. Kunreuther and Heal, 2005). Any industry shares some degree of collective interest in ensuring that each member of the industry acts responsibly, lest the irresponsibility of one company lead to draconian regulatory costs placed on the others (Coglianese, Zeckhauser, and Parson, 2004). Facing these kinds of motivations, the nuclear power and chemical industries adopted similar programmes that sought to improve operational safety by establishing broad guiding principles and planning requirements, without strong explicit consequences from the industry itself for any individual firm’s non-compliance.

According to the research literature, Responsible Care largely failed, at least in its early years and at least when measured in terms of reducing members’ toxic emissions. By contrast, INPO has been perceived as successful in improving nuclear plant safety. Given the similarities in the two self-regulatory programmes, what might explain their differences in relative success? King and Lenox (2000) have attempted to answer this question by focusing on the relative number of firms in the chemical and nuclear industries and the threat of outside regulation to each industry. They suggest that INPO proved more successful because the nuclear power industry was much smaller and more homogeneous than the chemical industry and thus individual firms shared more of a common interest and it was somewhat easier for leadership power companies to rein in potential outlier firms. By contrast, the chemical industry contains a few large firms deeply concerned about their consumer image, and correspondingly the image of the industry as a whole, but the industry also contains many smaller chemical firms that have much less of a stake in the sector’s overall reputation (Gunningham, 1995). Firms in a large, heterogeneous industry can probably defect more easily on any self-regulatory collective action (Olson, 1965). In the case of the chemical industry, the defection problem may have been exacerbated by Responsible Care’s somewhat weak monitoring and transparency mechanisms, at least during its first decade. INPO may have proven more successful simply because it regulated fewer firms and ones with tighter interdependencies.

King and Lenox (2000) also posit that for INPO the Nuclear Regulatory Commission (NRC) served as a regulatory ‘gorilla in the closet’ that could provide sanctions for opportunism and act as an outside auditor for the programme (see also Rees, 1997). The NRC stood as a much more credible, if implicit, threat to the nuclear power industry than did the divided (and often contested) authority of OSHA (Occupational Safety and Health Administation) and EPA over the chemical industry. Given that trade association codes of conduct face collective action problems in their implementation and enforcement, it makes sense that the efficacy of self-regulation will depend on the degree to which some outside threat reinforces voluntary, collective efforts at self-control (Segerson and Miceli, 1999). After all, self-regulation’s primary weakness is its inability to realign significantly targets, incentives, and interests. Self-regulation succeeds when targets decide that it is in their best interest not to defect from the self-imposed (or sectorally-imposed) standards. Assuming that compliance is at least somewhat costly, external forces of some kind will be needed to provide an incentive for voluntary control. Gunningham, Kagan, and Thornton (2003) group these various external pressures into three categories: economic, social, and regulatory. In other words, incentives can arise from non-governmental pressures—such as actions by competitors, customers, communities, investors, or employees—as well as from more traditional governmental threats or incentives.

The fact that the impact of self-regulation hinges to a significant degree on the external environment supports the relevance of meta-regulation as a regulatory strategy. Meta-regulation seeks to address some of the drawbacks of a purely self-regulatory approach. When acting as a meta-regulator, the government quite consciously seeks to provide incentives to induce firms to regulate themselves. Of course, one might say that many, if not all, serious self-regulatory initiatives are motivated in part by some looming governmental intervention, and, in that sense, self-regulation almost always stems from meta-regulation in a very broad sense. This may be so, but the threat of governmental regulation always looms. Meta-regulation needs a more precise understanding if any distinction between it and self-regulation is to be maintained. Our effort here to see meta-regulation as an explicit strategy recognises the important difference between inchoate actions or proposals that may have the by-product of motivating firms to self-regulate, and self-conscious efforts by governmental officials (or others) to induce firms to self-regulate. The latter is what counts as a meta-regulatory strategy. (Incidentally, because both public and private entities can pursue meta-regulation, some forms of self-regulation—like the Responsible Care programme—will actually be forms of private meta-regulation. When the Chemical Manufacturers Association required its members to develop their own internal forms of self-control, the industry group assumed the role of a meta-regulator vis-à-vis the individual firms, seeking not to tell them exactly how to conduct their business operations but instead, quite selfconsciously, to motivate them to control themselves in a responsible manner.)

Efforts to motivate self-control can take the form of creating explicit sanctions for firms that do not self-regulate, as TURA did with its requirement that firms conduct toxic use reduction planning. These efforts can also include providing positive incentives, as with the public recognition that EPA provided to participants in the 33/50 programme. Whether through positive or negative incentives, the meta-regulator seeks to prod firms to take their self-regulatory efforts seriously, trying to align their private actions and outcomes more closely with broader, public goals.

The empirical research on TURA and 33/50 suggests that meta-regulation can deliver public value even when the meta-regulator calls for neither specific operational action nor the attainment of any particular performance outcome. What are the circumstances under which meta-regulation can successfully deliver public value? Much more research is needed to answer this question fully but Bennear (2006) suggests one explanation, namely that regulatory problems sometimes derive from a socially suboptimal, under-provision of self-control. By forcing businesses to engage in certain types of planning efforts, government effectively requires these firms to shift some of their resources to management efforts aimed at public problems, instead of investments aimed at private returns. Where there exists complementarity between increases in publically oriented management efforts by private actors and the private benefits they receive from self-control efforts—such as when management efforts aimed at pollution prevention lower the costs of inputs or improve the productivity of workers (Reinhardt, 2000)—meta-regulation can alter a firm’s cost–benefit analysis enough that the firm decides to invest more money in risk-reduction activities that deliver both public and private returns.

Of course, the evidence of TURA’s declining returns after six years, and of the 33/ 50 programme’s mixed results from the start, reveal that meta-regulation is certainly no cure-all. In some cases, complementarity will be absent. In others, the incentives that government provides will be insufficient to induce firms to search for win-win opportunities. Positive incentives like public recognition appear generally to be weak motivators of costly investments in self-control (Coglianese and Nash, 2009; Koehler, 2007). In the final analysis, meta-regulation may well help motivate positive forms of self-control but it is certainly not omnipotent.

No regulatory tool is perfect, especially under every condition. The appropriate test for a regulatory option is not whether it is perfect. It is whether that approach is better than the alternatives—including the alternative of doing nothing. When meta-regulation is compared to the alternatives of self-regulation, it offers the advantage of some explicit and self-conscious external influence or oversight. If this external force comes from an entity whose mission or interests are more aligned with the overall public interest, this should tend to make the outcomes of self-regulation come closer to the overall public interest as well.

Would conventional regulation make the outcomes come closer still to what best serves the overall public interest? If self-regulation and meta-regulation work best when there is a credible background threat of conventional regulation or some other form of external pressure, perhaps conventional regulation dominates over its ‘softer’ regulatory alternatives. In many situations, undoubtedly it does. However, meta-regulation and self-regulation remain viable and, at times superior regulatory alternatives in other situations because of limitations to conventional regulation and relative advantages in the reliance on self-control. Conventional regulation’s weaknesses stem from the demands that it places on regulators’ capacities—and the costs and other negative consequences when those demands cannot be met. Conventional regulation demands that regulators know what it means to compel targets to adopt, or what ends to measure and embed in a command. It also requires a considerable investment in resources to monitor and enforce compliance with the prescribed means or ends in order to ensure consequences are imposed when needed. Conventional regulation’s demands cannot always be easily met. When problems are highly complex or poorly understood, or when regulatory targets are sufficiently diverse that one-size rules do not fit all, regulators might find the best option is to adopt a meta-regulation strategy or simply allow self-regulation to flourish on its own.

In each of this chapter’s examples, meta-regulation and self-regulation responded to challenges that would likely have been daunting for conventional forms of regulation. Both Responsible Care and INPO aimed to reduce the probability of catastrophic accidents at complex industrial facilities. The complexity of these facilities, and the fact that accidents can derive from a multitude of factors and interactions of factors (Perrow, 2000), combine to make both conventional means-based and performance-based regulation highly demanding, if not entirely infeasible. TURA and the 33/50 programme both aimed to reduce the use of toxic chemicals at facilities across all sectors, a similarly daunting task for conventional regulation. Toxic use reduction is difficult in part because some uses of toxic chemicals are desirable. Just think of chlorine, a toxic chemical that is used beneficially in drinking water treatment facilities. Reducing toxics use is also difficult because reduction possibilities vary depending on differences in manufacturing processes, engineering constraints, and available alternative processes or inputs. Developing conventional standards for each industrial sector and each toxic chemical would require an overwhelming investment of time and resources on the part of the regulator. Meta-regulation and self-regulation, by contrast, take advantage of target firms’ superior knowledge of their operations (Coglianese and Lazer, 2002).

Meta-regulation and self-regulation also hold great appeal because they reflect an ideal resolution to regulatory problems, namely to have those who cause such problems internalise social values and, on their own accord, moderate their behaviour in such a way that eliminates the problems. But the appeal of self-regulation—and, by extension, of meta-regulation—is more than just a desire to wish away the problems that give rise to regulatory response. It is also grounded on a profound recognition that self-control is a necessary element of any social ordering since rules cannot be created for every imaginable harm nor can inspectors watch over everyone all the time. For this reason, all types of regulation must, in the final analysis, promote self-regulation. Understanding what efforts work best to foster positive forms of self-control—whether these efforts take the form of conventional regulatory strategies or of alternatives like meta-regulation—should remain at the centre of social scientists’ agenda for research on regulatory governance.
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CHAPTER 9
SELF-REGULATORY AUTHORITY, MARKETS, AND THE IDEOLOGY OF PROFESSIONALISM

TANINA ROSTAIN

9.1 INTRODUCTION

Social theorists—and members of professions themselves—identify self-regulation as the hallmark of the organised professions that arose in the United States and England at the turn of the twentieth century.1 Self-regulation encompasses the authority to delineate a sphere of expertise, establish qualifications for membership, limit competition from non-members, and impose ethical rules of conduct on practitioners (Brint, 1994; see also Larson, 1977). At the core of the professional self-regulatory project is the identification and elaboration of a body of expert knowledge, mastered through education and training, that is uniquely suited to address a specific class of human problems. ‘Each profession was understood to work on a single important sphere of social life’ (Brint, 1994: 7). Medicine claimed authority over matters of health and disease; law, authority over conflict resolution and cooperative pursuits; and accounting over financial valuation.

Into the late nineteenth century, professions were high-status occupations linked to social position. ‘Learned’ pursuits were almost exclusively the prerogative of the well-born (Elliott, 1972; Brint, 1994). With the sweeping economic and social changes precipitated by the Industrial Revolution, new demands for specialised knowledge arose. Professions in the United States and Great Britain seized on these opportunities to ground their standing in the development and application of complex knowledge systems. They enlisted universities, which were expanding rapidly, to develop formal programmes of study leading to specialised degrees. They also enlisted governments, which were eager to respond to the pressing societal challenges created by rapid capitalist expansion and which proved receptive to the professions’ self-regulatory agenda. As professions organised, their authority shifted from the social standing of their members, which had been tied to class, to a cultural basis that anchored the legitimacy of professions in their capacity to apply knowledge to solve individual and social problems (Brint, 1994: 7; see also Elliott, 1972). In seeking to secure self-regulatory powers, professions both underscored the centrality of specialised expertise and argued that certain institutional arrangements—which created a space for informed discretionary judgement—were essential to secure the benefits of expertise.

In claiming self-regulatory authority, professions sought to create an occupational realm shielded from both the market and the state. Beginning in the nineteenth century, professions organised to assert regulatory control over their members’ activities. They contended that regulation of practice was necessary to protect professional judgement from the potentially distorting effects of competitive forces. They also asserted that they were better suited than government authorities, by virtue of expertise, to determine the institutional arrangements best suited for the exercise of judgement. As professions obtained self-regulatory powers, they instituted measures—including educational and accreditation standards, ethics codes, and workplace structures—to demarcate spaces of discretionary expertise insulated from penetration by either market logic or state control.

The opposing poles of market and state provide a useful framework to explore the emergence of professional self-regulation in the twentieth century—and to analyse the threats to this form of authority that have appeared at the start of the twenty-first century (see Halliday, 1987). As professions obtained control over the markets for their services, their authority was often contested by outsiders, government authorities, and their own members. Opponents argued that restrictions imposed in the name of professionalism failed to achieve the benefits claimed and were principally self-serving (Abbott, 1988). Competing professions and lay service providers challenged self-regulatory initiatives that prescribed entry requirements and forbade lay practice. These competitors contended that they could solve certain problems as effectively as—and more efficiently than—the profession claiming jurisdiction. Government representatives periodically considered whether professional monopolies imposed excessive costs or otherwise harmed clients, third parties, or collective interests. Inside the professions, members chafed at limits on business generating activities intended to deter commercial behaviour. The ability of professions to meet these challenges has depended on how well their expertise addressed new problems that arose. Equally important, it has depended on their capacity to persuade outsiders—government authorities and the public—that their self-regulatory arrangements are more effective than market mechanisms or direct regulation to provide the desired goods (Abbott, 1988; cf. Freidson, 2001: 106).

The ascent of the American bar through the 1950s, and its state of crisis some fifty years later, offer an illuminating narrative of the trajectory of professional self-regulation. By the first half of the twentieth century, the American legal profession had achieved broad self-regulatory powers and enjoyed significant wealth and social status. Law school had become the favoured method for legal training, organised bar groups had established control over educational and ethical standards, and the corporate lawyer, socialised in the collegial atmosphere of the elite law firm, was considered the paradigm of professional virtue (Hobson, 1986). American lawyers’ far-reaching influence in matters of business and state suggested that they had achieved an extraordinary degree of independence and professional authority.

Fifty years later, the American legal profession is beset by anxiety. From all outward appearances, the organised bar and legal academy continue to secure the profession’s self-regulatory privileges. A closer look suggests, however, that the bar’s efforts to articulate ethical standards are increasingly beside the point—overtaken all too quickly by changing market conditions or external regulatory developments. Meanwhile, law schools, especially those at the lower end of the status hierarchy, are increasingly buffeted by market forces, as competition for qualified students has intensified.

The transformation of legal practice has been felt especially acutely in the corporate sphere. At bar gatherings, corporate lawyers still gesture warmly toward professional ideals, but in their work lives they have embraced the view that law firms are economic enterprises, to be run according to business principles. In the early twenty-first century, corporate law firms no longer function to buffer market pressures, but magnify them. As firms have abandoned their claim to engage in a socialising function, government authorities have overcome inhibitions against regulating corporate law practice and begun to exercise oversight over lawyer behaviour perceived to endanger important collective interests. Meanwhile, alternative service providers, clients, and lawyers themselves have begun to challenge restrictions on the form and organisation of legal practice in an effort to reduce competitive barriers. These trends have been reinforced by the advent of new technologies, which have led to the routinisation, disaggregation, and commodification of many aspects of corporate practice. Although it is too early to say, most observers predict that the financial crisis of the early twenty-first century will only exacerbate these tendencies. As market logic permeates the sphere of corporate services, regulatory authorities may be increasingly willing to scale back the prerogatives of legal practice and impose an increasing number of external mandates.

In this chapter, I describe the American legal profession’s project to position itself between market and state. In so doing, I hope to offer a framework within which claims to self-regulatory authority can be understood and compared across different professions and different geographic locations. The chapter begins by articulating the logic that underlies professional self-regulation and ties it to professions’ attempt to delineate an occupational space shielded from state control and competitive forces. It then turns to the American bar’s organisational efforts to implement this logic at three institutional sites: the university based law school, bar associations, and the sphere of corporate practice.2 The last section investigates how the dynamics between new regulatory initiatives and intensified market pressures have threatened the bar’s traditional self-regulatory power. It also describes how regulation of lawyers, particularly those in large firms, may be moving closer to models of regulation that have become familiar in the industrial and financial realms.

9.2 THE LOGIC OF PROFESSIONAL SELF-REGULATION

Professional self-regulation has traditionally been grounded in a specific understanding of the role of expertise in human affairs. This conception rejects the idea that expertise consists of morally neutral technique. It assumes, rather, that the expert and normative dimensions of professional judgement are intertwined. Because the application of knowledge engages different dimensions of the human condition and touches on a range of individual and collective concerns, the exercise of expert judgement necessarily implicates human values (see Freidson, 2001). The ideology of professionalism espouses a service orientation that incorporates a special relationship to the person served—identified as ‘patient’, ‘client’ or ‘student’—and to the larger society. As Steven Brint notes, ‘[t]echnically, professionalism promise[s] competent performance of skilled work involving the application of broad and complex knowledge … Morally it promise[s] to be guided by an appreciation of the important social ends it serves’ (1994: 7; see also Elliot, 1972).

Because human problems vary as circumstances change, the application of expertise is not mechanical but requires the exercise of discretionary judgement (Freidson, 2001: 23–4; Abbott, 1988). Self-regulation is justified on the ground that it enhances the technical and normative quality of these judgements. Regulatory measures imposed by a profession reflect the collective expertise of its members about how best to address the problems within its jurisdiction, particularly those that arise under conditions of uncertainty. These measures seek to ensure that practitioners have attained a minimum level of competence, through the imposition of educational and admissions standards, and that they have developed the appropriate moral orientation toward the individual and collective goods at issue (Elliott, 1972).3

To instil the desired disposition, professional ethics provides for a mix of formal rules and informal socialisation processes. Insofar as professional values are in tension with practitioners’ individual interests—particularly their material incentives—rules attempt to shield them from market pressures and eliminate, or at the very least minimise, the effect of economic rationality in their decision-making (Freidson, 2001). To avoid distortions of discretionary judgement, self-regulatory initiatives also focus on the conditions of professional work. Rules barring certain organisational forms and relationships seek to ensure that professionals have significant control over the workplace. Typically, such rules favour collegial arrangements, which allow the maximum room for independent application of judgement, over bureaucratic structures, where managerial dictates drive decision-making processes (Freidson, 2001).

This is the logic that drove the professions’ efforts to obtain self-regulatory authority in the early twentieth century. Over time, professions met with different degrees of success in securing professional independence. At one end of the spectrum, some professions achieved only incomplete self-regulatory authority. Engineering, for example, did not give rise to specialised occupational firms or develop strong professional organisations. The contingencies of engineering practice and expertise—its need for significant capital investment and its fundamentally instrumental orientation—led to an early alignment with industrial enterprise. As a consequence, engineers worked from early on as employees inside private companies (Freidson, 2001: 167–71; Krause, 1996: 60–7). Ethics initiatives have focused on strengthening engineers’ autonomy inside the workplace, rather than on restricting the organisational forms in which they are permitted to practise. These efforts have been aimed at enhancing the capacity of engineers to recognise and address safety concerns. Educational reform, meanwhile, has underscored the need to incorporate creative problem-solving skills into the curriculum, which has traditionally hued to a top-down conception of technical expertise, in order to enhance client service (Seron and Silbey, 2009).

By the middle of the twentieth century, medicine and law, in contrast, had developed robust professional institutions, which spanned higher education, formal organisations, and the specialised workplace. The spheres of training and work were organised and regulated to instil in practitioners a high level of expertise and an appropriate professional disposition towards the goods at which each profession aimed. In the case of medicine, the values served were the health and well-being of patients (and to a lesser and more inchoate extent the health care needs of society). In the case of law, the focus was the realisation of clients’ objectives, and during various periods the pursuits of different collective goals, such as legal compliance and the proper functioning of the adversary system. In both cases, professional autonomy—separation from the market and freedom from government control—was the sine qua non for the exercise of discretionary judgement. Changing institutional conditions at the turn of the twenty-first century—including the elimination of competitive barriers, the increase in market pressures, and the celebration of economic rationality—pose a growing threat to these professions’ capacity to assert and maintain self-regulatory authority.

I now turn to a more detailed discussion of the rise of the organised legal profession in the United States and the eventual weakening of its self-regulatory institutions in the last decades of the twentieth century.4

9.3 THE ASCENT OF THE AMERICAN BAR

The rise of a powerful legal profession in the United States is the result of the confluence of three overlapping trends that date back to the period after the Civil War: the rise of the American law school; the resurgence of bar associations; and the emergence of a segment of the bar devoted to serving business.

The American legal profession’s emergence at the end of the nineteenth century was marked by an uneasy relationship to the seismic social and economic transformations precipitated by the Industrial Revolution and the closing of the Western frontier. On one hand, the development of a collective agenda around formalising educational and admissions requirements was of a piece with the broader yearnings for structure and institutionalisation of an emerging middle class (Hurst, 1950; Stevens, 1983: 20–2; Bledstein, 1976). The appeal of systematised legal techniques to address the novel individual and social problems created by rapidly changing social and economic conditions exerted a powerful pull in the United States. This pull was reflected in the rise of the American law school, which soon displaced apprenticeship as the locus for legal training. It was also reflected in the resurgence of organised bar groups, which began to establish more exacting standards for admission to the bar and wrest control over ethics and disciplinary matters from courts and state legislatures.

On the other hand, the new industrial order presented would-be lawyers with unprecedented opportunities for upward mobility and the accumulation of wealth (Hurst, 1950; Bledstein, 1976). At the same time that lawyers aspired to articulate a unified conception of legal expertise and professional ideology, a powerful bar was emerging devoted to serving the interests of business. Although corporate lawyers represented a small segment of practising lawyers, they exerted a disproportionate influence over the bar’s self-regulatory initiatives. These contradictory and overlapping trends—the ascendancy of law schools, the resurgence of the organised bar, and the rise of a powerful group of lawyers devoted to representing business interests—culminated, by the middle of the twentieth century, in a broad monopoly over the provision of legal services. Under this monopoly, lawyers could dictate uniform standards of law training, exercise control over the conduct of its members, and defend a large sphere of practice from competition by outsiders. Corporate lawyers, who derived significant authority from representing powerful clients, claimed to speak for the profession as a whole and were able to drive many of its organisational efforts.

9.3.1 The American law school

Modern American legal education dates back to the last decades of the nineteenth century. In the years prior to the Civil War, bar admission standards were notoriously lax, and legal training was highly idiosyncratic. Aspirants to the bar prepared themselves by a combination of apprenticeship, which varied from one office to the next, and self-guided study. Consistent with the prevailing Jacksonian ethos, in 1860, only nine of the thirty-nine states imposed any formal training or educational requirements (Friedman, 2005: 500). After the war, the locus of training shifted to law schools, which began to proliferate as part of a larger trend favouring the institutionalisation of higher education.

The content and style of American law school education are credited to Christopher Columbus Langdell, Dean of Harvard Law School between 1870 and 1895. Under Langdell, law became a rigorous programme of study. To obtain a degree, students were required to take a three-year course of study, consisting of prescribed courses on various private law subjects taken in a specified sequence during the first two years. Exams were mandatory, and students often flunked out. Langdell also made law a graduate degree, conditioning admission on some college study (Hurst, 1950; Stevens, 1983: 35–50; Gordon, 2007: 340–2). In the classroom, Langdell replaced part-time instructors—judges and practicing lawyers—with full-time law teachers, some of whom had no practice experience (Stevens, 1983: 38–9). In creating a new category of lawyer-professors, Langdell more closely aligned the law school’s pedagogic and scholarly ambitions with the larger aims of the university. These ambitions were largely fulfilled by the end of the nineteenth century as the law faculty began to produce a steady stream of casebooks and law treatises, and Harvard and Yale launched student-edited law reviews, which regularly published faculty and student writings (Friedman, 2005: 477–9, 481–2).

Langdell’s most significant contribution, however, was the case method. Discarding lecturing and student recitation, Langdell popularised a pedagogical style based on classroom interrogation of students on the facts and arguments contained in appellate opinions (Stevens, 1983: 51–72; LaPiana, 1994). Langdell’s original goal was to use the case method to develop a ‘science’ of the basic principles of law, but colleagues soon discarded the method’s narrower scientific pretensions, adopting it as an effective method to impart the skills of legal analysis (Grey, 1983; Stevens, 1983: 55–6). The case method proved a fundamental innovation in legal pedagogy, which soon spread to other university based law schools (Stevens, 1983: 122–230). More than one hundred years later, learning to ‘think like a lawyer’ is still considered the singular strength of American legal education (Mertz, 2007: 28).

The case method is both a form of teaching—the Socratic method—and an approach to reading texts. In the classroom, the method’s flexible approach, which contrasted with the rote memorisation that characterised earlier law study, encouraged students to engage in active learning. (In its unadulterated form, professors call on students randomly, which requires students to stay on their toes.) But its most radical implications relate to its conception of legal reasoning. In the case method, the meaning of a case is not self-evident: rather, it can only be elicited through a series of complex analytic moves in which ‘meanings are fixed and refixed’ (Mertz, 2007: 63). As Edward Levi observed, ‘the kind of reasoning involved in the legal process is one in which the classification changes as the classification gets made. The rules change as they are applied.’ It is at once ‘certain’ and ‘uncertain’ (Levi, 1949: 3–4).

With the case method, legal knowledge adopted a particular form and acquired a special status. The method, which self-consciously drew on the development of the common law by appellate judges in England and later the United States, more closely aligned the knowledge gained in legal training with that of courts. In addition, it established law as an independent discipline, distinct from other nascent fields that focused on economic, social, and political relations. From early on, the case method’s proponents had been adamant that the social sciences had no place in the law school curriculum (Stevens, 1983: 39). The method, moreover, revealed and celebrated the indeterminacy of law, underscoring the role of informed discretionary judgement in the application of legal expertise. Sufficiently capacious to encompass formalist and legal realist styles of argumentation—and, in later years, arguments drawing on critical legal studies and law and economics—the method proved almost infinitely malleable over the long run. (American law professors have long prided themselves in being able to teach ‘against the case,’ eliciting inconvenient facts and counter-arguments elided in an opinion.) At the same time, in any given period, it provided students with an understanding of which analogies and forms of argumentation were acceptable and which were out of bounds.

With the spread of the case method, what constituted legal expertise began to change. If the mark of a successful lawyer in the nineteenth century was the exhibition of classical oratory skills or traditional republican virtues, the experienced lawyer in the twentieth century knew how to parse, compare, and distinguish the facts and arguments of cases. The spread of the case method as the hallmark of ‘thinking like a lawyer’ was facilitated by the greater availability and accessibility of published appellate decisions under the case reporter system launched by the West Publishing Company in the 1870s (Friedman, 2005: 306). Although the plethora of decisions across a multiplicity of jurisdictions suggested a hodgepodge of unreconcilable holdings and principles, the ‘scientific’ approach of the case method, and the ‘key’ research system developed by West to organise opinions, allowed the development of a national common law (Friedman, 2005: 328–9).

Not all law schools at the turn of the twentieth century embraced the case method. Beginning in the 1870s, a slew of proprietary schools was founded to address the needs of a large population of full-time workers and immigrants eager to pursue the opportunities for social and economic advancement available through law. These schools offered shorter and less rigorous night programmes organised around lectures, usually given by judges and practising lawyers (Stevens, 1983: 73–81). The differences between the pedagogic methods and requirements of proprietary and university based schools—and the types of students to whom they catered—precipitated an early crisis in the organised bar. The resolution of this crisis, described in the next section, entrenched Harvard’s programme as the exclusive method of legal training in the United States through the turn of the twenty-first century.

9.3.2 Organised bar associations and formal self-regulation

During the same period that Harvard was developing its educational approach, bar associations, which had all but disappeared after the Revolution, re-emerged. Bar groups organised around an agenda to obtain court and law reform, upgrade educational and bar admissions standards, and gain authority over professional ethics and lawyer discipline. Later in their history, bar associations also enlisted state legislatures to enlarge the sphere of legal practice and suppress competition from non-lawyers.

The first local bar associations of this period were formed to fight municipal and state corruption and reform conditions inside the bar. Between 1870 and 1878, eight city and eight state bar groups in twelve states organised around a reform agenda (Hurst, 1950: 286) The Association of the Bar of the City of New York, formed by prominent lawyers in 1870, led efforts to fight the corruption of the infamous Tweed Ring, which controlled city politics and the courts. The association also advanced law reforms and ethical standards to address the behaviour of business lawyers—many of whom were among its members—who were implicated in the scandals (Powell, 1988).

On the national level, the organised bar’s early efforts were devoted to strengthening bar admission and educational standards. Under the prodding of the American Bar Association (ABA), which was formed in 1878, state examination boards were created and began to switch from cursory oral tests to more systematic written examinations (Hobson, 1986: 133–4). As states began to require written examinations, the demand for law school education exploded. In the twenty years between 1890 and 1910, the number of law schools doubled and the number of law students grew more than fourfold. Even though many states into the 1950s still permitted applicants to sit for exams if they underwent law office training, formal legal education was perceived as the most effective and least expensive method of preparation and soon displaced law office study (Abel, 1989: 41–2).

Since its inception, the ABA had favoured the standardisation of the law school curriculum but it was not until after World War I that the bar formally endorsed a vision of legal education modelled on the Harvard system.5 Concerned about the proliferation of law schools with varying standards and pedagogical approaches and hoping to emulate the American Medical Association, which had succeeded in elevating educational standards by basing medical training in the university, in 1920 the ABA enlisted the Carnegie Foundation to fund an independent study on legal education in the United States. To the alarm of bar leaders, the report advocated the institutionalisation of two separate educational systems, which would serve, respectively, bar aspirants from more privileged backgrounds and those from urban and immigrant backgrounds. As Alfred Reed, the study’s author, contended, forms of legal education should parallel the division in the bar between business lawyers and lawyers for individuals. Whereas the elite group benefited from a demanding full-time three-year curriculum emphasising case study and complex legal analysis, the skills and knowledge required in representing individuals were adequately imparted in part-time programmes organised around lectures focused on the assimilation of basic legal principles (Flexner, 1910; Reed, 1921).

Led by Elihu Root, chair of the ABA’s Committee and a prominent business lawyer, members of the association rejected Reed’s proposal and issued a recommendation that law was a unified profession subject to uniform educational standards and requiring two years of college and a three-year programme of legal study. Although it was not until the 1970s that most states formally adopted the ABA’s view, the organisation’s position, and the accreditation standards imposed by the Association of American Law Schools, which were based on the same principle, put part-time programmes at a significant competitive disadvantage. By mid-century, most law schools conformed to the three-year curriculum (or in part-time programmes, an equivalent course of study offered over four years (Abel, 1989: 54–6)).

The organised bar’s opposition to a divided educational system—and a formally differentiated bar—was influenced by a mix of exclusionary and high-minded motivations. A strong nativist current circulated through the remarks of bar leaders who were quite explicit about wanting to increase entry barriers for foreigners and Jews. University-based law schools were also anxious to eliminate competition from proprietary law schools with shorter and less demanding programmes (Auerbach, 1976: 108–9; Abel, 1989). In addition, bar leaders were genuinely concerned, not without reason, that some schools were churning out incompetent lawyers.

The claim that law was a university-based discipline, requiring preparatory college work and a sustained course of rigorous study, also operated to elevate the status of lawyers across all practice settings. The role of full-time law teachers in elaborating legal principles and doctrines and developing new theoretical approaches became more deeply entrenched. Lawyers representing individual clients in urban settings, even if they had not attended law school, indirectly benefited from the legitimating function of higher standards and claims of expertise over broad spheres. And, as I discuss in the next section, corporate lawyers could deploy the claim of a unified expertise, grounded in neutral private law and constitutional principles, to insulate themselves from the charge that they served the narrow interests of business.

In addition to imposing admission and educational standards, the organised bar at the turn of the twentieth century began to exercise oversight over the character and conduct of members, eventually wresting control over this sphere from courts and state legislatures. Beginning in the late nineteenth century, admissions committees strengthened the character requirements for bar admission, imposing additional procedures intended to weed out applicants who were deemed unfit. In this area too, anti-immigrant and other exclusionary sentiments were given full expression (Rhode, 1985).

In earlier eras, the conduct of practising lawyers had been the purview of courts, which oversaw lawyers’ behaviour in litigation. From time to time, state legislatures had also enacted statutes addressing fees and other practice-related matters (Andrews, 2004). In the mid-nineteenth century, legal ethics began to appear in the curriculum of a handful of law schools (Hoffman, 1836; Sharswood, 1930). Drawing on academic and bar sources, Alabama became the first state bar to promulgate an ethics code in 1887. Two decades later, the American Bar Association adopted its first model code, which borrowed heavily from the Alabama model. Amended and expanded over the years, the Canons of Ethics remained the basic code of legal ethics through the middle of the twentieth century.

The 1908 Canons were a mix of bright-line prohibitions and broad exhortations to lawyers to pursue various professional ideals. The Canons thus functioned to set a floor for permissible conduct as well as guideposts to frame discretionary judgement. (Despite changes in format, this has been the basic model of American legal ethics codes through their latest reincarnation in 1983.) Like its antecedents, the Canons offered general guidance about the core obligations of fairness in litigation, loyalty to clients, reasonable fees, confidentiality, and service to the poor (Andrews, 2004). Other provisions targeted commercial practices found among immigrant and urban lawyers, imposing restrictions on advertising, solicitation of clients, and contingency fees (Auerbach, 1976: 41–51; Carlin, 1966). Later additions to the Canons focused on the organisation of practice—banning firm ownership by or fee-sharing with non-lawyers—to protect lawyers’ judgement from potentially corrupting lay influences. Other amendments, supported by leaders of the Wall Street bar, prohibited law firms from organising as or practising through corporations, on the ground that the corporate form would inject inappropriate economic considerations into the practice of law (ABA, 1908 [amended through 1942]; Regan, 2004: 27).

Hand in hand with enacting an ethics code, the organised bar assumed control over the disciplinary process. Traditionally disbarment proceedings, overseen by the courts, had been open to the public. Beginning in the late nineteenth century, bar organisations began to be actively involved in disciplinary matters. Over the next several decades, state bars obtained the authority to conduct investigations, hold hearings, subpoena witnesses, and impose a range of discipline short of disbarment (Andrews, 2004). As the bar took over the disciplinary process, hearings and sanctions began to be treated as confidential (Levin, 2007). The shift to secret proceedings and the institution of a range of sanctions short of disbarment—including reprimands and temporary suspensions—underscored the idea that attorney discipline was an internal professional matter—bar members overseeing the conduct of other, wayward, members—not a matter of public interest.

Although the earliest efforts of bar associations sought to address the conduct of their own members, over time the bar’s disciplinary system disproportionately focused on the business generating activities of the lower tier of the bar—immigrant and urban plaintiffs lawyers—while ignoring all but the most egregious misconduct harming clients or the legal system (Carlin, 1966). Throughout the twentieth century, bar disciplinary mechanisms were so slow and ineffective that more than 90 percent of complaints against lawyers were dismissed with little or no investigation. Moreover, while the organised bar claimed the prerogative to assure the competence of lawyers, it never instituted a system, other than the bar exam, to monitor competence and rarely sanctioned a lawyer for failure to meet even the most minimal standards (Gordon, 2002; see also Wilkins, 1992). Over its history, the bar’s failure more actively to oversee the basic qualifications of its members postadmission has undermined its claim that the institutions of self-regulation—in particular the disciplinary system—function to protect the public from incompetent lawyers. As described in the next section, a robust civil liability regime eventually emerged to fulfil this function.

A second major failure that weakened the American bar’s cultural authority in the long run was its unwillingness to address the problem of unmet legal needs. Throughout the bar’s history, its pronouncements routinely professed allegiance to the goal of facilitating access to legal services for persons of limited means. With isolated exceptions, however, bar groups did very little to realise this goal. Instead, the bar often devoted considerable energies to protecting lawyers’ material interests, even when it impeded access to the legal system. During the Great Depression, for example, lawyer associations worked vigorously to expand and police the boundaries of unauthorised practice, eliminating competition from alternative—and more affordable—service providers. Unauthorised practice committees, which sprang up in the dozens, persuaded courts and legislatures that the practice of law encompassed not only court appearances but also the provision of legal advice, drafting wills and other instruments, transferring deeds, collections work, and appearances before administrative agencies (Christensen, 1980). While the bar’s asserted aim was to protect the public from unscrupulous or incompetent persons offering law-related services, it did nothing to make sure that lawyers were available to fill the gap created by its broad assertion of jurisdiction (Hurst, 1950; Rhode, 2000). As the American legal historian Willard Hurst noted, the American bar’s record on guaranteeing access to persons of limited financial means was one of ‘long inertia’ (Hurst, 1950: 328).

Notwithstanding these failings, American lawyers, by the mid-1950s, had obtained self-regulatory authority over a range of functions—they had instituted admissions standards, imposed stringent educational requirements, obtained formal control over professional ethics, and secured a jurisdiction over a wide swath of law-related services. The bar’s progress was often slow, impeded in part by ambivalence among leaders over whether bar associations should be exclusive, representing only the elite among lawyers, or include all lawyers. Like many other bar groups, the ABA began as an elite organisation, admitting only lawyers with certain credentials, and eliminated selective membership criteria only in the 1950s. The result was that lawyers belonged to different—often competing—bar groups, and a significant number belonged to none. Because the bar could not speak for all lawyers, it was often ineffective in obtaining enactment of its organisational agenda, especially in its earlier decades (Hobson, 1986).

A further impediment was the federalist structure of the American legal system. Despite being the leading national organisation, the ABA had no regulatory power. Its pronouncements on educational and ethical standards enjoyed at most persuasive authority. Because lawyer regulation is a matter of state law—and traditionally the province of state courts—every jurisdiction had to be persuaded by members of the state’s bar to develop an admissions process, adopt a code of practice, and institute disciplinary mechanisms, all under the aegis of the state judiciary. Although this arrangement raised many coordination problems, it has not been an insuperable obstacle to the bar’s self-regulatory initiatives. At the end of the twentieth century, however, the difficulty of synchronising multiple jurisdictions increasingly impeded the American bar’s ability to respond to economic challenges emanating from the expanding global dimensions of law practice: a topic I take up later in this chapter.

Business lawyers

During the same period that Langdell was developing the Harvard model of legal education and new bar associations were sprouting up, a new breed of lawyers, dedicated to representing business interests, was appearing. Throughout most of the nineteenth century, the typical law practice consisted of trial work on behalf of a diverse group of individuals and small businesses. The dramatic expansion of economic enterprises after the Civil War created novel demands for innovative and ongoing legal services (Regan, 2004: 17). Lawyers began to specialise in providing legal services to corporations. The change in clients brought a change in the nature of legal services as corporate lawyers shifted from litigation to counselling and transactional work. It also brought a change in the organisation of legal practice (Galanter and Palay, 1991; Hurst, 1950).

Whereas law offices had earlier been loose affiliations among a small handful of lawyers, at the turn of the century they took on a more formal structure. Under this new system, associated with Paul Cravath, founding partner of Cravath, Swaine & Moore, clients did not ‘belong’ to individual lawyers. They were represented by the firm, and proceeds and costs were shared among partners according to a pre-agreed formula. Associates, who were hired directly from the national law schools, worked under the supervision of more senior lawyers, gradually gaining experience in the firm’s practice areas and taking on more complex tasks. After a predetermined period of training, which could be up to ten years, they were considered for promotion to partnership. Those who were not selected were assisted in finding good positions at other firms or with clients. In the words of one contemporaneous observer, ‘nobody starves’ (Regan, 2004: 26; Galanter and Palay, 1991).

From early on, business lawyers were criticised for their subservience to corporate interests—a charge that stung deeply during a period when lawyers were devoting considerable efforts to establishing their status as independent professionals (Brandeis, [1914] 2009). Elihu Root, the prominent leader of the New York bar, bristled at the suggestion that he was a corporation lawyer, preferring to think of himself as a lawyer with corporate clients. As Root’s fine line-drawing suggests, one important strategy business lawyers adopted was to elide the differences between organisations and individuals. Corporate lawyers insisted that their clients were entitled to full-fledged representation like any other client (Hobson, 1986: 90–4). Consistent with this approach, they contended that corporate clients had the same rights and were owed the same fiduciary duties of loyalty, confidentiality, and care as individual clients. It was not until the 1980s that the ABA’s ethics code included a provision addressed to the issues that arise in representing organisations.

The corporate bars’ efforts to invoke a broad legitimating ideology were enhanced by the ambition among Harvard and other elite law schools to teach a neutral ‘science of law’. Business lawyers were early champions of the curricular and pedagogic transformations over which Dean Langdell presided. They provided employment for Harvard graduates and financial support to the institution even though the school’s signature teaching approach, the case method, seemed better suited to the trial practice of a bygone era than to the novel tasks—advising clients and drafting legal instruments—that occupied corporate lawyers. Although elite law schools failed to impart directly applicable skills, they performed a sorting function tightening educational standards and selecting the most capable and hard-working young men among the white protestant upper class (Auerbach, 1976: 14–39). (During most of their first century, American law schools openly discriminated against minorities and women.)

Perhaps more important, however, was the leading role that law schools played in symbolic production. As Robert Gordon has argued, classical liberal thought, the legal ideology articulated under the guise of ‘legal science’ by academic lawyers in the late nineteenth century, fit comfortably with the corporate bar’s advancement of their clients’ interests. This approach, which sought to derive all legal obligations from the will of private persons or the will of the state, made the problem of illegitimate domination ‘seem to disappear’. In liberal legal thought, coercion was either the ‘result of consent or necessity (the laws of nature and economics’ (Gordon, 1983: 93). Once the juridical personhood of the corporation was recognised, business lawyers could enlist legal liberalism to legitimate the concentrations of private power in corporate hands (Horwitz, 1992: 65–107).

In addition to aligning themselves with university-based legal education, corporate lawyers spearheaded efforts in other venues to develop and realise the liberal legal project. As noted above, they worked through elite urban bar organisations to reform courts and state legislatures and purge them of corrupting influences. They also energetically engaged in law codification and restatement projects, which aimed to articulate stable legal principles and establish law as an independent discipline, distinct from politics, economics, and other social sciences (Gordon, 1984).

In the early decades of the twentieth century—as progressive ideas began to supplant classical legal thought—a different practice ideology, which supplemented classical liberal professionalism, arose. Drawing on the progressive commitment to pragmatic application of expertise, this view characterised corporate practice as a ‘public calling’ (Brandeis, 1914; see also Luban, 1988; Simon, 1985; Gordon, 1990). Client counselling, which had displaced trial advocacy as the principal task of law practice, was at the centre of this account. As legal advisors, the job of corporate lawyers was to mediate between individual clients’ interests and the public values reflected in law. In the words of Lon Fuller, who articulated a post-World War II version of this ideology, the aims of law were realised in the law office ‘where the lawyer’s quiet counsel [took] the place of public force’ (Fuller and Randall, 1958: 1161). As Gordon has noted, lawyers moved back and forth between liberal legal and progressive thought, as expediency dictated (Gordon, 2002: 313).

Regardless of which professional ideology informed practice, the law firm was especially well suited to enhance the discretionary judgements of its members and mute the effects of market pressures. Firms were managed under a collegial model in which every partner enjoyed an equal say in a firm’s affairs. As associates progressed on the partnership track, they internalised firm culture and gained increased latitude to exercise discretionary judgement and authority over client matters (Smigel, 1969). Partnership compensation was determined on a lockstep model and it was considered very bad form to discuss the salaries of lawyers at other firms. Publicising a firm’s profits, engagements, or individual lawyers’ salaries was considered an ethical violation. The collegial and insulated atmosphere was bolstered by ethics rules that prohibited non-lawyers from having ownership interests or becoming partners in firms. The partnership structure also served to implement lawyers’ fiduciary duties to their clients. Coupled with lockstep compensation, the partnership form permitted members to share the risks and rewards of practice equitably and discouraged individual self-serving behaviour (Regan, 2008).

By a stroke of genius (and presumably a good dose of luck), the firm organisation pioneered by Paul Cravath turned out to be an organisational form well-suited to the various professional ideals of corporate practice. Its collective self-regulatory structure mirrored and reinforced the self-regulatory capacities of its individual members, who were expected to exercise their professional judgement consistent with firm values. The absence of bureaucratic lines of authority and government controls permitted wide room for discretionary judgement. The firm’s insulation from market forces minimised their distorting potential.

By all appearances, at mid-century, the self-regulatory project of the American legal profession was a resounding success. American lawyers were a unified profession with significant authority over a broad sphere of work. The bar had implemented standardised requirements for education and bar admissions, gained control over the conduct of practitioners, and secured an expansive definition of law practice. Most everyone who sat for the bar exam had obtained a legal education modelled on Harvard’s programme. And corporate lawyers not only enjoyed great wealth, social status, and political sway but were also considered paragons of professional virtue. These achievements—obtained over a period of dramatic social dislocations, profound economic downturns, and terrible global conflicts—suggested that the American legal profession’s cultural authority and economic security were assured.

9.4 COMPETITIVE AND REGULATORY PRESSURES AT THE TURN OF THE TWENTY-FIRST CENTURY

Looking back three decades later, the stability of the bar’s self-regulatory framework turned out to be illusory. By the end of the twentieth century, regulatory changes had combined with mounting competitive pressures to expose the vulnerability of the bar’s professional authority. Incursions into the bar’s self-regulatory prerogatives precipitated an influx of competitive pressures that, in turn, provoked new regulatory responses. At the risk of over-simplification, outside regulatory initiatives can be traced to erosion of the bar’s cultural authority on three fronts: its failure to act on its stated commitment to provide access to legal services to clients of limited means; its failure to address incompetence and client neglect among its members, and, most recently, its failure to play meaningful gate-keeping functions to prevent clients from engaging in conduct that harmed third parties or the legal system. The problem of access was the first to appear on the horizon. The others emerged in the changed market conditions of later decades.

The organised bar’s ability to insulate its members from economic competition began to weaken in the changing regulatory atmosphere of the 1970s. With the rise of rights-based movements, the problem of legal access—and the bar’s systemic failure to address it—began to receive sustained attention in law and public advocacy circles. Within a three-year period, the United States Supreme Court weighed in twice on the issue, first invalidating a minimum fee schedule as unlawful price-fixing, then striking down an ethics ban on lawyer advertising as a violation of the guarantee of free speech (Goldfarb v. Virginia, 1975; Bates v. Arizona, 1977). The cases signalled that the Court—at one time viewed as the ultimate defender of the legal profession’s prerogatives—had become sceptical that bar rules limiting competition improved the quality of legal services and were not simply self-serving measures that functioned to drive up costs. Bar associations, once assumed to be exempt from antitrust laws based on their status as professional organisations, could now be charged with anti-competitive activity; in addition they were prohibited from imposing significant limitations on the business generating strategies of their members, which were protected as commercial speech under the Constitution. These holdings significantly hampered the bar’s ability to control competition from outside and among its members, and helped to unleash a surge of market forces that ultimately transformed law practice. Their effects were felt in the realm of corporate practice, the activities of the organised bar, and eventually in law schools.

9.4.1 The corporate sphere

At the end of the twentieth century, corporate law firms found themselves in a much more competitive environment. Clients, themselves faced with mounting market pressures, began to make new types of demands on their lawyers. To meet increasing competition, law firms grew dramatically in size, developed multi-state and multi-national presences, and instituted bureaucratic management structures. Changes in relationships with clients, organisational structure, and firm culture had profound implications for the self-regulatory claims of the corporate bar. Gone was the professional ideal of independent advisor—and the collegial organisation that supposedly undergirded it. In the early twenty-first century, business lawyers increasingly invoked an account of technical expertise tied to a professional ideology based on singled-minded devotion to clients’ interests. As economic rationality increasingly penetrated the corporate realm, outside regulatory authorities, public and private, began to exercise oversight over aspects of corporate practice that had the potential to harm clients, third parties, and the legal system.

Following World War II, markets for material, labour, and products became globalised, augmenting competitive pressures on corporations. At the same time, the fundamental conception of the corporation changed. In the mid-1950’s, corporate managers began to adopt a ‘finance conception of control’ in which corporate functions were evaluated using rigorous financial criteria to determine their effect on profits or losses. Trained in finance and accounting, a new type of manager emerged who saw the corporation as ‘a collection of assets that could and should be manipulated to increase short-run profits’ (Fligstein, 1990: 226). In the decades that followed, this new conception of corporate management drove the downsizing and mergers and acquisitions movement that swept large corporations. The effects of market forces were enhanced by the advent of new technologies—including the fax machine, the computer, and in later years the Internet—that shortened the life cycle of products, created markets for new products, and accelerated the transfer of information around the world (Reich, 2007; Regan, 2004; Galanter and Henderson, 2008).

In this heightened competitive atmosphere, corporations began to restructure their legal expenditures. As the amount of regulation that touched on corporate activities expanded, costs ballooned. Corporations responded by expanding their corporate law departments and moving routine legal work in-house. Inside counsel became more proactive in overseeing the work of outside firms, imposing budgets, and shopping around at different firms for the most cost-effective services. Long-term retainers disappeared, as law firms were increasingly engaged for isolated transactions. The balance of firm practice shifted toward unique high-stakes transactions and litigation, which had become more complex and protracted (Galanter and Palay, 1991). With the change in client needs, narrow technical expertise was valued over broad knowledge of corporate law or detailed understanding of a client’s business affairs. Corporate clients became more interested in hiring individual lawyers who had specialised knowledge rather than particular firms (Regan, 2004).

In response to these demands, law firms grew in size and became more bureaucratic. Whereas the largest firms in the 1950s had numbered approximately 100 lawyers—and few firms exceeded fifty—fifty years later, the largest firms were ten times the size and had offices dispersed throughout the world. Law firm growth reflected changes in the labour market for lawyers. Until the 1980s, growth had been fuelled by an internal ‘tournament’ in which, after a lengthy training period, the most accomplished associates were promoted to partnership and the others left the firm. In the early twenty-first century, in contrast, law firm growth was the result of mergers and acquisitions among firms as well as new lateral mobility among individual lawyers. The up-or-out principle was also discarded and large classes of semi-permanent lawyers, who were neither associates nor equity partners, were created to provide additional support (Galanter and Palay, 1991; Galanter and Henderson, 2008).

The active lateral market for lawyers was the result of increased corporate demand for more—and more specialised—services. It was also an effect of new transparency around the economics of corporate practice. The Supreme Court’s holding in 1977 that lawyers had a right of commercial speech opened a floodgate of information about the business of law. Within a few years, the American Lawyer had published its first ‘Am Law 50’ list, which ranked the top US firms based on revenue. The list was soon expanded and supplemented by the Am Law 100, the Global 100, and a slew of other rankings publicising financial information about corporate practice. Until the 1980s, these data had been closely guarded secrets: now clients, other lawyers, and competing law firms had access to a mass of information, including ‘profits-per-partner’, costs of services, and size of deals executed (see Galanter and Henderson, 2008). Partner compensation went from lockstep to an ‘eat-what-you kill’ system, based on a lawyer’s book of business and productivity (Regan, 2004). The market for litigation and transactional expertise assumed a winner-take-all dynamic, with lawyers who were the most successful at developing a book of business and receiving a disproportionate share of the rewards (Galanter and Henderson, 2008). These were the rainmakers that every firm sought to woo in order to attract new and more important corporate clients, land larger deals, and increase visibility and profitability.

As law firms grew and became more geographically dispersed, they instituted bureaucratic forms of control. Law firms organised themselves hierarchically, divided into distinct departments, and frequently appointed non-lawyer managers to positions of authority. Many measures of control adopted by firms were directed at gauging lawyer and department productivity. Firms closely tracked billable hours to measure performance. By the early twenty-first century, the meaning of professional success had ‘shifted from the accumulation of incommensurable professional accomplishments to the currency of ranking in metrics of size, profit, and income that signif[ied] importance, success, and power and [were], at most, indirectly correlated with achievements measured by avowed professional values’ (Galanter and Henderson, 2008: 16).

As firms became more bureaucratic and compartmentalised, lawyers’ zones of expert discretion narrowed. With the transformation of the large law firm and its single-minded focus on generating business, the material and organisational resources lawyers could deploy to exercise an independent counsellor role disappeared (Brock, 2006). Competitive anxieties made it increasingly difficult to resist client demands to game the law and lawyers lacked a longer view of their clients’ operations that might have allowed them to talk with authority about long-term goals and interests. Whereas lawyers had at one time invoked a variety of professional ideologies, some of which were tied to furthering collective goods, the dominant ideology in corporate practice has become one of undiluted partisanship (ABA, 1998). This single-minded commitment to furthering the interests of clients was well suited to the changed market and organisational conditions in which lawyers found themselves.

Lawyers working inside corporate legal departments have sought to assume the mantle of independent advisor, arguing that they are uniquely placed to understand their client’s business and provide advice that takes into account societal goods. But organisational constraints—in particular, the fact that they were employed by one client and worked side-by-side with its corporate managers—suggest, however, that their capacity to exercise independent judgement was constrained, varying with changing legal and organisational circumstances (Rosen, 1989; Nelson and Nielsen, 2000; Rostain, 2008).

In this fairly bleak picture, one bright point has shone through. During the last decades of the twentieth century, corporate lawyers began to make systemic efforts to address the problem of unmet legal needs. Pro bono services for underserved clients were institutionalised across a network of firms and the non-profit sector. As government support of legal services declined, these efforts became the single most important source of legal services for clients of limited means (Cummings, 2004). In this one regard—and perhaps in recognition of their failures on other fronts—corporate lawyers have sought to revive their role in furthering collective goals and assumed some responsibility for the quality of justice.

9.4.2 The waning of bar authority and the rise of outside regulation

Incursions on the authority to delineate the practice and organisation of law

The Supreme Court’s decision in the 1970s that bar associations were subject to antitrust prohibitions had the effect of weakening the organised bar’s capacity to address competition among their members and from outsiders. With the threat of federal antitrust challenges hanging over them, a number of state bar associations disbanded their unauthorised practice of law committees. Beginning in the late 1970s, the American Bar Association and local bar associations were also forced to rescind treaties negotiated with other professional groups to demarcate the line between legal and non-legal services (Wolfram, 2000; Rhode, 1981). Although unauthorised practice enforcement continued over the next several decades, bar associations and the ABA were hobbled in taking a systemic approach. In 2002, when the ABA sought again to take a leadership role on the issue, federal authorities suggested that its attempt to delineate the parameters of law practice ran afoul of antitrust laws. The association was forced to abandon its effort to provide a model definition, leaving it to state regulators to attempt this arguably impossible task (ABA, 2003).

The organised bar enjoyed greater success in controlling competition by limiting the organisational structures within which lawyers were permitted to practice. In 2000, the ABA was confronted with the question of whether lawyers could join non-lawyers to form multi-disciplinary practices (MDPs). A bar task force found that MDPs would increase the efficiency and availability of legal services but the ABA voted against loosening prohibitions against allowing non-lawyers to employ or partner with lawyers. At the time, the big five accounting firms, which were actively acquiring law practices outside the United States, were perceived as the principal threat to the autonomy and market interests of American law firms. According to opponents of MDPs, permitting accounting firms to employ lawyers to offer legal services would undermine the ‘core values’ of the profession, weakening lawyers’ fiduciary obligations to clients (New York State Bar Association, 1999).

The organised bar may have won the formal battle over MDPs, but it is unclear that it won the war. Although accounting and other professional services firms insisted that they did not offer legal services, they increasingly employed law school graduates in various consulting capacities. Beginning in the early 1990s, a ‘compliance consulting’ industry arose that assisted American businesses to institute internal mechanisms and controls to meet various federal regulatory mandates. To address corporate demand for compliance services, various types of de facto multidisciplinary practices appeared, which offered services that combined different types of expertise—including law, management, accounting, and engineering. Under the guise of offering consulting, these firms disaggregated legal expertise from the traditional attorney–client relationship, thereby escaping the strictures of professional regulation. These consulting relationships—like consulting agreements generally—were governed by private contractual principles and not subject to external regulatory controls (Rostain, 2006b).

Regulatory inroads in the corporate sphere

In the absence of a reasonably effective professional ideology to temper the economic rationality that governs corporate practice, outside authorities have asserted jurisdiction to impose gate-keeping obligations on lawyers to prevent wrongdoing by corporate clients that harm collective interests. Particular areas of practice, such as securities and tax law, have seen the federalisation of ethics regulation. (See, e.g., the Sarbanes-Oxley Act of 2002; the American Jobs Creation Act of 2004 and related regulation.)

As these unprecedented regulatory incursions suggest, in spheres implicating significant federal interests—the securities market and tax—regulatory authorities no longer trust the institutions of self-regulation to reinforce lawyers’ gate-keeping function. The savings and loan crisis in the late 1980s and the corporate fiascos and rise of tax shelter industry a decade later implicated lawyers in systemic client wrongdoing. The organised bar’s responses—its unwillingness to sanction the lawyers involved, its failure to strengthen its ethical code, and its claim that lawyers were actually required by professional obligations in some instances to assist their clients in arguably fraudulent conduct—suggested that self-regulation was ineffective in dealing with even the most egregious lawyer complicity in client misdeeds (Simon, 1998). As outside authorities have been prompted to step in, the bar’s self-regulatory initiatives, such as the ABA’s after-the-fact efforts to amend its rules addressing confidentiality and entity representation, have seemed increasingly irrelevant (Leubsdorf, 2009).

Regulation imposed by outside authorities has assumed a different form than traditional ethics regulation. Federal gate-keeping mandates, such as the up-the-ladder requirements under the Sarbanes-Oxley Act, transform a broad professional aspiration, whose implementation had been left to lawyers’ discretionary judgement, into a legally binding requirement. New rules also limit discretion through their specificity, imposing detailed ‘protocols’ that lawyers faced with questionable conduct must follow (Hymel, 2002). Unlike legal ethics rules, which treat lawyers as a single profession, federal regulation addressed specific areas of practice and treated specialists in these areas as one of a class of similar service providers. One effect may be that corporate lawyers, already divided among sub-specialties, may become more balkanised. They may also come to see themselves as having more in common with providers of similar services who are subject to the same regulatory regimes, than with lawyers in other specialties (Schneyer, 2005).

Professional liability insurers have also made inroads into the traditional sphere of self-regulation. As it became clear that the bar was incapable or unwilling to address incompetence and neglect, clients turned more frequently to the civil liability regime for redress. Beginning in the 1980s, inhibitions against suing lawyers for malpractice broke down, and law firms were exposed to a variety of claims related to their failure to fulfil fiduciary and other professional obligations to clients (Ramos, 1994). With the sharp increase in liability, insurance firms have assumed an active role in overseeing law firm practices. Under typical insurance policies, coverage requirements and exclusions effectively regulate elements of the lawyer–client relationship and law firm organisation. Certain policies, for example, flatly exclude coverage when certain conflicts of interest—which would otherwise fall within a lawyer’s discretionary judgement—are present. Policies also impose standards for good office management practices and subject law firms to periodic outside audits. Often too, they require the designation of a lawyer as ‘loss prevention counsel’ with responsibility to supervise a firm’s risk management practices (Davis, 1996).

In many instances, government and private regulation of corporate practice has involved detailed mandates that effectively narrow the realm of professional discretion. Some regulation, however, has been framed to strengthen the exercise of professional judgement. New rules governing tax opinions, notably, require lawyers to draw on their specialised expertise to assess the tax implications of client transactions (Rostain, 2006a). These competing trends—between detailed categorical mandates and rules that reinforce professional judgement—are mirrored in internal measures adopted by firms to bolster their members’ and employees’ capacity to fulfil professional obligations.

In response to external regulatory efforts, law firms and corporate legal departments have instituted policies and controls that limit individual discretion (thereby reducing the risk of potential error) and enhance group decision-making processes. Some firms have implemented managerial infrastructures and techniques borrowed from business. While these modalities are primarily directed toward the business aspects of law practice, they inevitably spill over into how ethical issues are framed and addressed (Chambliss, 2005, 2006). These trends include the appointment of non-lawyer managers and the use of technology, including sophisticated conflict checking, calendaring, and billing software, to automate (or partially automate) various ethics-related functions. Firms have developed a mass of written policies relating to office management and personnel. They have also imposed policies to govern billing practices and other aspects of lawyer–client relationships.

While some innovations point to the mechanisation and routinisation of particular ethics functions and the importation of managerial modalities, other developments point in the direction of strengthening professional judgement. Many firms have instituted internal controls to audit and review lawyers’ work. These mechanisms include opinion review committees, which must sign off on written opinions issued by individual lawyers in certain practice areas, a requirement that will presumably enhance the quality of professional judgements. In a similar vein, with the appointment of in-house counsel inside law firms, a new legal ethics specialty is emerging (Chambliss, 2006). These measures protect zones of discretion in which lawyers exercise expert judgement.

External regulatory initiatives and internal mechanisms of oversight—enhanced by recent technological developments—point toward hybridised forms of regulation that apply automated command and control modalities in some areas and modalities intended to enhance discretionary judgement in others. These forms of regulation also recognise that the locus of regulation is no longer the individual lawyer, but the organisational context in which lawyers work. In all these cases, the aim of external regulation and private regulatory efforts is to displace ineffective self-regulatory efforts and institute mechanisms that align lawyers’ incentives with client and societal interests. Whether internal regulatory controls and modalities will impinge on, or, to the contrary, strengthen spheres for discretionary judgement remains to be seen (Regan, 2006).

New regulatory initiatives in the law firm sphere bear affinities to forms of meta-regulation that have arisen in the corporate realm. Under a meta-regulatory approach, outside regulators do not directly regulate firm behaviour, but instead impose goals and provide incentives so that firms are induced to implement self-regulatory mechanisms. Meta-regulatory initiatives include regulations encouraging the internalisation of compliance mechanisms in the criminal sphere (Organizational Sentencing Guidelines 1991; the United States Department of Justice Charging Guidelines 2008), pollution prevention laws in the environmental sphere (Environmental Protection Agency regulations; Massachusetts’ Toxic Use Reduction Act), and occupational safety requirements in the work sphere (regulations under OSHA). In contrast to direct regulation, meta-regulation allows regulatory targets discretion to determine the means to achieve performance objectives, enlisting their greater expertise, as compared to that of an outside regulator, about the most effective and efficient solutions available (Coglianese and Mendelson, 2010 this volume).

Global and technological threats to self-regulation

The American bar’s authority to self-regulate also faces threats from forces in the global market for legal services, where firms are concerned about remaining competitive, and from multinational regulatory authorities, which seek to impose standards within their jurisdictional spheres.

As corporate operations have become multinational, law firms with roots in the United States and England have sought to develop global networks, opening satellite offices around the world and merging or partnering with firms across borders. With the globalisation of corporate practice, law firms in the United States face increasing competition from service providers operating under more lax regulatory regimes. In England and Wales, for example, new initiatives permit law firms to obtain outside investment from non-lawyers (UK Legal Services Act of 2007). The ability of UK based firms to seek outside capital may significantly disadvantage US based firms, which are forced by ethics rules governing firm ownership to rely on traditional debt and partner investment to fund their activities (see Regan, 2008).

If heightened competition from global firms presents one kind of threat, the increasing role of external regulators presents a second. With the proliferation of multi-national trade agreements, lawyers are being increasingly categorised as one of several types of service providers (Terry, 2008). In addition, to the extent that they encompass legal services, trade agreements are likely to lead to the homogenisation of professional obligations across borders. The rise of global competition among law firms and the assertion of jurisdiction over lawyers by transnational regulators are likely to fray the link between American corporate lawyers and the domestic self-regulatory regime over which the organised bar traditionally presided.

Perhaps the most significant threat to self-regulation, however, may emanate from the Internet and the proliferation of information technologies. As more sophisticated techniques to store, organise, retrieve, and share legal knowledge develop, law is becoming commodified. Global firms are increasingly providing legal information to clients through their websites. At the same time, closed online legal communities, which seek to harness the collective knowledge of similarly positioned participants such as in-house counsel, are sprouting up (LegalOnRamp). With the advent of new information technologies, Richard Susskind notes: ‘[L]egal services will evolve from bespoke services at one end of a spectrum along a path, passing through the following stages: standardization, systematization, packaging and commoditization’ (2008: 270). If these predictions hold true, the discretionary exercise of professional expertise, on which the legal profession’s self-regulatory authority was premised, may move to the periphery of legal practice.

9.4.3 Law schools

At the turn of the twenty-first century, the American legal academy still enjoyed the prerogative of articulating the content and substance of legal expertise. Among the self-regulatory institutions of the American legal profession, law schools have been the most successful in maintaining their autonomy and protecting themselves from the effects of competitive forces. Their relative insulation was a consequence of their institutional and ideological affiliation with universities. The institution of tenure, the importance accorded to research and scholarship, and the capacity to earn a very comfortable living have allowed law teachers to resist market pressures and retain authority over the law school curriculum and legal scholarship, which, consistent with academic norms, is valued for its capacity to advance knowledge, not its immediate applicability.

With some variations, including the addition of clinics, specialised skills courses, ‘law and’ and other specialised offerings, the law school curriculum has not changed very much since Langdell pioneered the case method in the 1870s. Teaching students to ‘think like a lawyer’ continues to be its principal goal. The curriculum’s resistance to change has been criticised from within and outside for its failure to take into account developments in other disciplines—especially the social sciences (other than economics)—or to impart skills that are more relevant to practice. Law teachers’ adherence over more than a century to the case method and the traditional, mostly private law curriculum may reflect a drive to safeguard the university based status of law study as well as its autonomy from other scholarly disciplines. Or it may simply reflect inertia in the absence of incentives to develop new pedagogic approaches.

But market forces have even begun to nibble at the pedagogic prerogatives of the legal academy. The period after World War II saw an enormous expansion in the number of law schools driven by generous government support for higher education (Abel, 1989). As the cost of legal education has risen during the last decades of the twentieth century, however, law schools have found themselves in a much fiercer competition to attract the most qualified students. Competition accelerated dramatically when the US News and World Report began to publish its annual law school rankings, which listed annually ‘the best’ law schools in descending order. Although the publication’s methodology was often criticised, it had a profound effect on the perceptions of incoming students, the practising bar, and faculty themselves. Schools such as state schools and elite national schools, which differed on a variety of qualitative dimensions, could now be compared using a single measure (Espeland and Sauder, 2007).

The intensification of competition has begun to shape pedagogic and resource allocation decisions in the legal academy. In some instances, the market has played a direct role in shaping behavior, as administrators and faculty have made curricular and financial decisions in order to improve a law school’s rank (Espeland & Sauder, 2007). In other cases, law schools have embraced the renewed attention to curricular reform precipitated by market changes as an occasion to innovate. Many schools have significantly expanded experiential learning opportunities, such as clinics, externships, and simulations. They have also started to experiment with problem-solving, case-file, and team-based exercises. These efforts suggest an attempt to refashion a conception of professional expertise in which legal knowhow is married to the development and exercise of social and emotional skills. As the limitations of Langdellian methodology have become increasingly obvious, new initiatives hold out the possibility of identifying and instilling a core of related ‘competences’ that make up legal expertise.

9.4.4 A divided bar?

Observing these broad trends in legal practice and education, some commentators have argued that the American bar should abandon the pretence of professional regulation in the corporate practice sphere and embrace the idea—already championed by many within the corporate bar—that legal knowledge is a form of expertise whose value is measured by the price it commands. According to this view, law schools should focus on imparting marketable skills, and the organised bar should eliminate ethical restrictions on competition and oversight of client and lawyer relationships (Hadfield, 2008; Schneyer, 2009; Morgan, forthcoming 2010). Under the logic of this approach, self-regulation would continue to function in the realm of accreditation, where a law school degree and bar passage would signal that a lawyer had met minimal levels of competence. The de facto division between lawyers who represent corporate entities and those who represent individuals (Heinz and Laumann, 1982; Heinz et al., 2005) would become a formalised distinction between two types of lawyers—a reform that may already be in the works in Great Britain and is favoured by many within the corporate bar (Clementi Report, 2004). In the corporate arena, relationships between lawyers and clients would be left to the market to control and be governed by contractual principles. In the sphere of personal legal services, some aspects of the self-regulatory regime would presumably remain, particularly those intended to protect unsophisticated clients from lawyer overreaching. Ethics rules and discipline would have no purchase in the corporate sphere, however, since the corporate bar would no longer be able to claim authority to oversee the conduct of its members (Hadfield, 2008).

Although commentators who critique the self-regulatory regime appear not to acknowledge it, outside regulation would presumably be required to address harms to third-party and collective interests caused by lawyer conduct on behalf of their clients. And prerogatives that are anchored in lawyers’ professional obligations to encourage clients to comply with legal mandates, particularly the attorney–client privilege, would need to be abrogated (Upjohn, 1981). Corporate lawyers would no longer be members of a self-regulated profession; instead they would provide services on the model of a regulated industry (Regan, 2008).

9.5 CONCLUSION

In this chapter, I describe the emergence of the American legal profession in order to generate a framework to examine more broadly self-regulation in the professional context. According to this approach, the organised professions in the United States and England have sought self-regulatory powers by deploying a logic derived from the idea that professionals, by virtue of their practical knowledge, have special obligations to the individuals they serve and to collective goods. The institutions of self-regulation are justified insofar as they enhance the quality of complex professional judgement and reinforce professionals’ normative commitments.

During the twentieth century, the American legal profession gained power over various aspects of the legal services market by deploying an ideology based on the role(s) of lawyers in furthering client and societal interests. In the last decades of the twentieth century, however, lawyers’ cultural authority has eroded as they have failed to persuade regulatory authorities that the institutions of self-regulation are effective in protecting clients or the larger legal framework. With the weakening of self-regulatory barriers and the concomitant increase in competition, American lawyers, and especially the corporate bar, have embraced a technical conception of expertise to be deployed in the service of clients who have sufficient resources to afford it.

At the beginning of the twenty-first century, other professions in the United States and Western Europe have experienced similar transformations as market forces—combined with individual and collective failures to live up to professional norms—have undermined the effectiveness of self-regulatory institutions. In the wake of massive audit failures connected with the United States corporate crisis, Congress enacted regulation imposing greater oversight over the accounting profession. This regulation combined bright-line prohibitions intended to foster independence with measures intended to undergird complex accounting judgements (Sarbanes-Oxley Act of 2002). In a similar vein, the UK has begun to experiment with regulation of the legal profession that marries the benefits of self-regulation with the independence and representation of wider interests, including those of consumers, that outside regulation confers (UK Legal Services Act of 2007; Baldwin, Cave, and Malleson, 2004).

These new regulatory modes, as well as recent regulatory initiatives affecting corporate practice in the United States, parallel forms of mandated self-regulation that have evolved in the business sphere (Parker 2002; Coglianese and Nash, 2001; Ayres and Braithwaite, 1995). Meta-regulatory approaches seek to maintain the epistemic and stake-holder benefits of self-regulation while minimising the risk of self-interested behaviour and fostering public accountability. As these different modalities prove successful, they are likely to be applied with increasing frequency in the professional services sphere. Whether corporate lawyers will assume a managerial ethos or, instead, preserve some account of professionalism tied to the lawyers’ historical roles in American society is anyone’s guess. The days of expansive professional self-regulatory prerogatives—based on broad collective commitments to protect clients, facilitate access, and safeguard the legal system—have passed. But the shape of what will take their place can only be glimpsed dimly on the horizon.

NOTES

1. This characteristic generally distinguishes organised professions from other occupations, which are regulated directly by the state or are defined through market transactions. Following recent work in the sociology of the professions, I use ‘profession’ as an historic rather than an analytic concept (Freidson, 1972; Larson, 1977; Brint, 1994).

2. While lawyers representing individuals were the majority throughout the profession’s history, because they enjoyed far less status and economic rewards than business lawyers, most of the time they were able to influence the bar’s self-regulatory institutions only at the margins.

3. In a similar vein, university professions assume that the scholarly quest requires a disinterested outlook in tension with material motivations. This assumption has been at issue in controversies involving scientific researchers who fail to disclose the sources of funding for their work. For a recent statement of the public purposes served by the university, see Finkin and Post (2009).

4. For medicine, see, e.g., Freidson (2001: 185–93).

5. Early on, the ABA was mired in a contentious relationship with its rebellious offspring, the American Association of Law Schools. The AALS, which was formed in 1900 as an offshoot of the ABA, advocated for educational standards that often put it in conflict with the practising lawyers of the ABA. Neither organisation’s views, moreover, had much effect on the expanding number and growing diversity of proprietary law schools (Stevens, 1983).

REFERENCES

ABBOTT, A. (1988). The System of the Professions: An Essay on the Division of Expert Labor, Chicago: University of Chicago Press.

ABEL, R. L. (1989). American Lawyers, New York: Oxford University Press.

AMERICAN BAR ASSOCIATION (ABA) (1908 and 1942). Canons of Professional Ethics.

——(1998). Report: Beyond the Rules, Chicago: ABA. Reprinted in Fordham Law Review, 67: 691–895.

——(2003). Report of the Task Force on the Model Definition of the Practice of Law.

ANDREWS, C. R. (2004). ‘Standards of Conduct for Lawyers: An 800 Year Evolution’, Southern Methodist University Law Review, 57: 1385–1458.

AUERBACH, J. S. (1976). Unequal Justice: Lawyers and Social Change in Modern America, New York: Oxford University Press.

AYRES, I. & BRAITHWAITE, J. (1995). Responsive Regulation, New York: Oxford University Press.

BALDWIN, R., CAVE M. and MALLESON, K. (2004). ‘Regulating Legal Services: Time for the Big Bang’, Modern Law Review, 67: 787–817.

Bates v. Arizona, 433 U.S. 350 (1977).

BLEDSTEIN, B. J. (1976). The Culture of Professionalism: The Middle Class and the Development of Higher Education in America, New York: Norton & Company.

BRANDEIS, L. D. (1914). Business: A Profession, General Books LLC (reissued 2009).

BRINT, S. (1994). In an Age of Experts: The Changing Role of Professionals in Politics and Public Life, Princeton, NJ: Princeton University Press.

BROCK, D. M. (2006). ‘The Changing Professional Organisation: A Review of Competing Archetypes’, International Journal of Management Reviews, 8: 157–74.

CARLIN, J. (1966). Lawyers on their Own? New Brunswick, NJ: Rutgers University Press.

CHAMBLISS, E. (2005). ‘The Nirvana Fallacy in Law Firm Regulation Debates’, Fordham Urban Law Journal, 33: 119–51.

——(2006). ‘The Professionalization of Law Firm In-house Counsel’, North Carolina Law Review, 84: 1515–73.

CHRISTENSEN, B. F. (1980). ‘The Unauthorised Practice of Law: Do Good Fences Really Make Good Neighbors—Or Even Good Sense?’ American Bar Foundation Research Journal, 159–216.

CLEMENTI, REPORT (2004). Sir David Clementi, Review of the Regulatory Framework for Legal Services in England and Wales: Final Report, London.

COGLIANESE, C. & NASH, J. (eds.) (2001). Regulating from the Inside, Washington, DC: Earthsacn.

COGLIANESE, C. & MENDELSON, E. (2010). ‘Meta-Regulation and Self-Regulation’, in R. Baldwin, M. Cave, & M. Lodge (eds.), The Oxford Handbook of Regulation, Oxford: Oxford University Press.

CUMMINGS, S. L. (2004). ‘The Politics of Pro Bono’, University of California Law Review 52: 1–149.

DAVIS, A. (1996). ‘Professional Liability Insurers as Regulators of Law Practice’, Fordham Law Review, 5: 209.

ELLIOTT, P. (1972). The Sociology of the Professions, New York: Herder and Herder.

ESPELAND, W. N. & SAUDER, M. (2007). ‘Rankings and Reactivity: How Public Measures Recreate Social Worlds’, American Journal of Sociology, 113: 1–40.

FINKIN, M. W. & Post, R. C. (2009). For the Common Good: Principles of American Academic Freedom, New Haven: Yale University Press.

FLEXNER, A. (1910). Medical Education in the United States and Canada, New York: Carnegie Foundation: New York; (reissued in 1960).

FLIGSTEIN, N. (1990). The Transformation of Corporate Control, Cambridge, MA: Harvard University Press.

FREIDSON, E. (1972). Professional Powers: The Institutionalization of Formal Knowledge, Chicago: Chicago University Press.

——(2001). Professionalism: The Third Logic, Chicago: Chicago University Press.

FRIEDMAN, L. M. (2005). A History of American Law (Third Edition), New York: Simon & Schuster.

FULLER, L. L. & RANDALL, J. D. (1958). ‘Professional Responsibility: Report of the Joint Conference’, American Bar Association Journal, 44: 1159.

GALANTER, M. & PALAY, T. (1991). Tournament of Lawyers: The Transformation of the Big Law Firm, Chicago: University of Chicago Press.

——& HENDERSON, W. (2008). ‘The Elastic Tournament: A Second Transformation of the Big Law Firm’, Stanford Law Review, 60: 1867–1929.

Goldfarb v. Virginia State Bar, 421 U.S. 773 (1975).

GORDON, R. W. (1983). ‘Legal Thought and Legal Practice in the Age of American Enterprise’, in G. L. Geison (ed.), Professions and Professional Ideologies in America, Chapel Hill: University of North Carolina Press.

——(1984). ‘The Ideal and the Actual in the Law: Fantasies and Practices of New York City Lawyers, 1870–1910’, in G. W. Gawalt (ed.). The New High Priests: Lawyers in Post-Civil War America, Westport, CT: Greenwood Press.

——(1990). ‘Corporate Law Practice as a Public Calling’, Maryland Law Review, 49: 255–92.

——(2002). ‘The Legal Profession’, in A. Sarat, B. Garath, and R. Kagan (eds.), Looking Back at Law’s Century, Ithaca: Cornell University Press.

——(2007). ‘The Geological Strata of the Law School Curriculum’, Vanderbilt Law Review, 60: 339–69.

GREY, T. C. (1983). ‘Langdell’s Orthodoxy’, University of Pittsburgh Law Review, 45: 1–53.

HADFIELD, G. K. (2008). ‘Legal Barriers to Innovation: The Growing Economic Cost of Professional Control over Corporate Legal Markets’, Stanford Law Review, 60: 1689.

HALLIDAY, T. C. (1987). Beyond Monopoly: Lawyers, State Crises, and Professional Empowerment, Chicago: University of Chicago Press.

HEINZ, J. P. & LAUMANN, E.O. (1982). Chicago Lawyers: The Social Structure of the Bar, Chicago: University of Chicago Press.

——NELSON, R. L., SANDEFUR, R. L., & LAUMANN, E. O. (2005). Urban Lawyers: The New Social Structure of the Bar, Chicago: University of Chicago Press.

HOBSON, W. K. (1986). The American Legal Profession and the Organizational Society 1890–1930, New York: Garland Publishing.

HOFFMAN, D. (1836). Course of Legal Study (2nd edn.), Baltimore: Joseph Neal Pub.

HORWITZ, M. J. (1992). The Transformation of American Law: 1870–1960, New York: Oxford University Press.

HURST, J. W. (1950). The Growth of American Law: The Law Makers, Boston: Little, Brown.

HYMEL, M. L. (2002). ‘Controlling Lawyer Behavior: The Sources and Uses of Protocol in Governing Law Practice’, Arizona Law Review, 44: 873.

KRAUSE, E. A. (1996). Death of the Guilds: Professions, States and the Advance of Capitalism, 1930 to the Present, New Haven: Yale University Press.

LAPIANA, W. P. (1994). Logic and Experience: The Origin of Modern American Legal Education, New York: Oxford University Press.

LARSON, M. S. (1977). The Rise of Professionalism: A Sociological Analysis, Berkeley: University of California Press.

LEUBSDORB, J. (2009). ‘Legal Ethics Falls Apart’, Buffalo Law Review, 57: 959–1055.

LEVI, E. H. (1949). An Introduction to Legal Reasoning, Chicago: The University of Chicago Press.

LEVIN, L. C. (2007). ‘The Case for Less Secrecy in Lawyer Discipline’, Georgetown Journal of Legal Ethics, 20: 1–50.

LUBAN, D. (1988). ‘The Noblesse Oblige Tradition in the Practice of Law’, Vanderbilt Law Review, 41: 717–40.

MERTZ, E. (2007). The Language of Law School: Learning to ‘Think like a Lawyer’, New York: Oxford University Press.

MORGAN, T. D. (forthcoming 2010). The Vanishing American Lawyer: The Ongoing Transformation of the U.S. Legal Profession, New York: Oxford University Press (manuscript on file with author).

NELSON, R. L. & NIELSEN, L. B. (2000). ‘Cops, Counselors, and Entrepreneurs: Constructing the Role of Inside Counsel in Large Corporations’, Law and Society Review, 34: 457–94.

NEW YORK STATE BAR ASSOCIATION (1999). ‘Report of Special Committee on Multi-Disciplinary Practice and Legal Profession’, Preserving the Core Values of the American Legal Profession’, available at http://www.law.cornell.edu/ethics/mdp.htm.

PARKER, C. (2002). The Open Corporation: Effective Self-Regulation and Democracy, Cambridge: Cambridge University Press.

POWELL, M. J. (1988). From Patrician to Professional Elite: The Transformation of the New York City Bar Association, New York: Russell Sage.

RAMOS, M. R. (1994). ‘Malpractice: The Profession’s Dirty Legal Secret’, Vanderbilt Law Review, 47: 1657–1752.

REED, A. Z. (1921). Training for the Public Profession of Law, New York: Carnegie Foundation (Bulletin N. 15).

REGAN, M. C. JR. (2004). Eat What You Kill: The Fall of a Wall Street Lawyer, Ann Arbor: University of Michigan Press.

——(2006). ‘Risky Business’, Georgetown Law Journal, 94: 157

——(2008). ‘Lawyers, Symbols and Money: Outside Investment in Law Firms’, Pennsylvania State International Law Review, 27: 407–38.

REICH, R. B. (2007). Supercapitalism: The Transformation of Business, Democracy, and Everyday Life, New York: Alfred A. Knopf Pule.

RHODE, D. L. (1981). ‘Policing the Professional Monopoly: A Constitutional and Empirical Analysis of Unauthorised Practice Provisions’, Stanford Law Review, 34: 1–112.

——(1985). ‘Moral Character as a Professional Credential’, Yale Law Journal 94: 491–592.

——(2000). In the Interests of Justice: Reforming the Legal Profession, New York: Oxford University Press.

ROSEN, R. E. (1989). ‘The Inside Counsel Movement, Professional Judgment and Organizational Representation’, Indiana Law Journal, 64: 479–553.

ROSTAIN, T. (2006a). ‘Sheltering Lawyers: The Organised Bar and the Tax Shelter Industry’, Yale Journal on Regulation, 23: 77–120.

——(2006b). ‘The Emergence of “Law Consultants”,’ Fordham Law Review, 75: 1397–1428.

——(2008). ‘General Counsel in the Age of Compliance: Preliminary Findings and New Research Questions’, The Georgetown Journal of Legal Ethics, 21: 465–90.

SCHNEYER, T. (2005). ‘An Interpretation of Recent Developments in the Regulation of Lawyers,’ Oklahoma City University Law Review, 30: 559.

——(2009). ‘Thoughts the Compatibility of Recent U.K. and Australian Reforms with U.S. Traditions in Regulating Law Practice’, Journal of the Professional Lawyer, 13.

SERON, C. & SILBEY, S. S. (2009). ‘The Dialectic Between Expert Knowledge and Professional Discretion: Accreditation, Social Control and the Limits of Instrumental Logic,’ Engineering Studies, 1: 101–27.

SHARSWOOD, G. (1930[1884]). An Essay on Professional Ethics (6th edn.), Philadelphia: George T. Bisel Co.

SIMON, W. H. (1985). ‘Babbitt v. Brandeis: The Decline of the Professional Ideal’, Stanford Law Review, 37: 565–88.

——(1998). ‘The Kaye Scholer Affair: The Lawyer’s Duty of Candor and the Bar’s Temptations of Evasion and Apology’, Law & Social Inquiry, 23: 243.

SMIGEL, E. (1969). The Wall Street Lawyer: Professional Organizational Man? Bloomington: University of Indiana Press.

STEVENS, R. B. (1983). Law School: Legal Education in America from the 1850s to the 1980s. Chapel Hill: The University of North Carolina Press.

SUSSKIND, R. (2008). The End of Lawyers? Oxford: Oxford University Press.

TERRY, L. S. (2008). ‘The Future Regulation of the Legal Profession: The Impact of Treating the Legal Profession as “Service Providers”’, Professional Lawyer, 2008: 189.

Upjohn v. United States, 449 U.S. 383 (1981).

WILKINS, D. B. (1992). ‘Who Should Regulate Lawyers?’ Harvard Law Review, 105: 799.

WOLFRAM, C. S. (2000). ‘The ABA and MDPS: Context, History and Process’, Minnesota Law Review, 84: 1625–1654.


PART III
CONTESTED ISSUES


CHAPTER 10
ALTERNATIVES TO REGULATION? MARKET MECHANISMS AND THE ENVIRONMENT

DAVID DRIESEN

10.1 INTRODUCTION

This chapter focuses on the means of environmental regulation—the techniques regulators use to reduce pollution. It discusses traditional regulation (often called command-and-control regulation), the economic theory undergirding market-based environmental regulation, and increased use of market mechanisms. This treatment of market mechanisms will consider them in institutional context, showing how a multilevel governance system implements market mechanisms.

10.2 TRADITIONAL REGULATION

Prior to 1970, common law courts played a leading role in addressing environmental problems in many countries. When pollution invaded property rights, property owners would ask judges to award damages and order pollution abatement, claiming that the pollution constituted a trespass—an invasion of property, or a nuisance—an unreasonable interference with the use and enjoyment of property.1 Ironically, as environmental problems grew worse, common law adjudication of environmental disputes became less effective because proving that a particular property owner had caused a significant harm became difficult when many different polluters contributed to an environmental problem (see Schroeder, 2002).2

In the 1970s, developed country governments responded to growing environmental problems by enacting statutes creating environmental ministries and authorising them to regulate significant pollution sources. Sometimes these statutes contained specific requirements for specific industries but more often they authorised environmental ministries to regulate polluters under general criteria established in a statute. Many of these statutes aimed fully to protect public health and the environment. But they often approached these lofty goals incrementally, relying heavily upon technology-based regulation. Under this technology-based approach, environmental ministries set regulatory requirements for particular industries or firms that reflected pollution reduction technologies’ capabilities. The resulting technology-based regulations secured significant reductions in environmental hazards in spite of population and consumption increases, even though they often did not fully protect public health and the environment.

Most commentators refer to technology-based regulation as command-and-control regulation. This term suggests that environmental ministries regularly dictate technological choices to regulated firms. Technology-based regulation, however, offers some technological flexibility when doing so is compatible with enforcement. Environmental regulators usually implement technology-based standards through performance standards, which require polluters to meet a particular pollution reduction target, rather than dictate use of a preferred technology. This approach gives polluters the freedom to choose any technology they like, as long as they meet the quantitative pollution level required by the regulator. For example, when the United States Environmental Protection Agency (EPA) established a New Source Performance Standard for sulfur dioxide emissions from coal-fired power plants, it required that plant operators either meet a pounds of sulphur dioxide per million British Thermal Units target or a percentage reduction requirement for sulphur dioxide emissions.3 While EPA anticipated that most utilities would employ ‘scrubbers’ to meet this target, this performance standard allowed them to choose any type of scrubber or any other technology that would meet this target (Driesen, 1998a).

In cases where monitoring of pollution levels was not feasible, however, environmental ministries often impose ‘work practice’ standards, i.e. standards that dictate a particular technological approach.4 For example, when EPA sought to regulate asbestos emissions stemming from building demolition, it recognised that measurement of these emissions would be impossible, so it required contractors to follow a specific set of procedures, such as wetting the asbestos, which would reduce emissions. Thus, traditional regulation relies heavily on technology-based rules implemented through a mixture of performance and work practice standards.

Traditional regulation often relies upon uniform performance standards, i.e. standards that require the same amount of pollution reduction from each plant in a regulated industry. Uniform standards allow regulators to address pollution from an entire category of pollution sources in a single proceeding and create a level playing field for competitors within an industry.

Commentators often invoke a dichotomy between command-and-control regulation and market mechanisms when discussing environmental regulation (Driesen, 1998a). While this dichotomy provides a convenient shorthand, both traditional regulation and so-called market mechanisms create markets (Hays, 1996). Traditional regulation requires polluters to reduce pollution. As a result, regulated firms respond to these regulations by purchasing pollution control devices and services, thus creating an environmental services market (Goodstein, 1999: 171). Conversely, we shall see that market mechanisms, like traditional regulation, generally depend on effective government decision-making for their success.

In the 1980s, governance philosophies began to shift around the world, especially in English speaking countries. President Reagan (US) and Prime Minister Thatcher (UK) glorified free markets and adopted policies reflecting scepticism of government regulation. They enjoyed intellectual support from a burgeoning law and economics movement. The law and economics movement tended to see free markets as a governance model and adopted economic efficiency, rather than full protection of public health and the environment, as a major goal. In the United States, companies hoping to escape the burdens of strict government regulation funded think tanks to spread the free market gospel. These think tanks supported pro-business government officials, like President Reagan, in their efforts to reform or eliminate regulation.

The rise of neoliberalism—the cultural exaltation of free markets—fuelled criticism of traditional environmental regulation and a call for reform. Neoliberal critics referred to traditional regulation as ‘command-and-control’ regulation, thus suggesting that it was overly prescriptive. Critics derided uniform standards as a ‘one-size-fits-all’ approach, suggesting the need for greater flexibility. And many of them advocated two primary reforms—increased use of market mechanisms as the means of environmental regulation, this chapter’s theme, and use of cost–benefit analysis as a check on environmental regulation’s stringency.

10.3 ECONOMIC THEORY AND MARKET MECHANISMS

By convention, the term ‘market mechanisms’ refers primarily to pollution taxes and environmental benefit trading. This part will discuss the economic theory underlying these two approaches. It will then briefly address three other approaches sometimes discussed as market mechanisms—the offering of subsidies for low polluting technologies, the use of information to create incentives for environmental improvement and a more radical reform, and simple abandonment of regulation by environmental ministries in favour of voluntary regulation (which is covered more extensively elsewhere in this book).

Market-based approaches address an efficiency problem arising from the use of uniform standards. Pollution control costs usually vary significantly from plant to plant even within the same industry. This implies that an approach that shifted emission reductions from facilities with high pollution control costs to facilities with low pollution control costs could achieve any given industry-wide regulatory target at lower cost than a uniform standard would. Market-based mechanisms encourage this sort of shift, thereby increasing the cost effectiveness of pollution control.

Economists often recommend that governments levy a tax on each pound of pollution emitted in order to create an incentive for cost-effective pollution abatement. Once a government establishes a tax rate, polluters will presumably implement pollution reduction projects when such projects have marginal costs lower than the relevant tax. Conversely, polluters with pollution control options costing more than the tax rate presumably would choose to pay the tax and continue polluting. Thus, a pollution tax efficiently shifts reductions from high to low cost facilities.

This approach limits the cost of environmental protection, but makes environmental results somewhat unpredictable. Results will depend on voluntary responses by polluters to the tax. On the other hand, taxes place a cost on each unit of emissions, thereby creating a continuous incentive to reduce pollution. Also, taxes raise revenue, which can be used to subsidise environmental improvements or for other societal goals. Such taxes can be revenue neutral, if other taxes are reduced when a pollution tax is enacted. Unfortunately though, pollution taxes create a conflict between the goal of providing reliable finance to government and encouraging pollution abatement. Pollution abatement implies foregone tax revenue; significant tax revenue implies foregone emission reductions. On the other hand, some environmental taxation proponents claim that combining taxes on bads (pollution) with reduction of taxes on the good of wage income can yield a ‘double dividend’, cleaning the environment and increasing employment simultaneously.

The literature usually credits the Canadian economist J. H. Dales with creating an alternative to the environmental taxation approach, environmental benefit trading (Dales, 1968; Cole, 2002). Under an environmental benefit trading approach, the government establishes a performance standard for plants, just as in traditional regulation. But the government authorises facility owners to forego the required environmental improvement if they pay somebody else to make extra improvements in their stead. Under this approach polluters with high marginal control costs will avoid making pollution reductions at their own facility and presumably pay for reductions elsewhere. Conversely, polluters with low marginal control costs will generate additional reductions to sell to those with high marginal control costs. The shift of reductions to low cost facilities implies that private firms will achieve the government’s chosen regulatory target at lower cost than would be possible under a uniform standards approach.

A well-designed environmental benefit trading provides more certainty about the quantity of reductions than a pollution tax. But this quantitative mechanism provides less certainty about cost than a pricing mechanism like a pollution tax.

This approach usually provides only limited incentives to reduce emissions. There is no incentive to make reductions once the regulators’ limited goals have been achieved. This can be cured, however, by auctioning off, rather than giving away, pollution allowances. In the past, polluters’ preferences for free allowances have prevented substantial auctioning of allowances. But recently some regulators have moved toward auctioning allowances in programmes addressing global climate change.

Governments sometime encourage environmental improvements by subsidising them. Brazil, for example, has successfully employed subsidies as a key element of a successful strategy to develop a biofuels industry. And many countries in Europe employ feed-in tariffs, guarantees of artificially high prices, to encourage renewable energy, sometimes with great success (Mendonca, 2007: 43).

Just as a tax can help internalise an externalised cost, a subsidy can help internalise clean technology’s environmental benefits, thereby having the same desirable economic effect. But special interests tend to grow up around subsidies and demand their continuation long after the rationale for them has vanished. Thus, governments around the world heavily subsidise fossil fuels, a mature and environmentally devastating industry that probably should be heavily taxed rather than subsidised. Yet, governments have sometimes managed subsidies effectively. For example, Brazil has actually reduced its subsidies to its biofuel industry as the industry has become economically viable.

Most commentators treat efforts to use information to motivate private decisions favouring the environment as market mechanisms. The United States in the late 1980s enacted a ‘Right-to-Know’ law requiring chemical companies and other large manufacturers to report their releases of toxic chemicals into the environment. The law required EPA to create a Toxics Release Inventory (TRI) to report the data to the public. Subsequently, many OECD (Organisation for Economic Co-operation and Development) countries enacted similar mandatory disclosure laws. When firms implementing this law sought, often for the first time, to fully characterise their releases of toxic chemicals into the environment, they discovered more releases than they had anticipated. Many firms responded to these revelations with voluntary efforts to reduce some of these releases (Karkkainen, 2001). We need more research into what motivated these decisions. The suggestion that the Right-to-Know Law constitutes a market mechanism implies that firms feared that high numbers in the TRI would trigger declining sales or stock prices. But it is at least possible that more general concerns about reputation in the community, fears of more stringent government regulation, or even genuine concern about their impact on the health of people working in or living near their facilities, might have motivated them. These motivations might imply that reputational, regulatory, or moral incentives play a greater role than economic ones.

The European Union (EU) has spearheaded the use of eco-labels to inform consumers about the environmental attributes of products, in hopes of motivating consumers to make environmentally friendly purchasing decisions. A more modest and targeted programme in the United States to label tuna caught in ways that do not endanger dolphins as ‘dolphin-safe’ survived an attack before the World Trade Organisation (WTO). Economists only hypothesise that free markets work optimally when market actors have perfect information—and they recognise the pervasiveness of incomplete information. Informational strategies can partially remedy this market defect. In general, informing consumers and shareholders about the environmental attributes of products in hopes of motivating market actors to favour more environmentally friendly approaches constitutes another alternative or supplement to traditional regulation.

Economic theory does not support a more radical reform embraced by some free market champions and government officials: the simple abandonment of regulation. Economic theory in general recognises that private transactions do not take into consideration the costs pollution imposes on society—the harms to human health and the environment. It characterises these costs as ‘externalities’, costs not internalised in market transactions. It therefore recognises that some environmental regulation is justified. Still, voluntary programmes can work well where protecting the environment is profitable. So programmes providing information to encourage greater energy efficiency among market actors have enjoyed significant successes. Environmentalists have also embraced voluntary programmes when political factors make government regulation completely ineffective, as for example in efforts to conserve tropical rainforests through sustainable logging practices, which governments have found difficult to mandate and enforce. While the wholesale abandonment of regulation has not been popular with the public and enjoys no support in economic theory, some radical neoliberals and government officials embrace it.

10.4 THE RISE OF MARKET MECHANISMS

During the 1970s, government officials occasionally discussed market-based mechanisms and generally found them impractical. During the 1980s, however, the debate shifted as neoliberalism began its ascent. At the beginning of the decade market mechanisms enjoyed narrow, but somewhat powerful, support. That support primarily came from regulated industries and pro-business government officials in the United States. Many of these supporters regarded government regulation as too burdensome and saw market-based mechanisms as tools to reduce the burden in spite of public support for environmental regulation. Environmental lobbies saw these mechanisms primarily as methods of evading pollution control and tended to oppose them.

By the end of the 1980s, however, the debate had changed dramatically, at least in the United States. Environmental benefit trading by then had picked up the support of a wide variety of experts. The more technocratic environmental lobbies and consultancies, most notably the Environmental Defense Fund in the United States, embraced market mechanisms. Increasingly, the debate became focused not so much on the question of whether market-mechanisms were a plausible idea, but around the issues of how to design them properly and when to use them. Environmental taxation, however, enjoyed little support in the United States, the neoliberal ascent having increased hostility toward taxation generally.

In continental Europe, by contrast, significant support existed for environmental taxation in some countries, in keeping with the recommendations of many experts. Support for environmental benefit trading, however, developed later.

Governments have used ecological taxes, primarily in Europe. While some of these taxes are pure pollution taxes, which are levied on a dollar per ton of pollutant bases, most are more indirect. Examples of rather direct pollution taxes include Korea’s tax on sulfur emissions and Swedish, Norwegian, Danish, and Czech taxes on fuel’s sulfur content, which correlates with sulfur emissions. Indirect taxes, such as high taxes on petrol in Europe can serve environmental goals, as petrol causes many environmental problems. Singapore charges high taxes on automobiles, fees for vehicle entry into the city, and charges for rush hour driving to discourage congestion and the associated vehicular air pollution. London has recently adopted a broadly similar congestion pricing scheme and New York City tried to follow suit but the New York State legislature has so far declined to allow the City to emulate Singapore and London’s environmental leadership. Relatively few countries have implemented sufficiently high pollution taxes to motivate substantial emission reductions. And many ecological taxes contain exemptions for high polluting industries, which greatly weakens their efficacy. Still, some taxes, such as France’s water pollution tax, have proven effective.

Competitiveness concerns accompanying globalisation have impeded the more robust development of pollution taxes. The European Union, for example, considered a carbon tax in the early 1990s as a means of addressing global warming. But concerns about whether a carbon tax could adequately address competitiveness concerns without running foul of World Trade Organisation rules played a role in abandonment of community-wide taxation as the primary means of addressing climate change. Still, several European countries, including Sweden, Denmark, and Germany, have subsequently adopted carbon taxes as part of their strategy to address global climate change.

Environmental benefit trading has become a much more widely used approach, primarily because of the United States’ influence. The United States began experimenting with trading when it adopted project-based trading programmes in the late 1970s. These programmes treated facilities generating air emissions as if they were encased in a bubble, focusing on plant-wide emissions, rather than achieving pollution reduction targets at each smokestack or other pollution source within a facility. The bubble programmes (as they were called) allowed polluters to increase pollution at some units within a facility, if they reduced pollution sufficiently at other units within the same facility.

The bubble programmes produced large cost savings but also a lot of evasion of emission reduction obligations (Driesen, 1998a: notes 120–7; California Air Resources Board, 1990; Liroff, 1980, 1986; Doniger, 1985). They failed (environmentally speaking) largely because they allowed pollution sources that were not subject to caps or strict monitoring of pollution levels to produce and sell emission reduction credits. This approach gave rise to a host of problems. Polluters often claimed credit for reductions that would have occurred anyway, rather than additional reductions. These credits then would justify foregoing otherwise required new emission reductions. Thus, a planned emission reduction would basically be lost. Similarly, facility owners would shut down uneconomic facilities and claim a credit for the emission reduction associated with ceasing operations. This phantom credit would live on, justifying foregoing new emission reduction obligations, even after the facility died. Shutdowns could easily lead to pollution increases at competing facilities, which could ramp up production to meet the demand the closed facility had previously met. Because no cap applied to the industry as a whole, the programmes could not account for these demand shifts, which would in effect mean that, once again, bubbles lost planned emission reductions.

In 1990, however, the United States created a model programme, the acid rain programme (Van Dyke, 1999; Kete, 1992). Because of its excellent design, it garnered the support of many environmental lobbies, including the Natural Resources Defense Council (NRDC), which, in the past, had been a technically sophisticated opponent of trading. This programme capped the pollution levels of the major sources of sulfur dioxide, the principle pollutant responsible for acid rain, at levels representing a significant emission reduction. It also imposed stringent monitoring requirements and generally only allowed well-monitored capped sources to generate credits. This programme produced significant pollution reduction at low cost and with exceptionally high compliance rates.

During the 1990s, international negotiations addressing global climate change became a forum for debate about market-based mechanisms. This debate occurred because the United States, along with several of its closest allies, wanted environmental benefit trading incorporated in the climate change regime. The European Union greeted the idea of global environmental benefit trading with some scepticism, because of concerns about the efficacy of international environmental benefit trading. Developing countries viewed trading as an effort by developed countries to simply evade their responsibility to reduce greenhouse gas emissions, and therefore as inequitable (Gupta, 1997).

In spite of this scepticism, the countries adopting the Kyoto Protocol to the Framework Convention on Climate Change (Kyoto Protocol) eventually agreed to a globalised environmental benefit trading approach (Kyoto, 1997). Under the Kyoto Protocol, countries and their nationals can purchase credits generated abroad to help them meet national emission reduction targets established in the agreement. The European Union, perhaps surprisingly, has made this approach a centrepiece of its effort to comply with Kyoto targets even after the United States declined to ratify the Kyoto Protocol.

The EU adopted a Directive creating the EU Emissions Trading Scheme (ETS). The ETS required national governments, subject to European Commission oversight, to limit the emissions of listed large industries. The ETS calls for two phases, requiring member countries to develop National Allocation Plans (NAPs) setting a cap for phase one and then making the caps stricter in phase two. The first NAPs allocated too many allowances to regulated sources, and therefore led to a failure to realise emission reductions and a collapse in the price of pollution reduction credits generated to sell into the market. As of this writing, the European Commission has disapproved most of the NAPs submitted for phase two, and the Commission and the member states are working on the issue of how much reduction the phase two NAPs should require.

The EU also has adopted a ‘linking directive’, which allows European countries and their nationals to purchase credits realised through emission reduction projects undertaken outside the EU. Thus, the ETS has become a hybrid programme, combining elements of the cap-and-trade approach successfully employed in the United States to address acid rain with crediting from project-based mechanisms that have a lot in common with the failed bubble programmes.

The Kyoto Protocol’s Clean Development Mechanism (CDM) exemplifies the problematic nature of project-based trading. This mechanism allows project developers to earn pollution reduction credits through pollution reducing projects in developing countries, even though these countries are not subject to caps on their emissions. The Kyoto Protocol seeks to avoid the problems of the bubble programmes by requiring that projects provide ‘additional’ emission reductions (Michaelowa, 2005). But the CDM’s Executive Board (the primary oversight body) has approved many projects where only a tiny fraction of project revenue comes from credit purchases. Under such circumstances, it is very likely that these projects would have been undertaken without the availability of pollution reduction credit (Sutter and Parreño, 2007). Once the credit is approved and sold, however, the purchaser will use the credit to justify not making an otherwise required reduction. Thus, an emission reduction is lost and no additional emission reduction is realised to compensate for this loss. Recent research suggests that these project-based trades have produced a significant loss of emission reductions (Lohman, 2008; Wara and Victor, 2008; Wara, 2007). This subject, however, certainly requires additional research. In the past, follow-up studies have been too sporadic, but usually quite damning in the project-based context.

Another problem feared by a number of analysts involves so-called ‘hot air’ credits undermining the achievements of the Kyoto Protocol. Countries formerly part of the Soviet Union, including Russia, assumed caps substantially higher than their current emission under the Kyoto Protocol. These higher caps reflected hard bargaining by Russia and the decline in emissions after 1990 that came about as an artefact of economic collapse in the former Soviet Union. These countries could, in principle, sell credits reflecting the difference between their current emissions and their cap to countries with real emission reduction obligations under the Kyoto Protocol. These countries, in turn, could completely forego any real effort to reduce emissions, achieving virtual compliance through purchase of phantom credits. So far, the possibility of credits becoming more valuable in the future and EU member states’ concerns about their environmental credibility has limited the use of hot air credits. But this sort of problem may yet undermine the Kyoto Protocol’s achievements, as member states approach their compliance deadlines and face hard choices between making real changes and buying their way out of their obligations. The main point is that a well-designed trading programme can succeed, but most trading programmes afford multiple opportunities to evade compliance obligations in complicated ways that can sometimes escape public recognition.

Since the adoption of the EU ETS, the debate on market mechanisms has shifted markedly, especially within continental Europe. The debate focuses heavily on questions of design and institutional architecture, and less on the question of whether trading is workable in an international context.

In the wake of the acid rain programme’s success, many countries adopted environmental trading approaches even apart from the climate change context and it became a dominant regulatory strategy within the United States. The use of tradable fishing quotas as a fishery management tool, for example, became common around the world (Kerr, 2004; Young, 1999; Davidson, 1999; Anderson, 1995; Ginter, 1995). Under this approach, regulators limit the allowable catch, just as they might without a trading programme, in order to conserve a fishery. But they allow those who catch fewer fish than their quota permits to sell the unused portion of the quota to other fishermen, who can use the purchased allowances to justify exceeding their quota. These programmes have generated controversy as they are difficult to monitor and do not effectively address the problem of bycatch (catching too much fish not subject to the quota regime) or ecosystem effects (Tietenberg, 2007).

Regulatory scholars think of market-based mechanisms as examples of privatisation since both environmental taxation and environmental benefit trading provide greater scope for private choice than traditional regulation. Taxes allow private parties to decide whether to reduce environmental impacts at all and trading allows private parties to choose the location of reductions and the technology used. Both taxes and trading, however, depend heavily upon the efficacy of government decision-making, since governments must choose a sufficient tax rate or regulatory cap in order for market mechanisms to be effective.

Both forms of regulation also require effective government enforcement. A tax on each pound of emissions requires measurement of emissions. If the government lacks the capacity adequately to monitor taxed emissions, then polluters can evade their tax obligation by understating their emissions. Trading further complicates enforcement by requiring measurement of emission reductions in two places in order to verify that one party has complied with the terms of a trading programme. When a polluter exceeds its allowance and relies on purchased allowances to make up the difference, it has only complied if the allowances purchased reflect the amount of pollution reduction claimed and the actual emissions at its facility exceed the limit by the proper amount and not more. This means regulators must verify both claimed debits and credits to know whether a facility has complied with a pollution reduction obligation through trading. Broad trading programmes can multiply the number and types of credits requiring verification and therefore strain regulatory capacity, but narrower programmes can be well monitored.

Thus, the acid rain programme succeeded largely because the United States Congress imposed a cap demanding a large reduction in emissions and required state-of-the-art continuous emissions monitoring. By contrast, programmes with less demanding emission limits underlying them, or that allow credits from sources not subject to caps and strict monitoring requirements, often fail. Trading offers private actors choice in the selection of reduction techniques and locations, which makes them attractive to regulated firms and neoliberal governments. But they depend for their efficacy on effective government monitoring and enforcement (Kysar and Meyler, 2008).

Unfortunately no purchaser of an emission reduction credit has any intrinsic reason to care about the quality of the service he is purchasing. If the credit is good enough for the regulator, it satisfies the buyer. Environmental benefit markets differ from more conventional markets in this respect. If you buy a pair of blue jeans, you do care about their quality, whether the government does or not. If they are not well made they will wear out. This intrinsic concern for quality acts as a force encouraging the producers of ordinary consumer goods to make goods of reasonably good quality. Poor quality emission credits, however, offer the cheapest and best compliance option, unless government regulators recognise their poor quality and disallow their use (Driesen, 1998b).

Early trading proponents claimed that trading not only increases regulation’s cost effectiveness, but also sparks more innovation than traditional regulation ever did (Ackerman and Stewart, 1988; Dudek and Palmisano, 1988; Hahn and Stavins, 1991; Jaffe, Newell, and Stavins, 2002). This claim, in its simplest form at least, has fallen into disrepute (Driesen, 2007; Bruneau, 2004; Montero, 2002a, 2002b). Trading reduces incentives to innovate among polluters with high control costs (they can escape by purchasing credits) while increasing incentives for innovation at those with low costs (they can go ‘beyond compliance’ in order to sell credits to the escapees) (Jung, Kutilla, and Boyd, 1996; Malueg, 1989). Therefore, the innovation picture is complex (Annex, 2002).

Trading eliminates any incentive to employ innovations costing more than the relatively low cost generated by the permit market (Driesen, 2003a). This can eliminate incentives for the most technologically advanced innovations, which often prove expensive (Driesen, 2008). On the other hand, the increased flexibility trading provides can provide incentives to employ some types of low cost innovation that would be lacking in a less flexible system.

Careful empirical work on the acid rain trading programme in the United States shows less innovation in the acid rain program than in the traditional regulatory program that preceded it (Taylor, Rubin, and Hounshell, 2005). The scholars reaching this conclusion have disagreed about whether trading may nevertheless have changed the type of innovation. A tension exists between maximising short-term cost effectiveness and maximising long-term technological advancements that depend on initially expensive innovation. Emissions trading maximises short-term cost effectiveness, not necessarily long-term technological advancement (Driesen, 2003a: 57). We clearly need more and better research that seeks to compare emissions trading’s track record in stimulating innovation with that of alternative approaches. Such research must take care to distinguish innovation, the introduction of new technology, from diffusion, the spread of old technology and carefully compare trading and comparable non-trading approaches while accounting for other variables, such as stringency, that can influence innovation rates (Driesen, 2007: 454–6).

Innovation can be important in advancing our capabilities to meet significant environmental challenges over time (Stewart, 1981; Driesen, 2003b). On the other hand, incremental change, which well designed trading programmes encourage in a cost effective way, can sometimes prove useful.

We have some experience with special kinds of incentive mechanisms that may perform better than trading or taxes alone in spurring innovation (Andersen, 1994). One can use negative economic incentives to spur positive economic incentives (Hahn, 1989). An example comes from France’s use of effluent fees to fund waste water treatment, with very good results. Systems that require a deposit on beverage containers and then pay for returned empty containers have spurred a lot of clean-up of litter, not an especially innovative response technologically, but one that suggests the power of combining positive and negative price incentives (Bohm, 1981). California has proposed a system where purchasers of high emission vehicles would pay a fee that would subsidise purchase of low emission vehicles (California Air Resources Board, 2008; Greene and Ward, 1994). Such feebate systems may powerfully influence innovation as they simultaneously punish polluters and reward clean-up. Germany has enacted a law requiring manufacturers to take back and properly dispose of packaging accompanying products. This approach creates a powerful incentive to minimise packaging by forcing an internalisation of disposal costs, which usually have been externalised.

Environmental benefit trading also raises environmental justice issues in many contexts. Even in the United States, which has become almost religious in its devotion to trading approaches, the government has often recognised that trading of carcinogenic pollutants raises serious ethical issues. Under a trading approach, a polluter can leave its neighbours exposed to very high cancer risk if it pays somebody else far away to reduce emissions. This problem materialised in California when regulators allowed petroleum refiners in low income communities of colour to escape pollution control obligations in exchange for payments for reductions in vehicle pollution. This left communities near the plant exposed to cancer risks that would have been significantly reduced in the absence of trading. This led to a lawsuit and a political uproar that derailed one of California’s emissions trading programmes.

Indifference to the location of reductions might be perfectly justifiable with respect to a globally mixed pollutant like carbon dioxide, but can seem unethical when pollutants’ effects on particular communities depend on their location. But trading under the Kyoto Protocol has given rise to some less obvious equitable concerns. For example, a project capturing methane emissions from a landfill slated for closure in South Africa gave rise to fears that this remnant of apartheid would remain open because of revenue from the trading markets. Just as relentless pursuit of short-term cost effectiveness does not necessarily coincide with long-term technological development, so may short-term efficiency, in some cases, conflict with fairness.

10.5 MULTILEVEL TRADING

Instrument choice and implementation of the chosen instrument take place in the context of a proliferation of multilevel governance. At the same time, once governments select market mechanisms, the selection and the ideology underlying the selection, can influence governance structures.

The Kyoto Protocol offers perhaps the best vehicle for exploring the layering of governance levels. For choices about whether to use trading and how to implement it when it is used in this context involve numerous levels of government as well as novel private sector roles. This multiplicity, however, is not unique to the Kyoto Protocol. Rather, the Kyoto Protocol offers an especially intricate example of multilevelled governance.

In the past, many international agreements have limited the pollution coming from the countries involved without specifying the mechanisms for limiting pollution (Driesen, 2000). It would be possible to craft a climate change agreement that established reduction targets for national governments but said nothing about how they should achieve these targets. Such an approach would leave countries quite free to choose between traditional regulation, emissions trading, pollution taxes, and even voluntary approaches, as long as the countries met their internationally agreed upon goals.

The parties to the Kyoto Protocol, however, decided to address the instrument choice issue in the international agreement itself, rather than only on the national level. As a result, the Kyoto Protocol contains no less than three emissions trading programmes, allowing developed countries, and often their regulated firms, to purchase credits from developing countries through the Clean Development Mechanism, from Eastern Europe, and the former Soviet Union through the Joint Implementation Program, and from other developed countries with reduction obligations under the Kyoto Protocol. The big advantage of this global approach, however fragmented, is that it allows for international trading of emission reduction credits. The large market thus created will tend to produce greater cost savings than a smaller market would have (Wiener, 1999). At the same time, the use of international trading greatly increases the complexity of institutional challenges facing governments implementing the trading programmes, which creates risks of lost emission reductions.

The Kyoto Protocol itself, however, does not operationalise any trading programme. It simply creates a framework for these programmes that would only come to life if implemented by nation states. This feature of the Kyoto Protocol is common to substantially all international environmental agreements: they all depend on national implementation because there is no international bureaucracy capable of regulating private conduct directly (Driesen, 2000: 15). Since most environmental harms stem from private production and consumption decisions, countries, or some other sub-global governmental unit must enact regulatory programmes in order to implement international agreements aimed at reducing environmental hazards.

The European Union assumed a leadership role in coordinating Europe’s implementation of the Kyoto Protocol while still leaving many substantial decisions to member states. Thus, the European Union as a whole, not each member state, chose to implement an emissions trading programme. This choice in turn, reflected the global decision embodied in the Kyoto Protocol to favour trading. While the Kyoto Protocol did not require countries to use trading, its support for trading no doubt influenced the EU decision to adopt it.

The EU as a whole made some important trading design decisions but it left the most important decision of all, the amount of reductions to require from facilities in the trading scheme, largely to member states (Martin, 2007). Yet, the ETS does provide for European Commission review of the NAPs and provides criteria under which the European Commission may disapprove of insufficiently ambitious NAPs, which the Commission has exercised. The decision to leave critical decisions about the stringency of caps primarily to member states left those states vulnerable to lobbying based on competitiveness concerns. This vulnerability contributed to weakness in the NAPs, especially with respect to highly competitive energy intensive industries, like aluminium smelting. The European Commission has recognised this problem and is considering having the EU set the cap for a third phase of trading envisioned after 2012.

Because the EU trading scheme links up with the ‘project-based mechanisms’ (the Clean Development Mechanism and Joint Implementation programmes that garner credits from individual projects), the integrity of the scheme depends upon effective oversight of claims of emission reduction credits earned around the world. The Kyoto Protocol has spawned a complex multilevel governance structure seeking to assure these credits’ integrity.

At the international level, the Kyoto Protocol has created subsidiary bodies to exercise oversight and provide expert advice. The most prominent of these bodies is the CDM Executive Board, which approves methodologies for estimating emission reductions from various types of projects. It also must approve projects before project developers can sell credits in the international markets. Since this body cannot itself verify emission reductions on the ground in the developing countries where developers carry out CDM projects, Kyoto’s architecture relies on national governments and private entity enforcement of the Kyoto Protocol as well. The Kyoto Protocol delegates decisions about whether projects contribute to ‘sustainable development’ to host country governments, which may disapprove of projects, but these governments, with the notable exception of China, have rarely exercised serious oversight. Since developing countries often lack the capacity to monitor and verify emission reductions, the Kyoto Protocol privatises that function, allowing ‘designated operational entities’ to verify emission reductions. The CDM Executive Board must approve these entities. In practice though, these entities are usually consultant firms hired by the project developer. This means that conflicts of interest threaten the system’s integrity (Wara and Victor, 2008: 19). Whether ultimately successful or not, international emissions trading under the Kyoto Protocol has spawned a complex architecture, with responsibilities shared among global international bodies (CDM Executive Board), regional international bodies (EU Commission), national governments, and private entities.

Because the United States’ federal government has not implemented the Kyoto Protocol, sub-national governmental bodies in that country initially took the lead in addressing climate change, including the initiation of emissions trading programmes (Kysar and Meyler, 2008: 8–10; Engel, 2005; Rabe, 2004). The first programme, the Regional Greenhouse Gas Initiative (RGGI), consists of an agreement of governors of the northeastern states to require emission reductions from their electric utilities and allow trading to reduce the cost of these reductions.5 This agreement not only offers an example of regional governance, it embodies multilevel governance within the region. The agreement creates a ‘Regional Organisation’ to perform central coordinating tasks, such as auctioning allowances.6 Furthermore, the regional agreement resolves very important issues, such as the amount of reductions required, on the regional level.7 But it leaves many important decisions (e.g. how many of the allowances to auction, how to use revenue realised from the auction) to states within the region. California and other states also are currently moving toward implementing emissions trading schemes.8

Of course, all of this leads to coordination difficulties. The European Commission has been in contact with California and RGGI staff to discuss coordination issues. When the United States federal government enacts an emissions trading scheme, it will face an issue of how to coordinate its effort with the state programmes already underway. The European Union has already faced a similar issue arising from an early emissions trading programme in the United Kingdom, which predated the EU ETS.

Those seeking to coordinate these programmes will face the familiar issues regulators confront in an age of globalisation and multilevel governance, albeit in a slightly different context. Many of those running these programmes have accepted free trade principles at the heart of neoliberalism, and think that a well coordinated global market would be better than a series of national and sub-national markets. Such coordination can maximise the cost savings trading programmes can deliver (Kysar and Meyler, 2008). At the same time, such coordination may spark a race-to-the-bottom, as countries that restrict credit sales into their markets to make sure that they meet strict standards of environmental integrity may come under pressure to avoid interference with the global market in credits (Kysar and Meyler, 2008: 15–16). Already, most jurisdictions generating credits for sale in international markets exercise very little oversight, because of competitiveness concerns. If project developers cannot develop their preferred projects in one country, they can just go elsewhere.

Government bodies will face conflicting pressures. Lovers of free markets will clamour to reduce transaction costs that might impede trades (Driesen and Ghosh, 2005). But supporters of environmental integrity will insist on raising transaction costs to pay for the oversight needed to make sure that only environmentally sound projects generate credits (Driesen and Ghosh, 2005: 92–8). Hence, international environmental benefit trading markets create problems similar to those associated with globalisation more generally.

Multilevel environmental governance and many of its complexities arise whether or not regulators employ market mechanisms. But when they choose market mechanisms that traverse national borders, they greatly complicate the governance challenges they face. And the neoliberalism that supports environmental benefit trading generally also supports the broadest possible trading markets. Environmental benefit trading offers terrific potential for cost reduction but poses significant challenges for regulators which grow exponentially when the mechanism is globalised.

10.6 CONCLUSION

Market-based instruments have become increasingly important as neoliberalism has advanced. While these instruments provide a cost effective way of realising environmental improvements, they depend on government design and enforcement for their efficacy. Increasingly, designers of emissions trading programmes in particular find themselves operating in a complex context of multi-level governance.

NOTES

1. See, e.g., Castles Auto & Truck Service v. Exxon, 16 Fed. Appx. 163 (4th Cir. 2001); Georgia v. Tennessee Copper, 206 U.S. 230 (1907); Fletcher v. Rylands, L.R. 3 H.L. 330 (1868); Alfred’s Case, 77 Eng. Rep. 816 (1611).

2. See e.g., Missouri v. Illinois, 200 U.S. 496 (1906).

3. See Sierra Club v. Costle, 657 F.2d 298 (D.C. Cir. 1981).

4. See, e.g., Adamo Wrecking Co. v. United States, 434 U.S. 275 (1978).

5. See Regional Greenhouse Gas Initiative (RGGI), ‘Memorandum of Understanding’ (2005), available at http://www.rggi.org/; Note, ‘The Compact Clause and the Regional Greenhouse Gas Initiative’, 120 Harv. L. Rev. 1958, 1959–1960 (2007) (describing the political process establishing RGGI). These states are Maryland, Delaware, New Jersey, New York, Connecticut, Massachusetts, Rhode Island, Vermont, New Hampshire, and Maine.

6. Id. § 4.

7. Id. § 2(c).

8. See Market Advisory Committee to the California Air Resources Board, ‘Recommendations for Designing a Greenhouse Gas Cap-and-Trade System for California’ (2007), available at http://www.climatechange,ca.gov/documents/2007-06-29_MAC_FINAL_REPORT.PDF; Western Climate Initiative, http://www.westernclimateinitiative.org; Midwest Greenhouse Gas Accord (Nov. 15, 2007), available at http://www.wisgov.state.wi.us/docview.asp?docid=12497.
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CHAPTER 11
THE EVALUATION OF REGULATORY AGENCIES

JQN STERN

11.1 INTRODUCTION

Evaluation is crucial for public policy as it is how governments and agencies learn. The intellectual foundations for the economic evaluation of projects and programmes were established in the 1960s and 1970s with the rise of applied cost–benefit analysis (classic contributions include, Foster and Beesley, 1963; Layard, 1972; Little and Mirrlees, 1974). Since then, the practice of economic evaluation has developed considerably—as will be seen below.

Economic evaluation covers both ex ante (in US terminology, ‘before the fact’) assessments and ex post (‘after the fact’) and concentrates on the outcomes of various governmental decisions. Other types of evaluation focus on other aspects. For instance, there is a sizeable literature on evaluations of policy and management processes. In addition, students of government and politics have explored how and why evaluation becomes more (or less) important, and its role in the government process. This chapter focuses mostly on economic evaluations in general and ex post evaluations in particular. Other dimensions are important and this chapter will comment about the political and governmental role of economic evaluations, but will devote little space to process evaluations.

One point about terminology—much recent literature on economic evaluation has used the term ‘impact assessment’. This has been used to cover both ex ante assessments and ex ante evaluations. In the UK, ‘impact assessment’ is the term used by the government to denote ex ante appraisals of new regulations whereas in much World Bank and development country literature that term is used to denote ex post evaluations. This chapter focuses primarily on ex post evaluations but will discuss ex ante assessments but in less detail, not least because ex ante assessments are often the starting point for ex post evaluations.

Evaluation practice was developed for public expenditure projects and programmes and has followed a relatively standard format. For ex post evaluations, it usually focuses on the direct and closely related outcomes of the project (e.g. the change in traffic flows from building a new road connection) and compares those with what one might have expected to occur had the project not taken place. This last is known as ‘the counterfactual’. Constructing counterfactuals is difficult and the resulting artefact is often controversial. In addition, as is discussed further below, it is virtually impossible, even if it were desirable, to construct credible counterfactuals for a regulatory agency. How could anyone possibly estimate what outputs and prices would have been for UK telecommunications products had Ofcom and Oftel never existed?

This makes evaluating regulatory agencies an especially difficult task. Even evaluating individual regulatory proposals is more difficult than evaluating specific public expenditure projects. In particular, for ex ante assessments, the analyses are more difficult for regulation, both technically and for political economy reasons.

In general, this chapter focuses on the economic regulation of infrastructure industries such as electricity, telecommunications, and water and, in particular, on the evaluation of outcomes, rather than regulatory procedural processes. Although consumer protection is the core function of both infrastructure regulators and others, such as food and drug regulators, financial regulators, and health and safety regulators, there are also major differences between these various types. Infrastructure regulation has at its heart the issue of regulating monopoly networks which have substantial economies of density, scale, and scope. This means that the substance of regulation is very different between the infrastructure regulators and the specialist consumer/employee protection regulators. The latter are primarily concerned with setting (and enforcing) quality standards and dealing with market failures that arise from serious information asymmetries between consumers and companies.

However, many of the lessons from evaluating infrastructure regulators are readily applicable to the other types of regulators. This in particular applies to setting governance criteria and standards viz. clarity of functions, accountability, transparency, effective monitoring, and effective procedures. Hence, much of the discussion of governance and a good deal of the discussion of how to evaluate regulators in Section 11.4 should also be relevant to all types of regulator. Many of the examples of infrastructure regulation that are cited below come from developing countries on which there has been much focus and where there are a lot of studies on which to draw, but material on the UK and other high income, OECD (Organisation for Economic Co-operation and Development) countries is included, where available and relevant.

The rest of this chapter first discusses evaluation methods in more detail before turning to what can be done with regard to the expost evaluation of regulatory agencies. Section 11.2 discusses evaluation issues and their relevance for evaluating regulatory agencies, including the recent debate around the use of randomised trials. Section 11.3 discusses alternative methods that have been used in recent years to evaluate regulatory agencies including the various types of case study, econometric and other methods of statistical analysis. Section 11.4 considers the proposed structured case study approach in the World Bank Handbook on the evaluation of infrastructure regulatory systems that tries to combine the evaluation of regulatory governance with the evaluation of industry outcomes. This section also covers the application of that and similar methods both in the context of infrastructure regulation and of merger remedies in competition policy. Section 11.5 provides some concluding observations.

11.2 EVALUATION METHODS AND THEIR APPLICATION TO REGULATORY ENTITIES

Standard methods of economic evaluation apply cost–benefit analysis to proposed or realised government interventions.1 Most such evaluation—ex ante or ex post—focuses on partial equilibrium analysis. The main objective of this is to estimate the impact of those directly or closely affected by the intervention. The analysis is ‘partial’ in that it excludes wider impacts on relative prices, feedback effects to and from other economic sectors, or the final long-run net impact on the economy as a whole.

For instance, a partial equilibrium ex post evaluation of a road widening project will estimate the changes in traffic flows, time savings, environmental pollution, etc. arising on the widened road and the neighbouring area. It will then compare (a) the benefits (positive, one hopes) and (b) the costs of the road widening with: (i) what was expected in the proposal for building the road (including forecasts of traffic flows and consequentials both with and without the widening of the road); and (ii) traffic flows and environmental pollution levels, etc. in the years before the road widening took place.

The key point is that the project can be evaluated in this partial equilibrium way because it is a marginal project. It is a marginal project in that it only adds a very small amount of extra national road capacity; and, hence, does not significantly change the relative prices of time, petrol and diesel, lorry freight rates, road construction costs, etc.

Partial equilibrium cost–benefit based evaluations run into difficulties the larger and more widespread is the government intervention in question. For instance, WTO-induced changes in tariff rates for a wide range of internationally traded goods and services are bound to induce significant and wide-ranging change in relative prices—and, indeed, they are intended to do so. Hence, evaluation, ex ante or ex post, of trade reform packages requires general equilibrium analysis. These are ‘general’ in that they specifically include all expected impacts on relative prices, feedback effects to and from other economic sectors, or the final long-run net impact on the economy as a whole.

General equilibrium based evaluations are significantly more technically complex than partial equilibrium approaches. They require relatively sophisticated modelling techniques, and the results depend heavily on the economic and mathematical assumptions underlying the model used. Perhaps most importantly, it is also very difficult to analyse the mechanisms through which the impacts are expected to arise or have arisen. This last point makes general equilibrium based methods particularly unattractive for the evaluation of regulatory agencies and/or regulatory proposals and I will not discuss them further in this Chapter.

11.2.1 The role of economic evaluations for government decision-making

Economic evaluations are virtually always promoted and managed by the most central entities in government. To use the UK as a case to explore this point, the practice and use of evaluation has been the responsibility of the Treasury, and the ‘Green Book’ which sets out the rationale and methodology of evaluation practice has always been a Treasury, publication. This was first issued in 1973 and has gone through various updates with the latest version (the 7th) published in 2003.2 Other countries produce similar guidance documents and they are always written and issued by the ministry of finance or the budget, or similar central public expenditure and/or budgetary coordinating agency.

The driving force for the Green Book since its third (1982) edition has been to establish a common methodology within which to consider public expenditure bids by government departments and to provide a framework within which claimed special factors can be contained. The same applies to similar documents issued in other countries. For departments, it provides a common framework within which each can weigh up and submit expenditure proposals, for e.g. road building relative to railway subsidies or new hospitals relative to public health advisory expenditures. For the Treasury, it enables a much more straightforward and contained way in which to consider public expenditure proposals within and, more importantly, between departments.

All decisions on public expenditure have, of course, a large and important political component—and the political elements will vary in content and importance over time, and between governments. Nevertheless, the ex ante assessment process provides a major way in which the political elements can be identified and controlled for by the central budgetary authorities even if they remain present.

Not surprisingly, the role of project assessment and evaluation tends to develop—and increase—at times when public expenditure growth needs to be reined in (at least in the perception of the key budgetary decision-makers). This pattern has also been apparent with regulatory evaluation (including recent discussions of ‘regulatory budgets’) where the rapid and, to many, controversial growth of regulatory interventions in the UK and the EU (European Union) over the last decade has been a major driving force for the growth of regulatory evaluations.3 This has been greatly fuelled by the ‘burdens’ concern, particularly ‘burdens on business’ that supposedly arise from consumer and citizen protection regulation.

Within the EU, there has been strong pressure for more evaluation of EU programmes and more specifically of EU regulatory initiatives—primarily ex ante assessments but also ex post evaluations. This has, in large part, been led by countries like the UK and other (mainly northern) EU member states who want more focus on outcome assessment and evaluation, and who want to see more economic and commercial justification of EU-wide regulatory proposals, particularly EU harmonising proposals. For other member states, the focus is more typically on the assessment of the legal quality of regulation and its harmonisation. Similar issues and pressures arise in explicitly federal countries like the US, Germany, and Australia.

The political and budgetary pressures are initially always for ex ante assessments. However, once these have been in place for a while, the pressures for ex post evaluations grow. That is partly to see how well the initial assessments performed as guidance and also to learn lessons for the future. One obvious political tension is that the Treasury and similar central entities have even more incentive to try and codify evaluation activities. Conversely, departments and sub-agencies have the incentive to try and establish special treatment for things of particular importance to them within the general framework but without explicitly challenging the reputation or role of the framework as a way of organising an ordered discussion for public expenditure (and regulatory) decisions.

Ex post evaluations and revisions to central guidance provide one forum within which these debates can take place—typically between experts from and consultants to the various interests. This too is apparent in the debates between the EU Commission and Member State governments. It also arises within international organisations such as the OECD and the World Bank.

The World Bank has always taken ex post evaluation very seriously and has an Independent Evaluation Group that conducts regular evaluations of programmes and strategies. This is not least because lenders to the World Bank and the regional multilateral development banks require a high level of accountability for their aid, like all bilateral and multilateral aid donors. A major issue for the World Bank is always how far approaches should or should not vary between international regions and countries. One example of this was the Bank’s 1993 evaluation of the East Asian development model which resulted in a 402 page volume evaluating the differences and outcomes between the ‘East Asian’ and the World Bank development policies and whether or not lessons from the East Asian approach should replace some of the ‘Washington Consensus’ based policy recommendations. This is one of the most high profile ex post evaluation exercises undertaken by the Bank. Since then, there have been hundreds which have covered issues ranging from further high-level evaluations of growth and development strategies to micro-level evaluations of detailed interventions, such as a 2009 study of programmes to improve children’s reading skills in Peru.

Major pressures for evaluations often arise when there is a perceived need for a strategic review of a line of policy, e.g. where a particular approach is seen not to have delivered what was expected or hoped. This applies both at national level and more widely. The boundary between this and an investigation of what went wrong in a disaster—and who should be blamed—can be a fine one but there is a distinction and it is an important one.

In a later section, I discuss the World Bank Handbook for Evaluating Infrastructure Regulatory Systems. This was commissioned because expectations of independent regulatory agencies for electricity and other infrastructure industries in developing countries had not delivered what was hoped or expected. In consequence, the question arose as to whether this was because the policy model was sound but had been badly applied or was inherently flawed.

However, this general issue applies more widely. For instance, the major 2003 World Bank ex post evaluation of its water and sanitation programmes was undoubtedly triggered by a feeling that the World Bank water reform programmes had been disappointing and that a fundamental review was needed. That review led to a major (and continuing) rethink of World Bank policy for water and sewerage, and the role of private investment in developing countries.

11.2.2 Standard cost–benefit based evaluation methods

There are many government issued and other manuals on the evaluation of public expenditure projects. The standard UK example is the Treasury ‘Green Book’, as already noted (HM Treasury, 2003). This latest version of the Treasury Green Book includes guidance on the use of ex ante appraisal methods for proposed new regulations, which are discussed under the description of RIAs (Regulatory Impact Assessments). In 2008, RIAs were relabelled and issued with updated guidance as IAs (Impact Assessments).4

Manuals like the Green Book are intended to be used by all government entities in the process of managing public expenditure and regulation programmes, and projects. The core of the approach recommended in the Green Book (HM Treasury, 2003: 3) is the ROAMEF cycle that is constituted by the following stages: Rationale, Objectives, Appraisal, Monitoring (during the implementation stage), Evaluation, and Feedback (that then feeds into a reconsideration of the rationale).

Under this approach (which is also standard for other OECD countries), any proposal for a new expenditure or regulation project should start by setting out a general Rationale. For a potential regulation to stop selling cigarettes to people under 16, the rationale would be something like the objective of reducing mortality and morbidity in the population from smoking induced illnesses. The Objectives would be framed in terms of some specific numerical targets (e.g. to reduce teenage smoking by some specified percentage). The Appraisal would consider all relevant options both regulatory and non-regulatory (e.g. regulations imposed on retailers, identification materials for under-21 year olds wanting to buy cigarettes, higher cigarette prices, advertising restrictions, etc.). The costs and benefits of these should then be compared with each other and with a ‘do-nothing’, status quo option. If one of the options is chosen for implementation, the resulting process and effects are Monitored and, at some appropriate point, an ex post Evaluation may be carried out on the regulations or on some particular aspects of them. The results of the evaluation are then used as Feedback to help develop regulatory improvements in this and or other regulatory areas.

Several points are worth making on this model as it applies to regulation and its evaluation in the UK.

(1) The methodology is intended to apply to new regulatory agencies as well as new regulations. The Appraisal part of that is extraordinarily difficult and the Evaluation part virtually impossible because: (a) they are emphatically not marginal changes; and (b) because so much else is happening to affect outcomes beside the creation of a new regulatory agency. For instance, creating a new infrastructure regulator is typically part of a large-scale programme that includes unbundling a highly vertically integrated company and commercialising it, e.g. either by privatising it or introducing private capital on a large scale.

(2) Ex ante appraisals of new regulations have been made mandatory in the UK (and now in the EU) both for government departments and for many regulatory agencies. The latter includes all the UK utility regulators and the FSA (Financial Services Authority). The UK National Audit Office (NAO) has published several reports on RIAs. These have highlighted the poor quality of RIAs carried out by government departments. For example, the NAO report, covering RIAs in 2005/6, also pointed out how little ex post evaluation has been done by UK government departments on regulations that have been introduced after an ex ante appraisal.5

(3) RIAs as undertaken by independent infrastructure regulatory agencies (the ‘economic regulators’) have a markedly better but still uneven record. This was reflected in a 2007 NAO report.6 This showed examples of very good practice (e.g. the Ofcom appraisal of restrictions on television advertising for food and drink products to children in 20067) but also several examples of weak practice. The NAO 2007 report was also critical of how much less ex post evaluation had been conducted by the utility regulators than they would have expected, as well as how little was being planned.

(4) Neither the Green Book nor official ‘better regulation’ guidance explicitly discuss ex post evaluations of regulations. The NAO has carried out investigations of specific regulatory interventions by various regulators, including the ones discussed above.8 Many of these are interesting and produce useful and important results but they do not use formal evaluation methods.

The conventional formal approach to ex post regulation as used in the UK, the US, the EU and elsewhere is to compare cost and benefit outcomes with a counterfactual as well as with what would have been expected on past trends. The 2003 Green Book defines a counterfactual as, ‘what would have happened if the activity under consideration had not been implemented’ (HM Treasury, 2003: 47). However, it also suggests that ex post evaluations use more than one counterfactual (i.e. ‘alternative outturns given different states of the world or different management decisions’) (HM Treasury, 2003: 46), and include the use of control groups. This perspective is geared to public expenditure programmes and it is much more difficult to apply to regulatory interventions. That is most obvious on the use of control groups in ex post evaluations which will be discussed in more detail below.

The discussion above has focused primarily on UK practice in regulatory appraisal and evaluation but the EU has adopted a similar approach. However, the EU’s approach is less firmly based on economics and cost–benefit analysis, and as yet, is less well-developed so that it has been even more heavily criticised than the UK methods.

Political economy limitations with the standard evaluation model

All countries and institutions seem to find it much harder to appraise and evaluate regulations than evaluating expenditure projects or programmes. They also find evaluating regulatory agencies particularly difficult. Some of this difficulty seems to arise from the technical difficulties of applying cost–benefit analysis to regulations and, even more, to regulatory entities, but there are also major political economy and pure political issues.

As regards political economy, the cost–benefit approach assumes a benevolent policy maker or planner whose objective is to maximise social welfare—i.e. a disinterested public service technocrat. This assumption may be reasonably appropriate for staff working in a regulatory agency which has readily enforceable legal obligations both to behave fairly and to demonstrate publicly the reasons for its decisions,9 butitis much less likely to be appropriate for government departments. For the latter, it is to be hoped that public service motivated specialists will give objective advice internally before decisions are made but that advice will inevitably be affected, to some degree, by the prevailing political climate and the ambitions of the staff.

For government decision-makers (most obviously ministers), the published ex ante assessments of regulations like RIAs are documents justifying the decisions that have been made. Similarly, ex post evaluations that expose failures are usually highly unwelcome. Hence, there are major disincentives on departments/ministries to publish objective assessments and evaluations, particularly ones by their staff. This seems to be a major reason why policy observers and academics, journalists and others are so uniformly critical: (a) of the quality and apparent lack of impact of the ex ante regulatory appraisals emerging from government departments/ ministries (and the EU); (b) of the absence of thorough-going ex post evaluations by them (Hahn, 2008); and (c) of the limited relationship between the quality of evaluation exercises and the quality of regulation per se.

The bleak picture above is, however, partially offset by the activities of policy audit agencies like the NAO and US Government Accountability Office which, typically, are agencies of—and report to—the legislature rather than the executive. In addition, the need of government departments/ministries to learn, means that they frequently commission external academic or other consultants to evaluate their programmes.10 The resulting reports may or may not be published—and, if they are published, it is (not surprisingly) usually with a press management/public relations gloss giving the department’s desired interpretation of the results. However, as yet, at least in the UK, this use of external ex post evaluation is much more developed for public expenditure projects and programmes rather than for regulatory interventions.

For genuinely independent regulators (i.e. regulatory agencies not funded from general budget revenues and with security of tenure of regulatory decision-making staff), the same disincentives exist but they are offset by legal obligations on disclosure and justification. Regulatory agencies can be taken to court and their decisions formally appealed against if they act in ways that cannot be justified. The same does not apply to government ministries/departments (at least in Europe). Being taken to court in this way can be very embarrassing and lost cases can rapidly destroy the reputation—and hence the credibility and viability—of the regulatory agency.

In consequence, the incentives for making and publishing technically sound and objective appraisals is much higher for genuinely independent regulators lodged in a well-functioning legal framework. Of course, this does not apply to circumstances or countries where regulatory entities are not genuinely independent in the way described above. They may not be independent either because the legal basis on which they operate does not give them de jure independence or the legal and political framework in which they operate means that, in practice, they are not de facto independent (see Levy and Spiller, 1996; Stern, 1997; Stern and Holder, 1999; Brown, Stern, and Tenenbaum, 2006). This is one of the main reasons why evaluation of regulatory governance is a fundamental aspect of the regulatory evaluation of outcomes, as I will discuss more fully below.

11.2.3 Evaluation approaches: counterfactuals, control groups, and comparators

This section considers the relative pros and cons of classic ex post evaluation with counterfactuals, relative to the use of evaluations using control groups and experimentally designed evaluations.

Ex post evaluation with counterfactuals

Constructing credible counterfactuals is difficult and controversial. For example, one of the best known ex post evaluations of infrastructure industry reform and regulation is the social cost–benefit analysis of the privatisation of the England & Wales CEGB (Central Electricity Generating Board) by Newbery and Pollitt (1997). This study was the subject of a later re-examination by Horton and Littlechild (Horton and Littlechild, 2002). Newbery and Pollitt had estimated the net benefits at around £4-10 billion (maybe £13 billion) but with net costs to consumers from the first few years of privatisation. Conversely, Horton and Littlechild (provisionally) concluded that the net benefits were around twice as large as the Newbery–Pollitt estimates (around £20–25 billion) and with substantial net benefits to consumers right from the immediate post-privatisation period.

The differences in the estimated benefits and costs are large but not atypical for such analyses. The Horton–Littlechild re-analysis shows clearly how sensitive the results of counterfactual based analyses can be to changes in the choice of assumptions. They demonstrate clearly that such evaluations are at least as much of an art than a science—a scientifically informed art; but an art, nevertheless. In this case, as in many others, the readers are left to conclude which estimates they incline to on the basis of judgements concerning the alternative sets of assumptions. However, evaluations of economic regulation are not always so difficult.

Control groups and experimental design of evaluations

To reduce the degree of judgement required, the use of control groups has frequently been recommended to make evaluation more of a science than an art. The ‘gold standard’ in this area is the use of trials with random assignment of participants between treated and control groups. In socio-economic policy, there was a strong move in this direction in the 1980s in the labour economics and social security areas, including various US negative income tax and training programme experiments. Underlying this push was the inspiration drawn from pharmaceutical testing where new medicines are tested with one group of people being given an active medicine and the control group being given a placebo. For such medical trials, it is usual to involve ‘double-blind’ procedures under which neither the administering doctor/researcher knows whether the patient has been given the active medicine or the placebo. That is not possible for economic intervention, e.g. for a training programme for the long-term unemployed. That in itself raises problems and has generated major debates for various evaluations as to whether or not the random assignment was genuinely random. For instance, there have been suggestions that, at least in some programmes, those administering the programmes have, on occasion, shifted a control group person to the programme group because they decided the person was particularly deserving or likely to benefit. Similarly, participating institutions involved in providing the training or similar programmes volunteered and were not randomly chosen (Heckman, 1992).

In development economics, there has been a huge surge of interest in recent years on the use of random assignment evaluation models for development programmes and strong claims that they result in ex post evaluations that are inherently superior to those based on standard counterfactual analysis. The leaders of this school of thought are Anhijit Banerjee and Esther Duflo (see Banerjee and Duflo, 2008). Although their papers are high quality technical pieces of work, the results are highly specific and just do not generalise. Experiments are experiments and the results of them are subject to positive biases, not least because all concerned (researchers, demonstrators, and participants) know that they are in a demonstration project. Indeed, the results of the modelling typically raise as many questions as answers in terms of interpretation and applicability—and largely the same questions as in the previous generation’s work on experimental approaches to labour and training policy. Not least, the random assignment evaluation model is not well-geared to explaining how and why results occur (Deaton, 2009).

The random control model evaluation approach may have some merits for evaluating programmes to improve developing country programmes, e.g. to raise low income country schooling rates or anti-malarial bed-net programmes, although even there the implications for policy are primarily very local. However, in its pure form it is totally useless for evaluating new regulations, let alone new regulatory institutions. Hence, the purist version of the control group revival would just rule out conventional ex post cost–benefit analysis of regulation or regulatory institutions. This is plain silly and, fortunately, is not what happens in real world policy debates.

In contrast with the random control approach, Ravallion (2008) discusses how ‘evaluative research’ has been successfully used in practice for development policy design. He discusses some of the problems with applying the results of experiments, e.g. scaling-up issues. He also discusses at some length the productive experiences from evaluations based on comparisons of scheme outcomes in different Provinces for the design of Chinese economic reform (including regulatory reform). He describes the Chinese approach as ‘seeking truth from facts … [with] a high weight put on demonstrable success in actual policy experiments on the ground’ (Ravallion, 2008: 2). Rodrik describes this as, ‘seeing whether something worked’ (2008: 26). It compares results from local (non-randomised) experiments taking as counterfactuals: (a) changes in outcomes in experimental areas pre and post the experiment; and (b) comparison with outcomes in areas without experiments.

Like development economics, the certainties of 15 years ago regarding infrastructure industry reform and regulation have come under increasing question—particularly for developing countries and countries with weak institutional frameworks. We know that regulatory agencies and methods do not readily transfer from the US or Europe to Africa, or Asia. Commercialisation still seems superior to the alternatives, but quite how that is achieved and what regulatory support is necessary and by what type of institution is much debated. There are clearly no blueprints.

As a result, Rodrik argues for an ‘open-minded, open-ended, pragmatic, experimental approach’ to evaluation and policy making in development economics. This contrasts with the prescriptive approach ascribed to the Washington Consensus of the 1980s and 1990s—ascribed fairly for its institutional recommendations, if somewhat unfairly on other recommendations. Rodrik has long been a critic of the Washington Consensus arguing that while there may be considerable consensus on economic ends, the institutional and policy decisions means vary considerably between countries. Hence, the emphasis must be on locally based diagnostics, including evaluation. Rodrik (2008) cites approvingly the Ravallion (2008) paper on evaluation (noted above) and the Chinese experimental approach based on learning from local/Provincial experiments, and the practical lessons from their practical (non-randomised) evaluation approach.

This approach to evaluation is echoed in comparisons of infrastructure and other regulation across US states. There have been many case studies and some formal econometric studies (e.g. Besley, 2002) that consider US infrastructure state regulators and differences in decision-making depending on whether regulators are elected rather than appointed. This provides a form of evaluation which is clearly in the same comparative perspective as the control group approach but much less formally constrained and, hence, much more useful for general lessons. This type of approach is also spreading within the European Union with increasing benchmarking and evaluation of regulatory and other institutional operations by the EU Commission and academic researchers.

Such a more open-minded approach has also spread to infrastructure regulation per se, particularly for developing countries and especially for developing countries with weaker legal and regulatory institutions. Hence, the longest chapter in the 2006 World Bank Handbook for Evaluating Infrastructure Regulatory Systems (Brown, Stern, and Tenenbaum, 2006) was on intermediate and transitional regulatory systems, i.e. which one might work best in countries like Ghana or Senegal, Sri Lanka or Thailand. The emphasis there was on identifying ‘good fits’ rather than trying to impose best OECD practice. ‘Good fits’ were identified as regulatory arrangements that: (i) met immediate needs; (ii) were operational given the concerns and limitations within the country and sector; (iii) and were capable and incentives for progressive enhancement and improvement.

Under this heading, Brown, Stern, and Tenenbaum advocated specific additional criteria for evaluation of these intermediate and transitional regulatory frameworks besides those appropriate e.g. in OECD countries. These demand that the current situation is established and that consideration be given to:

1) Whether and how far the observed regulatory system has moved to improve its regulatory practices relative to previous arrangements (using meta-principles, plus principles, and standards);

2) The contribution of the regulatory arrangements and decisions to the quality of targeted industry outcomes achieved;

3) How the regulatory arrangements and industry outcomes compare with those in similar countries;

4) The internal incentives and pressures that are likely to improve regulatory processes and industry outcomes, or likely to impede or retard progress, or threaten the viability of current regulatory arrangements, or both (see Brown, Stern, and Tenenbaum, 2006: 92).

This approach to evaluation is of the same family as those advocated by Rodrik and Ravallion and again arises to a considerable extent from the hard lessons learned over the last 15–20 years about what regulatory frameworks are and are not effective, in what contexts and why. How these criteria can be employed in actual evaluations will be demonstrated in Section 11.4 below.

11.3 CASE STUDY AND ECONOMETRIC APPROACHES TO REGULATORY EVALUATION

This section considers two approaches towards regulatory evaluation, namely case studies and econometric-based approaches. Excluded from this discussion are attempts at benchmarking regulators as another method of appraisal frequently used to compare regulators in general and infrastructure regulators in particular. However, it typically involves comparisons of regulatory governance and/or resource inputs rather than comparisons of performance on outputs or outcomes. For that reason, they are not discussed in this context.

11.3.1 Case study evaluations of regulators

Case studies primarily provide potential hypotheses, the generality of which needs to be tested in some other way. This is certainly the case for one-off evaluation case studies. Hence, evaluations by case study are complementary to more formal econometric and similar evaluations but are not a substitute for them. Case studies are probably most helpful to provide a context within which policy can be discussed and least helpful in establishing causation, particularly causation across countries.

Space prohibits a comprehensive survey of the numerous case studies that encompass regulatory agencies and individual regulations. For outcome evaluation purposes, the most useful case studies are those which are set up to provide directly comparative studies of similar regulatory initiatives in different places. In particular, there are major benefits of using a common regulatory framework and a common questionnaire (or interview and data collection framework).

A good example of a set of comparative case studies of the type recommended is the study of five Latin American and African capital city water supply and sanitation reforms coordinated and edited by Mary Shirley (Shirley, 2002). Also for water and sewerage, Ehrhardt et al. (2007) draw on a similar set of case studies in five other places. These are evaluations of industry and institutional performance written with the explicit goal of providing evidence as to what is useful, where, and why—and what is damaging, where, and why. Hence they take an ex post evaluation perspective even if they are not formal evaluations with explicit counterfactuals. As such, they are clearly moving in the direction of the approach recommended by Brown Stern, and Tenenbaum (2006) and away from the classic one-off detailed case study.11 In contrast, the seminal Levy and Spiller (1996) book of comparisons of telecom regulation in Argentina, Chile, Jamaica, the Philippines, and the UK is well-known as a set of comparative studies but they are more a linked set of economic histories than a set of evaluations. For case studies to provide evaluation or regulatory agencies, and regulation that can be usefully generalised, it is necessary either to adopt and take forward the comparative approach as used in the Mary Shirley book and/or to bring in more aspects of the classic counterfactual evaluation.

11.3.2 Econometric evaluations of regulatory impacts

There is now over ten years of experience with using econometric models to establish the impact of infrastructure regulation on, first, telecommunications and second, electricity industry outcomes. Various statistical techniques are utilised (primarily econometric techniques based on variants of multiple regression analysis) to examine whether various formal and informal characteristics of the regulatory system have produced positive or negative effects on the economic performance of the sector.

The data for these studies usually come from published information and questionnaires sent to the regulators in different countries. Typically, the studies try to determine whether certain regulatory characteristics or combinations of characteristics (such as institutional independence, existence of a regulatory statute, or type of tariff-setting system) have had positive or negative effects on different dimensions of sector performance (such as, levels of investment and capacity utilisation). The studies attempt to use real world data to test general propositions on the potential economic effects of regulation. However, they are neither designed to evaluate specific regulatory decisions nor to provide detailed recommendations on specific reforms. This does not, however, imply that the studies are irrelevant to the real world of regulation. Presumably, policy makers will benefit from knowing whether different dimensions of regulatory governance (for example, an independent regulator) and substance (for example, cost of service versus price cap regulation) are associated with increases in infrastructure industry investment, productivity, and performance.

Quantitative answers to these fundamental questions can only be found from econometric studies of this type, whatever qualifications may be attached to specific studies. With the growing availability of ‘panel data’ (comparable data for a good number of countries for a number of years), the quality of the econometric studies has greatly improved and their results have become more comparable and more consistent. In general, the more recent studies increasingly confirm the view that good regulation (as defined by the good governance characteristics) improves investment and productivity performance in developing countries both in telecoms and in electricity.

These cross-country statistical studies are not designed to provide an in-depth review of the performance of a single country’s regulatory system (or some specific elements of the system). In addition, they provide corroborative evidence where causation may be strongly indicated but cannot be conclusively demonstrated. Hence, cross-country econometric studies and single-country evaluations complement each other, but they are quite different in both objectives and methods, and the ‘evaluation’ provided by the econometric studies is much more general.

This literature focuses primarily on the impact of the existence and governance quality of regulation—along with the changes in market liberalisation and privatisation—on investment and efficiency levels in developing country telecom and electricity industries. The main reasons for the focus on developing countries are: firstly, infrastructure development is a major issue in development policy; and secondly, there is the issue that improvements in regulation are intended to increase the supply of capacity. For developing countries, there is no question that supply is seriously inadequate to meet the demand for electricity, telecommunications, water, and sewerage whereas, in developed countries privatisation and regulation were sometimes introduced to help reduce incentives for excess capacity and investment (viz. UK electricity). It is extremely difficult to use econometric studies to establish supply impacts if the data sample used combines a number of countries with excess capacity supply together with a number of countries with inadequate capacity to meet demand.12 In consequence, the following sticks primarily to approaches to evaluating the impact of regulation on infrastructure investment and efficiency in developing countries.

Currently, the standard best practice econometric procedure is to take a panel data set (e.g. around 20 countries with 10–20 years of data for each) and to estimate an econometric model for physical investment (and separately for efficiency) in telecoms or electricity that allows for both observable and unobservable country-specific effects.13 The models also include terms for regulatory quality, industry liberalisation, and competition, as well as country governance characteristics, and other relevant control variables (e.g. income growth, urbanisation rates, relative prices, etc.). Variants of this model have been estimated for telecommunications (fixed and mobile), and for electricity (generation and distribution).

The power of this method arises from the fact that countries in the sample established infrastructure regulatory agencies at different dates. The same applies to liberalisation and privatisation (where relevant). Also, there are a few countries which have not established a telecommunications or electricity/energy regulator by the end of the observation period. Combining these factors provides considerable power to the panel data economic techniques which means that comparisons can effectively be made across countries over time periods, as well as within countries over lengthy periods.

Initially, research focused primarily on the impact of ‘independent regulatory agencies’ on investment and efficiency outcomes. This has been increasingly replaced by a broader interest in the impact of regulatory governance, as measured by a number of indicators. However, as the number of indicators increased, the less clear became the conclusion as to which factors were the most crucial for achieving desirable outcomes. Subsequently, there has been a move towards grouping indicators (see Gutiérrez, 2003 who shows a significant relationship between regulatory governance and investment, and efficiency growth in Latin America and the Caribbean). Montoya and Trillas (2009) provide evidence on de facto practical aspects of the quality of telecom regulatory governance (viz. the security of tenure of regulatory commissioners). In their model, better performance on de facto governance significantly improves the association between regulatory quality and fixed line telecom penetration rates relative to the model that just relies on the quality of governance in the relevant law. The results on the tenure of regulatory commissioners (or similar), is very consistent both with case study work on regulatory governance and with research on the effectiveness of independent central banks. It is particularly important as to whether regulatory commissioners remain in post following a change of government.

Similar results have been established for electricity. Cubbin and Stern (2006) showed positive effects of regulation—in particular once an agency had been established for three to five years—on investment in generation in the case of 28 developing countries (also Andres, Azumendi, and Guasch, 2008). In the developed world too, there has been major growth in work using econometric methods to appraise the effectiveness of specific pieces of telecom or electricity regulation. This is particularly the case in the US where there exists comparative data by individual state and federal regulators and this is growing in the EU. Many of these studies are interesting but, frequently, they are investigations (varying from the relatively academic to the more quasi-advocacy) of proposals for some or other regulatory reform. Hence, they are at some remove from ex post evaluation and are not discussed further here.

Econometric analyses face a number of problems, however. Most of all, regulatory agencies neither operate in a vacuum nor are they introduced randomly. Governments with broad ‘good’ quality of governance are more likely to establish credible regulatory governance, although some institutions are clearly established to merely please the loan conditions of international organisations. This problem is what econometricians call an ‘endogeneity’ problem. In other words, the modelling has to take seriously the issue that the existence of an infrastructure regulatory agency—and its governance quality—are systematically related to country governance and other factors in the model to be estimated. This issue has been much explored, e.g. by Gutiérrez (2003) as well as Maiorano and Stern for telecommunications and by Cubbin and Stern for electricity generation.14

11.4 THE WORLD BANK HANDBOOK ON EVALUATING INFRASTRUCTURE REGULATION

In 2006, the World Bank published the Handbook for Evaluating Infrastructure Regulatory Systems. The Handbook (of which I was a co-author) was originally planned as a relatively short monograph on the evaluation of—and set of guidelines for—regulatory governance and regulatory outcomes for electricity. It emerged as a full-blown book not least because, for very good reason, it decided to pursue in detail the issues around the design and evaluation of ‘transitional and intermediate’ infrastructure regulators, i.e. infrastructure regulatory arrangements for countries unable (because of human resource or other constraints) and/or unwilling to establish ‘independent’ regulatory agencies of the type familiar in the UK, US, EU, and other richer OECD countries. The chapter on this subject was much the longest in the Handbook.

Discussing this Handbook in some detail addresses many issues that are at the heart of this chapter. It represents current best practice in non-econometric, case study-type methods of evaluating infrastructure industry regulatory agencies and decisions. Indeed, a very similar approach has been suggested for evaluating the performance of competition agencies regarding merger decisions and other types of regulation. Furthermore the Handbook also provides insights into dominant assumptions that characterise current thinking, namely (i) that a commercialised environment in which private investment dominates is preferable, and (ii) that traditional vertically integrated monopolies are vulnerable to corruption and (iii) that institutions and their design are important in facilitating investment and therefore economic development.

The reason why the World Bank should be at the forefront of developing evaluation methods is that they are accountable to such a wide range of bodies. The list includes both donor/lending countries and borrowing countries, as well as a wide range of development professionals, including both the Bank’s own staff, and non-governmental organisations (NGOs) and their staff. Hence, there is rather more pressure on the World Bank and similar agencies to demonstrate that their policies and grant/lending decisions are well-founded. Indeed, there is almost certainly rather more pressure on multilateral aid and development agencies than there is on national governments whose existence and funding does not depend on the goodwill and actions of other countries and their governments.

11.4.1 The context and purpose of the Handbook and regulatory evaluations

By 2004, the World Bank and its infrastructure specialists were well aware of the plethora of material on regulatory governance principles and on regulatory benchmarking. But, it was also clear that there was very little information on whether and how far the rapid growth in the number of infrastructure regulators over the previous decade had or had not significantly improved infrastructure industry outcomes, let alone how, and how it could be improved. Member states were interested in devising a system that would allow for regular ‘check ups’. Furthermore, this Handbook also emerged in a context of disappointment. Most of all, while in telecommunications the experience with regulatory institutions had been positive, no such clear pattern had been discernible in the case of electricity. Indeed, the agency model had proven difficult to embed in particular political systems and had witnessed considerable resistance. This represented a near pendulum-swing from the early 1990s regarding the effects of establishing supposedly independent regulatory agencies and a lack of consideration as to the limits of regulatory activities in transition and developing countries. For example, this author remembers distinctly how World Bank staff discounted the political problems of raising household electricity prices by a third once they had been imposed by a regulator. In short, the call for a Handbook reflected a growing realism as to the possibilities of regulation.

The Handbook gives guidance on how the possible elements of transitional regulatory systems should be evaluated. The important point is that they need to be evaluated in terms of both how well they deal with current circumstances in the relevant country and sector and whether they provide a route and incentives for moving toward significant and sustainable improvements in regulatory practices and sector outcomes. The ultimate goal is a best-practice regulatory system—‘a regulatory system that transparently provides investors with credible commitment and consumers with genuine protections’ (Brown, Stern, and Tenenbaum, 2006: 9).

The ‘best practice’ benchmark for evaluating regulatory agencies was defined as the ‘independent regulator’ model and the Handbook had a core chapter plus a long appendix setting out in detail best practice regulatory governance standards as they would apply to that model. However, the Handbook was also careful to define the benchmark independent regulator model as including a wide range of variants on this, including mixed contract and regulator approaches and others (Brown, Stern, and Tenenbaum, 2006: 51–4). In addition, best-practice regulatory options were clearly recognised for many developing countries as at best a very long-term objective.

Evaluation was designated a central role in helping to develop and improve infrastructure regulatory practice in the medium term in countries where the independent regulatory model was infeasible or inappropriate for many years to come. This would apply in particular to countries like China and Vietnam where there is no tradition of the separation of powers but where there was a considerable degree of willingness to operate infrastructure industries on a commercialised basis within a generally market-oriented framework.

The Handbook provides an analysis and evaluation framework for countries where regulatory and other institutions were weak (or where the ‘independent’ regulator model, was unacceptable for political and/or legal reasons). However, it is much less clear that it is useful or relevant in countries where commercialisation of infrastructure industries is unacceptable (e.g. Venezuela under the Chavez government). As discussed in the introduction to this section, the Handbook model assumes the commercialisation of infrastructure industries (and the enforcement of contracts and law) as necessary prerequisites for the effective development of any effective regulatory entity.

Hence, the Handbook approach is arguably of little use at least as a learning tool in countries and industries where commercialisation is doubtfully accepted or highly constrained like the Indian electricity industry or for most developing country water industries. It may still be relevant as a diagnostic tool but such diagnoses will inevitably feature on the problems with and impediments to commercialisation, whether from government policy, regulatory or from deep-seated political ideological forces.

11.4.2 The Handbook approach to evaluating infrastructure regulatory entities

The most important developments that the World Bank Handbook has made to the evaluation of regulation and regulatory agencies are:

(i) It links the evaluation of regulatory governance and the outcomes of regulated industries;

(ii) It provides workable evaluation strategies within the partial equilibrium economic evaluation framework that allow for the impact of other factors as well as regulatory interventions and, also, suggests a method of analysis for decisions on a marginal basis, following standard cost–benefit principles, as outlined in Section 11.2;

(iii) It suggests ways of evaluating intermediate and transitional regulatory agencies in terms of their previous and potential development, as well as their outcomes to date.

Note that the above is written in terms of regulatory agencies per se. The Handbook, of course, deals with just the economic regulation of infrastructure industries; indeed, it focuses almost exclusively on electricity. However, the evaluation methodology can be readily modified to cover other infrastructure industries (and has already been so adapted, as will be shown in Section 11.5). Further, there seems no reason why the methodology cannot be applied to the ex post evaluation of any other type of regulator.

The key to the Handbook methodology is the belief that higher quality regulatory governance is strongly expected to improve the quality of regulatory decision-making and hence, other things equal, the outcomes of regulated industries. To quote the Handbook again, ‘… the recommended approach is to look at specific elements of the regulatory system that relate both to regulatory governance and substance, and to assess whether they help or hinder sector performance, (Brown, Stern, and Tenenbaum, 2006: 43).

It is not immediately obvious how this relates to the classic ex post evaluation with counterfactual. However, it clearly does so even if somewhat indirectly. Firstly, the Handbook clearly (and strongly) recommends the collection of quantitative data where relevant, particularly for in-depth evaluations; and, secondly, a footnote on counterfactuals (Brown, Stern, and Tenenbaum, 2006: 53, footnote 17) states:

Given the more limited objectives of identifying, in qualitative terms, positive and negative contributions, construction of an explicit general counterfactual is not proposed. However, the evaluators, in developing any recommendations for regulatory reform, will implicitly be assessing what might otherwise have happened if the regulator had taken a different view or made a different decision. This is a much less formal and more limited notion of a counterfactual than the one used in the academic studies to assess overall reform programs. (emphasis added)

As will be shown in Section 11.5 below, applying this methodology in practice typically involves:

(a) Comparing pre- and post key decision outcomes; and

(b) Where possible, comparing outcomes with those in a relevant comparator country where a different regulatory choice was made.

However, both pre- and post-outcome comparisons, as well as comparator situation comparisons are often used to construct counterfactuals, e.g. in the road expenditure project evaluations discussed in Section 11.2. Hence, in practice, the recommended methodology is relatively close to that for many other evaluations even if less ambitious than either ‘overall reform programme’ social cost–benefit based counterfactuals or formal control group random assignment comparators.

The logic of the recommended approach is as follows:

(i) Establish the quality of governance of the regulatory entity as well as its staff resources, competence, etc.;

(ii) Establish how the regulator entity operates relative to regulated companies, Ministries, the legislature and legislative committees, consumer representatives, etc.;

(iii) Identify key regulatory issues and decisions;

(iv) Identify key outcome indicators for the regulated industry (growth in number of connections, cost, and efficiency trends, investment performance, service interruptions, prices, and profitability);

(v) Estimate the role of the regulator in helping or hindering the achievement of the outcomes in the light of other factors, as well as how and why this was so; and

(vi) Derive lessons as to how performance can be improved in the future.

11.4.3 The Handbook methodology and evaluation tools

The recommended approach’s main steps are, firstly, to establish governance characteristics and resources; secondly, to carry out an ‘analytic description’ of operations and outcomes; and finally, to relate regulatory activities and decisions to outcomes.

Evaluation of regulatory governance

On governance, the recommended method of analysis was relatively standard but it is much better developed and spelled out than previously. In particular, a hierarchy was presented of three ‘Meta-Principles’, ten ‘Principles’, and fifteen ‘Critical Standards’ (which were broken down into over 100 separate items).

Of these, only the Meta-Principles were deemed to be applicable to all regulatory entities. The Principles and Critical Standards are intended only for regulatory entities that go some way towards being designed and operated as ‘independent’ regulatory agencies. The Meta-Principles are intended to be non-controversial and applicable worldwide but it would be absurd to pretend that they are value-neutral. In particular, they assume some degree of both commercialisation and of effective legal support for commercial operation.

The three Meta-Principles were specifically intended to apply to all infrastructure regulatory entities in all countries:

Without prejudging the institutional forms that these other regulatory governance systems may take, it is clear that a regulatory system can be effective only if it satisfies three basic meta- or higher-order principles:

• Meta-Principle 1: Credibility—Investors must have confidence that the regulatory system will honor its commitments.

• Meta-Principle 2: Legitimacy—Consumers must be convinced that the regulatory system will protect them from the exercise of monopoly power, whether through high prices, poor service, or both.

• Meta-Principle 3: Transparency—The regulatory system must operate transparently so that investors and consumers ‘know the terms of the deal’ [or ‘rules of the game’]

(Brown, Stern, and Tenenbaum, 2006: 55).

The ten Key Principles are similar to other specifications of regulatory principles for regulatory entities (e.g. Smith, 1997; Stern and Holder, 1999). They are:

1) Independence

2) Accountability

3) Transparency and Public Participation

4) Predictability

5) Clarity of Roles

6) Completeness and Clarity in Rules

7) Proportionality in Application

8) Requisite Powers

9) Appropriate Institutional Characteristics

10) Integrity of Conduct

The Critical Standards are a new departure and are designed to specify the appropriate mechanisms by which the principles can be achieved in practice by regulatory agencies which have some degree of regulatory ‘independence’. They are:

(i) Legal Framework

(ii) Legal Powers

(iii) Property and Contract Rights

(iv) Clarity of Roles in Regulation and Policy

(v) Clarity and Comprehension of Regulatory Decisions

(vi) Predictability and Flexibility

(vii) Consumer Rights

(viii) Proportionality

(ix) Financing of Regulatory Agencies

(x) Regulatory Independence

(xi) Regulatory Accountability

(xii) Regulatory Processes and Transparency

(xiii) Public Participation

(xiv) Appellate Review of Regulatory Decisions

(xv) Ethics

This somewhat summary list presents specific items under each heading in a 59 page appendix. The latter provides the basis for as full an evaluation of regulatory governance performance as desired—and a much more operational basis than before.

One final point on the evaluation of regulatory governance is that very considerable emphasis is placed throughout the Handbook on evaluating what happens in practice and not just what is specified in the regulatory law or other legal documents. Incorporating regulatory practice has been a major development in the literature on regulatory governance and its impact in recent years, e.g. as in Montoya and Trillas (2009) who find that adding information on whether regulatory commissioners serve out their terms of office is important as well as legal quality for explaining telecom penetration rates in Latin America and the Caribbean.

Levels of evaluation

The Handbook proposed three levels of evaluation: ‘Short, Basic’; ‘Mid-Level’ (the main focus of the Handbook); and ‘In-Depth’. The first is intended as a diagnostic check on the basic characteristics of the sector via a structured questionnaire. This has good coverage on regulatory governance issues and industry structure, but relatively little on outcomes—primarily a few open-ended questions on successes and setbacks. The Handbook provides a suggested questionnaire (in Appendix C).

The mid-level evaluation is intended to probe rather harder on regulatory governance issues (legislative and in practice) but is the first level at which evaluation of outcomes can seriously be achieved. There are again appendices with questionnaires and interview guidelines.

The in-depth evaluation is essentially the mid-level evaluation but with much more probing and a wider remit. The basic evaluation is conceptually different from them, but was intended not least to help provide comparable data for many countries.

The extent of the outcome-related work (regulatory substance evaluation) increases with increased depth in evaluation analysis. In practice, it is difficult to draw a line between the mid-level and in-depth evaluations other than by time and budget. The evaluation of the Jamaican OUR (Office of Utility Regulation) discussed in Section 11.4.4 was an example of a mid-level evaluation which effectively became an in-depth evaluation, primarily because of the logic of the enquiry and the requirements of the Jamaican authorities.

Evaluations of regulatory substance—regulatory decisions and sector outcomes

Regulatory agencies achieve their objectives by making decisions and these decisions are taken within the context of government policy. These may be stated or unstated, mutually consistent or not. Governments typically have a range of policy objectives for infrastructure industries. In the UK and other EU countries, we find targets for energy industry emissions, fuel diversity in generation, and renewable energy use, broadband penetration, railway use within total transport, etc. In developing countries, we find targets for rural electrification, piped water, and sewerage availability, etc. In many countries, we find targets for quality (e.g. supply interruptions), investment, prices, affordability, and subsidies (including cross-subsidies).

Where government targets are explicitly stated and published, regulators should try to achieve them—provided that they are not in conflict with other legal obligations that they may have towards consumers and investors. But, governments often have multiple objectives and they may conflict with one another. In those circumstances, a major function of the regulator is to identify potential conflicts and to discuss with governments how they might be resolved.

The most common problems are where governments have policy targets which require substantial industry investment but the government is unwilling to allow prices to be raised to cover the expenditure. In some cases, this may be resolved by specific subsidies (e.g. railway subsidies and rural electrification subsidies). However, the most difficult problem is where governments have implicit, unpublished, or vague policy objectives.

Contrary to some suggestions, the regulator’s task is always easier the more clearly and fully governments state their policy objectives. Whether and how far regulators further those objectives is an important issue in evaluating the performance of regulatory agencies. Hence, regulatory decisions refer to any action or inaction by the regulator that affects the interests of participants in the regulated sector—consumers, producers, investors, or governments.

The objectives of a good regulatory system are:

• It produces a flow of good regulatory decisions.

• It minimises the number of poor or mistaken decisions.

• It speedily corrects errors.

• It does not repeat mistakes or poor decisions.

• It learns from regulatory good practice in other sectors and countries.

Failing to meet these objectives implies significant evidence of flaws in the design and operation of the regulatory system.

If the true test of regulatory effectiveness is the impact on sector outcomes, the first issue is what those outcomes should be. The set chosen relate to commercialised infrastructure industries and are set out below.

It should be noted that the whole framework of the evaluation of regulatory substance set out in the Handbook applies only to commercialised or commercialising companies. These would primarily be regulated enterprises with significant amounts of private involvement (or at least private financing of investment) in some or all elements. However, it could also include publicly owned enterprises where investment was financed on market terms and the government required the enterprise to earn a normal rate of return on capital (Brown, Stern, and Tenenbaum, 2006: 88–91; Stern, 2007).

The Handbook identifies eight headings for industry outcomes. These headings are:15

1) Output and Consumption

2) Efficiency

3) Quality of Supply

4) Financial Performance

5) Capacity, Investment and Maintenance

6) Prices

7) Competition

8) Social Indicators

Some of the variables listed are final outputs of the industry (e.g. consumption levels, quality of supply). Most of the other variables listed are intermediate outputs (e.g. efficiency, costs and prices, and competition indicators). However, investment and financial performance have elements both of final and intermediate output because of their impact, firstly, on the sustainability of output and consumption levels; and, secondly, on other aspects of economic management (e.g. the government’s fiscal position and inflation).

A fundamental evaluation issue is how to isolate the impact of regulatory decisions from those of other major factors. This means that the evaluator must be aware of and take account of all relevant factors besides regulatory decisions. This is because these other factors often have a rather larger impact on industry outcomes than regulatory decisions. Examples of these other major factors include, among others:

• The appropriateness and coherence of the chosen industry and market structure (or lack of coherence, as in the 1990s electricity reform structures adopted in California and the Ukraine).

• Problems arising from inconsistencies in government policy and/or government unwillingness to allow the regulatory agency to carry out its functions (e.g. Russia and India, at least until relatively recently).

• External pressures, particularly the impact of macroeconomic and exchange rate crises on costs and prices (e.g. Argentina and South East Asia in the late 1990s).

The evaluator should draw attention to these factors and how the regulatory system responded to the difficulties. Did the regulator assist or hinder responses to them? More importantly, was the regulator allowed to respond? In the case of the exchange rate crises identified above, the response of the governments above was not just to suspend effective regulatory decision-making but also not to use the regulator to help achieve sustainable debt ‘workouts’.16

This methodology allows a marginal evaluation approach to the impact of regulatory agencies as well as the analysis of the impact of specific decisions, and this can be related back to the characteristics of the agency (its governance, its resources, its procedures, etc.). It also enables the identification of ‘good’ or ‘bad’ decisions in terms of objective information on industry/sector outcomes. This includes information from interviews with a range of involved players and the collection, and analysis of statistical data.

For transitional or intermediate regulators (i.e. infrastructure regulators in countries unable and/or unwilling to establish an ‘independent’ regulator), the evaluation task is the same, except that in addition, the evaluation needs to:

• Establish whether and how far the observed regulatory system has moved to improve its regulatory practices relative to previous arrangements;

• Assess the regulatory arrangements and industry outcomes with those in comparable countries;

• Identify the internal incentives and pressures that are:

- likely to improve regulatory processes and industry outcomes

- likely to impede or retard progress, or threaten the viability of current regulatory arrangements, or both.

11.4.4 Application of the Handbook methodology to the evaluation of the performance of the Jamaican Office of Utility Regulation

The first known commissioned review of an infrastructure regulatory agency using the Handbook methodology was the 2006 PPIAF/World Bank commissioned Regulatory Impact Assessment17 of the OUR in Jamaica18 This is a multi-sector regulator which is responsible for the economic regulation of telecommunications, electricity, water, and some public transport facilities.

The evaluative purpose of the study was, firstly, to assess the efficiency and effectiveness of the OUR (and other agencies in Jamaica) with a view of establishing whether its cost represented ‘value for money’; and, secondly, to do a strategic review of the OUR’s past performance and examine choices for the future. In particular, there was the question as to whether telecommunications should be carved out of the OUR and put together with radio spectrum and broadcast content regulation in a Jamaican communications regulator (a Jamaican Ofcom/ Federal Communications Committee). Finally, there was the issue of what aspects of regulation of the different industries had gone well or badly, and the role of the OUR in that so as to learn lessons for future activities.

The content of the evaluation included material on the OUR budget and efficiency trends, and a discussion of regulatory governance issues and legal gaps. However, the main novelty relative to previous evaluations of regulatory agencies was the identification of key decisions and the assessment of their impact for the regulated industries following the World Bank Handbook approach as set out above (pp. 246–8). Focusing on telecommunications and electricity, to estimate the impact of the OUR on outcomes in these industries, an ‘Event Analysis’ was undertaken which examined key regulatory decisions. This required information on:

- the history of agency activities and decisions over a number of years (at least five, preferably more); and

- an ability to relate key decisions to demonstrable industry outcomes, taking account of implementation and behavioural response lags.

In fact, typically information was available covering 10 years or more.

The message to be drawn from the evaluation of the OUR, however, is that it is enormously difficult to separate evaluations of regulatory practice from evaluations of the overall governmental policy within which a regulatory system is placed. In the Jamaican context it is arguable that an appraisal of regulation should focus not on the question whether privatising and liberalising measures have delivered desired outcomes but on whether, given those measures, the regulators have done a good job. Defining which policies and decisions constitute part of the policy framework, and which should be seen as integral to the regulatory regime is, however, a considerable challenge. Nevertheless, especially when compared to Trinidad & Tobago, the development in telecommunications pointed to a broadly positive impact of the initial liberalisation choice (by the government) and of the OUR’s implementation decisions.

With regard to Jamaican electricity, it was found that the privatisation strategy had been seriously flawed. An Event Analysis revealed that, taking full account of subsidies, non-fuel generation costs in Trinidad and Tobago in 2002 were around 4 US cents/kWh as against almost 8 cents/kWh in Jamaica. The regulatory evaluation question, however, was whether or not the OUR could have done more to improve matters within the privatisation legislation and its own powers. Looking at the legislation and the licence, there seemed to be no reason why the OUR could not have pursued separate accounts and separated generation and network tariffs. Even for the areas where licence and/or legislative changes would have been necessary (e.g. separate businesses and removing generation planning and dispatch from JPSCo), it would have been possible for the OUR to pursue the changes energetically both in private and public. They had done none of these and the evaluation provided a potential agenda to the OUR, and the government for trying to rectify the problems in Jamaican electricity.

11.4.5 Application of the Handbook-style methodology to other regulatory issues

Stern (2007) conjectures that the general framework proposed in the Handbook may well be relevant to other types of regulation, e.g. financial regulation, health and safety regulation, consumer protection regulation, etc. In particular, the focus (a) on key decisions and (b) on consumer and industry outcomes seems very general. Hence, the type of outcome evaluation discussed above may well be a useful analytic component of a potentially wide range of ex post regulatory evaluation. Indeed, the UK Financial Services Authority appears to be taking an approach of this type, particularly over the regulation of retail financial products (see Oxera, 2008). More obviously, there has been a considerable evaluation work on the merger decisions of competition authorities and whether or not the required remedies to eliminate potentially adverse effects have been justified and effective. The UK Competition Commission has carried out and in 2008 published the results of such a study. Similar studies have been done in the EU (the 2005 Merger Remedies Study) and the US. A good recent survey of the latter is by Carlton (2007) whose main conclusion is that effective merger policy evaluation requires data on the predictions of the government competition agencies on post-merger markets as well as data on the relevant market pre- and post-merger.

It is no coincidence that the areas of financial regulation and merger decisions have become the focus of ex post evaluation. Both are areas where policy has been controversial. DG Competition had previously had several cases where their decision to prevent mergers has been overruled by the Court of First Instance (Airtours, Schneider, and Tetra Laval cases) so that there was a political and legal imperative on them to establish new merger guidelines. The EU Merger Remedies evaluation study was part of that process. Similarly, the published UK Competition Commission evaluation explicitly refers to its obligation to consider the effectiveness of its decision-making since it—and not the relevant Minister—has since 2003 had the sole responsibility both for the choice of remedies and for making them work. Hence, the Competition Commission has carried out the evaluation so that it can learn lessons from its previous decisions. Methodologically, of the studies above, most rely primarily on interview material and simple statistical comparisons but some of the merger evaluation research has ventured into highly technical econometric analysis.

11.5 CONCLUSION

The crucial issues for effective ex post evaluation are the creation of a robust counterfactual to the change and the associated topic of establishing the reasons for differences between out-turns and the counterfactual. Both of these were important in the evaluation of the Jamaican OUR discussed in Section 11.4.4. These issues are far from easy for public expenditure decisions and programmes but they seem to be a lot more difficult for regulatory decisions and especially for the evaluation of the performance of regulatory agencies. In particular, the random assignment control group model that is again highly fashionable as a way of handling the difficulties of constructing a robust counterfactual is totally unworkable in the regulatory context as regulatory decisions—and certainly the creation of a regulatory agency—is anything but random.

A major reason for the extra difficulties of evaluating regulatory decisions are that they are typically only one determinant of the outcomes of the regulated industry and typically often a relatively minor aspect. This was shown clearly in the evaluation of the Jamaican OUR and its regulatory performance with regard to Jamaican electricity. It had very little leverage and had done little to stretch or enhance what limited powers it had.

When it comes to evaluating the performance of regulatory agencies, the main difficulty lies in identifying the target of evaluation—be that a government policy or a regulatory regime designed to implement that policy. A further problem is that the counterfactual of no agency asks far too much. The evaluator is not considering a marginal change; it involves having to consider what set of structural choices and decisions might have been taken by some alternative, hypothetical regulatory framework. As this is unworkable, the ex post evaluation focus turns to evaluating sets of decisions taken by the regulator, relative to other decisions that it might have taken. Those decisions have to be big enough significantly to affect consumer, efficiency, and investment outcomes but not so large as to recast the sector. Finding enough such decisions can be difficult.

In practice, case-study based evaluations typically use a mixture of pre and post decisions and comparisons with the results of comparable events in similar countries. Hence, they require a lot of data and a great deal of contextual information with which to interpret the data. They are an art, at least, as much as a science—and maybe rather more so.

In practice, ex post evaluations are always considerably strengthened by the existence of an ex ante option appraisal, such as a regulatory impact assessment or similar. This is suggested by the ROAMEF cycle (see p. 229) where ex ante appraisals are recommended and ex post evaluations carried out where useful and appropriate. The existence of an ex ante appraisal has been shown to be crucial for evaluations of merger decisions and remedies in competition policy cases.

The discussion above focuses on other than formal statistical models of evaluation. Over the last 10–20 years, there has been major growth in the use of econometric techniques in this area, particularly with the development of many more panel data sets. Panel data econometrics has been used considerably both for evaluating the effectiveness of infrastructure regulators (primarily, but not exclusively) in developing countries and of merger decisions and remedies, particularly in the US.

These methods are a useful addition, not least because they produce results from which one can generalise as well as results that can be subject to repeat testing. However, they cannot be guaranteed to show causation rather than just correlation and, crucially, they do not explain how and why positive or negative results occur. When one adds in the fact that they are not readily explicable to non-statistically minded people, it can be seen that they do not provide the basis for learning what the best case study designs can do. They complement analytical case studies but are not a substitute for them.

In consequence, whatever the difficulties, it is essential that there is continuous development and improvement of analytical case study approaches like that of the World Bank Handbook on evaluating infrastructure regulatory frameworks. This can and should be accompanied by development of the formal models, as the two methods (formal modelling and case studies) provide mutually supportive insights and examples. All of the above considers the technical aspects of evaluating regulatory entities. But, evaluation is much more than just a technical issue. There are major political economy implications and, indeed, fundamental political choice issues.

Evaluation is primarily about accountability. In the UK, the institutional auditing of Exchequer payments goes back to 1559 and there is a reference in a document from 1314 to an ‘Auditor of the Exchequer’. The modern development of expenditure audit for use in public expenditure control was a 19th century phenomenon clearly linked to improving the accountability of the executive to the legislature; and, with the growth of democracy and the mass media, to the wider public. ‘Value for money’ audit is part of this and it has traditionally examined how well expenditure has been spent as well as whether it has been spent legitimately; this has led to the rise of ‘policy audit’. The same arguments have now been applied to regulation and have become progressively more vocal with the increasing role of regulation. We now even have strong lobbies for ‘regulatory budgets’.

In consequence, the growth of regulatory evaluations is part of the general demand for greater government accountability and the need to monitor performance. This demand is widespread in many countries and in single party as well as multi-party states. The pressure for effective evaluation comes both from technocratic pressures, e.g. from ministries of finance (particularly in times when there are strong pressures on the amount of affordable public expenditure) and from general political pressures. The latter is more evident with regulation, as seen in the attempt of Britain and some other EU member states to obtain better justification for EU regulatory initiatives.

Given these wider pressures, it is no surprise that the pressures for effective evaluation are strongest on aid agencies in general and, in particular, on multilateral aid agencies like the World Bank. They have a wide range of countries from whom they obtain grants, borrow, and to whom they lend at highly concessionary as well as near commercial rates. Many of the borrowers and lenders are important and politically powerful countries. This is a major reason why evaluation of regulation and regulatory agencies is an area in which multilateral institutions often lead in the development of new methods as well as in their dissemination.

As a consequence of these pressures, we expect regulatory evaluation to grow and become more important in coming years. The pressures for effective ex post evaluation should also lead to improvements in the techniques and methods of evaluation—as well as the discussion of the results of such evaluations. The debate on how and why financial regulation was deficient pre-2007 and the use of evaluation of past financial regulation frameworks and rules for devising new methods well demonstrates the potential role of ex post evaluation for regulatory entities of all types.

ANNEX 1: INFRASTRUCTURE INDUSTRY OUTCOMES FOR EVALUATION PURPOSES

Regulatory decisions help affect electricity industry performance on the following outcomes:

1) Output and Consumption

• Household and business access levels

• Consumption levels and growth rates per head and per unit of GDP

• Levels of unsatisfied demand

• Emission and pollution levels

2) Efficiency

• Productivity levels and growth rates

• Cost levels and changes

• Capacity availability & utilisation; losses (technical and commercial)

3) Quality of Supply

• Continuity of supply

• Quality of supply and customer service

4) Financial Performance

• Financial surpluses and losses, achieved rates of return

• Measures of indebtedness and interest burden

5) Capacity, Investment and Maintenance

• Capacity levels and margins

• Levels of investment and share of private and foreign investment

• Levels of maintenance expenditure

7) Prices

• Relationship of prices to full economic costs (including a reasonable rate of return on assets)

• Explicitness, transparency and efficiency of subsidies and cross-subsidies

• Tariff design that promotes technical and economic efficiency in production, fuel use and consumption

• Degree to which environmental costs included in economic costs and prices

8) Competition

• Well-functioning bid auction markets for concessions and IPP contracts with a sufficient number of bidders

• Well-functioning generation and supply competition markets (Equivalent indicators can readily be constructed for infrastructure industries other than electricity)

9) Social Indicators

• Affordability of supply—particularly for low income consumers

• Impacts on economic development

Three points arise:

(i) This list is, of course, not exhaustive and can be extensively elaborated depending on the depth and detail of evaluation required.

(ii) The list above has been devised as reflecting the major issues for electricity/energy evaluation. It can readily and straightforwardly be amended for other infrastructure industries; indeed, most of the individual entries would stay the same.

(iii) Some of the variables in the list above are final outputs of the industry (e.g. consumption levels, quality of supply, impacts on economic development). Most of the other variables listed are intermediate outputs (e.g. efficiency, costs and prices, competition indicators). Investment and financial performance have elements both of final and intermediate output. This is because of their impact, firstly, on the sustainability of output and consumption levels; and, secondly, on other aspects of economic management (e.g. the government’s fiscal position and inflation).

This chapter draws on many years of discussions and reading and I am very grateful to all those from whom I have learned. Particularly important in this process have been Michael Spackman and Bernard Tenenbaum. I would also like to express my thanks to Martin Lodge for helpful and patient editorial guidance. However, all of the analysis and conclusions expressed in this chapter are those of the author alone.

NOTES

1. Cost effectiveness analysis may be used as a fallback, e.g. if the topic of concern is alternative methods of achieving an outcome where the benefits are fixed or common across all alternatives.

2. Green Book: Appraisal and Evaluation in Central Government, HM Treasury, 2003. Available at: http://greenbook.treasury.gov.uk/. It is worth noting that the first four editions of the Green Book were published by the Treasury and only the 5th and subsequent editions have been published by the (Government) Stationery Office. The latest edition, although published by the Stationery Office, while clearly recognising the contributions and comments of other government departments, is still described on its cover page as ‘Treasury Guidance’.

3. For financial regulation, the claims of excessive regulation have gone sharply into reverse since the onset of the financial crisis in 2008. Financial regulation, particularly bank regulation, is much more complex than infrastructure or consumer protection legislation as it involves difficult systemic and financial market issues, as well as protection of retail finance buyers, and sellers (see Moloney in this volume, Chapter 18).

4. See, http://www.berr.gov.uk/whatwedo/bre/policy/scrutinising-new-regulations/page44076.html.

5. Evaluation of Regulatory Impact Assessments 2005–06, NAO, 2006. Available at: http://www.nao.org.uk/publications/nao_reports/05-06/05061305.pdf.

6. A Review of Economic Regulator’s Regulatory Impact Assessments, NAO, 2007. Available at: http://www.nao.org.uk/publications/nao_reports/07-08/economic_regulators_impact_assessments.pdf.

7. See, http://www.ofcom.org.uk/consult/condocs/foodads/.

8. See, http://www.nao.org.uk/ria/ria_our_work.htm for a listing of NAO regulatory investigations.

9. The relatively optimistic view of regulators can be over-emphasised and it would be strongly denied by many, particularly by followers of Buchanan-style public choice theory.

10. Of course, these can be either complements to or substitutes for research funded, independent, not-commissioned evaluations. That depends on how and why the commissioned researchers are chosen.

11. For further examples of single country infrastructure industry case-study evaluations, see Brown, Stern, and Tenenbaum (2006: 33) and Appendix G. The World Bank website and the Public-Private Infrastructure Advisory Facility (PPIAF) website have many others.

12. In technical language, there is a serious identification problem.

13. Unobservable fixed effects are estimated via fixed effects or similar econometric techniques. They should capture important elements of variations in country governance and its reputation—in practice as well as on paper.

14. More recently, Gasmi and Recuero Virto (2008) explore endogeneity issues in more detail for telecommunications, taking account of mobile–fixed line interactions. They do not find the positive effects of regulation as in their 2006 paper. It remains to be seen whether these results are replicated in further work.

15. The list is a summary list. A more fully elaborated list with sub-headings under each entry is set out in the Annex of this chapter.

16. In Argentina and other Latin American and Asian countries, infrastructure industry investment is often financed by debt denominated in foreign currency but with services sold in home currency prices. Following a major depreciation of the home currency, these debt contracts become unviable and need major renegotiation, or replacement. Such renegotiations are known as a ‘debt workout’ process.

17. This RIA was an ex post evaluation, not (as in standard UK terminology) an ex ante appraisal.

18. The study was carried out by CEPA (Cambridge Economic Policy Associates). The study has not been formally published but it has been referred to in public documents. See, for instance, pages 5 and 10 of the 2006–2007 Annual Report of the Jamaican Office of the Cabinet, http://www.cabinet.gov.jm/files/u2/Annual_Report_2006-2007.pdf?phpMyAdmin=36964530831c7b5cd24342ae2600c405.
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CHAPTER 12
BETTER REGULATION: THE SEARCH AND THE STRUGGLE

ROBERT BALDWIN

12.1 INTRODUCTION

Most governments around the world face unrelenting demands for reforms and regulatory improvements—mainly from commentators, regulated organisations, elected representatives, and oversight bodies. As a result, such administrations often seek to deliver ‘better regulation’ through initiatives that are designed to improve the delivery of high quality regulation (Radaelli and De Francesco, 2007). Such efforts, however, tend to come up against three central challenges or questions: What, exactly, is ‘better regulation’? How can ‘better regulation’ be achieved? How can one assess whether a given regulatory arrangement is ‘better’?

This chapter looks at responses to these three challenges—which can be referred to as those of: benchmarks, strategies, and measurement. It considers the approaches that have been taken in the literature and in governmental policies and draws attention to a number of ongoing difficulties that are presented by the search for better regulation. The argument presented here is that current approaches involve a number of worrying tensions and contradictions which are of both a philosophical and a practical nature.

12.2 BENCHMARKS: WHAT IS ‘BETTER REGULATION’?

For many decades after the Second War, debates on regulatory quality were dominated by economists (mostly sited in the USA) and, as Mike Feintuck has noted in Chapter 3, there was a tendency, particularly within the law and economics school, to associate regulatory improvements with measures that would foster efficient outcomes. A focus, accordingly, rested on the virtues of lowering transaction costs, relying on private law controls, allowing markets to operate competitively, and regulating so as to conduce to the achievement of allocative efficiency—as measured with reference to the Kaldor–Hicks criterion (Foster, 1992; Majone, 1996; Ogus, 2004: 24). By the seventies, however, such normative stances had considerably given way to the view that good regulation involved a trade-off between efficiency and other goals (Freedman, 1978; Okun, 1975). Commentators came to argue with increasing conviction that regulation could be justified and evaluated with reference to a series of non-efficiency—or ‘social’—objectives. Thus, in ‘reconceiving the regulatory state’ in 1990, Cass Sunstein set out a range of non-economic substantive goals that would justify intervention according to a ‘civic republican’ viewpoint (Sunstein, 1990). These goals included: redistribution of resources; furthering collective aspirations; promoting diversity; and reducing social subordination. By 2006, Tony Prosser was arguing that regulation could be seen as prior to markets and that it might properly be instituted not merely to correct market failures but in order to create and sustain markets as well as to achieve certain social objectives that can be attributed value in their own right (Prosser, 2006).

As simple concerns for allocative efficiency were superseded by more broadlypositioned analyses, commentators began to wrestle to identify the nature of the social objectives that ‘good’ regulation should further. As we have seen in Chapter 3, however, it has been difficult to produce a convincing and agreed notion of the public interest that can serve to identify and supply content to such social objectives. For some scholars, the response to this difficulty came through presenting the case for a particular vision of the optimal society, or a concept of social justice (e.g. Rawls, 1971), or by deriving regulatory prescriptions from basic notions such as autonomy and welfare (Sunstein, 1990). The practical limitation of such an approach, however, was that, within a pluralistic society, it was rash to assume that citizens and regulated parties could be brought to subscribe to a single view of regulatory quality through conversion to the Rawls, Sunstein, or some other given perspective on society, justice, or citizenship.

Some commentators, accordingly, sought to provide bases for justifying regulation without advocating a particular substantive position on regulatory objectives. They did so by focusing on the nature of evaluative discourses that take place between parties of different persuasions and interests. Thus, Prosser (1986) built on Habermas and suggested that regulatory systems can be evaluated, at least in part, with reference to the procedures that are used in such systems to allow participation—so that the assumed consensus of the ideal speech situation provides a standard against which to assess institutions (Prosser, 1986).

Other commentators sought to circumvent the need to advocate a particular substantive position by seeing the evaluative issue in terms of the rationales that have currency in debates about regulatory quality, legitimacy, and justification. They suggested that a series of factors might be commonly prayed in aid in efforts to portray regulation as acceptable or good (Mashaw, 1983; Freedman, 1978; Frug, 1984; Baldwin and McCrudden, 1987). Such factors were frequently said to include: the degree to which regulation implements the relevant legislative will (in a cost-effective manner); the expertise brought to bear in decision and policymaking; the fairness of decisions and policies; the openness, transparency, accessibility, and due process evident in regulation; and the accountability of the relevant actors.

Such ‘benchmarking’ approaches brought the advantage of adverting to procedural concerns (for accountability, transparency and so on) and also to substantive issues (notably the degree to which legislatively designated ends are achieved). They did, however, leave a thorny issue hanging—how to justify any particular balancing or weighting of such benchmarks. They offered policymakers and members of the public no single vision of justice/society to guide them when considering trade-offs between the pursuit of the different criteria. What is clear is that actors and organisations with different interests or political perspectives might have quite different views on the optimal way to prioritise the attributes of regulatory quality. Such parties, it is also apparent, might also give weight to criteria of a more idiosyncratic nature—such as the propensity of regulation to encourage the international competitiveness of the relevant domestic industry.

In spite of such difficulties, however, the search to identify the benchmarks for good regulation has been taken on—particularly in governmental circles. Towards the end of the last millennium, many national regulators, and their governmental overseers, sought to establish benchmarks for evaluating regulatory quality. In doing so they often made reference to the criteria noted above—but they frequently combined statements on regulatory benchmarks with advice on those processes and strategies that might be deployed in order to further those benchmarks.

Representative of such efforts were those of the UK’s Better Regulation Task Force (BRTF)—a body set up in 1997 within the Cabinet Office. The BRTF was an independent advisory body that, within a year of its establishment, published a set of principles of better regulation which were subsequently endorsed by the government (BRTF, 2003a). The principles adopted were that good regulation should be: proportionate; accountable; consistent; transparent; and targeted. A year later, in Eire, the Department of the Taoiseach, similarly published a list of benchmarks—this time looking to the desiderata of: necessity; effectiveness; proportionality; transparency; accountability; and consistency (Department of the Taoiseach, 2004). Nor were these the first such efforts—some years earlier the Canadian and Australian governments had produced benchmarking statements—the former’s Treasury Board dubbing these: ‘Federal Regulatory Process Management Standards’ (Treasury Board of Canada Secretariat, 1996) and the latter’s Department of Industry, Tourism and Resources referring to: ‘Regulatory Performance Indicators’ (DITR, 1999). These indicators measured whether regulation: conferred net benefits; achieved objectives without unduly restricting business; was transparent and fair; was accessible to business; created a predictable regulatory environment; and ensured responsive consultation. Again in Australia, the Office of Regulatory Review identified seven qualities of good regulation. It had, on this view, to be: the minimum action necessary to achieve objectives; not unduly prescriptive; accessible, transparent, and accountable; integrated and consistent with other laws; communicated effectively; mindful of compliance burdens; and enforceable (Argy and Johnson, 2003).

In the USA, the Office of Management and Budget (OMB) uses a Program Assessment Rating Tool (PART) that evaluates not merely the purpose and design of the scrutinised regulatory regime but also their planning and programme management performance as well as their success in achieving substantive goals (OMB, 2002; Radaelli and De Francesco, 2007: 80–1).

At the supra national level, regulatory standards have been published by the World Bank (World Bank, 2004) and, in the EU (European Union), by the Mandelkern Report of 2002 (Mandelkern, 2002). The OECD (Organisation for Economic Cooperation and Development) has also been highly influential in driving forward its programme of better regulation. The OECD issued a Recommendation on Improving the Quality of Government Regulation in 1995 (OECD, 1995) and, ten years later, the Organisation produced revised Guiding Principles for Regulatory Quality and Performance (OECD, 2005). Good regulation, according to these pronouncements, should: serve clearly identified policy goals and be effective in achieving those goals; have a sound legal and empirical basis; produce benefits that justify costs, considering the distribution of effects across society and taking economic, environmental, and social effects into account; minimise costs and market distortions; promote innovation through market incentives and goal-based approaches; be clear, simple, and practical for users; be consistent with other regulations and policies; and be compatible, as far as possible with competition, trade, and investment-facilitating principles at domestic and international levels (OECD, 2005: 3).

A number of conclusions can be drawn from the above academic and governmental efforts to identify the appropriate benchmarks for identifying ‘good’ regulation. First, it is clear that the various prescriptions on offer can be claimed to offer a sort of consistency in so far as they cluster around the furthering of a relatively small number of desiderata—notably: the adoption of lowest cost, least intrusive, methods of achieving mandated aims; the application of informed (evidence-based) expertise to regulatory issues; the operation of processes that are transparent, accessible, fair, and consistent; the application of accountability systems that are appropriate; and the use of regulatory regimes that encourage responsive and healthy markets where possible. Second, it is also plain that the use of multiple benchmarks, and the lack of a single vision, creates the potential for highly divergent approaches to the pursuit of better regulation—both within and across jurisdictions. It also makes for tensions of philosophy, policy, and implementation. Third, it raises the prospect that efforts that are designed to satisfy certain benchmarks will cut across actions that are undertaken in order to serve other benchmarks.

12.3 STRATEGIES: HOW CAN ‘BETTER REGULATION’ BE ACHIEVED?

In OECD countries there have been sustained efforts to produce better regulatory systems. Those efforts, however, have been applied through different streams of policy. One focus has rested on the improvement of prospective regulatory policies and instruments, another on improving the existing stock of regulations. Some initiatives have sought to deal with the need to reduce regulatory and administrative burdens and still others have been aimed at reforming enforcement. Those efforts have been made, moreover, in the context of the kind of multi-benchmark approach to good regulation that has been described above. As might have been expected, this has produced confusions and contradictions as governments and regulators have sought to serve different ends that are at tension with each other. Thus, espousals of more rational approaches to policymaking have sat uneasily with the fostering of lower intervention styles of regulation. Similarly, desires for better informed, better evidenced, regulatory processes have been difficult to reconcile with hopes for less burdensome regulation, and key regulatory improvement tools have been difficult to operate alongside improved regulatory policy-making processes. These three particular tensions have been encountered across areas of the OECD membership and are worth looking at in a little more detail.

12.3.1 Rational policymaking and low intervention regulation

Two core messages of the better regulation movement are that regulation can be improved by applying rational approaches to policymaking and that better regulation involves a predisposition to apply informal, low-intervention control styles rather than old-fashioned command methods (OECD, 1997; BRTF, 2003b). What the broad better regulation message delivers, however, is a potential clash between the promotion of more expert, evidence-based regulation and the desire for less intrusive styles of control.

The push towards more rational regulation has come through the placing of the Regulatory Impact Assessment (RIA) at the centre of the regulatory improvement process. The OECD’s flagship report on regulatory reform (OECD, 1997) suggested that Member States should pursue better regulation through: the adoption, at the heart of government, of regulatory improvement as a policy; the establishing of institutions dedicated to regulatory improvement; and the application of a series of regulatory improvement tools. Those tools include: RIAs; consultation and transparency processes; exercises to reduce burdens and red tape; simplification measures; using alternatives to traditional regulation; and legislating sunset provisions.

The RIA is, however, the centrally important tool of regulatory improvement in the OECD better regulation scheme (OECD, 1997, 2002) and also that of the EU where impact assessments have been undertaken, in qualified form, since the Business Impact Assessment system was introduced in 1986 (Meuwese, 2007; Radaelli, 2005; European Commission, 2002, 2009: 6; Radaelli and De Francesco, 2007: 36; Chittenden, Ambler, and Xiao, 2007). The RIA is also seen as the key regulatory improvement tool in many OECD countries, including the United Kingdom (Cabinet Office, 2003; Better Regulation Executive, 2006: 4). A typical RIA process involves an assessment of the impact of policy options and sets out the purposes, risks, benefits, and costs of the proposal. It will also consider: how compliance will be obtained; the expected impacts on small business; the views of affected parties; and the criteria to be used for monitoring and evaluating the regulatory activity at issue. The usual RIA process will demand that different ways of reaching regulatory objectives should be compared and that the alternatives to regulatory options for achieving policy objectives must be dealt with.

RIAs are intended to inform decision-making, not to determine decisions or to substitute for political accountability. The expectation is that the RIA process will encourage better, more rational, regulation by, inter alia, clarifying objectives; indentifying the lowest cost ways to achieve objectives; considering alternatives and increasing transparency (see typically: Cabinet Office, 2003).

All so good but the OECD and many governments around the world also see better regulation as the fostering of user-friendly, low intervention methods of regulation together with a movement away from state-issued command regimes and towards greater reliance on controls that are imposed by professional bodies, self-regulators, and associations as well as constraints that operate within corporations (OECD, 1997; BRTF, 2003b).

An important issue is whether there is consistency between the two better regulation messages—concerning the use of RIA processes and the need for low intervention controls. A fear is that the RIA process may disincentivise the use of lighter touch controls—as these are envisaged by the advocates of ‘smarter’ regulation (Gunningham and Grabosky, 1999). The idea of ‘smart’ regulation is to look to find optimal mixes of control methods as these are applied not merely by state agencies but by other institutions and actors including trade associations, pressure groups, corporations, and even individuals. Smart regulation also advocates a predisposition to use low intervention modes of control wherever possible.

The problem with the RIA process is that it may not conduce to the choice of smart regulatory designs—and it may not do so for a number of reasons. First, it may not always encourage the use of policy mixes that incorporate a broader range of instruments and institutions. This may seem surprising since the ‘better regulation’ message repeatedly emphasises the need to consider alternative, more imaginative, ways of regulating (OECD, 2002: 51, 57;BRTF, 2003b). RIA processes, however, are not well-attuned to the consideration of cumulative regulatory effects and the coordination of regulatory systems with widely varying natures—they are best suited to analysing the costs and benefits associated with a single, given, regulatory proposal rather than combinations of approaches. It would, for instance, be difficult for the RIA to test a proposal involving, say, a combination of state, trade association, and corporate laws, codes, and guidelines and to predict how all the relevant actors will draft, design, and apply their different control strategies. Calculations of costs and benefits would involve heroic guesswork and the prevalence of imponderables would undermine the value of the RIA. The worry, in short, is that smart regulation involves too many variables, estimates, and judgements to lend itself to the RIA process.

Another reason why ‘better’ regulation—as centred on the RIA—may not be conducive to the best use of the full array of potentially useful regulators is because empowering quasi-regulators or corporate self-regulatory controls within combined (or ‘networked’) regimes of control may require an incremental approach to regulatory design in which key actors negotiate and adjust the roles of different controlling institutions. This kind of regulation involves a reflexive, dynamic, approach in which regulatory strategies are constantly revised and ‘tuned’ to changes in circumstances, preferences and so on. Such ongoing processes are not amenable to evaluations in a ‘one-shot’ policymaking process. The better regulation toolkit does envisage the use of a variety of regulatory controls but it is difficult to see how ongoing regulatory coordination with all its dynamics, can be tested in advance by a RIA process that takes a ‘one-shot’ guess at the nature and operation of a future regulatory system.

Note should also be taken of the incentive effects that RIA processes may give rise to within policymaking communities. Those putting forward regulatory designs, and who know that the RIA process has to be undertaken, will experience little impetus to propose complex combinations of regulatory institutions and strategies with all the attendant predictive and calculative difficulties. Rather than aim for a ‘smart’ form of regulation, they will incline towards a simpler regime that can be fed successfully through the machinery of the RIA process. Such bureaucratic incentives may, moreover, militate against the application of a high level of ‘regulatory craft’ and the placing of problem-solving at the centre of regulatory design (Sparrow, 2000). The incentive to adopt a problem-centred approach may be weak, not merely because this would require the evaluation of costs and benefits regarding a variety of institutions and strategies, but also because it may demand an unpacking of the way that a host of existing regulatory regimes impinge on a problem and an examination, within the RIA process, of potential ways to reshape and re-deploy those regimes in combination with any new regulations (Sparrow, 2000: 310). The proponent of the RIA would often be questioning the way that numbers of established regulators go about their jobs in order to evaluate his or her proposed regulation. A far more attractive proposition will be to take any existing control as given and to consider whether the addition of a new regulation will pass a cost–benefit test. The consideration of alternatives is liable, accordingly, to be straitjacketed by existing regulatory frameworks. Overall, then, if RIA processes are retained at the centre of ‘better regulation’, a worry is that they may not conduce to ‘smarter’ mixes of regulatory instruments.

A second concern about the RIA process is whether that process will encourage the use of low-intrusion, less prescriptive, regulatory styles. RIA processes, as noted, are more attuned to measuring the effects of traditional ‘command’ systems of control than ‘alternative’ methods and this may positively discourage the canvassing of more imaginative regulatory strategies—especially those ‘softer’ strategies involving voluntary and incentive-driven controls where predicting effects (and hence, calculating costs and benefits) is particularly difficult. Smart regulation, moreover, demands that attention is paid to enforcement strategy and a favouring of less coercive modes of applying regulatory laws. It is, however, the case that very many RIAs do not attend to implementation and enforcement issues at all well (NAO, 2006). There are, moreover, structural reasons why RIAs cannot be expected to come to grips with enforcement strategy in a routinely well-informed manner—RIAs tend to focus ex ante on the general design of regulation and it may be impossible to predict how any regulator or set of regulatory bodies will go about deploying the powers that they are to be given in a proposed regulation.

It is difficult, moreover, to argue that ‘better regulation’ approaches sit easily alongside low intervention modes of initiating enforcement such as are advocated by the proponents of ‘responsive regulation’ (Ayres and Braithwaite, 1992). The RIA process, as noted, encounters difficulties in dealing with either questions of enforcement or with ‘combined’ strategies of regulation. These difficulties are likely to be compounded by attempts to evaluate the costs and benefits of enforcement responses that are escalatory as well as highly discretionary.

To summarise, the above reasoning suggests that there may, indeed, be tensions between the better regulation messages that relate to RIA processes and those that advocate low-intervention methods of control. Other messages may, however, also involve tensions.

12.3.2 ‘Less’ versus ‘better’ and ‘risk-based’ regulation

The ‘better regulation’ message, as noted, emphasises the pursuit of improved regulation by means of a number of linked strategies. This is seen in the extensive OECD toolkit for regulatory improvement as described above. Not only are policymakers encouraged to apply RIA processes, but they are urged, inter alia, to cut red tape, reduce regulatory burdens, and structure enforcement policies—notably by adopting risk-based regulatory methods (see, e.g., Hampton, 2005). A resultant difficulty is that reconciling desires to advance the ‘more rational’ strand of the better regulation initiative with policies of burden reduction may prove extremely challenging—as when governments try to ensure that regulators target their enforcement activities more precisely and, at the same time, seek to reduce the powers of regulators to impose information-supplying burdens on businesses.

The problems are, first, that targeting enforcement demands that inspections and other actions are based on intelligence, and, second, that, if the obligations of businesses to supply information to regulators are reduced, it is increasingly difficult for regulators to engage in targeting without generating intelligence independently. Such independent generation of data may, of course, prove hugely expensive for regulators—indeed far more expensive for them than for the businesses that they are controlling (who may have the information quite readily to hand). This is especially likely to prove an issue when regulators are expected to target their enforcement actions at those businesses or service providers who pose greatest risks. Risk-based systems are information-intensive: they are built on risk analyses, which are founded on the collection of quantities of good data.

Yet more serious difficulties arise when different policy strands within the better regulation initiative develop in a manner that challenges the foundations of the ‘better regulation’ initiative. This has occurred with both the burden-reducing and the risk-based streams of policy. Thus, in the period following the millennium, many OECD countries, including the UK, changed political emphasis so that the pursuit of better regulation (as a package of functionally-directed regulatory improvement tools and policies) significantly gave way to the pursuit of something more simple: less regulation and the imposition of lower administrative burdens on business (BRTF, 2005; Dodds, 2006).

In the case of the risk-based strand of policy, the undermining of the ‘better regulation’ concept has been exemplified, again, in the UK where it has been argued that during the last decade a ‘better regulation’ emphasis on regulating with reference to risk has turned into a policy of risk-tolerant deregulation that is at odds with the philosophy of ‘better regulation’. Thus, Dodds has described how, from 1998–9 onwards, the UK Cabinet Office, and Prime Minister Blair, consistently stressed the dangers flowing from the public’s irrational overestimation of risks, the impossibility and undesirability of a risk-free society, and the need to regulate so as to allow businesses to take and create risks in a way that allows economic progress to be made (Dodds, 2006: 534–5; BRTF, 2001; BRC, 2006). The business-friendly answer to the public’s alleged over-reliance on the regulation of all risks was to encourage personal responsibility and for Britain to ‘safeguard its sense of adventure, enterprise and competitive edge’ (BRC, 2006). The product was a ‘new risk-tolerance’ policy approach and an emphasis, not on better regulation as functionally improved regulation, but (again) on better regulation as less regulation. As with the emergence of less burdensome regulation, the arrival of risk-tolerant regulation further weakened any conceptual underpinnings that the ‘better regulation’ initiative might have rested upon.

12.3.3 Better regulation and the policy process

If better regulation is to succeed as a policy initiative, it has to possess the capacity to impact on the policy and legislative processes. The difficulty here is that there is some evidence, to date, that the main tool of regulatory improvement, the RIA, has not proved to have influenced those processes in the way that the proponents of better regulation might have anticipated.

As for the reasons for such a lack of impact, certain lessons may be gleaned from the UK experience—a case study that is, perhaps, favourable to the use of RIAs since the UK holds itself out to be a world leader in carrying out such assessments. That experience suggests that, even after a number of years of using RIAs, there are questions whether RIAs can be carried out to a sufficiently high technical standard to be attributed an influential role within the policy process. A succession of reports from the National Audit Office (NAO) and the British Chambers of Commerce (BCC) have revealed a number of weaknesses. The NAO looked at 23 ‘test case’ RIAs in 2001 (NAO, 2001) and reported on ten further sample RIAs in 2004 (NAO, 2004). The NAO revealed in 2004 that only half the RIAs examined included ‘a reasonably clear statement of objectives’ and seven out of ten did not consider any option for regulation other than the one preferred by the department. None of the ten RIAs considered what would happen in the absence of the regulation. All acknowledged a level of uncertainty about the data that were used for estimates but such uncertainties were not always reflected in the cost and benefit figures used, which presented single point estimates rather than ranges. Only one out of ten gave the results of sensitivity tests and only three out of the ten contained quantified estimates of benefits (often no market for benefits existed, making quantification difficult). Most RIAs, accordingly, did not offer a quantified comparison of expected costs and benefits. As for analysing the likely effects of regulations on the ground, only half of the sample RIAs considered enforcement and sanctioning effects. Most RIAs, moreover, described how the regulation would be monitored but ‘often in a very brief and vague way’, and only four stated that there would be a formal review to evaluate the success of the regulation. The NAO’s 2005–6 evaluation of RIAs stated that only two out of twelve RIAs analysed levels of compliance well and the same report produced the finding that: ‘The purpose of RIAs is not always understood; there is a lack of clarity in the presentation of the analysis; and persistent weaknesses in the assessments’ (NAO, 2006: 2).

The NAO’s findings were broadly in line with, though perhaps less critical of UK governmental practice than the studies carried out for the BCC in 2003 and 2004, which looked respectively at 499 and 167 RIAs produced by government in the two periods researched (1998-2002 and 2002–3—see Ambler, Chittenden, and Shamutkova, 2003 and Ambler, Chittenden, and Obodovski, 2004). The BCC studies noted that a series of problems had afflicted RIAs and concluded that ministerial statements that benefits justified costs were not in general supported by the evidence in the RIAs. Some departments, indeed, were said to have been under-resourced or badly managed for conducting RIAs. On choice of regulatory strategy, the BCC found that the option of not regulating was considered in only a minority of cases (11% in 1998–2002 and 23% in 2002–3) and less than half of RIAs (44%) quantified all the options considered. RIAs are supposed to pay acute attention to business (and especially Small and Medium Size Enterprise—SME) compliance costs but the BCC reported that costs for business were only quantified in 23% of RIAs and a quarter of RIAs did not consider effects on SMEs at all. A substantial minority of RIAs contained little factual data about consequential costs and benefits and ‘scant attention’ was given to ‘sunset’ clauses or to subsequent monitoring or evaluation. Nor was the BCC impressed by new efforts to improve RIAs—it found that the RIA process showed little recent evidence of improvement.

Such criticisms suggest prima facie that the way that RIA processes are accommodated within policymaking procedures may not always be conducive to technically impressive assessments. Clearly there is room to improve the technical quality of UK RIAs and such improvements may be necessary if RIAs are to conduce to better regulation. It would be a mistake, however, to assume that technical improvements in RIAs will be sufficient to improve regulation. Those RIAs would still have to be located within legislative and regulatory policymaking processes in a manner that allows them to influence emergent laws and policies. There are, however, a number of reasons to think that RIAs may tend to prove less influential than might at first be supposed.

Governments, for instance, may be committed to certain regulatory steps and strategies for ideological reasons, or because of manifesto commitments or because a political settlement has been made with various interests. They will, accordingly, not be minded to pay too much attention to RIAs that send contradictory signals. Ministers, for example, tend to be predisposed towards legislative solutions and, if they have promised to legislate in order to address a problem, they will not respond enthusiastically to RIAs that propose non-legislative solutions. Legislative bodies, moreover, may take the view (as expressed in the UK House of Lords) that ‘considerations about the impact of legislation or regulation on personal liberties and freedoms should be regarded as part of the political process rather than as a matter for formal risk assessment procedures’ (House of Lords, 2006: 11; quoted: Bartle and Vass, 2008: 57).

The costs and benefits of regulation, furthermore, tend to be difficult to quantify and the perceived ‘softness’ of RIAs may reduce their impact on the policy or legislative process. This is liable to be the case especially where costs and benefits can only be calculated on the basis of guesses about the use that various regulatory actors will make of their powers or about the strategies that will be deployed to apply regulatory rules. In 2006 the NAO stated that weaknesses in assessments meant that: ‘RIAs are only occasionally used to challenge the need for regulation and influence policy decisions’ (NAO, 2006: 31).

It is also frequently the case that the full nature of the regulatory proposal is unclear from any given item of legislation (e.g. a framework Act) because the real substance will follow in secondary legislation. The effect will be that regulation escapes a good deal of parliamentary and RIA scrutiny. It might be responded that the secondary legislation will, in all likelihood, be RIA-tested in its own right at a later date, but this may be no complete answer to the point. The framework regulatory strategy within which that secondary legislation is to operate will in most instances be established by the primary legislation that has ‘escaped’ RIA influence. Many key regulatory issues will already have been decided by the time the ‘secondary’ RIA is carried out.

Another concern is that, even when the secondary legislation is RIA-tested, it may be extremely difficult to assess the substance of a regulatory proposal because its nature will still depend on the use that will be made of the delegated powers involved. Additionally, of course, secondary legislation will not be debated in Parliament in the way that primary legislation is and any RIA-based messages are, accordingly, the less likely to influence decisions in the legislature. A further problem that arises in the legislative process is that amendments of laws and rules may be introduced at a late stage in the progression of legislations and the proposals involved may, for that reason alone, escape RIA attention.

The culture of governmental policymaking may itself prove resistant to the influential use of RIAs. This has been a special concern to the NAO, which found in 2006 that RIAs were often seen by officials as a bureaucratic task rather than being integral to the process of policymaking. The NAO, accordingly, recommended, inter alia, that: the importance and necessity of the RIA should be made clear to policymakers; that the impact assessment should be started early in the policymaking process and that RIA should be used to project-manage the decision-making process.

Cultural changes, however, are easier pleaded for than achieved. The recommendation that RIAs should be used earlier in the policy process, for instance, may prove more difficult to implement than might be assumed. A real problem in some areas may arise from tension between the politics of a process and the RIA principles. Within the RIA process, policymakers are supposed to consider and compare the array of regulatory routes to a policy objective but in the real world, a proposal may be the product of a process of political negotiation. It arises when compromises and concessions have been made between different interests and, as such, it may be the only feasible option politically. To compare this proposal with an array of alternatives via the RIA procedure may be to compare a live horse with a number of dead non-runners. (Such a comparison is also likely to be seen by relevant policymakers as an exercise too far.) This is not to say that RIAs have no value, but to point out that there may be strict limits to the extent to which RIA processes can be fully ‘embedded’ within policy processes so that they can influence political decision-making.

The UK experience with RIAs, accordingly, suggests that it cannot be assumed that the RIA process is easily operated in a manner compatible with the policy and legislative processes that are found within a jurisdiction. Potential tensions exist between the RIA and the policy/legislative processes just as there are tensions between desires for more rational and lower intervention regulation, and between efforts to reduce burdens and desires for more evidence or risk-based regulatory regimes. As for ways to deal with such tensions, these are matters to be returned to in the concluding section below. First it is necessary to consider the third core challenge of better regulation—that of devising methods to assess regulatory performance.

12.4 IS REGULATION ‘BETTER’? THE MEASUREMENT ISSUE

If ‘better regulation’ is to be pursued, it is essential that there is a capacity to measure not merely the quality of regulation but also the performance of regulatory improvement tools, institutions, and policies. Many governments look to assess the quality of regulation but the OECD has also conducted ex post evaluations of regulatory tools and institutions (OECD, 2004). Both kinds of measurement are required because policymakers will need to know both whether regulation is improving and whether this is due to the regulatory improvement steps that they are taking—rather than due to other causes such as the independent activities of regulators or the actions of self-regulatory bodies, regulated firms, or supragovernmental bodies.

The measurement of regulatory quality and regulatory improvement tool performance, however, is extremely challenging for a number of reasons (Radaelli and De Francisco, 2007). Space here only allows a brief mention of the difficulties involved but the first of these is that measuring regulatory quality (and tool, or policy, or institutional performance) depends not merely on the benchmarks that are seen as relevant but also on the policy objectives at issue and the balance between different objectives or benchmarks that is seen as appropriate (Weatherill, 2007: 4). As has been seen in the discussion above, these are contentious issues and conceptions of quality are likely to vary according to audience, constituency, market position, or even discipline. Professional economists may stress the pursuit of efficiency, citizens and politicians may emphasise the importance of furthering accountability, transparency, and other process values, and firms may place special value on international competitiveness. Different localities, sizes of firms, sectors, interest groups, political parties and so on may all have different perspectives on regulatory quality (for a small business viewpoint see Federation of Small Businesses, 2008). Such a list of variations in approach could be extended indefinitely. A look at the way that different governments measure regulatory quality shows, indeed, the degree to which they can vary in selecting primary benchmarks. As Radaelli and De Francesco point out, the Dutch and Belgian regimes, for instance, focus their evaluations on administrative burdens and regulatory complexity (see also Torriti, 2007) and this stands in stark contrast with the systems encountered in the USA and Canada, which look more directly to regulatory outcomes and net benefits for citizens (Radaelli and De Francesco, 2007: chapter 4).

A second challenge is independent of issues about chosen benchmarks and can be summarised in the question: Which aspect of regulation is to be measured? Here there is a choice. One potential object of measurement might be the quality of the regulatory design process, another might be the standard of performance seen in the implementation and enforcement of the design (Ogus, 2007). Alternatively, the assessment might look to the regulator’s success in producing desired outcomes or even to the rate of improvement or induced reform that is seen in a regulatory programme. Thus, measuring the quality of policies, rules, and rule production, is quite different from assessing the regulator’s performance in implementing those policies and rules—which in turn is different from achieving outcomes. Other aspects of regulation may also be potential targets of measurement—such as the regulatory regime’s dynamism and its capacity to adapt to change. The difficulty is that almost as much contention may arise regarding the objects of measurement as in relation to the benchmark criteria to be used in measurement—or, indeed, the policy outcomes that are to be set up as the overall framework for any assessment.

A third challenge of measurement is encapsulated in the question: Whose regulatory performance is being assessed? As is made clear from numerous regulatory theories ranging from ‘regulatory space’ and ‘smart’ to ‘network’ accounts (Hancher and Moran, 1989; Gunningham and Grabosky, 1999; Black, 2001, 2008) and as Martin Lodge and Lindsay Stirton point out in Chapter 15, much modern regulation is carried out within networks of controls that involve numbers of different kinds of regulators, control devices, and policies. In regimes that are ‘decentred’, ‘polycentric’, or ‘networked’, it cannot be presupposed that it is possible, unproblematically, to measure the discrete system of control that is operated by a target regulator, regulatory strategy, policy, or tool—regulatory processes and outputs may result from cumulations of regulatory systems that may vary from issue to issue regarding their constituting elements and the degrees of coordination or disharmony within the network. Efforts to measure regulatory quality have, accordingly, to come to grips with complex issues regarding ascriptions of responsibility for those aspects of performance that are focused upon for the purposes of measurement. Such issues will inevitably prove to be not only complicated but politically contentious.

12.5 CONCLUSION

The ‘better regulation’ thrust of policy is one that is beset with difficulties of benchmarking, strategy, and measurement. It is arguably a policy initiative that, at heart, is founded on aspiration rather than conceptual clarity.

What constitutes ‘better regulation’ is difficult to establish and is a matter that is inevitably subject to contention. Commentators and governments alike have tended to avoid setting out precise, substantive blueprints and, instead, have tended to set down lists of qualities that are thought to be desirable in a regulatory regime. This approach possesses an upside and a downside. One advantage is that cumulations of criteria allow different states to take their own approaches to regulatory improvement while subscribing to an apparently common objective. Cumulations of criteria also offer an inbuilt flexibility that allows benchmarks to be adjusted, rebalanced, and adapted to new configurations of regulation. This is useful in so far as any given constituency may well revise the way that it conceives of good regulation when it is confronted by changes in the world, adjustments in preferences or networks and mixtures of regulatory systems. A further benefit is that such cumulations allow parties with divergent interests and politics to engage in debates on regulatory quality by sharing some common ground—they agree roughly on the benchmarks even if they disagree on balances between these and final substantive outcomes.

A significant disadvantage of cumulations of benchmarks is, as noted above, that divergent and inconsistent approaches to the pursuit of better regulation can be encountered not merely between different jurisdictions but within individual governmental programmes. There is no ‘single vision’ and this can lead governments to spin out policies that undermine each other as one strand of policy piles on top of another (see Radaelli, 2008: 191). Thus, it has been argued that there are significant tensions between numbers of initiatives within the UK and the EU—as between the espousal of RIA processes and desires for less intrusive regulatory styles, or between efforts to set enforcement on a data-rich risk basis and prescriptions on the reducing of informational burdens on business.

The way forward is not, perhaps, to abandon the use of multiple criteria in evaluating regulatory quality—numerous governments are wedded to these and a single vision would both prove unacceptable to different states or interests and would be excessively restrictive. What is needed is an effort to deal more rigorously with conflicts of objectives and values rather than a continuing commitment to assuming these away. How this might be done is perhaps best exemplified by returning to the potential conflict between the objectives of reducing regulatory burdens and moving towards more risk and evidence-based systems of enforcement. This can be seen as a conflict between desires, on the one hand, for lower cost schemes of regulation and, on the other, for more expert and rational approaches to regulation. The resolution of this conflict might be founded on an analysis of the nature and extent of the potential tensions involved in pursuing these two objectives. Such an analysis might, for instance, aim to identify the extent to which regulators in any given field can feasibly carry out risk analyses at the same time as they reduce informational burdens on businesses. Sub-issues to be explored might include such matters as the resourcing implications of demanding risk analyses in a given domain, the ability of the regulator to generate relevant data independently of the regulated industry, and the degree to which information burdens can be reduced in ways that will not undermine the risk analysis. It is only by mapping out the nature of policy tensions in particular regulatory contexts that governments and regulators can progress towards a better regulation initiative that is coherent and harmonious rather than a collection of potentially clashing policies that are thrown together under one banner. The same sort of mapping exercise will also be useful in deciding whether the ‘better regulation’ initiative should give way in a wholesale manner to another policy (for instance of deregulation) or whether what is desired is a particular balancing of these policies.

It should not, however, be suggested that all conflicts or potential conflicts within the ‘better regulation’ policy thrust are caused by clashes of values/benchmarks. Other tensions may relate to strategies and arise because of incompatibilities in the tools that are used in pursuit of the same values. An example is the potential danger that the centrality of the RIA within ‘better regulation’ may cut across the ‘better regulation’ process of seeking to move to less intrusive styles of regulation. It is arguable that both of these processes tend to be promoted by governments in an effort to forward a single objective or benchmark—the delivery of lowest cost methods of reaching regulatory objectives. Here the policy deficiency may not be a failure to deal with a clash of values so much as a failure to appreciate that the logics of different instruments may cut across each other (see generally Baldwin and Black, 2008: 71). Again, the way forward may lie in coming to grips more rigorously with those potential strains of logic—for instance by training officials in the use of RIAs so that such assessments are used to evaluate the smartest regulatory schemes rather than to process those types of scheme that RIA procedures can most easily accommodate.

As for measurement issues, it is clear that taking the ‘better regulation’ initiative forward demands that newly rigorous processes have to be instituted for assessing the performance of both regulatory regimes and regulatory improvement tools, policies, and institutions. Those evaluative processes have to be capable of dealing more openly than at present with the different conceptions of ‘good’ regulation that are spread across societies and markets and also with differences of view on those aspects of regulation that it is appropriate to measure (be these policies, outcomes, relative performances, or other facets of regulatory regimes). Evaluations, moreover, have to come to grips with the ‘ascription of responsibility’ issues that were noted in discussing networked regulatory regimes.

Is the ‘better regulation’ initiative a bad idea? No, ‘better regulation’, indeed, is not so much an idea as a collection of ideas that have been brought together in order to form an initiative. Value might be added to that initiative by a revision of approach designed to rise to the three main challenges discussed above. Conceptually there has to be greater clarity on the links between benchmarks for determining regulatory quality and the relevant regulatory outcomes that elective bodies establish. Strategically there is a need for more harmonious use of different regulatory improvement tools and a greater awareness of the propensities of such tools to further certain objectives but potentially undermine others. Evaluatively, it has to be accepted that the application of benchmarks is inherently contentious, that trade-offs between different values and objectives have to be addressed with a new vigour and transparency and that the ‘networked’ quality of modern regulation has to be dealt with in making assessments.
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CHAPTER 13
REGULATORY IMPACT ASSESSMENT

CLAUDIO RADAELLI

FABRIZIO DE FRANCESCO

13.1 INTRODUCTION

Regulatory impact assessment (RIA) has spread throughout the globe (Ladegaard, 2005; Jacobs, 2006; Kirkpatrick and Parker, 2007; Kirkpatrick, Parker, and Zhang, 2004; Weatherill, 2007; Wiener, 2006). Based on systematic consultation, criteria for policy choice, and the economic analysis of how costs and benefits of proposed regulations affect a wide range of actors, RIA is a fundamental component of the smart regulatory state advocated by international organisations (OECD, 2002). The European Commission (Commission, 2001) has hailed RIA as a tool for transparent and accountable governance in multilevel political systems.

RIA (or simply Impact Assessment, IA) is a systematic and mandatory appraisal of how proposed primary and/or secondary legislation will affect certain categories of stakeholders, economic sectors, and the environment. ‘Systematic’ means coherent and not episodic or random. ‘Mandatory’ means that it is not a voluntary activity. Essentially, RIA is a type of administrative procedure, often used in the pre-legislative scrutiny of legislation. Its sophistication and analytic breadth vary, depending on the issues at stake and the resources available—the degree of sophistication should be proportional to the salience and expected effects of the regulation. Indeed, the expected effects analysed via RIA may cover administrative burdens or basic compliance costs, or more complex types of costs and benefits, including environmental benefits, distributional effects and the impact on trade. The scope of economic activities covered by RIA ranges from some types of firms to whole economic sectors, competitiveness and the overall economic impact of regulation. RIA can also be used to appraise the effects of proposed regulations on public administration (e.g. other departments, schools, hospitals, prisons, universities) and sub-national governments. Although RIA is often used to estimate the impact of proposed regulation, it can be used to examine the effects of regulations that are currently in force, for example with the aim of eliminating some burdensome features of existing regulations or to choose the most effective way to simplify regulation.

For political scientists, however, what matters is a set of theoretical questions about governance, the steering capacity of the core executive in the rulemaking process, and the changing nature of the regulatory state. In a recent review article on regulatory politics in Europe, Martin Lodge shows that: ‘recent interest has focused on the growth of “regulatory review” mechanisms across national states (regulatory impact assessments) as well as their utilisation at the EU level’ (Lodge, 2008: 289).

In this chapter we review the theoretical underpinnings of this ‘recent interest’ comparing the two sides of the Atlantic. We introduce the logic of RIA and the terms of the debate in the US and Europe in Section 13.2. We proceed by exploring different theoretical explanations in Section 13.3. We draw on principal–agent models but also show their limitations and consider alternative theories of regulation. In Section 13.4, we move from theory to empirical evidence and report on the main findings and their implications. Section 13.5 brings together theories and empirical evidence, and introduces a framework for research. The chapter concludes in Section 13.6.

13.2 THE POLITICAL LOGIC OF RIA ADOPTION

At the outset, a theoretical investigation of RIA needs a conceptual framework to grasp the essential design features of the rulemaking process. In turn, this invites a joint consideration of regulation theories and theories of the administrative process to assess the broader governance implications of impact assessment as tool and the centralised review of rulemaking as process.

However, scant attention has been dedicated to the linkages between regulation theories and the administrative process wherein RIA is supposed to work (Croley, 1998; West, 2005a). Further, scholars tend to think about RIA with the US political system in mind. Within this system, the key features are delegation to regulatory agencies, presidential oversight of rulemaking, the presence of a special type of administrative law (the reference is to the Administrative Procedure Act, APA), and judicial review of rulemaking. These features should not be taken for granted when we try to explain the adoption of RIA in systems different from the US. In Europe, for example, administrative procedure acts are less specific on rulemaking. There is more direct ministerial control on delegated rulemaking. And rulemaking has a wider connotation, covering the production of rules by parliaments as well as agencies.

With these caveats in mind, the first logic of RIA adoption is based on delegation. The main political dimension of RIA lies with the power relationship between the principal and the agent. Congress delegates broad regulatory power to agencies. Federal executive agencies, however, are not insulated from presidential control exercised via the Office of Information and Regulatory Affairs (OIRA) within the Office of Management and Budget (OMB). Although we will return to this constitutional issue, doctrine and practice have recognised that the executive is a unitary entity, so there is a legitimate degree of control of rulemaking to be exercised by the President. A variant of this explanation is to regard RIA as an instrument to pursue the regulatory paradigm of the President. Thus, one can argue that RIA is introduced to foster de-regulation and stop regulatory initiatives of zealous executive agencies. Centralised review of rulemaking can also trigger action, overcome the bureaucratic inertia of ‘ossified’ agencies, and shift policy towards a pro-regulatory stance, as shown by the Clinton and, perhaps, Obama administrations (Kagan, 2001). Note that in the former case agencies are seen as excessively active, in the latter as inertial, but the logic of presidential control is the same.

The second logic comes from democratic governance. Administrative procedure is used to change the opportunity structure in which actors (the executive, agencies, and the pressure groups, including civil society associations) interact so that the rulemaking process is more open to diffuse interests and more accountable to citizens.

Finally, there is a logic based on rational policy-making. The logic at work here is that RIA fosters regulations that increase the net welfare of the community (Arrow et al., 1996). Underlying this notion is the requirement to use economic analysis systematically in rule-formulation (re-stated in all US Executive Orders starting from Reagan’s 12,291, but defined in much milder forms in European guidelines).1 Of course, the notion of ‘rationality of law’ or ‘legal rationality’ is more complex, referring to process as well as economic outcomes (Heydebrand, 2003). And sometimes rationality is used as synonymous of independence from the political sphere, as shown by the long tradition of technocratic political and legal theory in the US, from James Landis to Stephen Breyer and Bruce Ackerman.2

Academics have aired several perplexities on instrumental rationality and the possibility of direct influence of evidence-based tools on policy choice. Scholars of RIA are puzzled by the repeated reference, in governmental guidelines on the economic analysis of proposed regulation, to rational synoptic theories of the policy process, although experience has shown the empirical and normative limitations of these theories (Jacob et al., 2008; Radaelli, 2005). Perhaps this is a case of ‘triumph of hope over experience’ (Hood and Peters, 2004). Or perhaps the truth is that, as Sanderson puts it, ‘in spite of the post-modernist challenges, a basic optimism about the role of scientific knowledge remains embedded in western liberal democratic political systems’ (Sanderson, 2004: 367).

In the US, the different rationales for RIA have spawned a lively debate among constitutional scholars, political scientists and administrative lawyers about who is in control of the rulemaking process. In Europe, what we have said about logics chimes with the discussion on the regulatory state—or regulatory capitalism (LeviFaur, 2005; Lodge, 2008). The rationale for RIA in terms of executive dominance over the administration can be read across two images of the regulatory state—i.e. political control and symbolic politics. Looking at the UK, a leading author (Moran, 2003) has found that the regulatory state triggers the colonisation of areas of social life that were previously insulated from political interference and managed like clubs. Thinking of the European Union (EU), it has been argued that:

The process of market-oriented regulatory reform in Europe … has not meant the emergence of an a-political regulatory state solely devoted to the pursuit of efficiency and completely divorced from a more traditional conception of the state that would stress the pursuit of political power, societal values and distributional goals.

(Jabko, 2004: 215, emphasis in original)

However, political control can also lead to symbolic politics via rituals of verification (Power, 1999). Given the increasing relational distance between principal and agents generated by decentralisation, contracting out, and the creation of independent agencies, formal procedures replace trust and administrative procedure replaces informal coordination. If political organisations produce knowledge about the expected impact of policy to increase their legitimacy rather than efficiency (Brunsson, 1989), we would expect tools like RIA to play a role in the symbolic dimension of the regulatory state.

The open governance logic is based on changes of the opportunity structure that break down tight regulatory policy networks, blend instrumental and communicative rationality, and create the preconditions for reflexive social learning (Sanderson, 2002). The opportunity structure is tweaked to offer more pluralism (as neo-pluralist notions of the regulatory state have it) or to promote civic republican governance—we will return to these concepts in the next section.

What about rational policy-making and its connection with images of the regulatory state in Europe? Although critical of synoptic rationality, Majone (1989) has fleshed out a notion of the regulator where rationality still plays an important role. In his notion, power is transferred from domestic policy-makers to EU institutions in areas in which distributional matters and values are much less important than efficiency and Bayesian learning—a point about the rationality of expert-based decisions that converges with recent theoretical work in economics (Alesina and Tabellini, 2007, 2008). Regulatory legitimacy—Majone (1996) carries on—is eminently a question of rational and transparent processes. Regulators are credible if they provide reasons for their choices, support decisions with transparent economic analysis and objective risk analysis, and enable courts to review their decisions. Yet again, we find the logic of rational policy-making, this time linked to new forms of accountability and legitimacy (Vibert, 2007: chapters 8 and 11).

13.3 DELEGATION, GOVERNANCE, AND RATIONALITY

Having introduced the broad logic(s) of RIA, let us now be more specific about the causal chain leading to adoption. In this section, we present a classic rational choice explanation about the political control of bureaucracy. We then enter some limitations and criticisms internal to this explanation, before we attend to external critiques—looking at the neo-pluralism and civic republican models. Finally, we consider the key concept of rationality.

In rational choice theory, the regulatory process is characterised by demand and supply. In the regulatory market place, however, information asymmetries (moral hazard, adverse selection, and signalling) are more serious than in markets for goods and services. Principal–agent models—developed to explain how delegation problems are solved—shed light on the nature of RIA as a type of administrative procedure.

Delegation generates the problems of bureaucratic and coalitional drifts. The former is a direct consequence of delegation: once power has been delegated, information asymmetries produce agency dominance. The principal can use incentives to react to this state of play but there are empirical and theoretical reasons why this solution may not work (Miller, 2005). However, agencies would still develop rules in the interest of the principals, if proper administrative procedures enforced by the courts were introduced (McCubbins, Noll, and Weingast, 1989). Coalition drift arises because agencies may over time produce rules that do not reflect the original deal made by political principals and their most relevant constituencies for support (i.e. the pressure groups that entered the original deal) (Horn and Shepsle, 1989; Macey, 1992). Positive political theorists predict that the regulatory process will be dominated by organised subgroups, leading to diffuse collective loss.

Following this theoretical template, administrative procedure is used to exchange information on the demand and the supply of regulation. The design of administrative procedure limits the participation of broader interest groups and facilitates rent-seeking, overcoming the limitations of the incentive structure. Indeed, procedures reduce the principal–agent slack and ‘enfranchise important constituents in the agency’s decision-making, assuring that agencies are responsive to their interest’ (McCubbins, Noll, and Weingast, 1987: 244). Moreover, the ‘most interesting aspect of procedural controls is that they enable political leaders to assure compliance without specifying, or even necessarily knowing, what substantive outcome is most in their interest’ (McCubbins, Noll, and Weingast, 1987: 244). As such, administrative procedure belongs to the politics of structure (as opposed to the politics of specific policy issues), that is, how institutions with different interests compete to control, change, and exercise public authority (Moe and Wilson, 1994: 4).

Administrative procedure is thus effective in several ways. Firstly, it allows interest groups to monitor the agency’s decision-making process (fire alarm monitoring is made possible by notice and comment). Secondly, it ‘imposes delay, affording ample time for politicians to intervene before an agency can present them with a fait accompli’ (McCubbins, Noll, and Weingast, 1989: 481). Finally, by ‘stacking the deck’ it benefits the political interests represented in the coalition supporting the principal (McCubbins, Noll, and Weingast, 1987: 273–4). Cost–benefit analysis (CBA) plays a specific role. It is ‘a method by which the President, Congress, or the judiciary controls agency behaviour’ (Posner, 2001: 1140). CBA minimises error costs under conditions of information asymmetry.

Overall, RIA, as administrative procedure, solves the principal’s problem of controlling bureaucracies. Its position within the family of control systems is perhaps unique. Whilst some instruments operate either ex ante (e.g. statutes and appointments) or ex post (e.g. judicial review of agency’s rulemaking), RIA provides on-going control. It operates whilst rules are being formulated and regulatory options are assessed.

Some questions and qualifications arise within the principal–agent theory territory—we shall move to ‘external’ critiques later on. For a start, there are multiple principals (Miller, 2005). Consequently, it becomes difficult to predict who has control. Further, the intuitions about fire alarms in regulatory policy (McCubbins and Schwartz, 1984) were put forward to make the case for Congressional dominance, but the empirical evidence for Congressional control of executive agencies is poor and ambiguous (Kagan, 2001: 2259). Even if they are put to work, Congressional fire alarms are at best status-quo preserving, reactive, and discrete. Consequently, they cannot produce a comprehensive consideration of regulatory matters (Kagan, 2001: 2260).

Political appointees can be useful to the President by identifying preferences or by framing the policy issues (Hammond and Knott, 1999). As shown by Moe and Wilson (1994), the Presidency, as institution, has several structural advantages over Congress and centralised review of rulemaking has been successfully used to move the balance of power from Congress to the White House.

However, the determination of preferences of special groups can be problematic. One of the major difficulties in RIA is the identification of ‘who wants what’ at an early stage, when regulatory options are fleshed out. Models of rulemaking coalitions show the complexity of preferences constellations across principals and clients within large coalitions (Waterman and Meier, 1998). And perhaps the White House or Congress do not really want to exercise control all the time—it is often efficient to let the agent figure out what the diverse preferences are and how they can be accommodated (Kerwin, 2003: 275–6).

Another consideration is that the theory of delegation is too static without a theory of negotiation (Kerwin, 2003: 278–9). Under conditions of multiple principals, problematic identification of preferences, and uncertainty about how the courts will ‘close’ the incomplete contract between agent and principal, negotiation plays a fundamental role.

More importantly still, the standard formulation of principal–agent theorising about administrative procedure does not tell us how the agency responds. Here we need a model of the bureaucracy. There are professional differences within agencies—scientific/technical personnel respond to CBA less favourably than personnel trained in policy analysis (West, 1988). The question is not simply one of training but rather one of different visions of the nature of the rulemaking process. Further, the same individual behaves rationally or morally depending on the changing characteristics of the environment and the specific regulatory interaction at stake (Ayres and Braithwaite, 1992). In consequence, it becomes difficult to make a prediction on how the agent will respond to incentives. This reminds us of the ‘mixed motives’ Downsian bureaucrats of Inside Bureaucracy. Given this heterogeneity, agencies can rely on different organisational forms, such as team, hierarchy, outside advisor, adversary, and hybrid models (McGarity, 1991). This observation on internal organisation and professional background hints at a possible fruitful combination of formal models of rulemaking with management theories (Hammond and Knott, 1999).

Normatively speaking, the notion of control over regulatory agencies has spawned a debate among constitutional and administrative lawyers that takes us beyond rational choice theorising. The questions, often revolving around the centralised presidential review of rulemaking rather than the existence of RIA, are ‘who has control of rulemaking’ and whether this can be justified. The discussion has been heated,3 with hints of ‘religious zeal’ (Blumstein, 2001: 852).

With these remarks on the constitutional dimension in mind, we are ready to move on to the next question: What are the models of governance within which we situate RIA? Political control of the bureaucracy (whether in the form of congressional dominance or unitary executive) is not the only option. The neo-pluralism and civic republican models provide alternatives.

In neo-pluralist theory, RIA (and more generally administrative procedures) is adopted to produce equal opportunities for pressure groups (see Arnold, 1987 on environmental impact assessment). Granted that regulatory choice is about collecting information from different sources and balancing different values, RIA can be used to ensure that all the major interests affected compete on a level playing field. Transparency and open processes of rulemaking are necessary conditions for neo-pluralist politics to operate optimally. The explanation of why the executive adopts RIA is not very clear. One must assume that elected officials want to change the opportunity structure to achieve conditions that approximate the neo-pluralist ideal-type. The government may want to do this under pressure from the median voter. As a matter of fact, Congress passed statutes that increase participation in the rulemaking process, such as the Consumer Protection Act (1972), the Occupational Safety and Health Act (1970), and the Toxic Substance Control Act (1976). The courts have also imposed requirements on agencies to release data, disclose the basis of discussions with pressure groups, and carry out public hearings.

One problem with interest-group-oriented models—Kagan (2001: 2267) notes—is that group pressure results in ‘burdens and delay on agencies and thus make them reluctant to issue new rules, revisit old rules, and experiment with temporary rules’. Thus, the pluralist model may be—together with the activism of the courts—one reason for the ‘ossification of rule-making’ (McGarity, 1992) and one of the problems which has led to more flexible instruments, such as negotiated rulemaking (Coglianese, 1997). Formal requirements may also push agencies towards less transparency: the real deals with pressure groups are not done during the formal ceremony of notice and comment and other procedures, where the agency tends to assume a rigid defence of its proposal. They are done earlier and less transparently (Kagan, 2001: 2267 quoting a former General Counsel of the EPA comparing formal procedures to the Japanese Kabuki theatre).

The civic republican theory argues that, under proper conditions, actors are able to pursue the broader community interest (Ayres and Braithwaite, 1992; Seidenfeld, 1992; Sunstein, 1990). This model of the regulatory state provides a direct participatory role to public interest groups, civil society organisations, and citizens. It goes beyond pluralism: weaker groups and the community as a whole are deliberately empowered. Instead of technocratic decision-making, we end up with fully political and participatory policy-making styles (Bartle, 2006).

Within the civic republican theory, Croley expects RIA to provide ‘an opportunity for public-spirited dialogue and deliberation about regulatory priorities’ (Croley, 1998: 102). A civic republican RIA will therefore aim at making the community stronger. Regulatory choices will be less about measuring the costs and benefits of regulation, less about making market deals, and would look more like deliberation about major trade-offs in multiple policy sectors (Ayres and Braithwaite, 1992: 17; Morgan, 2003: 224).

Finally, one can turn to a governance model based on rationality and self-control of agencies, on the basis of the technocratic theories mentioned above. If rationality means efficient decisions, for example by using CBA, this still raises the question why would a government want to increase the efficiency of the regulatory process? This is where Majone’s non-majoritarian regulatory state offers an explanation, based on credibility, the separation between regulatory policy and other policy types, and procedural legitimacy.

The question is that, for all the virtues of Weberian bureaucracies we can think of, there are also vices, notably inertia, negativity bias, and reluctance to modify the status quo. Controlling bureaucracy may have less to do with ‘runaway agencies’, as congressional dominance theorists implicitly assume, than with providing direction and energy to otherwise ossified rulemaking systems (Kagan, 2001: 2264). The prompt letters used by the OMB in recent years seem to corroborate this point (Graham, 2007).

It has been argued that the OMB cannot preserve rationality in the regulatory process by using CBA and at the same time exercise a function of political control (Shapiro, 2005). However, a classic objection is that the President, unlike individual members of Congress, is elected by the whole nation and therefore will care about the broad costs and benefits affecting all constituencies (Kagan, 2001: 2335). Presidents also care about leadership. Their individual interests are consistent with the institutional interests of the Presidency. On issues of structure, the President will go for changes that increase the power of the Presidency over Congress, not for special interests politics (Moe and Wilson, 1994: 27).

In consequence, there may be no trade-off between political control, effectiveness, and accountability (Kagan, 2001: on effectiveness see pp. 2339–2346). The personnel in charge of review is pretty much stable across political parties and administrations, thus increasing the likelihood of technical analysis, leaving to the President the political duty to provide overall direction to the agencies.

To sum up then, this rich theoretical debate shows that rational choice theories of delegation provide a useful benchmark with clearly testable implications. The neo-pluralist and civic-republican theories have more normative appeal, although they are less clear on the propositions that can be tested empirically and the logic of introduction of RIA. Notions of rationality enter intervening variables in the explanation.

Be that as it may, the value of these theoretical approaches beyond the US has not been assessed. In Europe, for example, RIA may be used to control the process of rule formulation in governmental departments. However, even if the delegation problems are common everywhere, the institutional context is different. In Westminster systems, the prime minister and the ministers in charge of different departments belong to the same political party. In other parliamentary European systems, the prime minister has to control departments that can be headed by ministers of different parties in the ruling coalition. The role of the parliament varies markedly across countries but most systems are parliamentary, not presidential (with the partial exception of France). So the question is whether there are functional equivalents to presidential control, otherwise RIA would play a completely different role.

13.4 THE EFFECTS OF RIA: EMPIRICAL EVIDENCE

One critical issue here is to work on concept formation before we move on to measurement. Another is to categorise and measure changes brought about by RIA, being aware that indirect-cumulative effects of knowledge utilisation over a long period of time are more important than short-term instrumental use (or lack of) (Weiss, 1979). A third caveat is to control for the null hypothesis of ‘no effects of RIA’. A fourth tricky issue is counterfactual reasoning: Would the change have taken place in any case without RIA (Coglianese, 2002)?

A classic method for the evaluation of changes is the observational study. There are two types of observational study: longitudinal and cross-sectional (Coglianese, 2002):

1. A longitudinal study compares the outcomes of administrative procedure over time.

2. A cross-sectional study compares regulatory outcomes in the same period between a group of countries operating under the procedure and another one that does not.

13.4.1 Longitudinal-quantitative studies

Economists have carried out longitudinal and quantitative empirical studies. The first group of quantitative studies deals with the accuracy of cost and benefit estimates. Morgenstern, Pizer, and Shih (2001) assess the relationship between costs reported in RIAs and the actual economic costs. They conclude that, generally, regulatory costs are overestimated, a conclusion shared by other authors. Harrington, Morgenstern, and Nelson (2000) compare the ex ante cost predictions made by OSHA (Occupational Safety and Health Administration) and EPA (Environment Protection Agency) with ex post findings made by independent experts. They argue that cost overestimation is essentially due to the lack of consideration of ‘unanticipated use of new technology’ (Harrington, Morgenstern, and Nelson, 2000: 314). A comprehensive recent literature review however, concludes that costs and benefits are poorly estimated in the US, but it is not clear if there are systematic biases (Hahn and Tetlock, 2008). Small and medium-n longitudinal studies on European countries show limited use of sophisticated assessment tools (Nilsson et al., 2008; Turnpenny, et al., 2009; Russel and Turnpenny 2008 on 50 British impact assessments).

Another group of quantitative studies has assessed the soundness of economic analyses through scorecards and checklists. Scorecards provide measures of the overall impact of different regulations, relying on economic performance indicators such as costs, benefits, lives or life-years saved, cost-effectiveness, etc. (Hahn, 2005). However scorecards—it has been argued—disregard un-quantified costs and benefits, neglect distributive impacts and do not disclose the true level of uncertainty (Heinzerling, 1998; Parker, 2000). Checklists are a collection of quality assurance measures (generally expressed in Y/N format). Hahn and associates have developed checklists of US RIAs (Hahn, 1999; Hahn et al., 2000). This approach has also been used for the European Commission’s impact assessment (Lee and Kirkpatrick, 2004; Renda, 2006; Vibert, 2004) and to compare the US with the EU system (Cecot et al., 2008). International organisations and audit offices make use of scorecards and checklists for evaluation purposes (Government Accountability Office, 2005; National Audit Office (NAO), 2004; OECD, 1995).

What do we know about the overall consequences of RIA (as process) on the final regulatory outcomes? Croley (2003) has considered correlations between the following: the type of rule and the likelihood of change; the type of interest group and the likelihood of change; the type of agency and the likelihood of change; the type of agency and the likelihood of an OIRA meeting. He finds significant correlations between rule stage, type of rule significance, and written submissions, on the one hand, and the frequency with which submitted rules were changed, on the other.

Drawing on 1986 Morrall’s data on final and rejected regulations (partially reviewed to accommodate some of Heinzerling’s critiques), Farrow has assessed whether OMB review has altered the probability of rejection of high-cost-per-life-saved regulation. He concludes that the type of regulation and the budget of trade-groups opposing the regulation predict the probability of rejection of ineffective regulation better than the cost-per-life-saved variable (Farrow, 2000). This seems to corroborate the rational choice theorists’ understanding of RIA.

Recent empirical analyses have focused on the relationship between regulators and pressure groups. Interest groups seem to be able to discern which among several methods of participation is the most effective in achieving a congenial regulatory outcome (Furlong and Kerwin, 2005; Schultz Bressman and Vandenbergh, 2006; followed by critical remarks made by Katzen, 2007). Looking at the correlation between public comments to forty regulations and the direct influence of interest groups, Yackee (2006) concludes that regulatory agencies change their initial proposals to accommodate interest groups’ preferences. Yet another case in which rational choice understandings are supported by empirical evidence.

Overall, quantitative research provides answers to the question of rationality and RIA. Looking at the US evidence accumulated up until now, Hahn and Tetlock conclude that the quality of economic analysis is stable across time and is always below the standards set by the guidelines. It is difficult—they add—to find evidence that economics has had a substantial impact on regulatory decisions in the US. Nevertheless, there is a marginal effect (but marginal changes do count for large sums of money in major decisions!) and, more difficult to prove, a deterrent effect on bad rules that we would otherwise have seen in the statute book (Hahn and Tetlock, 2008).

13.4.2 Longitudinal-qualitative studies

Practically confined to the US with some exceptions (Carroll, 2007: Froud et al., 1998), longitudinal-qualitative analyses are particularly useful in detecting changes over the medium–long term. Since Kagan (2001), most authors agree that RIA and centralised review of rulemaking have been institutionalised (West, 2005b) and used by different Presidents to increase the strength of the executive—although the regulatory policy paradigm may change between one administration and the next.

The critics of the OMB see its analytical function overshadowed by political priorities (Heinzerling, 2002; McGarity, 1991; Shapiro, 2005 and 2007). Others argue that the OMB has defended principles of cost-effectiveness and risk–risk analysis. By doing so, it has widened the perspective of agencies, typically motivated exclusively by their somewhat narrow statutory objectives (Breyer, 1993; Pildes and Sunstein, 1995; Viscusi, Vernon, and Harrington, 1995).

OMB’s control—it has been argued—goes against the constitutional architecture designed by Congress to delegate power to agencies—not to the White House (Morrison, 1986). Others have added that OMB’s review alters ‘the division of power between the Congress and the President in controlling the decision-making; the objectivity and neutrality of the administration; and the role of administrative procedure and courts’ (Cooper and West, 1988: 864–5). Cooper and West find that OMB’s review has increased the centralisation and politicisation of rulemaking, thus exasperating the negative effects on democratic governance of the politics/administration dichotomy. In the American political system—they argue—the public interest emerges out of a process of decision-making, so: ‘each branch must then retain sufficient power to play an influential policy role in both the legislative and administrative processes’ (Cooper and West, 1988: 885).

In the opposite camp, Shane (1995) finds that centralised review of regulatory policy is consistent with the constitutional separation of powers—the issue is whether there is a specific justification for a presidential order on the rulemaking process. DeMuth and Ginsburg (1986) note that the President, in order to advance his policies, has to control administrative rulemaking of executive agencies.

By now, most of the legal discussion has converged around a unitary position (Blumstein, 2001), meaning that the executive is a single entity, so the administrative activity of federal executive agencies has to be controlled by the President. Kagan (2001), albeit dissenting with the unitary conceptual framework, agrees that centralised presidential control has increased. Paradoxically (for those who see centralised control as synonymous of de-regulation) it has been institutionalised and even enhanced during the Clinton years. Since the early years, this feature of the system has appeared irreversible, with power shifts towards the institutional Presidency (Moe and Wilson, 1994; West, 2006).

Recent studies do not question that presidential power has increased, but reveal much less proactive coordination and more reactive and politically oriented (as opposed to analytical) intervention than one would expect (Shapiro, 2005 and 2007; West, 2006). This chimes with earlier findings, for instance that RIA has been an effective means of detecting and shaping those policies of federal executive agencies that impact on the key constituencies of the President (Cooper and West, 1988). Considering a more organisational and political framework, RIA has sometimes enabled agencies to look at rule formulation in new and sometimes often creative ways—McGarity (1991: 157, 308) concludes—but with the danger of promoting the regulatory economists’ hidden policy agendas ‘behind a false veneer of objectivity’.

The broader discussion around the politics of structure and the constitutional issues raised by the administrative state has carried on (Rosenbloom, 2000). Congress has responded to the Presidency’s use of regulatory review by directing the OMB not to interfere with special-interest legislation (Moe and Wilson, 1994: 39) and by securing Senate confirmation of OIRA heads, as well as more public information and precise deadlines on the review process. Since OIRA was initially authorised to run for a limited period, Congress had the opportunity to stop funding and/or ask for major concessions, but ‘it did not take on the President directly in an all-out assault’ (Moe and Wilson, 1994: 39).

The justifications of centralised review have also evolved from constitutional arguments to policy arguments about the consequences of the Presidential administration, such as accountability and efficiency (Kagan, 2001). In Europe, so far no constitutional debate around RIA and executive review of rulemaking has emerged—apart from some original attempts to frame the discussion on the European Union impact assessment system (Meuwese, 2008).

13.4.3 Emerging topics

An emerging topic in comparative research is diffusion (De Francesco, 2008). In diffusion studies one can contrast rationalistic explanations for the adoption of RIA with emulation and mimicry (Radaelli, 2005: 925). Specifically on implementation, the formal adoption of roughly similar RIA models in Europe has not been followed by the same pattern of implementation (Radaelli, 2005). Economics and law alert us that transplantation is a source of inefficiency of institutional choice (Shleifer, 2005: 448; Wiener, 2006). Hence the transplant of RIA in political systems that do not present functional equivalents to the US may produce completely different outcomes.

Another way of looking at the different implementation patterns of similar policy innovations is to consider the political and administrative costs and benefits (Moynihan, 2005). For a politician, adopting a general provision on how regulatory proposals should be empirically assessed has low cost and high political benefits—in terms of signals sent to international organisations and the business community. To go beyond it and write guidelines, create oversight structures, and implement the guidelines across departments and agencies is politically and economically expensive. Given that the benefits of a well-implemented RIA program emerge only in the medium and long-term, that is after the next elections, there is an incentive to opt for symbolic adoption. Robust networks of RIA stakeholders, however, can change this perverse incentive structure and lay the foundations for institutionalisation (Radaelli, 2004: 743).

Another strand of research has looked at the difference between academic standards of good regulation and the specific notions included in RIA guidelines, thus taking a critical perspective (Baldwin, 2005). Some have pointed to another limitation, observing that there are rival views of High Quality Regulation, thus increasing the ambiguity of tools like RIA (Lodge and Wegrich, 2009). Others have related these limitations to the broader tensions at work in the regulatory state, arguing that better regulation may promote the rise of a meta-regulatory state within the state as a counterweight to the decentralisation of regulation (Black, 2007). Finally, there have been attempts to connect the analysis of RIA and more generally better regulation in Europe with the broad intellectual questions posed by the so-called New Public Management (Radaelli and Meuwese, 2008), the politics of policy appraisal (Turnpenny et al., 2009), and the problematic relation between integrated forms of assessment and joined-up government (Russel and Jordan, 2009).

13.5 TOWARDS A RESEARCH AGENDA

On balance, the state of the art is not quite up to the expectations. Most of the studies are based on the US and are not longitudinal. Diffusion studies and systematic, rigorous comparisons that take context and history into account are almost absent. There is much more emphasis on measurement than on theory and concept formation. Studies on Africa and Asia are emerging (Kirkpatrick, Parker, and Zhang, 2004), but there is no consolidated knowledge on how donor requirements to introduce RIA, administrative capacity, and the quality of democracy affect implementation.

This raises the challenge of working in a comparative mode, with suitable research questions on:

(a) the process of diffusion;

(b) the role of political institutions; and

(c) the political consequences of RIA.

Research questions falling in category (a) could usefully test the hypothesis that RIA is used to increase central political control versus the hypotheses of emulation and coercion. In category (b), RIA becomes a dependent variable and more work should be done on what specific features of the institutional context have what type of effects. As for category (c), the research questions are whether RIA (this time as independent variable) has economic, administrative or political impacts, in the short or long-term, as shown in Table 13.1. Cells 1 and 4 are more suitable for the economic analysis of RIA.

The administrative effects include administrative capacity. In the short term, RIA requirements raise the issue whether an administration has the capacity to deal with the economic analysis of regulation (Schout and Jordan, 2008). The implementation of RIA over a fairly long period of time should leave a mark on the types of civil servants mentioned by West and McGarity. Cell 5 also reminds us of the long-term relationship between administrative procedure and RIA. We do not know much about how administrative law shapes European RIA processes and vice versa. The political effects bring us into cells 3 and 6 and to major governance-constitutional issues at the core of the academic discussion on regulatory governance and regulatory capitalism.

Table 13.1 A typology of consequences brought about by RIA

[image: Image]

At the macro level, the major research question is about RIA and the regulatory state. One way to address it is to go back to the different logics. Does RIA bring economic rationality to bear on regulatory choices? Does it increase executive control? Does it foster the emergence of new modes of regulatory governance, arguably a smart, democratic, open regulatory state?

Let us recap a few important points. Economists focus on whether economic analysis of different types contributes to the emergence of more efficient regulation (Helm, 2006). Another question is whether centralised review increases the efficiency of administrative action—a point where there are sharply contrasting views. An innovative way to look at rationality-efficiency is to ask whether resources for evidence-based policy are optimised across the life-cycle. A dollar invested in RIA cannot be invested in ex post policy evaluation—hence the opportunity cost of ex ante analysis is given by the money that is not invested in ex post evaluation or in any type of assessment taking place after regulation decisions have been made.

Other research questions concern the effects of a specific type of rationality at work in RIA, that is, cost–benefit analysis. In this connection, an interesting issue is about the long-term impact of RIA as comprehensive economic rationality. One of the most powerful insights provided by McGarity is about the conflict between comprehensive and techno-bureaucratic rationality within US agencies. Agencies may deal with conflict by using team models to integrate the two types of rationality, or by using adversarial internal processes to take the benefits of a well-argued defence of different ways to look at regulatory problems and their solutions (McGarity, 1991). It would be useful to use this framework in a comparative mode. Different administrative traditions, attitudes of the civil servants, decision-making styles provide classic variables to control for. It would also be interesting to know if the clash between techno-bureaucratic approaches and economic rationality is bringing about a new hybrid of rationality.

The most important issues for lawyers and political scientists revolve around political control and the overall impact on constitutional settings. Rational choice theorists rightly show that RIA is not a politically neutral device to provide more rational decision-making. We argued that principal–agent modelling should be supplemented by:

(a) a theory of negotiation;

(b) a thorough understanding of the administrative process; and

(c) a public management theory to understand who wins the control game.

One may reason that agencies get captured by the regulated. Majone, instead, would reason that being perceived as fair and relatively un-biased in regulatory analysis is essential. Others would argue that, overall, there has been a decent Congressional and judicial retrofitting of the administrative state, and the constitutional balance is overall preserved (Rosenbloom, 2000). Incidentally, this raises new questions about the European RIA architectures, in which there have been almost no discussion cast in terms of constitutional politics—specifically, in relation to the parliamentary nature of these political systems at a time of increasing strength of the core executive.

13.6 CONCLUSIONS

Two decades ago, Thomas McGarity (1991: 303) observed that ‘regulatory analysis is currently in a state of awkward adolescence. It has emerged from its infancy, but it has not yet matured.’ It is useful to distinguish between RIA as phenomenon and the academic literature on this topic. As a phenomenon, regulatory oversight has been diffused throughout the globe. In some countries, such as Canada, the UK, and the US, RIA has been institutionalised. The recent experience of the EU, where RIAs are produced and used systematically in policy formulation, shows that institutionalisation may take less than a decade. In other countries, there has been adoption followed by implementation problems and lack of convergence. This has led to some frustrations with the rationalistic ambitions of RIA: although academics have provided new moral and decision-making foundations for cost–benefit analysis (Adler and Posner, 2006; Sinden, Kysar, and Driesen, 2009), most countries outside the US have implemented soft or warmer versions of CBA (Wiener, 2006 uses the notion of ‘warm’ CBA) or stripped-down analyses of administrative burdens (Helm, 2006; Jacob et al., 2008; Jansen and Voermans, 2006). Looking at the future, impact assessment may evolve into more complex activities of regulatory management. Thus, RIA activity may well feed into the construction of systems of regulatory budgeting and regulatory agendas (Doern, 2007).

Although RIA, as phenomenon, has emerged from its infancy, the academic literature is still looking for the most perceptive research questions—it is still in a state of adolescence, although not necessarily awkward. This chapter has argued that RIA offers an opportunity to test theories of political control of the bureaucracy. We can get deeper insights into a key debate, originated by Max Weber, between theorists of bureaucratic dominance like Lowi and Niskaken, and theorists of political control like Weingast. Rational choice theorists are only one of the natural academic constituencies of RIA. The other is made up of scholars who are broadly interested in developing our understanding of governance and how rationality of different types affects policy-making. RIA can also offer insights on new forms of symbolic politics.

To achieve this, more theory-grounded comparative research is essential, possibly controlling for broader, long-term consequences and for the historical-institutional context. This type of analysis can usefully inform the debates on the regulatory state and constitutional change, as well as the normative appraisal of governance architectures.

The support of the Economic and Social Research Council, research grant No. RES-000-23-1284 is gratefully acknowledged. We wish to thank the editors of the Handbook for their comments.

NOTES

1. Note however that, following Sunstein (2004), the public can never be ‘rational’ in evaluating risks. RIA therefore has to cope with the challenge of transforming these non-rational evaluations into rational ones.

2. For European scholars see Vibert (2007).

3. Some of the leading authors in this debate (e.g. Graham (2007), Kagan (2001), Katzen (2007), DeMuth and Ginsburg (1986), and Farrow (2000)) have combined academic life with first-hand experience in the presidential administration (or got very close to it, as in the case of Blumstein, whose OIRA nomination was blocked by the Senate).
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CHAPTER 14
THE ROLE OF RISK IN REGULATORY PROCESSES

JULIA BLACK

14.1 INTRODUCTION

Risk is becoming a significant organising principle of government and a distinct unit of governance. Indeed many argue that the role of government is increasingly being characterised and assessed in terms of the identification, assessment, and management of risk (e.g. Fisher 2007; Rose 1999) and that regulation is simply a form of risk management (Hutter 2001). Further, both within and beyond the state, risk is becoming a benchmark of good governance for organisations (Power 2007). Such comments may suggest that after the ‘nightwatchman state’ (Nozick 1974), the ‘welfare state’ (Marshall 1964, 1967), and the ‘regulatory state’ (Majone 1994, 1997; Moran 2003) we are now in the ‘risk state’, or at least a ‘risk regulatory state’.1 Sociologists have been telling us for some time that we are in a ‘risk society’, in which society is orientated towards managing the risks that it has itself created (Giddens 1990, 1999; Beck 1992). If the ‘risk society’ thesis, or at least a minimal version of it, is valid, the ‘risk state’, or at least ‘risk regulatory state’, should come as no surprise. Government, as a key (if not always successful) social manager, surely both is affected by, and has a role in, this shift in societal orientation, reflecting and producing the ‘risk turn’ in governance both within and beyond the state.

This chapter explores the role that risk plays in different parts of the regulatory process, in order to evaluate the extent to which risk has become an ‘organising principle’ of governance and its implications. This exploration is only partial: the study of risk could be the subject of its own OUP Handbook. Further, notwithstanding the ‘governance’ turn and the decentring of regulation, it focuses only on the state. This chapter focuses more specifically on the role that risk plays in constituting, framing, and structuring regulation and regulatory processes, and analyses some of the key themes of the broader risk literature in this context. These include the questions of how people perceive risk, whether and how to inject greater public participation in risk-related policy decisions, and the internal management of risk by organisations.

This chapter argues that risk currently plays four main roles in regulation: providing an object of regulation; justifying regulation; constituting and framing regulatory organisations and regulatory procedures; and framing accountability relationships. Risk is an object of regulation in that much regulatory activity is defined in terms of risk. Risk plays a justificatory role in that it defines the object and purpose of, and provides a justification for, regulation, and thus frames regulatory policy making. Risk plays an organisational and procedural role in that risk provides the basis for the regulator to operationalise its objectives and for the introduction of particular sets of internal organisational policies and processes. Risk provides an internal and external evaluative and accountability role in that the language of risk is used, both within the organisation and by those outside it, to define a matrix of measures which are used in an attempt to structure the discretion of the organisation and those working within it, to make them accountable, and to provide a (contested) criterion of evaluation. In the first two roles, risk thus constitutes and defines regulatory mandates. In the second two roles, it structures and frames regulatory processes. The chapter explores each of these roles in turn. It suggests that in each case, the role of ‘risk’ serves to destabilise decision-making, leading governments and regulators to attempts to find stability through attempts to rationalise processes and procedures, attempts which are often unsuccessful due to the inherent nature of risk itself.

14.2 RISK AND THE REGULATORY MANDATE: RISK AS AN OBJECT OF REGULATION

The regulation of risk is hardly a new activity for the state, neither is regulation to prevent risks: food prices have in the past been the subject of regulation in attempts to prevent outbreaks of public disorder, for example. Many examples of the UK’s present ‘regulatory state’ were born from the recognition that industrialisation posed risks to health, safety, and welfare from passenger ships, factories, roads, and railways. As has been well noted by others, as technology advances, regulation accompanies it in an attempt to manage the risks that are thereby created in the course of the development, production, and use of those technological innovations (Giddens, 1990; Beck, 1992). Chemicals, pharmaceuticals, GMOs, transport, stem cell research, nuclear power, even financial engineering, all have prompted the development of risk regulation regimes. ‘Risk-based policy making’ in many areas of regulation is therefore familiar, in the sense that regulation is directed towards the minimisation of risks to health, the environment, or financial well-being.

Risk as an object of regulation is thus not particularly new, but it is striking that the range of activities which are regulated in the name of risk has been expanding significantly, most particularly through the 1990s. This expansion has led commentators to argue that the subject matter of all regulatory activity is being defined or redefined in terms of risk (e.g. Fisher, 2003). There was certainly an increased focus on risk regulation in the 1990s, which has continued through the next decade. The precautionary principle was introduced as a principle of EU environmental regulation in the 1992 Maastricht Treaty (article 130r, now article 174), and its application was extended to all risks to the environment or the life and health of humans, animals, and plants in 2000 (European Commission, 2000). New institutional structures for risk regulation were created in both the EU and the UK. In the UK, responsibility for environmental management was consolidated in the creation of the Environment Agency in 1990. In the area of food, the heightened emphasis on risk led, as a result of the BSE crisis, to the establishment in the UK of the Food Standards Agency, and at the EU level to the creation of the European Food Safety Authority (Vos, 2000, 2009).

The state’s role in regulating technological risks rightly attracts significant commentary and analysis (e.g. Fisher, 2007). But not all the new risk regulators focus on risks that arise because of new technological developments. The Adventure Activities Licensing Authority was established in 1996 following a canoeing accident in which four schoolchildren died, with the remit of managing the risks to health and safety arising from activities carried out through centres offering climbing, watersports, caving, and trekking to those under 18.2 Canoeing is hardly a ‘high-technology’ risk. Neither is worker exploitation, and yet in 2005 the Gangmasters Licensing Authority was established to license those who provide labour for the agricultural and shellfish sectors. It is a classic example of a regulator that has no statutory objectives, only functions, but its self-described ‘mission statement’ is to safeguard the ‘welfare and interests of workers’ in these sectors, and its scope is explained in terms of the identification of those sectors where the ‘risk of exploitation’ is deemed to be highest (Gangmasters Licensing Act 2004). Dangerous dogs also have their own regulatory regime, though not a separate agency (Hood, Rothstein, and Baldwin, 2001).

Risk regulation is clearly a significant part of the regulatory state, but two questions arise. First, to what extent is all of regulation being reframed in terms of risk? Secondly, just what is the ‘risk’ that is being referred to in the different contexts in which it is being used? Addressing these in reverse order, broadly, the ‘risk’ being referred to can shift, often without much explicit recognition, from risks to health, the environment, security, or indeed financial stability and well-being, to the risks of policy or regulatory failure. The former are increasingly being referred to by government as ‘public risks’, or by academics as ‘societal risks’ (e.g. BRC, 2006; RRAC, 2009); the latter have no official name, but may be termed ‘institutional risks’ (Black, 2005a; Rothstein, Huber, and Gaskell, 2006). This is a point to which we will return below.

Returning to the first question, is it true to say that all of regulation is concerned with risk, or more particularly societal risk, even if a significant proportion of it is? Obviously this depends on how we identify ‘risk’. The definitional issue is one we will revisit below, but it is striking that, at least at the level of description, not all regulation is described as being about ‘risk’. The regulators of water, rail, telecommunications, competition, and energy are typically referred to by policy makers and academics not as ‘risk’ regulators but as ‘economic’ regulators. These economic regulators are the archetypal ‘regulatory state’ regulators identified by Majone, established to regulate liberalised markets in the 1980s and 1990s across a wide range of countries (Majone, 1994, 1997; Levi-Faur, 2005; Gilardi, 2005). In accordance with the canons of economic liberalism, the object of regulation for those regulators is defined in terms of the market, and regulation is justified principally in terms of its role in correcting market failures: monopolies, barriers to entry or exit, externalities, information asymmetries, or principal/agent problems (Mitnick, 1980; Breyer, 1982; Ogus, 1994).

So while risk may provide a strong regulatory narrative, so does economics. Not all regulation is about risk, not all regulation is about economics, and not all regulation is about either of those things, but is about ethical issues, or rights, to name but two. Focusing on risk and economics, however, there is some fluidity in these two categorisations. ‘Risk’ as the object of regulation can subsume economics if the object of regulation is seen as market risk and the purpose of regulation is simply framed in terms of managing the risk of market failure. Conversely, it is possible to translate the remits of many of the ‘risk’ regulators into the language of economics: pollution, after all, is not only a risk to the environment but a classic example of a negative externality. Unsafe food poses a health risk; it is also an example of negative externalities, information asymmetries, and principal/agent problems.

It is striking, however, that despite the potential to frame much regulation in terms of both risk and the market, there is a clear demarcation in the way that regulators themselves are defined, and define themselves. In the UK at least, the economic regulators, including competition authorities, still are defined, and define themselves, in terms of their role in perfecting the operation of the market (e.g. Ofwat, 2008; Ofgem, 2009; OFT, 2009). In contrast, neither the legislation establishing the Environment Agency, the Health and Safety Executive, and the Food Standards Agency, nor their own documentation, describes their remits in economic terms. Rather they each use the risk management language of safety and protection (Environment Agency, 2009; Food Standards Agency, 2007; Health and Safety Executive, 2009).

The statutory objectives of the Environment Agency are to ‘protect and enhance’ the environment (Environment Act 1995, s. 4(1)).3 The Food Standards Agency’s functions are defined in terms of their contribution to food safety: policy formation, provision of advice, information, and assistance, monitoring of enforcement, and emergency powers (Food Standards Act 1999). However, as discussed below, the notion that risk somehow displaces economic rationales is not entirely accurate; it rather depends where one looks. The Food Standards Agency may be a ‘risk regulator’ but economic rationales are reintroduced at the operational level in its determinations of why it should regulate, and economic risk–benefit calculations are used to decide how it should evaluate and respond to risk. As to why this should be so, it is suggested that the introduction of economics into decision-making about risk is an attempt to ‘stabilise’ risk’s justificatory role in regulation, a role to which we now turn.

14.3 RISK AND THE REGULATORY MANDATE: RISK AS A JUSTIFICATION FOR REGULATION

Risk is not just being used to define the object of regulation, it is also being used as a justification for governmental regulation. Concomitantly, therefore, it is being used to determine the boundaries of the state’s legitimate intervention in society. Government’s role is to manage risk, and it is justified in intervening in society in the pursuit of that objective.

However, as a justification for regulation, risk provides an unstable base. For it poses the question of which risks the state should attempt to manage, through regulation, social welfare provision, or some other means, and which risks should be managed by others. There is a far bigger story than can be written here on the individualisation of risk, and on the interaction of the growth of economic liberalism and the increasing emphasis on the individual’s own responsibility for managing risk (see, e.g., Giddens, 1999). The extent to which individuals have been expected to manage their own financial risk, for example, has been well observed (Rose, 1999: 158–60; O’Malley, 1992). Over the twentieth century, financial security was socialised, and then has been progressively individualised as community-based systems of financial support, be they given by governments or through company pensions, were gradually minimised. The expectation that people will provide for their own financial well-being through savings, investments, and insurance has been described as the ‘new prudentialism’ (O’Malley, 1992).

The individualisation of risk management is not confined to financial risk, and has clear implications for the manner and extent to which the management of risk is used as a justification for government intervention. A clear statement both of individualisation of risk management and of the justificatory role that risk plays, at least in the UK context, is given in the Better Regulation Commission’s document, Risk, Regulation and Responsibility: Whose Risk is it Anyway? (BRC, 2006). In the same way that welfare economics provides the boundaries of state interference in the economy, ‘risk’ was used by the BRC, and indeed its successor the Risk Regulation Advisory Council (RRAC), to provide the boundaries of state intervention in society. Risk and regulation, it argued, had become tangled, so that any emerging or salient risk was seen to require a regulatory response. Noting the paradox that criticisms of a ‘nanny state’ and ‘health and safety gone mad’ often sit alongside calls that ‘more must be done’ by government to protect against a whole range of risks, the BRC argued that government should wherever possible resist calls for more regulation whenever a risk emerges or comes to public attention. Instead, it should seek to push responsibility for risk management down to the level of the individual or civil society. Government should ‘emphasise the importance of resilience, self-reliance, freedom, innovation and a spirit of adventure in today’s society’ and only intervene if it really is in the best place to manage risk (BRC, 2006: 38). Individuals should be responsible for managing risks ‘where they have the knowledge to make an informed assessment of the risk, consider the risk to be acceptable and regard the cost of mitigating the risk to be affordable or insurable’ (BRC, 2006: 29). Regulation should be targeted on those who are most at risk, should be cost-effective, and take into account the opportunity costs of managing risks (BRC, 2006: 38). The dictates of cost-effective risk management should thus define the appropriate role for the state.

Risk is thus being used as a justification for regulation but it is not alone. As noted above, economics is usually the main contender for this role. Indeed all the main textbooks on regulation since the early 1980s have used economics to provide the boundaries of the state’s legitimate intervention in society, or at least in that part of it which constitutes the market (e.g. Mitnick, 1980; Breyer, 1982; Ogus, 1994; Baldwin and Cave, 1999).

The principles of economic liberalism provide a much clearer and, for policy makers, more stable basis on which to base decisions about when and how to regulate than does the notion of risk. This is not to say that economic rationales are apolitical and uncontested. Market failures can be decried by cynics as market operations which cause political problems. The role of cost–benefit analysis in regulation is also contested (for discussion see, e.g., Pildes and Sunstein, 1995; Baldwin, 2005; Hahn and Litan, 2005; Jaffe and Savins, 2007). However, there has been for the last twenty or thirty years a significant consensus as to what market failures consist of, and how they should be corrected. The current financial and economic crisis may well cause a paradigm shift in the understanding of government’s role in markets, though it is too soon to say: but prior to the crisis the hegemony of neo-liberalism was almost uncontested by policy makers. Regulation is seen as a matter of ‘problem diagnosis–remedy prescription’ where the remedy proposed fits the disease. If there are monopolies, the remedy is liberalisation and competition, and failing that, price controls and service obligations. For information asymmetries, the prescription is information disclosure. For principal/agent problems, the answer is regulatory monitoring of the behaviour of the principal plus disclosure. For negative externalities, it is internalisation of costs and minimisation of impacts. There are difficulties in the precise design and implementation of each remedy, as well as issues with respect to which actors are best placed to perform different roles in the regulatory regime and their coordination, but the relatively straightforward model of ‘diagnosis–prescription’ is nonetheless quite clear (e.g. Mitnick, 1980; Breyer, 1982; Gunningham and Grabosky, 1999).

Moreover, economic liberalism can cross cultural boundaries more easily than conceptions of risk because markets can be homogenised: what constitutes a ‘risk’ cannot be, or at least not so easily. All markets are treated as identical, no matter whether what is being traded is use of a mobile phone in an African village or credit derivatives in New York.

As a result of the conceptual homogenisation of what constitutes a ‘market’ and the dominance of neo-liberalism’s prescriptions for how governments should interact with it, economics is a more stable rationale for regulation than risk. This is not to say that economics is superior in some broader normative sense, it is rather to argue that, for policy makers, basing their justifications for regulation on economics places them, in the current institutional context, on much less contested ground than basing their justifications on risk. For whereas economists can look to neo-liberal economics to provide them with the blueprint for an efficient market (so defining the object of regulation) and then use their models to determine when there are deficiencies and how they should be remedied (so defining the justification for regulation), there is no such consensus as to what a risk is (the object of regulation) which risks should be left unregulated, and which should merit government intervention, of what kind, and at what level (the justification for regulation). ‘Risk’, as discussed below, is a far more culturally contested concept; everyone might agree on the definition of a market, even if they may differ on what governments’ relationship to it should be; but far fewer people are likely to agree on what constitutes a ‘risk’. Moreover, what is in issue is often not a ‘risk’ in the sense that its occurrence can be derived from statistical probabilities, but uncertainty. There is no accepted blueprint for what governments or regulators should do in these contexts, though there are many contestants for that role, as discussed below.

Further, risk is inherently linked to undesirability, and thus to anxiety. Anxiety is not itself a stable state, nor is there homogeneity as to what people consider undesirable, what makes them anxious, or as to who should be responsible for mitigating the undesirable: the individual, the community, or the state. As Rose argues, ‘the culture of risk is characterised by uncertainty, anxiety and plurality and is thus continually open to the construction of new problems and the marketing of new solutions’ (Rose, 1999: 160). His observation was made in the context of a discussion of the management of financial risk, but it is of wider application.

The comparative instability of risk as a justification for regulation has a number of implications. Most critically, its very contestability provides policy makers with a significant challenge, as it opens up debate as to what government should do, how, and why. In an attempt to provide some stability, some foundation on which to base risk regulation, governments and policy makers have tried to devise various ‘rules’ or principles for how to make decisions about risk. There is as yet no consensus as to what these principles should be, nor how they should operate in particular contexts, however. Moreover, using risk to justify regulation also has significant implications for the engagement of civil society. Just as risk creates instability for policy makers, it creates opportunities for civilians. For the very contestability of risk potentially opens the door to civil society to participate in decision-making, a door which adherence to economic rationales of regulation keeps firmly shut. Both of these arguments are returned to below; first we need to explore in more depth the contestability of risk.

14.3.1 The contestability of risk

Risk, in a negative sense, is the possibility that something undesirable will occur, whether as a result of natural events or human activities, or some combination of the two (see, e.g., Giddens, 1990). In that beguilingly simple notion are in fact three latent questions, each of which is a source and site of socio-political contestation. First, what constitutes an ‘undesirable’ state of affairs is clearly a normative judgement as to what constitutes a ‘bad thing’ (Renn, 1990). There are, moreover, different degrees and forms of undesirability, and they may not be commensurable. Commensurable outcomes are by their nature relatively simply to compare. Most people would regard a leg amputation as more undesirable than a sprained ankle, for example. But where the ‘bad things’ are of a completely different nature it is hard for such rankings and comparisons to be made. Consensus would be far harder to obtain, for example, on the question of which is more undesirable, a leg amputation or personal bankruptcy; or, to provide a more politically relevant example, the loss of biodiversity or rural poverty in developing countries. But policy makers frequently have to try to balance or trade off incommensurables, an inevitably contested task as often the same policy (e.g. intensive farming) can prevent one undesirable state of affairs (rural poverty) but exacerbate the other (loss of biodiversity) and vice versa (protection of habitat, e.g. the Amazon rainforest, can deny farming/logging opportunities to rural communities). Furthermore, the ‘bad things’ are likely to be unevenly distributed across and within societies, giving rise to distributional issues.

Secondly, the notion of ‘risk’ necessarily involves an assumed cause and effect relationship between the event or activity (or more specifically, the hazard or source of danger) and the undesirable state of affairs (Douglas, 1966). A significant part of the debates around risks focus on this cause and effect relationship in particular instances: whether there is a causal relationship at all between a particular event or activity and the undesirable state of affairs, and the degree to which that relationship is pervasive and persistent. The debate on climate change is a case in point. Some cause–effect relationships are clear, and the activity has occurred sufficiently frequently for statistics to have been developed as to the probability of the activity resulting in the adverse event. Thus we know that driving a car can result in death. However, people do not die every time they drive, only sometimes. That ‘sometimes’ is measured in terms of probabilities based, usually, on statistical relationships and relative frequencies. Thus we know that some people will die driving a car, we have a reasonable idea of how many will die and, indeed, can produce separate probabilities for different countries, cars, particular roads, drivers, and many other variables, but we do not know who in particular will die and when.

The term ‘risk’ is sometimes confined to this situation, ‘a quantity susceptible of measurement’, following Frank Knight’s seminal work in finance theory in the 1920s (Knight, 1921). Risk is conventionally measured to be probability × impact (Knight, 1921; Fischoff, Watson, and Hope, 1984). Driving is characterised as a risk because we can quantify the probabilities of the adverse event, and indeed we can quantify the consequences of the adverse event through loss of life valuations (though in fact both these quantifications are often contested). For example, the risk of driving can be calculated in different circumstances by multiplying the impact of an accident (death of driver, pedestrian, motorcyclist, passenger, etc.) by the probabilities of an accident happening if driving at a particular speed (50 mph, 30 mph) on a certain road (motorway, surburban, rural). Knight argued that ‘risk’ in this quantifiable sense should be distinguished from ‘uncertainties’, which are unquantifiable. In the standard technical assessments, ‘risk’ is derived from the probability of the adverse event occurring multiplied by the impact of that event or state of affairs. Uncertainties are susceptible to no such simple quantitative formula.

This distinction between risk and uncertainty is useful not only in finance but in policy making, but it is important to recognise that it distinguishes three, not two, radically different states of knowledge. In Rumsfeld’s famous terms, there are the known knowns (statistical probabilities and quantifiable impacts: risks);4 the known unknowns (we know about genetic modification or nanotechnology but we do not know what its effects might be: uncertainties);5 and the unknown unknowns (we are not even aware that things or activities may produce adverse impacts at all, for example the state of knowledge about the risks of aerosols in the early twentieth century: what might be termed radical ignorance). Each different state of knowledge has implications for how we attempt to manage risks, in other words how we seek to reduce risks to a level deemed tolerable by society, and the limits of those attempts (see, e.g., Klinke and Renn, 2001).

Thirdly, even if we can agree on what is undesirable and how it is caused, there remains the question, what should be done about it and by whom? The very notion of cause suggests that the causal chain can be affected, managed, in some way. We will turn to the issue of managing risks below. But we cannot attempt to avoid or manage all possible undesirable states of affairs that may or may not emerge in the future. So how and why are some particular risks selected for attention and some not?6

14.3.2 The selection and perception of risk

Risks, as Mary Douglas, once observed, ‘crowd us in from all sides’ (Douglas, 1985: 59–60). So far today I have risked a heart attack, the death of myself and my children, cancer, and repetitive strain injury. Yet all I have done is been for a run, taken my children to school, had a cup of coffee,7 and typed on my computer. There could be no more apparently risk-free day. So how do we as individuals select which risks to run, and how do policy makers make this selection? Using the criteria of the appropriate management of risk as the justification for government intervention into society places a significant premium on finding a consensus as to which risks are selected and how severe (in terms either of probability or impact, or both) they are seen to be.

Three or more decades of research by cognitive psychologists into how people perceive risk has given us a fairly clear set of reasons why individuals select certain risks for attention or see certain activities, events, or states of affairs as more ‘risky’ than others. Generally speaking, people’s perception of risk is affected by the familiarity of the person with an activity or natural hazard (e.g. living next to a river), the degree to which they are (or feel they are) in control, the nature of the consequences (the ‘dread’ factor), the distribution of the impact, the ‘availability heuristic’ (the perceived probability of an event is affected by the ease with which relative instances are remembered or imagined), whether they have exposed themselves voluntarily to the risk or not, and the perceived benefits of the activity (Slovic, Fischoff, and Lichtenstein, 1979, 1980). People consider an activity or natural hazard to pose a lower risk if they are familiar with it, have some degree of control over it, the consequences are not ‘dreaded’ or catastrophic, the impact is widely distributed, they are not significantly aware of the adverse event occurring, they have exposed themselves to the risk voluntarily, and they think benefits will derive from it to themselves (see Slovic, 2000). The elements of voluntariness and control lead people to have what Douglas referred to as ‘subjective immunity’ (Douglas, 1985: 29): they know the adverse event will happen but assume it will not happen to them. Moreover, in estimating risks, people also routinely ignore statistically derived probabilities (e.g. Slovic, Fischoff, and Lichtenstein, 1976) and are routinely over-confident in their judgements about the frequency with which a particular risk will occur (Slovic, Fischoff, and Lichtenstein, 1979). Furthermore, people display different attitudes to risk depending on whether the risk is framed in terms of making a gain or avoiding a loss: Kahneman and Tversky’s ‘prospect theory’ (Kahneman and Tversky, 1979; Kahneman, Slovic, and Tversky, 1982). Interestingly, experts demonstrate the same cognitive biases in decision-making as lay people, and moreover exhibit a strong affiliation bias, with those experts working in industry having a more benign view of the relevant risks than those experts working outside (Kraus, Malmfors, and Slovic, 1992).

How policy makers select risks for attention is more complex. It is partly related to their psychological perceptions as individuals, but in their position as policy makers institutional forces also come into play. There is considerable evidence that there is variation both within and between countries as to which risks are selected for political and regulatory attention. Thus it is often argued that the USA is more precautionary with respect to BSE in beef and blood donations than the EU, but less precautionary with respect to hormones in beef. Conversely, the EU has been more precautionary than the USA with respect to GMOs but less precautionary with respect to carcinogens in food additives (Brickman, Jasanoff, and Ilgen, 1985; Weiner and Rogers, 2002; Vogel, 2002). The USA has also historically been more precautionary with respect to occupational health and safety than Sweden (Sunstein, 2005). The differences are not only across the Atlantic. Within Europe, France has been using nuclear power for decades but Sweden banned the construction of nuclear power stations after the nuclear accident at Three Mile Island in the USA in the 1960s and only lifted the ban in early 2009 (Financial Times, 6 February 2009).

Often more striking than variations between countries as to how they handle the same type of risk is variation within countries as to which risks are selected, even when their characteristics may be similar (see, e.g., Hood, Rothstein, and Baldwin, 2001). For some hazards governments adopt onerous, anticipative, and intrusive regulatory arrangements, such as the banning of beef on the bone in the UK or the compulsory slaughter of over a million chickens in Hong Kong in 1997 to prevent an outbreak of bird flu. For other hazards such as smoking a much lighter regime is adopted. More generally, Huber has observed that ‘old’ risks tend to be treated differently and more ‘leniently’ than new risks (Huber, 1983). Old risks are regulated through standard-setting (e.g. on poor air quality); new risks are regulated through pre-market screening, e.g. medicines, bio-technology, nuclear energy. Huber argues that screening allows through only the ‘acceptably safe’ whereas standard-setting systems exclude the ‘unacceptably hazardous’ (Huber, 1983). How the same hazard is handled within states also changes over time. Smoking has been subject to a progressively more onerous regulatory regime in the UK over the last ten years, for example; in 2007 smoking was banned in public places in England and Wales and there are currently proposals that cigarettes should not be on display in shops, even though knowledge about the risks of smoking has not changed significantly during that period. Chemicals regulation across the EU has also undergone a radical shift with the introduction of the new REACH regime, monitored by the newly created European Chemicals Agency (ECHA) (Regulation (EC) No. 1907/2006). Whilst Huber’s argument held true in this area until 2006, the ‘old’ chemicals are now subject to new regulatory requirements, despite there being no radically new information on the risks associated with them (see Fisher, 2008b; Pesendorfer, 2006; Heyvaert, 2009).

The reasons for the variation in which risks are selected for attention by policy makers lie inevitably in the complexities and dynamics of the policy-making process. Huber, for example, argued that the reason for the double standard in how old and new risks are handled is that it is politically more difficult to remove tangible benefits that people already enjoy than to stop something that has not yet come onto the market as there is a smaller set of vested interests in play (Huber, 1983). By extrapolation, shifts in the regulatory regime such as those noted above would be explained by changes in the interests of the most powerful players. Interest group theories of policy making are familiar across political science, and in their study of variation across nine risk regulation regimes in the UK, Hood, Rothstein, and Baldwin found that the interest-driven explanation was the most accurate overall predictor of the content of a risk regulation regime. ‘Where concentrated business interests were in the field, the position they could be expected to prefer over regime content was normally adopted, whatever the logic of general opinion responsiveness and minimum feasible response might suggest’ (Hood, Rothstein, and Baldwin, 2001: 136). Even if business interests lose out at the standard-setting stage, as water companies in the UK did with respect to the maintenance of precautionary standards in EU regulation of drinking water regulation, they can extract compensatory benefits, in this case the ability to pass the charge for the clean-up on to the customer in full, plus a profit mark-up (ibid.).

Policies, and interests, are also affected by the way in which risks are either amplified or attenuated at various points in the policy process, particularly (but not uniquely) by the media. The ‘social amplification of risk framework’ developed in the late 1980s and early 1990s suggested that there are different types of mediators between a hazardous event and its impact. The manner in which information is given and portrayed about the hazard affects public perceptions of risk and in turn has political and socio-economic impacts, such as stigmatisation, changes in consumer behaviour, or changes in policy responses. These can lead to ‘ripple effects’, whereby the response to that particular hazard is generalised across to the response to other hazards (Kasperson et al., 1988; Kasperson and Kasperson, 1987, 1996; Renn, 1991, 1992; Pidgeon, 1999a; 1999b; Breakwell and Barnett, 2001; Pidgeon, Kasperson, and Slovic, 2003). The amplification effects may benefit particular interest groups, or indeed be manipulated by them to serve their own political ends. Moreover, to the extent that politicians are blamed for the effects, this in turn can prompt a ‘Pavlovian’ response, in which politicians respond by introducing new regulation (Hood and Lodge, 2006).

Although the construction and distribution of interests is an important explanatory factor in policy making, regulatory regimes are frequently shaped by other institutional factors. As a result, policies may be more immutable than the pure interest group theories would suggest. Institutionalists, in contrast, emphasise the importance of path dependency in policy making (North, 1990). Policy making, and indeed interest group activity itself, is shaped by institutional constraints and existing patterns of regulation. As Hood, Rothstein, and Baldwin’s study found, once strict standards are introduced it is hard for interest groups to ensure their dilution (Hood, Rothstein, and Baldwin, 2001: 140).

Moreover, they found that the way that risks are regulated (the manner of regulation rather than its content) owes less to the play of external interests and more to the ‘inner life’ of bureaucracies. Hood, Rothstein, and Baldwin argued that the reasons for variation in the style and structures of the risk regulation regimes lay as much, if not more, in the workings of the ‘risk bureaucracies’ and in the diverse cognitive and normative frameworks of the scientific advisers, regulators, and public policy officials that comprise them, as in the play of interest group pressures. The importance of the ‘inner life’ of these diverse sites of regulatory policy making cannot be overlooked. Not all of regulation is politically salient, and in the absence of a single dominant business interest the norms and preferences of the ‘risk bureaucracies’ are often critical in shaping risk regulation regimes (Hood, Rothstein, and Baldwin, 2001: 143; Black, 2006).

Understanding the role of the risk bureaucracies is critical, for it has been argued by Douglas that those risks which are selected for attention by risk managers (broadly conceived), are those that they know they can manage (Douglas, 1991). This selection is in turn linked to the extent to which they perceive that they are able to protect themselves from blame should the risk materialise. The politics of risk selection thus has significant implications for accountability, a question to which we will return below.

14.3.3 Assessing risks

As Douglas commented, ‘Every choice we make is beset with uncertainty…. A great deal of risk analysis is concerned with trying to turn uncertainties into probabilities’ (1985: 42). The contestability of risk pervades the assessment of risk as much as it does the identification and selection of risks. As risk is being used to justify governmental regulation, there needs to be agreed a common way to assess risks in order to stabilise decision-making. Just as the ‘dismal science’ of economics (Carlyle, 1896–9) is used to stabilise decision-making about intervention into the economy, natural sciences are used in risk regulation in an attempt to stabilise decision-making about the nature and management of risks.

Efforts to provide a common scientific framework for assessing risk are increasingly international, not least because different assessments lead to different regulatory requirements, which has implications for international trade, discussed further below. A triangular ‘risk assessment dialogue’ was launched in 2008 by the European Commission, for example, with the aim of promoting a mutual understanding of risk analysis systems and approaches, and developing a framework for collaboration and convergence on risk assessment methodology and substantive risk issues, particularly with respect to emerging risks, such as nanotechnology. There are ambitions to extend this into a ‘global dialogue’ to produce a common science-based approach for ensuring ‘the effectiveness, efficiency, sustainability, acceptability and compatability of risk governance’ (European Commission 2008). This may be (cynically) regarded as an attempt by the EU to ensure the dominance of its scientific assessment methodologies over others, in particular those in the USA, but the relevant point here is that both attempt to use the scientific risk discourse to provide a stable basis on which to found decisions about risk.

The EU has attempted to embed a distinction between the ‘pure’ process of scientific risk assessment and the ‘political’ process of risk management in its institutional structures, and thus to institutionalise a distinction between the stable and the less stable aspects of decision-making on risk. Risk assessment in areas such as the environment, pharmaceuticals, chemicals, and food safety is in formal terms the preserve of EU regulatory agencies.8 Decisions about risk management lie with the Commission and other EU institutions. In terms of actual practice, the division of roles is less clear cut (see, e.g., Chalmers, 2003; Eberlein and Grande, 2005; Randall, 2006), but the political aim is clear: to enhance the legitimacy of the decision-making process (Vos, 2000).

However, even if it were possible to disentangle scientific risk assessment from political risk management, science does not provide the degree of stabilisation that policy makers may want. Scientific modes of assessment have been heavily criticised for a number of years (see, e.g., Renn, 1992 for review), and it is now clear that scientific risk assessment cannot be isolated from broader questions of participation and accountability. First, it has been argued that their models are inadequate for a number of reasons: sample sizes are too small, extrapolations are inaccurately based, and there are other methodological flaws. Secondly, in making their assessments, experts are just as prey to the cognitive biases which are present when lay people make risk assessments, including the availability heuristic, over-confidence in making predictions on the basis of small sample sizes, and probability neglect (Slovic, 2000 for review). Thirdly, scientific methods are criticised for being overly narrow, or for excluding valuable sources of information on the basis that these are not regarded as scientifically valid. Wynne, for example, has argued that scientists made significant errors in estimating the fallout from the Chernobyl explosion as they failed to take account of the experience of sheep farmers in Wales, who argued their sheep were suffering from the effects of radiation (Wynne, 1996). Fourthly, scientific methods tend to be more suited to easily quantifiable measures (e.g. mortality) than less easily quantifiable ones (e.g. morbidity), and as a consequence the more easily measurable types of risk can be systematically favoured over others. Fifthly, one of the most common techniques for dealing with uncertainties, scenario analysis, has been shown to be deeply flawed, as again the cognitive biases which affect lay people’s perceptions of risk are equally present in scenario analysis and have significant impact, as they limit the range of scenarios that modellers envisage, and the frequencies that are put upon them. The recent financial crisis has demonstrated how limited and misleading scenario analysis can be. In August 2007, even before the most intense periods of the crisis, the Chief Financial Officer of Goldman Sachs, David Viniar, was reported as commenting that events that were in most models assumed to happen only once in several billion years (once every 6 × 10124 lives of the universe to be precise) were happening several days in a row (Haldane, 2009). Sixthly, the scientific assessment process has been criticised for being biased, both commercially and politically, and thus infused with conflicts of interest (Jasanoff, 1990, 2003; Kraus, Malmfors, and Slovic, 1992). Finally, science is criticised as being an inappropriate basis for making decisions as to how risks should be managed within any particular society, as perceptions of risks vary significantly from the scientific assessments of probability and impact, due to cognitive and cultural differences: the familiar lay versus expert divide (for review see Renn, 1992; Royal Society of Arts, 1992).

These criticisms mean that the role of science, far from acting as a stabilising mechanism, is instead deeply contested. One of the key questions, therefore, in contemporary risk governance is how to manage the contested role of science by ensuring the engagement of science, policy makers, and civic society in the governance of risk. It is an issue which we return to below when we discuss accountability.

Focusing here on the role of science, within the scientific community some argue that there has also been a shift in scientific methods themselves, driven by a recognition that science cannot remain hermetically sealed. Drawing on examples relating to pharmaceuticals, GM (genetically-modified) crops, and the management of BSE, Jasanoff argues that the ‘old’ model of ‘pure’ science conducted in autonomous spaces of university research laboratories, free from industrial or political influence, has collapsed, for a number of reasons (Jasanoff, 2003). First, the distinction between pure and applied science has increasingly become seen as false and often unhelpful to scientific innovation. Secondly, instances of industrial funding and political influence or political views distorted scientific practices. Thirdly, it has become clear that the ‘strict’ scientific methods may be insufficient to understand risks, let alone predict them, and recognition is needed that knowledge exists and is produced in a wider range of sites than those recognised in conventional science (Wynne, 1996). Finally, there has been a recognition, amongst some scientists at least, that they need to be more aware of the social context in which their scientific investigations and findings operated and would be utilised (Jasanoff, 2003).

Gibbons et al. (1994) term this combination of factors as producing ‘Mode 2 science’, a shift in scientific methods which derives from a recognition that science can no longer insist on a separate institutional ‘space’ for basic research with autonomous quality control measures through scientific peer review. Rather, science is, and has to recognise that it is, increasingly more embedded in, and hence more accountable to, society at large. They argue for the ‘contextualisation’ of science. Others have argued in a similar vein. Funtowicz and Ravetz propose a model of ‘post-normal science’ in which scientific assessments are subject to stakeholder review, not simply scientific peer review (Funtowicz and Ravetz, 1992). Schrader-Frechette’s model of ‘scientific proceduralism’ exhibits the same participative turn (Schrader-Frechette, 1991). Jasanoff pursues further the question of how the public can be meaningfully engaged, and proposes a change in the culture of governance and the development of ‘technologies of humility’. These would expand the way issues are framed, engage people in discussions on their vulnerability and on the distributional impacts of innovations, and engage in reflexive learning (Jasanoff, 2003). The exact prescription of different writers thus varies, but the message is the same. It is that quality control of scientific assessments has for practical purposes merged with accountability. The tradition of peer review remains, but one of the key issues in risk governance is who should be the ‘peers’, and what is their capacity to conduct reviews?

The potential for science to stabilise risk-based decision-making is therefore limited, and in practice many government bodies are recognising that basing decisions on the basis of scientific evidence alone is politically inadequate (e.g. BRC, 2008). Governments in democratic societies are under an obligation, which is often a political reality even if not accepted as being normatively desirable, to take public perceptions of risk into account in decisions on which risks to respond to, how, and how much to spend on doing so.

14.3.4 Responding to risk

Responding to risks and attempting to manage them necessarily involves anticipating the future, a future which, as noted, scientists, statisticians, and quantitative modellers try to stabilise and render less uncertain through the production of probabilities and scenario analysis, but which is nevertheless by its nature unknown. In anticipating that future, we are bound to make mistakes. In statistical terms, there are two main ways in which risk assessments can be in error. They can err on the side of assuming that a null hypothesis (an assumed state of affairs) is false when it is true (a false positive or Type I error); or err on the side of assuming that the null hypothesis is true when it is false (a false negative or Type II error). Type I errors are often regarded as more sensitive than Type II errors: a statistically higher degree of significance is required to reject the null hypothesis than to retain it; so what is defined as the assumed state of affairs is thus both scientifically, and politically, significant. In the case of risk, then, the error could either be to assume that something is risky when it is safe or safe when it may turn out to be risky. In governmental decision-making about risk, this is a political choice. In law, the laws of evidence in many countries clearly prefer to err on the side of false negatives (that someone is innocent when in fact they might be guilty) (for discussion see Schrader-Frechette, 1991). The onus is on the accuser to prove that the person is guilty. However, in regulation there is no such set of clear-cut assumptions. Moreover, presenting the policy decision in these binary terms presents a beguilingly simple decision. In practice, the costs and benefits of each approach will fall quite differently on different producers and consumers (Schrader-Frechette, 1991).

The choice pervades all aspects of risk management by and within organisations, and is not just present at the initial standard-setting stage. But the epistemological and cultural contexts in which those decisions are made vary significantly. Risks can be categorised epistemologically, on the basis of the knowledge about the likelihood of their occurrence, and on the basis of their consequences (for example see Klinke and Renn, 2001). Thus there are ‘normal’ or ‘routine’ risks, in which there is little statistical uncertainty, or the possibility to reduce statistical uncertainty through testing, for example of drugs, relatively low catastrophic or ‘dread’ potential, and the cause and effect relationships are well understood, such as smoking or road accidents. At the other end of the spectrum are the catastrophic and ‘dread’ risks with potentially irreversible effects, such as nanotechnology. Near to those are what may be termed the complex-catastrophic risks where the cause and effect relationships can be hypothesised and may even be known, such as nuclear explosions or systemic financial collapses, but because the risks occur within a system with complex interrelated elements, the site of Charles Perrow’s ‘normal accidents’ (Perrow, 1984), they are likely to defy most attempts to manage them.

The ‘normal’ risks are usually managed, to the extent they are managed at all, on an implicit or explicit cost–benefit basis, with all the advantages and disadvantages of that approach, some of which are discussed below. It is with respect to what to do in situations of uncertainty and with respect to catastrophic risks that the debate usually occurs.

In this context, there are a number of different decision principles which again are used in an attempt to stabilise decision-making and justify the regulation of risk by providing a blueprint for how regulators, including policy makers, should respond. These are principally the precautionary principle, the principle of resilience, and variations on the theme of cost–benefit analysis, including the catastrophic principle.

The precautionary principle

The precautionary principle is a set of political rather than scientific choices. It has developed in the last decade to become the central principle of risk regulation in the EU. However, it is treated with suspicion by its opponents, who regard it as raising costs, delaying the introduction of new technologies, unscientific, and unhelpful in dealing with unpredictability. An early example of the precautionary approach in public health was the action by the medic Dr John Snow in 1854, who recommended the removal of the handle from the water pump on Broad Street in London, as he noted a significantly increased risk of cholera in people who drank water from the pump in comparison to those who drank clean water, even though the scientific understanding at the time was that cholera was an airborne disease (Harremoes et al., 2002). It began to develop into an explicit concept within environmental science in environmental regulation much later, and its first appearance is usually credited to be in Germany in the 1970s, in context of attempts to try to manage ‘forest death’ (ibid.; see also O’Riordan and Cameron, 2002; Majone, 2002).

Although it had appeared in previous international agreements, its first appearance in a major international document was in the Rio Declaration on Climate Change in 1992. This stated that ‘Where there are threats of serious or irreversible damage, lack of full scientific certainty shall not be used as a reason for postponing cost-effective measures to prevent environmental degradation.’ The principle has been reiterated by the European Commission, which has made it the central principle of its regulation of risks to health and the environment (European Commission Directorate General, 2008), and there is sector-specific guidance on how the precautionary principle is used, for example in food law (Regulation (EC) 178/2002).9 In the UK, initial resistance to the principle has given way to its acceptance, and Treasury guidance on risk management states that the government ‘will apply the precautionary principle where there is good reason to believe that irreversible harm may occur and where it is impossible to assess the risk with confidence, and will plan to revisit decisions as knowledge changes’ (HM Treasury, 2005: Annexe B). There have been a number of calls on the government to clarify what this means for policy making in guidance, but none has as yet been forthcoming (e.g. House of Commons Science and Technology Committee, 2006; ILGRA, 1998).

There is an extensive literature on the use and merits of the precautionary principle, which can only be briefly reviewed here (see, e.g., Harremoes et al., 2002; O’Riordan and Cameron, 2002; Majone, 2002; Sunstein, 2005; Fisher and Harding, 1999; Fisher, Jones, and von Schumberg, 2006; Fisher, 2007). Those who support it argue that it is underlain by three principles which should inform risk management. First, risk aversion towards uncertain but especially harmful outcomes. Secondly, a reluctance to make irreversible commitments foreclosing future courses of action. Thirdly, a concern for intergenerational equity when benefits are immediate but risks are imposed on those not yet born.

However, its critics argue that the precautionary principle is undesirable for six main reasons (Majone, 2002; Sunstein, 2005; Wildavsky, 1988). First, it ignores large existing benefits whilst concentrating on small existing risks. Secondly, it does not take into account opportunity benefits, for example, delaying approval of a medicine which could pose a small risk denies those who are ill the benefits of being treated by it. Or the banning of a food additive which is harmful if consumed in high doses but beneficial if consumed in low doses denies consumers those benefits. Thirdly, the precautionary principle cannot help when dealing with risk/risk trade-offs (Graham and Wiener, 1995; Sunstein, 2002). For example, we know that DDT can be used to kill mosquitoes, so reducing the risk of malaria, but carries significant other health risks. In determining how the health risks of DDT should be balanced against the risk of malaria, the precautionary principle is of little help. Related to this argument is Wildavsky’s criticism that the principle ignores the inevitable trade-off noted above between Type I and Type II errors, between what he calls ‘sins of omission and sins of commission’, and in erring on the side of commission (erring on the side of safety) it causes us to lose discriminatory power to determine what really is a risk (Wildavsky, 1988).

Fourthly, critics argue the principle ignores the effects of economic costs on safety. Critics of the precautionary approach argue that the attempt to control poorly understood, low-level risks necessarily uses up resources that in many cases could be directed more effectively towards the reduction of well-known, large-scale risks (Majone, 2002). The figures can be striking. A risk–benefit analysis of the BSE-related ‘over thirty month’ (OTM) rule, which banned all cattle aged over 30 months from entering the food chain, concluded that the OTM rule on its own would prevent at most an additional 2.5 deaths from vCJD over the next sixty years, but at an annual cost of over £300m. The Food Standards Agency concluded the costs were disproportional, and the ban was removed in 2004 (Food Standards Agency 2003).

Fifthly, the application of the principle gives rise to distributional issues. The principle is sometimes dubbed ‘producer-risk’ as it places the onus on the producers. Where these are large multinational companies, the social issues may not be of particular concern. However, the ‘producers’ may not be highly profitable firms. Majone gives the example of the EU ban on aflatoxin coming into EU from Africa. The risks of cancer from aflatoxin are lower than for liver cancer, but fewer precautions are imposed on liver cancer than on aflatoxin despite the fact that the ban imposes significant losses on African farmers (Majone, 2002).

Finally, the precautionary principle (some prefer to call it an ‘approach’) is criticised as being too vague. In the UK, the House of Commons Science and Technology Committee has argued that it has become surrounded with such ambiguity and confusion that it has become devalued and ‘of little practical help’ (House of Commons Science and Technology Committee, 2006: paras. 51, 166). Majone argues that although the principle purports to provide a legitimate basis for taking protective regulatory measures even when reliable scientific evidence of the causes and/or the scale of potential damage is lacking, thus appealing to those who fear the ‘globalisation of risks’ through the channels of free trade, it expands regulatory discretion, which could be used to meet legitimate public concerns, but also ‘to practice protectionism, or to reclaim national autonomy in politically sensitive areas of public policy’ (Majone, 2002; see also Heyvaert, 2006). The argument that the precautionary principle is at base a mask for protectionism is deeply fought, politically as well as in academic journals. It was essentially on this basis (though technically on the basis of the interpretation of World Trade Organisation (WTO) provisions) that the USA fought and won their case in the WTO against the EU’s ban on beef hormones, much to the consternation of the EU and upholders of the precautionary approach (see, e.g., Skogstad, 2002; Goldstein and Carruthers, 2004; Fisher, 2007; Lang, 2008).

As this brief sketch of the debates around the precautionary principle indicates, precaution is, to use O’Riordan’s phrase, ‘a fully politicized phenomenon’. As he argues, the precautionary principle is as much about ‘styles of government, patterns of power, and changing interpretations of participation… as it is about taking awkward decisions in states of uncertainty and ignorance’ (O’Riordan, 2002: xi). The precautionary principle thus is a decision rule adopted by some regulators in varying degrees in an attempt to provide a stable basis for determining how society and government should respond to risk, but again the degree of stability it provides is limited, because it is so politicised and so contested.

The principle of resilience

The principle of resilience, advocated by Wildavsky (1988), is based on the argument that as we cannot know which risks will crystallise, we should proceed on the basis of trial and error, and ensuring resilience in systems if things should go wrong. These can include what engineers call ‘redundancies’, controls which come into operation when others have failed. In practice, public policies often do include aspects of resilience: for example the requirement for ‘clean-up’ funds to be set aside by companies to cover part of the costs of environmental disasters that they cause. In financial regulation, banks are required to set aside a certain amount of capital to enable them to withstand a certain level of losses. But as the financial crisis in 2008–9 clearly illustrated, resilience requires more back-stop measures should it turn out that the front-line defence is not enough. Although regulatory attention is now turning towards crisis management on a national and cross-national basis, this issue was previously left unaddressed, largely because on a cross-national basis reaching a common decision on how bank rescues or collapses should be coordinated, and who should be making the decisions, is highly contested.

In practice, resilience on its own is not seen as a politically acceptable strategy for managing many risks, particularly catastrophic or irreversible risks. Whilst more attention to resilience may be beneficial in some circumstances, in practice preventive steps are also imposed, and the question in risk governance is always just what those steps should be, and, more particularly, how much should be spent on them and by whom.

Cost–benefit analysis

Part of the reason for risk’s instability as a justification for regulation is that the question ‘how safe is safe enough’ has no universally accepted answer. One attempt to provide a blueprint for answering the question, and moreover to make decisions on risks commensurable, is to use cost–benefit analysis. Economics thus enters the risk narrative at this second-order level. Risk is the first-order justification for having regulation at all; cost–benefit analysis is propounded as the second-order justification which indicates how much regulation there should be.

In practice, cost–benefit analysis is used extensively in many areas of risk regulation. In some cases the risks being assessed are often risks to health and life. One of the key quantitative variables is therefore the value placed on a life. More particularly, it is a statistical estimate/calculation of the cost of reducing the average number of deaths by one. The methodologies for valuing life and quality of life are quite varied even within the UK, let alone across different countries, as are the numerical values which are used (for discussion see Viscusi, 1993, 2004). Methodologies include expressed preferences (how much people say they would pay for safety equipment, for example); revealed preferences (how much they in fact pay); economic productivity value (what is their contribution to the productive economy); quality of life years (QALYS, based on what value people say they place on health), and disability life years (DALYS, based on assessments by medical experts of the relative lack of quality of life experienced by people with different types of disabilities). Each has obvious limitations: in expressing preferences, people usually overstate what they would be prepared to pay, for example; but revealed preference approaches make no allowance for the fact that people might want to spend more on safety but cannot afford to do so. In practice, the value placed on a life varies significantly across government departments and regulators both within the UK and across countries (see, e.g., Viscusi, 2004).

Supporters of cost–benefit analysis argue that it provides a rational tool for decision-making and enables comparisons to be made. Using cost–benefit analysis, we can compare how much is being spent on preventing a death on the roads as opposed to a death on the railway, for example. Anomalies can thus be identified, and although the decision may be made that they are justified for various reasons, at least a conscious and rational decision process has been gone through (e.g. Sunstein, 2002; 2005; Posner, 2004).

However, despite its potential usefulness (see, e.g., Stern Review, 2008) there are significant limitations to cost–benefit analyses in evaluating risk. First, there is the question of how to translate future costs into present costs (discounting). In situations of uncertainty, there is no ‘scientific’ way to determine the level at which the discount should be set and over what period. Secondly, cost–benefit analysis is dependent on probabilities, but where these are impossible to determine, the cost–benefit analysis can be self-fulfilling, as raising the probabilities for what is in reality an uncertainty will lead to the conclusion that more should be spent avoiding it, whereas lowering them would lead to the conclusion that less should be spent.

Nevertheless, cost–benefit analysis has significant supporters, and is highly influential (e.g. Stern Review, 2008). Posner, for example, argues that cost–benefit analysis is ‘indispensable’ to evaluating possible responses to risk, in particular catastrophic risk, despite the great difficulties in quantifying the essential elements of cost–benefit analysis, including the value of life, discount rates, and the range of potentially substantial but difficult to quantify costs and benefits (Posner, 2004). He suggests techniques such as ‘time horizons’ and tolerable windows to adapt cost–benefit analysis to assessing responses to catastrophic risk. In deciding how much to spend now to reduce the risks from global warming, for example, he argues that we should divide the future into the near term, in which future costs are weighted equally with present costs, and the far term, in which the future is given no weight. The length of the term is determined by dividing 1 by the discount rate, so if the discount rate is 2 per cent then the near term is fifty years, so we should count all costs that we think will occur in the next fifty years as occurring now, without discounting. ‘Tolerable windows’, he argues, can be drawn up to provide a framework for assessing costs and benefits. Even though we cannot determine the optimal level of costs and benefits taken to reduce or eliminate catastrophic risk, we can know enough to create a ‘window’ formed by two vertical lines: to the left of the frame the benefits clearly outweigh the costs, to the right they clearly do not. The window of tolerability is some point either side of the optimal. So some level of costs exceeding benefits is acceptable, but if it appears ‘excessive’ then other strategies such as ‘wait and see’ or ‘more research’ could be adopted (Posner, 2004).

Cost–benefit analysis can be a useful tool in decision-making, but it has clear limitations and is not value free. In Posner’s model, for example, there is no ‘right’ decision as to what the discount rate should be for determining time horizons. There is no ‘right’ way of deciding where, within what will in practice be a huge window of tolerability, regulatory intervention should start or stop or what form it should take. Sunstein’s ‘anti-catastrophic’ principle is little better in this respect (Sunstein, 2005). Sunstein argues that where probabilities and consequences are reasonably well known, decisions for how to respond to risk should be based on cost–benefit analysis which uses revealed preferences, ‘adjusted’ to take into account differences between abilities to pay, willingness to take risks, and distributional concerns to determine the value of a life. However, in the face of potentially catastrophic outcomes where probabilities cannot be assigned, then a limited version of the precautionary principle should be adopted, combined with principles of cost-effectiveness, subject to three qualifications: first, attention to be paid to both risk/risk trade-offs; second, account be taken of distributional concerns; and third, that a large margin of safety be built in. How big depends, he argues, on the probabilities. However, again this proposition is circular, for if the probabilities are not known (as by nature they cannot be with much certainty in all but the most ‘routine’ of risks) then there is no real guide as to how big the margin of safety can be. The question of ‘how safe is safe enough’ is inevitably a political one which no attempts at rendering rationally scientific can, and arguably should, resolve.

14.3.5 Summary

As a justification for regulation, notably governmental regulation, risk thus provides an unstable base. This poses a normative challenge; it also poses a functional one. Whilst there might be broad agreement that governments should regulate risk, just which risks should be selected for attention, how they should be assessed, and how they should be responded to are all politically charged questions. Regulators and governments attempt to stabilise decisions on these issues through the use of scientific assessment10 and through developing various principles for how to respond, notably the precautionary principle and cost– or risk–benefit analysis. However, whilst the application of these principles can enable policy makers to routinise decisions on how to respond to risk, as each of them is contestable and contested both the normative and functional stability that they provide can be limited.

14.4 RISK, ORGANISATIONS AND PROCEDURES

The third role that risk plays in regulation is organisational and procedural. Risk is providing an organisational objective around which regulators can orientate their activities. Regulators, in common with other non-profit organisations, do not have a profit motive to provide their overriding objective or a benchmark against which they can assess themselves and try to ensure that others assess them. Risk is fast developing as an alternative to the profit motive to serve these functions. ‘Risk’ is now stated, at least by the UK government, to be the ‘critical starting point’ of policy making (BERR, 2005). ‘Risk’ is thus used as a basis for developing routines and procedures for organisational action. These procedures all take a common form, borrowed from the private sector, and in particular a model of risk assessment developed by the US Committee of Sponsoring Organisations of the Treadway Commission (COSO, 1991), appointed after a Congressional inquiry into financial reporting. Power argues that COSO established a ‘baseline framework’ for risk management processes which has become widely diffused as a significant reference point and resource for risk management procedures (Power, 2007: 49).

The standard flow chart shows the idealised policy progression from risk identification, to risk assessment, risk management, risk communication, looping back to evaluation, feedback, and modification. Extensive guidance has been produced by central government over the last ten years or so, particularly in the UK, on each of these aspects. Following highly critical reports of its handling of risk, the UK government initiated a risk strategy in 2002 (Cabinet Office, 2002). The UK Treasury currently has over ten different pieces of guidance relating to risk management which departments and regulators are meant to follow (e.g. HM Treasury, 2004a, 2004b, 2004c, 2005, 2006, n.d.a, n.d.b, n.d.c; see also Cabinet Office, 2002, n.d.).

But in the drive for ‘risk-based policy making’ the meaning of ‘risk’ itself becomes slippery. Requirements to manage risks to the public can turn almost without recognition into requirements to manage the risks of organisational failure. Some of these pieces of guidance are focused on managing institutional risks: risks to successful delivery of programmes, or internal risk management processes. Others are focused on public or societal risks: risks to health, safety, or the environment. Some are focused on both. The ‘risk’ that is in issue glides quite quickly from ‘societal risks’ to ‘institutional risks’. To a point this move makes sense: there is a clear link between the two, in the sense that managing societal risks requires the regulator or government department to perform effectively. But there is nonetheless sufficient difference in focus between the two that such elision from one to the other can be misleading.

14.4.1 Procedures for managing societal risk

Although risk identification, assessment, and response are in practice intertwined, they are usually portrayed as distinct stages in a decision process (or at least separate boxes on a consultant’s flow chart). The first stage in any standard risk management process is to identify and assess risks. It is at this stage that risk-based policy making is clearly linked to the drive for ‘evidence-based’ policy making. The evidence in issue is seen principally to be scientific evidence (e.g. BERR, 2005). Internal government guidance requires scientific assessments to be peer reviewed. Policy makers are exhorted to communicate clearly to ministers and the public the varying levels of uncertainty that surround any scientific evidence used (ibid.). However, the UK government’s practices of risk assessment and in particular its use of scientific evidence have been criticised by successive parliamentary committees (e.g. House of Commons Select Committee on Science and Technology, 2006, House of Lords Select Committee on Economic Affairs, 2006), as well as being the subject of the broader academic commentary noted above (e.g. Jasanoff, 2003). Increasingly, analysts and policy makers are required to ensure that they include evidence of any differing perspectives of risk (including perspectives from the public) as well as scientific risk assessments.

At the EU level, there are a number of official statements of principles of risk analysis, which contain a number of common and related themes relating to risk assessment, risk management, and risk communication. Following the BSE episode, the Commission has clung strongly to the operational principle that risk assessment should be separated from risk management. As noted above, risk assessment is seen within the EU regulatory regime as being something which can be performed as a ‘pure’, scientific process, whereas risk management is more appropriately a political process. There are a number of official communications and decisions which contain principles according to which risk assessments have to be performed. Broadly these require that risk assessments are to be performed by scientific advisers who are independent of political and commercial interests, and advisory committees are required to be transparent in their membership and operations, and to have a plural membership representing a range of disciplines, cultures, gender, and geographical diversity. Risk communications have to be clear and in language that non-scientists can understand (e.g. European Commission, 1997, 2002, 2004, 2008).

The policy focus on managing societal risks has also given rise to innovations in organisational structures and policy-making processes within the UK. The Risk Regulation Advisory Council was established in 2008 with the remit of gaining a better understanding of public risk and how to respond to it, and working with external stakeholders to develop a more considered approach to policy making relating to public risks.11 It had a novel way of working for a government body, using ‘experiential’ learning through facilitated workshops of government and external stakeholders rather than the usual reliance on reports and recommendations. It also had a website where people could post comments on ‘big questions’. There was not much indication that the latter was enthusiastically received by the public, however. Three questions were posted in July 2008, but by June 2009 only twelve comments had been received in total across all three questions, and these were from six separate people (assuming the same people did not use different names).12 Their report, published in the same month, suggested that other more interactive approaches had been more fruitful (RRAC, 2009).

‘How to’ guides inevitably lead to calls for, and perhaps even the provision of, training. Risk-based policy making has been no exception. Within the UK, the Better Regulation Commission and parliamentary committees both recommended the provision of training for policy makers in central departments and regulators in ‘risk-based policy making’ (House of Commons Select Committee on Science and Technology, 2006; House of Lords Select Committee on Economic Affairs, 2006; BRC, 2008). The National School of Government is meant to be providing courses in these techniques for ministers and senior officials.

The various official communications and guidance on ‘how to do’ risk-based policy making offer a view of policy making which is one which can be rational and ordered. However, policy making more normally follows Cohen, March, and Olsen’s ‘garbage can’ model, in which problems, choices, issues, and decisions flow in and out of the garbage can, and which gets attached to which is largely a matter of chance (Cohen, March, and Olsen, 1972). Moreover, these official exhortations on ‘how to do’ risk-based policy making significantly understate the nature of the task. The issues involved are often highly complex policy decisions, in which the issue of risk plays a role, but quite often the debates are not confined to risk but extend into broader questions of morality, equity, free trade/protectionism, and even law. Debates on genetic modification, for example, are framed by some participants in terms of risk but for others they are questions of intellectual property, or free trade (e.g. Black, 1998). Furthermore, given that risks surround us, it can be hard for policy makers to determine just which risks they should focus on, notwithstanding the use of risk–benefit analysis and other decision principles noted above, as Rothstein and Downer’s study of the UK Department of the Environment, Food, and Rural Affairs (Defra) illustrates (Rothstein and Downer, 2008). The problem of focus is exacerbated by the fact that the question of how to assess and manage societal risks can become quite quickly the question of how to manage institutional risks.

14.4.2 Procedures for managing internal and institutional risk

Institutional risk is the risk that the regulator will not meet its organisational and policy objectives (Black, 2005a; Rothstein, Huber, and Gaskell, 2006). Managing that institutional risk has itself become the basis for developing particular internal management policies and procedures, a development which I have elsewhere characterised as the ‘new public risk management’ (NPRM) (Black, 2005a; Power, 2007). The impetus for the NPRM strategies comes both from within regulators and departments themselves, as well as being imposed on them through internal guidance from central government.

The focus on the management of institutional risk is evident not just in those regulators whose remits are specifically to manage societal risks to health or the environment, but for those whose remits are defined still in economic terms. The Office of Fair Trading, for example, in its ‘Prioritisation Principles’ states that it will prioritise its work on the basis of its impact to the consumer, its strategic significance, and ‘risk’, which is defined as the likelihood of a successful outcome (OFT, 2008). In developing its initial risk-based framework, the Financial Services Authority took its four statutory objectives and turned these into seven ‘risks to objectives’, which then provide the foundations for the categorisation and scoring of risk indices in its risk-based approach to monitoring and supervision (Financial Services Authority 2006). So the management of institutional risk is a widespread organisational concern, irrespective of whether the object of regulation in a particular instance is framed as societal risk or market failure.13

The development of internal risk management systems

The drive to improve the management of internal risks was prompted by the need to deliver on the initial Labour government’s Modernising Government agenda and given impetus by the Strategy Unit’s 2002 document on managing risk (Cabinet Office, 2002). It is in essence the transposition of private sector risk management methods and processes to central government. As Power argues, risk has become an organising principle in private and public sector management thinking, and in the public sector, ‘risk’ is emerging as the basis for ‘self-challenging’ management practices for public organisations not subject to the discipline of competition, profits, or share prices (Power, 2007). The internal risk management systems being advocated across central government all share the central elements of risk management strategies common in private firms: risk identification, assessment, management, and evaluation. The risks identified, as in private sector risk management strategies, are comprised broadly of external and internal risks: those arising from the environment in which the organisation operates, and risks arising from within the organisation itself.

As noted above, there is a rainbow of internal guidance setting out policies and procedures for internal risk management and policy evaluation emanating from the Treasury, in addition to the guidance on how to do ‘risk-based policy making’. The most significant of these is the Orange Book, Management of Risk Principles and Concepts (HM Treasury, 2004a; the other colours are green (HM Treasury, n.d.c) and magenta (HM Treasury, n.d.d)). In addition, there have been two Parliamentary Select Committee investigations into the government’s handling of risk in the last three years. These attempts by the centre to control regulators and departments are examples of what Power has described as the ‘turning inside out’ of organisations (Power, 2007: 42). Power’s comments apply equally to regulation inside firms as to regulation inside government (Hood et al., 1999). The internal procedures of regulators and government departments have themselves become a politically salient issue. However, the evidence at present is that the adoption of risk management approaches across departments in practice is distinctly patchy (House of Commons Select Committee on Science and Technology, 2006; House of Lords Select Committee on Economic Affairs, 2006; HM Treasury, 2003, 2004d).

Risk, organisational objectives, and tolerance for risk

Managing internal risks is focused on aspects of the organisation’s own internal operations that could affect its ability to formulate and deliver policy objectives, such as IT failures, terrorist attacks, outbreaks of avian or swine flu, or poor project management. Managing institutional risks also requires a focus on the design of regulatory interventions and the deployment of resources. In the UK at least, central government has been far slower to focus on that strategic aspect of institutional risk management than the more internal, managerial aspect, and regulators themselves have led the way (Black, 2008b; Hampton, 2005).

Fundamental to the development and operation of the strategic management of institutional risk is a need for regulators to determine their objectives and their risk tolerance. Determining the organisation’s objectives may not necessarily be a straightforward task. Some regulatory organisations are fortunate in having a set of statutory objectives. However, some do not: they have a set of statutory functions, but no objectives as such. Large, multi-function government departments often do not even have that. Determining what the organisation’s objectives are in any particular area can thus require significant internal debate (Rothstein and Downer, 2008 for examples).

Determining the organisation’s risk appetite can be just as challenging for the organisation. Regulators do not often articulate what their risk appetite is in public, or even private. Those that have stated their risk tolerances publicly differ significantly between sectors. In occupational health and safety, the UK Health and Safety at Work Act 1974 introduced the principle that risks be reduced to a level which was ‘as low as reasonably practicable’, the ALARP principle. In food regulation, the policy with respect to food additives and residues of pesticides and veterinary drugs is usually one of ‘notional zero-failure’, although for contamination by micro-organisms, food regulators tend also to adopt a standard of ‘as low as reasonably practicable’. As a review of food regulatory systems observed, however, given the difficulties in obtaining reliable data and the public expectation that food should pose no risk, targets are usually defined in relative terms (a reduction of 25 per cent over two years) rather than absolute terms (Slorach 2008).

The financial regulators, in contrast, adopt a non-zero failure policy, at least in theory. A clear statement of this position is the Financial Services Authority’s paper Reasonable Expectations published in 2003, and which many other financial regulators have also publicly followed (Financial Services Authority 2003). The Financial Services Authority noted there was a gap between public expectations of what regulators should or should not be able to achieve, and what ‘reasonable’ expectations should be. The paper made it clear that ‘non-zero failure’ meant that the regulator would not, and should not be expected to, prevent every ‘negative event’—every financial failure of a firm, every incidence of non-compliance, every incidence of market failure—and that public and political expectations of what regulation can achieve should be modified accordingly.

However, the political and regulatory response to the credit crisis demonstrates how a regulator’s ‘risk appetite’ for both societal risks and institutional risks can be significantly modified when the political context shifts. The financial crisis has illustrated clearly that regulators, even independent regulators, need a ‘political licence’ to operate. Irrespective of their formal relationship to government or their formal legal powers, the approach that a regulator takes is conditioned by the political context. In financial regulation, a key role of financial regulators is to contain the risk taking of financial institutions such that they do not impose systemic damage on the system as a whole. But to what extent should regulators contain the risk taking of financial institutions? If regulation, either in its design or in its implementation, is too risk averse, it will inhibit innovation and competitiveness. Being too ready to pick up the pieces can also lead to moral hazard, and thus inadvertently exacerbate risk. Ensuring that regulation is appropriately calibrated is fiendishly hard. Getting political buy-in for the assessments that regulators make is just as difficult. Regulators, probably rightly, argue that any calls they may have made for financial institutions to restrict their risk-taking behaviour prior to the crisis would have lacked any political support and been seen as an unwarranted intrusion into the running of those institutions. In contrast, in the current political climate, no intrusion is likely to be seen as too great, no regulatory policy considered too risk averse. The terms of their political licence, in other words, have shifted.

The development of risk-based regulation

Risk-based regulation is the new arrival to the better regulation agenda, and can be linked to the attempts to manage institutional risk. Risk-based regulation has generally two distinct meanings, which are often conflated (Black, 2005a, 2005b; Hutter, 2005). The first refers to the regulation of risks to society: risks to health, safety, the environment, or, less usually, financial well-being (e.g. Hampton, 2005: paras. 2.13–2.48). In this respect, ‘risk-based’ regulation refers to the management of societal risk, discussed above (e.g. Health and Safety Executive, 2001). The second, emergent meaning of risk-based regulation refers to regulatory or institutional risk: risks to the agency itself that it will not achieve its objectives. For regulators, in this newer sense, risk-based regulation involves the development of decision-making frameworks and procedures to prioritise regulatory activities and the deployment of resources organised around an assessment of the risks that regulated firms pose to the regulator’s objectives (Black, 2006, 2008b; Rothstein, Huber, and Gaskell, 2006; Hutter, 2005; Hutter and Lloyd Bostock, 2008). In their narrowest form, risk-based frameworks are used to allocate inspection resources. However for an increasing number of regulators, risk-based frameworks are being developed to help them structure choices across a range of different types of intervention activities, including education and advice (Black, 2008b).

‘Risk-based regulation’ is a complex hybrid of inward and outward focuses. Inwardly, it is directed at the regulator’s own risks, arising from its legislative objectives as it interprets and perceives them. This inward-looking orientation has a number of consequences, not least, as discussed below, a dissonance between the regulator’s understanding of ‘risk’ and that of the firm, or indeed the wider public. However, in attaining those goals, or preventing the risk of their non-attainment, risk-based regulation is not focused inwardly on what the regulator may do or fail to do, which is the usual focus of risk management systems (e.g. on its own operational risks, IT risks, financial or human resources risks) (e.g. COSO, 1991; Power, 2007), but outwardly, on what the regulated firms may do or fail to do which would prevent or exacerbate those risks.

Risk-based frameworks are gradually diffusing across different regulators, and there has been a significant increase in the use of risk-based frameworks for inspection and supervision in a range of countries and across a number of sectors, by both state and non-state regulators (for review see Black, 2008b; IOPS, 2007; Brunner, Hinz, and Rocha, 2008). A number of regulators in different parts of the UK have been developing ‘risk-based’ systems of this general nature for some years. The Food Standards Agency for England and Wales, the Environment Agency in England and Wales, and the Financial Services Authority have separately been developing such systems since 2000. They are not alone: financial regulators in Australia, Canada, Hungary, France, and the Netherlands all have been developing risk-based systems of supervision. In the environment sector, regulators in Ireland, Portugal, and the Netherlands have been doing the same (Black, 2008b).

Risk-based frameworks are acquiring similar features. They all involve a process of identifying and prioritising the risks that the regulator will focus on, which requires a determination of both its objectives and its risk appetite; an assessment of the hazards or adverse events occurring within regulated firms and the regulatory environment which relate to the ability of the regulator to achieve its objectives, their probability of occurring, and the nature of their likely impact; and the assigning of scores or rankings to regulated firms on the basis of these assessments. How the regulators construct the scores varies quite significantly, as does their organisational response to them. Most attempt to direct their inspection and supervisory resources to the firms identified as being the most high risk. Some also link the deployment of their enforcement resources into the same framework (i.e. they are more likely to take formal enforcement action against high-risk firms), but not all take this approach (for discussion see Black, 2008b). They often serve other functions as well, discussed in part below, but this is one of their main roles.

Although the precise reasons for each regulator to adopt a risk-based approach are obviously unique, research to date suggests there is a common core of motivations (Black, 2005b; IOPS, 2007; Hutter and Lloyd Bostock, 2008; Rothstein, Huber, and Gaskell, 2006). These are broadly functional, organisational, environmental (in the broadest sense), political, and legal.

First, regulators have turned to risk-based frameworks in an attempt to improve the way in which they perform their functions. They have adopted risk-based frameworks in an attempt to facilitate the effective deployment of scarce resources and to improve compliance within those firms which posed the highest risk to consumers or the regulators’ own objectives. Risk-based frameworks are also adopted to improve consistency in supervisors’ assessments of firms, to enable regulators with broad remits to compare risks across a widely varying regulated population within a common framework. More broadly, risk-based frameworks are being adopted as part of a more general desire by regulators to become more ‘risk aware’ and less rule driven in their activities.

Second, risk-based frameworks have been adopted to address a range of internal organisational concerns. In particular, they have been introduced to provide a common framework for assessing risks across a wide regulatory remit, and to deal with mergers of regulatory bodies. They have also been seen as a way in which to improve internal management controls over supervisors or inspectors. In federated structures, where the regulatory regime is split between central government and local authorities or municipalities, risk-based frameworks are also used to provide a framework for central government control. An example here is the risk-based frameworks for inspection issued by the UK Food Standards Agency with which local authorities in England and Wales have to comply.

Third, risk-based frameworks have been adopted in response to changes in the market and business environment. For example, banking regulators started developing risk-based systems in tandem with an increasing preoccupation within banks in using risk-based assessments for their own internal purposes. Food regulators in the USA point to the introduction of HACCP (hazard analysis and critical control points) as facilitating the introduction of a risk-based inspection system (FSIS, 2007).

Fourth, the political context can be highly significant. Risk-based frameworks have been adopted in response to previous regulatory failures, and to provide a political defence to charges of either over- or under-regulation by politicians, consumers, the media, or others (Black, 2005a, 2005b). More generally, having a risk-based framework has increasingly become a badge of legitimacy for a regulator. Risk-based systems are a key part of the ‘better regulation’ framework, and as such are a core attribute that regulators need to possess.

Finally, as risk-based regulation becomes seen as a functionally efficient tool for improving regulation, politicians and others are increasingly requiring regulators to adopt such frameworks by law. In the area of food safety, for example, EC regulations require that inspections be carried out on a ‘risk basis’ (EC 882/2004). In the UK, regulators are now subject to new statutory duties of ‘better regulation’ set out in the Compliance Code. These include the requirement to adopt a risk-based approach to inspection (BERR, 2007).

In practice, however, resources do not always follow the risks in the way that the framework would suggest. This is partly because resources take time to shift. But it is also because of the vagaries of the political context. As argued above, regulators need a political licence to operate. Consequently, the higher the political salience of a sector or risk, the less will be the regulators’ tolerance of failure in that particular area. The political context is often fickle, however; issues that were not salient suddenly become so, and vice versa. This has consequences for the allocation of resources, which may not always go where the risk model says they should. Risk-based frameworks also have implications for accountability, for regulators are making decisions as to which areas of their legal remit they will focus their resources on achieving, and which they will not. Regulators have always made these decisions, but the adoption of explicit, published risk-based approaches makes them more obvious. Paradoxically this increased transparency prompts more questions about the accountability of risk-based decision-making than the implicit and thus more opaque decision processes that preceded it.

14.5 RISK, ACCOUNTABILITY AND EVALUATION

The fourth key role that risk plays in regulatory processes is that it structures the terms of regulators’ accountability relationships as well as debates on what those relationships should be. To the extent that the objectives and justification for regulation are conceptualised in terms of risk, it is a logical extension that regulators should be evaluated in terms of their success in managing risks, both societal risks and institutional risks. Indeed, Fisher has argued that risk is a ‘regulative’ concept in the context of public administration, in that it acts as a way of both constituting and limiting public administration. Defining the activities of public administrators and regulators in terms of risk dictates what they should do and how they should do it (Fisher, 2003: 464, 2007).

The focus on how others use risk to evaluate regulators and hold them to account is an important observation, but risk is not just being used as something external to the organisation which is imposed on it as a regulatory framework. Alternatively or in addition, regulatory organisations are themselves using risk, or more particularly institutional risk, to provide the basis for the development of instruments of internal accountability and evaluation. This section therefore looks at how regulators use risk to perform control and accountability functions within their own organisations; how others use risk to ‘regulate’ regulators, evaluate them, and hold them to account; and the ‘risk–blame’ game: how regulators seek to employ ‘risk’ to define the terms on which others should make them accountable, or the terms on which they should be blamed.

14.5.1 Risk, internal control, accountability and evaluation

Regulatory organisations themselves are using risk, notably institutional risk, and processes based on the management of institutional risk, as instruments of internal accountability and evaluation. A clear example of this is the systems of risk-based regulation which have been or are being adopted. As discussed above, regulators’ motivations for adopting ‘risk-based approaches’ to regulation are clearly varied, but a common theme is that they serve several key management functions. For example, certain types of risk-based systems, notably those where the risk assessments are performed by supervisors, are also characterised by systems of internal accountability in which the risk assessments that individual supervisors make of the firms for which they are responsible are subject to internal validation and challenge (Black, 2006, 2005a, 2005b). Regulators also use their own risk-based frameworks as a method of evaluating their performance. Thus they look at the movement of firms between risk categories as evidence of regulatory performance, and concomitantly targets are set by reference to firms’ movement from ‘high’ to ‘low’ risk categories. Risk-based frameworks of evaluation and accountability are thus not just imposed on regulators by others, but are deliberately chosen and developed by regulators themselves.

14.5.2 Risk, external control and accountability

Risk has a role in structuring the accountability relationships that regulators have with those outside the organisation, including central government. Governance functions are distributed across a wide range of state and non-state bodies, but one of the striking developments of the last decade has been the extent to which central government has sought to exert control over the increasingly ‘hollowed out’ state. Functions within the state have been dispersed away from central government and departments; and there is a strong ‘re-centring’ trend in which central government seeks to regain control over these dispersed dominions (Black, 2007). In many areas, the terms on which regulation inside government is being conducted are increasingly based on risk. The range of internal guidelines on managing societal and institutional risks was noted above. In addition, as also noted above, regulatory bodies are increasingly being legally required to adopt various ‘risk-based’ approaches, principally to inspection and enforcement.

Others outside the extended executive hold regulators to account on the basis of their success in handling risks. We have seen above that there have been successive investigations in the UK by parliamentary committees and the NAO into how well government manages risk, both societal risks and institutional risks. The management of risk is used as a benchmark by which to evaluate success or otherwise of the regulator—how good was it in targeting the ‘right’ risks? Were its policies and practices based on sound scientific evidence? Did it manage risks proportionately and successfully? Unfortunately for regulators, as risk is an inherently unstable basis for either justification or evaluation, these assessments are contested, shifting, and often contradictory. As noted above, criticisms of ‘the nanny state’ and ‘health and safety gone mad’ usually sit alongside demands that ‘something must be done’ to protect people from any number of risks.

The role of risk in providing the object of and justification for regulation has far more fundamental implications for accountability, however, than the requirements on regulators to adopt certain policies and internal practices. The contestability of risk may be problematic for policy makers, providing a constantly shifting and unstable basis for policy decisions, but that very contestability opens up the policy process, providing a route in for those outside the normally closed world of regulatory and governmental bureaucracy. Whereas the tight prescriptions of economics close down debate, the contested concept of risk opens them up.14

As argued above, the very acts of identifying and assessing risks have become inextricably intertwined with questions of accountability and participation. Furthermore, the work of social psychologists on the existence of and reasons for different perceptions of risk has begun to penetrate policy making (e.g. BRC, 2008; RRAC, 2009). At its extreme, this creates a presumption that in certain policy areas, a scientific risk assessment may be simply politically irrelevant, as it does not accord with public perceptions of risk. More frequently it prompts a recognition that responses to risk cannot be determined by experts alone. The uncertainty that characterises many decisions, the potential for catastrophic or irreversible consequences, and mistrust of governments and scientists have all led to calls for improved communication about risk and for increased public participation in decisions on how to manage societal risks. Participation is normatively justified in a democratic society; it can have instrumental value for the regulator, legitimising decisions and increasing trust, and substantive value, improving the decision or outcome (Fiorino, 1990; Pidgeon, 1999a, 1999b). Of course, it can also delay policy development, reveal and exacerbate conflict, and be merely window dressing, having no impact on the substantive decision. Nevertheless, the mantra of the need to have public participation in decision-making is greater with respect to regulatory policies relating to risks than it is in almost any other area.

In the UK, the triggers for a fundamental shift in government attitudes were the BSE crisis and the debates on GMOs (genetically–modified organisms). Reports into both were clear that there was a fundamental lack of trust in policy makers (Phillips, Bridgeman, and Ferguson-Smith, 2000; House of Lords Science and Technology Committee, 2000). Other countries have come to similar conclusions (e.g. US National Research Council, 1996). The lessons were clear, and prompted the recognition that there needed to be far greater public engagement in decisions about some types of risk, notably complex catastrophic risks arising from new technologies. It was therefore unsurprising that the Royal Society report on nanotechnology emphasised that there had to be public engagement early on in the development and introduction of technological innovations if they were to be accepted by the public (Royal Society, 2004).

Recognition of the need for greater public engagement has led to the creation of new legal rights, and to the development of active participatory processes of policy making. Environmental regulation has been the area where the greatest advances have been made in securing legal rights to participation in policy making. The Aarhus Convention which opened for signatures in 1998, and was ratified by the EU (and UK) in 2005, provides the public with rights of access to information, public participation in decision making, and access to justice with respect to environmental matters (UNECE, 1998; on implementation see, e.g., Defra, 2008; IEMA, 2002). Policies and practices for public involvement have also been developing in a wide range of countries. These include stakeholder forums, citizen’s juries, consensus conferences and discussion groups, or initiatives such as the UK’s GM Nation (see, e.g., Fischoff, 1995; Horlick Jones et al., 2006; Taylor-Gooby, 2006).

There remains a tension in both the practice and debates on public participation, however, between those who consider the task to be to improve the public’s understanding of science, and those who consider the task to be to improve scientists’ understanding of the public (see, e.g., Irwin and Wynne, 1996; Fischoff, 1995; Royal Society of Arts, 1992). The development of more participative models of engagement suggests that policy makers have recognised that the task is to do more than have a one-way communication from scientists to the public, in which the public become properly educated about risk. It is to foster a dialogue between scientists and various groups within civic society as to how best to manage societal risk (see, e.g., Renn, 1992; Fischoff, 1995; Black, 1998).

Fostering dialogue is a laudable aim but deliberative processes face fundamental difficulties, not only practically but because finding a common language in which to talk about risk can be extremely challenging (see, e.g., Jasanoff, 2003; Black, 2000, 2001). Moreover, there is some scepticism as to the utility of the various participation exercises which have been conducted. Problems tend to include lack of expertise by participants, weaknesses in the design of the participation methods, the different framing of the issues by policy makers, experts, and representatives from the public, lack of mutual trust, the representativeness of those members of the public participating, and the difficulties in resolving the tensions as to who should be doing the understanding, scientists or the public (see, e.g., Horlick-Jones et al., 2006; Pidgeon et al. 2005; Irwin, 2006; Black, 1998; Fischoff, 1995).

However, the debate on participation is about more than who should be listening to whom, and the practicalities of how the conversations should occur. Rather, it goes to the heart of the legitimacy of risk regulation. Indeed, Fisher argues that debates on the accountability of risk regulators reveal a tension between two paradigms of what constitutes ‘good’ public administration: deliberative-constitutive and rational-instrumental, which in turn embody different conceptions of risk (Fisher, 2003, 2007). Under the rational-instrumental paradigm, risk is perceived as something that can be ordered, managed, and controlled, and so regulators can implement their legislative mandates in an objective, rational, and efficient manner without exercising ‘excessive’ discretion. Accountability mechanisms such as regulatory impact analysis, risk assessments, and post-hoc constitutional accountability structures will ensure the decisionmaker is kept within its appropriate boundaries. Under the deliberative-constitutive paradigm, risk is a highly contested concept, and regulators are required to have extensive discretion; regulators must be semi-independent political institutions, creating, expressing, and realising public purposes. Accountability processes have to ensure that the regulator is engaged throughout that process in active and iterative deliberation with a wide array of participants. Each in turn is associated with, and requires, a different legal culture of adjudication and relationship between the courts and the administration. Disputes as to whether ‘lay people’ or experts should make policy decisions on risk are thus not about epistemology, or even about risk, but about the appropriate role and legitimacy of the public administration, i.e. regulators, in regulating risk.

14.5.3 Risk, external accountability and managing the parameters of blame

Disputes about accountability are thus intrinsically linked to disputes about legitimacy. However, we need to recognise that regulators can attempt to define the terms of their accountability and to create and manage their legitimacy. In this context there is a third role that risk plays in structuring accountability relationships. Regulators use their risk-based systems in an attempt to define the terms on which they should be made accountable, and in effect to define the parameters of blame. This is a complex process, critical to which are the association of risk with blame, and the dialectical nature of accountability relationships.

Take, first, the nature of accountability relationships. Most debates on accountability see the regulator as the object of attempts made by others to render it accountable. In those debates, the regulator is usually assumed to be passive—just as firms are often assumed to be passive actors in debates on how they should be regulated. But regulators are not passive in the face of accountability claims, just as firms are not passive recipients of regulatory edicts (Black, 2008a). In the context of risk, regulators are asking, implicitly or explicitly, that they should be assessed on a ‘non-zero’ failure basis: that they should not be expected to prevent every negative occurrence in the regulatory system, and, concomitantly if less explicitly, that they should not be blamed for all those that occur (see, e.g., Davies, 2005).

There is, of course, the potential for dissonance between the regulators and the wider polity as to the level of risk that is acceptable. Some regulators attempt to ‘manage’ this risk of dissonance by factoring in public perceptions and the risk of damage to their own reputation in the risk indices used in their risk-based frameworks and in allocating their inspection resources. The Food Standards Agency, the Health and Safety Executive, and the Environment Agency (England), for example, deliberately take into account public perceptions in allocating inspection resources and believe they would be heavily criticised if they cut back inspection activity. This has a significant bearing on the allocation of their resources. The Health and Safety Executive and Environment Agency, for example, believe that after their preventive work, the public expectation is that they will investigate and prosecute companies in the wake of accidents or pollution incidents, and indeed the Health and Safety Executive spends over half its front-line regulatory resources on accident investigations (NAO, 2008). The UK Pensions Regulator includes public perceptions in its definition of risk: ‘risk [is] that we may be perceived as not making a difference’ (TPR, 2006: 50).

Regulators’ attempts to manage the terms on which they should be made accountable are linked to their attempts to manage their legitimacy. Most debates on accountability posit certain legitimacy criteria against which regulators should be assessed, and which, implicitly, those accountability claims should be directed at validating: efficiency, due process, democratic participation, and so on. The assumption is frequently that regulators are there as passive objects to be ‘rated’ on some form of legitimacy scorecard. However, again, regulators are not passive in their relationship with their evaluators. Regulators can and do attempt to build their own legitimacy, and do not wait passively for it to be ‘endowed’ upon them by others (Meyer and Rowan, 1977; Black, 2008a).

Regulators can attempt to manage their legitimacy in a number of ways. They can attempt to conform to legitimacy claims that are made on them; they can seek to manipulate them; or they can selectively conform to claims from among their environments, or legitimacy communities, conforming to claims of those that will support them (Suchman, 1995). Accountability is a way for those assessing the legitimacy of a regulator to validate their legitimacy claims, to ensure that the regulator is acting efficiently, or fairly, or in conformity with whatever legitimacy claim is being made. What we are seeing in the emergence of risk-based approaches is that regulators are attempting to define the terms of those accountability relationships, and thus, at least in part, of their legitimacy. The risk-based frameworks are being used in an attempt to define the parameters of responsibility and to reshape public and political expectations of what the regulators should be expected to achieve, what risks they should be expected to minimise, and to what level.

In order to see how the dynamics of accountability and legitimacy work in this context, we need also to understand the association of risk and blame (Douglas, 1992; Douglas and Wildavsky, 1982). Which risks should be selected for attention and which should not is bound up with which risks are considered ‘normal’, and which are not. Insofar as risk-based frameworks are defining what levels of risks are tolerable, they are attempting to define which risks should be politically acceptable, and which should not. Those that are not tolerable are ‘blameworthy’ risks; those which are tolerable should result in no blame when they occur. In this sense, the development of risk-based frameworks could be seen as another technique adopted by a bureaucracy to shift or dissipate blame (Hood, 2002). But here, the risk-based framework is not being used to shift blame so much as to articulate and define when it should be accepted at all. In many instances, regulators have adopted risk-based approaches to regulation in an attempt to provide a defence to politicians, the media, the wider polity that they have failed in their task, and that they should have prevented a risk from occurring (Black, 2008b, 2006, 2005a).

The influential cultural theorist Mary Douglas argues that whether decision-makers are risk takers or risk averse depends on their ability to protect themselves from blame (Douglas, 1985: 61). The nature of the ‘blame game’ is often such that policy makers, and perhaps regulators, are rendered ‘too’ risk averse. The BRC paper observed, for example, that the incentives for ministers, civil servants, regulators, and front-line inspectors were skewed in favour of attempting to prevent all possible risks. ‘The present culture encourages the state—ministers, councillors, officials and regulators—to feel that they must take total responsibility and impose systems to neutralise all potential hazards’ (BRC, 2008: 25). It argued that the select committees and the media hold ministers and civil servants responsible for avoiding risks and they naturally become increasingly risk averse. The BRC reported that most of the senior officials they spoke to were sceptical that, in a select committee hearing, they would want to rely with any confidence on a defence that ‘at the time, this looked like a manageable risk and I decided to take it’ (BRC, 2008: 23–6).

The importance to the agency of maintaining its legitimacy, its social and political licence to operate, is clear in the operation of all the risk-based systems investigated to date. But the actions it has to take are often unclear and contradictory. Calls from politicians, businesses, and the public to ‘reduce red tape’ or ‘roll back the nanny state’ usually run parallel to calls that ‘something must be done’. Despite the rhetoric of ‘regulatory burdens’ there are some risks that in political terms a regulator simply cannot leave alone, regardless of the probability of their occurrence or their impact. As one commented, ‘events force you up the probability curve’. The higher the political salience and demands for regulatory intervention, the lower the probability level at which the regulator will intervene. Risk is critical, but it is the political risk which is critical in determining a regulator’s risk appetite and its risk tolerance, and thus the allocation of regulatory resources; regardless of what the impact and probability studies would otherwise indicate.

SUMMARY AND CONCLUSION

Risk thus plays a critical role in constituting and shaping regulatory processes, or at least state-based regulatory processes. Has the regulatory state (Majone, 1994, 1997; Moran, 2003) become the ‘risk regulatory state’? I would suggest that it has not. Totalising labels are in any case likely to be inaccurate, as they admit of no nuances and no exceptions. In this case, despite the significant role of risk in constituting, framing, and structuring regulatory mandates, regulatory processes, and accountability relationships, regulation is not just about risk. Not all of regulation can be characterised, or indeed characterises itself, in terms of risk, or at least it only does so if risk is so broadly defined to describe every policy the state pursues, in which case the label is descriptively accurate but analytically useless. The narrative of economics is still dominant in certain regulatory domains and even in the risk domain, economics re-enters the frame at the second-order level in the form of risk–benefit analyses.

Risk does however play a significant role in regulatory processes. This chapter has identified four main roles: as providing an object of and justification for regulation (and thus defining regulatory mandates), and as constituting and structuring regulatory processes and accountability relationships. However, the risks that are in question shift often imperceptibly between societal and institutional risks, notwithstanding the differences between the two.

The nature of risk means that the roles that it plays in regulation are at once a source of and response to the difficulty which risk poses for policy makers. Risk, by its nature, is related to uncertainty and anxiety. Risk is emotive, culturally constructed, and culturally contested. The highly politicised and contested nature of debates on risk poses governments the problem of how to rationalise or stabilise decision-making on questions such as: which risks to select for attention, how much attention to give them, of what nature, and who should be involved in making those decisions. These problems are enhanced when the normative boundaries of the state are themselves defined in terms of risk.

In an attempt to stabilise decision-making, governments and regulators have attempted to devise decision-making principles and procedures which will render risks calculable and commensurable. In Power’s terms, risk managers, including by extension governments and regulators, confront uncertainty by trying to organise it (Power, 2007). The stability provided by the institutional and organisational devices which policy makers attempt to construct is ultimately fragile, however. For as trust in scientific experts and government declines with respect to particular risks, this creates chinks in the walls of the risk bureaucracies, chinks through which the unruly forces of public participation can creep. Framing policy in terms of risk, combined with the political recognition that many decisions on complex risks require public engagement, has significantly boosted the cause, and extent, of public engagement. But public participation can itself be destabilising, running counter to the rationalising attempts manifested in risk management policies and procedures. Not surprisingly, the bureaucratic response has been to try to structure participation in the policy-making process as well, both cognitively and procedurally, but not always successfully. Further, in structuring their internal processes, of policy making, or monitoring and enforcement, governments and regulators have more recently turned to risk-based processes in an attempt to manage organisational discretion and behaviour, both their own and that of others, thus attempting to regulate regulation through risk. However, again, contestation is inevitable as to the choices which are made. Ultimately, for both governments and regulators, regulating risk is a risky undertaking.

NOTES

1. Here my use of the phrase differs from Fisher, who uses it to refer not to that part of the regulatory state which is concerned with risk, but more narrowly to the specific controls which are imposed on regulators and policy makers in the name of risk (Fisher, 2008a).

2. In a spate of institutional reshuffling following the Hampton Report (Hampton, 2005), in 2007 the powers of the Authority were transferred to the Health and Safety Executive; however the Health and Safety Executive’s responsibilities were then contracted back out to the same organisation, which was now renamed the Adventure Activities Licensing Service. AALS, Interim Notice, undated, available at http://www.aals.org.uk/documents/ImportantNotice.doc.

3. Environment Act 1995, s. 4(1). The full statement is ‘to protect or enhance the environment, taken as a whole, as to make the contribution towards attaining the objective of achieving sustainable development’.

4. However, even in the ‘known knowns’ there may be statistical uncertainties (Stirling, 1994).

5. Sometimes referred to as ‘fuzzy’ uncertainties (Stirling, 1994).

6. It should be noted that whilst the following sections separate out the processes of selection and perception, assessment, and response, these do not necessarily happen in linear stages but are intertwined.

7. Which whilst raising the risk of pancreatic cancer may have curbed the risk of liver cancer—so as a choice of beverage it seems pretty evenly balanced.

8. Respectively the European Environment Agency, the European Medicines Agency, the European Chemicals Agency, and the European Food Safety Agency.

9. Regulation (EC) 178/2002 (food safety) establishes the following requirements for the application of the precautionary principle in food safety cases: (1) risk assessment, (2) possibility of harmful effects on health although scientific uncertainty persists, (3) provisional measures, (4) proportionality (no more restrictive of trade than is required to achieve the high level of protection chosen; the measures adopted must be technically and economically feasible), and (5) a high level of health protection.

10. For discussion of the use of statistics to play a comparable rationalising and legitimising role in governance more broadly, see Porter (1995).

11. See DBERR, http://www.berr.gov.uk/deliverypartners/list/rrac/index.html. The RRAC was established as a result of two reports by the Better Regulation Commission on risk (BRC, 2008).

12. See http://rrac.intelligus.net/portal/site/rrac/bigquestions/ (accessed 16 June 2009). The three questions are, ‘What is a nanny state? Has the UK gone too far? How much freedom are you prepared to give up for protection by the government?’; ‘Risk is a part of life. How much personal responsibility should you take for the risks you face?’; and ‘Should there always be someone to blame when things go wrong? Do accidents “just happen”?’

13. Subject to the discussion above on the relationship between the narratives of risk and economics in providing the object of and justifications for regulation.

14. Or more specifically, it is the political recognition that risk is a contested concept which provides the opening. See also Jasanoff (2003).
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CHAPTER 15
ACCOUNTABILITY IN THE REGULATORY STATE

MARTIN LODGE

LINDSAY STIRTON

15.1 INTRODUCTION

Over the last quarter of a century and more, claims about the essential desirability of accountability—the obligation to explain and justify conduct to some other party (see Day and Klein, 1987: 255)—and the particular forms it ought to take have been at the forefront of debates in public law and political science, and in the social sciences more generally. Thus for Tony Prosser the task of the ‘critical’ public lawyer is to:

… flesh out the concepts of participation and accountability and evaluate existing institutions against them, whilst at the same time attempting to establish the conditions for their realisation.

(Prosser, 1982: 13)

Bruce Stone, a political scientist, raises ‘questions how different accountability systems are chosen and combined to maximise accountability without impairing the effectiveness of different sorts of administrative work’ (Stone, 1995: 523). Meanwhile, an accountant, Michael Power (1997) puts forward the view that the United Kingdom has become a society fixated with the rituals of account-giving, arguing that the practice of auditing is unlikely to live up to expectations of accountability, especially when extended beyond its origins in the field of financial accounting.

In the era of privatisation, such concerns were quickly carried over into the privatised utilities, and into the regulatory arrangements put in place for their oversight and supervision, with some diagnosing a ‘crisis’ of regulatory accountability (Graham, 1997; also Prosser, 1997). But the developments of the last quarter of a century present more than an additional venue for the rehearsing of well-worn debates among lawyers, political scientists, and others. Two characteristics of the regulatory state in particular give rise to concerns that go beyond the age-old problem of holding public authorities to account:

(i) The importance placed on insulating regulatory decision-making from ‘improper’ political and industry influence.

(ii) The essential plurality of regulation, with the variety of its forms and venues, and the actors which shape regulatory decisions and are affected by them.

Each of these characteristics challenges conventional assumptions and doctrines of administrative accountability. In place of concerns about how to make administrators responsive to political demands comes a more nuanced concern about the complex trade-offs between ensuring the fidelity of regulators’ decisions to the roles entrusted to them by politicians and the public, ensuring that regulators have appropriate powers and adequate discretion to carry out their mandate effectively, as well as the credibility to retain the confidence of regulatees, users, and others affected by their decisions (see Horn, 1995 for one interpretation of this trade-off). Moreover, the plurality of regulation, emphasised by advocates of a ‘decentred’ or ‘polycentric’ perspective on regulation (Black, 2001; 2008), naturally leads to a much-expanded set of answers to who, to whom, and for what, questions about the accountability of regulators and regulatory regimes.

While debates about the accountability and especially those relating to the two features of the regulatory state outlined above are amenable to analysis, they are ultimately contestable ‘trans-scientific’ issues which go to the root of how as a society we apportion responsibility (and blame). Rather than advancing any particular view regarding how regulators should be held accountable, we suggest that debates require greater awareness of the various components of regulatory regimes and the existence of a diverse, but nevertheless finite set of instruments that are inherent in any institutional design. Accountability in regulation will never reach a state of ‘perfection’ and stability, but will remain, given competing values and shifting priorities, in a state of continued tension and fluidity. In other words, debates require transparency regarding the very different ideas concerning the appropriate means and ends of accountability.

The chapter develops this argument in three steps. First, it considers the background to contemporary debates surrounding accountability, pointing to traditional concerns as well as to a change in context captured by discussions about ‘polycentric’ or ‘decentred’ regulation. Second, this chapter points to key components of any regulatory regime over which demands of accountability are commonly asserted, and to four ways of considering institutional design and accountability. It highlights the importance of looking at the compatibility of different logics of accountability. Third, and finally, this chapter suggests that debates on whether the rise of the regulatory state has led to a decline or rise of accountability and transparency are misplaced. Rather we should be interested in looking more closely at the continuous ‘remixing’ of various accountability tools and thereby enhance clarity as to what is supposed to be held accountable and how often suppressed assumptions shape argumentation regarding accountability and transparency. For the world of practice, this means that we should be interested in the quality rather than the mere existence of formal accountability mechanisms and to identify their prerequisites and limitations.

15.2 ACCOUNTABILITY IN THE REGULATORY STATE: THE OLD AND THE NEW

Any attempt to find the ‘core’ or the ‘essence’ of accountability is likely to be plagued by the plurality of interests and ideas that surround this concept. Standard dictionary definitions suggest that ‘accountable’ is linked to ‘(1) responsible; required to account for one’s conduct. (2) explicable, understandable.’ Indeed, the history of accountability as part of government is linked to the word’s French origins as ‘aconter’, the official registration and accounting of property. In that sense, tax registers, financial disclosure requirements, and other similarly standardised monitoring devices are the instruments of accountability, traditionally understood. In modern parlance, accountability more commonly signifies the obligation of officials to account for their behaviour, rather than the duty of private parties having to account to public authority (see Bovens, 2007).

Contemporary debates are further complicated by the addition of ‘transparency’ into many of those discussions traditionally reserved to the idea of ‘accountability’. According to dictionaries, ‘transparent’ is defined as ‘(1) allowing light to pass through so that bodies can be distinctly seen. (2a) easily seen through; (2b) easily discerned; evident; obvious. (3) easily understood; frank; open.’ Originating in the Latin ‘transparere’ (‘to shine through’), the idea is encapsulated in Bentham’s famous canon that ‘the closer we are watched, the better we behave’. In contemporary parlance, accountability is often associated more with the ‘reporting’ duties, whereas ‘transparency’ offers ‘visibility’, such as the publication of all procurement contracts on the Internet and such like. However, what unites both of these terms is a concern with the use of discretionary (private and public) authority—and therefore we use them interchangeably.

15.2.1 Traditional concerns

The concern with the discretionary powers of regulatory (and usually non-majoritarian) institutions has been a long-standing one, with important antecedents in the contending views of Mill and Bentham on whether responsibility for public services should be vested in committees or in ‘single-seated functionaries’ (see Schaffer, 1973). Classic debates have been heavily dominated by the US experience, and the early British and European literature is influenced by North American concerns (for example, Baldwin and McCrudden, 1987). This has been the case even (as in Hancher and Moran, 1989) where the intention was to draw contrasts as much as similarities.

A central preoccupation within the literature on the US-regulatory state since the late 19th century has been the delegation of legislative and executive power, and the mechanisms for the control of the discretionary power arising from such grants of authority. This literature emphasises elections, hierarchical reporting, and the impersonal application of rules, with the development of a substantial literature on the formal ways through which administrative bodies account for themselves. Devices for achieving regulatory accountability included reporting duties, oversight by the legislature and the use of rewards and punishments to ensure responsiveness to political demands. The modern literature on the effects of structures and processes on the political control of administrative agencies (McCubbins, Noll, and Weingast, 1987, 1989) has its roots in this perspective. This latter discussion also extends to those accounts that stress the importance of establishing devices that provide credibility in the face of time-inconsistent policy preferences. If delegation to non-majoritarian agencies is seen as a strategy for impeding policy-makers from giving effect to their short-run preferences, then improved accountability (and, hence, responsiveness) ‘upwards’ may even undermine the effectiveness of regulation (see Levy and Spiller, 1994).

The vertical relationship between democratic government and independent agencies has attracted considerable and changing debates among administrative lawyers, especially in the United States. Initially, regulatory agencies were first seen as a technocratic and ‘clean’ (i.e. non-political) device, insulated from the factional politics of Congress and the Presidency, and also capable of bringing to bear greater professional expertise than the judiciary.1 However, concerns were soon expressed with the growing discretionary powers of these administrative bodies. For example, the 1937 Brownlow Commission warned about regulatory commissions being an unaccountable ‘fourth’ branch of government. While the subsequent political science literature fretted over the possible biases of regulators, in extremis the ‘capture’ of the regulator by the regulated industry (Bernstein, 1955), administrative lawyers turned their attention to how the discretion of regulators could be constrained within substantive and procedural limits, and made accountable for their decisions. Trial-type hearings, notice-and-comment provisions, internal review procedures, as well as judicial review were advocated as providing an appropriate compromise between agency expertise and accountability. The influence of this approach can be seen in many pre-war regulatory statutes, as well as in court decisions of the time. The triumph of this approach arguably only came with the enactment of the Federal Administrative Procedure Act in 1946. During the period of ‘social regulation’ in the US, discretion was increasingly checked by ‘hard look’ judicial review (see Rodriguez, 2008). The trend towards increasingly ‘hard look’ judicial oversight waned during the 1980s. The Chevron2 decision in particular, has been seen as restoring an earlier emphasis on the professional expertise of administrators, requiring a reviewing court to defer to the agency’s interpretation of its legislative mandate, thereby restricting lower court’s authority in reviewing regulatory agency decisions.3 In the context of accountability, this judgment was seen as asserting the idea of accountability of agencies, as part of the executive, to the President.

A number of theoretical developments went hand-in-hand with the application of notice and comment requirements and other participatory devices of ‘regulatory democracy’ (Cuéllar, 2005). These developments sought to articulate the means to reassert control over regulatory agencies, but also represented, to some extent, a shift away from the pluralist view of regulation as the outcome of interest group politics towards an emphasis on the ‘rational’ assessment of instruments (see Rose-Ackermann, 2008). In particular, the principal–agent perspective changed views regarding the possibilities of control, the utilisation of different types of instruments to hold to ‘account’, the impact of judicial review, and rival views as to whether conflict was exercised through ‘presidential’ or ‘congressional’ dominance (Epstein and O’Halloran, 1999; McCubbins, Noll, and Weingast, 1987; McCubbins and Schwartz, 1984; Moe, 1984).

The adoption of formal ‘cost–benefit’ testing of regulation has been advocated as a procedural way of enhancing the ‘rationality’ of rules, while ensuring accountability (in practice, to the executive branch) for the broader economic impact of regulatory decisions. Accountability is obtained by informing decision-makers as to what is the appropriate (‘rational’) option (McGarity, 1991; also Baldwin, 1995: 193–9). Conversely, critics such as Peter Self (1972: 212) have argued that, far from making decisions more transparent, a reliance on cost–benefit analysis serves only to make the decision-making process impenetrable to all but special interests, while also establishing particular biases. Following the argument of increased ‘rationalising’ of rule-making through procedural devices, ideas regarding ‘regulatory impact assessments’ and ‘regulatory budgets’ flourished throughout the 1990s and 2000s as devices to control bureaucratic and political regulatory ‘instincts’. At the same time (anticipating our argument to come) the application of cost–benefit testing of regulation in the United States and elsewhere arguably reflected a particular, contestable understanding of rationality.

15.2.2 The ‘new’ context of the regulatory state

While neither the practice nor the analytical discussion of polycentricity in regulation is a recent discovery (Hancher and Moran, 1989), the wider context of regulation has changed considerably over the past 30 years. Without claiming to offer an exhaustive account, we point to three key changes that made discussions regarding accountability more pertinent, both in terms of accentuating existing debates and in terms of challenging traditional understandings of regulation. Each of these three contextual elements links accountability issues regarding legitimacy, ensured integrity of decision-making and enhanced performance, with ‘contemporary anxieties’ (Mashaw, 2005: 15; Mulgan, 2004).

First of all, the contemporary era of the regulatory state raises a number of distinctive issues that go beyond traditional concerns (see Yeung, 2010; Lodge, 2008; Lodge and Stirton, 2006). The ‘regulatory state’ is characterised by privatisation and marketisation of public services (regardless of the widespread ‘nationalisation’ of banking sectors that occurred during the autumn of 2008), the rise of non-majoritarian regulatory bodies, as well as a greater degree of formalisation of relationships between actors within a regulated policy domain (Loughlin and Scott, 1997). While long-standing concerns in the North American context, these policy trends challenge traditional notions of accountability (at least in the setting of liberal democracy). They are said to signify the ‘hollowing out’ of the state, requiring additional elements to the traditional components of accountability, usually signified by reporting duties to parliamentary bodies, if not by the idea of political responsibility over distinct public service activities.

The idea of privatised public services has been seen by some as a direct challenge to social citizenship rights that emerged in the context of the post-Second World War welfare state, at least in (West) European states. In addition, the creation of ‘regulatory bodies’ proved to be problematic for the traditional legal understandings of administrative structures (and their implicit accountability requirements). Such difficulties of formal standing became further confused with the rise of novel legal constructs, such as the one chosen for the British communications regulator Ofcom in 2003. However, the rise of these agencies also raised in a European context concerns about discretionary powers of such supposedly independent regulatory agencies, in particular when it came to issues of balancing economic, social, and environmental objectives. Such concerns can be seen as a direct parallel to the preoccupations that had earlier dominated the North American literature.

While these concerns related to changing relationships between ‘government’ and ‘regulator’, the increasingly private nature of public service provision created a new context in which demands for greater accountability were raised. In this new context, the change in emphasis towards ‘transparency’ in the sense of disclosure requirements is often seen as problematic. According to this argument, the past decade has established a new type of emphasis on performance management, requiring ‘accountability’ of output measures rather than of inputs and procedures. According to critics, this emphasis has led to a reduction in accountability, especially as the favoured devices are said to reduce public involvement and undermine ‘positive’ definitions of accountability that stress the importance of individual attitude rather than a reliance on quantifiable output measures.

Second, the diversification of regulatory arenas in terms of reliance on self- (or co-) regulation, the rise of international standards, whether negotiated through international organisations by national states or by international industries themselves (for example, the Forest Stewardship Council), and the rise of bodies with international reach or the international agreement by private parties on binding standards, indicate that regulatory authority is fragmented and polycentric (and mandated by varying bases). Such diversification makes problematic any attempt at locating accountability in any one source (Black, 2008).4

A particularly pessimistic view of the effects of polycentricity is put forward by Patrick Dunleavy (1994), who argues that contemporary governments are out-matched in terms of expertise and resources by international service providers, not merely because of a lack of financial resources and understanding technical complexity, but also due to a lack of bureaucratic competence in the area of procurement or control. According to this view, the traditional problem of concentrated corporate power is therefore even more problematic in this supposedly globalised era than in the days of ‘national’ capitalism. While in an earlier era Woodrow Wilson (echoing Bentham’s canon) could advocate greater transparency as the regulatory commissions’ remedy for corporate misbehaviour—‘turn it [light] on so strong they can’t stand it. Exposure is one of the best ways to whip them into line’ (cf. Cook, 2007: 96)—such accountability requirements ultimately face challenges in an environment that is counter-learning and international. The problem with ‘putting on the lights’ was particularly prominent during the debates regarding the perceived regulatory failures in financial markets in the mid-to-late 2000s. The financial system was condemned for non-transparent financial and international interdependencies that was further characterised by inadequate instruments of control both from within the banks themselves and from outside, via national regulators.

Third, there are also those who point to the societal sources for the perceived rise in the demand for more accountability. Society is said to have undergone a change towards more egalitarian and individualist worldviews, each of them united in their opposition and distrust of authority and official discretion. The tragic consequence of a non-trusting society is that those instruments supposed to address this distrust are likely to jeopardise existing mechanisms rather than advance the overall quality of the regime (see Power, 1997, 2007).

In contrast to those who diagnose a decline of overall accountability and transparency in the context of the contemporary regulatory state, others suggest that complexity and differentiation across levels of government and between private and public spheres have not led to a reduction in accountability and transparency. First of all, regulatory activities impose compliance costs on regulated parties. As a result, this means a high degree of likely mobilisation given the lack of an information asymmetry between standard-setters and the regulated (whose experience of the compliance cost of regulation makes them well-informed) (Horn, 1995). Such mobilisation is likely to be partial, given different degrees of concentration of costs incurred across regulated actors. However, the formation of ‘fire alarms mechanisms’5 for salient groups has been considered, as has the co-opting of public interest groups in the regulatory process (see Ayres and Braithwaite, 1992). Some have noted that procedural devices have encouraged regulatory agencies to consult widely and extensively (Thatcher, 1998), while others, following Majone (1994), have noted the technocratic and apolitical nature of regulatory agencies providing for ‘credible commitment’. A third view points to the growing redundancy of various accountability channels given greater differentiation among regulators and private and public actors in the provision of public services in the regulatory state (Scott, 2000). Traditional concerns with the discretionary activities of regulatory bodies, prominent since the early twentieth century in the United States, have encouraged the search for procedural evaluation devices, such as cost–benefit analysis, regulatory impact assessments and ‘standard cost models’ to allow for a greater questioning of administrative decisions, as already noted.

In short, debates regarding accountability in the contemporary regulatory state to some degree echo traditional concerns with administrative bodies, such as regulators, and the exercise of discretion and delegation. At the same time these debates take place under the conditions of polycentricity (in both the vertical and horizontal senses), whether this is the distribution of authority (i.e. to international organisations and non-state organisations) or the transnational nature of corporate power in areas that traditionally were reserved for national states (especially in the area of utilities, such as telecommunications). And debates over whether the regulatory state has led to a rise or decline in accountability, or to a shift from one set of understandings and instruments to another remains inconclusive.

More broadly, these debates point to a wider set of phenomena and contested arguments regarding the qualitative implications of these phenomena on citizenship that go beyond traditional debates. These debates reflect fundamental disagreements regarding the nature of the state, rival understandings regarding democracy and the relationship between the state and markets, as well as the basis of human motivations. And such debates are reflected also in those contributions that discount the continuing centrality of national states in shaping behaviour. Therefore, in the next section we point to the various aspects within regulatory regimes that, while central to these debates are not often articulated. By boiling down the various debates to their distinct grammar, it is possible to suggest that these debates, while plural, are nevertheless of a finite diversity.

15.3 ACCOUNTABILITY IN THE REGULATORY STATE: DOCTRINES AND TOOLS

Despite the acceptance that authority in any domain is fragmented rather than concentrated in any single agency (of whatever organisational status), the standard response has been to continue the search for ‘who is accountable for what, how, and to whom’. In particular, while the administrative law literature (understandably) has concentrated on legal, administrative, and political understandings of accountability, such accounts usually neglect alternative accountability mechanisms, that rely on professional or market-based processes. Related to such questions are the types of obligations that underline such accountability requirements, the type and degree of openness of the forum in which ‘account’ has to be given and what the purpose of disclosure is (to allow for sanctioning and/or learning, for example) (see Bovens, 2007; Fung, Graham, and Weil, 2007). These questions are then translated into different social contexts, in order to highlight the diversity and potential contrary nature of different accountability and transparency devices (see Mulgan, 2000; Pollitt, 2003; Hood, 2006; Mashaw, 2006). Different devices, ranging from the market, the political to the social, can be discussed in various types of taxonomies and typologies. Such discussions reflect the diversity of accountability and transparency mechanisms and suggest that the quest for the way to hold authority to account is unlikely to be ever fulfilled. Our focus on doctrines and tools of accountability avoids the temptation to make ever more fine-grained distinctions, pointing instead to a limited repertoire of basic arguments and instruments. We develop this argument in two stages. First we discuss five dimensions of regulatory design which face demands for accountability in any regulatory regime. Second, we point to four worldviews regarding accountability. Given the multiplicity of debates, it is important to go back to the grammar of such arguments and point to the finite nature of arguments regarding diverse accountability mechanisms.

15.3.1 Dimensions of regulatory design

In a polycentric setting those actors that are supposed to give account or whose activities are required to be transparent will vary substantially—and so will the relationships among these actors. As noted elsewhere in this volume, the study of regulation has increasingly utilised the notion of a ‘regulatory regime’ to highlight that regulatory activities include three essential components, namely regulatory standards, behaviour modification (enforcement) and information gathering components (Hood, Rothstein, and Baldwin, 2001). These three components are essential to keep the controlled system within the preferred subset of all possible states. Elaborating slightly, we can identify five crucial dimensions that require separate analysis and consideration in any discussion of accountability:

(i) the decision-making process that leads to the creation of a regulatory standard in the first place

(ii) the existence of a regulatory standard for affected participants within the regulated policy domain

(iii) the process through which information about the regulated activities is being gathered and how this information is ‘fed back’ into standard-setting and behaviour-modification

(iv) the process through which regulatory standards are being enforced

(v) the activities of the regulated parties themselves.

These five dimensions stretch any discussion of accountability and transparency beyond the debates that centre on how decision-making is to be made in a visible, reasonable, and justifiable way (i.e. the traditional administrative lawyer’s concerns). The advantage of looking at these five dimensions is that it highlights the limited nature of the traditional concentration on the publicness of rule-making. Knowing what has been decided is not a particularly extensive form of accountability (Stirton and Lodge, 2001: 474–7). The other four dimensions highlight the importance of holding the ‘information gathering’-component to account, especially given the widely reported failures of regulation that have been associated with failures in information gathering. Equally, the openness of the process through which standards are enforced is seen by many as crucial given the high degree of discretion enforcement involves.

In themselves, these five dimensions already suggest considerable diversity of views as to ‘how to’ provide for ‘appropriate’ accountability and transparency. For example, controversies arise as to the level of public engagement in the setting of standards, the degree of openness and ‘informed consent’ through which information is gathered, the degree of openness of the regulatory actors to outside scrutiny or the degree to which ‘frontline regulators’ have to account for their activities when it comes to enforcement. Among the cross-cutting concerns across the five dimensions is the extent to which the advocated degree and methods of holding to account should be in ‘real time’ (i.e. at the time when processes occur) or allow for ex-post scrutiny only.

The five dimensions apply to all kinds of regulatory regimes, whether national or transnational, state-centred or polycentric, and encompass the most traditional command and control type regimes, as well as pure self-regulation. Crucially, they affect different organisations, especially as regulatory activities are fragmented across levels of government. In the case of a typical European state and the field of environmental policy, standards would often be agreed at the EU-level, be transposed at the national level, but requiring ‘transposition’ at the regional level and enforcement at the local level. Such fragmentation across jurisdictions (and organisations) generates demands for transparency (‘level playing field’), and it also raises the issue as to the purpose of particular mechanisms to establish accountability (i.e. we may want to utilise different mechanisms if we regard the European Union as an intergovernmental organisation or as a ‘quasi-state’).

15.3.2 Four worldviews on accountability in the regulatory state

In order to move towards a better appreciation of both the variety of ways in which institutional design can provide for accountability in the contemporary regulatory state, but also an overview over key arguments and doctrines put forward in debates over the past thirty years, we distinguish between four different worldviews that underline any understanding of what needs to be held to account, by how much, and what sorts of motivations are said to underline actors behaviours. Jerry Mashaw (2006) argues that any understanding of the ‘grammar’ of institutional design regarding accountability needs to be conscious of the different values that underpin the instrumental value of the public service in question itself. Such a discussion also suggests that there are inevitable trade-offs between any institutional choice given contrasting answers to the traditional questions of being accountable to whom? and for what? Furthermore, it raises distinct responses to the condition of polycentricity.

This quest for a ‘grammar’ can be advanced using the framework of grid-group cultural theory (Thompson, Ellis, and Wildavsky, 1990; Hood, 1998). This device allows for a typology to unpack and contrast accounts as to what regimes and instruments are advocated and are regarded as appropriate. As noted, institutional design is neither a straightforward nor a value-free engineering process. And the way we see the world, hold individuals and organisations responsible, and blame them if things go wrong is fundamentally affected by views regarding the ‘nature’ of the world.

Table 15.1 provides for an overview of the four worldviews, the way they consider ‘failure’ and hence ‘blame’, and therefore also how they view appropriate mechanisms to hold regulatory regimes accountable.

The fiduciary trusteeship doctrine has been particularly prominent in traditional public administration and administrative law and has also been influential in the study of regulation. It resonates with those who are troubled by the ‘public–private divide’ (Haque, 2001) that is said to have increased as a result of privatisation policies as well as the growing popularity of ‘co-regulation’ devices. According to this ‘technocratic’ doctrine, emphasis is placed on legal and political forms of accountability that make public officials responsible for their actions, either through legal means or through electoral punishment. The implication of this view of bureaucratic rationality is that experts and those in authority inherently ‘know best’ as information costs and collective action costs are high, but that this discretion needs to be checked against abuse through procedural devices and other substantive checks. Regulatory activities are to be exercised in an orderly and structured way to minimise discretion, thereby safeguarding certainty. Accordingly, oversight and review are to be conducted by authoritative and responsible experts with a mandate provide for accountability.

Table 15.1 Four worldviews regarding accountability and regulation
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Fiduciary trusteeship views have difficulty in terms of dealing with the messy context of polycentricity and argue that accountability needs to be ensured through mandates and official recognition. In terms of tools, this view emphasises representation; regulatory activity is said to be suitably accountable once it is appropriately justified, especially when in front of an audience of competent representatives. Advocates of fiduciary trusteeship related views warn against subject involvement in regulatory deliberations given perceived risks of populism and ignorance, and the likelihood that such involvement will lead to extensive challenges to hierarchical authority.

The consumer sovereignty worldview, in contrast, regards citizens as the best judges of their own needs, who should be allowed to take their own decisions (others therefore refer to this view as ‘market’ (see Mashaw, 2005; Pollitt, 2003). Individuals are regarded as capable of taking informed decisions and therefore the significance of choice or competition is emphasised, with regulation playing a role as facilitator of market processes. As a result, polycentricity does not raise any particular challenges for this worldview as it emphasises the importance of individual choice and self-regulation. Providers of goods and services find it in their own interest to be transparent and accountable in order to increase their chances of survival on the marketplace. Accountability however, need not just be provided by market participants on a voluntary basis, but different degrees of required disclosure of performance components are compatible with this particular view, and may be necessary in some circumstances to prevent ‘lemon’ choices.

The citizen empowerment worldview suggests that the two worldviews noted above offer only limited accountability. Instead, the importance of accountability through ‘forum’ devices is emphasised (Pollitt, 2003 and Mashaw, 2005: 24 broadly consider related ideas as ‘social accountability’). Fiduciary trusteeship-type regimes are opposed as they concentrate power and rely on authority within existing hierarchies, while consumer sovereignty-type regimes are accused of over-emphasising the universal capability of individuals to choose, while regarding markets as desirable social order. In contrast, this worldview suggests that accountability and transparency are about reducing social distance and relying strongly on group-based (or mutuality-based) processes (conceptualised as ‘regulatory conversations’ by Julia Black, 2002). We can therefore imagine two distinct forms of institutional design, both of which with distinct implications for a context defined by polycentricity. One is based on self- or ‘professional’ regulatory regimes with strong pressures on members to account for their conduct. The second, a more demanding and overarching ‘citizen empowerment’ argument emphasises the importance of citizen participation to the greatest extent possible (and arguably beyond mere procedural provisions, such as ‘notice and comment’ (but see Cuéllar, 2005). This worldview advocates maximising input-oriented participation and the placing of maximum scrutiny (‘mandating’) of anyone with discretionary power. Such participatory tools not only hold power to account, but they also have a transformative effect on the nature of citizenship (Bozeman, 2002: 148). Consequently, the emphasis of this worldview is on ‘voice’ in the sense of direct input, ‘information’, in the sense of being closely involved in each of the five dimensions of a regulatory regime, and also representation, in the sense that it emphasises close control over delegated authority, whether through extensive scrutiny or through other devices, such as rotation. Some observers also place much faith in participatory methods via modern computing devices, although whether the anonymity provided by message boards is a good substitute for the ‘face to face’ encounters in ‘town hall meetings’ is questionable.

Finally, the surprise and distrust worldview shares with the last two worldviews their scepticism regarding the granting of discretion to actors with delegated powers. This view is however doubtful about the capability of individuals to undertake meaningful choices (and thereby force units to be accountable through the fear of ‘exit’), while it also shows scepticism about the possibility of social participatory processes to achieve accountability. Accordingly, those in positions of authority need to be treated with distrust and subjected to constant surprise— thereby offering a distinct take on Wilson’s constant light or Bentham’s close watch, as already discussed. The argument is that ‘good behaviour’ will be achieved as those who are supposed to be accountable do not know when they are being watched, or when the lights will ‘go on’. One example of such a device is Freedom of Information legislation—given that those in authority do not know what will be unearthed, so it is argued, they have to adjust their behaviour. This particular worldview stresses that the context of polycentricity challenges the possibility and attractiveness of accountability as seen through formal oversight (as advocated by fiduciary trusteeship views). Instead, ideas regarding the possibility of redundancy, overlaps, and elements of surprise, such as through ‘fire alarms’, offer the only way to establish some form of accountability in a polycentric context.

For some, pointing to ‘surprise and distrust’ as a conscious strategy may seem surprising. Indeed, it is notable how this advocacy of unpredictability is absent in the wider literature on accountability. One reason for this absence could be that this strategy is fundamentally opposed to the view that the (liberal) state is ‘transparent’ and ‘accountable’ only if it is rule-oriented and predictable (see Hood, 2006 for this ‘rule’-strain in transparency debates). Unpredictability, in contrast, is exactly the kind of strategy widely associated with dictators and despots past and present. However, distrust of those in authority is a viable strategy— although it may not qualify as a distinct view regarding the nature of democracy.6 Indeed, it is often used as a control method within administrative accountability relationships, for example, prisons, and it is also widely used in aspects of keeping private firms ‘accountable’, for example in the area of slaughterhouse and meat processing inspections.

Table 15.2 Four worldviews and regulatory regimes
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We have over-emphasised distinctions when, at the margin, there is overlap and hybrids are possible (Table 15.2). In the next section we turn to the limits of accountability and institutional design. We stress inherent systemic weaknesses in each of these perspectives that reinforce certain tendencies, while arguably weakening others. We also note wider issues that highlight that simply advocating ‘more accountability’ in regulation is unlikely to have entirely benevolent effects.

15.4 LIMITS OF ACCOUNTABILITY

Having first pointed to the background of accountability debates and then considered various strategies as to ‘how to’ hold to account, we now turn to the consideration of potential limitations of accountability ideas. While ‘more accountability’ is likely to generate universal support, the discussion in the previous section suggests that the way we achieve ‘more accountability’ is contested and therefore, what is regarded as ‘more’ is similarly likely to attract controversy (Lodge, 2005). Without seeking to offer a comprehensive discussion, we consider two areas in which calls for ‘more accountability’ are likely to face limitations, namely in terms of unintended consequences and trade-offs.

In terms of unintended consequences, distinctions can be made between those effects that are due to adaptive responses and due to systemic weaknesses. We briefly consider each one of them in turn. First, as studies regarding government responses to Freedom of Information legislation and requests have shown (Roberts, 2005), those who are being watched will seek to hide away from being held to account. Thus, ‘real’ decision-making takes place by way of ‘post-it notes’ and informal meetings once official minutes are likely to be released. Official minutes therefore become relatively meaningless documents. Similarly, targetsetting encourages creative gaming responses exercised by risk-averse organisations (Hood, 2007). In other words, considering inherent blame-avoiding tendencies within organisations (public and private), demands for ‘more accountability’ are likely to generate creative compliance responses with the overall effect of reducing, rather than advancing the overall standard of information. Second, as Andrea Pratt (2006) has shown, the types of incentives required to achieve particular types of outcome vary according to activity. For example, it could be argued that requiring European Central Bank committee members to reveal their voting patterns would expose them to undue national pressures. In that sense, ‘too much’ accountability may reduce the overall decision-making process.

Third, each one of the four views regarding accountability discussed in the previous section has inherent systematic weaknesses. One weakness is that each worldview advances particular institutional mechanisms and thereby weakens others. Placing emphasis on hierarchy not only re-affirms that hierarchical ordering, but also arguably weakens participatory elements and market-oriented approaches. Similarly, placing trust in distrust may reduce possibilities of gaming, but may be seen as undermining the basis for having confidential and ‘high-trust’ relationships, seen by many as essential for having an informed regulatory relationship that goes beyond the adversarial or box-ticking variety of regulation. Emphasising ideas of consumer sovereignty may advance the possibilities of exercising choice on the market place, but may expose limitations when it comes to those products associated with high information costs and ideas of equality of treatment, and peer-review. And as all critics of ‘self-regulation’ would suggest, putting faith in professional forms of accountability is likely to advance ‘closure’ to outside demands for accountability and responsiveness.

A consideration of trade-offs also points to the need to establish some balance between difficult choices. For example, answers as to how open and punitive the holding to account should be in the case of a ‘failure’ vary between those who argue for a ‘pointing the finger’ at the individual who is seen to have been at fault, while others note the organisational conditions under which individuals make errors (i.e. corporate manslaughter provisions). Others will also note that in order to encourage learning, accountability needs to be limited to small and closed settings to encourage open exchanges and overall improvement. Similarly, accountability in all but its most impoverished notions is fundamentally linked to a degree of responsiveness. How such responsiveness looks is however again contested, with answers as to ‘how much’ and, more importantly, ‘to whom’ varying across the four views on accountability noted above.

Furthermore, calls for ‘more accountability’ also conflict with wider core administrative values, such as efficiency, equity, and resilience. For example, calls for extensive participation and input can be seen as standing in the way of decisive action. Similarly, embracing extensive information to facilitate choice could fundamentally affect ideas regarding fairness and equity as some groups within society are more likely than others to identify, digest, and act on information regarding choice. For example, the ‘transparent’ quality and pricing information regarding utilities services is one thing, but their accessibility and availability might be a different matter. And the platform on which information is being provided is also likely to show different degrees of ‘attractiveness’ to different groups within society.

In short, asking for ‘more accountability’ is a too simplistic and potentially highly problematic demand. It is too simplistic as it does not acknowledge key differences in different forms of institutional design regarding accountability, but it is also dangerous as it does not sufficiently take into account potential limitations. As a result, ideas regarding institutional design of accountability need to be reconsidered. We take up this question in the conclusion.

15.5 CONCLUSION

Over a decade ago, Cosmo Graham (1997) enquired whether there was a crisis in regulatory legitimacy, especially in relation to British utility regulators, reflecting a contemporary discussion that reflected the move from a ‘privatisation’ to a ‘regulation’ phase in British politics. Such debates regarding the legitimacy of regulatory institutions and overall regulatory processes can be traced back to the early twentieth century in the US and have been at the centre of wider thinking regarding the ‘publicness’ of political decision-making for much longer.

We have argued that the study of regulation over the past thirty years or so has not just been about the recycling of debates that have flourished in the administrative law field since the rise of regulatory agencies in the North American context. First, empirically the context of regulation has moved further towards one of transnational polycentricity that ‘old’ understandings of distributed regulatory authority within a ‘regulatory space’ do not fully capture (see Hancher and Moran, 1989). Furthermore, there have been analytical developments, first of all, the growing interest in utilising the language of principal–agent relationships to account for the political foundations of regulatory regimes and their accountability provisions, and second, a growing appreciation of having to consider not just the institutional design of accountability mechanisms, but also realising the contested and diverse nature of different doctrines. There are three main implications that arise from these observations.

One is a greater explicit awareness of the trade-offs that are inherent in any institutional choice, and therefore also in the way in which ‘publicness’ is designed into a regulatory regime. Side-effects, surprises, and unintended consequences are hardly a new item on the menu of the social sciences (see Merton, 1936), but advocates of ‘more accountability’, especially considering perceived regulatory failures, often seem to neglect the side-effects of various instruments. Similarly, Bovens (1998), noting the inherent limitations of different understandings of accountability in the light of generic cooperation problems (which he terms the ‘many hands problem’), suggests that therefore more emphasis needs to be placed on encouraging and facilitating acts of individual responsibility. Furthermore, ideas regarding trade-offs also point to the inherent limited variability of options. One key development in the wider literature regarding accountability and regulation has been a shift away from a close focus on devices to hold an administrative-regulatory unit accountable and towards a wider interest in different ‘modalities’, modes, or tools of accountability across different aspects of a regulatory regime. However, these different conceptions have not been collected in a very systematic manner so far.

The second avenue is to acknowledge more explicitly the argumentative nature through which advocacy of accountability devices is conducted. This triggers the question why particular words flourish (such as ‘transparency’) and, arguably more importantly, why particular dominant meanings that are attached to words rise and fall. In the worlds of practice and research, there needs to be a greater awareness about the doctrinal nature of much of the ‘recipes’ for supposedly ‘better’ regulation. It also encourages the search for appropriate codes in which these conversations can take place. As Julia Black (2002) noted in a different regulatory context, understanding institutional design as a process of a conversation requires agreement regarding the norms and standards in which these conversations take place. Much of the conversation regarding regulation has been very limited in its focus and attempts at codifying standards of argumentation have also been restricted. The former has been due to the dominance of a focus on formal regulatory institutions and formal procedural rules, the latter has to do with the tendencies of any worldview to claim exclusivity. For the study of regulation to advance, especially in its polycentric incarnation that goes beyond the ‘national’ and ‘public’, we need to have more accountability and transparency among the contributors to this debate.

Third, and finally, our discussion regarding institutional design of accountability also takes issue with the inherent engineering perspective that is part-and-parcel of the ‘institutional design’ terminology. On the one hand, the illustration of the four views regarding accountability and their side-effects and limitations suggests that the discussion needs to consider ‘mixes’ of different tools rather than rely on any single one approach. Similarly Mashaw (2005) has called for an increased attention to differing modalities. However, given the competing incentives of different actors within any regulatory regime and given the high demands placed on each one of the five dimensions of a regulatory regime that needs to be accountable or transparent, it is not likely that accountability will ever be ‘complete’ or that attempts at ‘avoiding’ or ‘gaming’ accountability requirements will not take place. In addition, inevitable crises and failures and subsequent demands for ‘more’ accountability and transparency suggest that any institutional design for accountability is exposed to endogenous and exogenous sources of change. In short, we expect a continued revision and alteration of the tools and instruments that are supposed to ensure accountability.

As a result, simple dichotomies between state and market, private and public, or state and non-state will not do. Instead, the debates can be advanced through the use of theoretical devices that make the plurality of views explicit and transparent, but such debates need to take place within a setting of regulated conversations, as noted. Accountability and any attempt at designing a regime to advance accountability is fundamentally linked to different aspirations inherent in regulatory activities. These aspirations are multiple and conflicting and therefore it is not surprising that competing ideas regarding accountability persist (Mashaw, 2005). The study and practice of accountability is therefore not about whether there is ‘less’ or ‘more’ accountability, but it is about understanding and managing the tensions between different competing objectives and interpretations, as well as coming to a closer understanding of how to make all aspects of a polycentric regulatory regime more visible. Such a challenge is unlikely to allow for headline grabbing reform announcements, but is less unlikely to improve the functioning of regulatory regimes.

NOTES

1. Majone (1997) has been accused of resurrecting this image of ‘neutral’ regulators in his discussions of the supposed rise of the regulatory state across European countries.

2. Chevron v. Natural Resource Defense Council 464, US 837.

3. The scope of Chevron has arguably been reduced since United States v. Mead Corp. 533 US 218 (2001).

4. In other words, the fragmentation of roles within the regulatory state has accentuated the ‘many hand’s problem’, i.e. the problem in identifying any one source that is responsible within a co-production setting (see also Bovens, 1998).

5. In the principal–agent literature, fire alarms are seen as mechanisms to control against agency shirking in that affected constituencies raise the ‘alarm’ among political principals in view of particular agency actions.

6. Admittedly, we hereby move beyond the classic texts of grid-group cultural theory. More broadly, there has been the use of lotteries in the allocation of school places (thereby arguably removing the need to be accountable for decisions regarding place allocation, while also removing the linkage between wealth, neighbourhood, and school place). More broadly, Calabresi and Bobbit (1978) suggest that lotteries and therefore randomisation offers one important way of making decisions about ‘tragic choices’.
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CHAPTER 16
ON THE THEORY AND EVIDENCE ON REGULATION OF NETWORK INDUSTRIES IN DEVELOPING COUNTRIES

ANTONIO ESTACHE

LIAM WREN-LEWIS

16.1 INTRODUCTION

As with so many other policies, the regulation of network industries in developing countries has traditionally been modelled off corresponding practice in developed countries. Until the mid-1990s, politicised, hardly accountable, largely self-regulation was the norm, pretty much as in many OECD countries. Then, when developed economies started to reform regulation as part of the restructuring of network industries, developing countries eventually followed. The concerns for productive and allocative efficiency as well as the concern for independence from political interferences with regulatory decisions were the main drivers of these changes in both developed and developing countries.

These changes reflected some of the significant advances achieved in regulation theory in the previous twenty years or so. Theoretical and empirical research had provided important new insights well covered in textbooks and technical publications. In particular, for what seemed the longest time now, no-one questioned the sincerity of monopolistic operators in their claims about their self-assessed costs and efforts to minimise these costs in the interest of users. The new theory of regulation changed all that and identified many sources of adverse selection and moral hazard stemming from until then ignored information asymmetries on technologies and efforts, and hence on costs.

While these new insights also applied to developing and transition economies, only a modest part of that research has been tailored to their needs and constraints. This chapter shows why these insights are just as relevant to developing and transition economies, but also why regulation is probably more complex to develop and implement in these countries than in developed countries. The upshot of the chapter is that simple transfers of know-how from OECD to other countries can be counterproductive and that we should have a good sense by now as to why this is often the case.

Indeed, in retrospect, we now know that the enthusiasm for a relatively uniform model of regulation may have been excessive. For instance, the creation of independent regulatory agencies in developing countries copied on those adopted by developed countries has not guaranteed effective regulatory processes and has not protected consumers, taxpayers, or investors from costly conflicts. The research on Latin America, Africa, Asia, or Eastern Europe has shown the extent to which the regulatory function has tended to fail, in particular when market contestability is modest and the services are politically sensitive (e.g. water and passenger transport).1

The failure of regulation in many developing countries reflects in particular designers’ underestimation of the importance of the institutional limitations and of the differences in capacities across countries. Even if development guarantees some degree of convergence in skills, the odds of the institutional failures at the initial stages of development being central to regulatory failures are indeed high. As seen later in this survey, this is a growing concern of empirical research. In contrast, theoretical research can already count on a sound conceptual diagnostic showing that the failures of theory to internalise these differences have been costly to many countries.

Among the key academics to make this point forcefully was Jean-Jacques Laffont in the last book he authored before his death (Laffont, 2005). He should be credited with being the father of modern theoretical research on the regulation of network industries in developing countries. His initial research has since then generated much needed additional research on the relevance of institutional failures and the associated possible solutions. It has also been complemented by a necessary quantification of the various sources of risk associated with different types of institutional failures.

In a nutshell, the corpus of research on developing countries of the last 5–10 years shows that the design of regulatory systems has to address many goals under very tight institutional capacity constraints. These goals range from standard economic concerns such as efficiency, equity, or fiscal sustainability when the networks rely heavily on subsidies to more political concerns including notably the need to ensure more accountability of the providers of the services. These concerns arise irrespective of whether the operators are public or private or whether they are in monopoly or oligopolistic situations.

Clearly, these goals are also the same whether the countries are developed or developing countries. However, their weights and the constraint that drive the optimal choice are bound to be different, possibly much more so than between EU countries or between Australia and the US. Indeed, the resolution of incentive incompatibilities in developing countries is fundamentally different from that in developed countries. This is why it is increasingly well recognised that they require fundamentally different solutions. These differences in incentive compatibilities contribute to explain why the framework of traditional regulatory theory, elaborated and applied in the developed world, has often not worked well in developing countries.

The chapter is organised as follows. Section 16.2 provides a brief overview of the ownership structure and organisation of regulation in developing countries. Section 16.3 identifies the four key institutional limitations that are found in developing countries: capacity, commitment, accountability, and fiscal efficiency. Section 16.4 discusses their implications and Section 16.5 discusses the regulatory policy options available to address them. Section 16.6 shows some of the trade-offs and inconsistencies due to conflicts in the optimal strategy to deal with different problems. Section 16.7 summarises the relevant empirical results. Section 16.8 concludes.

16.2 SOME RELEVANT STYLISED FACTS

There are clearly many ways of looking at the state of regulation in developing countries (LDCs): institutions, processes, instruments, mandates, etc. All these administrative dimensions matter at least as much as the specific design of regulation such as the choice between a price-cap or a rate of return regulatory regime. The most relevant is probably to focus on the nature and quality of institutions.

The collective monitoring of the implementation of these crucial administrative dimensions is, however, far from perfect in the developing world. The necessary details are difficult to reflect in cross-country comparative studies and some broader characterisation of reforms is needed to be able to report at least some vision of where countries stand. Considering the experience since the early 1990s, the main experiments have focused on three broad types of reforms which resulted in a major change in the role of the public sector in the delivery of infrastructure services around the world.

The first reform considered here is the unbundling of the regulatory function. Institutionally, it implies the establishment of ‘independent regulatory agencies’ (IRAs).2 The major expected outcome of this reform was the switch from service providers, whether public or private, being self-regulated or obviously politically regulated to them being monitored and controlled by agencies without direct interference from the elected government or without the conflicts of interests that self-regulation implies.

The theory has been easier to spell out than the practice. Depending on the sector, the country, and the institutional context, the degree of independence and the responsibilities of an IRA vary significantly. This diversity is difficult to capture properly. Data is lacking on the specific characteristics of regulatory agencies around the world. It is, however, possible to collect relatively comparable cross-country data on whether a country has created an IRA to regulate a sector or not, at least nominally. This very basic information is taken as the strongest apparent signal about the government’s commitment to end self-regulation and to replace political considerations by economic concerns when designing regulation.

The second and third most visible infrastructure reforms of the last fifteen years or so are highly correlated. Stimulated by technological progress and better management know-how, the introduction or the increase of competition and the associated opening-up to the private sector were to become serious options for infrastructure sectors that tended to be dominated by national public monopolies. As part of reform processes, state-owned operators were often separated into multiple companies. Typically, they were then sold, given in concession, or licensed to private operators. These operators were expected to compete with the incumbents and other entrants.

Because there is no reliable measure of the degree of competition for a large sample of countries over a long period of time, the existence of private participation may be the best proxy to track the commitment of a government to increase competition in the sector. It relies on the minimum volume of information and yet it gives a reasonable sense of the willingness to open the sector for the largest possible sample of countries in a comparable way across sectors. It is clearly not perfect since an opening to the private sector is necessary but not sufficient to increase effective competition. But for countries where the information is available for both variables, the correlation is extremely high. The main apparent exception is the water sector where the presence of the private sector is associated with ex ante competition (i.e. competition for the market) and very little ex post competition (i.e. competition in the market between providers).3

As in the case of independent regulation, the definition of private participation is a challenge. There are indeed many possible definitions (see Budds and McGranahan, 2003). The definition of private participation in infrastructure (PPI) used here varies according to the sector to reflect the technological and market structure differences across sectors. In electricity, distribution is generally the segment of the market in which the rents are either captured by the operator or shared with the users. PPI in this sector in a specific country can be credited as beginning when private parties started to participate in asset ownership, capital investment, commercial risk, and/or operation and maintenance in electricity distribution. For telecommunications, according to ITU (the International Telecommunications Union), PPI refers to full or partial private asset ownership in fixed telephone companies. The focus is on fixed telephony because technology is such that in most countries the private sector is almost always one of the actors in mobile telephony. This is equivalent to having PPI in all countries of the world and hence much less interesting in itself. In Africa, for instance, only 50% of the countries enjoy PPI in fixed telephony while all countries have at least one private mobile operator. In water, PPI refers to asset ownership and/or capital investment. It ignores management contracts which focus on private management rather than capital.

With these definitions and issues in mind, Estache and Goicoechea (2005) collected data from multiple sources. Their coverage varies from 120 to 153 countries depending on the indicator and the sector.4 Table 16.1 summarises the evolution of the share of countries with an IRA and private participation between 1990 and 2004. The baseline (1990) shows how skewed the organisation of the sector around the world was towards self-regulated public provision. The share of countries with an IRA and with private participation has significantly increased in all sectors, but to a varying extent.

Table 16.1 also reports the information collected on the timing of the reforms of the three sectors covered. The average start of these reforms was roughly the same for the three sectors—around 1998. The water sector lags by a year. Contrary to what is viewed today as best practice, on average, countries established their IRA slightly after opening to private participation in telecommunications and water.

The most reformed sector is, as expected, telecommunications. By 2004, 59% of the developing countries had opened their door to the private sector in fixed telephony, forced into reforms by the major changes in technology that introduced mobile telephony as an affordable substitute to the service provided by the traditional public monopolies. The regulatory change is even larger. The number of countries with an IRA had reached 66% in 2004. For electricity and water, the share of countries with private participation is roughly one in three.5 There is, however, a significant difference in terms of the commitment to institutional reforms. By 2004, only two thirds of the countries who had private participation in their water sector had adopted an independent regulator. In electricity, only a few more than those who have opened to the private sector had an IRA for a total of about 50% of the countries. These facts suggest two things. On the one hand, a country does not need an IRA to get the private sector to come if other characteristics of the market are positive enough. On the other hand, it appears establishing an IRA is not a sufficient reform to attract the private sector if the market is not attractive.

Table 16.1 Evolution of reform implementation, 1990–2004
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16.3 ACONCEPTUAL VIEW OF THE STATE OF REGULATION IN LDCs

Since the stylised facts on more precise institutional details are not available, it is useful to provide an overview of the insights from research on what could explain this wide variety of outcomes. In Estache and Wren-Lewis (forthcoming), we argue that the institutional issues typically found in the regulation of network industries in developing countries identified by Laffont can be organised around key problems with significant effects on the efficiency, equity, financial, and governance performance of these industries: limited capacity, limited commitment, limited accountability, and limited fiscal efficiency.

16.3.1 Limited capacity

Regulators are generally short of resources, usually because of a shortage of government revenue and sometimes because funding is deliberately withheld by the government as a means of undermining the agency.6 The lack of resources prevents regulators from employing suitably skilled staff, a task that is made even harder by the scarcity of highly educated professionals and the widespread requirement to use civil service pay scales.7 Beyond the regulator itself, an underdeveloped auditing system and inexperienced judiciary place further limits on implementation.

16.3.2 Limited commitment

Contracts do not have the same degree of underlying commitment in the developed world, at least in the infrastructure sectors. The difficulty is demonstrated best by the prevalence of contract renegotiation (Guasch, Laffont, and Straub, 2007, 2008). Guasch and his various co-authors investigated why in Latin America between 1985 and 2000 (excluding the telecommunications sector) more than forty percent of concessions were renegotiated, a majority at the request of governments. Fear of future renegotiation is a serious impediment to attracting private sector participation, because it increases the cost of capital and thus decreases investment. Moreover, the inability to rely on contracts is particularly damaging given the greater uncertainties about cost, demand, and macroeconomic stability that exist in developing countries. Indeed, those uncertainties may prevent reform from occurring at all, especially if the costs of reform are front-loaded, with the gains accruing later.

16.3.3 Limited accountability

Institutions in developing countries—both regulatory and other institutions—are often less accountable than those in the developed world.8 Institutions that are designed to serve on behalf of the government or the people, including regulatory agencies, may in fact not be answerable to their principals, and hence are free to carry out their own objectives. Where accountability is lax, collusion between the government and various interest groups, including regulated firms, is more likely to occur. Indeed, there is abundant evidence of corruption in both the privatisation process and in regulation in LDCs.9

16.3.4 Limited fiscal efficiency

The final source of institutional failure explicitly addressed by Laffont is the weakness of fiscal institutions. There is a clear concern that public institutions are unable to collect adequate revenue to allow direct subsidies when the ability of consumers to pay for services is limited. In infrastructure, this limitation is apparent in the slow progress that state-owned enterprises have made in increasing access to networks.10 When both fiscal surpluses and the ability of the majority of users to pay are limited (as is often the case in Sub-Saharan Africa, for instance) the speed at which investment can be financed is much slower than when governments can finance any resource gap.11 Unfortunately, governments and regulators are in a catch-22 situation. The scale of network expansion required for widening access to services, and the inability of many citizens to pay tariffs at a level that will ensure cost-recovery, mean that private or public enterprises are unlikely to be financially autonomous.12 However, the limited fiscal efficiency of the poorest countries is such that governments will not be able to finance high levels of subsidies.

Classifying the main institutional issues into these four categories allows a use of some relatively standard models in the new theory of regulation to anticipate the consequences of each of these failures.

16.4 MAJOR EFFECTS OF INSTITUTIONAL RESTRICTIONS ON REGULATION13

Although most of the theoretical research on the four main institutional limitations has been conducted without much concern for the intensity of the problems in developing countries, the signs and some of the mechanics of the impact identified in the research are directly relevant to the context of developing countries. We review the specific problems associated with each institutional limitation and the sign of their impact on the main dimensions of interest to a regulator: quantity, quality, costs, prices, and overall welfare. Although this impact will clearly be driven by the specific assumptions built in the models developed to assess the issues, the following discussion focuses on the dominating effects identified in the analysis. The net sign of these effects on each of the regulatory variables is summarised in Table 16.2. The most obvious conclusion that can be drawn from a glance at the table is that there are a lot of areas where research has not been able to identify a straightforward impact of the limitation. As discussed next, the uncertainty of the consequences of the limitation is often quite reasonable.

Table 16.2 Impact of institutional failures on key regulatory performance
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16.4.1 Effects of limited capacity

To see how the impact of weak regulatory capacity plays out, it may be useful to think of this limited capacity as an increase in the asymmetry of information in the framework of Laffont and Tirole (1993). The inexperience of the staff and the lack of financial resources may reduce the regulator’s ability to distinguish between controllable and uncontrollable costs, to observe the true level of total costs, or to enforce contracts. This implies very incomplete contracts and significant rents.

The net effect of weak capacity is predicted to be at best neutral. If quantity is observable, regulators can still set it at an efficient level. However, if it is not, firms are likely to under-produce since they tend to be monopolies in these industries. Quality is less likely to be observed by weak regulators than by strong regulators and hence is likely to deteriorate. A weak regulator is also likely to have major problems in estimating the unobservable costs levels as well as their composition.14 This weak regulator with only a modest knowledge of costs is also unlikely to be able to restrict profits to reduce excess returns. Overall, asymmetric information increases firm rents which are undesirable due to cost of public funds and hence reduce welfare.

Many of these theoretical results have been validated empirically. Indeed, cross-country evidence suggests that insufficient regulatory capacity leads to excessive returns for regulated firms, beyond those that could be expected from the high risks often associated with doing business in developing countries (see Sirtaine et al., 2005; Andres, Guasch, and Straub, 2006).

16.4.2 Effects of limited commitment

When considering the problems that limited commitment brings to regulation, it is important to distinguish among three forms of limited commitment. The first form, ‘commitment and renegotiation’ reflects the cases in which the contract can be renegotiated at a later date if both parties wish to do so. However, so long as one party does not wish to renegotiate, both will continue to be committed to it. The second form, which is labelled ‘noncommitment’, reflects the possibility that the government may break the contract in the future, even if this disadvantages the firm. ‘Limited enforcement’, the third form, is essentially the opposite of this. Here the firm may be able to force the government against its will to renegotiate the contract.

The main conclusions of this rather vast and diversified theoretical literature can be summarised as follows. In the short term, a limited commitment capacity has no effect on quantity, but in the long term, it will lead to less investment/network expansion and hence less quantity. In the short term, lack of regulatory commitment should have no effect on costs, but in the long term it will lead to less cost-reducing investment if the firms do not believe they will have a share of any efficiency gain they could achieve. Ultimately, the increased regulatory risk associated with a lack of commitment will lead to a higher cost of capital and hence to a higher average price/tariff in these industries.15 The net welfare effect will be negative in view of the higher rents associated with the higher prices and more so in the long than in the short run since investment would not be as high as needed.

16.4.3 Effects of limited accountability

A fairly large volume of research looks at how limited accountability can result in an increase in the risk of capture and hence impact upon the indicators of concern to regulators. In the weak institutional environment of many developing countries, agents involved in the regulatory process are often not as accountable to their principals as they should be.16 One of the highest associated risks is collusion and hence corruption. Because such collusion/corruption is at least partly unobservable, it cannot be prevented directly by contractual terms between the principal and the agent. Perhaps the most commonly discussed collusion is that between the regulator and the firm, often labelled regulatory capture (see Noll, 1989 and Dal Bó, 2006). By capturing the regulator, the firm may be able to shape the regulator’s decisions.17 Alternatively, as in Laffont and Tirole’s (1993) model of regulatory capture, the firm may bribe the regulator into hiding information from the government, with the aim of worsening the asymmetry of information and thus increasing rents.

The main conclusions of this research are as follows. Low-cost firms may capture the regulator to hide information and allow production at inefficiently low levels. Capture by firms may result in shirking on quality. On the other hand, collusion between the regulators and some of the consumers, for instance the rich, may increase quality at the expense of the poor. Increase in collusion can also decrease incentives for efficiency since more effort is spent on creating rents. Prices may rise due to the increase in costs due to inefficiencies or collusion against taxpayers may mean prices are subsidised by public funds. Finally, the various sources of distortion in favour of colluding groups tend to decrease overall welfare. The main intellectual disappointment stemming from this research is the very modest empirical evidence.18

16.4.4 Effects of limited fiscal efficiency

Because it is crucial to distribute the gains from sector reforms (so as to consolidate support for successful reforms and for the development of effective institutions), regulation in developing countries must often be concerned with distribution as well as with efficiency. Using regulation as a tool for redistribution is generally rejected in developed countries on the basis that there are more efficient ways to redistribute (see, for example, Vickers, 1997: 18). As a result, regulatory theory has generally ignored redistribution. But the limited fiscal efficiency and capacity of LDCs and weaknesses in their tax regimes mean that this separation is no longer viable.19 For instance, problems arise in the interaction between providing access to the unconnected and making service affordable for those who are connected. Price restrictions have been used by many governments to make services affordable, but typically such restrictions destroy incentives for network expansion. Furthermore, price restrictions and service requirements may sap competition, thus pushing prices up in the long run and raising the effective cost of creating new connections.20

Empirically, this may be the institutional limitation for which there is the most empirical and anecdotal evidence for developing countries. When a government is unable to subsidise fixed costs or network expansion, the quantity of output is likely not to grow and increasingly fail to meet an otherwise growing demand. On the quality side, it is bound to drop. It is indeed also well known that limited fiscal efficiency is often initially reflected in smaller share of public resources allocated to the maintenance of the existing assets. The widespread use of cross-subsidies may offer the best illustration of the impact of limited fiscal efficiency on prices. They are often needed even if they may distort prices to some extent. However, when everybody is poor and industries need to retain some degree of competitiveness, the scope for these cross-subsidies may be limited and hence the consequences of fiscal limitations may be more dramatic. Overall, prices may increase if they are used to raise public funds (i.e. as a tax), or may decrease if they are used to redistribute. Either way, welfare is likely to be lower since distortions in prices reduce allocative efficiency.

16.5 ADDRESSING INSTITUTIONAL LIMITATIONS IN REGULATORY DESIGN

This section summarises the main insights from research on policy options that may address or minimise the consequences of the four institutional limitations discussed. These options can be thought of as leverage instruments at best since in most cases they do not fully address the problems. These instruments can be grouped into three broad categories: the industry structure, the regulatory structure, and the contract structure. In this chapter, we focus on the regulatory structure and the contract structure since increasingly the contracts between the state and the operators are the main regulatory instrument the regulators are expected to enforce. The main insights are summarised in Table 16.3.

Table 16.3 suggests that theory does not provide a clear guidance on the optimal policy response to the major institutional limitations characterising developing countries. This is why so many of the instruments identified in the table are associated to a question mark, reflecting the uncertainty of the effects they would have when considering specific institutional failures in developing countries.

Table 16.3 Overview of main leverages on the institutional constraints on regulation in developing countries
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16.5.1 Regulatory solutions

Regulatory solutions to limited regulatory capacity

If capacity to regulate is limited, researchers have argued for two main types of solutions. The first is centralisation of the regulatory function into a single multisectoral agency (see Laffont and Aubert, 2001; Stern, 2000; Victor and Heller, 2007). A second approach is to share expertise by contracting out parts of regulation to third parties. If used appropriately, contracting may reduce long-term costs, decrease limitations on capacity, and circumvent civil service wage constraints.21 However, since relying on consultants is often expensive and may not result in the desired institutional capacity building for the long run, the developing countries that face the greatest limitations on regulatory capacity may find it either un-affordable or unacceptable.22

Regulatory solutions to limited commitment

A commonly advised solution to problems of commitment is to increase the independence of the regulator as already discussed in Section 16.2. Theory suggests that this will only work if one of a number of assumptions holds. One would be that the independent regulator can tie its hands in a way the government cannot. For example, this may be the case if it is constrained by the judiciary to a greater extent than the executive. Alternatively, independence may help if the regulator has a greater concern for its reputation than does the government.23 If an independent mandate cannot be given explicitly, theory suggests that one may achieve an equivalent effect by giving regulatory staff appropriate career concerns, or even encouraging corruption!24 If impossible to achieve, independence can be replaced by a tighter control of the behaviour of the executive (Levy and Spiller, 1994). This can be done through a separation of powers, which increases the number of veto points for policy changes and hence reduces regulatory risk (see, for example, Levy and Spiller, 1994 and Heller and McCubbins, 1996). If general separation of powers is not feasible, then the splitting up of regulatory roles may similarly increase commitment (see Martimort, 1999).

Regulatory solutions to limited accountability

Independent regulation has been recommended to many LDCs, but increasing the regulator’s independence may reduce its accountability. If we believe the government to be fairly benevolent, then a regulator within a ministry may be less likely to collude than one outside.25 If both the government and the regulator are non-benevolent, independence may be unadvisable if it permits greater commitment that can then be used for corrupt purposes (see Faure-Grimaud and Martimort, 2003). In the very corrupt environments found in many LDCs, accountability may be more important than independence. However, increasing a regulator’s accountability to the government does not necessarily mean that it should be placed within a ministry. Improving the transparency of a regulator can make it more accountable without comprising its independence.26 Transparency may be facilitated by frequent monitoring or auditing of the regulator. Alternatively the regulator may be elected by or made directly accountable to the legislature, which is likely to align its incentives closely with those of consumers.

Governments may also find it easier to prevent regulatory capture if there are more regulators. If different agencies collect similar information, each regulator will ignore the externality it imposes on the others by revealing this information (see Barros and Hoernig, 2004; Estache and Martimort, 2000; Laffont and Martimort, 1999). However, while the benefits of multiple regulators are likely to be larger in developing countries, institutional constraints are likely to mean that the costs are also higher.27 Moreover, the success of separating regulatory tasks relies on regulators not colluding with each other, something that may be difficult to prevent when accountability is very limited.28 Even if the regulator is independent, a non-benevolent government may be able to influence its decisions. Statutory restrictions and oversight may stack the deck in such a way that the regulator’s preferences are more closely aligned with those of the government.29 For that reason, it is worth ensuring that the government responsible for regulation is as accountable as possible. Decentralised regulation may be called for if local governments are more accountable than those at higher levels.30 Decentralisation may also reduce capture if competition between municipalities decreases the ability of regulators to extract rents (see Laffont and Pouyet, 2004).

Regulatory solutions to limited fiscal efficiency

If equity is an important concern, one may recommend making the regulator more accountable, since distributive concerns generally conflict with those of the firm. On the other hand, because network expansion requires large-scale investment, the extra commitment power that independence brings may be necessary. A solution to this dilemma may be to divide the functions between two bodies. Separating the tasks of regulating for efficiency and distributing subsidies may also avoid giving the regulator extra discretion and make capture more difficult.31

Contractual solutions to limited regulatory capacity

Once the structure of an industry and its regulator(s) have been decided, limited institutional capacity plays a large role in designing the optimal structure of the regulatory contract. For example, if capacity constraints result in a greater asymmetry in information on the firm’s cost decomposition, lower powered incentives may be best, in order to reduce the regulated firm’s rent. On the other hand, if capacity constraints limit the regulator’s ability to observe total costs, then this may make price-caps the only viable option.

More generally, it should be noted that contracts which are ‘complete’ in a perfect institutional framework may be ‘incomplete’ in LDCs due to limited regulatory capacity. For example, a contract may specify different actions for two states of the world that a well-resourced regulator backed by an experienced judiciary could distinguish between. However, capacity constraints may mean that these states are not realistically distinguishable, and hence the contract will in fact be vague, leaving discretion to the possessor of real authority.

Hence there will be circumstances in LDCs where complex incomplete contracts may be better replaced by simple yet ‘less incomplete’ contracts in order to decrease discretion.32 Laffont argues, for example, that access prices should be based on broad baskets and price-caps should exist to allow flexibility, as detailed elasticities are expensive to compute.33 Similarly, he suggests weights given to baskets should be given in a non-discretionary way.34 Whilst technical regulatory theory would suggest that such simplicity is sub-optimal, capacity constraints make more complex contracts incomplete.35

Contractual solutions to limited commitment capacity

Given that institutional limitations are likely to allow renegotiation in many LDCs, extra care should be taken in the allocation of risk between consumers and the regulated firm. If the government is unable to force the firm to observe the contract when its losses are high, the firm’s downside risk should be minimised. On the other hand, if high prices are likely to exert irresistible political pressure on the government to renegotiate, it may not be possible to allocate too much risk to consumers.36

Such considerations will affect the power of incentives in the regulatory contract, as well as the way capital costs are measured and the frequency of review.37 Evidence suggests that, on average, price-caps increase renegotiation when compared to low-powered incentives, such as rate of return.38 This may be because commitment is most sensitive to profit levels, and high-powered schemes, such as price-caps, increase profit volatility.

At a more practical level, when complete commitment is not possible, it is important for both parties to recognise what they can and cannot commit to.39 This may mean that politicians, as well as the regulator, should be involved in the contracting stage, because they may be able to say directly what they are able to commit to.

The limitations on institutions in LDCs mean that contingencies against which commitments cannot be made are likely to remain. Here incomplete contract theory suggests that efficiency may be retained if the parties can at least fix, ex ante, their respective bargaining powers and default positions in the case of future renegotiation. In regulatory contracts, this may be best done through an arbitration process. Bargaining power could, for example, be determined by setting up an expert panel with an appropriate bias, or through the creation of a litigation fund.40 One may also be able to change the default positions through the use of fines or international guarantees, although such mechanisms rely on being able to identify the party that caused the renegotiation.41 On the other hand, making the arbitration process more efficient without balancing pay-offs appropriately may increase renegotiation (see Guasch, Laffont, and Straub, 2006). Therefore, since enforcement may be as serious a problem as government opportunism in LDCs, close attention has to be paid to which party is most likely to prompt renegotiation.

Contractual solutions to limited accountability

One way to increase regulatory accountability through the contract structure is to prohibit transfers between the government and the firm. It may also increase the ability of consumers to detect excessive rents, since those rents will accrue from higher prices rather than higher public transfers. In developing countries, where fiscal accounts are likely to be opaque to most citizens, price-driven revenues are less likely to go unnoticed than budget transfers.42

If the risk of collusion arises through the ability of the agent to hide information on the firm’s underlying cost base, then low-powered incentives, rather than limits on discretion, are indicated. This is because the benefits to the firm from colluding stem from hiding information, and that information is more precious when incentives are higher.43 Moreover, since the asymmetry of information, cost of supervision, and opportunity cost of public funds all tend to be greater in LDCs than in more-developed countries, the lowering of incentives should be correspondingly greater (see Laffont and Meleu, 2001).

This analysis is based on the assumption that the regulator can hide information that distinguishes between the firm’s controllable and uncontrollable costs, while total costs are always observable. If, however, the firm can collude with the regulator to hide information on total costs, cost-padding may occur. This scenario leads to the opposite conclusion: that the incentive scheme should be high-powered (rewarding firms for lowering costs).

Faced with these contradictory indications, Laffont (2005) recommends a three-stage process. In situations of high corruption where cost-padding takes place, a price-cap regime should be installed. As the government becomes better able to observe total costs, but where the observation of cost decomposition remains liable to corruption, one should move to a low-powered regime. Finally, when regulatory collusion becomes less of a problem, one can increase the power of incentives.44

Although Laffont’s schema recognises the fact that institutions develop gradually, it relies on the assumption that cost-padding is in some way easier to prevent than the hiding of underlying costs. Examining this assumption and understanding why it may be the case (and where it may not be) will be useful in building a deeper understanding about limited accountability in developing countries.45

Contractual solutions to limited fiscal efficiency

Incorporating public subsidies into the regulatory contract is the most direct way of solving problems of affordability or access. In order to increase enforcement and efficiency, such subsidies should be output based. However, the high marginal cost of public funds means that cross-subsidies may be preferable.46 This is despite the fact that cross-subsidies will necessarily increase the prices faced by some users and distort incentives.

Subsidies from either source may be targeted towards improving access using universal service obligations or affordability using price restrictions. Where eligibility for subsidies is not based on poverty directly, attention should be paid to making sure the scheme is progressive. For example, increasing block tariffs may be an appropriate scheme when consumption is strongly correlated with income, but would be unadvisable were this not the case.47 Credit schemes can also help those who cannot afford up-front connection fees or are at risk of unemployment.48 When designing cross-subsidies, it should be borne in mind that if certain groups find they are subsidising others to too great an extent, they may bypass the network and separate themselves.49

Steps can also be taken to remove some of the damaging effects cross-subsidies can have on competition. Rather than giving universal service obligations exclusively to the incumbent, a ‘Pay-or-Play’ system could be introduced, whereby any entrant can serve the rural area (see Choné, Flochel, and Perrot, 2002). Auctioning subsidies may increase the efficiency with which they are spent and help gather information on costs, although they are vulnerable to collusion (see Sorana, 2000).

Affordability may also be enhanced by the removal of constraints on quality such as uniform quality restrictions. Diversification of quality may improve the options available to the poor, as well as allow a means of targeting subsidies.50 Similarly, deciding which technology to use to target the poor may be important. In some cases this decision may be best left to the utilities, in order to increase efficiency.51 With quality and technology, there may be a temporal dimension involved, since new technology or lower quality might produce results quicker but be more expensive in the long run.

16.6 TRADE-OFFS AND INTERACTIONS

In the previous section, we considered how one might attempt to mitigate the problems caused by each of the four institutional limitations. However, most developing countries suffer from a combination of all four of these constraints. Where this occurs, simply summing the solutions is not possible. Solutions to one problem may interact with those designed to solve another. At worst, recommendations may be completely opposed, with one institutional weakness calling for one policy and another needing the opposite. Even if two sets of solutions are compatible, limits on resources and political will may force us to make priorities.

In this section we therefore discuss in more detail particular tensions that may arise when deciding upon each structure. In resolving these tensions, attention must be paid to the particular characteristics of the country. Laffont argues that ‘institutional development proceeds by stages which call for different theories’ (2005: 245). Therefore, offering a universal, ideal policy set is inappropriate. As in development policy more generally, it is now recognised that a ‘one-size-fits-all’ approach is simply naïve (see, for example, Rodrik, 2004, 2006) for example. Instead, it is important to concentrate on where bottlenecks may lie, and to chart a dynamic path as policies evolve alongside institutions.

16.6.1 Regulatory structure

Commitment vs. accountability

In considering the key issues for regulatory structure in developing countries, we found that some problems pushed for different solutions. In particular, many recommendations aimed at resolving problems of limited commitment appear to clash with those that mitigate limited accountability.52 Indeed, if accountability is very weak, then commitment itself may be dangerous. At a fundamental level, if a government can commit future policy makers, then more accountable governments in the future will be unable to reverse damaging policies. Moreover, even if the government is accountable, increasing the commitment power of an unaccountable regulator may increase their incentives to collude with the firm, and hence incite capture. Therefore, in situations of weak accountability, it may be best not to advocate complete commitment.53

Moreover, once the appropriate level of commitment has been decided upon, some of the mechanisms that may be used to generate this commitment may make regulatory capture more likely. Opening the ‘revolving door’ of future industry careers or giving the regulator a pro-industry bias may increase commitment, but both actions almost certainly make capture easier.

These policies should probably not be advocated in LDCs due to their risks in a situation of weak accountability, but less controversial ones such as independence may also be part of the trade-off. A regulator that is less constrained by government may be more open to collusion with the firm. In light of this argument, it is worth studying some of the empirical work on independent regulation more closely. We may, for example, expect to see greater investment under a captured independent regulator, alongside excessive returns. In this case, it should be noted that evidence that independent regulation increases investment is not necessarily evidence that it is welfare enhancing.54 Further work is needed in distinguishing between productive and unproductive investment, as well as other outcomes, to allow us to weigh up the costs and benefits of independence more precisely.55

Independence may however not increase collusion if the limited accountability of the government means that capture of politicians or the executive is a greater threat than regulatory capture. Furthermore, in considering the trade-offs that independence brings, it is worth distinguishing between different components of independence.56 For example, making the regulator’s workings transparent to all parties is likely to be an element that helps both capture and commitment, whilst having them elected by the legislature is not.

Decomposing independence may be particularly important when the political context in the developing country prevents the possibility of a completely independent regulator. Indeed, trying to set up a regulator that is ‘too independent’ may be damaging if it is then undermined by other parts of government. It may be better instead to create an institution that is only partially independent, but that has the possibility of improving over time.57 Alternatively, one may wish to give the independent body only limited powers to begin with, aiming to gradually transfer responsibilities from other parts of government as the institutional environment improves.58

Multiple principals and decentralisation

In our discussions of potential solutions to institutional weaknesses, we have at several points advocated the positive effects of a separation of powers among various institutions.59 This, we have argued, may mitigate problems of limited commitment, while making collusion between principles and other interest groups more difficult. The creation of an independent regulator in itself increases the number of principals involved in regulation, since the government will always remain an active party.

A further reason to create several agencies in LDCs is that the existence of multiple institutional problems calls for the use of multiple instruments, and it may be useful therefore to have multiple agencies to enforce these. We have seen an example of this in the argument that tools for decreasing poverty should be managed outside of the regulator, in order to avoid conflicting priorities. Multiple principals may also be optimal in situations where the enterprise is state-owned, since here it is advisable for the utility to report to a different line minister than the regulator.60

The existence of multiple principals may however lead to worsen other developing country problems. The typical limits on regulatory capacity present in LDCs are likely to be stretched even further by the need to run several regulatory agencies. The non-cooperative behaviour of these organisations will also impact on the power of incentives. When several regulators control complementary activities of the firm, they extract too much informational rent from it and the power of incentives tends to become excessively low.61 When regulators instead control substitute activities, the reverse phenomenon happens as a result of regulatory competition. Each regulator competes with the other for attracting the agent toward the activity under his own control. In equilibrium, higher powered incentives than what would have been collectively optimal end up being offered.

The theoretical work that has been done in relation to developing countries suggests that the benefits of separation are likely to be higher, since rents, capture and commitment are all likely to be greater problems in LDCs (see Laffont, 2005; Laffont and Meleu, 1999). On the other hand, the cost of implementing such separation is likely to be higher because of limited capacity to both maintain more agencies and to prevent them colluding. This suggests that the optimal policy is likely to depend on the capacity in the country. If human resources are very undeveloped and running agencies very costly, having multiple regulators will simply not be feasible. However, as the number of experts increases and capacity is freed up, multiple regulators are likely to be useful in building commitment and preventing capture.

The consideration of multiple principals overlaps heavily with questions of decentralisation.62 This issue brings into consideration further factors including differentiation, communication, and enforcement. Although theoretically a centralised regulator should be able to adopt different policies towards different regions, allowing this will give the regulator greater discretion. In developing countries, we have discussed several reasons why it may be necessary to curtail discretion, and hence decentralising regulation may be the only way to allow localised policies.

We have discussed how limited capacity favours a centralised body, but in many LDCs communication between localities and the central administration is also severely limited, and this may mean that localised regulation has greater information at its disposal. Additionally, since enforcement may be a crucial problem in developing countries, local regulation may be necessitated in order to guarantee the cooperation of the local administration. On the other hand, decentralisation may lead to cases where the local regulator colludes with the firm against the centralised administration (see Besfamille, 2004). Given this multitude of factors, there is again a need to formalise these trade-offs, as well as to explore how decentralisation interacts with redistribution mechanisms and limited commitment.63

16.6.2 Contract structure

Power of incentives

Many of the key characteristics of developing countries tend to suggest that lower powered incentives are more appropriate. A greater risk of regulatory capture, a higher marginal cost of public funds, more asymmetric information, a larger need for observable investment and the inability to commit, all point towards schemes such as rate of return over price-caps. On the other hand, if the firm’s true costs are impossible to observe, either due to limited capacity or collusion between the firm and the monitor, then price caps are the only viable option.64

Laffont (2005) thus concludes a three stage approach is necessary. When information is so scarce that costs are not observable, price-caps are the only option. However, after enough time has passed such that substantial amounts of information have been produced, lowering incentives is optimal. Finally, as the institutional limitations fall away and the need for large-scale investment decreases, price-caps can be reinstated to encourage efficiency.

In between the two extremes of a regulator not being able to observe total costs and not being able to differentiate between controllable and uncontrollable costs, there is a need for a better understanding of the optimal scheme when both observations are difficult. In this case, it may be optimal to use an intermediate scheme such as a sliding scale, where firms have some incentive to reduce costs but, above a certain limit, profits or losses are shared with consumers (see Kirkpatrick and Parker, 2004). This may decrease cost-padding whilst at the same time limiting the negative effects of price-caps on commitment and enforcement. Such an intermediate scheme may serve as a bridging step between the second and third stages of Laffont’s proposed timeline.

Finally, when considering the optimal power of incentives it may be necessary to move away from the Bayesian framework that Laffont generally used. The modelling has suffered criticism for assuming overly high levels of information and being dependent on all parties having consistent beliefs, and this attack may be even more damaging in the developing country context.65 The ruling out of government transfers may also force us to work with models that use a balanced budget constraint.66 Moreover, the high uncertainty present in developing countries may prevent us from placing too much weight on static or deterministic models.67

Access vs. affordability

Earlier, we discussed ways in which access and affordability could avoid being traded off against one another unnecessarily. However, when the government’s ability to redistribute is very limited, the two aims will certainly conflict to some extent. Potential price restrictions involving high cost areas will inevitably decrease the willingness of utilities to expand there.68 Moreover, if public subsidies are to be used, they will have to be explicitly divided between the two objectives. Similarly, when auctioning contracts or asset ownership, governments may judge bids on the number of new connections proposed or the lowest tariffs, but weightings between the two must be decided upon.69

The balancing of these two objectives is partly a political decision, and may best be left to the political process to decide. However, the greater lobbying power of the middle class and those connected to the network is likely to push governments towards prioritising affordability. This bias may be reduced if there is a commitment to making sure that any subsidies are progressive. If there is difficulty in measuring poverty, access may be prioritised since the unconnected are generally poorer than the connected.70

Another factor to consider will be the cost effectiveness of the two methods in reducing poverty. Extending access to new users is likely to be significantly more expensive than subsidising the prices paid by the poor (if such subsidies can be targeted easily). This relates to questions of prioritising rural or urban areas. Rural areas are likely to be more expensive to connect, but may vindicate extra subsidy in order to stimulate rural development or because of greater poverty.

When deciding upon where to focus subsidies, one should take the popularity of reform into account explicitly. Even if subsidising prices has been dismissed as an ineffective way to decrease poverty, the rapid removal of such subsidies may be best avoided. If removing these subsidies leads to a sharp price increase, as is likely, the unpopularity caused may be enough to derail the reform or rally interest groups into negatively influencing the regulatory framework.

The dynamic story of subsidies is likely therefore to start off as a gradual move away from the status quo. Priority should then be given to increasing access whilst large segments of the population are unconnected. At all times however, affordability will need to be kept at a level where support for the reforms remains. Lastly, as universal coverage is approached, subsidies may be most effective aimed at the already connected.

Finally, when considering the trade-off between access and affordability, there is a need for theory to work further on how subsidies may interact with issues of limited institutions. Little research has been conducted on the effects of limited capacity, commitment, or accountability on different arrangements. Since we have seen that these issues are crucial in deciding upon the appropriate regulatory framework, it seems likely they also influence strongly the optimal form of poverty reduction.

16.7 OVERVIEW OF THE EMPIRICAL EVIDENCE

Because the data on regulation in developing countries is so bad, empirical evidence on the importance of regulation for the well being of users and investors in developing countries is rather modest. Few researchers are interested in trying their econometric skills on bad data since the odds are that the outputs of their research will be turned down due to the poor quality of the data. There is however some research, mostly financed by international organisations interested in this evidence for obvious policy reasons.71 Within that relatively limited research volume, it is essential to distinguish between regulation of network industries and other empirical evidence. This other empirical evidence can itself be classified into two broad categories. The first tends to focus mostly on the ownership debate (is privatisation good or bad?) and takes regulation as given. The second tends to look at residual and very focused regulatory needs in industries which tend to be largely competitive otherwise. Its main focus is telecommunications where access and USOs (Universal Service Obligations) are the most interesting areas of research, but in the context of this chapter it can hardly be used to get general results that apply easily to water, urban transport, or even energy services.72

The main conclusions that can be derived from the literature may be summarised as follows. The first is that regulation usually matters! Various studies have shown that the creation of an independent regulator is correlated with an improvement in sector performance.73 For instance, the empirical work by Andres, Guasch, and Straub (2006) on various infrastructure sectors in Latin America shows that autonomous regulatory bodies seem to be correlated with greater reductions in the number of employees, while older institutions result in lower price increases. Furthermore, Guasch, Laffont, and Straub (2007, 2008) show that the existence of an independent regulator at the time a contract is signed leads to a significant reduction in renegotiations in the water and transport sectors.74

Whilst most of the empirical work has focused simply on the existence of a regulatory agency, improved cross-country data has allowed studies to look at regulation in slightly more detail in recent years. One aspect of this has been an investigation into the importance of various components of regulatory governance. This work has generally shown that the creation of a regulatory agency is merely the first part of a process, and that other aspects of governance, such as financing, legal status, and appointment processes are important in determining sector performance.75 Sirtaine et al. (2005), for example, show that it appears to be the overall quality of regulation, rather than any particular component, that is important in aligning companies’ returns with the cost of capital in Latin America.

Comparatively little work has looked at the impact of different regulatory incentive regimes in developing countries. An exception is Andres, Guasch, and Straub (2006), which finds that companies operating under rate of return have higher network expansion than those under price-cap regulation. Thus, whilst they find that price-cap regulation is associated with higher reductions in the labour force labour productivity is in fact lower than that achieved under rate of return. Additionally, firms operating under price-caps present less improvement in both distributional losses and quality, while also exhibiting higher price increases when compared to those under rate-of-return regulation. This is consistent with the results of Kirkpatrick, Parker, and Zhang (2006), who find that generally regulation has a non-significant effect on costs, but regulation of prices significantly increases costs. In addition, Guasch, Laffont, and Straub (2007, 2008) find that price-cap regimes are associated with a higher frequency of renegotiation. Whilst far from conclusive, these results are therefore consistent with the theoretical work which suggests high-powered regimes are likely to be problematic.76

A further important conclusion of the empirical work is that regulation does not always matter as one would expect it to matter. For instance, Estache, Goicoechea, and Trujillo (2009) find that the introduction of independent regulators in energy, telecommunications, or water sectors have not always had the expected effects on access, affordability, or quality of services. More specifically it may lead to improvements in some sectors and deteriorations in others. For instance, it may lead to higher prices in some sectors simply because it pushes for improved cost recovery, and lead to lower prices in others simply because it pushed for efficiency gains which cut costs. Note that they also show that the introduction of independent regulators has, at best, only partial effects on the consequences of corruption for access, affordability, and quality of utility services.77

Finally, it has been noted that the quality of regulation is strongly linked to the quality of political institutions. Recently, Gasmi, Noumba Um, and Recuero Virto (2006) have found a strong relationship between the quality of political institutions and the performance of regulation. The authors investigate, for the case of telecommunications, its impact on the performance of regulation in two time-series-cross-sectional data sets on twenty-nine developing countries and twenty-three industrial countries covering the period 1985–99. In addition to confirming some well documented results on the positive role of regulatory governance in infrastructure industries, the authors provide empirical evidence on the impact of the quality of political institutions and their modes of functioning on regulatory performance.78

16.8 CONCLUSION

From the foregoing analysis, we can make two broad conclusions concerning regulation in developing countries. First, the effects of various institutional limitations can be large, and hence may override those concerns that are normally stressed in the regulation of utilities in developed countries. This underlines the importance of building a regulatory framework focusing on these issues. Second, the solutions to those limitations are imperfect, contradictory, and frequently divergent from those adopted in developed countries. It is thus insufficient and possibly damaging to advocate simply for a regulatory framework that is close to some universal ideal. One should not attempt to design a regulatory framework unless armed with an understanding of the institutional context of the country and its implications for regulation. One size does not fit all in regulation!

NOTES

1. Engel, Estache, Fischer, Galetovic, Guasch, or Rossi and their various co-authors have documented many of the regulatory failures of the region conceptually as well as empirically. All the key references are provided in the bibliography. Laffont and some of his students have contributed some evidence also for Africa.

2. An IRA is said here to be independent if it is separate from the ministry and from the incumbent operator in terms of its financing, structure, and decision-making.

3. Note that the data on competition actually raises more issues. Besides the coverage problem; international databases on the existence of competition often refer to the ‘legal’ status but not to the ‘de facto’ situation.

4. For more details about the data gathering process see Estache and Goicoechea (2005).

5. It is 1 in 2 for electricity generation.

6. Jones, Tandon, and Vogelsang (2005) and Auriol and Warlters (2007) estimate this cost for various countries.

7. See Domah, Pollitt, and Stern (2002) for evidence of capacity constraints. Africa Forum for Utility Regulation (2002) and Kirkpatrick, Parker, and Zhang (2005) both undertake surveys of regulatory agencies in LDCs. The findings of the former concluded that a third of surveyed agencies are bound to paying government set salaries and two thirds of surveyed agencies require government approval of their budget.

8. Stern and Holder (1999) show in a survey of Asian regulators that very few are transparent or accountable.

9. For example, see Bjorvatn and Søreide (2005) and Ghosh Banerjee, Oetzel, and Ranganathan (2006) for evidence of corruption in private sector involvement. See Kenny (2009) for an overview of studies on corruption in infrastructure.

10. Clarke and Wallsten (2003) give evidence of the limited success of state-subsidised network expansion, and suggest that mis-targeting is a major problem.

11. In terms of consumers’ ability to pay, Komives et al. (2005) find about 20% of Latin American households and 70% of households in Africa or Asia would have to pay more than 5% of their income for water or electricity services if tariffs were set at cost recovery levels.

12. Trujillo et al. (2003) find that the fiscal benefits of privatisation decrease over time, and argue that it is because the need for public investment is gradually realised.

13. A much longer discussion of these effects and full references are provided in Estache and Wren-Lewis (forthcoming).

14. Overall, the literature suggests that the impact on costing behaviour is more likely to depend on the regulatory regime than on the institution.

15. See Estache and Pinglo (2004), for instance, for empirical evidence.

16. Of course, this ideal might not be complete accountability, as we have see in Section 16.3.2—see Maskin and Tirole (2004) for a cost–benefit analysis of accountability. Also, Che (1995) outlines some further potential benefits of collusion between a regulator and the regulated firm.

17. This is similar to the ‘auctions for policy’ of Grossman and Helpman (1994).

18. The December 2008 edition of Utilities Policy offers an unusual series of empirical papers on the topic.

19. Trillas and Staffiero (2007) put forward this argument and survey the literature on redistribution and regulation. Estache, Gomez-Lobo, and Leipziger (2001) point out that the inelasticity of fixed charges for infrastructure means that this may be an efficient way to redistribute.

20. Bourguignon and Ferrando (2007) argue that USOs can give the incumbent a competitive advantage, since it is a way of committing to serving an entire network, and hence scaring off potential entrants. On the other hand, as Armstrong and Vickers (1993) show, allowing price discrimination by the incumbent may give way to anti-competitive behaviour.

21. Alexander (2006) argues that contracting out capital measurement has saved money in electricity transmission in Latin America, and the resulting extra capacity has decreased uncertainty.

22. Stern (2000) and Bertolini (2004) emphasise the dangers to in-house capacity if contracting out is used as a substitute. Tremolet, Shukla, and Venton (2004) argue that if consultants do more technical work, then it is easier for politicians to influence regulators since it reduces the asymmetry of information between the regulator and the government.

23. Berg (2001) and Cubbin and Stern (2006) both emphasise the importance of past track records for independent regulators.

24. Olsen and Torsvik (1998) show that the possibility of corruption can mitigate the commitment problem since it necessitates lower-powered incentive schemes that encourage observable investment. Evans, Levine, and Trillas (2007) suggest that if the government desires funds from industry lobbying to win elections, the time-inconsistent optimal policy can be implemented.

25. There is some empirical evidence that independence interacts with corruption unfavourably. Estache, Goicoechea, and Manacorda (2006) and Estache, Goicoechea, and Trujillo (2009) find the interaction of an independent regulator and high corruption levels has a number of negative effects on performance. Gual and Trillas (2006) find evidence suggesting incumbents may favour independent regulators, perhaps anticipating capture.

26. Olson (2005) advocates the importance of transparency, while Ogus (2002) suggests that it leads to regulation becoming a compromise between interest groups, which is most beneficial when capture is a threat.

27. This analysis is given by Laffont and Meleu (2001).

28. See Laffont and Meleu (1997) for an analysis of inter-agency collusion.

29. Spulber and Besanko (1992) and McCubbins, Noll, and Weingast (1987) for implementation strategies.

30. See Bardhan (2002) or Fisman and Gatti (2002) for arguments and evidence that decentralisation reduces corruption. Yet Besfamille (2004) for the opposite case.

31. Both Estache, Gomez-Lobo, and Leipziger (2001) and Karekezi and Kimani (2002) suggest that separation is best to avoid corruption and mis-targeting.

32. For example, Bajari and Tadelis (2001) build a model where transaction costs mean incomplete contracts are preferred to more complete ones when the situation is complex.

33. See Laffont (2005: 124–6). Vogelsang (2003) agrees that Ramsey pricing is infeasible due to data requirements.

34. In a similar vein, Guthrie (2006) points out that benchmarking to hypothetical firms is complex, and hence might be best avoided in situations where regulatory capacity is constrained.

35. Guasch and Hahn (1999) argue this point by saying that transparency is aided by regulation that is not overly-complicated.

36. This is particularly likely in developing countries since the budget share consumers spend on utilities is often relatively high, and poor consumers are likely to be unable to deal well with risk.

37. Guthrie (2006) reviews how these aspects of the regulatory contract should adapt to various risks, including in the case when commitment is limited.

38. Laffont (2003) shows imperfect enforcement doesn’t impact the optimal power of incentives, and in Guasch, Laffont, and Straub’s (2006) model the optimal power of incentives is shown to be ambiguous. However, Guasch, Laffont, and Straub (2007, 2008) find that price-caps increase the probability of both firm-led and government-led renegotiation.

39. Farlam (2005) suggests a number of mechanisms governments can use to learn what they should commit to, including carrying out feasibility studies and starting with smaller PPPs.

40. Estache and Quesada (2001) show how the government may wish to balance renegotiation bargaining powers to improve welfare. Garcia, Reitzes, and Benavides (2005) show that the government can mitigate the commitment problem by having a litigation fund which it commits to using in event of renegotiation.

41. Hart and Moore (1988) argue that this is the key property that makes renegotiation problematic.

42. See Auriol and Picard (2009) for further analysis of prohibiting transfers and the link between this and fiscal transfers.

43. This is based on the modelling of Laffont and Tirole (1993). Dal Bó and Rossi (2007) give a similar model.

44. Laffont (2005: ch. 2) sets this out and gives empirical evidence that Latin American countries have followed this pattern.

45. Two points stand out as troublesome in the ‘complete contract’ modelling of regulatory capture. First, it is assumed that the government can prevent collusion by paying the regulator for information, which, as argued by Ogus (2004) and Dal Bó (2006), is unrealistic given the required scale of payment. Second, the model suggests no collusion would occur in equilibrium, which is an unsatisfactory description of reality. Laffont and N’Guessan (1999) and Martimort and Straub (2009) extend the model by assuming the principal is unaware of the agent’s honesty, and hence collusion may occur in equilibrium.

46. Gasmi, Laffont, and Sharkey (2000) use a cost engineering process to estimate the optimal subsidy scheme and find that cross-subsidies are optimal for values of cost-of-funds seen in developing countries.

47. Foster and Yepes (2006) therefore calculate that block tariffs are likely to be useful in electricity, but not in water.

48. Chisari and Estache (1999) find that otherwise those at risk of unemployment tend to self-exclude.

49. Beato (2000) defines this case as one that is not voluntarily sustainable. Laffont and Tirole (1993: 290–5) also consider the problem of bypass.

50. Baker and Tremolet (2000) suggest that since mandated quality levels have been too high, the poor have suffered. On the other hand, Estache, Gomez-Lobo, and Leipziger (2001) argue that there is evidence the poor are willing to pay for quality.

51. Garbacz and Thompson (2005) find, for example, that demand elasticities mean that subsidies may be better spent on mobile phones than fixed line services.

52. Bardhan (2005: 68–74) considers this trade-off in reform more generally.

53. See Laffont and Tirole (1993: ch. 16). They nuance this argument by showing that if collusion is not prevented, then long-term contracting becomes more preferable when collusion is high.

54. For example, Henisz and Zelner (2006) use cross-country panel data to show that a more powerful industry lobby reduces investment in SOEs (state-owned enterprises) generating electricity, and argue this is evidence that inefficient ‘white elephants’ are prevented. On the other hand, also using cross-country panel data, Cubbin and Stern (2006) show that independent regulation increases investment in electricity utilities, and they argue this shows the positive effects of commitment. Whilst both interpretations may be correct, the contrary may also be the case.

55. Faure-Grimaud and Martimort (2003) provide a theoretical model where the principal makes this trade-off between commitment and capture when deciding upon independence.

56. Gutiérrez (2003b) considers different levels of independence amongst independent regulators, whilst Pargal (2003) finds evidence in cross-country regressions that different aspects of independence may have different effects.

57. See Smith (1997), Eberhard (2006), and Ehrhardt et al. (2007) argue this case.

58. Brown (2003) discusses the splitting of powers between policy makers and independent agents.

59. This discussion draws from Estache and Martimort (2000) and Laffont (2005: 8).

60. See CUTS International (2006) and Irwin and Yamamoto (2004). Braadbaart, Eybergen, and Hoffer (2007) also find evidence that greater autonomy in state-owned enterprises improves performance in the water sector.

61. Stole (1991) and Martimort (1996) present a general theory which analyses the contractual externalities that appear under adverse selection when regulatory powers are shared between non-cooperating agencies.

62. This discussion draws from Laffont and Aubert (2001) and Laffont (2005: ch. 7).

63. Bardhan and Mookherjee (2006) construct such a model for the case of decentralising publicly operated infrastructure. Meanwhile, evidence that decentralisation improves outcomes is given by Faguet (2004) who uses data from Bolivia, and by Estache and Sinha (1995) using cross-country panel data.

64. Kirkpatrick, Parker, and Zhang (2005) find evidence for such a trade-off in LDCs in a survey of regulators. They find respondents in 96% of countries operating a price-cap mentioned information asymmetry as a serious problem, whilst only 59% of those operating rate-of return. Similarly, issues of ‘serious levels of customer complaints about rising prices’, and ‘political pressures’ (15), occurred in 74% and 65% of price-cap users, but only 47% and 41% of rate-of-return users. On the other hand, ‘enterprises over-investing in capital equipment’ was a significant complaint for rate-of-return regulators, but not price-cap operators.

65. See Vogelsang (2002) and Crew and Kleindorfer (2002) for such a critique. Joskow (1991) argues that even in the US context the setting of prices was less related to ‘second-best’ pricing options but instead due to the transaction costs involved in ensuring efficient investment.

66. Gautier (2004) shows in a model where financial transfers to firms are limited by a wealth constraint that there may not be a separating equilibrium.

67. Earle, Schmedders, and Tatur (2007) show, for example, that high demand uncertainty means price-caps may no longer be efficiency enhancing.

68. Theoretical models demonstrating this include Laffont and N’Gbo (2000), Choné, Flochel, and Perrot (2002), and Estache, Laffont, and Zhang (2006).

69. For example, Alcazar, Abdala, and Shirley (2002) state that since bidding was based on tariff decreases in the Buenos Aires water concession, incentives for increasing access was limited, and hence the middle and upper classes gained most.

70. For example, Karekezi and Kimani (2002) argue that tariff increases in countries like Uganda have not hit the poor since they are not electrified.

71. We focus in this section on cross-country quantitative empirical research. In addition to this, there are a number of useful case-studies looking at the impact of regulation in particular countries. See Parker, Kirkpatrick, and Figueira-Theodorakopoulou (2008), for instance, for a recent review including such case-studies.

72. For example, Wallsten (2001), Fink, Mattoo, and Rathindran (2003), Ros (2003), Li and Xu (2004), and Wallsten (2004) find evidence in cross-country regressions that competition increases network expansion in telecommunications. However, there is less evidence in other sectors; Cubbin and Stern (2006), for example, find competition has no effect on investment in electricity.

73. The majority of this work has been carried out for the telecommunications sector, where the data is best. See, for instance, Berg and Hamilton (2000), Gutiérrez and Berg (2000), Wallsten (2001), Gutiérrez (2003a), Ros (2003), Montoya and Trillas (2007), and Maiorano and Stern (2007). They each find, using cross-country data, that independent regulation increases network expansion. In the electricity sector, Estache and Rossi (2005) show that the existence of an independent regulator is associated with greater efficiency.

74. Guasch and Straub (2009) investigate this further by analysing how this interacts with the level of corruption in the country. They find that regulation significantly mitigates the effect of corruption on renegotiation.

75. Examples of empirical pieces using measures of regulatory governance include Cubbin and Stern (2006) and Zhang, Parker, and Kirkpatrick (2008) in the case of electricity, and Gutiérrez (2003b) and Montoya and Trillas (2007) in the case of telecommunications. Andres, Azumendi, and Guasch (2008) analyse a much more detailed breakdown of regulatory governance which includes measures of accountability, autonomy, and transparency. Their general finding is that each component of governance appears to have a role in improving one or other aspect of firm performance. Taking a different approach, Seim and Søreide (2009) show that complex regulatory regimes appear to reduce utility performance, particularly when corruption is a problem.

76. See note 64.

77. Pargal (2003) also finds evidence that results are unpredictable, finding evidence in cross-country regressions from a range of sectors that different aspects of independence may have different effects.

78. Henisz, Zelner, and Guillen (2005) and Gual and Trillas (2006) also study motivations for creating independent regulators, and find that the quality of other political institutions and exposure to multilateral agencies play an important role.
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CHAPTER 17
GLOBAL REGULATION MATHIAS KQENIG-ARCHIBUGI

17.1 INTRODUCTION

There is nothing new about the insight that the regulation of economic and social life in a country can be profoundly affected by policies decided and implemented outside of the borders of that country. For instance, the preamble of the constitution of the International Labour Organisation (ILO), approved in 1919 as part of the Peace Treaty of Versailles, expressed clearly the implications of what later came to be known as regulatory competition: ‘the failure of any nation to adopt humane conditions of labour is an obstacle in the way of other nations which desire to improve the conditions in their own countries’. But the academic and public debates about economic, environmental, and cultural globalisation that burgeoned since the end of the Cold War have strengthened the interest in the question of the relative weight of ‘global’ and ‘local’ influences on regulatory policies. To be sure, most scholars are deeply sceptical of extravagant assertions about an imminent ‘end of the nation-state’ (Ohmae, 1995; Guéhenno, 1995), but many are willing to take seriously arguments about the state’s ‘retreat’ (Strange, 1996).

This chapter addresses some of the most intensely debated questions about the global factors that may be relevant to regulation, with a focus on how these questions have been asked and answered by political scientists. What are those global factors? Through which causal mechanism do they operate? Do they promote convergence, divergence, or stability in regulatory policies and outcomes? To the extent that they promote convergence, is it towards ‘higher’ (more stringent) or ‘lower’ (laxer) standards? How strong is the role of those global factors compared to other (national, regional) influences on regulatory policies and outcomes? Several important dimensions of those questions are ignored here. Most importantly, the chapter focuses on the regulatory consequences of ‘global’ policies and ignores those deriving from other processes, such as the transnational diffusion of new technologies or policy-independent changes in the international flow of goods, services, and capital. It should also be noted that the following discussion does not draw a clear line between different types of explanandum, notably between specific regulatory policies on the one hand and broader institutional changes on the other hand, such as the delegation of powers to sectoral regulators.

There is no consensus on the classification of the causal mechanisms involved in policy transfer, diffusion, convergence and related phenomena, but scholars often refer to the conceptualisation proposed by DiMaggio and Powell (1983). DiMaggio and Powell identified two types of isomorphism, competitive and institutional, and argued that the latter can occur through three mechanisms: coercive isomorphism, mimetic isomorphism, and normative isomorphism. Similar distinctions are made by Henisz, Zelner, and Guillen (2005), Thatcher (2007), Simmons, Dobbin, and Garrett (2008b), Holzinger, Knill, and Sommerer (2008) and other authors. More expansively, Braithwaite and Drahos (2000) identify seven mechanisms by which the globalisation of regulation can be achieved: military coercion, economic coercion, systems of reward (raising the value of compliance), modelling, reciprocal adjustment, non-reciprocal coordination, and capacity-building. For ease of exposition this chapter is divided into three sections, which correspond to three broad families of causal mechanisms: communication, competition, and cooperation.

Studying international communication and international regulatory competition does not raise particular conceptual problems, since it is compatible with the traditional assumption of the state as the ‘subject’ of regulation. The state can be taken as the basic unit of analysis and a form of ‘methodological nationalism’ can be practised without running into major problems. Regulatory cooperation raises more difficult questions. The analysis of the causes, forms, and consequences of cooperation between governments is of course one of the main components of what the discipline of International Relations is about. But that discipline is built to a significant extent on the assumption of a clear distinction between the nature of international politics and the nature of domestic politics. According to a still very influential strand of International Relations (IR) theorising, the distinctive structuring principle of international politics is ‘anarchy’ and the units are not functionally differentiated (Waltz, 1979), hence attempts by one unit to ‘regulate’ the behaviour of another unit may well involve coercion, but definitely not the form of ‘command and control’ that stems from the concentration of legitimate authority in the hands of a state, in which even forms of self-regulation occur under the ‘shadow of hierarchy’. Bar cases of direct coercion, cooperation among ‘sovereign’ states is always a kind of voluntary ‘self-regulation’. International treaties typically create obligations for states and do not normally have a ‘direct effect’ on economic and other actors within those states. To avoid an overly expansive understanding of the domain of ‘global regulation’ that would equate it with nearly all phenomena of interest to International Relations scholars, this chapter will be based on a distinction between intergovernmental cooperation/commitments aimed at producing an (indirect) effect on the behaviour of non-state actors, notably companies and individuals, and intergovernmental cooperation/commitments where the ultimate addressee of the regulation is the state itself, such as international arms control agreements (as opposed, for instance, to agreements aimed at regulating the sale of arms by private actors). The chapter only considers the former.

A perhaps even deeper challenge to ‘methodological nationalism’ results from the proliferation of non-state regulatory structures in transnational spaces. Diffuse private regulatory networks such as international commercial arbitration or specific initiatives such as the Forest Stewardship Council certification scheme are not encompassed by any single state jurisdiction and do not evolve under the shadow of a single legal system. Thus, the pluralistic system of global regulatory cooperation fits particularly well with current interpretations that emphasise the ‘decentred’ nature of regulation (Black, 2002). As scholars of domestic regulation move away from a focus on ‘command and control’ and scholars of International Relations move away from a focus on ‘international anarchy’, a fruitful convergence towards what may be called a ‘governance paradigm’ can be detected (e.g. Pierre, 2000; Koenig-Archibugi and Zürn, 2006). Section 17.4 on regulatory cooperation is aimed at illustrating some important implications of this shift.

17.2 COMMUNICATION

Policy makers often use information about regulatory experiences in other countries in the process of designing or reviewing regulatory policies in their own jurisdiction.1 Modes of communication and information transmission differ widely in terms of intensity, regularity, and formalisation. At one extreme is the case of officials in national administrations who learn about foreign experiences by means of publicly available sources and have no or little interaction with policy makers of the countries where those experiences originated. An intermediate level of intensity, regularity, and formalisation is represented by communication flows within transnational epistemic communities, which are usually defined as networks of professionals with recognised expertise in a particular domain and who share normative beliefs, causal beliefs, notions of validity, and a common policy enterprise (Haas, 1992: 3). Members of such epistemic communities provide information to policy makers or may be directly involved in designing regulatory policies. At the more institutionalised end of the transnational communication spectrum are formalised benchmarking and peer review exercises. Prominent examples of transnational benchmarking exercises are OECD (Organisation for Economic Cooperation and Development) regulatory reviews, which started in 1998 and are based on self-reporting by national administrations, assessments by OECD staff and peer review among member states (Lodge, 2005). The review process is entirely voluntary, since states are neither obliged to undergo a review nor obliged to implement the recommendations they receive.

If it is relatively easy to agree on what channels of communication are available to policy makers, there is more disagreement among scholars about which causal mechanisms are more likely to operate in cases of policy transfer. As a way of summarising the mechanisms that have been highlighted in the literature it is useful to refer to March and Olsen’s (1989) distinction between the logic of consequentialism and the logic of appropriateness and, as suggested by Risse (2000), to add ‘arguing’ and deliberation as a distinct logic. An explanatory approach based on the logic of consequentialism would assume that policy makers have clearly defined regulatory goals but imperfect information about cause–effect relationships. Gathering information about foreign experiences is thus a rational way to improve the likelihood that regulations are designed in such a way that they attain the intended goals. The process of lesson-drawing ‘starts with scanning programmes in effect elsewhere, and ends with the prospective evaluation of what would happen if a programme already in effect elsewhere were transferred here in future’ (Rose, 1991: 6; see also James and Lodge, 2003). Simmons, Dobbin, and Garrett envisage a model of Bayesian learning, ‘in which individuals add new data to prior knowledge and beliefs to revise their behaviour accordingly. With each new data point, the range of hypotheses that might explain all accumulated data may shift and narrow. The more consistent the new data, the more likely an actor’s probability estimates of the truth of various hypotheses are to converge on a narrow range of possibilities—and ultimately policies’ (2008a: 26).

While policies of other countries may be treated as experiments involving various policy innovations, the search for policy models does not need to follow an optimising process. Braithwaite and Drahos stress the ‘satisficing’ character of most policy making and the appeal that importing foreign regulatory models has to policy makers: ‘when someone offers a pre-packaged model that is good enough, it is often an efficient use of the state’s time to buy it instead of initiating a search for the best solution’ (2000: 589).

By contrast, explanatory approaches based on the logic of appropriateness focus on the social construction of norms of appropriate behaviour. The goals of the policy makers are not considered to be exogenous to the interaction with their foreign ‘peers’, but are developed with reference to foreign models that are considered as ‘legitimate’ within the reference group. Simmons, Dobbin, and Garrett (2008b) refer to this mechanism as emulation. In principle emulation can occur at a distance, but often it is the result of socialisation processes that take place through interaction within institutional contexts. In international relations, emulation has been examined in depth by the ‘world polity’ approach developed by John Meyer with numerous colleagues (e.g. Meyer et al., 1997). In this version of sociological institutionalism, state officials orient their behaviour to global norms about what constitutes a legitimate polity and what goals it should legitimately pursue.

Risse (2000) suggests that the logic of arguing is distinct from both the logic of consequentialism and the logic of appropriateness. Decision-makers who adopt this logic while interacting with one another do not aim merely at updating their knowledge about cause–effect relationships, nor do they follow predetermined norms of appropriate behaviour for a given situation, but are willing to modify their goals as a result of persuasion. While of course no real-world setting corresponds to the ideal situation identified by discourse ethics theorists such as Jürgen Habermas (1981), a number of scholars maintain that certain transnational forums can and do function according to a deliberative mode. Participants in these forums are seen as making a genuine effort to find solutions that can be accepted by others on the basis of a process of mutual reason giving. Cohen and Sabel call such settings ‘deliberative polyarchy’, where ‘deliberation among units of decision-making [is] directed both to learning jointly from their several experiences and improving the institutional possibilities for such learning—a system with continuous discussion across separate units about current best practice and better ways of ascertaining it. Peer review and the dynamic accountability it affords is a modality of deliberative coordination’ (Cohen and Sabel, 2005: 781). Slaughter also argues that, ‘government networks’—among national regulators, judges, or legislators— can meet the conditions required for open, genuine, and productive discussion (2004: 204–5).

There is some empirical evidence confirming the impact of transnational communication on regulatory policies. Raustiala (2002), for instance, discusses a number of cases in which US regulators successfully ‘exported’ their approaches in the areas of securities regulation, competition and antitrust law, and environmental policy. The quantitative study by Holzinger, Knill, and Sommerer (2008) assesses the effect of communication and information exchange in transnational networks on environmental policy convergence in twenty-four industrialised countries between 1970 and 2000. Controlling for several domestic factors and EU membership, common membership in international institutions—which the authors consider as an indicator of international interlinkage and thus communication—has a positive and statistically significant effect on convergence with regard to the presence of policies (but not with regard to concrete policy characteristics). They find that the effect of communicative interaction within international organisations is as important as those of international harmonisation based on binding agreements. Another attempt at estimating the effect of communication has been made by Henisz, Zelner, and Guiller (2005), who examined the impact of domestic and international factors on the adoption of four elements of market-oriented institutional reform—privatisation, regulatory separation, regulatory depoliticisation, and liberalisation—in the telecommunications and electricity industries of seventy-one countries between 1977 and 1999. They found that their proxy for normative emulation (country-specific trade cohesion) increased regulatory separation and market liberalisation in telecommunications but not in electricity.

As noted above, transnational communication may trigger both rational learning and normative emulation, but estimating the relative importance of these mechanisms is a difficult task for researchers. In an important study of government downsizing from 1980 to 1997 among twenty-six OECD member countries, Lee and Strang (2006) found that countries learn from each other but that this learning process is heavily influenced by prior ‘theoretical’ expectations. Reductions in government employment by a trade partner or neighbour lead to reductions in the size of the public sector, whereas increases in government employment by the same partners or neighbours have negligible effects. This suggests that downsizing is contagious but upsizing is not. Countries appear to be sensitive to evidence that downsizing works, since they tend to reduce public employment when recent downsizers experienced rapid growth and improving trade balances and when recent upsizers faced slow growth and worsening trade. But they do not react to information about strong economic performance by upsizers nor weak performance by downsizers. Lee and Strang (2006: 904) conclude that ‘[e]mpirical outcomes that confirm expectations reinforce behavior, while outcomes that contradict expectations are discounted. In short, when theories and evidence come into conflict, theories win.’

The assessment of the importance of deliberative modes of communication has proven even more difficult than grasping processes of rational learning and emulation. Cohen and Sabel (2005) see elements of deliberative polyarchy especially in the institutions of the European Union, but they detect embryonic forms of it also in global forums such as the Codex Alimentarius Commission (CAC). Livermore (2006) examined the quality of deliberation within the CAC, which has key responsibilities for developing and promoting food safety standards, and found that recent developments put it under pressure. For much of its history, the adoption of Codex standards was entirely voluntary and indeed most states did not adopt them directly, but used them as a source of scientific information, models and best practices for designing national standards. The Codex process provided an institutional context in which transnational networks of regulators could deliberate and share knowledge on a range of food policy issues. In the 1990s, a WTO (World Trade Organisation) agreement on sanitary and phytosanitary measures and another one on technical barriers to trade changed the nature of Codex standards, since failure to adopt those standards exposed states to an increased risk of costly legal challenges to their food safety regulations under WTO rules. Livermore (2006) argues that, while adoption remains formally voluntary, the higher cost of non-adoption increased the political saliency of the Codex process and that the quality of deliberation was compromised as a result.

More generally, the evidence on deliberation in transnational settings is mixed and ambiguous. Ulbert and Risse (2005) find evidence of deliberation in the process of setting international standards on the worst forms of child labour within the International Labour Organisation. On the other hand, Lodge (2005) examined a case of international bench-marking in which deliberative peer review was supposed to be the key mechanism of policy transfer: the OECD regulatory review process and specifically its application to Ireland. He found that the peer-review stage of the process was characterised by defensive orientations that the participants saw as an obstacle to open discussion and learning.

17.3 COMPETITION

A second broad bundle of global influences on regulatory policies stems from competitive pressures. The standard argument identifies two main causal links. The first link posits that governments have an interest in maintaining and improving the domestic and foreign market shares of those companies that generate employment and tax revenues within the government’s jurisdiction; those market shares are affected by the type and level of regulation both in the government’s jurisdiction and in the jurisdictions that host the companies’ main competitors, especially regulation that affects costs of production such as labour standards and environmental standards; hence, the argument goes, governments have an incentive to design regulations in such as way as to strengthen the global competiveness of ‘domestic’ companies. The second link posits that governments have an interest in maintaining and increasing the investments that companies and other economic actors make within the government’s jurisdiction; decisions as to where to invest are affected by the type and level of regulation both in the government’s jurisdiction and other jurisdictions where the investment might take place; hence, the argument goes, governments have an incentive to design regulations in such a way as to strengthen the attractiveness of their own jurisdiction as a location for investments. Once a government changes its policies to protect ‘its’ companies or to attract capital, this results in a ‘policy externality’ for other governments, who are under pressure to change their policies as well. According to some authors, global competitive pressures are so strong that contemporary states have become ‘competition states’ (Cerny, 1997).

Observers emphasising the effects of transnational competition on policy-making often also point at the kind of regulatory policies that competition produces: a convergence towards policies that minimise the cost for companies exposed to foreign competition and for transitionally mobile economic actors. In other words, competition is said to produce a ‘race to the bottom’, i.e. towards laxer standards. From the point of view of the governments, the equilibrium outcome is suboptimal, since none gain any competitive advantage while their standards are lower than they would otherwise be—a classic instance of a ‘Prisoner’s Dilemma’.

The competitive regulation hypothesis has generated much theoretical and empirical controversy. With regard to environmental regulation, for instance, there is considerable disagreement over the extent to which polluting industries relocate or expand in response to differences in regulatory stringency—the ‘pollution heavens’ hypothesis. While earlier research found no such effect, more recent research suggests that investment decisions are sensitive to differences in regulatory stringency, but the question is far from settled (Wheeler, 2002; Brunnermeier and Levinson, 2004; Spatareanu, 2007).

More relevant for the purposes of this chapter is the question of whether governments perceive a problem of jurisdictional competition and change their regulatory policies in the expectation that industries will respond accordingly. Some studies have found that exposure to competition affects the likelihood that certain policies are adopted. Simmons and Elkins (2004), for instance, examined 182 states from 1967 to 1996 and found that countries were much more likely to adopt a liberal capital account policy if their direct competitors for capital had done so. In some cases, competition triggers reforms based on efficiency considerations. For instance, Henisz, Zelner, and Guiller (2005) found that countries that compete with each other in the same product markets tend to adopt similar market-oriented infrastructure reforms, specifically depoliticisation of the regulatory authority in telecommunications, and separation of regulatory from operational authority as well as depoliticisation of the regulatory authority in the electricity sector. Thatcher (2007) found that regulatory competition was an important cause of the reform of French, German, and Italian sectoral economic institutions in the areas of securities trading, telecommunications, and airlines.

On the whole, however, scholars tend to be more impressed by the relative scarcity of empirical evidence supporting the ‘race to the bottom’ hypothesis. For instance, Flanagan (2006) analyses data from a large sample of countries at various levels of economic development and finds no evidence that countries that are more open to international competition have weaker statutory labour protection. The 24-country study by Holzinger, Knill, and Sommerer (2008) mentioned earlier attempts but fails to find a significant effect of bilateral trade openness on environmental policy convergence. Lee and Strang (2006) find that, while countries that trade extensively with each other tend to adopt similar government downsizing or upsizing policies, countries that trade with the same third parties—a more direct indicator of competition for market shares—do not.

The ‘race to the bottom’ logic is intuitively compelling, and its empirical weakness calls for an explanation. At least seven possible explanations can be advanced. Some of them are based on the assumption that competitive pressures operate as posited, but that they are overridden by other factors. One explanation is that the global competitiveness of companies is only weakly affected by cross-national differences in environmental, labour, and other regulations, and that the stringency of regulation is not a major determinant of investment decisions. A second explanation is that economic actors are sensitive to costs imposed by regulations, but many governments are held back from competitive regulation by domestic political and institutional constraints (see Basinger and Hallerberg, 2004 for a sustained argument applied to tax competition). A third explanation suggests that there is little evidence of regulatory competition because governments anticipate its possibility and prevent it through international regulatory cooperation (Holzinger, Knill, and Sommerer, 2008). Section 17.4 below considers the institutional implications of attempts to avoid ‘races to the bottom’ through cooperation. A fourth explanation suggests that, in certain economic sectors, one or two countries have such a dominant position that they are unlikely to respond to competitive regulations enacted by lesser jurisdictions. Simmons (2001), for instance, argues that the market size and efficiency of US financial services allowed the US regulators to avoid a downward competitive spiral with foreign jurisdictions in financial market regulation.

Other explanations for the lack of empirical evidence question or modify the internal logic of the ‘race to the bottom’ hypothesis. A fifth explanation agrees that regulatory competition matters and promotes policy convergence, but argues that it does not necessarily lead towards less stringent standards. On the contrary, it can produce a ‘race to the top’. Vogel (1995) famously noted that many US states adopted California’s more stringent automobile emissions standards, since the benefits of accessing the Californian market were large enough to justify a general improvement of standards. Vogel has called this dynamic the ‘California effect’, which forms the conceptual counterpart to the ‘Delaware effect’, named after the most eager participant in the competition among US states to offer business-friendly corporate chartering requirements. Prakash and Potoski (2006) find empirical support for a global California effect with regard to ISO 14001, a non-governmental voluntary regulation that stipulates environmental process standards. They examine bilateral trade relationships and find that high levels of adoption of ISO 14001 in the importing countries encourage companies in the exporting countries to adopt this regulation too.

A sixth explanation maintains that, if some countries start out better endowed than others with features that make them attractive to investors, then capital mobility will increase rather than decrease policy heterogeneity (Rogowski, 2003). Cai and Treisman (2005) construct and test a model in which, if initial differences in endowments are sufficiently large, the policies of the worse-endowed units will be less business-friendly under capital mobility than if they had effective capital controls. (On the diversity-promoting effects of trade see Franzese and Mosher, 2002.)

Finally, the absence of clear evidence for regulatory competition may be a result of the methodologies used to detect it. For instance, Plümper and Schneider (2009) criticise the variance approach that is common in analyses of policy convergence and Franzese and Hays (2008) discuss potential methodological pitfalls in the study of spatial interdependence and its applications to policy diffusion.

17.4 COOPERATION

A third way in which the global context can affect regulation is through cooperation, i.e. the commitment to implement certain regulatory policies in the context of agreements with other governments and/or international organisations. International cooperation often consists of reciprocal commitments to harmonise policies across countries, but it can also consist of highly asymmetrical agreements, such as the promise to implement a structural adjustment programme in order to receive loans from the International Monetary Fund (IMF).

Studies on international regulatory cooperation tend to focus either on the causes of international commitments or on their consequences, notably whether and why governments comply with them and actually adjust their policies (of course some approaches—notably rational-choice analyses—treat expected consequences as causes). The causes of cooperation can be roughly divided into those related to transnational interdependencies and externalities and those related to domestic politics.

Since the literature on regulatory cooperation is very vast, this section will focus on three broad bundles of questions addressed by it (see Koenig-Archibugi, 2006). The first set of questions asks why and in which circumstances states and other actors decide to address common regulatory problems by creating and using international institutions and by authorising supranational organisations to perform certain regulatory tasks. What are the causes and consequences of this ‘delegation’ of functions and authority? The second bundle of questions asks why certain regulatory activities are performed mainly by states cooperating with one another, while others are addressed primarily or exclusively by arrangements among companies and other private groups. Furthermore, how do differences in the degree and form of public involvement affect the way in which these issues are managed? The third set of questions concerns the role of power and inequality in determining whether and how regulatory policies are agreed and implemented. The focus is on three aspects of power: the power to act outside of institutional frameworks altogether, the power to exclude others from institutional frameworks, and power relationships among participants within institutional frameworks. These three bundles of questions about international governance in general and regulatory cooperation in particular will be referred to as questions about delegation, questions about the role of public and private actors, and questions about power and inclusiveness.

17.4.1 Delegation of regulatory authority

Questions about delegation relate to a classical concern of international relations theory, that is, the origins, functions, and impact of international organisations and institutions. An influential view considers international institutions as irrelevant or epiphenomenal, i.e. devoid of autonomous causal power (Mearsheimer, 1995). Many—probably most—international relations scholars reject this position, often pointing to the substantial amount of time and effort that states routinely invest in the creation and maintenance of international institutions. However, there are several theoretical approaches to the question of why international institutions matter.

Among these approaches, rationalist institutional theory has been particularly influential since the early 1980s, when it emerged as a theoretical foundation for the growing literature on international regimes (e.g. Keohane, 1984). Rationalist institutionalists want to explain when and how states succeed in cooperating for mutual advantage despite international anarchy, i.e. the absence of a supranational government capable to enforce agreements in the international sphere. The starting point of rationalist institutionalism is the existence of significant (physical or policy) externalities which create a situation of strategic interdependence. With the help of basic game-theoretical concepts, institutionalists identified several types of strategic situations, among which the Prisoner’s Dilemma and a coordination game known as Battle of the Sexes are particularly prominent.2 The ‘race to the bottom’ hypothesis, for instance, is often modelled as a Prisoner’s Dilemma caused by policy externalities. Genschel and Plümper (1997) apply this logic in their argument that the central banks of the world’s main financial centres resorted to multilateral action with regard to capital ratio requirements because keeping high standards unilaterally might have undermined the international competitiveness of national banks.

A crucial tenet of institutionalism is that states can increase the likelihood of successful cooperation by manipulating the informational context in which they act, most notably by creating international institutions. The basic idea on the link between cooperation problems and institutional arrangements is that ‘form follows function’. Institutions can contribute to solving ‘coordination’ problems by providing a favourable context for bargaining and, crucially, by presenting focal points to negotiators. Examples of this function are many of the technical standards developed by the International Organisation for Standardisation. The definition of common standards for, say, the dimensions of freight containers may involve intense distributional conflicts, but the institution does not need an extensive monitoring mechanism since governments, port authorities, and companies do not generally have incentives to deviate from the standard dimensions once they have been agreed. On the contrary, institutions dealing with ‘collaboration’ problems, such as the Prisoner’s Dilemma, must be designed in such a way that the incentive to defect from agreements is minimised: to do so, they must help trust-building among states, define obligations and cheating, improve the monitoring of compliance, and facilitate the decentralised sanctioning of cheaters. An example is the decision to facilitate the monitoring and enforcement of intellectual property rights protection through inclusion in the relatively robust dispute resolution mechanism of the General Agreement on Tariffs and Trade (GATT)/World Trade Organisation.

While the focus of early rationalist institutionalism was on international regimes rather than international organisations, it led to the expectation that international organisations would be created in those situations in which the problem of monitoring compliance was particularly severe. More recently the link between the severity of the enforcement problem and the degree of ‘centralisation’ of institutions has been explored systematically (Koremenos, Lipson, and Snidal, 2004).

Recent developments of the rationalist institutionalist approach point towards the reconceptualisation of the relationship between states and international institutions as one of delegation, which can be examined through the lens of principal–agent theory (Keohane and Martin, 2003; Hawkins et al., 2006). One of the central implications of this theoretical development is the idea that, while the power of international organisations results from delegation of authority from member states, the effect of those organisations cannot be reduced to the interests of the states, given the potential for agency slack. As a result, choosing the degree of delegation in an international institution is a matter of careful balancing of costs and benefits for states.

The recent application of the principal–agent approach to international organisations generated a number of fruitful research questions, such as the differences between multiple principals and collective principals with regard to agent autonomy and accountability, the implications of long chains of delegation in world politics, especially in relation to the opportunities for ‘ultimate principals’ (members of national publics) to influence inter governmental organisation (IGO) policies directly without mediation by ‘proximate principals’ (governments), and more generally about the role of divergences between the preferences of principals and the behaviour of agents in producing institutional change (Hawkins et al., 2006).

Of course, questions about the levels and forms of delegation in international governance are interesting to scholars of world politics not only because they help to explain stability and change in patterns of international regulation, but also because they are expected to contribute to the identification of institutional designs that are more ‘effective’ in solving the problem that motivated the creation of a governance system, notably (but not only) by inducing behavioural change among the addressees of the rules. On the whole, research on the consequences of international governance still lags behind the study of the causes of institutional choice. Partly this is due to the problem of endogeneity: if one finds that the members of an international institution adopt similar regulatory policies, is it because the institution affects the regulatory choices made by their governments, or is it because states with similar policy preferences become members of the same institutions (Downs, Rocke, and Barsoom, 1996)?

One way of addressing (but not solving entirely) the endogeneity problem is to focus not on membership per se but on more specific institutional design choices. An important study of environmental regime effectiveness suggested that the capacity of international organisations to provide independent inputs in the problem-solving process tends to enhance the effectiveness of environmental regimes (Miles et al., 2002). Related research on compliance with regulations often confirms the positive impact of delegation. For instance, Zürn and Neyer (2005: 194) examine several regulatory arenas and conclude that ‘where the functioning and sanctioning are assumed by centralised institutions that make full use of transnational non-governmental actors, as in the case of the EU, compliance is the greatest’. Holzinger, Knill, and Sommerer, (2008) find that harmonisation through international legal obligations constitutes a major driver of cross-national policy convergence in the area of environmental regulation. On the other hand, Flanagan (2006) finds that countries that ratify ILO conventions do not experience improvements in national labour conditions: ratifications appear to be largely symbolic, reflecting already existing labour regulations, and the ILO system lacks significant enforcement power.

There is a lively debate among rationalists on various aspects of the approach. For instance, Fearon (1998) argued that most instances of international cooperation involve a bargaining problem, as well as a monitoring and enforcement problem: states need to reach an agreement about the distribution of the benefits of cooperation and find a way to enforce the agreement given a short-term incentive to renege, and there are significant interaction effects between the two problems. Other authors such as Krasner (1991) and Simmons (2001) stress the importance of power asymmetries in shaping the process and the content of regulatory cooperation (on which more below).

But rational institutionalism has also been challenged from outside the rationalist camp, notably by constructivist accounts of institutional impact. According to rationalist institutionalism, institutional rules operate as external constraints, providing incentives and information to rational actors whose preferences are exogenously determined (or assumed for heuristic purposes). According to constructivist institutionalists, on the other hand, institutions affect actors’ choices in a broader range of ways: by defining standards of culturally and normatively appropriate behaviour and common world views, they structure not only external incentives but also the basic goals and identities of actors (Jupille and Caporaso, 1999). Institutions affect not only what actors can do, but also what they want to do and even who they are. Recent constructivist literature shares with rational institutionalism an increasing interest in the delegation of powers to international organisations, but the emphasis is on the ideational causes and consequences of such delegation (Haas, 1990). For instance, Barnett and Finnemore (2004) argue that the substantial degree of autonomy enjoyed by some international organisations derives not only from the authority delegated to them by states, but also by the authority that comes from their identification with rational-legal principles associated with modernity and from a widespread belief in their superior expertise. In sum, once international institutions and organisations are created, they influence perceptions of normatively appropriate behaviour among their members and this in turn is likely to facilitate regulatory cooperation among them.

Finally, a strand of research on international delegation has highlighted its causes and consequences within the domestic politics of individual countries. If parliaments and executives often delegate regulatory authority to independent agencies to remove it from pressure-group politics and lengthen the time horizon of decisions, they may also be willing to shift regulatory tasks to international arenas in order to increase their policy influence vis-à-vis other domestic actors or to make it more difficult for future governments to reverse policy decisions made by the present government (Moravcsik, 1994). Governments sometimes find that international cooperation is useful to gain influence in the domestic political arena and to overcome internal opposition to their preferred policies, and in some circumstances international governance may be the outcome of ‘collusive delegation’ (Koenig-Archibugi, 2004a). For instance, after controlling for other variables that may explain the probability of entering into IMF arrangements, countries with a larger number of domestic veto players are more likely to enter an IMF programme (Vreeland, 2007). This suggests that governments may want IMF conditions to be ‘imposed’ on them in order to help them overcome domestic political constraints on economic reform.

One reason for international delegation is blame-management. For instance, politicians manage blame by selecting those institutional arrangements that avoid or minimise it, and specifically by choosing between direct control and delegation (Hood, 2002). The blame-shifting incentive is often mentioned in the context of the relationship between the IMF and its borrowers,3 but it also has been invoked to explain delegation to private actors, such as the delegation of security tasks in conflict zones to private military contractors (Deitelhoff and Wolf, 2008). In certain cases, delegation to international agencies may be preferable to delegation to domestic agencies, because the former provides opportunities for blaming not only the agency but also its other principals (i.e. other member states).

17.4.2 The role of public and private actors

The second major theme that runs through current discussions about global regulatory cooperation is the role of non-state actors. The resolutely intergovernmental character of the principal institutions created after World War II meant that for several decades most IR scholars paid little attention to non-state actors.4 While interest in this topic intensified in the 1970s, with studies about ‘transnational relations’ and ‘complex interdependence’ (Keohane and Nye, 1971, 2000), since the mid-1990s there has been an impressive increase in the research on the participation of non-state actors in global governance, specifically on non-governmental organisations (NGOs) and business actors. Thomas Risse noted that, ‘[m]ost of the contemporary work in international affairs no longer disputes that [transnational actors] influence decisions and outcomes… Rather, current scholarship focuses on the conditions under which these effects are achieved… ’(2002: 262).

The participation by NGOs in transnational governance has probably received more attention than the involvement of business actors, but several recent studies demonstrate that the role of the business actors in the management of cross-border activities and exchanges is significant (see the overviews by Koenig-Archibugi, 2004b; and Vogel, 2009). Some sceptics hold that ‘International firms create the need for improved international governance, but they do not and cannot provide it’ (Grant, 1997: 319), but other researchers have shown that, in many areas, business actors have established transnational regimes that create, shape, and protect markets, and give order and predictability to the massive flow of transactions that takes place across state borders. A major study on global business regulation finds that in all the sectors considered, ‘state regulation follows industry self-regulatory practice more than the reverse, though the reverse is also very important’ (Braithwaite and Drahos, 2000: 481). Other researchers study transnational regimes created and managed by private actors, for instance with regard to environmental management systems, forest product certification schemes, maritime transport, online commerce, financial transactions involving swaps and derivatives, and many other regulatory domains (e.g. Cutler, Haufler, and Porter, 1999; Falkner, 2003; Arts, 2006). These regimes overlap and sometimes compete with international regimes established by governments. Stimulating work has been done, for instance, on the choice between public and private governance systems and private ‘self-regulation’ as a way to prevent more intrusive public regulation (e.g. Braithwaite and Drahos, 2000; Mattli, 2003). The debate on these forms of private self-regulation revolves in part on its ‘private’ nature. For instance, while most accounts of transnational commercial arbitration characterise it as having low levels of involvement by public actors, Lehmkuhl (2006) argues that such a univocal assessment needs to be qualified, since trends in state regulation deeply affect the way private arbitration works and its competitive advantages over public litigation.

Since the choice between allowing self-regulation and striving for intergovernmental regulatory cooperation is inherently political, research has tried to shed light on its circumstances. Mugge (2006), for instance, assumes that the choice is determined mainly by the demands of producers located in key jurisdictions, since usually regulators will be most sensitive to their preferences. He argues that the choice between private and public regulation in a particular economic sector depends on the intensity of the competition among the main companies in that sector. If the competitive struggle is intense, the market incumbents will support public regulation as a means to stave off the challengers. If those struggles have settled and the population of companies is stabilised, the companies in the sector concerned will prefer and achieve transnational private regulation. According to Mugge, the case of derivative listings illustrates the first scenario, while the Euro-bond market illustrates the case of a stable population of incumbent companies that banded together to fend off public governance.

In addition to managing rule systems created by themselves, business actors—i.e. interest associations or powerful corporations—participate regularly in the international policy-making process, and in many cases have a strong influence on the outcomes. For instance, Sell (2003) has shown this to be the case in the creation of international rules for intellectual property rights protection, while Falkner (2008) analysed the relational, structural, and discursive sources and consequences of business influence in international negotiations about the protection of the ozone layer, global climate change, and the regulation of agricultural biotechnology. Furthermore, recent research has highlighted the fact that civil society organisations, companies, national public agencies and intergovernmental organisations often form what have been called ‘multi-stakeholder’ policy networks that seek to agree on consensual regulatory solutions for specific sectors. For instance, the Kimberley Process on diamonds from conflict zones created a hybrid regulatory framework that combines an intergovernmental regime, which sets standards on the import and export of rough diamonds and the tracking of illicit diamonds, and a self-regulatory system that obliges companies to adopt stringent standards with regard to purchases and sales of diamonds and jewellery containing diamonds, including independent monitoring (Kantz, 2007). The Kimberley Process is a prominent example of a transnational regulatory regime that originated from an NGO campaign and from the response by industry and governments—in this case the market-leading De Beers Corporation and the South African government, which were concerned about possible consumer reactions triggered by the campaign.

The significance of such developments for global regulation is subject to intense controversy, however. Only a minority of analysts would agree with Rosenau that, in the steering of global affairs, states have been joined by other actors that are ‘equally important’ (Rosenau, 2000: 187). The position articulated by Drezner (2007) is probably more common: if their domestic politics allows great powers to agree among themselves, global regulatory coordination will occur regardless of the support or opposition of transnational NGOs, IGOs, and peripheral states. At most, NGOs can play a marginal role as lobbyists, protestors, monitors of compliance, and delegated standard-setters. Drezner stresses the central role of endogenous state preferences even in one of the apparently clearest cases of an outcome brought about by a successful transnational campaign, i.e. the formal declaration made by the WTO member states in 2001 that the 1994 Agreement on Trade-Related Intellectual Property Rights (TRIPS) should not be interpreted in ways that restricted access to life-saving medicines in the developing world.

As with delegation, many scholars are interested in the role of non-state actors in global policy making because of its implications for the effectiveness of international governance. The current state of research does not yet allow general conclusions on this point. Young’s point on the determinants of environmental regime effectiveness still holds, also for other issue areas: the ‘evidence does not support any simple generalisation that regimes involving the active participation of these nonstate actors are more effective than those in which such actors play a more marginal role’ (Young, 1999: 274).

17.4.3 Power and inclusiveness in global governance

A third important theme addressed by scholars of international cooperation concerns the ways in which global institutions reflect or modify the inequalities of power that pervade international relations. In this dimension, ‘governance’ may be exercised in a number of ways: unilateral action by the stronger states, bilateral diplomacy, plurilateral organisations with restrictive membership, and multilateral institutions that embody norms of equality and universal membership. Research on this broad theme has focused on two bundles of questions. The first concern the reasons why some international institutions are more inclusive than others, or start with restrictive membership and become more inclusive as time passes. For instance, Downs, Rocke, and Barsoom (1998) argue that starting with more limited membership and subsequently including other states is a rational design strategy for states aiming at deeper forms of cooperation. Other authors have examined processes of inclusion and exclusion from a constructivist perspective, emphasising the importance of collective identities, values, and norms in the determination of membership. This constructivist work focuses mainly on the enlargement of the European Union (see the useful overview provided by Schimmelfennig and Sedelmeier, 2002), but some work also looks at global developments from this angle. Princen (2006), for instance, examined the governance structures that deal with the regulation of genetically modified (GM) crops and foods, namely the OECD, the UN’s Food and Agriculture Organisation and World Health Organisation, the Codex Alimentarius Commission, the Cartagena Protocol, the WTO, and the G8. He found that during the 1990s regulatory authority shifted from less encompassing and informal fora towards more encompassing and formal fora, and that this shift resulted to a large extent from the need to ensure greater legitimacy of regulatory activity in the context of rising societal mobilisation on the issue of GM food safety.

The second bundle of questions concerns the relative power of the members of an institution, both in terms of formal agenda-setting and decision-making rules, and actual influence within the institution. Most intergovernmental organisations created after World War II incorporate a tension between the principle of sovereign equality of their members on the one hand and often huge differences in their power resources on the other. The most consequential institutions, such as the World Bank and the IMF, manage this tension by compromising strict multilateral principles and incorporating inequality in their formal decision-making rules. Many scholars have made the more general point that the dominant state’s willingness to provide certain ‘public goods’ is a precondition for successful international cooperation, and this requires that the hegemon maintains a privileged position within institutions (Gilpin, 2001). But this ‘hegemonic stability theory’ is certainly not the only theory of global governance that focuses on the role of power. For instance, Gramscian theorists focus on ideological power as the foundation of the global hegemony of a transnational capitalist class (Cox and Sinclair, 1996). Constructivist authors are making sustained efforts to incorporate material and ideational forms of power into comprehensive frameworks. Most notably, Barnett and Duvall (2005) developed a framework that encompasses compulsory, institutional, structural, and productive types of power.

Of course the two bundles of questions—about membership and about power— are closely related, for a variety of reasons. For instance, states may try to shift the locus of negotiation and implementation to those institutions that are most likely to produce a distribution of gains that is particularly favourable to them. An example is the successful attempt by the US and other developed states to shift international negotiations on the regulation of intellectual property rights from the World Intellectual Property Organisations to the WTO (Helfer, 2004). Much less successful was the preference accorded to the UN Conference on Trade and Development by developing countries.

A more inclusive institution in terms of membership can be the result of the capacity of a stronger state to remove the status quo from the set of options available to weaker states (Gruber, 2000). With regard to the domain of banking regulation, Genschel and Plümper (1997) argue that, when in 1987 the British and US regulators reached an agreement on a common capital adequacy standard and Japan joined it, all other member states of the Bank for International Settlements had no choice but to join as well and agreement on a common standard was reached quickly. Simmons (2001) examined several cases of financial market regulation in the 1980s and 1990s and, consistent with her theoretical framework that stresses the autonomous nature of regulatory innovation in the dominant financial centre, she argues that most of the regulatory harmonisation resulted less from mutual adjustment than from unilateral decisions imposed by the United States. In her framework, the role played by multilateral institutions depends on whether the policies of the regulators of smaller jurisdictions would create significant negative externalities for the dominant centre. If they do, then the dominant centre will use multilateral institutions to provide information and technical assistance (if the regulators in other countries have an incentive to emulate the dominant centre) or political pressures and sanctions for non-compliance (if there is an incentive to diverge).

Given the importance of power in most cases of international regulatory cooperation, some authors would argue that ‘coercion’ would be more appropriate than ‘cooperation’ as a summary description of the bundle of causal mechanisms discussed in this section.5 For instance, Simmons, Dobbin, and Garrett (2008b) do not include cooperation in their discussion of four causal mechanisms of international diffusion and instead consider some of the processes mentioned in this chapter as instances of ‘coercion’, which they understand as, ‘the (usually conscious) manipulation of incentives by powerful actors to encourage others to implement policy change’ (Simmons, Dobbin, and Garrett, 2008a: 11). They note that, ‘those who borrow from the IMF or World Bank, like those who line up to join the European Union or to receive various forms of bilateral aid, have little choice but to accept neoliberal economic policy prescriptions’ (2008a: 11). But such a broad conceptualisation of coercion entails the risk that any exchange involving mutual concessions (such as loans or accession granted on condition of policy change) may have to be described as coercive if it occurs in the context of unequal bargaining power, however defined.

17.4.4 A synthetic approach

The discussion above has highlighted the great diversity of institutional forms in which regulatory cooperation can manifest itself. In conclusion, it is useful to mention an approach that aims at explaining why governance arrangements display certain levels of publicness, delegation, and inclusiveness rather than others, and does this on the basis of a unified theoretical framework: the theory of collective goods. Alkuin Kölliker (2006) uses this framework to derive a set of propositions.

(1) Governance arrangements have high levels of publicness when there are significant cross-sectoral externalities, otherwise private governance can be expected to prevail. Hybrid arrangements are likely to emerge especially when public actors are required to help specific societal groups overcome group-internal collective action problems.

(2) The delegation of executive functions is likely to be high in arrangements that perform distributive activities and low in arrangements that perform regulative activities, because the latter tend to leave the actual production of the good to the individual rule addressees. The delegation of judicial functions is more likely when regulatory arrangements deal with non-excludable goods.

(3) The degree of inclusiveness depends on the willingness of the insiders to include the outsiders and on the willingness of the latter to be included. The insiders are interested in expanding membership when the governance arrangement produces non-excludable goods, in order to reduce free-riding problems. When it produces excludable goods or goods with significant negative externalities, the incentive to increase inclusiveness is weaker. The result is often a governance arrangement with ‘second class’ participants, such as the World Bank and the IMF. Kölliker (2006) shows that the variables of his theory have significant explanatory power with regard to the institutional form of various sectors of global governance.

17.5 CONCLUSION

This assessment of what we know about global factors relevant to regulation allows us to identify some themes that are likely to attract the attention of researchers in the next few years. With regard to transnational communication among regulators, there has been considerable progress in theorising the various mechanisms by which information about foreign experiences may influence policy making. But empirically disentangling those mechanisms and establishing their relative importance is a task that raises serious methodological problems. The operationalisation and measurement of deliberative quality are particularly difficult, but they are likely to be the focus of increasing attention, considering the importance that deliberation has attained in theoretical discussions of domestic and transnational governance.

Existing empirical studies on regulatory competition, and its absence, suggest the need to develop more specific conditional hypotheses about when, where, and how competition is likely to emerge and have substantial effects. An important set of questions stems from the fact that regulatory decisions justified with reference to the need to maintain or increase the ‘competitiveness’ of a jurisdiction may reflect very imperfectly the way in which market actors respond to regulations. In other words, there may be a substantial gap between the ‘perceived’ and the ‘real’ determinants of the competitive position of jurisdictions. The gap may be due not only to random error, but result from a systematic bias in the way information is processed. Lee and Strang’s study on government downsizing discussed above is particularly instructive, as it shows how, when theories and evidence come into conflict, theories often win. This finding points at the fruitfulness of an in-depth constructivist analysis of regulatory competition. But the gap may also stem from domestic politics: information about the threat of competition can be manipulated to shift domestic balances of power in favour of ‘reformist’ coalitions (Thatcher, 2007). These alternatives to the modelling of regulatory competition as a strategic game played by rational governments deserve further exploration.

Several crucial questions raised by global regulatory cooperation remain open. One of the most important concerns the way public and private actors interact in the regulation of transnational issue areas. Interpretations tend to be located somewhere between a societal and a statist pole. According to the former, public/intergovernmental governance emerges when and where there is demand from powerful private actors, and it is designed to serve their interests. According to the latter, private/transnational governance emerges when and where it is stimulated by powerful states, and it is designed to serve their interests. Future research will probably aim at bridging those polar interpretations and develop a more sophisticated set of conditional hypotheses.

Another expanding area of research concerns the interplay of various governance arrangements. Most global policy problems are not addressed by a single regime, but by ‘regime complexes’ (Raustiala and Victor, 2004). Institutional interactions within and between regime complexes can be characterised by embeddedness, nesting, clustering, overlap, or competition (Koenig-Archibugi, 2002). The causes and consequences of the growing institutional complexity of global governance are disputed. Again, a statist interpretation would explain it as the result of forum-shopping strategies of powerful states (Drezner, 2007). According to an opposing, or ‘globalist’, interpretation, it signals a shift from a statist mode of governance to a polycentric mode of governance in transnational spaces, where states are important but definitely not exclusive nodes (Scholte, 2005).

Big questions such as these are unlikely to disappear from the research agenda of students of global governance, but often the most persuasive answers will come from fine-grained analyses that apply context-specific conditional hypotheses to carefully constructed datasets and/or in-depth process-tracing and analytical narratives of the vicissitudes of particular regulatory initiatives. Methodological pluralism certainly remains the best way to approach what is an ever more pluralistic system of global governance.

NOTES

1. This section focuses on foreign regulatory practices as sources of information rather than as sources of externalities, which will be considered in the next section.

2. For overviews of the range of games discussed in this literature see Oye (1985), Aggarwal and Dupont (1999), and Holzinger (2003).

3. As Hood (2002) explains, there are good reasons why this strategy may be ineffective. For instance, the statistical study by Smith and Vreeland (2006) assesses the ‘IMF as scapegoat’ hypothesis by examining whether in democratic countries participation in IMF arrangements is rewarded by longer tenure in office despite bad economic conditions. They find that survival rates increase significantly, especially for democratically elected political leaders who inherited IMF programmes and thus can blame a previous government for resorting to the IMF in the first place.

4. With the notable exception of Marxist authors who stressed the power of multinational corporations.

5. Braithwaite and Drahos (2000: 532–9) provide a useful overview of the significance of military and economic coercion in thirteen regulatory domains.
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PART IV
REGULATORY DOMAINS


CHAPTER 18
FINANCIAL SERVICES AND MARKETS

NIAMH MOLONEY

18.1 INTRODUCTION

This chapter focuses on the particular challenges and risks raised by the regulation of financial services and markets.1 This first section reviews the traditional rationales for regulation and how regulation has experienced repeated reforms which are becoming increasingly transformative in their ambition. Section 18.2 suggests that what marks out this regulatory area is the significant level of risk involved in the regulatory project. Section 18.3 considers how regulatory tools can be fine-tuned to mitigate the evolving risks of intervention. Section 18.4 considers the expanding domain of regulation as domestic markets have become closely inter-connected, the related risks, and the nature of the regulatory response. Section 18.5 concludes, with reference to the Enron and ‘credit crunch’ crises.

The traditional rationale for financial services and markets regulation is the correction of market failures related to asymmetric information and to externalities, notably systemic risks, in order to support market efficiency and efficient resource allocation. Information asymmetries, for example, can lead, on the supply-side, to increases in the cost of capital (reflecting the famous ‘lemons’ hypothesis; Akerlof, 1970) and, on the demand-side, can compound the difficulties retail investors face in assessing complex products and in monitoring investment firms. Market failures have evolved, however, and have become exposed to new scrutiny in the face of market developments. The last three decades have, for example, seen a very significant deepening of systemic risk as globalisation and financial innovation, particularly with respect to derivatives (exemplified by the 1998 rescue of Long Term Capital Management) and with respect to the repackaging of risks and their transmission from the banking into the securities markets (exemplified by the ‘credit crunch’ and the financial crisis), have sharply increased the potential for risk transmission across markets (Schwarcz, 2008 and FSA, 2009). In practice, regulators adopt more loosely-cast rationales concerning the need to protect investors, to ensure that markets are fair, efficient, and transparent, and to reduce systemic risk (IOSCO, 2008). The sharper market failure analysis is, however, increasingly prevalent in regulators’ discourse (e.g. FSA, 2006a and European Commission, 2008a), reflecting the Better Regulation movement as well as a concern to obtain competitive advantage through efficient regulation (Committee on Capital Markets Regulation, 2006).

Reform and innovation, with respect to the substance of regulation and its institutional structures, have been persistent features of regulation over the last thirty years. The major reform movements have typically been episodic and reactive to periods of market expansion and subsequent turbulence (Ribstein, 2003), in particular where these periods impact on households who are otherwise usually politically quiescent on financial market matters (Bebchuck and Neeman, 2007). The shift in the UK regulatory regime from self-regulation, to, in theory, self-regulation within a statutory framework under the Financial Services Act 1986, and, more radically, to the Financial Services and Markets Act 2000 (FSMA), which established the Financial Services Authority (FSA) and an extensive statutory framework, had its roots in scandal (e.g. Black and Nobles, 1998). The wide-ranging substantive and institutional reforms of the post-Enron US Sarbanes-Oxley Act 2002 (SOX), which had significant international implications, reflected widespread public anger concerning deep and poorly-managed conflict of interest risk in the securities markets. But the financial crisis looks set to deliver the paradigmatic example of radical and cross-sector regulatory reform in response to crisis conditions (e.g. FSA, 2009).

But it is not always the case that major reforms have been forged in the heat of dramatic market upheavals. The EU reform movement, which is noteworthy as the EU has, in the last fifteen years or so, emerged as one of the world’s major financial-market regulators, is striking for its proactive concern to construct an efficient and integrated financial market and to promote retail investor engagement with the markets. From the late 1990s, the EU’s Financial Services Action Plan (the FSAP) (European Commission, 1999) began to impose a harmonised regulatory regime across the EU Member States of unparalleled complexity and breadth and of considerable transformative ambition. The behemoth Markets in Financial Instruments Directive 2004 (MiFID)2 and its supporting rules, for example, not only pursues the ambitious objectives of supporting cross-border activity by investment firms and of restructuring the European trading environment by supporting competition between stock exchanges and other execution venues. It also seeks to develop a stronger retail investment culture across the EU. A similar trend can be observed in the UK where detailed and often reactive FSA regulation, particularly with respect to retail market mis-selling, adopted in the wake of FSMA 2000, can be contrasted with the FSA’s recent Retail Distribution Review (FSA, 2007a), which is not related to a particular retail market scandal but is designed to move away from reactive intervention and to drill down into the workings of the retail market and its flawed incentive structure. It can also be seen in the US, where the Securities and Exchange Commission (SEC) is grappling with a new ‘substitute compliance’ model for engagement with cross-border actors which reflects a concern to support easier investor access to the international markets (Jackson, 2007a), although its fate remains unclear in the wake of the ‘credit crunch’ upheavals.

The international regulatory reform movement related to the financial crisis accordingly is a stark testament to the reactive quality of regulatory reform which has characterised the last thirty years. But reforms over the last thirty years have also reflected proactive ambitions to shape the marketplace, domestically, regionally, and internationally. These ambitions require regulation to carry out some very heavy lifting. They also inject considerable risk into a regulatory project which is already struggling with the risks of intervention and over-reaction.

18.2 THE RISKS OF FINANCIAL MARKET INTERVENTION

In the financial services and markets sphere the control of risks is an imperative but the risks of intervention are considerable. On the importance of risk control, the wider economic impact of the financial crisis has provided graphic evidence that a public policy commitment to strong financial markets, expressed through regulatory intervention, is reasonable. But the intuition that a strong and efficient financial sector is, in some way, related to wider economic growth has, for some time, been supported by an extensive body of research (e.g. Levine and Zervos, 1998). The last thirty years have seen financial markets become of central importance to long-term household savings as governments withdraw from welfare provision and demand more of financial markets and of households (e.g. Basel Committee, IOSCO, and IASC, 2008 and Zingales, 2009). Household market participation varies across countries for a host of reasons explored by the growing household finance literature (Campbell, 2006). But the greater exposure, direct and indirect, of households to the financial markets over the last thirty years can be seen in the increased proportion of institutionalised savings (related to pensions, insurance firms, and mutual funds) in household portfolios in, for example, France, the UK, and the US (from 6%, 23%, and 17% respectively, in 1970 to 39%, 54%, and 38% in 2003) and in the decrease in the proportion of household assets held as bank deposits (G10, 2005). Regulation has followed suit as a raft of disclosure and financial capability reforms, in the UK, the EU, and internationally, have seen the retail investor transformed from the vulnerable ‘widow and orphan’ (e.g. Gower, 1984) to the more Amazonian, empowered, capital-supplying and self-supporting investor, capable of exercising informed choice and of acting as a responsibilised and risk-regulating actor (e.g. Gray and Hamilton, 2006; Ramsay, 2006; and Williams, 2007).

The central importance of the financial markets and the ambition of recent regulatory reforms sit uneasily, however, with the rapid pace of financial market growth, innovation, and complexity over the last thirty years or so. A small sample of new challenges might include the following. The scale of the financial markets is now immense; recourse to the financial markets has increased exponentially, with, taking the EU example, bond issuance doubling and equity market capitalisation tripling between 1996 and 2006 (Casey and Lannoo, 2006). The potential for incentive misalignment and conflict of interest has exploded with the rise of multi-function investment firms (the London Stock Exchange’s 1986 ‘Big Bang’ represents an important staging post3) and with the burgeoning of competition between traditional stock markets and other alternative trading venues over the last twenty years or so. The nature of risk transfer has changed. This is clear from the repackaging of credit risks into market risks associated with the ‘credit crunch’ and from the growth of hedge funds: although the financial crisis has damaged the hedge fund industry, the number of hedge funds grew from 400 to 6,000 between 1993 and 2003 in the US alone (SEC, 2003). Investment products have become ever more complex and are placing pressure on silo-based regulation which has traditionally been segmented into insurance, banking, and investment segments (Claessens, 2006). Financial markets also appear to be poorly equipped to deal with changing macro-economic imbalances and, in particular, higher levels of leverage following from low interest rates (FSA, 2009).

It is not at all clear that, despite their importance, rapidly evolving financial markets and their risks can be easily corralled by regulation. A series of risks attach to regulatory intervention and the regulatory design choices are complex. These tensions have become clearer over the last thirty years, particularly as rich data sets for examining the impact of law/regulation ‘in action’ have been provided by the regulatory choices made, since the early 1980s, by the EU for its integrating market and, from the 1990s, by the post-Communist states in adopting market economy models (e.g. Glaeser, Johnson, and Shleifer, 2001). It is now clear that it is difficult to design ‘good’ rules which support strong markets or even, and less ambitiously, rules which do not have unintended malign effects (B. Black, 2001), as has been the experience with the EU’s Prospectus Directive4 which appears to have generated perverse incentives to contract the retail debt market (CESR, 2007). An extensive SOX literature5 probes the difficulties in designing rules in the teeth of political attention and market turbulence (e.g. Romano, 2005). The costs of financial market regulation (Zingales, 2004), including with respect to public choice effects (Macey, 1994 and Coates, 2001), are now well-documented.

The rich scholarship which has developed on path dependencies in the cognate field of corporate evolution (e.g. Bebchuk and Roe, 1999) also contains the lesson that path dependencies can prejudice efficient regulatory design (e.g. Anand and Klein, 2005). Behavioural finance has also thrown a sharp light on the risks of intervention; recent research on the US SEC, for example, suggests that regulators are vulnerable to systematic biases (Paredes, 2006) and that institutional culture can distort rule-making (Langevoort, 2006). Regulatory choices are also increasingly complex. The mechanisms which can deliver market discipline are many and extend from traditional command and control regulation, which has dominated until recently, to include a multiplicity of institutions, domestic, regional, and international, and market actors which can be enrolled in the regulatory process (J. Black, 2002). Where market failures are safely identified, experience with, for example, the retail market now suggests that they are often intractable, for example with respect to product disclosure (e.g. FSA, 2005), or require complex and symbiotic regulatory and supervisory strategies, for example with respect to product distribution (FSA, 2007a and Delmas-Marsalet, 2005).

The stakes are also becoming higher, not only because of the increasing centrality of financial markets to the real economy and households, but also because of ever-increasing internationalisation (Section 18.4 below) and the related risks to competitiveness from poor regulation. The position of the US as the international market of choice appears (although this is contested) to be under threat in the wake of the demands of SOX compliance and the burdens imposed by the US civil liability regime (Committee on Capital Markets Regulation, 2006). Although the ‘credit crunch’ has led to a sharper focus internationally on stability and safety than on access and liberalisation as regulators and politicians retrench, these concerns remain (Committee on Capital Markets Regulation, 2008). International competitiveness has been a feature of the UK regime for some time (e.g. Gower, 1984 and FSMA 20006) but targeted UK intervention has now taken place in the shape of the Investment Exchanges and Clearing Houses Act 2006 which, reflecting concerns during NASDAQ’s 2006 failed bid for the London Stock Exchange, gives the FSA a veto over any regulation proposed by a UK exchange which is excessive; it is designed to allow the FSA to reject rule changes which are required by a foreign regulator of a foreign-owned UK exchange and to mitigate the risks that UK markets could become less attractive.

‘Copy-cat’ dynamics are also a troublesome consequence of internationalisation (McVea, 2004). Many of the structural market conditions which led to the Enron era failures and which were associated with the risks of dispersed ownership and gatekeeper failure (Gordon, 2002) were not replicated in the EU market (Ferrarini and Guidici, 2005). Thus the risks to retail investors from flawed investment research which arose in the US were not replicated in the embryonic EU retail market, particularly given the absence of a ‘star analyst’ culture (FSA, 2002). The risks of importing the US response into the EU market were therefore considerable. The EU’s treatment of investment-analyst conflict of interest risks did not, however, track the US response (which, through regulatory reforms and the 2002 Global Settlement with the industry, focused on the severing of links between research and investment banking and the support of independent research) but has been principles-based and flexible. In particular, the new MiFID-based regime does not, unlike the US regime, mandate particular arrangements for the separation of investment business and research; firms remain free to design their conflicts of interest policy as they see fit, as long as analyst objectivity and independence is not threatened.

Whether or not the regime is effective remains to be seen; much depends on whether a principles-based, outcomes-driven approach can be embedded within firms and effectively supervised. But the first hurdle has been passed in that the temptation to borrow a more prescriptive approach was avoided and care was taken to align regulatory design with local market conditions, including the lack of independent investment research houses in the EU and the related risk that over-prescription could reduce the volume of research. Export effects remain troubling, however, as is clear from the EU’s rapid adoption of a principles-based model for investment-services regulation generally in parallel with the FSA’s strategic initiative in this area (Section 18.3 below), largely without consideration of what this entails in practice.

The risks of regulatory intervention are all the greater given that it is now clear that regulators operate in an uncertain environment and are often hampered by poor information and by long-held assumptions: the financial crisis, for example, has exposed the expertise asymmetry between regulators and the wholesale market and the failure of the assumption that certain market segments operate best under a self-regulation model. The extensive debate on disclosure, which has grappled with the implications of the investor rationality assumption and of poor empirical assessments by regulators of disclosure rules, provides another useful example. One of the most vibrant strands of financial market scholarship over the last thirty years or so has probed the relationship between investor decision-making and disclosure requirements. Disclosure, whether by issuers, investment intermediaries, or in the form of the execution data issued by trading venues, has long been (e.g. Loss, 1951), and remains a central pillar of financial market regulation. It carries the benefits of generally minimal intervention, although the costs of, and appropriate design for, mandatory disclosure have long been debated.

Recent regulatory reforms also suggest, in some quarters, a degree of scepticism as to the ability of disclosure to address entrenched market failures: the 2002 SOX reforms, for example, are based on more interventionist corporate governance reforms, while in the EU the 2004 MiFID regime favours conduct-shaping, firm-facing requirements to investor-facing disclosure rules. But issuer disclosure, in particular, remains at the very core of capital market regulation; its pre-eminence reflects the Efficient Capital Markets Hypothesis (ECMH) (Fama, 1970), which teaches that market prices reflect all publicly-available information and that, where irrationalities distort the pricing mechanism, they are corrected by arbitrage mechanisms (Shleifer, 2000) and the role of mandatory disclosure in supporting the market efficiency mechanisms which drive the ECMH (Gilson and Kraakmann, 1984 and Coffee, 1984).

Despite, or perhaps because of, the prevalence of issuer-disclosure requirements in practice, the predominantly US debate as to their appropriateness has been multi-faceted and vigorous over the last thirty years. A similar dynamic has occurred with respect to insider dealing, which has been the subject of a lively scholarship on whether insider dealing should be permitted on efficiency grounds, reflecting Manne’s early and provocative argument that insider dealing improves pricing and penalises speculation (Manne, 1966). As with the issuer disclosure debate, this scholarship is somewhat at odds with the prevalence of insider dealing prohibitions worldwide (Bhattacharya and Daouk, 2002). The cycle of disclosure analysis has included cost-driven attacks in the 1960s and 1970s (Benston, 1973 and Stigler, 1963), efficiency-driven support in the 1980s (Coffee, 1984; and Gilson and Kraakman, 1984) and, most recently, law and finance assessments of the impact of disclosure on market development, the link between enforcement and effective disclosure, and the dynamics of regulatory competition (e.g. Choi, 2002).

The rich disclosure debate has thrown up at least one profoundly important issue with relevance for the risks of regulatory design and for the flawed assumptions which regulators can make. Disclosure requirements assume some degree, at least, of investor rationality and competence; the ECMH is based on the collective rational judgement of the marketplace as to the value of an issuer’s securities. This rationality assumption now appears to be significantly flawed. The findings of behavioural finance, and the strong suggestion that investors do not behave rationally when making investment decisions or when assessing disclosure, have been enthusiastically, although sometimes sceptically, embraced by an extensive literature, particularly in the last fifteen years or so (e.g. Bainbridge, 2000; Langevoort, 2002; and Stout, 2003). The ECMH has similarly come under attack based on the evidence of apparently systemic irrationality which is not removed by arbitrage and which can drive inefficient pricing and resource allocation (e.g. F. Black, 1986 and Shleifer, 2000). Weaknesses in the ECMH have been underlined by the market failures exposed by the dotcom collapse and the related series of issuer frauds (e.g. Gordon, 2002) and by the financial crisis (FSA, 2009). Nonetheless, despite its flaws, the ECMH appears to be a reasonably robust explanation for pricing dynamics and a justifiable support for mandatory disclosure (Gilson and Kraakman, 2003).

There is no doubt that the behavioural finance analysis is enormously engaging. But given the resilience of issuer disclosure, its wider market-efficiency significance, and some, at least, consensus, that the ECMH retains a degree of descriptive power, the wider lessons from the behavioural finance movement, perhaps, are those which relate to individual investor decision-making and, in particular, to retail market policy. For it is clear that while it may be safe to assume that rationality is not widespread, regulators, despite the increasing responsibility placed on retail investors, still have very little understanding of why households invest (Campbell, 2006) and how investors make decisions. Reflecting the original and key insight as to bounded rationality (Simon, 1955), investors appear to operate under a fog of misapprehensions, confusion, and biases and have very little understanding of how markets work (e.g. La Blanc and Rachlinksi, 2005). The temptation to rip up the conventional rule-book must be considerable to the beleaguered regulator, particularly given the current policy focus on supporting stronger household market-saving. But the risks, costs, and uncertainties of regulatory intervention all suggest that well-meaning adventures in regulatory design which assume widespread irrationality (such as greater paternalism in the form of exclusionary or restraining strategies) would be risk-laden, particularly given the difficulties behavioural finance faces in building a robust model for decision-making (Arlen, 1998). The sheer range of biases, uncertainty as to the extent to which biases impact on the market, the dynamics of decision-making by different groups of investors and concerning different asset classes, the importance of context, the questionable ability of regulation to respond given bias in law-making, and the evidence that poor incentive alignment, rather than bias, may drive seemingly irrational decisions (Mahoney, 1995) all suggest caution. Investor irrationality may also provide unwarranted support for regulatory intervention at a time of close political attention to the retail markets, and see an increase in the risks of regulatory intervention.

But there are some lessons. At the very least, the behavioural finance assumption that investors are vulnerable endows investor protection arguments with an overdue degree of scholarly respectability given the increasing policy concern to promote household savings and the need for a sharper focus on intermediation/advice risks—issuer disclosure, the capital-raising process, and the related efficiency, and issuer-facing, school of analysis have long been the main concerns of financial market regulation scholarship. Retail investors have been variously examined as beneficiaries of the market efficiency benefits of issuer-facing rules (Easterbrook and Fischel, 1984), a potentially disruptive force (Bradley, 2000), or as fit only to be herded into passive tracker funds (Choi, 2000). The rise of the behavioural finance school, however, has occurred in tandem with a concern to rehabilitate both the retail investor and retail investor protection objectives for regulatory intervention (e.g. Stout, 2002). In practice, the policy implications are, initially at least, rather humdrum, although none the less important for that. It is clear that considerably more resources need to be expended on mass tests on decision-making and on how regulation can support effective decision-making, if the risks and costs of intervention are not to be increased (Mitchell, 2005). Some trends augur well. Although the US SEC has faced repeated criticism for failing to test the assumptions that underpin its rules (e.g. Paredes, 2003), the FSA recently engaged in one of the largest-ever studies of financial literacy (FSA, 2006b), while Canada’s wide-ranging review of securities regulation has been under-pinned by a review into investor decision-making (Deaves, Dine, and Horton, 2006).

Even at EU-level, where empirical analysis has long been a weak point, concern is emerging to underpin regulatory design with evidence on investor behaviour (BME, 2007). At the very least, greater regulatory engagement with behavioural finance and sharper awareness of the decision-making processes of market actors may advert regulators, and particularly those operating in a principles-based environment, to compliance risks, to how incentive risks can be exacerbated, and to those emerging risks which are not captured by regulation. While hindsight provides clear vision, greater engagement with behavioural finance might have adverted regulators more quickly to the incentive risks posed by compensation structures, whether within banks or credit rating agencies, and to the risks of over-reliance on internal risk models, best exemplified by the Basel II capital accord (Basel Committee on Banking Supervision, 2006), exposed by the financial crisis. More broadly, the behavioural finance school provides a necessary counterbalance to the law and economics movement. The law and economics school, which has been strongly associated with financial market regulation over the last thirty years, provides powerful analytical tools and has effectively probed the risks of financial markets, in particular principal–agent incentive risks (e.g. Mahoney, 2004), and when incentives may obviate regulatory intervention (e.g. Easterbrook and Fischel, 1984 and Romano, 1998). But the wider analytical framework has benefited from its extension beyond the assumptions of law and economics as to rational contracting and utility maximisation and from its engagement with the messier observations of behavioural finance.

Finally, the regulatory project is a risky one given the uncertainties concerning the extent to which law can drive strong markets. Untangling the relationship between law/regulation and financial development has become one of the central preoccupations of financial market regulation scholarship over the last decade or so as scholarship has attempted to identify the rules and institutions which drive strong securities markets. The roots of this innovative and provocative scholarship lie in the late 1990s and in the series of groundbreaking studies by financial economists La Porta, Lopez-de-Silanes, Shleifer, and Vishny (LLSV) which considered the relationship between capital market rules and legal origins/families and indicators of economic development and financial sector growth (e.g. La Porta et al., 1997). Their work suggested a positive relationship between law and financial market development (e.g. La Porta et al., 1998). In particular, strong securities markets and lower costs of capital appear to be related to strong investor protection laws (associated with common law systems in particular), particularly those which protect minority shareholders.

If regulation is a magic bullet in that it can drive strong financial market development and has transformative effects, then the case for intervention, despite the risks, receives a powerful fillip: the linkage between law and financial market development has, for example, been relied on by the World Bank (World Bank, 2006). The fortunes of the EU’s massive regulatory regime, which is designed to have transformative effects, in one example, look considerably brighter. But much remains to be done. It remains unclear how markets and laws/regulation are related, whether public or private law matters, and which public laws/rules matter. The LLSV method and the proxies used to quantify the effectiveness of legal regimes have been questioned (e.g. Partnoy, 2000), as has the causal relationship between law and strong markets (e.g. Cheffins, 2001 and Coffee, 2001). A complex interplay of different factors appears, unsurprisingly, to drive financial market development including monitoring by market actors, demand for capital, the absence of oppressive government intervention, the influence of the political majority, the organisation of rent-seeking interest groups, cultural factors, and the prevalence of investor trust (e.g. Coffee, 2007).

Perhaps the clearest lesson from the law and finance scholarship is that efforts expended in regulatory design must be allied to effective supervisory and enforcement strategies, bearing out the intuition that ‘laws/regulation in action’ have stronger effects than ‘laws/regulation on the books’. Recent research has drilled below the impact of ‘laws on the books’ and emphasises the importance of enforcement and so laws in action in driving strong markets (Coffee, 2007; Jackson and Roe, 2008). But the optimum design for enforcement, and, in particular, the relative merits of private and public enforcement, is strongly contested (Jackson, 2007b). Recent studies suggest that private enforcement mechanisms are related to strong financial market development (La Porta, Lopez-de-Silanes, and Shleifer, 2006 and Coffee, 2007), but aggressive private enforcement has also been associated, albeit that this is contested, with the recent weakening in the international position of the US capital market (e.g. Zingales, 2007). The factors which drive effective public enforcement, however, are many and intricate as enforcement outcomes sit atop a superstructure built on a range of factors, including supervisory strategies and resources, deterrent effects, and the style of the supervisor.

The UK FSA, which is certainly underweight by comparison to the US SEC by reference to number of enforcement actions undertaken or size of monetary penalties imposed,7 has not traditionally been an enforcement-led supervisor (FSA, 2007c). The UK’s enforcement matrix, which is built on a risk-based approach to regulation and supervision (J. Black, 2005; Gray and Hamilton, 2006), includes market discipline and is deeply rooted in the features of the UK marketplace (Ferran and Cearns, 2008). But considerably more research is needed into the dynamics of the supervision and enforcement process and into how ‘law in action’ can be most effectively achieved before wider conclusions can be drawn. Careful assessment of the determinants of effective supervision and enforcement is essential to, for example, the redesign of the EU’s networked supervisory and enforcement regime which is currently under way in response to the financial crisis (High-Level Group, 2009), the design of the SEC’s developing mutual recognition regime, which depends heavily on the effectiveness of foreign supervision and enforcement, and to the success of the FSA’s recent embrace of a more aggressive approach to supervision and enforcement through ‘credible deterrence’ and an ‘Intensive Supervisory Model’ (Sants, 2009 and FSA, 2009).

18.3 A MORE FINELY-TUNED TOOLBOX?

The uncertainties attendant on financial market intervention are therefore considerable. But regulatory technology has become more innovative over the years and is now providing new solutions for old problems as well as new solutions for new problems (J. Black, 2005). It is, in particular, increasingly reflecting a decentred approach to regulation and so embracing a range of disciplining techniques beyond regulation, engaging multiple non-state actors (of domestic, regional, and international character, and with industry and public sector roots) in establishing financial market disciplines, and allowing for greater flexibility and efficiency (J. Black, 2001). Given the uncertainties attendant on traditional command and control intervention, recourse to a wider array of tools beyond traditional command and control devices may mitigate the risks of intervention.

Principles-based regulation, given its recent ubiquity and popularity, pre-credit-crunch in any event, provides a useful example. Almost in parallel with the UK FSA’s high-profile and renewed focus on ‘more principles-based regulation’ (FSA, 2007b), and the FSA’s commitment to thinning back the extensive rulebook which has developed, in different incarnations, since the 1980s, the EU embraced a principles-based model for operational investment firm regulation under the 2004 MiFID regime. This reflects an international movement (Ford, 2008 and Cunningham, 2007) which has seen principles-based regulation adopted by, for example, the Dutch and Japanese regulators (AFM, 2007 and FSA of Japan, 2008). Prior to the Northern Rock collapse in the UK, and particularly following the US attention given to the FSA’s articulation of principles-based regulation (Committee on Capital Markets Regulation, 2006), principles-based regulation looked set to become an instrument of international regulatory competition.

The merits of principles-based regulation are potentially significant and include a reduction in the risks of prescriptive standards, support of regulatory flexibility in rapidly innovating financial markets, stronger senior management engagement with regulation, and better regulatory responsiveness (FSA, 2007c; Black, Hopper, and Band, 2007; and J. Black, 2008). It may dilute the core risks of intervention and provide a new way for addressing risks which appear intractable: the FSA has assumed, for example, that outcomes-driven, principles-based regulation may break the cycle of scandal and regulatory reaction which has characterised repeated mis-selling episodes (FSA, 2006c). It has particular benefits in the EU context where the monopoly risks of centralised regulation, following the 1999 adoption of the FSAP, exacerbate the risks of intervention. It may also respond well to the challenge of rapidly-evolving market risks. The FSA’s version of principles-based regulation, in particular, chimes well with the need to deliver effective ‘law in action’. The FSA’s Treating Customers Fairly (TCF) initiative, which forms part of its principles-based strategy, for example, represents a pragmatic attempt to promote stronger firm engagement with retail investor needs and with the outcomes sought by regulation: it employs a range of non-regulatory tools including best practice guides, case studies, management information requirements, and a TCF culture framework.

But effective principles-based regulation demands some considerable nuance of regulators. It operates on a continuum from the rule-design process, and the enrolment of the regulated community through, for example, industry guidance, to the adoption of outcome-based (and not simply thinner or lighter) rules, and on to sophisticated supervision and enforcement. The risks are many and well-documented, including the risk of regulators reverse-engineering into firm practices through guidance and, conversely, of an outsourcing of rule design to the markets, in a time of increased pressure on rules and regulators, without adequate consideration of the risks—and this is aside altogether from the key uncertainty as to whether or not principles-based regulation can support strong markets. The post-Enron debate certainly highlighted, although did not see a consensus on, perceived weakness in principles-based accounting (e.g. Bratton, 2003;Cox, 2003; and Partnoy, 2003), while the failure of Northern Rock in the UK raised questions as to the robustness of the FSA’s approach (House of Commons, 2008), although the FSA remained committed to its outcomes-driven, principles-based approach, despite its struggles under the TCF initiative (FSA, 2007b).

The financial crisis reform process has seen principles-based regulation recede from the regulatory scene amidst concerns that it led to a prejudicially light-touch supervisory style. The 2009 Turner Review (FSA, 2009) has committed the FSA to more intervention in the wholesale securities and banking markets, significantly less reliance on market discipline, and more intrusive supervision. Although it does not focus directly on principles-based regulation, the Review is associated with a withdrawal from principles-based regulation. But the FSA does not appear to have rejected principles-based regulation. While it has acknowledged its limitations, the FSA appears committed to moving from prescriptive rules to a higher level of articulation of what the FSA expects of firms and to deterring ‘box-ticking’ (Sants, 2009). The FSA appears concerned, however, to recharacterise principles-based regulation, with its connotations of lighter touch supervision, as ‘outcomes-based regulation’ and to emphasise that regulation cannot operate on principles alone. But the basic commitment, in terms of regulatory design, to regulatory principles appears to remain in place (e.g. FSA, 2008a). Indeed a wholesale rejection of the principles-based model would be troublesome given that principles may provide a way for capturing the severe complexity risk which the financial crisis has exposed.

Principles-based regulation, and in particular its associations with firm judgement and with industry guidance, has strong resonances with the self-regulation techniques which enrol market actors in the regulatory process and which are a longstanding but disputed feature of the regulatory landscape: large sections of the wholesale markets have long been subject to lighter or no regulation. In some respects, however, financial market regulation in recent years has seen a move away from self-regulation and towards greater centralisation. The regulatory grip on stock exchanges, which were traditionally largely self-governing, has tightened in the wake of the demutualisation movement which took root in the 1990s and the arrival of competition between exchanges and other execution venues, generating a vibrant scholarship on whether exchanges should retain a regulatory role given the systemic risk of incentive mis-alignment between exchange and investor/market interests (e.g. Mahoney, 1997 and Pritchard, 1999).

The financial crisis has exposed the risks which self-regulation and reliance on internal risks models in the wholesale markets can pose (FSA, 2009). But self-regulation remains a key technique for governing the financial markets, and a necessary one given the regulator/market information-asymmetry which will only deepen as markets become ever more complex and as the weaknesses of static rules become clear; self-regulation has not, notably, been entirely rejected by the EU’s financial crisis reforms (High-Level Group, 2009). The ways in which regulators enrol market actors, institutions, and trade associations and their expertise are, however, evolving. The expression of self-regulation through the FSA’s current ‘law-in-action’-based, principles-based strategy is some light-years away from the earlier detailed and complex self-regulatory rules of the Financial Services Act 1986 era, for example. The threat of intervention has also been employed to drive industry responses. In the EU, the controversial 2006–2008 debate on the extension of MiFID’s equity market transparency regime to the debt markets, for example, generated an unusual degree of industry engagement with the retail interest in response to the Commission’s implicit threat to intervene to correct market failures in the retail bond markets, and led, in lieu of regulation, to the adoption by the International Capital Market Association (ICMA) of a standard on retail bond market transparency (ICMA, 2007; European Commission, 2008a).

18.4 INTERNATIONALISATION AND INNOVATION

The jurisdictional context of financial market regulation has changed over the last thirty years. Securities markets began to internationalise from the 1960s with the development of the offshore Euromarkets, the 1971 breakdown of the Bretton Woods exchange-rate system and reflecting an array of other factors including deregulation, an expansion in international trade, developments in portfolio theory, the rise of emerging markets and privatisations (during the 1980s and 1990s in particular), and technological advances (Ferran, 2004). A massive increase in the volume of cross-border business has followed (between 1967 and 1996, for example, the value of bonds issued by non-sovereign issuers on international markets grew from US$5.2 billion to US$708.8 billion, and by 2005 bond issuance had increased to US$13,995 billion—Scott, 2006). Internationalisation has brought with it the related potential for risk transmission, but also the potential for regulatory frictions, competitive advantage in regulation, and a re-orientation of domestically-focused regulation to address the risks and opportunities of internationalisation.

Different models have developed for international engagement. They include domestic efforts to seek competitive advantage and to deepen local markets in applying domestic regulation to foreign actors, although the effects of regulation can change. For example, a premium has been associated with US capital-raising by foreign issuers and with compliance with its stringent regulatory regime (e.g. Coffee, 2002a) which has, traditionally, made limited (although some) concessions to foreign issuers. But this premium appears to have diminished with the costs of SOX compliance (Litvak, 2007) and as issuers have left the US capital market, although causation and the extent of regulation’s impact on issuer withdrawal from the US remains unclear. The apparent relationship between US regulation and the international competitiveness of its financial market reflects the related rich, often fiercely-contested, and still evolving theory on regulatory competition in financial markets (e.g. Jackson, 2001), which, although it has deep roots in the longstanding debate on the dynamics and merits of competition between the states in US corporate law (e.g. Cary, 1974; Romano, 1993; and Roe, 2003), has burgeoned along with internationalisation. It has, for example, considered how choice can be exercised in a regulatory competition (e.g. Fox, 1997; Choi and Guzman, 1998; and Romano, 1998), tested the ‘race to the bottom/race to the top’ conundrum (Jackson and Pan, 2001), grappled with the gradual intensification of EU harmonisation and with the related limitation of Member State competence in the EU over the last thirty years (e.g. Buxbaum and Hopt, 1988; Enriques, 2006), and reflected the ‘law in action’ dynamic and the impact of enforcement on competition (Coffee, 2007).

International engagement is also associated with harmonisation or convergence strategies. International standards can reduce international regulatory frictions and can capture cross-border risks. They are now longstanding and increasingly influential on domestic and transnational regulatory policy—to the extent that a degree of outsourcing of regulatory design appears to be underway as the bodies which produce standards are increasingly enrolled in international but also domestic regulatory frameworks. IOSCO (the International Organisation of Securities Commissions), composed of domestic financial market regulators, is one of the leading actors, established in 1983 as internationalisation intensified and formed from an earlier body established in 1974 as internationalisation began to take root. Its initiatives have traditionally taken the form of non-binding international benchmarks (such as its Objectives and Principles of Securities Regulation (originally adopted in 1998, current version 2008)), although its standards can harden into local rules, as was the case with its 2004 Code of Conduct for Rating Agencies, which was incorporated, somewhat problematically, into the EU regime. The IASB (the International Accounting Standards Board, a private standard-setting body) was established (in a different form) in 1973, again at an early stage of the internationalisation movement, and issues the IAS (International Accounting Standards)/IFRS (International Financial Reporting Standards) accounting standards which are now in widespread use worldwide; they were adopted by the EU as a mandatory reporting standard in 2002. But however helpful they are in easing regulatory frictions and addressing cross-border risks, the legitimacy of standard-setters remains troublesome (Underhill and Zhang, 2003) and is becoming increasingly so as standards are injected directly into domestic regulatory regimes.

Conversely, regulatory diversity and cross-border activity can be accommodated by mutual recognition techniques under which local regimes, in what might be regarded as the zenith of international cooperation, accept the regulation and/or supervision of the foreign actor’s home state, often where standards have previously been harmonised, reflecting the symbiosis between harmonisation and mutual recognition. The complexities and risks of mutual recognition have reached their apotheosis in the EU’s financial market regulation regime. It is based on a highly-sophisticated mutual-recognition model which has become progressively more advanced since the 1970s as financial markets and market finance have become more central to economic growth and households, ensuring the international competitiveness of the EU financial market has become more pressing, market actors have supported integration, political support has intensified, and the EU’s regulatory technology has become more sophisticated (Moloney, 2008). The EU project, which is based on home Member State control of actors’ pan-EU financial market activities in accordance with an extensive harmonised regulatory regime, has seen innovation in international cooperation across a number of dimensions. The cooperation project evolved from equivalence-based harmonisation in the 1970s to minimum harmonisation in the 1980s to full-blown centralised regulation as the 1999–2004 FSAP reforms took place, bringing with them concerns as to monopoly and centralisation risks. Institutional reforms, reflecting intensifying political and market pressure to complete the integrated market over the 1990s, have also been dramatic.

The 2001 Lamfalussy process is based on a recasting of the harmonisation process based on the insight that financial market rules are typically composed of high-level principles and technical rules; under the Lamfalussy process, the EU Commission is empowered to adopt technical rules, advised by a new actor, the Committee of European Securities Regulators (CESR), composed of national regulators. Without a formal legal basis for many, if not most, of its activities, and on the basis of a makeshift accountability model (Moloney, 2007), CESR has employed the Lamfalussy process to stunning effect. Through its own-initiative guidance, operational, and international networking activities it has acquired far-reaching influence over European financial markets. It is also attempting to build a pan-EU ‘supervisory culture’ by fostering ‘supervisory convergence’ in how regulators supervise and enforce rules in practice (e.g. FSA and HM Treasury, 2007). Supervisory convergence moves international engagement from ‘laws on the books’, the longstanding concern of mutual recognition and harmonisation, to ‘laws in action’. But despite its sophistication, the EU project has considerable weaknesses which serve as a warning for wider international engagement. The EU regime is based on a decentralised supervisory model under which regulators apply the same rules but wield different enforcement and supervisory tools and operate in very different enforcement and supervision contexts (e.g. Wymeersch, 2007). On the one hand, this diversity allows for a degree of competition and the generation of efficiencies with respect to ‘laws in action’. On the other, as the financial crisis has made clear, it may threaten the effectiveness of cross-border supervision and risk management (High-Level Group, 2009).

18.5 CONCLUSION

The financial market regulation universe now encompasses actors and products which were not major concerns of regulation some thirty years ago, including hedge funds, alternative trading systems, and complex derivatives. Long-standing actors, including auditors and investment analysts, have posed new risks as incentives have changed and market conditions have evolved. Traditional regulatory boundaries between insurance, banking, and securities activities have blurred as risk has been unbundled and repackaged into highly complex structures, regulatory arbitrage risk has intensified, and segmented/functional regulation has struggled to respond (e.g. Claessens, 2006). While regulatory technology is becoming more sophisticated domestically, regionally, and internationally, financial market risks are increasing as are the risks of intervention, as the Enron-era and the financial crisis, which is still unfolding and deepening at the time of writing, make clear.

Both crises are very different. The Enron-era is associated with the US equity markets and capital-raising, failures in financial disclosure, managerial opportunism and the agency risks of dispersed ownership, and failures in the mechanisms of market efficiency, notably investment analysts. The financial crisis and the related ‘credit crunch’, while now touching almost all aspects of the financial markets, is primarily associated with credit, liquidity, and the interaction between the banking system and the financial markets. Macro-imbalances in levels of funding globally and low-interest rates led to a rapid growth in the supply of leverage and to an aggressive search for yield by investors. In response, rapid financial market innovation led to credit risk from leverage being transmitted into the securities markets and being held by a wide range of actors through complex and innovative securities which repackaged credit risks and were designed to satisfy investor demand for higher yields (FSA, 2009). But the markets proved unable to recycle credit risk efficiently.

A massive mis-pricing of the instruments used to repackage credit risk (notably structured, highly-complex asset-backed securities which securitised or repackaged sub-prime mortgage credit risks), linked to incentive failures and failures of internal risk models, ultimately led, in part because of the complex interconnections which bound together the different actors in the securitised credit market and the scale of this market, to the subsequent seizure of world credit markets as systemic risks escalated. Rating agencies, hedge funds, banks, investment firms, and auditors, as well as regulators and central banks, are among the actors implicated in the crisis. The extent to which regulatory failure is directly implicated, particularly with respect to liquidity, capital adequacy, risk management, and transparency is not yet clear. It appears, however, that regulation has contributed to the massive volatility and systemic instability experienced by global financial markets by reinforcing pro-cyclicality and failing to address the macro-prudential risks to overall systemic stability which arise when major financial institutions act in a similar manner in response to wider economic conditions (e.g. Brunnermeier et al., 2009; High-Level Group, 2009; and FSA, 2009).

By way of conclusion, some very tentative observations might be made concerning the ‘credit crunch’, the Enron era, recent theory and practice, and financial market intervention. Conflict of interest and incentive misalignment risk is persistent and appears to mutate along with market developments and to outpace regulation. Conflict of interest risk and related gatekeeper failure, particularly with respect to auditors and analysts, was a central feature of the Enron era (Coffee, 2002b and 2004). Conflict of interest risk has now been associated with excessive risk-taking by banks and with flawed bank remuneration structures as well as with another gatekeeping failure—this time the failure of rating agencies to assess structured credit risks correctly. Disclosure has, as it was in the Enron era, been shown to be a troublesome technique with investors failing to assess complex products and credit risk accurately. Market discipline has similarly been shown, as it was in the Enron era, to be unreliable (Schwarcz, 2007). The market’s failure to price complex credit risk accurately underlines the behavioural difficulties under which the most sophisticated of market actors labour and in respect of which regulation, already struggling with intensifying complexity and innovation, can do little.

The financial crisis, in particular, has exposed the risks related to the outsourcing of regulation in the form of widespread reliance on internal risk management models and processes (best exemplified by the Basel II regime) and on self regulation, whether of particular actors or of complex markets (notably the over-the-counter (OTC) derivatives markets). The EU’s innovative self-regulatory model for rating agency risk, based on industry compliance with the 2004 IOSCO Code of Conduct and ‘comply or explain’ oversight by CESR, has been an early casualty. Despite initial protestations as to the importance of a light-touch, principles-based approach to reform (McCreevy, 2007), the Commission has proposed that rating agencies be regulated (European Commission, 2008b). International standard-setting has appeared shaky in the wake of the financial crisis, with the Basel II regime and accounting standards associated with the crisis and with exacerbating pro-cyclicality. The empowered retail investor model seems deeply problematic in the face of the volatility unleashed by the crisis, as it did over the Enron era as equity markets plunged. The systemic nature of the ‘credit crunch’, in combination with the experience of the US market post-SOX, also warns against domestically-focused responses.

But the picture is not entirely bleak. The current reform discussions are being framed in an international context and are grappling with the realities of supervisory cooperation in action (e.g. Financial Stability Forum, 2008 and OECD, 2008). The need for financial market regulation to engage with macro-economic policy and with macro-prudential, sector-wide risks has been accepted (FSA, 2009). The burgeoning complexity of financial market risk, the pace of innovation, the blurring of financial sectors and regulatory boundaries, and the need for multi-layered regulatory strategies all reinforce the weaknesses of detailed static regulation and caution against a detailed, rule-based response. These factors also underline the potential of, and necessity for, effective enrolment strategies and flexible, outcomes-driven, principles-based regulation, which have received closer attention in recent years. But, in a significant caveat, these strategies must be allied to a robust and informed ‘law in action’/supervisory strategies; this has, however, been acknowledged by the FSA (FSA, 2008b and 2009). Whether intervention based on the embedding of outcomes can overcome the profound incentive misalignments and intensifying complexity risks to which the financial markets are vulnerable is uncertain. But behavioural finance and the strengthening emphasis on empiricism may provide some answers.

The challenge facing regulation is immense. The last thirty years have shown that the complexities and risks of designing good, or at least not malign, ‘laws on the books’ are considerable. The next thirty years and beyond will expose the much greater challenges posed by ‘law in action’ and by the delivery of sound outcomes in a rapidly evolving, increasingly interconnected, and complexity-prone financial system that is bearing ever more closely on households.

NOTES

1. This chapter addresses the regulation of issuers who seek to raise capital, investors, investment services, and financial market risk. It does not address the particular systemic, liquidity, risk-management, and solvency risks raised by the related banking and credit system which have been the subject of discrete regulation and which became graphically clear during the ‘credit crunch’ (considered in outline in Section 18.5). The ‘credit crunch’ has also shown how closely connected banking and financial market regulation have become. Banking regulation shares many of the risks associated with financial market intervention, although the systemic implications of market and regulatory failure are significantly heightened.

2. Directive 2004/39/EC [2004] OJ L145/1.

3. London’s ‘Big Bang’ is associated with the removal of the separation between brokers acting as agents and dealers acting as principals. It led to a wave of consolidation, the arrival of international (particularly, US) banks, and the growth of the multi-service investment firm and its inherent conflicts of interest risk.

4. Directive 2003/71/EC [2003] OJ L345/64.

5. For an example see the collection of articles in (2007) 105 Michigan Law Review, Vol. 8.

6. FSMA requires the FSA to take into account the international character of financial services and markets and competitiveness: s. 2(3)(e).

7. The statistics are stark, even when normalised to reflect the different size of the two markets. Between 2002 and 2004 there were 25 public enforcement actions by the FSA, compared to 224 by public authorities in the US. Monetary penalties diverged similarly sharply between $326 million in the US and $9 million in the UK (Jackson, 2007b).

REFERENCES

AKERLOF, G. A. (1970) ‘The Market for “Lemons”: Quality Uncertainty and the Market Mechanism’, Quarterly Journal of Economics, 84: 488–500.

ANAND, A. & KLEIN, P. (2005). Inefficiency and Path Dependency in Canada’s Securities and Practice, Oxford: Oxford University Press.

ARLEN, J. (1998). ‘The Future of Behavioural Economic Analysis of Law’, Vanderbilt Law Review, 51: 1765–1788.

AUTORITEIT FINANCIËLE MARKTEN (AFM) (2007). ‘Policy and Priorities for the 2007–2009 Period’. Available at http://www.autoriteitfinancielemarkten.com.

BAINBRIDGE, S. (2000). ‘Mandatory Disclosure: A Behavioural Analysis’, University of Cincinnati Law Review, 68: 1023–1060.

BASEL COMMITTEE ON BANKING SUPERVISION (2006). ‘Basel II: International Convergence of Capital Measurement and Capital Standards’. A Revised Framework: Comprehensive Version.’ Available at: http://www.bis.org/bcbs.

BASEL COMMITTEE ON BANKING SUPERVISION, IOSCO, & IASC (the Joint Forum) (2008). ‘Customer Suitability in the Retail Sale of Financial Products and Services.’ Available at: http://www.bis.org.

BEBCHUK, L. & NEEMAN, Z. (2007). ‘Investor Protection and Interest Group Politics.’ Available at: http://ssrn.com/abstract=1030355.

——& ROE, M. (1999). ‘A Theory of Path Dependency in Corporate Ownership and Governance’, Stanford Law Review, 52: 127–70.

BENTSON, G. (1973). ‘Required Disclosure and the Stock Market: An Evaluation of the Securities Exchange Act 1934’, American Economic Review, 63: 132–55.

BHATTACHARYA, U. & DAOUK, H. (2002). ‘The World Price of Insider Trading’, Journal of Finance, 57: 75–108.

BLACK, B. (2001). ‘The Legal and Institutional Preconditions for Strong Securities Markets’, UCLA Law Review, 48: 781–856.

BLACK, F. (1986). ‘Noise’, Journal of Finance, 41: 529–43.

BLACK, J. (2001). ‘Decentring Regulation: Understanding the Role of Regulation and Self-Regulation in a “Post-Regulatory” World’, Current Legal Problems, 54: 103–47.

——(2002). ‘Mapping the Contours of Contemporary Financial Services Regulation’, Journal of Corporate Law Studies, 2: 253–88.

——(2005). ‘What is Regulatory Innovation’, in J. Black, M. Lodge, and M. Thatcher (eds.), Regulatory Innovation. A Comparative Analysis, Cheltenham: Edward Elgar.

——(2008). ‘Form & Paradoxes of Principles-Based Regulation’, Capital Markets Law Journal, 3: 425–57.

——& NOBLES, R. (1998). ‘Personal Pensions Misselling: The Causes and Lessons of Regulatory Failure’, Modern Law Review, 61: 789–820.

——HOPPER, M., & BAND, C. (2007). ‘Making a Success of Principles-Based Regulation’, Law and Financial Markets Review, 1: 191–206.

BME CONSULTING (2007). ‘The EU Market for Consumer Long-Term Retail Savings Vehicles: Comparative Analysis of Products, Market Structure, Costs, Distribution Systems, and Consumer Savings Patterns.’ Available at: http://ec.europa.eu/internal_market/top_layer/index_24_en.htm.

BRADLEY, C. (2000). ‘Disorderly Conduct and the Ideology of “Fair and Orderly Markets”‘, Journal of Corporation Law, 26: 63–96.

BRATTON, W. (2003). ‘Enron, Sarbanes-Oxley, and Accounting: Rules versus Principles versus Rents’, Villanova Law Review, 48: 1023–1056.

BRUNNERMEIER, M., CROCKET, A., GOODHART, C., PERSAUD, A., & SHIN, H. (2009). ‘The Fundamental Principles of Financial Regulation.’ Geneva Reports on the World Economy 11. Preliminary Conference Draft. ICMB International Center for Monetary and Banking Studies. Available at http://www.cimb.ch.

BUXBAUM, R. & HOPT, K. (1988). Legal Harmonisation and the Business Enterprise, Berlin: de Gruyter.

CAMPBELL, J. (2006). ‘Household Finance’, Journal of Finance, 61: 1553–1604.

CARY, W. L. (1974). ‘Federalism and Corporate Law: Reflections upon Delaware’, Yale Law Journal, 83: 663–705.

CASEY J-P. & LANNOO, K. (2006). The MiFID Revolution, European Capital Markets Institute Policy Brief No. 3, Brussels: European Capital Markets Institute.

CHEFFINS, B. (2001). ‘Does Law Matter: The Separation of Ownership and Control in the United Kingdom’, Journal of Legal Studies, 30: 459–84.

CHOI, S. (2000). ‘Regulating Issuers Not Investors: A Market-Based Proposal’, California Law Review, 88: 279–334.

——(2002). ‘Law, Finance and Path Dependence: Developing Strong Securities Markets’, Texas Law Review, 80: 1657–1728.

——& GUZMAN, A. (1998). ‘Portable Reciprocity: Rethinking the International Reach of Securities Regulation’, Southern California Law Review, 71: 903–52.

CLAESSENS, S. (2006). Current Challenges in Financial Regulation. World Bank Policy Research Working Paper No. 4103. Available at: http://ssrn.com/abstract=953571.

COATES, J. (2001). ‘Private v Political Choice in Securities Regulation: A Political Cost–Benefit Analysis’, Virginia Journal of International Law, 41: 531–82.

COFFEE, J. (1984). ‘Market Failure and the Economic Case for a Mandatory Disclosure System’, Virginia Law Review, 70: 717–54.

——(2001). ‘The Rise of Dispersed Ownership: The Roles of Law and the State in the Separation of Ownership and Control’, Yale Law Journal, 111: 1–82.

——(2002a). ‘Racing Towards the Top? The Impact of Cross-Listings and Stock Market Competition on International Corporate Governance’, Columbia Law Review, 102: 1757–1831.

——(2002b). ‘Understanding Enron: It’s the Gatekeepers, Stupid’, The Business Lawyer, 57: 1403–1420.

——(2004). ‘Gatekeeper Failure and Reform: The Challenge of Fashioning Relevant Reforms’, in G. Ferrarini, K. Hopt, J. Winter, and E. Wymeersch, (eds.), Reforming Company and Takeover Law in Europe, Oxford: Oxford University Press.

——(2007). ‘Law and the Market: The Impact of Enforcement.’ Available at: http://ssrn.com/abstract=967482.

COMMITTEE OF EUROPEAN SECURITIES REGULATORS (CESR) (2007). ‘CESR’s Report on the Supervisory Functioning of the Prospectus Directive and Regulation’ (CESR/07–225). Available at: http://www.cesr-eu.org.

COMMITTEE ON CAPITAL MARKETS REGULATION (2006). ‘Interim Report of the Committee on Capital Markets Regulation.’ Available at: http://www.capmktsreg.org.

——(2008). ‘Quarter 3 2008 Competitiveness Update.’ Available at: http://www.capmktsreg.org.

COX, J. (2003). ‘Reforming the Culture of Financial Reporting: The PCAOB and the Metrics for Accounting Measurements’, Washington University Law Quarterly, 81: 301–28.

CUNNINGHAM, L. (2007). ‘A Prescription to Retire the Rhetoric of Principles-Based Systems in Corporate Law, Securities Regulation, and Accounting.’ Available at: http://ssrn.com/abstract=970646.

DEAVES, R., DINE C., & HORTON W. (2006). ‘How are Investment Decisions Made. Task Force to Modernise Securities Legislation in Canada. Evolving Investor Protection.’ Available at: http://www/tfmsl.ca.

DELMAS-MARSALET, J. (2005). ‘Report on the Marketing of Financial Products.’ Available at: http://www.amf_france.org.

EASTERBROOK, F. & FISCHEL, D. (1984). ‘Mandatory Disclosure and the Protection of Investors’, Virginia Law Review, 70: 669–716.

ENRIQUES, L. (2006). ‘EC Company Law Directives and Regulations: How Trivial Are They’, University of Pennsylvania Journal of International Economic Law, 27: 1–78.

EUROPEAN COMMISSION (1999). ‘Communication on Implementing the Framework for Financial Markets: Action Plan (COM(1999)232) (the FSAP).’ Available at: http://ec.europa.eu.internal_market/finances/actionplan/index_en.htm.

——(2008a). ‘Report on Non-Equities Market Transparency Pursuant to Article 65(1) of Directive 2004/39/EC on Markets in Financial Instruments.’ Available at: http://ec.europa.internal_market/finances/securities/index_en.htm.

——(2008b). ‘Proposal for a Regulatory Framework for Credit Rating Agencies.’ Available at: http://ec.europa.internal_market/finances/securities/index_en.htm.

FAMA, E. (1970). ‘Efficient Capital Markets: A Review of Theory and Empirical Work’, Journal of Finance, 25: 383–417.

FERRAN, E. (2004). Building an EU Securities Market, Cambridge: Cambridge University Press.

——and CEARNS, K. (2008). ‘Non-Enforcement-Led Public Oversight of Financial and Corporate Governance Disclosure and of Auditors’, Journal of Corporate Law Studies, 8: 191–224.

FERRARINI, G. & GUIDICI, P. (2005). Financial Scandals and the Role of Private Enforcement: The Parmalat Case, European Corporate Governance Institute Law Working Paper No. 40/2005. Available at http://ssrn.com/abstract=730403.

FINANCIAL SERVICES AGENCY OF JAPAN (2008). ‘The Principles in the Financial Services Industry.’ Available at: http://www.fsa.go.jp.

FINANCIAL SERVICES AUTHORITY (FSA) (2002). Discussion Paper 15. ‘Investment Research. Conflicts and other Issues.’ Available at: http://fsa.gov.uk.

——(2005). Consumer Research 41. ‘Key Facts Quick Guide: Research Findings.’ Available at: http://fsa.gov.uk.

——(2006a). ‘A Guide to Market Failure Analysis and High Level Cost Benefit Analysis.’ Available at: http://fsa.gov.uk.

——(2006b). Consumer Research 47. ‘Levels of Financial Capability in the UK: Results of a Baseline Survey.’ Available at: http://fsa.gov.uk.

——(2006c). Consultation Paper 06/19. ‘Reforming Conduct of Business Regulation.’ Available at http://fsa.gov.uk.

——(2007a). Discussion Paper 07/1. ‘A Review of Retail Distribution.’ Available at: http://fsa.gov.uk.

——(2007b). ‘Treating Customers Fairly: Measuring Outcomes.’ Available at: http://fsa.gov.uk.

——(2007c). ‘Principles-Based Regulation: Focusing on the Outcomes that Matters.’ Available at: http://fsa.gov.uk.

——(FSA) (2008a). Consultation Paper 08/19. ‘Regulating Retail Banking Conduct of Business.’ Available at: http://fsa.gov.uk.

——(2008b). ‘FSA Supervisory Enhancement Programme’, in response to the Internal Audit on the Supervision of Northern Rock. Available at: http://fsa.gov.uk.

——(2009). ‘The Turner Review. A Regulatory Response to the Global Banking Crisis.’ Available at: http://fsa.gov.uk.

FINANCIAL SERVICES AUTHORITY (FSA) and HM TREASURY (2007). ‘Strengthening the EU Regulatory and Supervisory Framework: A Practical Approach.’ Available at: http://www.hm-treasury.gov.uk.

FINANCIAL STABILITY FORUM (2008). ‘Report of the Financial Stability Forum on Enhancing Market and Institutional Resilience.’ Available at: http://www.bis.org.

FORD, C. (2008). ‘New Governance, Compliance, and Principles-Based Securities Regulation’, American Business Law Journal, 45: 1–60.

FOX, M. (1997). ‘Securities Disclosure in a Globalizing Market: Who Should Regulate Whom’, Michigan Law Review, 95: 2498–2632.

GILSON, R. & KRAAKMAN, R. (1984). ‘The Mechanisms of Market Efficiency’, Virginia Law Review, 70: 549–644.

—— ——(2003). ‘The Mechanisms of Market Efficiency Twenty Years Later: The Hindsight Bias’, Journal of Corporation Law, 28: 715–42.

GLAESER, E., JOHNSON, S., & SHLEIFER, A. (2001). ‘Coase v. the Coasians’, Quarterly Journal of Economics, 116: 853–99.

GORDON, J. (2002). ‘What Enron Means for the Management and Control of the Modern Business Corporation: Some Initial Regulations’, University of Chicago Law Review, 69: 1233–1250.

GOWER, L. (1984). Review of Investor Protection. Report Part I. Cmnd 9125, London: HM Stationery Office.

GRAY, J. & HAMILTON, J. (2006). Implementing Financial Regulation. Chichester: Wiley.

GROUP OF TEN (G10) (2005). Ageing and Pension System Reform: Implications for Financial Markets and Economic Policies. A report prepared at the request of the Deputies of the Group of Ten by an experts group chaired by Ignazio Visco, Central Manager for International Affairs at the Banca d’Italia. Available at: http://www.oecd.org.

HIGH-LEVEL GROUP ON FINANCIAL SUPERVISION IN THE EU. Chaired by Jacques de Larosière (2009). Report. Available at http://ec.europa.eu/internal_market/finances/docs/de_larosiere_report.

HOUSE OF COMMONS, TREASURY COMMITTEE, GREAT BRITAIN (2008). The Run on the Rock. Fifth Report of Session 2007–2008, London: The Stationery Office.

INTERNATIONAL CAPITAL MARKET ASSOCIATION (ICMA) (2007). ‘European Financial Services Industry Standard of Good Practice on Bond Market Transparency for Retail Investors.’ Available at: http://www.icma-group.org.

INTERNATIONAL ORGANISATION OF SECURITIES COMMISSIONS (IOSCO) (2008). ‘Objectives and Principles of Securities Regulation.’ Available at: http://www.iosco.org.

JACKSON, H. (2001). ‘Centralisation, Competition, and Privatisation in Financial Regulation’, Theoretical Inquiries in Law, 2: 649–72.

——(2007a). ‘A System of Selective Substitute Compliance’, Harvard International Law Journal, 48: 105–20.

——(2007b). ‘Variations in the Intensity of Financial Regulation: Preliminary Evidence and Potential Implications’, Yale Journal on Regulation, 24: 253–92.

——& PAN, E. (2001). ‘Regulatory Competition in International Securities Markets: Evidence from Europe in 1999—Part 1’, The Business Lawyer, 56: 653–96.

——& ROE, M. (2008). ‘Public and Private Enforcement of Securities Laws: Resource-Based Evidence.’ Available at http://ssrn.com/abstract=1000086.

LA BLANC, G. & RACHLINSKI, J. (2005). ‘In Praise of Investor Irrationality.’ Available at: http://ssrn.com/abstract=700170.

LA PORTA, R., LOPEZ-DE-SILANES, F., SHLEIFER, A., and VISHNY, R. (1997). ‘Legal Determinants of External Finance’, Journal of Finance, 52: 1131–1150.

—— —— —— ——(1998). ‘Law and Finance’, Journal of Political Economy, 106: 1113–1155.

——LOPEZ-DE-SILANES, F., and SHLEIFER, A. (2006). ‘What Works in Securities Laws’, Journal of Finance, 61: 1–32.

LANGEVOORT, D. (2002). ‘Taming the Animal Spirits of the Stock Markets: A Behavioural Approach to Securities Regulation’, Northwestern University Law Review, 97: 135–88.

——(2006). ‘The SEC as a Lawmaker: Choices about Investor Protection in the Face of Uncertainty’, Washington University Law Quarterly, 84: 1591–1626.

LEVINE, R. & ZERVOS, S. (1998). ‘Stock Markets, Banks and Economic Growth’, American Economic Review, 88: 537–58.

LITVAK, K. (2007). ‘Sarbanes-Oxley and the Cross Listing Premium’, Michigan Law Review, 105: 1857–1898.

LOSS, L. (1951). Securities Regulation (1st edn.), Boston: Little, Brown.

MACEY, J. R. (1994). ‘Administrative Agency Obsolescence and Interest Group Formation: A Case Study of the SEC at Sixty’, Cardozo Law Review, 15: 909–50.

MAHONEY, P. (1995). ‘Is there a Cure for Excessive Trading?’ Virginia Law Review, 81: 713–50.

——(1997). ‘The Exchange as Regulator’, Virginia Law Review, 83: 1453–1500.

——(2004). ‘Manager-Investor Conflicts in Mutual Funds’, Journal of Economic Perspectives, 18: 161–82.

MANNE, H. (1966). Insider Trading and the Stock Market, New York: Free Press.

MCCREEVY, C. (Internal Market Commissioner) (2007). Speech on ‘Financial Stability and the Impact on the Real Economy’ to European Parliament Plenary Session, 5 September 2007. Available at: http://europa.eu/rapid/pressReleasesAction.do.

MCVEA, H. (2004). ‘Research Analysts and Conflicts of Interest—The Financial Services Authority’s Response’, Journal of Corporate Law Studies, 4: 97–116.

MITCHELL, G. (2005). ‘Libertarian Paternalism is an Oxymoron’, Northwestern University Law Review, 99: 1245–1278.

MOLONEY, N. (2007). ‘Innovation and Risk in EC Financial Market Regulation: New Instruments of Financial Market Intervention and the Committee of European Securities Regulators’, European Law Review, 32: 627–63.

——(2008). EC Securities Regulation (2nd edn.), Oxford: Oxford University Press.

ORGANISATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT (OECD) (2008). OECD Financial Markets Committee Calls for Fundamental Reform of Financial Markets. Available at: http://www.oecd.org.

PAREDES, T. (2003). ‘Blinded by the Light: Information Overload and its Consequences for Securities Regulation’, Washington University Law Quarterly, 81: 417–86.

——(2006). ‘On the Decision to Regulate Hedge Funds: The SEC’s Regulatory Philosophy, Style, and Mission.’ Available at: http://ssrn.com/abstract=893190.

PARTNOY, F. (2000). ‘Why Markets Crash and What Law Can Do About It’, University of Pittsburgh Law Review, 61: 741–818.

——(2003). ‘A Revisionist View of Enron and the Sudden Death of “May”‘, Villanova Law Review, 48: 1245–1280.

PRITCHARD, A. (1999). ‘Markets as Monitors: A Proposal to Replace Class Actions with Exchanges as Securities Fraud Enforcers’, Virginia Law Review, 85: 925–1020.

RAMSAY, I. (2006). ‘Consumer Law, Regulatory Capitalism and New Learning in Regulation’, Sydney Law Review, 28: 9–36.

RIBSTEIN, L. (2003). ‘Bubble Laws’, Houston Law Review, 40: 77–98.

ROE, M. (2003). ‘Delaware’s Competition’, Harvard Law Review, 117: 588–646.

ROMANO, R. (1993). The Genius of American Corporate Law, New York: AEI Press.

——(1998). ‘Empowering Investors: A Market Approach to Securities Regulation’, Yale Law Journal, 107: 2359–2430.

——(2005). ‘The Sarbanes-Oxley Act and the Making of Quack Corporate Governance’, Yale Law Journal, 114: 1521–1612.

SANTS, H. (2009). Speech on ‘Delivering Intensive Supervision and Effective Deterrence’, March 12 2009. Available at: http://fsa.gov.uk.

SCHWARCZ, S. (2007). ‘Protecting Financial Markets. Lessons from the Subprime Mortgage Meltdown.’ Available at: http://ssrn.com/abstract=1056241.

——(2008). ‘Systemic Risk.’ Available at: http://ssrn.com/abstract=1008326.

SCOTT, H. (2006). International Finance. Transactions, Policy and Regulation (13th edn.), New York: Foundation Press.

SECURITIES AND EXCHANGE COMMISSION (SEC) (2003). ‘The Implications of the Growth of Hedge Funds.’ Available at: http://www.sec.gov.

SHLEIFER, A. (2000). Inefficient Markets, Oxford: Oxford University Press.

SIMON, H. (1955). ‘A Behavioural Model of Rational Choice’, Quarterly Journal of Economics, 69: 99–118.

STIGLER, G. J. (1963). ‘Public Regulation of the Securities Markets’, Journal of Business, 37: 117–43.

STOUT, L. (2002). ‘The Investor Confidence Game’, Brooklyn Law Review, 68: 407–38.

——(2003). ‘The Mechanisms of Market Efficiency: An Introduction to the New Finance’, Journal of Corporation Law, 28: 635–70.

UNDERHILL, G. & ZHANG, X. (2003). ‘Global Structures and Political Imperatives: In Search of Normative Underpinnings for International Financial Order’, in G. Underhill and X. Zhang (eds.), International Financial Governance Under Stress: Global Structures Versus National Imperatives, Cambridge: Cambridge University Press.

WILLIAMS, T. (2007). ‘Empowerment of Whom and for What? Financial Literacy Education and the New Regulation of Consumer Financial Services’, Law & Policy, 29: 226–56.

WORLD BANK (2006). ‘The Institutional Foundations for Financial Markets.’ Available at: http://worldbank.org.

WYMEERSCH, E. (2007). ‘The Structure of Financial Supervision in Europe: About Single Supervisors, Twin Peaks and Multiple Financial Supervisors’, European Business Organisation Law Review, 8: 237–306.

ZINGALES, L. (2004). ‘The Costs and Benefits of Financial Market Regulation’, European Corporate Governance Institute, Law Working Paper No. 21/2004. Available at: http://ssrn.com/abstract=536682.

——(2007). ‘Is the US Capital Market Losing its Competitive Edge?’ Available at: http://ssrn.com/abstract=1028701.

——(2009). ‘The Future of Securities Regulation.’ Available at http://ssrn.com/abstract=1319648.


CHAPTER 19
PRICING IN NETWORK INDUSTRIES

JANICE HAUGE

DAVID SAPPINGTON

19.1 INTRODUCTION

The design of pricing policies in network industries is a complex and challenging task, particularly when industry conditions change constantly. The purpose of this chapter is to review pricing policies that are commonly employed in two dynamic network industries—telecommunications and electricity.1 We analyse important similarities and differences in pricing policies in these two industries and explore how the policies in both industries have evolved over time in response to changing industry conditions.

In principle, intense competition among industry suppliers might be relied upon to ensure the delivery of high-quality services at low prices in the telecommunications and electricity industries. In practice, though, such competition often is not available at every stage of the production and delivery process in these industries. Massive network infrastructure typically is required to produce and deliver electricity and basic telecommunications services. Consequently, it is often prohibitively costly to have many suppliers operate at each stage of production. When competitive pressures alone are insufficient to ensure the ubiquitous delivery of electricity and basic telecommunications services at affordable prices, price regulation often is employed to pursue this objective.

The details of the price regulation that is implemented in practice vary across countries and over time. We review key elements of recent pricing policies in selected jurisdictions as follows. Section 19.2 describes the central features of the network infrastructure in the telecommunications and electricity industries. Section 19.3 discusses three regulatory policies that are commonly employed in both industries. Section 19.4 reviews the predominant pricing policies in the telecommunications industry. Section 19.5 presents a corresponding review of pricing policies in the electricity industry. Section 19.6 concludes with a comparison of the primary pricing policies in the telecommunications and electricity industries.

19.2 INDUSTRY CONFIGURATIONS

The most appropriate regulatory policy varies with the prevailing industry technology and structure. Figure 19.1 summarises the key elements of the network infrastructure in the telecommunications industry.

The simple telecommunications network illustrated in Figure 19.1 consists of two networks, one operated by Provider 1 and the other operated by Provider 2. Customers C1 and C2 are served directly by Provider 1. Customers C3 and C4 are served directly by Provider 2. Customers C1 and C2 can communicate with each other using only Provider 1’s network, just as customers C3 and C4 can communicate with each other using only Provider 2’s network. However, if customer C1, say, wishes to communicate with customer C3, then the call initiated by customer C1 will be routed to Provider 2’s network by the switch (represented by the small shaded box) in Provider 1’s network. After traversing the facility (often a fibre optic cable) that connects the two networks, the call is directed to customer C3 by the switch in Provider 2’s network.
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Figure 19.1 Network structure in the telecommunications industry
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Figure 19.2 Network structure in the electricity industry

Figure 19.2 provides a corresponding summary of the key elements of the network infrastructure in the electricity industry. The figure depicts two electricity generation companies that supply electricity to the transmission network. The transmission network operator then delivers the electricity to distributors, who in turn provide the electricity to retail suppliers who provide it to end-user customers (designated C1 through C4). Alternatively, the distributor might supply the electricity that it obtains from the transmission network operator directly to end-user customers.2

Figures 19.1 and 19.2 reveal that both the telecommunications and the electricity industries consist of distinct facilities that are often owned and operated by different parties. If the telecommunications and electricity networks are to operate effectively, the interactions among the facilities that comprise the networks must be carefully coordinated. In some instances, market forces can supply the necessary coordination. In other cases, regulation can be valuable in this regard.

19.3 REGULATORY POLICIES

In settings where technological and cost considerations limit the number of firms that can profitably compete in the industry, price regulation can be employed to substitute for the missing discipline of competition.3 Regulation can, for example, implement prices that reflect prevailing production costs, thereby limiting the extra normal profit4 of producers while providing appropriate signals to consumers about the social costs of producing and delivering the regulated services.5 Regulation also can help to attain distributional goals. For example, regulation may mandate particularly low prices for consumers with limited income. Alternatively, regulation may require similar prices for essential retail services throughout a broad geographic region, even though the costs of serving consumers vary widely across the region.

Regulatory policy can also influence industry investment and industry cost structures. Policies like rate of return (ROR) regulation can help industry suppliers to attract the capital that they require for ongoing industry operation. Under ROR regulation, prices are set to generate revenues that match the operating costs of the regulated supplier. These costs include investment costs and a fair return on investment.6 One potential advantage of ROR regulation is that it can help the regulated supplier to attract the capital it requires to build and maintain its infrastructure by ensuring that the supplier will recover and secure a fair return on the requisite capital investment costs. A potential disadvantage of ROR regulation is that it can limit the firm’s incentive to reduce its operating costs. When cost reductions trigger price reductions in order to equate revenues and costs, the regulated firm anticipates little or no financial reward for reducing its operating costs.

In principle, price cap (PC) regulation can provide stronger incentives for cost reduction. Under PC regulation, the prices the regulated firm is permitted to charge for its services are not linked directly to its costs. Instead, authorised prices are linked to such other measures as an index of prices elsewhere in the economy. A common form of PC regulation limits the rate at which the prices charged by the regulated firm can increase, on average, to the economy-wide rate of (retail) price inflation, less an offset. This offset, commonly referred to as the X factor, often is chosen to generate a fair return on investment for the firm, if it operates efficiently.7 To illustrate, if the economy-wide inflation rate is 2% and the X factor is 3%, then the regulated firm must reduce the prices it charges for its regulated services, on average, by 1% annually. Because the specified X factor typically is scheduled to remain in effect for several years (often four or five years), the actual earnings of the regulated firm can diverge significantly from expected earnings. While the potential for such divergence can provide strong incentives for the firm to operate efficiently (in order to reduce its operating costs and thereby increase its profit), it also can produce earnings that are well above or well below expected levels. Extremely high earnings can be problematic for the regulator and extremely low earnings can be problematic for the regulated firm (and perhaps for the regulator as well).

Earnings sharing regulation (sometimes called sliding scale regulation or profit sharing regulation) can deliver substantial incentives for cost reduction while guarding against exceptionally high and exceptionally low levels of earnings. Under a typical earnings sharing (ES) plan, a target rate of return (e.g. 12% in Figure 19.3) is established for the regulated firm. A ‘no sharing’ range of earnings (e.g. earnings that generate rates of return between 10% and 14% in Figure 19.3) is established around the target rate of return. The firm is authorised to keep all earnings that it secures under the prevailing regulatory price structure within the no sharing range, and so ES regulation functions much like PC regulation in this range.8 The two policies differ for higher or lower earnings, however. Incremental earnings above and below the no sharing range of earnings are shared with customers. This sharing can take the form of price reductions when earnings exceed the upper bound of the no sharing range and price increases when earnings fall below the lower bound of the range.9 Under the particular earnings sharing plan illustrated in Figure 19.3, the regulated firm and its customers each receive one-half of incremental earnings when earnings are in the range that, after sharing, secures rates of return between 9% and 10% and between 14% and 16%. This plan also incorporates upper (16%) and lower (9%) bounds on the realised rate of return. Such bounds are common in practice. Under the ES plan in Figure 19.3, all incremental earnings above the earnings that provide a 16% return are awarded entirely to the firm’s customers. Furthermore, if the firm would secure less than a 9% return under the prevailing regulated price structure and earnings sharing arrangement, the regulator would implement price increases to increase earnings to the level of the specified lower bound on the rate of return (9%).

The potential advantages and disadvantages of ES regulation are apparent. ES plans can preclude exceptionally high and exceptionally low profits without eliminating incentives for cost reduction. However, ES regulation can reduce incentives for cost reduction below the levels secured under pure PC regulation with no earnings sharing.
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Figure 19.3 An earnings sharing (ES) regulation plan

Table 19.1 The number of developing and transition countries employing the identified regulatory policy
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ROR regulation, PC regulation, and ES regulation are all employed in practice, both in developing and developed countries. Table 19.1 reports the results of a survey of regulators of network utilities (including electricity, gas, and telecommunications) in developing and transition countries (see Kirkpatrick, Parker, and Zhang, 2004). Regulators from 60 regulatory bodies in 36 countries responded to the survey. PC regulation was employed in 24 (40%) of these countries, ROR regulation was employed in 17 (28%) of the countries, and ES regulation was employed in 7 (12%) of the countries. PC regulation was employed more extensively in telecommunications sectors than in electricity sectors. Of the 21 countries that reported use of either PC regulation or ROR regulation in their telecommunications sector, 16 (76%) employed PC regulation. In contrast, only 7 of the 18 countries (39%) that reported use of these two regulatory policies in their electricity sector employed PC regulation. ROR regulation was employed in the electricity sector in the other 11 (61%) reporting countries.

19.4 PRICING IN THE TELECOMMUNICATIONS INDUSTRY

PC regulation is also employed extensively in the telecommunications sectors of developed countries. Consider, for example, the experience in the United Kingdom. British Telecommunications (BT), the primary supplier of telecommunications services in the UK, was privatised in 1984. The prices that the newly-privatised supplier could charge for its primary domestic telecommunications services between 1984 and 1988 were permitted to increase, on average, each year at the prevailing rate of retail price inflation (RPI), less 3%. Thus, rather than link BT’s prices directly to its realised operating costs during the specified five year period, BT’s prices were linked to retail prices elsewhere in the British economy. The 3% offset (the X factor) reflected the belief that BT could earn a fair return on its investment even if it were required to reduce its real prices (i.e. prices after adjusting for economy-wide inflation) by 3% annually.

BT managed to generate substantial financial returns under this price cap plan. While BT secured a 9.7% return on capital in 1983, its return jumped to 16.7% in 1984 and increased steadily to 22.1% in 1988 (Armstrong, Cowan, and Vickers, 1994: 204–5). In response to these pronounced earnings, the UK regulator, Oftel, increased the X factor from 3% to 4.5% when it revised the price cap plan at its scheduled review in 1988.10 The higher X factor required BT to reduce its average real prices by 4.5% annually between 1989 and 1992. BT also was required to offer a ‘low user’ pricing plan, which allowed customers to secure ongoing access to BT’s network and make a limited number of calls at substantially reduced rates. The low user plan thereby provided extra price protection for retail customers who, perhaps due to limited income, made limited use of BT’s network.

Despite the higher X factor and the mandated low user plan, BT continued to secure substantial earnings (approximately 22% return on capital) during the second phase of the price cap plan. In part due to these high earnings and in conjunction with an expansion of the basket of regulated services, Oftel increased the X factor again in 1991, from 4.5% to 6.25%,11 This increase was imposed as an interim correction associated with a change in the coverage of the price control, before the comprehensive review of the price cap plan that was scheduled for 1992. To the extent that a revision of the plan linked the prices that BT was allowed to charge to its realised costs rather than solely to the prevailing inflation rate, it would have undermined BT’s long-term incentives for efficient operation by demonstrating the limits of regulatory tolerance for high levels of earnings.

At the scheduled review of the price cap plan in 1992, Oftel increased the X factor once again, from 6.25% to 7.5%. Thus, for the four year period between 1993 and 1997, BT was required to reduce its real prices by 7.5% on average. BT also was required to reduce by approximately 32% (from £153 to £99) the one-time charge it imposed on customers for a new connection to the network. In addition, BT’s ability to increase the prices of individual services was restricted. It was not permitted to increase the real price of residential and single-line business basic access (i.e. line rental) service by more than 2% annually.12 BT also was prohibited from increasing the real price of any other regulated service.

These relatively stringent requirements along with increasing industry competition served to reduce BT’s earnings. To illustrate, BT’s return on capital declined from 21.0% in 1992 to 14.6% in 1993. In part because of these reduced earnings, the X factor was reduced from 7.5% to 4.5% during the fourth phase of the price cap plan (1997–2002). During the fifth phase of the plan (2002–2006), Oftel implemented a ‘safeguard cap’ under which the X factor was set equal to the prevailing RPI. Consequently, the average real price of BT’s regulated services was not permitted to increase during the fifth phase of the plan.13 By this time, BT also was required to sell basic network services to its competitors at regulated prices, thereby enhancing the ability of competitors to impose meaningful discipline on BT.

In July of 2006, Ofcom (Oftel’s successor) decided that competitive pressures had increased to the point that most price controls for BT’s retail services were no longer necessary. Consequently, Ofcom ended price cap regulation of BT’s services. BTwas required to continue to offer an affordable low user plan. The Company was also required to offer uniform prices for many retail services throughout most of the country. Thus, in 2006, Ofcom substituted non-discrimination requirements and limited, targeted price controls on a key retail service for the extensive price controls that had been imposed during the preceding twenty-two year period.

PC regulation also has been employed extensively by state regulators in the United States. Table 19.2 reports the number of states that employed PC regulation, ROR regulation, and ES regulation in selected years between 1984 and 2007 to regulate the activities of the primary incumbent supplier of telecommunications services in the state.14

Three elements of Table 19.2 are noteworthy. First, the use of ROR regulation in the US telecommunications industry has declined steadily over the past two decades. Second, although the use of ES regulation was fairly pronounced during the early 1990s, its use had declined substantially by the turn of the century. Third, PC regulation is presently the predominant form of regulation in the US telecommunications sector. However, in recent years, state regulators in the US have begun to replace PC regulation with substantial deregulation of all but the most basic access services, just as Ofcom has done in the UK.

The changes in regulatory policy depicted in Table 19.2 likely reflect the following considerations. Prior to 1984, most telecommunications services were supplied throughout the fifty states in the US by a single entity, AT&T. In 1984, AT&T was severed into eight independent entities: a supplier of primarily long distance (interstate and international) services and seven suppliers of primarily local (intrastate) services. This pronounced structural change in the industry created substantial uncertainty about the capabilities of the seven new suppliers of local services, known as the Regional Bell Operating Companies (RBOCs). This uncertainty made it difficult for state regulators to specify a long-term price structure that would ensure an ongoing fair return on investment for the RBOCs. Consequently, regulators initially implemented ROR regulation, which allows prices to be adjusted on a regular basis to match realised operating costs.

Table 19.2 The number of US state telecommunications regulatory agencies employing the identified regulatory policy
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The rate hearings that are employed to adjust prices under ROR regulation often are costly, contentious, and time consuming, in part due to the need to measure regulated earnings. Regulated earnings can be particularly difficult to measure accurately when the regulated firm operates in both regulated and unregulated sectors of the economy.15 In part to limit costly regulatory hearings, regulators sought alternatives to ROR regulation in the late 1980s and early 1990s to ensure that consumers could benefit in a timely manner from the cost reductions the RBOCs were experiencing. These cost reductions stemmed primarily from the declining prices of computers that are employed extensively throughout modern telecommunications networks. ES regulation provided a convenient and timely means to share the benefits of these input price reductions with consumers automatically, while avoiding exceptionally high or exceptionally low levels of earnings.

Over time, as state regulators acquired a better understanding of the RBOCs’ capabilities, the regulators began to adopt PC regulation. As noted above, PC regulation provides stronger incentives for cost reduction than does ES regulation. Also, because PC regulation does not require the formal measurement of regulated earnings, it can be less costly to implement than ROR. Consequently, as uncertainty about likely earnings diminished and as RBOC operations in unregulated sectors increased, state regulators turned increasingly toward PC regulation.

Competitive forces have intensified in the telecommunications industry in recent years.16 The increased competition has enabled regulators to rely more on market forces and less on regulatory rules to discipline incumbent suppliers of telecommunications services. It is becoming increasingly common for state regulators to regulate only the price of basic access service, and to allow market forces to determine the prices of other retail telecommunications services. In several states (as in the UK), even the price of basic access service is no longer regulated.17

19.4.1 Adapting regulation to the level of competition

PC regulation can be designed to automatically focus regulatory protection on those consumers who receive the least protection from market competition (e.g. small residential customers) while limiting the impact of regulation on consumers who enjoy the benefits of substantial industry competition (e.g. large industrial customers). PC regulation can do so simply by adjusting the manner in which average price changes are calculated.

Recall that PC regulation restricts the rate at which regulated prices can increase, on average. The average price change can be calculated in different ways. When the price change is calculated to weight most heavily the changes that primarily affect customers with few competitive alternatives, regulatory protection can be automatically focused on those customers.

In practice, ‘large’ customers, i.e. those who purchase substantial quantities of regulated products often are relatively profitable to serve. Consequently, industry suppliers often compete vigorously to serve these large customers. In contrast, ‘small’ customers, i.e. those who purchase relatively limited quantities of regulated services, often are not the focus of intense industry competition. Thus, regulation that automatically adjusts to protect small customers as their consumption patterns change often can focus regulatory protection on customers with the fewest competitive alternatives.

To illustrate how regulatory protection can be so focused, consider the following simple example. Suppose that a regulated firm sells two products (A and B) to five customers (numbered 1 through 5). Further, suppose that the expenditures of the five customers on the two products are as specified in Table 19.3.

The first column in Table 19.3 identifies individual customers (numbered 1 through 5) and groups of customers (the four smallest customers or all customers). The second and third columns specify the amount that each customer or customer group spends on products A and B, respectively. The fourth column records the corresponding combined expenditure on products A and B.

Consider a setting where the X factor in the PC regulation plan is set equal to the rate of inflation. Thus, the regulated firm is not permitted to increase the average price that it charges for its regulated products (A and B).18 Suppose that the regulated firm proposes to increase the price of product A by 10% and to reduce the price of product B by 10%. Whether these proposed price changes are permissible under the specified PC regulation plan depends on the manner in which the average price change is calculated.

Table 19.3 Customer expenditures in the example
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For example, suppose initially that the average price change is calculated by weighting the proposed change in the price of product i (for i = A, B) by the fraction of the firm’s total regulated revenue that is derived from the sale of product i to all customers. In this case, the weight on the proposed 10% increase in the price of product A would be [image: Image], the ratio of the expenditure by all customers on product A to the expenditure by all customers on products A and B combined. Similarly, the weight on the proposed 10% decrease in the price of product B would be [image: Image], the ratio of the expenditure by all customers on product B to the expenditure by all customers on products A and B combined. On balance, the calculated average price change using this weighting procedure would be [image: Image]

Now suppose the average price change is calculated by weighting the proposed change in the price of product i by the fraction of the firm’s regulated revenue received from the four smallest customers that is derived from the sale of product i to these customers. In this case, the weight applied to the proposed 10% increase in the price of product A would be [image: Image], the ratio of the expenditure by the four smallest customers on product A to their expenditure on products A and B combined. Similarly, the weight on the proposed 10% decrease in the price of product B would be [image: Image], the ratio of the expenditure by the four smallest customers on product B to their expenditure on products A and B combined. On balance, the calculated average price change using this weighting procedure would be [image: Image]

Notice that these two procedures for calculating the average price change produce very distinct conclusions. When the relative revenue weights reflect the expenditures of all customers, the proposed price changes constitute a (4.6%) reduction in the average price charged by the regulated firm. Consequently, the proposed price changes satisfy the restriction imposed by the PC regulation plan, and so the firm would be permitted to increase the price of the product that is consumed primarily by the small customers. This price increase would be offset by a reduction in the price of the product that is consumed primarily by the large customer. In contrast, the same proposed price changes do not satisfy the PC regulation constraint when the relative revenue weights reflect only the expenditures of the smallest 80% of the firm’s customers. Consequently, the proposed price changes would not be permitted. A 10% reduction in the price of product B admits a much smaller (1.4%)19 increase in the price of product A when the weights employed to calculate the average price change reflect the relative expenditures of the four smallest customers, who primarily purchase product A. Thus, the latter weighting procedure better protects the smallest customers by focusing the protection of PC regulation on the products that these customers purchase most frequently.20

19.4.2 Universal service

As noted at the outset, basic telecommunications service is deemed to be a necessity in many countries. Furthermore, telecommunications services typically exhibit network externalities. In other words, the value that any one customer derives from access to a telecommunications network increases as the number of other customers that can be reached on the network increases. For both these reasons, many governments have implemented policies to promote universal service, i.e. the widespread availability of telecommunications services at affordable prices. Universal service policies can present important challenges, especially in countries where the unit cost of supplying telecommunications service is substantially higher in some geographic regions than in others.

The average cost of supplying telecommunications service to a customer often is higher in sparsely populated, rural regions of a country than it is in densely populated urban regions. Therefore, the goal of securing universal service can be particularly challenging in rural regions of a country. Governments often respond to the challenge by requiring regulated incumbent suppliers to make basic telecommunications services available on similar terms and conditions throughout their operating territories. To illustrate, Telstra, the incumbent supplier of telecommunications services in Australia, operates under such a requirement.

Telstra must offer basic line rental services to residential and charity customers, in non-metropolitan areas, at the same or a lower price and on the same price-related terms as it offers to residential and charity customers in metropolitan areas.

Also,

Telstra must offer basic line rental services to business customers, in non-metropolitan areas, at the same or a lower price and on the same price-related terms as it offers to business customers in metropolitan areas.21

Uniform price mandates of this sort can be readily implemented without jeopardising the financial integrity of an incumbent supplier when the supplier is a monopolist. A uniform price that exceeds the unit cost of production in urban regions but is below the unit cost of production in rural regions can be designed to generate a normal profit for a monopoly producer. The profit that a monopolist secures in urban regions can be employed to offset the losses the supplier incurs in supplying services at below-cost prices in rural regions. This balancing is more difficult to achieve when the incumbent regulated supplier is not a monopolist. A requirement to serve all customers (both rural and urban customers) at the same retail price can invite what is known as ‘cream skimming’ by competing suppliers. Cream skimming arises when a competitor serves only the most profitable customers, leaving the incumbent supplier to serve the less profitable customers.

When an incumbent supplier charges the same retail price for a service in both (low cost) urban regions and (high cost) rural regions, competitors typically will find it profitable to serve the urban regions where the incumbent’s (uniform) price exceeds its unit cost of production. In contrast, competitors will seldom find it profitable to serve the rural regions where the incumbent’s uniform price is below its unit cost of serving rural customers. Consequently, unfettered, intense competition in the presence of a uniform retail price mandate can lead to situations in which competitors primarily serve urban customers and the incumbent supplier is left to serve rural customers at below-cost prices.

Taxes and subsidies often are employed to avoid such untenable situations. It is common, for example, to require all suppliers of telecommunications services to contribute a fraction of the revenues that they derive from retail sales to a universal service fund. This fund is then employed to subsidise the operations of suppliers that serve customers in designated high-cost geographic regions.22 In some countries, universal service also is promoted by subsidising low-income customers directly. The subsidies commonly take the form of discounted prices for the installation of new telephone service and for ongoing basic access to the telecommunications network (e.g. Rosston and Wimmer, 2000; Nuechterlein and Weiser, 2005, chapter 10).

19.4.3 The regulation of wholesale service prices

While substantial competition has been developing among suppliers of retail telecommunications services in many countries in recent years,23 competition in the supply of wholesale telecommunications services is typically more limited.24 Ubiquitous network infrastructure is very costly to provide and so few firms have erected such infrastructure.25 Increasing retail competition and limited wholesale competition have led regulators to shift their focus from the regulation of retail prices to the regulation of access to the networks of incumbent suppliers. This new focus reflects the belief that if multiple vibrant retail suppliers are afforded access to essential wholesale services at low prices, then competition among the retail suppliers may be sufficient to ensure that consumers enjoy high quality retail services at low prices.

The increased retail competition engendered by mandated access to the networks of incumbent suppliers may provide substantial benefits to consumers. However, such access also has at least two potential drawbacks. First, by enabling vigorous competitors, such access can reduce the earnings of incumbent suppliers and render these earnings less predictable. Mandated access can thereby make it more difficult for incumbent suppliers to attract the capital they need to maintain, expand, and enhance their networks.

Second, mandated access at low wholesale prices can limit the incentives of incumbent suppliers to modernise and otherwise enhance their network infrastructure. If competitors are afforded ready access to the expanded capabilities that arise from innovative investment by the incumbent supplier, the incumbent may anticipate little financial return from such investment and so refrain from the innovative activity.

Regulators have weighed these potential drawbacks of mandated access against the benefits of more vibrant retail competition that such access can promote. In many jurisdictions, regulators have decided that the benefits of access to existing network infrastructure outweigh the corresponding costs, and so have mandated such access. This is the case, for example, in Australia, France, Germany, the US, and the UK. Some regulators draw sharp distinctions between access to existing infrastructure and access to new infrastructure. Incumbent suppliers often are required to allow competitors to purchase at regulated prices wholesale services that employ traditional technologies (e.g. copper loops). In contrast, incumbent suppliers often are not required to supply to their retail competitors wholesale services that employ new technologies (e.g. fibre loops to the premises of a customer).

Once a regulator has decided to require an incumbent operator to supply a key wholesale service to its retail competitors, the regulator must specify the price at which the incumbent is required to supply such access. A natural candidate for this price is the incumbent’s realised cost of supplying the access. Such a cost-based price offers at least two advantages. First, the price ensures that the incumbent is reimbursed for the direct costs it incurs in delivering wholesale services to competitors. Second, the price can help to induce retail competitors to make appropriate make-or-buy decisions. When the regulated wholesale price reflects the incumbent’s cost of supplying the wholesale service, a retail competitor will minimise its operating costs if it:

(i) purchases the wholesale service from the incumbent supplier when the incumbent can produce the service at lower cost than the retail competitor;

(ii) produces the wholesale service itself when it can do so at lower cost than the incumbent.

Thus, a cost-based access price can help to ensure that the service is produced by the least cost supplier.26

Cost-based wholesale prices can entail at least two potential drawbacks, though. First, such prices can provide incentives for the incumbent supplier to impede the operations of its retail competitors. This is the case because, although a cost-based wholesale price compensates the incumbent for its direct costs of producing the wholesale service, such a price does not compensate the incumbent for the opportunity cost it incurs when it delivers the wholesale service to rivals. If cost-based access to the incumbent’s wholesale service reduces the rivals’ costs and thereby renders such rivals more formidable competitors, such access can reduce the profit that the incumbent secures in the market place. This profit reduction can be viewed as an opportunity cost of supplying the wholesale service to competitors. When the full unit cost (i.e. the sum of the direct unit cost and the unit opportunity cost) of supplying a wholesale service exceeds the regulated price of the service, an incumbent supplier can increase its profit by reducing its sales of the wholesale service.27 In practice, an incumbent supplier might reduce the demand for a wholesale service by reducing the quality of the service.28 Such quality diminution could be implemented by delaying the delivery or reducing the reliability of the service, for example. In practice, telecommunications regulators have implemented extensive monitoring programmes in an attempt to identify and punish such intentional reductions in the quality of wholesale services delivered to retail rivals (see Wood and Sappington, 2004).

Second, wholesale prices that reflect the realised costs of supplying the wholesale services provide little incentive for the incumbent supplier to reduce these costs. When a cost reduction serves primarily to strengthen competitors by reducing the price that they pay for key inputs, an incumbent supplier will have limited incentive to secure such a cost reduction.

In part to provide incentives for cost reduction, some regulators attempt to set wholesale prices for key network services to reflect the costs the incumbent producer would incur in supplying these services if it operated at minimum cost, using the best available technology.29 Under this pricing procedure, regulators first estimate the minimum feasible cost of delivering the wholesale service in question and then set the price for the wholesale service equal to this estimate of minimum cost. By severing the link between the wholesale price and the incumbent’s realised cost of delivering the wholesale service, this procedure can provide the incumbent with some incentive to reduce its cost of supplying wholesale services.

However, critics argue that in practice, regulators do not have the information required to formulate accurate assessments of the minimum possible cost of delivering key wholesale services. Consequently, the prices that regulators set in practice may be unduly high or unduly low (see, for example, Kahn, Tardiff, and Weisman, 1999). Critics also argue that even if regulators set prices for wholesale services at levels that accurately reflect the minimum cost of supplying the services, such prices will inhibit facilities-based competition. If retail competitors can always buy inputs from the incumbent producer at prices that reflect the minimum possible cost of supplying the inputs, then the competitors will have little or no incentive to produce the inputs themselves (see Pindyck, 2007; Rosston and Noll, 2002; and Nuechterlein and Weiser, 2005: Appendix A).

19.4.4 Inter-carrier compensation charges

As the number of facilities-based suppliers of telecommunications services increases, the prices that these suppliers charge each other to terminate traffic on their networks become increasingly important. To illustrate, a customer of network operator A may wish to call a customer of network operator B. The call in question will originate on supplier A’s network and terminate on supplier B’s network. Supplier B may charge supplier A for the termination service it provides in completing the call. This charge affects supplier A’s cost of serving its customers, and therefore may affect the retail price that supplier A charges to its customers.

In some settings, suppliers may be able to negotiate inter-carrier compensation charges in the absence of any explicit regulation. This can be the case, for example, in a setting where two network operators serve roughly the same number of customers in similar geographic regions and where intra-network and inter-network traffic flows are similar on the two networks. In such a setting, the network operators might agree to a ‘bill and keep’ arrangement, whereby the carriers do not charge each other for the origination and termination services that they supply to one another.30

In other settings, though, the carriers may not naturally set inter-carrier compensation charges that serve the best interests of retail customers. For example, if supplier A serves most of the customers in a country while supplier B serves very few, supplier A might insist on a high charge to terminate traffic on its large, and therefore presumably valuable, network. Such a high charge could force supplier B to charge its customers a high price for telecommunications service, thereby limiting the supplier’s ability to compete effectively.31

Cost-based origination and termination charges are a natural candidate for regulated inter-carrier compensation charges. An input price that reflects the cost of supplying the input sends appropriate signals to potential users of the input about the resource costs of employing the input. In particular, when facing cost-based input prices, a potential user will find it most profitable to employ the mix of inputs that minimises the resource costs of producing its outputs.

However, cost-based intercarrier compensation charges can be problematic for at least three reasons.

(1) Input prices that reflect realised costs provide little incentive to minimise the cost of supplying inputs.

(2) Actual costs often are difficult to measure accurately. The origination and termination of calls each involve different functions (e.g., switching and transport) and different types of costs (including fixed (capacity) costs and variable costs). Furthermore, the cost of originating or terminating a particular call varies with such factors as the point at which the call is transferred from one network to the other and the distance the call travels on each network.32

(3) Cost-based termination charges can erode valued revenue streams. Historically, network operators in some countries have set termination charges well above cost in order to generate a substantial portion of the revenue required to cover operating costs. Setting termination charges at cost could reduce this source of revenue substantially. In principle, a network operator could offset the reduced revenue from termination services with increased revenue from retail services. However, a substantial increase in the prices that a network operator charges to its subscribers could conflict with universal service objectives.

In practice, regulated inter-carrier compensation charges often reflect an attempt to balance cost principles and universal service concerns. In the US, for example, support has arisen for a policy that reduces termination charges toward cost for large network operators while permitting small, rural operators to set termination charges above cost (Rosenberg, Pérez-Chavolla, and Liu, 2006). Such asymmetric termination charges allow the (high cost) small, rural network operators to recover a substantial portion of their costs from the customers of other network operators (through the termination charges collected from these other operators). Consequently, the rural operators can ensure their financial viability while charging relatively low retail prices to their customers.

Inter-carrier compensation policies that set different charges for different types of providers or different technologies can invite strategic behaviour. To illustrate, suppose a local network operator charges a higher termination fee to an inter-exchange (long distance) carrier than to a local network operator. To avoid paying the higher termination fee, the inter-exchange carrier might attempt to establish itself as a local network operator, even if it is not an efficient supplier of local network services and even if it does not supply all of the services that a local network operator typically supplies. Similarly, an inter-carrier compensation policy that sets lower termination charges for certain types of traffic (e.g. voice over Internet protocol) can encourage carriers to find ways to convert traffic to the form that enjoys the lower termination charge before delivering the traffic for termination, even if such conversion increases operating costs (Nuechterlein and Weiser, 2005: chapter 9). Inter-carrier compensation policies that avoid such asymmetries can help to limit the expenditure of socially unproductive resources that serve only to arbitrage regulatory rules.

19.5 PRICING IN THE ELECTRICITY INDUSTRY

Pricing in the electricity industry shares some similarities with pricing in the telecommunications industry but also exhibits many important differences. To understand the key similarities and differences, it is helpful to understand how electricity is produced and delivered to customers. In the simplest of terms, electricity is produced by a generator. After the electricity leaves the generator, it travels to a transmission grid where its voltage and current are reduced. The transition from transmission to distribution occurs at a power substation that releases the power to the distribution grid. The electricity then exits the distribution grid and is distributed to consumers. Figure 19.4 summarises the process.
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Figure 19.4 Main components of the electricity industry

Two elements of the structure of the electricity industry are particularly noteworthy. First, the transmission and distribution sectors are arguably natural monopolies (see, for example, Joskow and Noll, 1999: 1292).33 Therefore, some regulation of these sectors generally is warranted, in part to ensure that generators are not charged exorbitant prices for use of the transmission and distribution facilities. Regulation also may be of value in ensuring appropriate levels of investment in the transmission and distribution sectors. In contrast, competition in electricity generation and supply often is feasible. Therefore, little or no regulation may be necessary in these sectors. Second, for reasons that are explained in more detail below, the electricity network will operate smoothly only if the activities in all components of the network are carefully coordinated. Regulatory oversight sometimes can be valuable in the electricity industry to ensure system coordination.

19.5.1 Pricing in competitive sectors

Because competition often is feasible in the generation sector, the compensation that generators receive for the electricity that they generate frequently can be determined competitively, rather than by direct regulation.34 Competition often takes the following form. Generators specify the quantities of electricity that they are willing to supply at different prices. At the same time, electricity buyers (generally suppliers and sometimes transmission or distribution companies) specify the maximum amount that they are willing to pay for electricity. These supply and demand ‘bids’ for electricity are organised through a spot market (or ‘pool’), which is an auction market that sets a price at regular time intervals (e.g. every half hour). The price set by the pool is the price at which electricity demand and supply are balanced.35

In many cases, the party that administers the pool adds a capacity payment to the base price that buyers who purchase electricity from the pool must pay. The capacity payment increases the price that generators receive above the price established by the auction in the spot market. The increased price increases the financial incentive for generators to supply electricity to the pool. The initial auction price and the capacity payment together determine a pool purchase price. The pool purchase price is the price that generators receive for the electricity that they supply to the pool.

The pool selling price often differs from the pool purchase price. The pool selling price is the price that those purchasing electricity from the pool pay for their electricity. This price is the sum of the pool purchase price and an uplift charge that helps to cover the costs of ensuring a secure and stable transmission system.36

Spot markets balance the demand for electricity with the supply of electricity at each specified point in time. In doing so, spot markets can produce highly volatile prices for electricity as demand and supply fluctuates over time. Electricity differs from many other commodities in that it is very costly to store and so generally must be consumed as it is produced. To limit the volatility of electricity prices, many countries rely upon spot markets for only a small portion (often less than 10%) of electricity transactions.37 Privately-negotiated contracts among generators and transmission and distribution companies account for the majority of electricity transactions. Such contracts typically specify the price at which electricity will be exchanged and thereby may avoid the uncertainty that often arises in spot markets.38

The experience in England and Wales provides a useful illustration of the extent and nature of competition in the electricity industry. Prior to 1990, electricity supplied in England and Wales was generated by the state-owned Central Electricity Generating Board (CEGB). The CEGB delivered the electricity that it generated to twelve distribution companies, each of which was the monopoly provider of electricity distribution in its designated geographic region of operation. In 1990, the CEGB was separated into three generating companies and one (privatised) transmission company. Two of the generating companies were privatised firms: National Power provided 50% of the electricity supplied and PowerGen provided 30%. The third (nuclear) generator remained state-owned and served the remaining demand.39 The generation companies competed to sell electricity to suppliers and directly to other large final consumers of electricity.40 The remaining electricity that was consumed by consumers with more modest demands for electricity was sold to the distribution companies. These companies then sold the electricity to final consumers.41

Several countries, including the UK, Germany, New Zealand, and the US, have successfully introduced competition in the supply of electricity by allowing electricity customers to choose their preferred supplier. The freedom to choose a preferred supplier exerts pressure on suppliers to compete for consumers by offering lower prices and improved service quality. In the countries that have introduced this freedom, large scale customers typically have been granted the right to select their electricity supplier before smaller customers received this right. Currently, large scale customers (if not all customers) are able to choose their electricity suppliers in many countries, and many customers exercise this choice. For example, approximately 11% of residential customers in the UK switched their provider annually during the first three years of being permitted to do so (beginning in 1998) (see Doucet and Littlechild, 2006). As a result, 34% of residential customers were served by the non-incumbent provider by 2002. Of those countries opening their residential markets to competition between 1998 and 2000, the percentage of residential customers who were served by a non-incumbent supplier varied substantially six years later. Only 5% of residential customers in Germany were served by a non-incumbent supplier; the corresponding percentages in Norway and Sweden were 24% and 29%, respectively.

19.5.2 Incentive regulation in network sectors

Effective regulation of the (generally monopolistic) transmission sector can enhance the appeal of operating in—and thus the extent of competition in— the generation sector. Absent regulation, a monopolistic supplier of transmission services would find it optimal to charge relatively high prices to transport electricity to distributors and final customers. Such high prices could reduce profit margins, and thereby discourage competition in the generation sector. Regulation can reduce these prices while facilitating the coordination of network operations.

The appropriate regulation of the transmission sector must reflect the properties of electricity transmission. Recall that electricity is very costly to store and yet must be available to meet varying demands. Further, electricity follows the path of least resistance (based on Kirchhoff’s Laws).42 Therefore, in order to determine how much electricity can be transferred between particular suppliers and buyers at any point in time, one must be aware of all other transactions on the network at that time. Many countries employ a coordinating entity to regulate the transmission sector while promoting competition in generation. The coordinating entity typically matches supply offers and demand bids, and monitors capacity to ensure that all of the electricity that is demanded at reasonable prices will be supplied.

This coordinating entity often is an independent system operator (ISO) that oversees and coordinates transactions on the network, but does not own the network. In this case, the transmission grid typically is owned by the generators that supply electricity to the grid. For example, PJM is a federally regulated, independent regional transmission organisation in the US that manages the largest competitive wholesale electricity market in the world. PJM oversees the electricity grid that serves 13 states and the District of Columbia.43

In some settings, the entity that oversees and coordinates network operations is a vertically integrated generation and transmission company. In such instances, the entity typically is required to separate its generation and transmission activities from its network management operations. Such functional separation helps to ensure that the entity does not favour its own generation or transmission activities over the corresponding activities of other market participants. The Federal Energy Regulatory Commission (FERC) mandates and monitors such separation in the US.44, 45

An ISO incurs substantial costs in coordinating transactions on the transmissions network. These costs include those associated with scheduling generators’ dispatch and ensuring that distributors’ demands for electricity are met at the lowest possible cost. The ISO’s costs also include payments that compensate generators and distributors for unexpected costs due to forecasting errors and for costs associated with correcting network damage (due to lightning strikes, for example). Incentive regulation can provide incentives to ISOs to limit these costs.

The incentive regulation employed in the UK is illustrative. The National Grid Company (the NGC) is the ISO in the UK.46 The NGC incurs costs when it buys and sells electricity in order to ensure a balance between the demand for and the supply of electricity on the network, and when it acts to limit network congestion.47 An earnings sharing (ES) plan governs the NGC’s compensation for performing these network management functions. The ES plan entails the sharing of realised profit above and below a specified target level of profit, as described in Section 19.3. The plan eliminates exceptionally high and low profits while providing some incentives for cost reduction. Stronger financial incentives for cost reduction (as might be provided by a price cap regulation plan, for example) could induce excessive cost-cutting that would jeopardise the reliability and security of the electricity system.

Table 19.4 describes the incentive plan under which the NGC operated in 2005 and 2006. The plan included three options from which the NGC was permitted to choose. Each option included a target level of profit and sharing factors for profit realisations above and below the target profit. Each option also included a maximum and minimum permissible level of profit. The NGC selected Option 2. Under Option 2, the NGC retained 40% of realised profit above the target, and 20% of losses below the target. This plan ensured that the NGC was setting prices sufficient to cover its costs incurred in coordinating supply and demand among generators and distributors, and also that the NGC did not obtain excessive profit from the charges imposed on generators and distributors for its services.

Table 19.4 System operator incentive contracts proposed for 2005–2006

[image: Image]

19.5.3 Regulatory policies to manage congestion and investment

ISOs also attempt to limit network congestion, in part by ensuring that necessary network investment is undertaken. As noted above, congestion occurs in an electricity transmission network when the network cannot physically transport all of the electricity that is demanded. When congestion occurs, higher-cost generation is dispatched in lieu of lower-cost generation that would otherwise be used except for a transmission constraint that prevents it from being employed. Consequently, congestion increases the overall costs of satisfying customer demands for electricity.

To illustrate this point, consider the hypothetical setting in which Generator 1 is a low-cost generator that can supply 50 MWh of electricity at a price of $50/MWh to fulfil City A’s need for 50 MWh of electricity. However, the capacity of the transmission lines between Generator 1 and City A only allows 40 MWh of electricity to be transmitted. To meet the electricity needs of City A, higher-cost Generator 2 must be called to dispatch electricity at a price of $75/MWh (using transmission lines between itself and City A). In this setting, the limited transmission capacity between Generator 1 and City A increased the cost of serving city A by $250 (10 MWh of electricity costing $25 more per MWh).

A regulator can create appropriate incentives to limit congestion by charging a transmission company for the costs of the congestion that it creates or allows. When the transmission company faces such congestion charges, it will have a financial incentive to expand the network in order to reduce congestion if and only if the associated investment cost is less than the costs imposed by congestion (see Laffont and Tirole, 1993 and Leautier, 2000).50

Congestion costs can be substantial in practice. Figure 19.5 provides estimates of the costs incurred in the state of New York (in the US) between 2002 and 2006.

The higher costs in the downstate region of New York (which includes New York City) reflect in part the higher population in the region. The reduction in congestion costs in this region in 2006 reflect the installation of substantial new network capacity in New York City, and the use of a more detailed network dispatch model that allowed better utilisation of the transmission system.
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Figure 19.5 The costs of congestion in New York state, 2002–200651

Like the transmission operator, distribution companies must undertake a substantial amount of network expansion and maintenance to meet the ever-increasing demand for electricity and to ensure high-quality service. Although electricity distribution companies face increasing competition in many countries (often from generators that deliver electricity directly to end-users), wholesale price regulation is warranted in settings where the competition presently is limited. Such regulation is imposed, for example, on the electricity distribution companies in the UK. These companies, known as distribution network operators (DNOs), transport electricity from the transmission provider to end-user customers in specific geographic areas. The prices that the DNOs charge to suppliers and end-users are governed by price cap (PC) regulation. Because it does not entail the sharing of earnings, PC regulation provides stronger incentives for cost reduction than does the ES plan under which the NGC operates. These stronger incentives are deemed to be appropriate in part because the cost-cutting measures that distribution companies might undertake often have limited impact on system stability (since the distribution companies do not control the transmission grid). The X factors in the PC plans for the DNOs and, thus, allowed prices are derived by comparing the operating costs of the DNOs, each DNO’s current asset value, and forecasts of future expenditures needed to provide the levels of quality and service mandated by OFGEM. OFGEM sets the X factors to allow an efficient DNO an expected return on (regulatory) asset value equal to its cost of capital. In 2004, the X was set at zero for all of the DNOs. Thus, prices were permitted to increase at the rate of retail price inflation (Joskow, 2006: 39).52

OFGEM also oversees the capital investments of the DNOs to ensure that adequate, but not excessive, investment is undertaken to meet present and future demand for electricity. To limit excessive investment, OFGEM provides financial rewards to DNOs that are able to operate with less capital investment than is initially estimated to be necessary (see Joskow, 2006 and Jamasb and Pollitt, 2007). To ensure that incentives for reduced capital expenditures do not jeopardise the reliability of the UK electricity network53 OFGEM has implemented a system of financial penalties and rewards for the DNOs and for the NGC that reflect their performance in limiting reductions in electricity supply due to network and supply failures. Table 19.5 illustrates the key elements of the plan for selected DNOs.

The first column in Table 19.5 identifies the relevant DNO. The second column in the table lists the starting position for each of the companies. The starting position for a company reflects the percentage of its customers that experienced a short interruption in their electricity service (i.e. an interruption of less than three minutes) on average each year between 1995/96 and 1999/2000. The third column in the table reflects the corresponding target performance for each company in 2004/2005. This target performance reflects in part the interruption rate that the company experienced in 2002 and in part the interruption rates experienced by other DNOs. The fourth column in Table 19.5 specifies the incentive rate, which is the rate at which the relevant DNO’s revenue (based on 2000/2001 prices) increased or decreased as its achieved performance exceeded or fell short of its target performance.54 The last column of Table 19.5 records the maximum increase or decrease in the DNO’s revenue due to the plan.

19.5.4 Environmental considerations55

Environmental concerns also influence regulatory policy in the electricity industry. The generation of electricity requires the use of substantial amounts of natural resources, including fossil fuel, geothermal energy, wind, sun, and/or water. Furthermore, electricity generation often produces emissions that can damage the environment. For example, when fossil fuel is burned to generate electricity, sulphur dioxide, nitrogen oxides, and carbon dioxide are released into the atmosphere (if they are not captured by pollution control equipment, such as scrubbers). If generating companies are not required to pay for the damages caused by these emissions, the companies are unlikely to take into account the full social costs of the emissions (including damage to crops, health, and aesthetics) when they determine how much electricity to produce. These additional effects of production are referred to as externalities.57

Table 19.5 Incentive plan to limit supply interruptions56
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When the price that generators receive for the electricity that they supply is regulated, regulators can encourage generators to limit emissions (and the associated externalities) by compensating them for the costs that they incur to limit the emission of harmful pollutants. For example, suppose that it costs $70/MWh to generate electricity when scrubbers are not employed to reduce emissions. Further suppose that it costs $80/MWh to generate the same amount of electricity when scrubbers are employed to eliminate harmful emissions. A regulator can induce generators to incur the extra cost required to eliminate harmful emissions by increasing by $10/MWh the price that the generators receive for the electricity that they produce using scrubbers.

Tradable pollution permit policies constitute an alternative, market-based approach to controlling externalities. Under such a policy, the aggregate amount of pollution that the industry can emit annually is specified initially. Pollution permits that reflect the determined limit on emissions are then distributed to industry participants. For example, one tradable carbon permit allows the owner of the permit generally to emit one metric ton of carbon. Permits may be distributed to companies based on historical patterns of emissions, or they may be auctioned (see Cramton and Kerr, 2002). Under a tradable permit programme, the companies that are able to reduce emissions at the lowest cost will do so and will sell their pollution permits to companies that find it more costly to reduce emissions. The industry costs of achieving the specified maximum level of emissions can be minimised through such a process.

Regulatory policies that encourage low retail prices can exacerbate environmental concerns by encouraging electricity consumption. Demand side management (DSM) programmes are designed to encourage customers to reduce electricity consumption, even when the retail price of electricity is relatively low. Reduced electricity consumption can provide several benefits. In particular, reduced consumption decreases pollution because less coal and natural gas (which produce emissions) need to be burned. Reduced consumption also helps to conserve limited natural resources, such as coal, oil, and water. Additionally, decreasing consumption may help to improve the reliability of the electricity system and help to limit the partial or full reductions in the electricity supply that can occur when the demand for electricity exceeds its supply. Finally, limited consumption can reduce the cost of producing electricity by reducing peak-period usage and thereby limiting the need to secure electricity from the highest-cost sources.

DSM programmes encourage reduced energy consumption in many different ways. For example, DSM programmes can inform customers about the cost savings that they can realise by constructing energy-efficient buildings and employing energy-efficient equipment. DSM programmes also encourage participants to reduce electricity consumption during periods of peak electricity demand. They may do so, for example, through load cycling programmes.58 Under such programmes, the electricity supply company installs a programmable thermostat in the resident’s home. The company then adjusts the settings on the thermostat during periods of peak electricity demand. For example, the company might increase by as much as four degrees the temperature that the central air conditioning unit maintains in the home during periods of peak electricity demand. Load cycling programmes benefit consumers both by reducing their electricity bills and by limiting the number and severity of electricity outages that they experience.

Time-of-day pricing of electricity can encourage customers to shift their consumption of electricity from periods of peak demand to periods of off-peak demand. Under a time-of-day pricing programme, the prices that customers face for electricity are lower during off-peak periods than during peak periods. To implement time-of-day pricing programmes, meters must be installed that record the time at which a customer consumes electricity. Customers often are required to pay a fee to participate in a time-of-day pricing programme, in part to offset the cost of this meter. Despite this monthly charge, many customers who participate in time-of-day programmes realise lower electricity bills. Furthermore, such programmes reduce the overall costs of generating a given level of electricity by reducing the fraction of the electricity that is generated by the relatively costly generators that are called upon to produce electricity only during periods of peak demand.

Alliant Energy offers a time-of-day residential pricing plan in the state of Iowa in the US. Under this plan, off-peak electricity use (defined as use between 8: 00 pm and 7: 00 am on weekdays and all weekend) is billed at a 50% discount. In contrast, peak electricity use is billed at a 40% premium. There is no charge for meter installation. However, customers pay a $3.35 monthly fee for use of the meter.59

Although customers that participate in time-of-day pricing plans often experience a reduction in their electricity bills, such reductions are not guaranteed. To illustrate, Puget Sound Energy (in the state of Washington in the US) had enrolled 240,000 customers in its new time-of-day pricing plan by June 2001. During the peak hours of 10: 00 am–5: 00 pm on weekdays, customers enrolled in the plan faced the same price for electricity (5.8¢/kWh) that customers who were not enrolled in the plan faced at all times. During other (off-peak) hours, customers in the plan paid only 4.8¢/kWh. During the first year of the plan’s operation, customers in the plan reduced their consumption of electricity during peak periods by approximately 5% on average, and typically experienced lower electricity bills. In the second year of the plan, Puget Sound Energy instituted a $1 monthly charge to recoup metering costs. This charge offset customer savings so that by the fall of 2002, 90% of customers were paying more under the time-of-day plan than they would have paid had they continued to purchase under the original flat-rate plan (Federal Energy Regulatory Commission, 2006).

Energy conservation also can be encouraged by programmes that reimburse customers for a portion of their expenditures on energy-saving devices. In the United States, 21 states provide tax incentives for energy conservation and the federal government provides three additional incentive programmes.60 To illustrate, Hawaii provides state income tax credits for the installation of solar water heating systems. The tax credits can be for as much as 35% of the installation cost, subject to specified limits. Similarly, residents of Arizona can earn tax rebates equal to 5% of the cost of energy efficient appliances (up to $5,000).

While DSM programmes can reduce customers’ electricity bills, the programmes also can reduce the profit of electricity suppliers. DSM programmes can be costly for suppliers to implement. For example, Colorado Springs Utilities must bear the cost of installing new thermostats at customers’ residences in order to implement its load cycling programme. DSM programmes also can reduce the revenue of electricity suppliers by reducing electricity consumption. For these reasons, it is often deemed necessary to closely monitor company compliance with DSM programmes. Financial incentives for company participation in DSM programmes may be provided in some instances. For example, an electricity supply company might be paid a bonus if a specified fraction of its customers enrol in a DSM programme. Alternatively or in addition, the company might be permitted to recover its costs of implementing a DSM programme directly from its customers in the form of higher prices for electricity. In this case, customers that do not participate in the programme nevertheless pay for a portion of the costs of the programme. Additionally, the supplier might be permitted to increase the price of electricity that it charges to end-users to offset the revenue reduction that arises when customers consume less electricity.

In addition to encouraging reduced consumption of electricity, regulators in some countries adopt policies that encourage increased reliance on renewable energy sources such as wind power, solar power, hydropower, geothermal power, and various forms of biomass.61 The UK, for example, has implemented the Renewables Obligation, which requires generators to procure a specified amount of power from a renewable source (2.6% of their electricity generated in 2006–2007).62 Under the policy, a generator receives a Renewables Obligations Certificate (ROC) for each megawatt hour of electricity that it generates from a renewable resource.63 Generators meet their obligations by generating enough energy from renewable resources to accumulate the required number of ROCs. If a generator does not have enough ROCs to meet its obligations, the generator must make a financial contribution to a fund. The money paid into the fund is distributed to the suppliers that have generated the required amount of energy from renewable resources. In essence, the programme requires suppliers to either employ the mandated level of renewable resources or pay a penalty for failing to do so.64

19.6 CONCLUSION

As the discussion in Sections 19.4 and 19.5 emphasises, pricing policies in the telecommunications and electricity industries reflect both the level of industry competition and the prevailing industry structure. In both industries, competitive pressures vary at different stages of the production process and for different types of customers. Competition among industry suppliers often is most intense for the largest (business) customers. Consequently, regulatory protection often is focused on the smaller (residential) customers. In the electricity industry, substantial competition among generators facilitates limited regulatory control of the prices that generators receive for the electricity that they produce. In contrast, regulation typically restricts the prices that (often monopolistic) electricity transmission companies charge for their services. In the telecommunications industry, increasing competition among retail suppliers (especially to serve large customers) has permitted relaxed regulatory controls on retail prices. Regulatory oversight is often focused on the prices that network owners charge for key wholesale services sold to industry competitors.

Coordination among suppliers is crucial in both the telecommunications and electricity industries. The requisite coordination in the telecommunications industry focuses on ensuring that all customers can communicate with one another, regardless of the particular network to which they subscribe. Such ubiquitous communication is facilitated by specifying the obligation that each network operator has: (i) to allow other suppliers of telecommunications services to use key elements of its network; and (ii) to accept and terminate calls that originate on different networks. Coordination in the electricity industry requires additional ongoing oversight. The demand and supply of electricity must constantly be balanced. This balancing is often ensured by an independent system operator.

Given the ongoing need to balance the demand and supply of electricity and given the large variation in demand that is common (as temperatures fluctuate widely, for example), prices tend to be more volatile in the electricity industry than in the telecommunications industry. The most pronounced variation tends to be in the prices that generators receive for the electricity that they supply to the pool. Regulatory policy often limits the variation in the prices that retail customers pay for electricity. The long-term contracts that generators negotiate with suppliers and large retail customers help to limit the price variation that generators experience.

The marginal cost of production tends to increase more rapidly as demand increases in the electricity industry than in telecommunications. The typical wireline telecommunications network has ample capacity to serve all calls that are placed on the network. Consequently, the marginal cost of supplying telecommunications service tends to be fairly uniform and fairly low. In contrast, the marginal cost of supplying electricity during periods of peak demand can be much larger than the corresponding marginal cost during off-peak periods. The higher cost during peak periods reflects in part the higher costs incurred by the less efficient generators that typically are called upon when the demand for electricity is most pronounced.

To limit the extent to which these high costs of electricity supply are incurred, retail prices for electricity can be elevated during periods of peak demand in order to reduce electricity consumption during these periods. Demand side management programmes also can be implemented to reduce electricity consumption during both peak and off-peak periods. Such reduced consumption has the added benefit of reducing the environmental externalities (e.g. air pollution) that arise from the production of electricity.

The pricing policies that are presently employed in the telecommunications and electricity industries offer advantages relative to traditional rate of return regulation. For example, by severing the link between authorised prices and realised production costs, price cap regulation can provide strong incentives for cost reduction and innovation. Price cap regulation also can afford incumbent suppliers considerable flexibility to respond to emerging competitive pressures. Like all regulatory plans though, price cap regulation is not without its drawbacks. Price cap regulation can admit considerable variation in earnings and thereby increase the regulated supplier’s cost of capital, and discourage investment. Price cap regulation also can promote reduced service quality.

No regulatory plan is perfect. Each form of regulation has advantages and disadvantages. The best regulatory plan varies with industry conditions and evolves over time as industry conditions change (e.g. as industry competition increases). Industry participants are always searching for superior forms of regulation. For instance, some advise encouraging industry participants to negotiate mutually acceptable rules and regulations, while limiting the extent to which regulators design and impose the rules unilaterally. One potential advantage of such ‘negotiated settlement’ is that it empowers industry participants to employ their privileged knowledge of their capabilities and preferences to fashion rules and regulations that best serve the needs of all parties. Negotiated settlement also may facilitate creative compromises across multiple dimensions of industry activity (e.g., prices, service quality, and environmental protection) in part by loosening the constraints imposed by cumbersome procedural rules.65 Of course, negotiated settlement has the potential to harm relevant parties (e.g., future generations of consumers), that are not adequately represented in the negotiation process. Thus, as is the case with all forms of regulation, negotiated settlement offers potential advantages and disadvantages. The art of continually tailoring regulatory policy to changing industry conditions remains a work in progress.

We are grateful to Sanford Berg, Tatiana Borisova, Marc Bourreau, Martin Cave, Pinar Dogan, Lynne Holt, Ted Kury, and Mark Jamison for very helpful comments and assistance.

NOTES

1. For example, see Byatt (1997), Garrido (2002), Wang, Smith, and Byrne, (2004), and Montginoul (2007), for complementary discussions of pricing policies in the water industry.

2. With the traditional, vertically-integrated utilities, all four of these functions might be performed by the same entity. We will consider markets where these entities have, or will be, divested.

3. As Alfred Kahn (1970: 17) notes, ‘the single most widely accepted rule for the governance of regulated industries is to regulate them in such a way as to produce the same result as would be produced by effective competition, if it were feasible.’

4. Normal profit is the minimum amount of profit required to induce a supplier to operate in the industry on an ongoing basis. Extra normal profit is profit in excess of normal profit.

5. Prices that reflect marginal costs of production can encourage consumers to make appropriate consumption choices by requiring them to pay the incremental cost of providing the consumption in question. However, in settings where unit production costs decline as output increases, production costs exceed the revenue derived from marginal cost prices. Therefore, prices often must be increased above marginal cost in order to ensure the viability of industry producers. Consumer surplus (the difference between the value that consumers derive from their consumption of services and what they pay for the services) is maximised when prices are raised furthest above marginal cost on those services for which consumer demand is least sensitive to variations in the price of the service (Baumol and Bradford, 1970).

6. A fair return on investment can be viewed as the minimum return required to attract capital on an ongoing basis, given that the regulated firm is operating at minimum cost.

7. In practice, different X factors often are applied to different groups of the regulated firm’s services. To illustrate, price cap regulation was applied to four baskets of services in Germany between 2002 and 2004. These baskets and the corresponding X factors were: network access services (X = -1); local calls (X = 5); long distance calls (X = 2); and international calls (X = 1) (OECD, 2004b: 20). By setting distinct X factors for different baskets of services, a regulator can alter the average prices at which different groups of services are sold, while allowing the regulated firm considerable discretion in setting individual service prices.

8. The prevailing prices might be dictated by a PC regulation plan, for example, so that prices might be permitted to increase, on average, at the rate of inflation less an offset, as long as the resulting earnings fall within the no sharing range of earnings.

9. Earnings above the upper bound of the no sharing range also can be shared with customers in the form of direct cash payments or rebates on monthly bills. These earnings also can be employed to finance network expansion (perhaps into regions that are relatively unprofitable to serve) or to finance network modernisation or other means of improving service quality.

10. Oftel denotes the Office of Telecommunications, the chief regulator of telecommunications services in the UK between 1984 and 2006. In 2006, Oftel was replaced by Ofcom, the Office of Communications.

11. International calls were added to the basket of BT’s regulated services in 1991. The prices of international calls were declining at this time due to increasing competition from other suppliers. The declining prices of international calls made it easier for BT to comply with its new mandate to reduce real prices, on average, by 6.25% annually.

12. This restriction also had been imposed during the second phase of the price cap plan, from 1989–1992.

13. The annual rate of retail price inflation varied between 1.7% and 3.0% during this period (National Statistics Online, 2007).

14. The statistics reported in Table 19.2 are drawn from Sappington (2002) and Pérez-Chavolla (2007).

15. When a firm operates in both regulated and unregulated sectors and when its earnings in the regulated sector are explicitly limited, the firm will have an incentive to overstate the costs it incurs supplying regulated services, perhaps by understating the costs it incurs supplying unregulated services. Overstatement of regulated costs can reduce measured earnings from regulated operations and thereby promote the conclusion that prevailing earnings do not exceed the stipulated ceiling on earnings (e.g. Braeutigam and Panzar, 1993).

16. The Telecommunications Act of 1996 (Pub. L. No. 104–104, 110 Stat. 56 (codified at 47 U.S.C. §§ 151 et seq.) opened nearly all US telecommunications markets to competition.

17. This is the case in Nebraska, for example. Basic local service rates were deregulated in 1987, when the Nebraska Public Service Commission announced that it would only investigate proposed rate increases for basic local service if these increases exceeded 10% in any year or if more than 2% of the telephone company’s customers signed a formal petition requesting regulatory intervention (Mueller, 1993).

18. Recall that this restriction was imposed on British Telecom between 2002 and 2006.

19. [image: Image]

20. Oftel introduced this weighting procedure in the PC regulation plan that it imposed on British Telecom in 1997. The procedure employed the expenditures of the smallest 80% of BT’s customers rather than all of BT’s customers.

21. Telstra Carrier Charges—Price Control Arrangements, Notification and Disallowance Determination No. 1 of 2005 (Amendment No. 1 of 2006), §19A(1),(2). In the United States, §254(b)(3) of the Telecommunications Act of 1996 states that ‘Consumers in all regions of the Nation, including low-income consumers and those in rural, insular, and high cost areas, should have access to telecommunications and information services … that are reasonably comparable to those services provided in urban regions and that are available at rates that are reasonably comparable to rates charged for similar services in urban areas.’

22. In Germany, suppliers with less than a 4% share of the relevant market are not required to help finance relevant universal service costs (OECD, 2004b: 36).

23. The extent to which wireless telecommunications services are a substitute for (and thus impose competitive discipline on suppliers of) wireline telecommunications services is a matter of considerable debate. Many customers purchase both wireline and wireless telecommunications services, although an increasing number of customers are choosing to subscribe only to a supplier of wireless services.

24. Wholesale telecommunications services are services that other suppliers of telecommunications services employ to serve their customers.

25. Some suppliers of cable television services have fairly ubiquitous network infrastructures that can be employed to deliver traditional telephone service. The capabilities and geographic coverage of these network infrastructures vary significantly across countries.

26. The imposition of a uniform access price in all geographic regions that reflects the average cost of supplying the relevant access service across the regions can help to limit cream skimming in a setting where the incumbent is required to charge a uniform price for a key retail service. As the Organisation for Economic Co-operation and Development (OECD) reports, such geographic averaging is common in regulated telecommunications sectors throughout the world:

‘Consistent with geographically-averaged end-user prices, the regulated tariffs for unbundled local loops are usually geographically averaged…. In fact… access prices are usually geographically averaged even in those countries which claim that they are using a “cost-based” or “cost-oriented” approach to [pricing wholesale services] … Australia is one of the few countries with geographically-averaged tariffs for end-users, but geographically de-averaged prices for [local loops].’ (OECD, 2004a: 135)

27. In part for this reason, some recommend access prices that reflect the efficient component pricing rule. This rule requires a wholesale price to reflect the full costs of supplying the wholesale service. See Baumol, Ordover, and Willig (1997), for example.

28. An intentional reduction in the quality of wholesale services is often referred to as ‘sabotage’. See Mandy (2000), for example.

29. This approach is employed in Australia, France, Germany, the US, and the UK, for example.

30. See DeGraba (2003) and Nuechterlein and Weiser (2005: chapter 9), for example, for discussions of bill and keep policies. Bill and keep is the essence of the peering arrangements that govern the interactions between the large Internet backbone providers (Nuechterlein and Weiser, 2005: chapter 4).

31. Even symmetric suppliers might benefit from charging each other a high reciprocal fee to terminate traffic. The high fee increases the cost that a supplier incurs when its customers make additional calls to customers on other networks, and so can reduce the supplier’s incentive to reduce the retail price that it charges for calls. This reduced incentive, in turn, can lead to higher retail prices and lower levels of consumer welfare, as Armstrong (1998) and Laffont, Rey, and Tirole (1998a, 1998b) demonstrate in a setting where suppliers charge linear prices to their customers. Dessein (2003) shows that competing network operators will not necessarily benefit from high reciprocal termination charges when they set nonlinear tariffs for their retail services.

32. A bill and keep policy avoids the practical difficulties associated with measuring costs accurately by not requiring any inter-carrier payment for the origination or termination of traffic.

33. A natural monopoly exists when total production costs would increase if two or more firms, rather than just one firm, produced the good or service in question.

34. The independent operation of multiple generators does not ensure a competitive supply of electricity. Large generators may be able to increase the market price for electricity by, for example, withholding supply during periods of peak demand. See Joskow and Kahn (2002) and Borenstein and Bushnell (1999), for example.

35. Markets can be differentiated by time period. For example, companies purchase electricity for delivery the following day in day ahead markets. Companies can purchase electricity for delivery in the next hour in real time markets.

36. More specifically, uplift charges cover forecasting errors, small plant adjustments, and ancillary services required to ensure security and stability of the transmission system. Security refers to the ability to respond to disturbances in the system, such as loss of a generator or a lightning strike. Stability refers to ensuring sufficient facilities exist to meet demand.

37. Rosellon (2003) reports that less than 10% of energy transactions are spot-market transactions. Most transactions occur via contract. These contracts can govern the sale of electricity over very short or very long periods of time. To illustrate, roughly 75% of the electricity traded in the wholesale generation sector of ISO New England in the US is governed by privately-negotiated contracts. Twenty-five percent of the electricity is exchanged via the prevailing spot market. See http://www.nepool.com/markets/index.html for additional details.

38. Privately-negotiated contracts can entail some risk. In particular, the market price of electricity may drop after a price has been negotiated. For example, during the California electricity crisis in 2000–2001, the spot price of electricity greatly exceeded the price that earlier had been negotiated by contract. This electricity crisis was brought about by a series of events beginning with deregulation of generation and wholesale prices, and including the introduction of retail competition and an associated retail price ceiling. The ensuing problems have been analysed by several researchers, including Borenstein (2002) and Armstrong and Sappington (2006).

In settings where a generator fails to deliver the amount of electricity that it promised to supply, other generators are called upon to eliminate the excess of demand over supply that otherwise would arise. The generator that failed to deliver the promised electricity generally is required to compensate the other generator(s) for the additional electricity that they supply. See Cramton and Wilson (1998) for additional details.

39. See Statutory Instrument 1988, No. 1057. The Electricity Supply Regulations 1988 ISBN 0 11 087 587.7. National Power was scheduled to own the nuclear generating facility under the initial privatisation plan. Ultimately, the nuclear power generator remained a state-owned enterprise, in part because nuclear power was determined to be less economic than fossil-fuel plants at the time, and it was thought that the nuclear plant would not attract private owners.

40. Initially, the 5,000 largest consumers with capacity demands of more than 1MW per year were permitted to choose their preferred generator. Subsequently, the next largest 45,000 consumers with demands of more than 100 kW per year were permitted to choose a generator. As a result, approximately 50 percent of all electricity generated was subject to competition. Eventually, all consumers were granted the right to select their preferred generator.

41. While England and Wales were the first European countries to privatise and introduce competition in their electricity markets in 1989–1990, the common Nordic power market started shortly thereafter with the Norwegian 1990 Energy Act. The Act was designed to regulate transmission tariffs, to provide consumers with choices of suppliers, and to separate the natural monopoly activities from potentially competitive activities in vertically integrated suppliers of electricity services. Reform of the Finnish, Swedish, and Danish markets followed shortly thereafter (in 1995, 1996, and 1999, respectively). Not only did each country liberalise individually, but they acted jointly to create a common Nordic wholesale power market. Nord Pool ASA (the Nordic Power Exchange) was established in 1996 by Norway and Sweden as a common electricity market. In March 2002, the final border tariff (between Sweden and Denmark) was abolished, resulting in one common Nordic wholesale power market.

42. Kirchhoff’s Voltage Law and Kirchhoff’s Current Law are laws in electrical engineering (see Pickover, 2008).

43. See http://www.pjm.com/about/overview.html for additional information about PJM’s operations.

44. For additional details on functional separation of tasks in the US electricity sector, see http://www.ferc.gov/legal/maj-ord-reg.asp. An ISO that coordinates the bids of generators and distributors facilitates access to the electricity network and low prices for electricity customers, much as a regulator does in the telecommunications industry. However, the ISO pursues these outcomes by overseeing the interactions between market participants rather than by imposing detailed regulatory mandates (including access prices).

45. The system operator also can be a regulated entity that owns the network and coordinates transactions on the network, while separating its generation activities from its transmission and coordination activities. Red Electrica serves this role in Spain. See www.ree.es for additional information.

46. National Grid usually is referred to more specifically as a transmission system operator (TSO). A TSO is a company that is both system operator and owner, and operator of the transmission network. The term ISO generally indicates that the system operator does not own and operate the transmission network.

47. Congestion occurs when a generation or transmission network cannot physically accommodate all the electricity that is demanded (because of a lack of capacity).

48. From Joskow (2006: 67); originally from OFGEM (2005).

49. The UK regulator—the Office of Gas and Electricity Markets (OFGEM)—originally proposed a £500 million target profit in Option 2. This proposal was subsequently revised to the identified £377.5 target profit.

50. New York, California, and PJM, among others in the US, employ an auction market for congestion costs that allows market participants to hedge the congestion costs that they ultimately may bear. See Patton (2007) for details. Such congestion charges generally are not imposed in the telecommunications industry. The absence of such charges reflects, in part, the fact that congestion seldom arises at prevailing levels of demand in modern fibre networks.

51. From Patton (2007: 98).

52. OFGEM anticipated that the DNOs would continue to reduce operating costs (excluding depreciation) while increasing their capital expenditure and output. On balance, prices that were constant in real terms were deemed adequate to generate the desired returns for the DNOs.

53. Key elements of system reliability include outages of generators controlled by the NGC, damages caused by third parties affecting the system, and faults on transmission networks. A fault is any unintended decrease in voltage. Electricity is measured in frequency and amplitude, and also in shape and symmetry. Customers can be affected differently by the same fault. For example a residential customer may not be aware of a short-term fault. In contrast, a business entity may incur high costs when electricity is not delivered exactly as required, and so the operations of the entity’s production line are disrupted. Any variation from the expected delivery (i.e. a sine wave of 50/60 Hz) can affect quality. Faults may originate in the electrical facility itself or may be caused by external factors beyond the facility’s control.

54. The incentive rate is expressed in units of million pounds (£m) per interruption per 100 customers.

55. See also Chapter 23 by Mitchell and Woodman in this volume.

56. Taken from OFGEM (2001: 29 and 31). The UK’s regional electricity companies are equivalent to what we call distribution network operators in this chapter. The definitions for the number and duration of interruptions are from OFGEM (2008: 52).

57. An externality occurs when one party is affected by actions of another party without compensation for the negative effects incurred or payment for the positive effects gained. When a generation company does not bear the costs of externalities (e.g. damage from pollution) that arise from its activities, the company typically will produce more than the socially optimal amount of electricity.

58. The Colorado Springs Utilities (U.S.) Pilot Program details such a scheme for a limited number of residents (currently 500). Details can be found at http://www.csu.org/environment/conservation_res/energy/load_cycling/index.html.

59. Additional details of this plan are available at www.alliantenergy.com/timeofday.

60. The federal programmes are Residential Energy Conservation Subsidy Exclusion (Personal), Residential Energy Efficiency Tax Credit, and Residential Solar and Fuel Cell Tax Credit. For additional information, see http://www.dsireusa.org.

61. Renewable energy encompasses energy from such sources as the sun, wind, rain, and geothermal heat, which are naturally replenished. Geothermal heat is released from the earth through openings in the earth’s crust. Biomass grown from switchgrass, hemp, corn, sugarcane, palm oil, and other materials can be burned to produce steam to make energy or to provide heat directly. It also can be converted to other usable forms of energy like methane gas, ethanol, and biodiesel fuel. See http://www.biomassec.com for additional information on biomass.

62. Mandates to reduce emissions at each generating plant also were introduced, in many cases in compliance with European Union directives. For example, in 2007 European leaders agreed to reduce CO2 emissions by 20% below their 1990 levels by 2020. The reductions could be as large as 30% if other nations set comparable goals (http://europa. eu/scadplus/leg/en/s15004.htm).

63. Renewables are verified through OFGEM’s Renewables and CHP Register. This is an electronic, web-based system used to manage the renewables scheme. Additional information on the UK’s sustainability programmes is available at http://www.ofgem.gov.uk/Sustainability/Pages/Sustain.aspx.

64. In contrast to tradable pollution permit policies, this renewables obligations policy does not allow generators to trade renewable obligations.

65. See Wang (2004), Doucet and Littlechild (2006), and Littlechild (2007), for example, for further discussion of the potential merits of and actual experience with negotiated settlement.
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CHAPTER 20
REGULATION AND COMPETITION LAW IN TELECOMMUNICATIONS AND OTHER NETWORK INDUSTRIES

PETER ALEXIADIS

MARTIN CAVE

20.1 INTRODUCTION

Almost all economic activity is subject to the application of competition rules but certain sectors are singled out for the application of specific regulatory regimes. In some cases, for example financial services, the motive for regulation may be consumer protection or the maintenance of macro-economic stability. In the case of another group, sometimes referred to as ‘utilities’ or ‘network industries’, the motives are the control of market power and the equity-based goal of ensuring that all households receive a basic level of a service which is considered essential to existence.

The regulation of network industries thus involves the pursuit of both economic and social objectives. In sectors such as communications (posts and telecommunications), energy, transport, and water, it often involves the imposition of price control obligations and obligations to supply. Where the relevant activity, for example, an energy local distribution network, is clearly a monopoly, such specific regulation is probably unavoidable. However, network industries typically have elements in their value chain where competition is quite feasible—including both retailing to end users, which basically comprises marketing and billing, and other more capitalintensive ‘upstream’ activities, such as electricity generation or collecting and sorting post. This means that in many sectors, which started as across-the-board statutory monopolies, the competitive elements gain ground over time, thereby reducing the need for regulation which typically operates ex ante, imposing specific restrictions on firms’ conduct in advance, and relying increasingly on competition law, which typically operates ex post, penalising infractions when they have occurred.

This raises the issue of how strategically to manage this process of deregulation. In the course of such deregulation, it may be appropriate to apply regulation and competition law in tandem, regulating monopoly elements and dealing with the growing competitive elements under competition law. This immediately raises the issues of scope, complementarity, and the extent of overlap of the two approaches.

These issues are particularly acute in the telecommunications sector, where the limits to competition are particularly uncertain due to the impact of technology. Accordingly, this chapter examines how regulation and competition law have been deployed to control the firms operating in the sector, and how, in particular, regulation has been designed, particularly in the European Union, in such a way that it can be withdrawn in favour of the more widespread application of competition law.

Section 20.2 describes the features of the telecommunications sector and its traditional means of regulation. Section 20.3 illustrates the application of a deregulatory strategy, used in the European Union. Section 20.4 shows how competition law can be used in parallel with or in succession to regulation; Section 20.5 notes how similar issues arise in other network industries, and Section 20.6 summarises the lessons of these experiences.

20.2 TRADITIONAL TELECOMMUNICATIONS REGULATION

20.2.1 Why regulate?

Until the 1980s, there was often unthinking acceptance that telecommunications services required regulation because they were based on a natural monopoly infrastructure. This meant that there was room for one network only. The North American model for dealing with this supposed attribute (as with similar more convincingly identified problems in energy, transport, and water) was via regulation of investor-owned enterprises, usually on a cost-plus (rate of return) basis (Brock, 2002). The ‘European’ model, widely followed elsewhere, rested upon public ownership, with services delivered through a government department or a company wholly owned by the government in question. It is also possible subsequently to detect a recent ‘Asian’ model, resting on thorough-going government intervention (Ure, 2008).

In the absence of competition, a range of regulatory objectives could be delivered relating to the availability of services and to the terms and conditions of their supply. There was also no difficulty in principle in ensuring that the industry covered its costs: the monopoly firm could simply raise prices to do so. The US model of rate of return or cost-plus regulation—setting prices to ensure cost recovery—had precisely this objective and effect.

However, the introduction of competition into many parts of the industry, accompanied by the privatisation process in Europe, compelled the need for a more rigorous analysis of potential market failures and led to a regulatory response which has been based on a clearer articulation of the objectives and instruments of regulation, which can be seen as addressing two types of problems:

1. Market failure, associated with high levels of monopolisation deriving from:1 economies of scale (unit costs falling as output increases); economies of density (associated particularly with the local copper access network, which connects customers’ premises to the exchange); economies of scope (when two services, such as voice calls and broadband, or telecommunications and broadcasting, are provided more cheaply over a single network); demand-side network externalities (where customers derive greater benefits from belonging to a network with more, rather than fewer members).

2. Non-economic objectives, notably universal service, ensuring that service is available everywhere at a uniform price, redistributive objectives, designed to protect, for example, low income households or people with disabilities, and political inclusion. The alternative to these outcomes in the digital age is often captured by the phrase ‘the digital divide’.

Turning first to market failures due to monopolisation, it has proved difficult to replicate the fixed access network, except in areas where there are cable TV networks which can be upgraded also to provide voice and broadband services. Clearly, the development of wireless networks, which now have many more subscribers than fixed networks, is the most important feature of the last twenty years, but calls on mobile networks are not considered to compete directly with (‘fall within the same product market as’) calls on fixed networks.

However, other forms of telecommunications activities are capable of being replicated. Experience suggests that retailing, or reselling the incumbent’s products, is effectively competitive; activities such as backhaul from local to main exchanges, and the high capacity transport among such main exchanges (making up the ‘core network’) are all widely replicated.

It follows from this that, as competition develops, entrants may progressively install some capacity, but will rely on the fixed incumbent to supply the rest. Thus, they may start from retailing, that is, reselling the fixed incumbent’s services, progress via the installation of a core network connecting a small number of trunk switches, and later extend into backhaul and the replication of the incumbent’s local exchange assets. A similar progression may occur in the supply of fixed broadband services: a competitor may move through several intermediate steps, from acting as a reseller of the incumbent’s product, to relying on the incumbent only to lease the connection from the local exchange to the customer’s premises (known as an ‘unbundled local loop’). This progression is known as ‘the ladder of investment’, and many regulators have encouraged competitors to move up that ladder (Cave, 2006a).

In these circumstances, the terms upon which competitors’ access to the incumbent’s facilities are based become the key instruments of regulation, replacing the control of retail prices as the major regulatory intervention. In fixed networks, this so-called one-way access is asymmetric: competitors need access to the incumbent’s facilities, but not vice-versa. This can be distinguished from the kind of two-way access observed in roughly symmetric mobile networks, where each operator uses the other operator’s termination facilities, but remains otherwise independent.2

Economies of scope play an increasing role in telecommunications as a result of technological developments, especially digitisation or the transport of information in digital form. Whereas broadcasting, voice telecommunications, and computer-based data networks used to exist in separate service silos, they have now ‘converged’ technologically so that the relevant information or ‘bits’ underlying each service is carried indistinguishably. Thus, modern cable networks offer the ‘triple play’ of voice, broadband, and broadcast services. Existing copper-based telecommunications networks now provide the same service range, provided they have been upgraded to have the capacity to convey video services. This is the same for fibre-based ‘next generation’ networks described below. Increasingly, wireless networks, whether they be static, mobile, or nomadic, can offer similar combinations of service. As a result, markets are being broadened, creating the scope both for new competitive opportunities and for new practices such as the bundling of services by dominant operators in ways which may limit or distort competition.

The final possible source of market failure noted above arises from the demandside network effects associated with electronic communications networks. The number of potential interchanges between network members grows with the square of their number.3 Clearly, without the interconnection of networks, there would be a tendency either for customers to ‘multi-home’, namely, to subscribe to many networks (which would be expensive) or for one network (the largest) to drive all others out. However, this danger can be averted, and the benefits of ‘any-to-any connectivity’ can be gained, by mandating interconnection.4

The non-economic objectives of regulation noted above require a different approach (Wellenius, 2008).5 In essence, policy makers have imposed on regulators the pursuit of policy objectives which go beyond the avoidance of market failure and the replication, through regulation, of the outcome of a competitive market process. When telecommunications was a monopoly, non-economic objectives could be pursued by cross-subsidy, for example, by charging the same prices in low-cost and high-cost areas. However, when competition is present, no operator will want to serve high-cost customers if they are only permitted to charge an average price. All operators will seek to ‘cherry-pick’ low-cost areas. The resulting stresses created, and the ways to overcome them, are discussed below.

20.2.2 The sequence of regulatory reforms

Chronologically, three stages of market structure can be distinguished, characterised as ‘monopoly’, ‘transition’, and ‘normalisation’ (see Table 20.1). The first is self-explanatory. The last is a stage where most markets, apart from a limited number of bottlenecks, have been successfully opened up to competition. Transition is the rather elastic period between monopoly and normalisation. As the account which follows makes clear, the third stage has proved elusive to date, but it remains a useful target for the design of transitional regulation.

The first key structural break occurs when entry into fixed networks and services is liberalised. This has taken place at various dates over the past 20–30 years in most countries.6 It should be pointed out that apparent liberalisation of entry can be deceptive, especially if the government or regulatory authority is seeking to maintain barriers to entry by imposing unnecessarily onerous licensing obligations.

As far as behavioural regulation is concerned, three instruments are usually required in the transitional stage, as shown in Table 20.1:

1. Control of retail prices is necessary where the dominant firm exercises market power at the retail level, since in the absence of retail price control, customers will be significantly disadvantaged. However, as competition develops at the retail level, possibly from firms relying largely on infrastructure belonging to the incumbent, the necessity for retail price controls in effectively competitive markets may disappear, although access price control may still be necessary.

2. In order to maintain any-to-any connectivity in the presence of competitive networks, operators require interconnection to one another’s networks in order to complete their customers’ calls. This requires the operation of a system of inter-operator wholesale or network access prices noted above. Especially in the early stages of competition, entrants will require significant access to the dominant incumbent’s network, and this relationship will almost inevitably necessitate regulatory intervention. However, as infrastructure is duplicated, the need for direct price regulation of certain network assets diminishes.

3. Governments have typically imposed a universal service obligation (USO) on the historic telecommunications operator, based upon two requirements: an obligation to provide service to all parts of the country, and to provide at a uniform price, despite the presence of significant cost differences. Entrants coming into the market without such an obligation have a strong incentive to focus upon low-cost, ‘profitable’ customers, thereby putting the USO operator at a disadvantage. Pressure may therefore build up to equalise the situation, perhaps by calculating the net cost of the USO borne by the dominant operator in serving loss-making customers and then sharing the cost among all operators. There has been concern, first that such an arrangement would be used as a pretext for delaying competition, and second that high USO contributions imposed on entrants would choke off competitors. In practice, most regulators in developed countries have maintained the USO as an obligation on the fixed incumbent, without introducing cost sharing obligations. Many developing countries have established funds, which are often under-utilised or misspent.

Table 20.1 Stages of regulation

[image: Image]

A strategy for moving towards normalisation is discussed in Section 20.3 below.

20.2.3 Technical developments

Copper has formed the basis of the local distribution network for fixed telecommunications for many decades. Over the past decade or so, technological developments have rendered it capable of providing current generation broadband speeds, of up to 20 megabits per second. However, copper has its limits, and increasingly operators are looking to replace it with new so-called Next Generation Access networks (NGAs), which take fibre right up to, or much closer to customers’ premises, and are capable of achieving speeds of an order of magnitude higher than copper networks are able to achieve.

The costs of installation are huge. It is estimated that the replacement by fibre of the existing ubiquitous copper networks in either the US or the EU would cost several hundred billion dollars. Such expenditure may require government subsidy, and in many jurisdictions public funding from both local and national governments is co-funding fibre developments.

From a regulatory standpoint, NGAs present many challenges. Unlike copper networks, their costs have not as yet been sunk. Hence, absent contractual obligations resulting from government funding, investor-owned operators have the option of delay in deploying them; by contrast, in return for deploying them, they will seek concessions from the regulator, certainly in the form of some kind of regulatory certainty and probably in the form of some relaxation of the obligations to provide access to competitors which they may be subject in respect of their copper networks (Lewin, Williamson, and Cave, 2009).

It is important to note that very high speed services can be provided by networks other than the fibre successor to a copper telecommunications network. Upgraded cable systems can provide broadly the same capabilities. New wireless technologies may also pose a competitive constraint on the services of NGAs. Customers of wireless broadband services have grown very sharply in recent years, and wireless technologies—3G, its likely successors, and WiMax—offer increasingly high speeds. Accordingly, one regulatory strategy, adopted in the United States, is to rely on competition between operators with NGAs (say, the cable company Comcast and the telecommunications firm Verizon), augmented by constraints offered by wireless networks, to protect end users from abuses and create incentives for fast diffusion. In Europe, such regulatory forbearance is unlikely to be adopted, but less intrusive regulation may be employed in order to enhance investment incentives (see, for example, Ofcom, 2009).

20.3 IMPLEMENTING A STRATEGY FOR HEAVIER RELIANCE ON COMPETITION LAW

Telecommunications regulators, faced with the opportunities for increasing competition described above, have converged on a strategy for deregulation which seeks to limit regulation to cases where there is a significant risk of abuse of market power. The most comprehensive of these is the one adopted in the European Union, which we now describe. Other countries, including Australia, Canada, New Zealand, and the United States, adopt or aspire to adopt broadly the same approach, in the sense that regulation is reduced over time by making its application to any service dependent in some way on a demonstration that market power or dominance would, absent regulation, create competition problems or market failures.

After a tortuous and prolonged legislative process, the new European regulatory framework came into effect in July 2003, and its fundamental basis emerged unchanged from revised legislation in 2009. It is based on four Directives and an array of other supporting documentation in the form of ‘soft law’ legal instruments, which lend themselves to modification and revision relatively quickly in response to technological and commercial innovation (Directives, 2002). At one level, the new regime is a major step down the transition path between the stages of monopoly and normal competition, to be governed almost entirely by generic competition law. Its provisions are applied across the range of ‘electronic communications services’, ignoring pre-convergence distinctions. It represents an ingenious attempt to corral the regulators in the EU, the national regulatory agencies or NRAs, down the path of normalisation—allowing them, however, to proceed at their own speed (but within the uniform framework necessary for the EU’s common or internal market). Since the end state is supposed to be one that is governed by competition rules, the regime is designed to shift towards something that is consistent with those rules. These rules are to be applied (in certain markets) not in a responsive ex post fashion, but in a preemptive ex ante form. However, a screening mechanism is used to limit recourse to such ex ante regulation, insofar as it should only be applied when the so-called ‘three criteria test’ has been fulfilled for any particular form of market-based intervention. These criteria are:

(1) the presence of non-transient barriers to entry;

(2) the absence of a tendency towards effective competition behind the entry barriers;

(3) the insufficiency of competition rules to be able to address the identified market failures arising from the market review process.

The new regime therefore relies on a special implementation of the standard competition triumvirate of:

(a) market definition;

(b) identifying dominance;

(c) formulating appropriate remedies.

According to the underlying logic of this regime, a list of markets where ex ante regulation is permissible is first established, the markets being defined according to standard competition law principles. These markets are analysed with the aim of identifying dominance (on a forward-looking basis, and known as ‘Significant Market Power’). Where no dominance (expressed as the ‘lack of effective competition’) is found to exist, no remedy can be applied. Where dominance is found, the choice of an appropriate remedy can be made from a specified list of primary and secondary remedies which is derived from best practices.7 The practical effect of this is to create a series of market by market ‘sunset clauses’ as the scope of effective competition expands.

20.3.1 Market definition

In 2007, the Commission issued a revised Recommendation listing seven relevant product markets for which NRAs must conduct a market analysis (European Commission, 2007). This cut from 18 the number listed in the 2003 version, a reduction which supports the claim of deregulatory success. The list now comprises: one retail market (access to a fixed line); the termination of calls on individual mobile and fixed networks; wholesale access to physical infrastructure, including copper loops, fibre, and ducts; a broadband access wholesale product; and local sections of leased lines. NRAs can also add or subtract relevant markets, using specified (and quite complex) procedures.

European NRAs, as well as the European Commission and the courts, have undertaken many market definition exercises already, often using the now conventional competition policy approach. This often involves applying, at a conceptual level, the so-called Hypothetical Monopolist Test, under which the analysts seek to identify the smallest set of goods or services with the characteristic that, if a monopolist gained control over them, it would be profitable to raise prices by 5 to 10 percent over a period, normally taken to be about a year (O’Donoghue and Padilla, 2006: 69–90). The monopolist’s ability to force through a price increase obviously depends upon the extent to which consumers can switch away from the good or service in question (demand substitution) and the extent to which firms can quickly adapt their existing productive capacity to enhance supply (supply substitution). A consequence of the reliance of the proposed new regime on ex ante or pre-emptive regulation is that it is necessary to adopt a forward-looking perspective.

A more controversial aspect of market definition is the identification of the geographic dimension of a relevant wholesale product market (namely, those product markets in relation to which various forms of ex ante access remedy are prescribed). The conventional wisdom has been for all geographic markets in the telecommunications sector to be identified as being national in scope, but fundamental changes over time in the competitive conditions faced by fixed incumbent operators in certain regions in the provision of broadband services have meant that the competitive environment is no longer the same across the whole country. The response of some NRAs has been to define sub-national geographic markets, in some of which regulation can be removed. Other NRAs have opted to achieve the same net result by a different means—namely, by continuing to define a wholesale market as being national in scope while at the same time targeting remedies only at those geographic regions which are not faced with any meaningful competition. Although both approaches are designed to achieve the same result (that is, the lifting of ex ante regulation in response to the creation of effective competition), the former is the more ‘purist’ approach, insofar as it is more compatible with the European goal of achieving a more harmonised analytical approach to regulation, as opposed to merely achieving a similar end result.

20.3.2 Dominance

The Commission proposed, and European legislators accepted the classical definition of ‘dominance’ (defined as the ability of a firm to behave to an appreciable effect independently of its customers and competitors) as a threshold test for ex ante intervention, using the term ‘significant market power’ or SMP to reflect its particular application in an ex ante environment. The dominance can be exercised either individually or collectively by operators, or leveraged into a vertically related market.

Although single firm dominance has come to be well understood, joint dominance (or tacit collusion) has been one of the more elusive concepts in European competition law. However, what is more noteworthy is the relative lack of candidates for joint dominance in fixed telecommunications markets. This arises because fixed markets in Europe are sometimes effectively competitive and sometimes dominated (singly) by the historic monopolist. Joint dominance has, however, been attributed to mobile markets in some countries, where a small number of operators shelter behind barriers to entry created by spectrum assignment procedures.

The regulatory framework also makes provision for those situations in which a vertically integrated firm finds it advantageous to distort competition downstream as a means of bolstering its upstream market power. This is achieved by a variety of means involving the interaction of particular features of each market. For example, in one market (say, for delivery platforms such as cable or satellite), there may be consumer switching costs, because consumers need to make significant investments in equipment. The second market may exhibit service differentiation. In such circumstances, making the content exclusive to the delivery platform may strengthen consumer lock-in and provide the firm with the ability to distort competition. To take another example, a dominant firm in the provision of network services for broadband may seek to exploit that market power to extend its dominance into the retail broadband market, for example, by obstructing competitors in their efforts to use unbundled local loops rented from the fixed incumbent to provide an adequate service to their own retail customers (see the discussion of the functional separation remedy below). The existence of the ‘leveraged dominance’ option has, at least to date, not been utilised by NRAs in practice. Instead, they have relied on a traditional analysis of dominance and have tailored the ensuing remedies accordingly. In other cases, instances of leveraged dominance have been addressed by competition rules, which accept the notion that market power can be abused in a market beyond the specific market in which the dominance has been identified.

20.3.3 Remedies

Under the Directives, NRAs have the power to impose obligations on firms found to enjoy Significant Market Power in a relevant market. The NRAs act within a framework of duties set out in Article 8 of the Framework Directive. The measures they take shall be proportionate to the policy objectives identified. This can be construed as meaning that intervention is appropriate no more than at a level than is necessary, and, by implication, satisfies a cost–benefit test, in the sense that the expected benefits from the intervention exceed the expected costs. Policy objectives are also specified, including promoting competition, eliminating distortions or restrictions to competition, encouraging efficient investment and infrastructure and protecting consumers.

The major approved remedies are described below:

• Obligation of non-discrimination. This requires the operator to provide equivalent conditions in equivalent circumstances to other undertakings providing similar services, and to provide services for its own services, or those of its subsidiaries or partners. The forms of discrimination which are prohibited have close similarities with those which are identified under competition rules.

• Obligation to meet reasonable requests for access to, and use of specific network facilities. An NRA may impose obligations on operators to grant access to specific facilities or services, including in situations when the denial of access would hinder the emergence of a competitive retail market, or would not be in the end-user’s interests. This represents an obligation to be implemented in circumstances similar to, but significantly broader than, those in which the essential facilities doctrine is applied under competition rules. The extension to the test lies in the replacement of the precondition under competition rules for mandating access, that the asset is essential and cannot be replicated, by the much broader condition noted above. The obligation is silent about the pricing of such access, except to the extent that it prohibits ‘unreasonable terms and conditions’ having a similar effect to an outright denial of access. The range of pricing principles may therefore depart from simple cost-based prices to include other approaches, such as retail minus pricing.8

• Price control and cost accounting obligations. This implies the imposition of a cost-oriented price, which is likely to be appropriate when dealing with an operator with SMP that is both persistent and incapable of being dealt with by other remedies, including particularly structural remedies.

• Proposed remedy involving functional separation. This takes effect from 2010. It permits an NRA to impose an obligation on an operator dominant in several markets to place its activities relating to the provision of local access to competitors in a business unit operating independently within the group. This is designed to prevent systematic non-price discrimination by the operator in favour of its affiliated units operating in competitive markets. Its application will be subject to certain safeguards. This remedy is proposed as part of telecommunications regulation. But this remedy, like others, bears a relationship to action which can be undertaken under competition rules. In a limited number of jurisdictions, the competition authority can require the divestiture of some of a dominant firm’s assets, or it can accept undertakings offered by that firm in lieu of seeking full divestiture. BT, the historic monopolist in the UK, in 2005 offered functional separation as an undertaking to remedy a possible adverse competition law finding under that country’s Enterprise Act 2002.

• Retail price regulation. Until an NRA determines that a retail market is not effectively competitive and that other measures will not suffice to solve the problem, it can ensure that undertakings with significant market power in that market orient their tariffs towards costs, avoiding excessive pricing, predatory pricing, undue preference to specific users, or the unreasonable bundling of services. This may be achieved by the use of an appropriate retail price cap.

What has been presented in this section is a strategy for moving a sector from heavy reliance on sector-specific regulation to reliance predominantly on competition law. A full appraisal of the European project described above will not be possible for several years. Early signs are promising, but the regime must also overcome the challenges associated with Next Generation Networks described in the previous section.

The strategy will only succeed if competition rules, applied in network industries such as telecommunications, can in fact serve the long term interest of end users. We now turn to consider this issue.

20.4 THE ROLE OF COMPETITION RULES

By way of complementing sector-specific regulation, ‘horizontal’ competition rules also apply with equal force to regulated network sectors. Within the European Union, it is not a question of deciding whether the ex ante or the ex post regime will apply, but more a question of determining which regime provides the more appropriate form of legal redress in the circumstances (in terms of speed, breadth of remedy, nature of market failures addressed) or whether both types of regime can apply in tandem (e.g. an ex ante transparency or costing remedy can be used to ‘expose’ the existence of a margin squeeze or predatory pricing, whereas the infringement can be prosecuted ex post).

In the European Union, the key provision in the ex post regulation of market power (and often in relation to an ex-statutory monopolist) is Article 82 of the EC Treaty. Article 82EC does not prohibit the existence of a dominant position. Rather, it addresses the abuse of market power. The following three cumulative elements are required to be established in order to find that there has been a violation of Article 82:

• The existence of a ‘dominant position’ in a relevant product and geographic market.

• An ‘abuse’ of that dominant position in the relevant market or through the leveraging of market power into a related market.

• Resulting in an ‘effect on trade’ between Member States (in order to determine Community, as opposed to national, jurisdiction).

Article 82 does not itself provide a definition of what constitutes an ‘abuse’. An abuse has been defined as the use of unjustified or non-commercial (in the sense of not being objectively justifiable) means to prevent or inhibit competition in the market. Some commentators take the view that the prohibition should only apply to behaviour that reduces consumer welfare, while others view it as protecting the ‘process of competition’. Article 82 itself lists only four specific categories of abuse, namely:

• ‘Directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions’.

• ‘Limiting production, markets or technical development to the prejudice of consumers’.

• ‘Applying dissimilar conditions to equivalent transactions with other trading parties, thereby placing them at a competitive disadvantage’.

• ‘Making the conclusion of contracts subject to acceptance by the other parties of supplementary obligations which, by their nature or according to commercial usage, have no connection with the subject of such contracts’, i.e. tying arrangements.

However, other conduct designed to strengthen or maintain market power may also infringe Article 82EC, particularly when one takes into account that a clearly dominant operator has a ‘special responsibility’ to the market in terms of the acceptability of its commercial actions, solely by reason of the existence of its market power. Commentators often categorise abuses as being either ‘exclusionary’ (i.e. practices that seek to harm the competitive position of competitors or to drive them from the market) or ‘exploitative’ (i.e. directly harming customers, for example by excessive prices).

Exclusionary abuses include refusals to deal, pricing practices, cross-subsidisation, and structural abuses. These are the sorts of abuses which ex ante regulation is most concerned to address. Abuses must be objectively identifiable, and must be distinguished from competition on the merits (which is, or course, pro-competitive). Exclusionary abuses must have the effect of hindering the maintenance of the degree of competition existing in a market, or the growth of that competition.

In the recent appeal involving Deutsche Telekom,9 the Court of First Instance (the ‘CFI’) made it clear that ex post competition rules will continue to apply despite the existence of ex ante regulation, unless the system of sector-specific regulation confers upon the dominant firm no margin of freedom in which to pursue an independent pricing policy. This position differs quite materially from that taken by the US Supreme Court in Trinko,10 where the Supreme Court ruled that sector-specific regulation trumps antitrust rules, and allows little or no scope for antitrust claims where that regulation ‘covers the field’. The CFI’s approach arguably reflects the institutional and policy balances that have been struck since the introduction of liberalisation measures at European level in the early 1990s. Not only does EU-level regulation not purport to ‘cover the field’,11 but it is also adopted in a manner that envisages the existence of a symbiotic relationship between the two disciplines. In striking the appropriate balance under the Community legal order, it is inevitable that competition rules will have a residual role to play, which will grow as the role of sector-specific regulation declines.

By contrast, antitrust and regulatory policymaking in the US have developed along largely independent paths. There is no overall ‘coordination’ between the policy goals sought to be achieved under either discipline. It therefore comes as less of a surprise if a US court of law analyses an antitrust action on its own terms without recourse to the policy goals of another institution of the government, whose interventions will more likely than not be seen to be market distorting. Such an approach lies at the heart of the Trinko doctrine that there is little or no role for antitrust where sectoral regulation effectively ‘covers the field’ in its regulation of commercial interactions between competitors.

The recent LinkLine12 Judgment of the US Supreme Court takes that thinking one step further by clarifying that an obligation to deal, if imposed by an instrument other than an antitrust order, rules out the role of an antitrust action as regards that element of the offence. By the same token, the existence of regulation of some sort at the wholesale level does not mean that antitrust has no role to play as regards a predation claim at the retail level; indeed, the predatory pricing claim is still being pursued independently outside the case heard before the Supreme Court. Many US commentators feel that the net effect of the LinkLine Case will be to drive margin squeeze actions into the hands of the FCC (Federal Communications Committee), the federal regulatory agency responsible for telecommunications matters (see Alexiadis, 2008 and Alexiadis and Shortall, 2009). Other than through the use of the non-discrimination remedy on an ex ante basis, that option is difficult to implement in the EU, where the logic of the regulatory framework for electronic communications suggests that ex post intervention is the most appropriate form of intervention where more than one functional level of competition is affected (i.e. wholesale and retail levels).

20.5 EXPERIENCE FROM OTHER NETWORK INDUSTRY/UTILITY SECTORS

The flexible balance between ex ante and ex post intervention achieved in the telecommunications sector has not been replicated in other ‘network’ sectors, even though it is seen as a paradigm of how sector-specific regulation should interact with competition rules.

Part of the reason stems from the fact that other sectors are less prone to fundamental disruption through the forces of innovation, and hence less likely to be capable of adaptation to market conditions. In addition, some sectors require that a greater emphasis be placed on the provision of universal service or the security of supply. Most fundamentally, the economics of other network sectors permit a clearer and more permanent distinction between ‘natural monopoly’ components, such as a gas distribution network or train tracks, which it is natural to deal with through ex ante regulation, and potentially competitive activities such as retailing, in relation to which ex post intervention via competition law should be adequate. In what follows it is assumed that ‘natural monopoly’ elements are regulated in this way, and a brief overview is given of how ex post disciplines are applied.

It is worth pointing out that how well or badly competition law and regulation interact depends on a key institutional feature of the arrangements—whether the same agency is applying both. In some jurisdictions, there are separate competition and regulatory authorities. In others, a single body wields both powers. In the former case, there may be rivalry and coordination failures. In the latter, competitors and end users have recourse to only one agency to seek redress for their complaints.13

20.5.1 Energy14

Energy is currently the network sector receiving the most attention from the European Commission’s competition services, with emphasis being placed on the enforcement of Article 82 infringement actions and the implementation of regulatory policies through the medium of merger review under the Merger Regulation.15 The competitive dynamic in the energy sector is heavily influenced by two competing public policy goals, namely, the need to make different energy products available to the population at the cheapest possible price, while at the same time being mindful of the importance of conserving energy (i.e. restricting production) and promoting ecologically friendly energy products. The combination of these policy drivers means that economies of scale are critical, as is the ability to secure supply over a long period of time and with respect to a varied number of energy sources. Moreover, it also means that the international impetus for cooperation among NRAs is increased, as energy products are often sourced extra-territorially (thereby increasing the importance of cross-border interconnection relationships).

The Commission has adopted a series of liberalisation packages intended to open up the gas and electricity markets among Member States. The first liberalisation package entailed the adoption of directives on price transparency. The second liberalisation package encouraged investment in order to build electricity and gas lines, the unbundling of distribution operations, and the introduction of access to transmission networks. The third package provides for the ‘unbundling’ of energy infrastructure (albeit providing a number of alternatives—including approaches falling short of full ownership unbundling), and limits the ability of non-European entities to acquire transmission networks (as distinct from producers).

In parallel with these regulatory measures, the Commission will use competition rules to help achieve three principal policy goals, namely:

(1) the introduction and maintenance of a supply structure favourable to competition;

(2) the introduction of an effective, transparent, and non-discriminatory access regime to transmission networks (allowing customers to be reached by alternative suppliers); and

(3) ensuring that customers are not prevented from switching suppliers (through lock-in or long-term exclusive supply contracts with incumbent suppliers).

The parallel application of the Community competition rules alongside sector-specific measures can be seen in the Commission’s investigations of EdF, E.ON, RWE and a number of other sector participants over the course of 2007 and 2008.16

20.5.2 Transport

There exists a fundamentally different regulatory model for each particular mode of transport. This reflects the historical role which each mode of transport has played in the history of each Member State.

For example, aviation was for many years regulated bilaterally by sovereign states in relation to international routes, and domestic routes were essentially closed and a matter of domestic regulation. Maritime transport, by contrast, was left virtually unregulated for international routes, was progressively regulated as regards intra-Community routes and was subject to domestic regulation as regards domestic ferry services. In turn, commercial barges, given their very low rates of return, were subject to the taxi-cab rule (i.e. no competition for services beyond a customer taking the first barge that arrives). Railway regulation was historically national, was imposed on a national monopolist, and was driven primarily by concerns about security and technical considerations. Road transport was, in turn, regulated by reference to health and safety concerns on a national basis, with rights of transit provided for vehicles from other countries. The growth in international trade by means of standard sized containers has assisted in alleviating at least some of the different technical considerations that used to drive fundamental technical differences in regulation across different means of transport, thereby allowing greater ‘interoperability’ (expressed practically in the concept of ‘inter-modal transport’). Beyond this point, however, there has been widespread conflict between the application of competition rules and the operation of sector-specific rules, as national Ministries of Transport in general have sought to preserve their rights to regulate along national lines all aspects of an industry falling within the scope of ‘transport’.

The liberalisation of markets has either occurred through the adoption of specific EU Directives in sectors such as rail, while recourse to the ‘essential facilities’ doctrine has been used as the initial basis upon which the airports and sea ports have been opened up to competition.17 In this way, fundamental questions of access have been governed by Article 82 of the EC Treaty, including the charging of excessive or discriminatory prices for access as well as the actual or constructive denial of access. Unlike other sectors, which are characterised predominantly by market power issues, the transport sector seems to generate more forms of cartelised behaviour. This is because the management of capacity, the scheduling of passage, the seasonal nature of certain types of travel and haulage, and the bilateral/multilateral nature of many relationships in these sectors, result in coordinated behaviour as regards pricing, timing, and availability which is in part necessitated by the very nature of the cooperation required rather than a desire to engage in ‘hard core’ infringements contrary to Article 81 of the EC Treaty (which prohibits multilateral anti-competitive behaviour). Accordingly, a significant amount of leeway has been granted to operators in these sectors on an Article 81 analysis, and even special Procedural Regulations have been adopted by the European Council to ensure that such competition claims are evaluated in their proper industry context.

In addition, specific Block Exemptions have been adopted which grant immunity under the competition rules to certain types of practices in the maritime sector. Over time, the full force of the competition rules has progressively encroached into the maritime sector, to the point where the Block Exemptions previously adopted have been repealed, to be replaced by Commission Guidelines in 2008 which purport to implement the competition principles of the EC Treaty.18

As regards air transport, a series of liberalisation packages were introduced as early as 1987 and have been introduced at regular intervals since then, encroaching progressively into most sensitive aspects of the access and tariff aspects of air transport. During that period, a number of important infringement actions have been taken under Article 82 against various airlines for discriminatory pricing and for fidelity rebates,19 as well as a series of actions against the misuse of computer reservation systems and the abuse of ground handling monopolies. Most importantly, the Commission has been very active in developing regulatory policy de facto through the medium of merger review under the Merger Regulation, especially given the large number of acquisitions and strategic alliances that have taken place in the sector over the past few years. In addition, the Commission has been particularly active in ensuring that State aids packages to struggling national carriers and to regional airports are not distortive of competition. Although most new entrants offer point-to-point services, the relative importance of the hub-and-spoke aspect of competition in the sector means that the implications of the Open Skies Agreement with the EU’s major trading partners still need to be explored in terms of their impact on broader competitive relationships.20

20.5.3 Postal services

The fundamental dilemma facing regulators entrusted with the liberalisation of the postal sector has been the need to strike the correct balance between maintaining an appropriate level of universal service to customers and promoting an effective level of competition. This has been achieved through the progressive liberalisation of the sector since 1991 with the opening up of courier services first, the progressive liberalisation of the ‘reserved sector’ based in the weight of letters and parcels, the liberalisation of all cross-border mail and, under competition rules, the prohibition of the cross-subsidisation of competitive services from universal services reserved services. In the context of postal services, this kind of cross-subsidisation could lead to greater competitive problems such as predatory pricing and loyalty rebates.21

The application of competition rules has taken account of the special tasks of general interest in the sector, particularly with regard to Article 86(2) of the EC Treaty.22 Accordingly, aside from the prohibition against cross-subsidisation, emphasis is placed on the importance of not discriminating between large customers and small users. By contrast, there is nothing to prevent them from charging postal rates which are necessary for them to be able to provide the universal postal service under economically viable conditions.

Market definition in competition cases distinguishes between the universal (or ‘basic’) postal service on the one hand, and the express postal service market: this latter category includes specific services such as home package collection; personal delivery; guaranteed delivery times; package tracking services, and so forth. Despite the relative importance of the universal postal service obligation, the enforcement of competition rules has been particularly aggressive over the years, with the Commission having brought a number of Article 82 actions against dominant postal operators because of their various pricing practices, including predatory pricing and various bundling practices.23 In addition, Member States have also been prohibited from extending the incumbent postal operator’s monopoly in the reserved area into areas open to competition.24

By contrast, the Commission has been keen to promote the market integration goal, by granting clearance to a number of joint ventures for the provision of international courier services or the acquisition of minority shareholdings in private express courier services. In addition, the Commission has greater a series of exemptions under Article 81 of the EC Treaty to the series of REIMS Agreements entered into between many national postal operators in connection with their system of terminal dues (i.e. the fees paid by postal operators to one another for the delivery of cross-border mail in the country of destination). On balance, the loss of competition in freedom to set prices for incoming cross-border mail is considered to be more than offset by the contributions to the quality and speed of delivery of cross-border mail deliveries by the adopted terminal dues arrangements.25

20.6 REGULATION AND COMPETITION LAW IN NETWORK INDUSTRIES

Network industries face acute problems of market failure, and also provide services of particular social significance. As a result, they are subject to high levels of both economic and social regulation. Economic regulation can be accomplished either through sector-specific ex ante intervention or through application of generic ex post competition law. The two approaches can be combined in several ways. In the United States, the Supreme Court Trinko Judgment concluded that there was no room for anti-trust remedies when sector-specific regulation was in place. In the EU, on the other hand, competition law operates side by side with regulation.

When network industries are liberalised, the development of competition occurs over a period, in the course of which regulation of access by competitors to the incumbent’s network is likely to be required. However, potentially competitive activities such as retailing can be ‘turned over’ to competition law quite soon, and in telecommunications in particular, competition can penetrate further and further into the network, allowing the boundaries of regulation to shrink. Many regulators thus require a market to exhibit a high level of market power before intervening ex ante. The most elaborate regime of this kind for transitioning from regulation to reliance on competition law is found in the European Union, and is described above.

In other network industries such as energy and transport, a similar withdrawal from regulation is harder to accomplish, although the range of pro-competitive concessions offered by operators in those respective sectors under the microscope of merger review has provided a very fertile basis for the introduction of greater competition. As a result, the migration from ex ante regulation to ex post intervention is becoming increasingly possible in other network sectors beyond telecommunications.26 The manner in which that migration is occurring is more complex than in the case of telecommunications, which is sufficiently innovative so as to justify use of a fully fledged market-based approach to assess the role of ex ante regulation. Other network sectors, for example energy, have opted for simpler approaches, usually associated with the mandating access ex ante to a stable set of network components. In such cases competition rules tend to become focused particularly on exclusionary behaviour with a retail dimension, such as predation or margin squeezes.

NOTES

1. For evidence of the cost characteristics of fixed telecommunications networks, see Fuss and Waverman (2002) and Sharkey (2002).

2. See Chapter 19 by Hauge and Sappington in this volume.

3. Although the value of those interchanges may grow more slowly, as we are less interested in talking to perfect strangers than to friends and relations.

4. This consequence applies not only to voice services, but also to, for example, instant messaging and the sharing of content on networks, via companies such as ‘MySpace’. The ‘network effects’ problem has surfaced in another form in mobile networks. Mobile operators typically offer their customers lower prices for on-net calls (to a mobile subscriber on the same network) than for off-net calls (to another mobile network). This can enhance the attractiveness of belonging to the largest networks, or to one chosen by one’s peer group. There has been debate about whether such prices are discriminatory or anti-competitive, but no adverse regulatory decision about such so-called ‘tariff-mediated network externalities’ has so far been taken.

5. Universal service may, of course, have economic as well as social objectives, as the spread of communications services can spill over into the economy more broadly.

6. Entry into mobile services—or wireless services more generally—has been limited by the availability of spectrum. Most larger markets have had enough licences created to achieve something approximating ‘workable competition’, although the existence of barriers to entry does encourage tacitly collusive practices.

7. Because the process is forward-looking, there is no need to prove that abusive practices are taking place, although evidence that such practices have occurred in the past provides support for the view that ex ante regulatory intervention is necessary.

8. See the discussion on access pricing in Chapter 19 by Hauge and Sappington in this volume.

9. Deutsche Telekom AG v. Commission (NYR) (Judgment of CFI of April 10, 2008).

10. Verizon Communications Inc. v. Law Offices of Curtis v. Trinko, LLP, 540 U.S. 398 (13 January 2004).

11. Community law usually seeks to create harmonised regulatory conditions in newly liberalised markets through the adoption of directives, which leave a degree of discretion in the hands of the implementing Member States about the level of detail and the form which the implementing laws and regulations will take.

12. Pacific Bell Telephone Co. DBA AT&T California v. LinkLine Communications Inc., 28 S. Ct. 1109 (25 February 2009).

13. The UK’s Ofcom and Greece’s EETT, for example, are capable of exercising both regulatory and competition powers in the telecommunications sector. The great majority of sector-specific regulators, however, do not exercise competition powers.

14. On the regulation of access to energy networks, see Chapter 19 in this volume by Hauge and Sappington.

15. Review under the Merger Regulation has been particularly helpful in the Commission achieving its market integration goal by allowing the industry to achieve pan-European scale, while at the same time obtaining concessions from industry as regards access to networks by competitors.

16. For example, Commission confirms sending Statement of Objections to EdF on French electricity market, 29 December 2008, (MEMO/08/809); E.On Energie AG—Case COMP/B-1/39.326 (30/01/2008); Commission opens German gas market to competition by accepting commitments from RWE to divest transmission network, 18 March 2009, (IP/09/410).

17. For example, refer to Sea Containers/Stena Sealink, 1994 OJ L15/8; cf. Port of Rodby, 1994 OJ L55/52. Refer to a review of the administrative practice of the Commission and the jurisprudence of the European Courts, see Whish (2008), chapter 17.

18. Refer to Commission Regulation (EC) No 800/2008 of 6 August 2008 declaring certain categories of aid compatible with the common market in application of Articles 87 and 88 of the Treaty (General block exemption Regulation) and refer also to chapter 12 on Transport in The EC Law of Competition (Faull and Nikpay, 2007).

19. See respectively Brussels National Airport, 1995 OJ L216/8, and Virgin Airlines/British Airways, 2000 OJ L30/1 (confirmed on appeal).

20. The ‘Open Skies’ case in 2002 against eight Member States was the first step of the EC’s external aviation policy. These cases led to the conclusion of bilateral agreements with the US, Canada, Australia, and New Zealand. The bilateral agreement with the US allows, for the first time, European airlines to fly without restrictions from any point within the EU to any point within the US. The US is also required to recognise all European airlines as ‘Community air carriers’ and to provide the right for EU investors to own, invest in, or control US airlines. The second stage of negotiations between the US and the EU regarding international aviation ended in May 2008. The end goal of ‘Open Skies’ objectives is to create a single air transport market between the US and the EU with no restrictions and the free flow investment. Since then, the Commission has taken a number of steps to introduce a cohesive ‘Single European Sky’ programme.

21. Refer to German Post, 2002 OJ L 247/27.

22. Services of general economic interest are those services where an undertaking is entrusted with the performance of specific tasks by a legislative economic measure. This would include the service of basic utilities. Refer to discussion in Whish (2008), at pp. 233–9.

23. Refer to German Post, op. cit;, cf. Belgian Post, OJ L 61/32.

24. For example, see Dutch PTT, 1990 OJ L10/47.

25. See REIMS I, 1996 OJ C 42/7; cf. REIMS II, 1999 OJ L275/17 (subsequently renewed).

26. The European Commission’s powers to extract behavioural ‘concessions’ or ‘undertakings’ from merging firms relating to access, for example, is matched by the similar powers of an institution such as the Department of Justice in the US to negotiate a Consent Decree with the parties to a merger.
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CHAPTER 21
REGULATION OF CYBERSPACE

JÜRGEN FEICK

RAYMUND WERLE

21.1 INTRODUCTION

In February 1996, John Perry Barlow, one of the founders of the Electronic Frontier Foundation, released on the Web what he called ‘A Declaration of the Independence of Cyberspace’.1 The declaration was quickly published on numerous websites and is still available on many of them. Barlow’s declaration was a reaction to the passing of the US Telecommunications Reform Act and specifically to its Title V, the Communications Decency Act—a governmental attempt to regulate (indecent) content on the Internet. In the declaration he rejects any form of regulation imposed by governments or other outside forces as they would undermine ‘freedom and self-determination’, and therefore be detrimental to Cyberspace. Only the ‘Golden Rule’ of reciprocity (treat others as you would like to be treated) should be generally recognised, according to the declaration.

A mere three years after Barlow’s plea for an unregulated or self-regulated Internet, Harvard law professor Lawrence Lessig coined his famous ‘Code is Law’ metaphor (Lessig, 1999). Borrowing from Joel Reidenberg’s ‘Lex Informatica’ (1998), Lessig argued that not only governments but also firms and people regulate the Internet. Thus, instead of being dominated by laws and ordinances, the Internet is largely regulated by architecture or code, hardware, and software that shape Cyberspace. Those who develop and implement code determine who can use the Internet, if and how users are identified, if and how use is monitored, if and how access to information is provided and, more generally, how ‘regulable’ or ‘unregulable’ Cyberspace is.

The issue of regulation developed parallel to the increasing social, cultural, economic, and political leverage of the Internet and later Cyberspace, which has become a de facto synonym for the World Wide Web (Resnick, 1998). Concurrently, the perception of these problems has changed. Today, the question is not whether Cyberspace can be regulated, but rather what is regulated, why it is regulated, how it is regulated, and who regulates it (cf. Hofmann, 2007a). These are questions which are often raised in studies of regulation (cf. Baldwin and Cave, 1999), but the answers to these questions concerning the regulation of Cyberspace presumably differ from other regulatory domains. Not only does the Internet provide new means and tools of regulation and afford regulatory influence to actors and organisations which traditionally have been the targets of regulation, it also makes regulation (especially national regulation) by public authorities increasingly difficult or even ineffective, and futile.

Some of these aspects, concerning especially the role of government vis-à-vis private industry, civil society, or international organisations, moved into the centre of the discussions and deliberations of the ‘World Summit on the Information Society’ (WSIS), which was convened by the United Nations and the International Telecommunication Union. It was held in two phases, in Geneva in December 2003 and in Tunis in November 2005, and involved thousands of delegates and stakeholders from a diverse array of organisations and groups. WSIS has made the general public aware that with the Internet’s reach extending worldwide, a battle over its control has arisen (cf. Dutton and Peltu, 2009). However, widespread discontent with what is regarded to be illegitimate, unilateral oversight over the Internet by the United States did not suffice to trigger consensus concerning the establishment of an international political control structure. Except for the case that WSIS unveiled the political nature of Cyberspace the only palpable result was the creation of a forum for multi-stakeholder policy dialogue: the Internet Governance Forum (IGF). The IGF meets once a year to exchange information, discuss public policy issues, make recommendations, and offer advice to stakeholders. Not surprisingly, it lacks all regulatory power, due to the unbridgeable gap between those who accept regulation only where it is necessary to safeguard the technical functioning of the network, if at all, and those who emphasise the variety of potential activities which can only flourish if order in Cyberspace is guaranteed through regulation, as pointed out by the WSIS discussions.

21.2 A CONCEPTUAL VIEW ON THE REGULATION OF CYBERSPACE

Before we look at specific approaches to the regulation of Cyberspace, a few conceptual remarks are in order. In the literature, various concepts are applied in the analysis of how individual, corporate, and collective actors have induced structural and procedural developments, and usage patterns. These concepts include influence, guidance, control, steering, regulation and, especially recently, governance. Governance and regulation are often treated as synonyms, but we prefer to draw a distinction between these two concepts. Following Renate Mayntz, we regard governance to be the more encompassing concept, which in a sociological perspective focuses on ‘different modes of action coordination—state, market, corporate hierarchy’, etc.—while regulation refers to ‘different forms of deliberative collective action in matters of public interest’ (Mayntz, 2009: 121, 122). According to this definition, the concept of regulation goes beyond command and control concepts of the regulatory policy type (cf. King, 2007: 3–21) and focuses in a wider perspective on the development and application of public or private rules directed at specific population targets.

Regulation has an impact on technology but is also affected by it. Technological innovations alter not only the issues, objects, and circumstances but also the modes and tools of regulation, including the aspects of who is able and legitimised to regulate (Hood, 2006). It would be misleading to search for a viable unitary regulatory model operating in Cyberspace. Given the increasingly complex and rapidly changing commercial and social usage patterns of the Internet, with the World Wide Web being their trans-border platform, we cannot even expect to find a tightly-knit web of regulatory rules. Rather, we encounter patchworks of partly complementary, partly competing regulatory elements in the form of legal rules and ordinances, mandatory and voluntary technical standards and protocols, international and national contracts and agreements, and informal codes of conduct and ‘netiquette’ (e.g. social conventions that are meant to guide all cyber-related interactions). Also, registers of requests for comments and lists of frequently asked questions occasionally serve regulatory purposes.

The engineers’ response to the technical heterogeneity and complexity of the Internet, and to the technical requirements of a potentially huge number of services and applications has been to partition functions into sub-functions and allocate them to different protocol layers of the network. The Internet protocols distinguish five layers, including the physical one. In order to structure the issue area, this technical layering approach has been adopted by several studies of Internet governance and regulation. The idea of these studies is to increase the accuracy and precision of regulation by assigning a specific regulatory measure to a specific layer and avoiding layer-crossing (Solum and Chung, 2003; Whitt, 2004). But this technocratic approach is obviously difficult to realise because there is no unambiguous correspondence between technical functions and social action. Thus, the studies usually restrict the number of layers to three. Benkler (2006: 383–459), for instance, distinguishes a physical layer (e.g. cables), a code layer (e.g. browsers, e-mail, Internet protocols) and a content layer (e.g. videos, music, speech). Similarly, Zittrain distinguishes a physical layer, a protocol layer, and an application layer, which includes but could also be separated from a content layer (Zittrain, 2008: 63–71). Generally, the lower layers are more technical and the upper layers more social. To address our questions concerning regulation, it is sufficient to differentiate only two layers: a technical layer and a content layer. The technical layer consists of the infrastructure of Cyberspace and encompasses the basic protocols such as TCP/IP, as well as browsers, and other software used to transmit content. It also includes cables, routers, and computers. The content layer consists of the application and use of software which facilitates accessing, transmitting, filtering, or storing all types of content (cf. Lessig, 2001).

21.3 REGULATION OF THE TECHNICAL INFRASTRUCTURE

Most of the literature on Internet regulation focuses on content and conduct rather than on infrastructural issues. Even though Lessig contends that regulating infrastructure (code) means at the same time regulation through infrastructure (see also Murray, 2007), most efforts to design, develop, and shape technology are perceived as the search for the technologically best solution and thus, as a purely coordinative effort. Regulatory or more generally political implications of these efforts are ignored or not fully appreciated (cf. Elmer, 2009).

It is undisputed that the Internet was only able to grow into a global network because it had met the critical operational requirements which any decentralised set of communications systems must meet in order to function as a single cohesive system. These requirements are compatibility, identification, and interconnectivity (Pool, 1983). Compatibility facilitates the smooth interoperation of networks in technical terms and is usually achieved through conformance to technical standards. Identification is accomplished by the assignment of unique addresses (numbers or names) to all users or objects which inhabit the networks. Interconnectivity entails the commitment or obligation of the providers, or operators of networks to link their networks to one another in compliance with compatibility and identification requirements.

21.3.1 Identification

The most prominent regulatory field at the infrastructural level relates to identification and the domain name system (DNS). The allocation of an unambiguous address (i.e. a 32-bit string of numbers) to each host that is connected to the network is essential for the routing and transmission of data packets. The system of domain names visible in e-mail and WWW ‘addresses’ is based on this address system. But in contrast to a string of numbers, names as identifiers are humanfriendly and easy to remember. Their introduction has promoted the ease of use of the network. Originally designed as a coordinative tool, the DNS—especially names in the generic top-level domain ‘.com’—was increasingly regarded as a valuable business resource which could be used for branding. This transformed the process of allocating domain names from an act of coordination to one of resource allocation, with potentially negative consequences for those who claim a specific domain name (e.g. trademark owners) but find this name already allocated to somebody else (e.g. a competitor).

Just at the time when the significance of the DNS problems increased and an organisation with some regulatory authority was needed to cope with these problems, the US government removed authority over the assignment of numbers and names and some other managerial functions from the Internet Assigned Names and Numbers Authority (IANA), which worked on the basis of government contracts as a comparatively autonomous kind of US government agency, and delegated it to ICANN, the Internet Corporation for Assigned Names and Numbers (Mueller, 2002). ICANN, a private, non-profit corporation incorporated in California, assumed this responsibility in 1998.2 It was designed as a ‘complex multi-stakeholder global institution based on the principles of internationalisation and privatisation of governance’ (Cogburn, 2009: 405). But since its inception, it has been overseen by the US government on the basis of contracts with the Department of Commerce, while other countries’ governments have been prevented from controlling ICANN. The original intention of the US government to subsequently weaken its central role in this area and grant more influence to other governments and private stakeholders did not fully materialise. Thus, on the one hand the US government delegated authority to ICANN, but on the other hand a hierarchical political element remained in this arrangement. ICANN operates in ‘the shadow of the state’ from which it derives its authority (Scharpf, 1997). Whether this shadow is needed is an open question (Héritier and Lehmkuhl, 2008).

ICANN has the authority to formulate and implement the substantive and procedural rules within its jurisdiction entirely on its own. This includes the power to authorise new top-level domains such as ‘.biz’ and ‘.info’ and the control of the operation of the so-called root servers, which keep and distribute up-to-date, authorised information about the content of the name space of the top-level domains. The root servers are consulted as the highest instance of the domain name hierarchy if a data packet otherwise cannot find its destination. ICANN oversees the organisations which run and maintain the top-level domains (registries), including the country code top-level domains such as ‘.uk’ or ‘.jp’. Registries must agree to ICANN’s terms and conditions. Of particular importance is the fact that ICANN has established a dispute resolution mechanism to process conflicts over domain name allocation through approved dispute resolution service providers. ICANN’s Uniform Domain Name Dispute Resolution Policy (UDRP), which has been used to resolve thousands of disputes over the rights to domain names, is considered to be efficient and cost effective.

ICANN claims that it does not control content on the Internet, that it is unable to stop spam, and that it does not deal with access to the Internet. It stresses its role as coordinator of the Internet’s naming system in order to promote the expansion and evolution of the Internet (cf. Klein, 2002). ICANN has an international board of directors which represents all parts of the world and diverse groups of stakeholders. It is open for input from various advisory committees including a governmental advisory committee. Regardless of all the efforts to keep this particular area ‘politics free’, criticism has focused in particular on the US’s prerogative position in this example of ‘regulated self-regulation’ (Knill and Lehmkuhl, 2002: 53–5). Many developing countries, along with China, India, and several European countries, have argued that the current legal construction would theoretically allow the US government to ‘punish’ a country by blocking its country code top-level domain (cf. von Arx and Hagen, 2002). This could have far-reaching negative consequences for the economy and society in the respective country. US government interventions which stopped ICANN’s process of approving the implementation of a new ‘.xxx’ (pornography) top-level domain in 2006 appear to justify this concern (Cogburn, 2009: 405). In the shadow of hierarchical control by the US government, ICANN has gained and demonstrated regulatory authority, at least vis-à-vis the registries, when it comes to preserving the stability and integrity of the domain name system. Most stakeholders seem to accept ICANN’s de facto regulatory competences in this area as long as ICANN exercises self-restraint (Pisanty, 2005: 52–8; cf. Hofmann, 2007b).

21.3.2 Compatibility

Private self-regulation on the technical layer of the Internet has a long tradition. Given the decentralised structure of the Internet, safeguarding compatibility has high priority. Ever since the US National Science Foundation decommissioned the operation of what was, until 1995, a publicly-funded academic and research network (CSTB, 1999), it has not been possible for a central authority to impose the necessary compatibility requirements (Holznagel and Werle, 2004: 22–5). Originally, technical design and development was guided by the Internet Engineering Task Force (IETF), formed in 1986 but with roots dating back to the times of ARPANET in the early 1980s. The IETF adopted many standards, i.e. technical rules, to be implemented in the network, and it has been the guardian of the Internet’s generic protocol suite TCP/IP. Participation in the IETF and its numerous working groups is open to anyone, and a broad and unrestricted discussion of proposals via electronic mailing lists is possible. Before new Internet standards are approved, two independent implementations have to be completed. The standards are adopted on the basis of consensus and published online in the so-called Request for Comments (RFC) series. Their use cannot be mandated and they are traditionally available for implementation free of charge (open voluntary standards). IETF activists have always stressed the non-hierarchical, non-bureaucratic, voluntary, and consensus-based process of standard-setting. In an IETF meeting in 1992, David Clark, one of the architects of the Internet, voiced an oft-repeated characterisation of the IETF: ‘We reject kings, presidents and voting. We believe in rough consensus and running code.’3 In this meeting, the IETF rejected the adoption of components of the Open Systems Interconnection (OSI) network protocols developed by one of the established international standardisation organisations, which at the time ignored the IETF or questioned its legitimacy (CSTB, 2001: 23–35).

The other decisive standardisation organisation focusing mainly on components and applications of the Web is the World Wide Web Consortium (W3C), founded in 1994. Virtually all Web standards that are of relevance today were developed by the W3C. Like the IETF, the W3C is a non-commercial organisation of volunteers, but in contrast to the IETF, the volunteers are organisations rather than individuals, and they are charged more than a nominal membership fee. As an international industry consortium, the W3C has about 400 member organisations—companies from the industry and service sectors as well as research and education institutions. All stakeholders who are members of the consortium have a voice in the development of W3C standards which are adopted on the basis of consensus and are also available free of charge.

Despite all the differences between the W3C and the IETF, both organisations emphasise the promotional and coordinative character of their work and the voluntary nature of their standards. Formally, no one can be compelled to comply with them. However, such a view is too narrow. Being technical rules, all standards carry a cognitive or normative expectation of compliance. Moreover, particularly in network industries such as telecommunications and information technology including the Internet, coordinative standards can attain a quasi-mandatory status as a consequence of network effects (Shapiro and Varian, 1999). If a standard becomes prevalent in such an industry, it may eventually lock in. This means that producers and users of a specific feature or service of the Internet may be compelled to conform to the prevailing standard and stick to it once they have implemented it. Internet standards are rarely purely technical, but they can obscure commercial interests, political preferences, and moral evaluations at the same time that these underlying interests and choices are brought to bear (Werle and Iversen, 2006).

Thus, the work that the W3C and the IETF engage in has political and regulatory consequences. The new generation of the generic Internet protocol suite offers an impressive case in point. In 1998, the IETF published a new Internet protocol suite as a draft standard, the so-called IP version 6 (or IPv6), also known as IP Next Generation. IPv6 is regarded as a necessary means of enlarging the address space and augmenting Internet functions, including a stronger encryption sequence and the high-quality services needed for sophisticated (real time) applications. In particular, the pressing need to enlarge the address space is generally acknowledged. Internet service providers and users are running out of addresses since the prevailing protocol suite (IPv4) only provides for 4.3 billion addresses. The respective supply offered by IPv6 is virtually infinite. Apart from alleged problems of compatibility between the new protocol and the incumbent one and difficulties which always have to be coped with if users are to migrate collectively from a proven standard to a new one, IPv6 has affected diverse political and business interests (DeNardis, 2009). The US government hesitated to promote a new protocol, a transition to which would require software updates, address reconfiguration, and other costly efforts on the part of the US Internet industry and corporate users. Many in the Internet industry had received large blocks of addresses in the past or had implemented software to mitigate address shortages and therefore saw no immediate benefit in upgrading the protocol suite.

Conversely, in the wake of September 11, 2001, the Department of Defense (DoD) announced it would migrate to IPv6 by 2008, alluding to the protocol’s enhanced security features. But due to doubts concerning, among other things, the legitimacy of the IETF to define and administer world standards, the DoD specified that all software and hardware purchased should have ‘IPv6 capability’ rather than implementation (DeNardis, 2009). In Japan, IPv6 was seen as an opportunity for the domestic information technology industry to catch up to the United States. Based on this protocol suite, an ‘Internet of Things’ was envisioned with embedded network interfaces and unique addresses for practically every electronic device. Large IT companies and the Japanese government agreed that reaching this goal required the transition to an IPv6 environment by 2005. Likewise, the European Union (EU) gave its support to IPv6 in a move to harmonise network standards in Europe and at the same time provide the huge increase in Internet addresses needed by its prospering mobile telecommunications industry in order to offer high-quality, secure new mobile services (Holznagel and Werle, 2004: 22–5; DeNardis, 2009).

All in all, with its IPv6 standard, the IETF triggered different and partly contradictory political and business strategies. As a result, worldwide adoption has been significantly delayed. The IETF lacks the formal legitimacy and also the resources to enforce the world-wide implementation of the new protocol suite. Here it has reached the limits of private self-regulation because even as an open, consensus-based organisation, it is unable to involve all interested or affected stakeholders in the decision-making process and to accomplish concerted action. But because governments also take diverging stances towards IPv6 as indicated above, regulation by an intergovernmental standardisation organisation such as the standards branch of the International Telecommunications Union (ITU) would very likely fail as well (cf. Schmidt and Werle, 1998).

21.3.3 Interconnectivity

In addition to combining single networks to a network of networks, the operational requirement of interconnectivity encompasses issues of access to and differentiation or fragmentation of the Internet. Unlike the operators of telephone networks and the providers of telephone services, Internet network operators and service providers are not controlled by any industry-specific interconnection regulations in most countries. In this respect, the Internet is an unregulated network.

Social and territorial differences regarding access to the Internet were one of the central concerns tackled at the above-mentioned ‘World Summit on the Information Society’ (WSIS). ‘Digital divide’ is the popular metaphor used to describe this issue. While some delegates to WSIS regarded the divide as a transitory phenomenon, others emphasised the need for funds to support the development of information and communication technologies and bridge the divide between developed and developing countries. There can be no doubt that over the last 15 years, the digital divide has been shrinking in terms of numbers of Internet users. But looking only at these numbers conceals the dynamics of the divide which includes Internet usage and usage patterns. Digital divide or digital differentiation tends to reproduce itself in the sense that with highly-innovative Internet technology, ever-newer features and services are developed which turn out to be sources of new lines of differentiation (Werle, 2005) or, as Manuel Castells—with a view to broadband connections—put it: ‘As soon as one source of technological inequality seems to be diminishing, another one emerges: differential access to high-speed broadband services’ (2001: 256).

Since the Internet’s inception, political factors including deliberate abstention from regulation have accounted for the emergence, as well as, the mitigation of differences concerning access to and use of all features of the Internet. Network operators and service providers play an important role in this context. Most of them are private companies. They have agreed to interconnect their networks and services via network access points. Initially, the operational costs of these network access points were shared among those connected to such a point (peering). Later, peering was complemented and in some cases replaced by transit arrangements, which obliged smaller networks to compensate larger networks for the traffic they send to them because large networks receive much more traffic from small networks than they send to them. Peering and transit arrangements are achieved through commercial negotiations. It is argued that the strong positive network externalities generated by the fast-growing Internet have provided sufficient incentive to enter into interconnection agreements on a voluntary basis. Thus, in principle, interconnection is governed through market processes and voluntary coordination.

The Internet market offers providers not only inducements to interconnect but also incentives to differentiate products into a variety of ‘dedicated services’ which attract specific user groups and also content providers who are willing to pay a higher price for privileged and faster access to Internet services. Conversely, network and service providers may charge different prices to different content providers for a similar service, block web sites or portals of some providers, or selectively direct users to others. This has raised concerns that the architecture of the Internet will change, losing its traditional openness, and end-to-end character (Lemley and Lessig, 2004; Zittrain, 2008). According to the end-to-end design principle, most of the network’s ‘intelligence’ is located at its ends (servers, work stations, PCs), while the network remains comparatively ‘stupid’, only providing the ‘pipes’ through which the bits and bytes are delivered (Isenberg, 1997). In such a best-effort network it would be virtually infeasible to privilege certain providers over others. It can be disputed that the Internet has ever been that ‘stupid’. In any case, several architectural changes made for the sake of secure e-commerce and a variety of other reasons have already eroded the original principles. The fragmentation of the network is no longer technologically impossible and it is particularly likely to occur where only one or two providers control local or regional markets for high-speed services.

The spectre of fragmentation has triggered—under the heading of ‘network neutrality’—a debate in the US and the EU over the need for regulatory intervention partly akin to the common carrier or universal service regulation of the telephone industry through specialised regulatory agencies (cf. Frieden, 2007). Proponents argue that without regulatory control, the Internet’s opportunities will be taken away from users and shifted to network and service providers in the name of efficient network management, and at the expense of the innovative potential of decentralised discretionary use. Opponents contend that market competition between providers will mitigate these problems and also encourage broadband deployment as long as antitrust enforcement agencies monitor providers’ behaviour and prevent the abuse of market power. They also stress that the Internet, which up to now has been unregulated with regard to network neutrality regulation, has enabled the era of user-generated content in social networking sites and blogs, potentially breaking the hegemony of traditional content generators as the primary sources of content.

21.3.4 Coordination and regulation of technology

The emergence and development of the Internet can be described as an evolutionary process which, despite the decisive promotional role of the US government, was never guided by a master plan. Voluntary, private self-regulation coordinated the actions of the early architects of the Internet (David, 2001). This tradition has survived particularly in the area of technical standardisation. Also, the administration of the domain name system by ICANN shows strong elements of self-regulation, occasional attempts by the US government to intervene notwithstanding. Organisations such as the IETF and the W3C, and even ICANN, have gained authority and legitimacy through the successful coordination of the global expansion of the Internet, which is in the common interest of most private and public stakeholders (for a more critical view of ICANN, see Murray, 2007: 114–25). IP addresses, domain names, and Internet standards cross national borders and have global validity (cf. Bendrath Extra Tag al., 2007). In contrast to identification and compatibility, interconnectivity tends to be regulated by governments within the territorial confines of their authority. This description has traditionally characterised telephone regulation, which comes in national and regional variants within a liberal global telecommunications regime.

Whether the existing hybrid constellation regulating the technical infrastructure will endure for the next decade is an open question, given the rapid changes and the increasing commercial importance of the Internet. The regulatory arrangement that has emerged is criticised from two opposite camps. On one side are those who argue that there is too much regulation and propose that functions such as domain name management could be left completely to the market. Network neutrality rules are declared absolutely unnecessary and dispensable. On the other side are those who call for more regulation, particularly for more political leverage for all interested or affected states on all relevant aspects of the technical infrastructure. Intergovernmental organisations or forums might have the legitimacy and the sanctioning power to implement regulations including the new Internet protocol stack (IPv6) which still struggles for acceptance.

21.4 REGULATION OF CONTENT

While the regulation of the technical infrastructure aims at shaping the general opportunities and constraints of utilising the Internet, the regulation of content touches more explicitly upon values, norms, and rules. It deals, for example, with child pornography, hate speech, and discrimination against minorities and more generally with provisions to enable (or restrain) the free flow of information. In our understanding, it also includes the regulation of conduct. The latter relates to commercial and other electronic transactions which can be hindered through electronic deception and fraud, infringement of privacy, unsolicited content, and hostile attacks. Compared to the regulation of the infrastructure, content regulation is an extremely broad and heterogeneous policy domain in terms of the issues and actors involved.

21.4.1 Political and private regulation

Cyberspace represents a de-materialised and largely de-territorialised world which challenges national social, political, and legal cultures and traditions. In contrast to proprietary telecommunications networks, the decentralised (end-to-end) technical infrastructure of cyberspace allows for distributed creativity, peer production, and sharing, making it hard to trace and control social, economic, and political action (Benkler, 2006; Lemley and Lessig, 2004). The commercialisation of the Internet and its increasing significance as a global platform for commercial transactions of all kinds have created a pressing need for a reliable and secure environment. Central questions, not only for legal scholars, include whether existing law can be extended into cyberspace in order to provide such an environment—and upon which nation’s law this should be modelled—or whether a singular body of cyber law must be developed (Sieber, 2001). Legal regulation is based first and foremost on national law. National law frequently addresses commercial, civil, or criminal action on the Internet because these actions are typically not yet strictly ‘cyber’. If, however, the adjustment of existing rules to the cyber environment is necessary or new legal regulations are required, slow political rule-making procedures often reduce their effectiveness (Greenstein, 2000: 183). Traditional legal forms of regulation encounter limits which are felt ever more directly in the context of law enforcement. The validity of national law ends at a country’s borders, but Internet transactions can easily cross these borders and escape from national jurisdiction. As soon as more than one political authority is affected by a transaction and the legal rules regulating this transaction differ from one country to the other, a multilateral agreement is needed to reach a common solution and enforce regulation. Only in a limited number of cases can we find internationally shared or accepted rules.

Given these problems and the Internet industry’s, and users’ fear of what they see as either regulatory failure or political over-regulation, private (self)regulation is often proposed as the preferred policy. Self-regulation originally emerged in areas such as standard-setting and protocol development (see above). But even so-called netiquette had inter alia a regulatory purpose, aiming to secure freedom of speech and the free flow of information (Werle, 2002). From there self-regulation diffused into commercial and other areas where profits and specific interests, along with moral values, are at stake.

21.4.2 Areas of content regulation

Everything that happens on the Internet has to do with content, but what is actually targeted through rules and regulations is behaviour or conduct, and its effects. In the following we will briefly review a limited selection of areas and examples of Internet activities, and what they mean for the setting and enforcement of rules, regulation, and control. This review cannot be comprehensive, but it comprises issues such as data protection and privacy; intellectual property and copyright; Wikipedia as an example of Web 2.0 peer production; protection against fraud and the creation of trust in e-commerce with eBay as an example; and finally the protection of specific symbolic values (content control) and of specific groups (child/adolescent pornography).

21.4.3 Privacy and data protection

This issue is not new, but it originally gained prominence and urgency with the computerisation of private organisations and public administrations starting in the 1960s. It was aggravated by the Internet’s enormous capacity to collect, store, share, and distribute personal data. Data protection includes protection not only against theft and misuse, but also against their conscious or unconscious distortion by public and private institutions. The right to control the dissemination of one’s personal information and to know who possesses which information on which legal grounds has the status of a human right in many liberal democracies. But this does not mean that a common understanding of privacy prevails. Rather, the tension between privacy and other rights or concerns such as freedom of information, freedom of speech, and collective security is balanced differently in different countries (cf. Bennett and Raab, 2006; CSTB, 2001: chapter 6). While in the US, freedom of speech is generally valued more highly than privacy, this is different in many European countries where legal provisions concerning privacy and data protection are more comprehensive and elaborate. In authoritarian countries like China, system security and political and social stability are more important for the government than the protection of privacy or the freedom of speech (Wu, 2008; Kluver, 2005). These differences are the result of policy choices which rest on cultural, political, and juridical legacies. Even in the EU, one of whose basic political and economic aims is to harmonise national legislation, it took more than 20 years of political negotiations and lobbying for two EU Directives and one EU Regulation regarding the governance of Cyberspace to be put into force, in the mid-1990s (Newman, 2008).

Differences in privacy and data protection between countries can have detrimental effects on international trade. This is especially the case if one country or group of countries—in this case the EU—legally requires foreign companies and countries to respect and enforce the level of protection guaranteed on the partner’s territory. Business itself relies to some degree on the provision of adequate protection in e-commerce, where trust and the reputation of trustworthiness must be actively achieved—either through self-regulation or public policies (Marcus et al., 2007). But, first and foremost, national and not foreign regulation is relevant in the countries concerned, and difficulties arise if regulations abroad are substantially different. Two agreements between the US and the EU are not only of illustrative importance in this respect: The Safe Harbor Agreement and an agreement concerning the transmission to and storage by US security administrations of personal passenger data (PNR data) collected by airlines flying to the US (Farrell, 2003; Busch, 2006). In both cases, the interest behind these treaties was mainly economic, but legally they were the result of stipulations in the EU Directives meant to protect the privacy and data of EU citizens. Legal harmonisation between the US and the EU was not an option. As the two legal cultures were too incompatible, bilateral international treaties have been the solution. Each side accepted the other’s legal framework and reassured the other that they essentially fulfilled that side’s regulatory requirements—in EU policy terms, mutual recognition agreements. In both cases, the assurance had to come from the US, which had lower privacy and data protection standards and less comprehensive regulations. In addition, the US generally relied on a self-regulatory model of protection more than the EU (Haufler, 2001: chapter 4). In the first case, the Safe Harbor Agreement, it was the US side which made the concessions; in the second case it was the EU which compromised substantially on privacy and data protection standards. Whether the agreements were reached because of deliberative persuasion, as the constructivist position maintains (Farrell, 2003), or were the result of clear economic interests and the negotiation leverage behind them (Busch, 2006) is a matter of dispute. In any case, the result of these processes is a piece of international regulation comprising elements of self-regulation that are based on bilateral treaties signed by political authorities.

Some scholars argue that the Safe Harbor Agreement has been a model, among others, for other international agreements as well as less-legalised measures that facilitated the spread of relatively strong privacy standards and fair information principles (Bennett and Raab, 2006). Other factors that contributed to this development include the OECD Privacy Principles, adopted as recommendations in 1998 (cf. Farrell, 2006) and the occurrence of several data breaches and other scandals which raised public consciousness in these matters. These mobilised civil society groups, who not only put pressure on governments and companies but also developed software to enable users to protect themselves (cf. Holznagel and Werle, 2004). An encompassing global regulatory regime regarding privacy and data protection has not evolved, though, and this is unlikely to happen. Thus, for some observers, self-help strategies are the only viable route to protection (Johnson, Crawford, and Palfrey, 2004). In their view, the importance of self-protective measures is reinforced through the emergence of so-called Web 2.0 peer-to-peer applications including social networking sites of the Facebook type (Zittrain, 2008: 205–16).

21.4.4 Intellectual property protection

The Internet and Web space as a storage device have fundamentally transformed the availability, reproducibility, and circulation of immaterial goods. Production cost and even more so distribution cost decreased enormously. New ways of using and distributing particularly music have emerged (Lessig, 2004). The ease with which digital content can be copied and transmitted has fomented the creation of file sharing networks which argue that free and equal access to music and other cultural goods is a human right which should not be sacrificed for the sake of profits. The traditional copyright industry has seen these developments as a threat and responded with lawsuits and antipiracy campaigns targeting file sharing platforms such as Napster, Kazaa, and Grokster (Dobusch and Quack, 2008), and most recently, The Pirate Bay in 2009. The entertainment industry argues that monetary incentives are needed to stimulate creativity and innovation.

From a socio-cultural perspective, the new technological opportunities have triggered a clash of conflicting values, norms, and ideas concerning the meaning of culture, cultural production, and cultural consumption. Although—backed by most governments of industrialised countries—legal intellectual property protection has been extended and strengthened at the international level, file sharing in ever newer variations cannot be inhibited. On the other side, industry has also reinforced its efforts to deploy protection technologies intended to stop unauthorised copying. This marked only the starting point of a kind of arms race between technological developments which facilitate the circumvention of copy protection and usage control, and innovations, especially digital rights management software, which allow the industry to determine technically the conditions of use of digital products (Goldsmith and Wu, 2006). At the same time, this unresolved arms race indicates that technological self-protection reaches its limits when and if it cannot rely on societal consensus.

21.4.5 Peer production

Wikipedia, ‘the free online encyclopedia that everyone can edit’ (Zittrain, 2008: 130), impressively shows what the Internet can achieve by way of decentralised peer production. Doing away with real world power differentials concerning the provision and use of this service, Wikipedia appears as a counter model to the incumbent information industry (Benkler, 2006: 70–1). The initial idealistic concept, formulated by its founder Jimmy Wales, rests on a ‘trust-your-neighbour’ attitude. Confidence in the discursive and self-correcting capacities of this open participatory system has guided the development of a service with a minimal set of rules prospering without external control.

A closer look reveals that Wikipedia’s success rests on self-regulation and an internal hierarchy of influence. Furthermore, one of the general rules stipulates that users must respect the legal environment and avoid legal disputes. Wikipedia content should not, for instance, infringe on copyrights, and infringing material must be eliminated immediately (Zittrain, 2008: 130–6). As the service grew in size, rules became tighter and more constraining. They address a variety of problems which jeopardise the substantive goal of the enterprise: to provide a comprehensive, up-to-date, and reliable encyclopedia. The problems include vandalism, libellous content, misuse of biographical information and attempts to strategically utilise Wikipedia for political or commercial purposes. A recent rule requires that any changes to pages about living people must be approved by one of the site’s editors or trusted users before they can be released to the general public. If new rules are to be established, they are discussed as openly as the content of entries in the encyclopedia.

The guiding rule for all discussions is that participants should try to achieve consensus. If this does not work, voting is an option. Generally, Wikipedia follows procrastination and subsidiarity principles. Over the years, an internal hierarchy has developed, ready to step in if decentralised problem solving fails. Administrators can block content and prevent users from editing. Ultimately, administrators report to an elected arbitration committee, the board of Wikipedia’s parent, the Wikimedia Foundation, or to the ‘God-king’ Jimmy Wales himself (Zittrain, 2008: 135–41).

Wikipedia seems to be the prototype of a self-regulated, community-based cyberspace organisation. But this is only half of the truth. It exists and flourishes in a real-world legal environment that must be respected if external intervention is to be avoided. This also holds for the increasing number of language-related subcommunities which organise themselves rather autonomously, again painstakingly respecting external legal constraints.

21.4.6 E-Commerce

The Internet is of increasing importance for economic transactions. As a fast border-crossing technology, it facilitates communication processes which lead to or accompany commercial transactions, most of which are finally executed off-line. As far as digital products are concerned, e-commerce can also be a full-circle online activity. Commercial interaction via the Internet can save transaction costs and increase the frequency and territorial spread of business contacts. But it also has certain drawbacks and poses certain challenges. A crucial one, especially in international commerce, is ensuring that business is done safely and in a secure way over the Internet, as a precondition for the establishment of trust in business-to-business and, more so, business-to-consumer relations. Commercial contacts can be established in seconds and contracts concluded with a simple click, providing ample opportunities for new forms of crime. Internet crime includes several types of non-fraudulent action, but by far the largest portion of cybercrime is committed in e-commerce. Hierarchical legal regulation is indispensable in the fight against cybercrime. Some regulations are already in place, but they are usually national and they differ substantially from one country to another. Only in a limited number of cases can we find internationally shared or accepted rules. A global criminal-law response with harmonised Internet-specific regulations is unrealistic due to widely differing social, political, and legal cultures (Sieber, 2006).

As a consequence, e-commerce had to develop mechanisms of self-regulation and self-help to create trust, and thereby facilitate commercial transactions. eBay, the online platform for auctions, provides an instructive example. eBay has established an online market between seller and bidder. It charges a fee if exchanges are accomplished. The service started small as a self-regulating community and grew within a few years into a large and highly profitable business (Dingler, 2008: 7). A challenging side effect of growth has been the omnipresent threat of fraudulent behaviour on the part of sellers or buyers. In response, eBay started with a simple ‘Feedback Forum’ of mutual ratings and a single customer support person in 1996. Nine years later, the company had a full-time security staff of 800 which is charged with catching criminals. For this purpose, in-house monitoring and data-mining software are deployed. For seller–bidder relations, it is even more important that the initially rather simple system of mutual rating by eBay’s customers has developed into a sophisticated tool, which enables them to judge the trustworthiness of their potential business partners. The system is continually improved by ‘Trust & Safety’ teams. It is an instrument of self-regulation that depends on the active input of eBay’s customers. It leaves the evaluation of risk and the decision of whether to engage in a specific transaction to the customers, and at the same time it helps the company trace and deter, or penalise fraudulent behaviour in order to protect the integrity of the platform (Goldsmith and Wu, 2006: 136).

21.4.7 Illegal content and conduct

The labelling of content or conduct as illegal or harmful, and policies developed to protect collective symbolic values and specific groups (e.g. minors) are independent of the Internet. As in other areas, national cultural and legal rules determine their definition. Hate speech, extremist propaganda, the glorification of violence, the denial of crimes against humanity or genocide, pornographic or obscene material, etc. can be forbidden in one country and legally protected as free speech in others (CSTB, 2001: chapter 5; Holznagel, 2000). Illegal or harmful conduct ranges from conventional cybercrimes like hacking for reasons of sabotage, identity and/or data theft to aggressive acts such as cyber shaming, stalking, or bullying which can be very harmful. What the Internet adds in impact is the exponential increase in volume, the speed of dissemination, and the potentially global spread of such content and activities. Their sheer quantity accounts for new qualitative effects on individuals, communities, and organisations. Bullying among school-children, for example, has always been a harmful activity in schoolyards or other physical meeting places. Now that these activities, as well as documents negatively influencing the moral development of children have migrated to social platforms, chat-rooms, and forums in the Internet, they can easily be spread among children and at the same time hidden from the eyes and ears of parents and teachers. Perpetrators in this and other areas often use technical means to hide their identity. In many cases they can also take advantage of national differences in legal regulations and evade what they see as an unfavourable jurisdiction, fleeing into a less rigid one. This holds in particular for many of the highly profitable industries such as Internet-based pornography and gambling, which are legal in some countries and illegal in others. Their business is transnational in character, serving customers and clients, or including participants worldwide.

It is likely that industry self-regulation and codes of conduct in social networks, alone or in conjunction with self-protective measures taken by individual users, fail to fend off undesirable or illegal content and conduct. Therefore, these non-legal forms of regulation are no—or no complete—alternative to legal regulation, which is usually on a national basis and which must be enforced by national authorities. The limits of enforcement in a network that easily crosses borders are obvious. A promising response to these limits would be the international harmonisation of regulation. But here the above-mentioned differing national cultural values and norms, as well as distinct legal traditions, make it extremely difficult to reach international agreements—and they are time-consuming if reached at all. Even in the case of child pornography, where a rather broad international consensus about its unacceptability exists, the European Council had to deal with tedious definitional problems (Sieber, 2006: 198–9). It took many years of negotiation before the European Convention on Cybercrime was signed. This first international treaty on crimes committed via the Internet deals with copyright infringement, computer-related fraud, child pornography, and violations of network security. It was passed in 2001 and went into effect in 2004. The US and other non-European countries signed the Convention, but it contains many exemptions and discretionary possibilities for the countries ratifying it. One cannot say that the Convention has facilitated the coordination of concerted and accountable action against crime on the part of the signatories in a substantial way.

Due to the lack of international legal harmonisation, national law enforcement agencies are still the central institutions investigating and prosecuting conduct which violates the law (Goldsmith and Wu, 2006). In the case of child pornography, we find rather conventional regulatory approaches of a centralised command and control type. Where content regulation threatens to collide with freedom of information and freedom of speech principles, control agencies in many countries increasingly deploy filtering and blocking software—a form of censorship which is often not even noticed by the average user (Zittrain and Palfrey, 2008).

National regulators also involve service providers in their strategies of control (Goldsmith and Wu, 2006). This opens up additional opportunities to target border-crossing content denounced as illegal by national authorities. If service providers from abroad have affiliates in the respective countries, these firms can be charged with breaching national law if they do not stop unwanted content from flowing in (Frydman and Rorive, 2002). Even if it is hotly debated in many countries whether service providers are legally responsible for content which they have not created but only transmitted (with eyes closed and ears covered), regulatory agencies increasingly seek the ‘cooperation’ of those service providers, often on a contractual basis (cf. Deibert, 2009).

21.4.8 Varieties of content regulation

The selected areas and examples above show that cyberspace is not characterised by anarchic openness and unregulability. Rather, different national and international institutional arrangements and a large variety of intervention tools geared to specific Internet applications govern the so-called content and social layer of the Internet. Public authority and private actor responsibility often combine in hybrid arrangements. The tools of regulation range from more conventional instruments of governmental command and control policies to non-intervention and reliance on self-protection; between these two extremes are other tools such as ‘soft’ information and persuasion policies, comparative reporting and evaluations, and procedural regulation or regulation of self-regulation.

Although Internet activities are not as de-territorialised as one might assume, leaving territorial governments some leverage for control, border-crossing Internet activities are difficult and sometimes impossible to regulate. This is mainly due to international differences in legal and enforcement systems, but another important factor stems from technical opportunities to hide or change the identity of Internet users, which makes it difficult to trace illegal or hostile action (Brunst, 2009). International agreements which harmonise legal regulations are scarce, limited in scope and not of global reach. Only the supranational potential of the EU opens a realistic chance for legal harmonisation, even though EU efforts are also still rather limited (for a more optimistic view see Mendez, 2005). But legal harmonisation always comes at a cost, and some scholars argue that international regulatory conflict is often preferable to a strategy of harmonisation which obscures unbridgeable national differences and in effect generates only an illusion of effective regulation (cf. Goldsmith, 2000). These potential de facto regulatory failures may reinforce the demand for self-regulatory solutions at the international level. But international agreements among firms and associations are not necessarily easier to achieve than intergovernmental treaties. They can be regarded by some affected firms as even more constraining than intergovernmental regulation because some global players may use their strong position to attempt to set the rules.

Seen from this perspective, self-protection or self-help appears to be a viable option once again. Self-regulatory arrangements which are often based on technical solutions such as filtering software and services provided by the market are favoured mainly by those who want to preserve the Internet as a space of individual liberty. Technologically designed regulation should help leave peer-to-peer communication and transaction as unhindered as possible and thereby render other forms of regulation unnecessary (Johnson, Crawford, and Palfrey, 2004). However, these approaches—as useful as they can be under appropriate circumstances—can have serious drawbacks. To be effective, they require knowledgeable users, and it is unlikely that the majority will ever be able to adequately judge all risks and possible counter-measures in a rapidly changing technological environment. Thus, Internet regulation will remain a patchwork of different regulatory approaches in continuous flux, no model being superior to any other.

21.5 CONCLUSION

In this chapter we have dealt with the regulation of cyberspace and its challenges. They are partly reminiscent of those in other regulatory domains, but they are also partly new. This newness is due to the opportunities which the new technologies provide to actors, opportunities which they can use in very different ways—as regulators or as regulatory targets. We have shown above that the distinction between those who regulate and those who are regulated can become blurred because public regulators increasingly, and probably more so in this regulatory domain than in others, must rely on the cooperation of regulatees or regulatory intermediaries if public intervention is to be effective. Regulation, in the wider understanding, must even be left party to endusers or providers of services, because public authorities’ reach is not far or unerring enough or because effective public intervention would jeopardise the public values, e.g. civil liberties, that it is supposed to defend—at least in open societies. Therefore, an astonishing mix of governance modes and regulatory forms characterises the regulation of cyberspace. This includes a rather high degree of self-regulatory arrangements which might be ‘state-free’ but, nevertheless, can imply strongly constraining rules and also provide unequal levels of protection.

We have not dealt, or if so only superficially, with possible effects cyberspace regulation might have on other regulatory domains. This is a very complex subject which would deserve a discussion of its own. Therefore, just a few remarks: In health care regulation, for example, some countries prohibit advertisement for prescription drugs to the general public. Whatever the rationale for this regulation, the Internet’s in this case de-territorialising effect renders such regulation practically unenforceable. The pharmaceutical industry, and in fact any other actor, can now target potential patients directly from abroad and confront them with information, or commercial propaganda, which is completely opaque, and which can put enormous, publicly objectionable pressure on health care providers. This is only a marginal example indicating the important opportunities which this technology provides for territorial law evasion. This technology also facilitates what one might call identity evasion, i.e. hiding behind anonymity. If we consider, additionally, the speed with which communicative interactions occur, the speed with which the locations and addresses of senders can be changed, and the masses of people who can be reached at the same time, then the problems which law enforcement authorities face are evident—especially as enforcement administrations are mostly nationally confined. We have discussed some of these problems above with respect to the protection of minors, for example.

Of course, modern information and communication technologies are also tools in the hands of regulators. The detection of exchange networks for child pornography would not have been possible without the respective technology and technically able personnel. In areas such as cyber crime, there is a technical ‘arms race’ going on between rule enforcers and rule evaders. As we have discussed in the preceding paragraphs, law making procedures and law enforcement institutions are relatively slow—not only in comparison to the dynamics of the technological development but also with respect to the technological capacities of potential wrongdoers. Law enforcement needs not be successful in one hundred percent of cases to be effective. Nevertheless, cyberspace technologies can seriously reduce the chances of effective law enforcement.

Norms, rules, and regulations governing this complex and dynamic space are influenced by a variety of factors and forces. From the perspective of the policy process and of political influence, the specificities of perceived problem situations and the availability of technological options, as well as cultural, institutional, and policy legacies are shaping the discourse and political competition of stakeholders, policy makers, and concerned or interested parties. All of them are trying to influence developments in cyberspace on the basis of their interests and preferences, utilising the unequally-distributed power resources which are available to them. Demand and the active involvement of end-users—however imperfect the respective markets might be—are also not a negligible factor of influence. All this takes place in an internationalised environment, a fact which further complicates rule making and rule enforcement. In the end it is a ‘battle over the institutional ecology of the digital development’ (Benkler, 2006, chapter 11), whose outcome will be the result not of rational planning or rational strategic games but of complex, largely unforeseeable interactions of mutually amplifying and countervailing forces.

NOTES

1. http://homes.eff.org/~barlow/Declaration-Final.html

2. http://www.icann.org.

3. See ‘The Tao of IETF’ at http://www.ietf.org.tao.html.
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CHAPTER 22
THE REGULATION OF THE PHARMACEUTICAL INDUSTRY

ADRIAN TOWSE

PATRICIA DANZON

22.1 INTRODUCTION

The pharmaceutical industry (including biological therapies and vaccines) is heavily regulated and yet has no intrinsic natural monopoly characteristics. Indeed it is highly competitive from research through to selling. Market power is temporary and derived from public policy in the form of government-granted patents on individual products. The regulatory issues in pharmaceuticals therefore arise from a number of factors that characterise this field. First, there is a lack of immediate observability regarding the product efficacy and safety which is critical to patient health. This leads to the regulation of market access by the requirement to have a product licence. A second key feature is the importance of patents in allowing companies to earn a return on R&D. Companies produce both a product and a package of information about the product. The product is (usually) easy to replicate, although this is less true of biological rather than chemical products.

The information package, however, is expensive to generate because of the need to carry out clinical trials in thousands of patients around the world in order to collect evidence on effectiveness and safety to meet the needs of licensing bodies, third party payers, and prescribing doctors. Issues of optimum patent life and the regulation of generic (post patent) entry arise.

A third important factor is the nature of health care provision in most developed countries, with third party payers providing insurance cover giving rise to moral hazard and leading to the economic regulation of industry prices and profits. Heavily insured consumers are price-insensitive. Producers of patented products can therefore charge higher prices than in the absence of insurance. Price regulation and other reimbursement controls are a response of government payers to this interaction of insurance and patents.

Further regulatory challenges arise because product promotion companies usually want to undertake to inform doctors and persuade them to use their products in preference to other forms of treatment. In some countries it is also possible to promote awareness to patients. Advertising is regulated to ensure doctors and patients are not misled or given inappropriate incentives to prescribe a product.

Finally, special regulatory issues arise because of the inability of poor people and less developed country governments to afford innovative medicines. Incentives are also needed if companies are to undertake R&D for medicines to tackle diseases of poverty such as malaria, HIV/AIDS, and TB.

We discuss these issues in turn. First we briefly set out the nature of and cost of the R&D process—which drives the competitive structure of the industry—and evidence on the profitability of the industry.

22.2 THE RESEARCH AND DEVELOPMENT PROCESS

The innovation process begins with basic research into the biological processes associated with disease. Which proteins or pathways are involved in a disease? Which targets might be worth pursuing? This ‘blue sky’ research is typically undertaken in universities with public funding. It leads to scientific publications that are public goods. Biopharmaceutical companies directly and indirectly invest in this process, through grants and research collaborations. The primary role of the industry however is translational—to build upon these research insights to develop potential ‘lead’ medicines (i.e. those that appear to have the greatest impact on the target) in search of products with efficacy and safety profiles that could deliver health benefits. There is some blurring. Companies also undertake basic research, and the public sector undertakes translational research, patenting compounds.

Trialling drugs on humans is the most expensive element of drug R&D.

• Phase I clinical development tests the compound on healthy volunteers to assess safety and understand how the drug works in the body.

• Phase II tests the drug on patients to understand if the disease is affected and if so how much of the drug to use.

• Phase III tests the drug on large numbers of patients in at least two well controlled trials (usually double blinded) and often with an active control to provide robust evidence of safety and efficacy for regulatory approval to market the drug.

Non-clinical development also has to be undertaken in two important areas, toxicological (carcinogenicity and teratogenicity) safety tests using animals, and designing a large scale consistent high quality product manufacturing process.

Companies continue R&D after product launch. Additional clinical trials may identify longer term outcomes, or compare the product with competitor treatments. Observational rather than experimental data may be collected, for example using disease registries tracking the health status of patients over time assessing the impact of the product. Data are often collected on use of resources associated with a treatment to assess the cost-effectiveness of the product.

As a consequence the research-based pharmaceutical industry is characterised by high R&D costs. It invests 15–17 per cent of sales in R&D, and the R&D cost of bringing a new compound to market successfully was estimated in 2001 at $802m (DiMasi, Hansen, and Grabowski, 2003). This reflects the high costs of human clinical trials, high failure rates at each stage of the process and the opportunity cost of capital tied up during the 8–12 years of development.

22.3 ENTRY AND COMPETITION: THE IMPACT OF THE BIOTECH AND GENOMIC REVOLUTIONS

It is important to understand that these high and rising costs do not appear to present a barrier to competitive entry and to the development of competing products. Since the 1980s and 1990s the biotechnology and genomics revolutions appear to have:

• eliminated the advantages of firm scale and size, at least for drug discovery, dramatically changing the structure of the biopharmaceutical industry;

• increased the extent of racing to exploit advances in the understanding of disease mechanisms.

22.3.1 Competitive structure: changing scale economics

Previously, the chemistry of drug discovery advantaged large firms with large in-house proprietary libraries of compounds. Now, drug discovery has shifted to biology, with comparative advantage for smaller firms often spun out from academic research centres. Large firms continue to grow but mostly by acquiring other large firms in horizontal mergers, by acquiring biotechnology companies, or by in-licensing biotechnology compounds, in quasi-vertical acquisitions. However, even the largest manufacturer (Pfizer, by global revenues in 2008) accounted for only about 10% of world sales. Competition bodies such as the FTC (Federal Trade Commission) and EC (European Community) monitor the effect of mergers on competition within therapeutic categories, requiring merging firms to divest competing products (including products in late stage development) if concentration would be unacceptably high.

Pammolli and Riccaboni (2001) argued that large established pharmaceutical companies have the ability to exploit economies of scale and internal spillovers of knowledge between R&D programmes, as well as being able to integrate complex activities effectively in a global development programme. They also noted a ‘division of labour’ with small firms increasingly generating innovative products. Large firms often justify horizontal mergers on grounds of economies of scale and scope in R&D. Yet the empirical evidence (Danzon, Nicholson, and Epstein, 2007) suggests R&D productivity of large firms has declined relative to smaller firms. A growing share of new drug approvals originates from smaller firms, both biologics and chemistry-based drugs. Large firms rely increasingly on in-licensing—both research tools and compounds—from smaller firms.

Small firms often specialise in discovery research, sometimes forming alliances with larger firms that provide funding and expertise for late-stage clinical trials and marketing, where experience and size play a greater role (Danzon, Nicholson, and Pereira, 2005; Pammolli and Riccaboni, 2001). The growth of contract research, sales, and manufacturing organisations has, however, increased outsourcing opportunities for small firms reducing their need to rely on larger, experienced partners. Small firms purchase human capital expertise by hiring personnel from larger firms. A growing number of biotechnology firms have fully integrated R&D, manufacturing, sales, and marketing capabilities. Genentech and Amgen are the most successful.

There is evidence of economies of scale and scope in sales and marketing both across product ranges within one country and across countries for a given product. Even here however market power is limited. Many new products are for niche markets requiring only small specialist sales forces. Competition between large companies for promising products developed by smaller discovery firms is strong. Prices paid for such products have risen over the last decade, reflecting shifting bargaining power from large to smaller firms (Longman 2004, 2006).

22.3.2 Nature of competition

Although there can be great concentration within specific therapeutic categories, the market is contestable, as evidenced by the growing share of new products discovered by new small biotechnology firms. Acemoglu and Linn (2004) show that new drug entry responds to expected market size. Scientific advances in understanding disease mechanisms typically leads to several companies racing to find ways of translating that knowledge into new breakthrough products. This is very different to the ‘old’ model of random screening of large libraries of compounds.

It is not ‘winner takes all’ competition. Patenting a compound does not prevent competition from similar compounds with the same mechanism of action to treat the same condition. Competitors obtain information on each others’ research from patent filings, scientific conferences, and other sources collated in publicly available databases. Increasingly several competing products enter a new therapeutic area within a short space of time—sometimes months. DiMasi and Paquette (2004) find that entry of follow-on compounds has reduced the period of market exclusivity of first entrants into a new therapeutic class from 10.2 years in the 1970s to 1.2 years in the late 1990s. Often described as ‘me-toos’ these products may be similar in indication and mode of action. DiMasi and Paquette concluded however that ‘The development histories of entrants to new drug classes suggest that development races better characterise new drug development than does a model of post hoc imitation. Thus, the usual distinctions drawn between breakthrough and “me-too” drugs may not be very meaningful’ (Dimasi and Paquette, 2004: 1).

These ‘me-toos’ provide value to payers through one or more of: competing in the provision of information; competing on price; or competing for different subgroups of patients within the disease area. Lichtenberg and Philipson (2002) compare the effect on a drug’s net present value at launch of within molecule (generic) competition and between molecule (therapeutic) competition. They conclude that the reduction in discounted drug lifetime value from therapeutic competition (most of which occurs while the drug is on-patent) is at least as large as the effect due to post-patent generic entry.

22.3.3 Duplicative R&D

Whether R&D expenditures entail significant duplicative investment remains an important issue. Henderson and Cockburn (1996) provide some evidence against this hypothesis, but not a definitive rejection. Whether insurance creates incentives for excessive product differentiation, including extensions and new formulations, and/or reduces cross-price demand elasticities is an important subject for research. As we discuss below a number of countries now refuse to pay a premium for any form of differentiated product, which may have the opposite effect, leading to sub-optimal R&D investment (Pammolli and Riccaboni, 2004). However, where health insurance does provide coverage for modestly differentiated on-patent drugs, when cheap generics are available for off-patent, therapeutic substitutes, this may lead to excess product differentiation. The current trend of payers to demand evidence of cost-effectiveness relative to existing drugs reinforces incentives for manufacturers to target R&D towards innovative therapies and away from imitative drugs. The nature of competition in R&D and the great ex ante uncertainty as to the ultimate therapeutic value and timing of new drugs implies that ex post there will be some ‘me-too’ drugs. The optimal number of me-toos is uncertain, given their competitive value and ability to improve therapy for subsets of patients. In the pharmaceutical industry any excess product differentiation is more likely to result from generous insurance coverage and high reimbursed prices, rather than firm strategies to use endogenous investments in R&D or marketing as an (unsuccessful) entry barrier.

22.4 PROFITABILITY AND RATES OF RETURN

The biopharmaceutical industry is widely perceived to earn excessive profits. Standard accounting practices treat R&D and promotion as expenses rather than as intangible capital investments. This leads to an upward bias in accounting rates of return for industries with high intangible investments. Accounting rates of return can be adjusted to reflect the capitalisation and depreciation of intangible assets. Clarkson (1996) illustrates the effects of these adjustments for the period 1980–1993 for fourteen industries. Before adjustment, the average accounting rate of return on equity is 12.3 per cent; the biopharmaceutical industry has the highest return of 24.4 per cent. After adjustment, the average is 10.2 percent compared to 13.3 percent for pharmaceuticals, less than the adjusted return for petroleum, computer software, and foods.

A conceptually more correct approach is to measure the rate of return on investment in a cohort of drugs, using discounted cash flow estimates of costs and returns. Grabowski and Vernon (1990, 1996, 2002) estimate the return on R&D for new drugs introduced, respectively, in the 1970s, early 1980s, and 1990s. Market sales data for the US are used to estimate a 20-year sales profile, using a foreign sales multiplier to extrapolate to global sales. Applying a contribution margin to net out non-R&D costs yields a life-cycle profile for net revenue, which is discounted to present value at launch using the estimated real cost of capital (10–11 per cent). This ‘net revenues’ Net Present Value is compared to the estimated average capitalised cost of R&D per successful product at launch ($802m in 2001). Grabowski and Vernon conclude that: the 1970s drug cohort on average earned a return roughly equal to their cost of capital; the 1980s cohort on average yielded an internal rate of return of 11.1 per cent, compared to 10.5 per cent cost of capital; the 1990s cohort also shows a small, positive excess return. Given the large number of assumptions, confidence intervals are not reported. In all three time periods, the returns distribution is highly skewed. Only the top 30 per cent of drugs cover average R&D cost. An important implication of this skewed returns distribution is that price regulation targeting ‘blockbuster’ on patent drugs could significantly reduce average returns reducing R&D incentives. By contrast, an environment that permits high prices for patented drugs but then promotes generic competition after patent expiry has a much less negative effect on incentives for R&D, because the loss in sales revenue occurs late in the product life and is heavily discounted.

These cohort rate-of-return results are consistent with an industry with low entry barriers but long lead times and high unpredictability of science and market risk. Where the expected return on R&D exceeds the cost of capital, competitive entry will occur until the excess expected profit is eliminated. Such competitive adjustments may not be instantaneous, due to scientific risks and time lags in R&D, and the actual commercial returns may radically differ from those anticipated due to changes in market and regulatory conditions.

The evidence therefore indicates extensive competitive entry to exploit R&D opportunities. Dynamic competition should reduce expected profits to competitive levels. Whilst changes in the regulatory (licensing and reimbursement) environment will affect short run profitability (adversely or favourably) in the long run, the rate and mix of R&D will readjust such that normal returns are expected. The important regulatory policy question is therefore whether the resulting rate of R&D yields a level and mix of new drugs that is socially optimal.

22.5 REGULATION OF SAFETY AND EFFICACY

A critical regulatory issue is the optimal mix of agency regulation and tort liability. There is a strong argument that structuring and interpreting clinical trials to ensure safety standards is a public good best delivered by an expert regulatory agency. The requirement for proof of efficacy in addition to safety to obtain a licence reflects concern that imperfect and possibly asymmetric information prevents physicians and consumers from making accurate evaluations of drug efficacy prior to their use in the market, leading to wasted expenditures on ineffective drugs and other associated costs, and excessive product differentiation that undermines price competition.

In the US, the 1962 Kefauver-Harris Amendments to the 1938 FDCA (Federal Food, Drug, and Cosmetic Act) define the regulations that largely operate today. To strengthened safety requirements (following the thalidomide tragedy causing hundreds of birth defects in Europe while the drug was under review in the US) the requirement was added that drugs show proof of efficacy, usually by double blind, randomised controlled trials of the drug relative to placebo and FDA (Food and Drug Administration) regulation over the use of patients in clinical testing and manufacturing quality was extended. The UK introduced the Medicines Act in 1964 and established a comprehensive regulatory regime in 1971. Other industrialised countries adopted similar regulations.

The costs of drug development increased substantially after 1962 as a consequence of the requirement to demonstrate efficacy as well as safety and because of regulatory demands for bigger trials to identify rare adverse events. Besides changing regulatory requirements, other contributing factors to cost growth include: R&D effort shifting towards more scientifically difficult diseases once ‘low hanging’ diseases have been addressed; increased focus on chronic diseases requiring longer trials to detect cumulative effects; collection of economic as well as clinical data to satisfy growing payer demands for cost-effectiveness evidence.

For certain types of products, particularly those used by large populations of relatively healthy subjects, such as vaccines, reluctance to tolerate even remote risks is increasing the size and duration of trials in order to detect very rare adverse events. For example, recent trials for the rotavirus vaccine involve 70,000 patients. In a qualitative survey Coleman et al. (2005) report that vaccine manufacturers attribute vaccine shortages and reduced incentives for discovery, in part, to the high safety standards that are required by the FDA. Danzon, Pereira, and Tejwani (2005) show that both regulatory requirements and competition have contributed to the exit of vaccine manufacturers.

The regulatory objectives of reducing review times and data requirements, subject to meeting public and physician expectations on safety and efficacy standards, have led to a number of initiatives.

In 1995 the European Union established the European Medicines Agency (EMEA) as a centralised approach to drug approval for EU member states in order to reduce time delays and the duplication of effort. There are two tracks to drug approval in the EU. The centralised procedure involves review by the EMEA and provides simultaneous approval of the drug in all 27 countries of the EU. The decentralised procedure allows an applicant to seek approval by one rapporteur country with reciprocity in other EU members, subject to their review and objection. The centralised procedure is the required approval route for biotech products and certain therapeutic areas, and is optional for others.

Since the 1990s the regulatory authorities and the industry in the three major pharmaceutical markets—the US, the EU, and Japan—have worked through the International Commission on Harmonisation (ICH) to harmonize regulatory requirements for safety, efficacy, and manufacturing quality. As a result, companies can, to a significant degree, compile a single dossier for submission to the EMEA, the US FDA, and Japan. Differences in market approval requirements are no longer a major source of difference in timing of drug launch between the US and ‘free pricing’ countries in the EU, notably the UK. However, important differences in regulatory requirements remain, and each agency still makes its own evaluation based on their own risk–benefit trade-off. For example, the EMEA typically requires trials of new drugs relative to current treatment whereas the FDA more often uses a placebo comparator, except where use of placebo would imply unethical treatment of patients. Japan still requires some trials on Japanese nationals. Most agencies including FDA and the EMEA now charge full cost user fees both to provide incentives and to resource their agencies.

The 1997 FDA Modernization Act (FDAMA) created ‘Fast Track’ status to potentially expedite the entire clinical trial process for novel drugs (FDA, 2005), with additional FDA meetings, correspondence, and review programmes. Products may receive fast track designation if they are ‘intended for the treatment of a serious or life-threatening condition’ and ‘demonstrate the potential to address unmet medical needs for the condition’ (FDA, 1997). In addition, ‘Accelerated Approval’ status involves FDA acceptance of approval on the basis of a surrogate endpoint that is reasonably likely to predict clinical benefit rather than a clinical benefit per se. Accelerated approval is one of the potential review processes for which fast track drugs may qualify. Fast track has reduced development times by approximately 2.5 years (Tufts Center for the Study of Drug Development, 2003), contributing to recent dramatic growth in the number of drugs approved for and in development for cancer and inflammatory diseases.

The EU has in place similar ‘fast track’ procedures. An ‘exceptional circumstances’ approval is given when full data on efficacy and safety cannot be provided, e.g. due to the rarity of condition or to ethical considerations in the collection of such data. Alternatively a Conditional Approval is given when the data, while not comprehensive, indicate that the medicine’s benefits outweigh its risks and it is important that patients have early access to the medicine due to an ‘unmet medical need’. The company is given obligations to fulfil, such as the performance of further studies. When all obligations have been fulfilled, it is converted from a conditional approval into a normal approval.

Critics have argued that fast track and priority review are associated with increased prevalence of post-approval adverse events. The quid pro quo for allowing some products onto the market earlier has been more emphasis on post-launch safety and risk management.

Is this optimal? Little progress has been made on the application of formal decision analytic tools to the weighting of risks and benefits in drug approval decisions, or determining optimal thresholds for safety and efficacy. Research is also needed to identify best practices and data sources for integrating post-launch observational data with pre-launch clinical trial data, and for evaluating safety and efficacy decisions on an ongoing basis as information accumulates. Related questions are the effect of post-launch drug evaluation on costs and ex ante risks and returns to firms, and hence on R&D investment. Yet to be considered is the optimal integration of post-launch regulatory review with tort liability.

22.6 PATENTS AND GENERIC MEDICINES

Given the cost structure of the industry with high, globally joint fixed costs of R&D and low marginal costs of production, patents are essential to enable innovator firms to recoup R&D investments. This gives rise to three issues.

The first is patent scope. Patents perform a dual role, enabling researchers to capture a reward for an innovation of value and putting information about the discovery into the public domain enabling others to learn from it. Broader patents increase the incentive to invest in finding them, but increase the danger that follow-on research is discouraged in two ways. A rival approach to exploit an advance in basic science may be caught up in the patent, or it may be hard to exploit the scientific discovery. Patents on ‘upstream’ (targets) and platform technologies may reduce the incentive and ability of those wishing to undertake ‘downstream’ research using these patents. Research to date (Walsh, Arora, and Cohen, 2003) suggests that licensing and other workable solutions are almost always found but that the position needs to be monitored.

Secondly, is effective patent life enough to recoup R&D investment, i.e. after the taking account of the amount of the 20 year patent life that is spent before the product gets marketed? As a consequence of concerns about effective patent life erosion the US, Europe, and Japan all introduced patent extensions in the late 1980s to apply where development times were particularly long. Analysis taking account of these extensions of 126 products introduced in the 1990–1995 period still only shows average ‘effective’ patent life of 11.7 years, with a right skewed tail (Grabowski and Vernon, 2000; Grabowski, 2002; Kuhlik, 2004).

Intellectual property protection is also provided by ‘data exclusivity’ periods after which generic firms are free to use innovator clinical trial data to prepare their ANDA (Accelerated New Drug Application) and by ‘market exclusivity.’ In the EU a generic firm can apply referring to the originator’s data, 8 years after the originator’s approval, but cannotmarket their product until 10 years after the originator’s approval (extended to 11 years if the originator has received extra data exclusivity for a new indication).

The US Orphan Drug Act of 1983 (ODA) granted market exclusivity for seven years (that is, similar compounds will not be approved to treat the same condition) significantly increasing incentives to invest in orphan diseases (conditions that affect less than 200,000 individuals in the US). Drugs with orphan status can also receive tax credits, NIH research grants, and accelerated or Fast Track FDA approval. The number of orphan drug approvals has increased very significantly (Lichtenberg and Waldfogel, 2003). Japan and the EU followed the US and passed similar legislation. Recently the US and Europe have both introduced ‘paediatric’ patent extensions for companies who carry out clinical trials to see if drugs are safe and effective in children (a population previously regarded as too risky to do studies in given the small market). Companies receive a six month patent extension for the larger adult market if they undertake clinical studies in children, i.e. whether or not the results indicate that the drug can be used in children. The objective is to get information.

Thirdly, the regulatory criteria for admitting post-patent generic entrants are contentious. For chemical compounds the issues are around competition. For generic versions of large molecule, biotechnology products such as proteins and monoclonal antibodies, the challenge is to determine the conditions for safe approval.

In the US the 1984 Hatch-Waxman Act initiated fast and cheap generic entry immediately after patent expiry. Generic manufacturers can work on the active ingredient before patent expiry (the Bolar exemption) and generics can be approved with an ANDA, requiring only bioequivalence and chemical equivalence, without new safety and efficacy trials. The EU has similar arrangements. The importance of generic savings cannot be overstated. In the US, the biggest pharmaceutical market in the world, generics account for over 60 per cent of prescriptions filled but only about 10 per cent of drug expenditures, reflecting their low prices.

Although the EU and most other major markets have similar arrangements for generic approval the speed of generic entry, market shares, and prices relative to the originator differ significantly across countries (Danzon and Furukawa, 2003). The rapid generic erosion of originator market shares in the US reflects legislation authorising pharmacists to substitute generics for originator drugs (unless the doctor states ‘brand required’) and incentives for them to do so. In the UK 80% of prescriptions are written generically with doctors and pharmacists incentivised to use generics. In parts of Europe and in Japan there is little generic use as there are no incentives and originator prices are low. Empirical studies of generic entry have shown, not surprisingly, that generic prices are inversely related to number of generic competitors (Grabowski and Vernon, 1992); generic entry is more likely for compounds with large markets, for chronic diseases (repeat use) and in oral-solid (easy to make) pill form (Scott, 1999, 2000).

Controversy has focused on:

• The period of data exclusivity. The US confers a five year maximum whereas the EU allows 10 years (Kuhlik, 2004).

• Exclusive entry periods. The US grants the first successful generic firm to challenge a patent 180 days as the only generic in the market (Kuhlik, 2004). This provides a strong incentive to be first to challenge patents, but may encourage excessive litigation. The EU has no such provision.

• ‘Evergreening’. In recent years, originator firms have been accused of ‘evergreening’ their drugs by filing follow-on patents on minor aspects of the compound or by developing follow-on products that resemble the original product except for minor changes sufficient for a new patent.

• Collusive agreements between originators and generic manufacturers to delay the launch of generics. The 180 day exclusivity provision significantly increases the potential gains from these. The FTC views such settlements as anti-competitive and has taken enforcement action against originator and generic firms (FTC, 2002). However, settling patent disputes with payments can be a legitimate and efficient means to resolve costly uncertainty as to an ultimate court decision. The EU does not have 180 day exclusivity. It launched a sector inquiry under Articles 81 and 82 of the EC Treaty on deals between originator and generic companies. The Preliminary Report (European Commission Competition DG, 2008) found more than 200 settlement agreements between 2000 and June 2008 of which 48 per cent restricted generic market access with 10 per cent involving direct payments. No conclusions were drawn.

As the number and utilisation of expensive biologics expands, so does concern to establish a low-cost regulatory path for approval of generic biologics without full scale clinical trials, in order to stimulate post-patent price competition. Legislation in Europe is more advanced than in the US. The EMEA produced a guideline on similar biological medicinal products in 2005 (EMEA, 2005) and approved their first biosimilar in 2006 (EMEA, 2006). A framework has been created for demonstrating similarity rather than equivalence for these biological products. This means that some additional clinical research is required unlike chemical generics. The requirements for submission are set on a case-by-case basis depending on the existing knowledge of the reference biological medicinal product. Legislation is being debated in the US with generic companies and payers seeking rapid entry routes and originator companies stressing the need to ensure safety and efficacy are demonstrated by any entrant and that data exclusivity periods are long enough to provide for a return on originator investment. Defining appropriate regulatory provisions for approval of generic biologics is thus a scientific question with important potential economic impact with a need to avoid biasing R&D incentives for or against biologics as compared to chemical drugs. The extent to which price competition subsequently occurs between similar biologic products will also depend on the reimbursement rules and prescribing and dispensing incentives.

22.7 PRICING AND REIMBURSEMENT

The rationale for regulating pharmaceutical prices comes from the ‘demand side’ characteristics of the market, not the ‘supply side’. Like any insurance, third party payment for drugs creates moral hazard, with incentives for consumers to overuse and/or use unnecessarily expensive drugs. In addition, by making demand less elastic, insurance creates incentives for firms to charge higher prices than in the absence of insurance. Co-payments can reduce moral hazard, but because co-payments also reduce financial protection, in practice most public insurance plans include only very modest co-payments and we do not therefore discuss co-payment further.

Most industrialised countries apart from the US have either a universal national insurance scheme, with the government as sole insurer, or a system of mandatory quasi-private social insurance funds that are regulated by the government. These government-run or regulated health systems have adopted elaborate systems of economic regulation to control pharmaceutical expenditures, including regulation of reimbursement prices, and limits on rates of return on capital, total drug spending, or company revenues. These controls have significant effects on: pharmaceutical demand; the nature of competition; profitability; and incentives for R&D. This raises the question as to whether they achieve R&D investment in, and patient access to, a socially optimal mix of new drugs.

22.8 FORMS OF PRICE AND REIMBURSEMENT REGULATION

Price regulatory systems are generally an ad hoc mix of historical policies. It is however possible to identify four broad types of measure, often used in combination:

(1) Comparison with other, established drugs in the same class, with potential mark-ups for improved efficacy, better side effect profile or convenience, and sometimes for local production (‘internal benchmarking’).

(2) Cost-effectiveness requirements. Drugs are assessed for use or for a reimbursement price by looking at incremental health related effects and incremental costs relative to existing treatments.

(3) Comparison with the price of the identical product in other countries (‘external benchmarking’).

(4) Cost based approaches where manufacturers supply production and research cost information.

(5) Limits on total spending.

22.8.1 Internal benchmarking

The most common form is reference price reimbursement systems. These limit reimbursement prices but leave list price uncontrolled. Users include Germany, the Netherlands, and New Zealand. Products are clustered for reimbursement by compound (generic referencing) or across different compounds with similar modes of action and/or indication (therapeutic referencing). All products in a group are reimbursed at the same price per daily dose—the reference price (RP). The RP is set at the price of the cheapest or the median of drugs in the group. Manufacturers may charge prices above the RP, but patients must pay any excess. In practice, manufacturers typically drop prices to the reference price, suggesting demand is highly elastic when patients must pay.

RP is more constraining in two ways than informal benchmarking of similar products as part of price regulation. Whereas the latter may permit higher reimbursement for drugs with superior efficacy or fewer side-effects, under RP the reimbursement is the same per daily dose for all products in a group. Obtaining higher reimbursement for a more effective drug requires establishing a separate class within the same therapeutic category. The RP classification system is therefore critical, and assignment of individual drugs is often litigated. Second, therapeutic RP systems typically cluster compounds without regard to patent status. Consequently, if the RP is based on the cheapest product in the cluster, once one patent expires and generic entry occurs, reimbursement for all products in the group drops to the generic price, thereby effectively truncating patent life for the newer products in the group, unless patients are willing to pay surcharges. The magnitude of this patent-truncating effect is greater, the broader the definition of reimbursement clusters and the more price-competitive the generic market. Therapeutic RP is predicted to reduce incentives for R&D, if the patent-truncating effect is large. Negative effects are likely to be greatest for follow-on products or line extensions of existing drugs. Whether any such reduction would be welfare-enhancing, by eliminating wasteful R&D, or welfare-reducing, by eliminating potentially cost-effective new drugs and reducing competition in a class, is obviously context-specific and cannot be predicted a priori. The early literature on RP is summarised in Lopez-Casasnovas and Puig-Junoy (2000).

The evidence on patient health outcomes under RP is mixed: some studies find no evidence of adverse effects, while others find an increase, possibly because patients switch to less appropriate drugs to avoid surcharges. The risks of adverse effects depend on the degree of substitutability between drugs, which varies across therapeutic classes. For this reason, Australia and British Columbia only apply RP to a select set of therapeutic classes in which drugs are considered highly substitutable for most patients. US insurers rarely use therapeutic RP, preferring more flexible tiered co-payments.

22.8.2 Cost-effectiveness requirements

Australia, Canada, New Zealand, and the UK require a formal review of the cost-effectiveness of some or all new drugs as a condition of reimbursement or of use; in other countries, such data are used as input to price negotiations. In 1999 the UK established the National Institute for Health and Clinical Excellence (NICE) to review the efficacy and cost of technologies expected to have major health or budgetary impact, using cost per quality adjusted life year (QALY). Costs include not only the drug price but also associated medical costs, such as reduced in-patient days or doctor visits. A similar expert body to review clinical effectiveness and cost-effectiveness (IQWiG) was established in Germany in 2004. Others are under debate in some other EU countries and in the US. Regulating prices indirectly through a review of cost-effectiveness is in theory more consistent with principles of efficient resource allocation than the other regulatory methods reviewed here. In practice, however, this approach is only as sound as the data and judgement used in implementation. Still, the rapidly growing body of methodological and empirical literature on the measurement of cost-effectiveness offers hope that this approach could provide one cornerstone to a more theoretically sound framework for drug price regulation. More effective/safer drugs can charger higher prices and still be cost-effective relative to less effective/less safe drugs, offering more efficient incentives for R&D.

Important details remain unresolved. Firstly the clinical trial data available for evaluating cost-effectiveness at launch may not accurately reflect the likely costs or effects of a drug in actual usage; post-launch assessment is possible using data from actual use but cancelling reimbursement of a drug post-launch may be politically difficult. Secondly a payer-specific cost-effectiveness threshold is required to assess willingness to pay for a health effect (for example a cost-per-QALY threshold). This is also politically difficult. Countries so far have tended to use implicit rather than explicit thresholds.

22.8.3 Cost based approaches

Most countries have now moved away from direct price control based on costs and profit margins. The difficulties of allocating joint costs across global markets and taking account of R&D failures rendered this a particularly inefficient way of regulating pharmaceutical prices. The UK uniquely among industrialised countries regulates the rate of return on capital on the whole drug portfolio, leaving manufacturers free to set the initial launch prices of individual drugs (but not to increase them thereafter except in very prescribed circumstances).

The UK Pharmaceutical Price Regulation Scheme (PPRS) is renegotiated every five years between the patented pharmaceutical industry and the government. It limits each company’s profits from sales to the UK NHS as a per cent of their capital invested in the UK, with specified limits on deductible expenses to pre-empt incentives for expense padding. The allowed rate of return is 21 per cent on an historic cost accounting basis (with R&D spend not on the balance sheet); excesses can be repaid directly or through lower prices. There is a ‘margin of tolerance’ around the 21 per cent. Successful companies can therefore earn up to 29 per cent. Conversely companies, return on capital employed has to be below 15 per cent before they can seek price increases. Companies with minimal capital in the UK can substitute a return-on-sales formula. Theory predicts that pure rate of return regulation induces excessive capital investments relative to labour and hence reduces productivity (Averch and Johnson, 1962), although these predictions only hold under restrictive assumptions (Joskow, 1974). For multinational companies, the costs of distortions may be small if capital in manufacturing plants can be allocated across countries at relatively low cost in order to maximise revenues.

The UK is generally considered to have higher on-patent drug prices than those in the regulated markets of France, Italy, and Spain. Consistent with this, the UK has historically had a relatively large parallel import share, whereas the price regulated markets of France, Italy, and Spain are parallel exporters. However, precise price differentials are sensitive to the sample of drugs, the time period and the exchange rate (see, for example, Danzon and Chao, 2000; Danzon and Furukawa, 2003, 2006). Recent changes to the pound/sterling exchange rate have turned the UK into a parallel exporter. The introduction of NICE has reduced the benefits of freedom of pricing in the UK. Products reviewed by NICE have to be cost-effective if the NHS is to use them.

The UK’s overall spending on drugs, as a share of health spending and per capita, is not out of line with other EU countries, plausibly reflecting other characteristics of its health care system, including strong pharmacy incentives for generic substitution, traditional physician prescribing conservatism, and a devolved budget structure with incentives for cost-conscious prescribing. The UK pharmaceutical industry has also contributed more significantly to the flow of new medicines than most other countries of comparable size. Nevertheless, following a recent review of the PPRS the UK Office of Fair Trade recommended that the UK move to a system of ‘value-based pricing’ regulation, in place of profit regulation (Office of Fair Trade, 2007; Danzon, 2007). As a result the renegotiated 2009 PPRS includes provisions for greater pricing flexibility. The UK may over time move away from profit regulation to reliance on cost-effectiveness requirements to constrain pharmaceutical prices.

22.8.4 Limits on total drug spending

Most countries that initially controlled only price or reimbursement have added other measures to limit total drug spending. From 1993–2003, Germany had a budget limit on aggregate drug spending, with doctors and pharmaceutical companies at risk for successive tiers of any overrun. Doctors initially reduced the number of prescriptions and switched to cheaper drugs, leading to a first year reduction in drug spending of 16 per cent (Munnich and Sullivan, 1994). Referrals to specialists and hospitals increased because the drug budget excluded in-patient drugs (Schulenburg and Schoffski, 1994) reducing overall savings. Germany’s aggregate drug budget was abolished in 2003, because enforcing the repayment of overruns was practically and politically problematic.

France has a limit on total drug spending that is enforced by negotiated limits on each company’s revenues. Overruns are recouped by price cuts or mandatory rebates. These company-specific revenue limits create powerful incentives to constrain promotion but revenue caps also undermine R&D incentives.

Doctor-specific budgets provide strong incentives to control spending but may lead to undesirable ‘cream-skimming’ of patients if budgets are not risk-adjusted to reflect differences in patient characteristics. ‘Silo budgeting’ more generally specifying spending limits on individual medical services—drugs, hospitals, physicians—creates perverse incentives for cost shifting between budgets as seen in Germany (Garrison and Towse, 2003).

22.8.5 External benchmarking and parallel trade

External benchmarking involves setting prices by reference to the prices of the same product in a basket of other countries. This limits the manufacturer’s ability to price discriminate across countries. Predicted effects include convergence in the manufacturer’s target launch prices across linked markets, with launch delays and non-launch becoming an optimal strategy in low-price countries, particularly those with small markets. Parallel trade, which is legal in the EU, has similar effects to external referencing, except that it generally only affects a fraction of a product’s sales. Several studies provide evidence consistent with these predictions (Danzon, Wang, and Wang, 2005; Kyle, 2007; Lanjouw, 2005; Danzon and Epstein, 2008).

The welfare effects of regulatory pressures for price convergence across countries are theoretically ambiguous but likely to be negative. Price discrimination increases static efficiency if volume increases relative to uniform pricing. That differential pricing increases drug use seems plausible, given evidence of new drug launch delays in low price countries when there is external referencing or parallel trade.

22.8.6 Pricing and competition in the US market

In the US, the Medicare programme for seniors and the disabled only began to cover outpatient prescription drugs in 2006. The federal government is specifically barred from negotiating Medicare drug prices. The Medicare benefit is delivered through private prescription drug plans (PDPs) using negotiated formularies similar to those negotiated by private sector pharmacy benefit managers (PBMs). Patients choose their drug plan. Other US public purchasers (including the federal-state Medicaid programme, and the Department of Veterans Affairs) regulate prices by mandatory discounts off private sector prices, i.e. by seeking to use the bargaining power of private sector buyers. This has resulted in relatively low prices for public programmes, but has also reduced the discounts firms grant to private plans.

The nature of competition in the private market changed with the growth of managed drug coverage in the 1980s and 1990s, as practised by PBMs and the PDPs that manage the Medicare drug benefit. PBMs typically establish formularies of covered drugs, co-payments and negotiated prices, but because these private insurers must compete for market share, their controls lack the leverage of public payer controls outside of the US. Formularies of preferred drugs are selected on the basis of price and effectiveness. Tiered co-payments and other strategies are used to encourage patients and their doctors to use ‘preferred’ drugs. Such strategies are designed to increase the cross-price elasticity of demand between therapeutic substitutes and between generic equivalents. By using formularies to shift market share between therapeutically similar on-patent drugs and hence increase the demand elasticity facing manufacturers, PBMs are able to negotiate discounts in return for preferred formulary status. These discounts are confidential, hence detailed analysis is not available. However, anecdotal evidence confirms the theoretical prediction that discounts are larger to purchasers that have tight control over drug use, such as Kaiser, and in classes with several close substitute products. New drugs are launched at list prices below the price of established drugs in the same class. The discount is greater, the greater the number of existing drugs in the product class (Boston Consulting Group, 1993), indicating that competition reduces prices for all consumers.

22.9 PROMOTION

The economic rationale for promotion is that it provides information to physicians and consumers about the benefits and risks of drugs, which is necessary for appropriate prescribing and to encourage appropriate patient compliance. Critics contend that much promotional expenditure is in fact designed to persuade rather than inform; that it increases product differentiation, brand loyalty, market power and prices; and that it leads to inappropriate use, including use of high-price, on-patent drugs when cheap generics would be equally effective.

In 2003 the US-based industry spent 17.1% of sales on promotion—similar to several other experience-good industries with significant product differentiation (Frank et al., 2002; Berndt, 2005). This estimate omits the promotion-related components of pre- and post-launch clinical trials. The largest component is free samples distributed to doctors for patient use. Other components are physician detailing, direct to consumer advertising, and medical journal advertising.

Under US law promotional materials cannot be false or misleading (restricted to facts established in clinical trials); must provide a fair balance of risks and benefits; and must provide a ‘brief summary’ of contraindications, side effects, and effectiveness. Most countries have similar rules. Some require prior approval of all materials.

Most countries restrict direct-to-consumer advertising (DTCA) to ‘help seeking’ ads, which inform consumers about a specific health condition and the availability of treatment. The US and New Zealand are the only other countries permitting DTCA to name a specific product. Research findings suggest that US DTCA has had a greater effect on overall therapy sales than on individual brand sales. Brand-specific share is only significantly shifted by physician promotion such as detailing and journal publications.

Several countries include in their price regulation systems features that are designed to discourage promotion. The UK PPRS limits the promotional expenditure that can be deducted as a cost in calculating the net rate of return. Germany’s 1993 German global drug budget legislation placed the pharmaceutical industry at financial risk for budget overruns, second in line after physicians, in order to discourage promotion. Similarly, France penalises ‘excessive’ promotion, both directly through fines for exceeding allowed promotion limits and indirectly through penalties for overshooting target sales limits. Some countries (including the UK) prohibit samples. Even where there is no prohibition, there may be little incentive to give free samples when patient co-payments are low.

22.10 LESS DEVELOPED COUNTRY (LDC) DISEASES

There are two separate issues—access by poor countries to drugs and vaccines developed for ‘rich’ countries and getting research into diseases that are predominantly those of poorer countries.

Pharmaceutical patents can lead to static efficiency loss. If prices exceed marginal costs then suboptimal consumption can result. In developing countries, people are poor, insurance is limited and most consumers pay out of pocket for drugs. This raises the question as to whether patents should apply in poor countries.

Under the World Trade Organisation (WTO) Agreement on Trade-related Aspects of Intellectual Property Rights (TRIPS), all WTO members must adopt a product patent regime (20 years from date of filing) by 2015. In response to concern that patents would make drugs unaffordable in low income countries, a proviso allows governments to grant compulsory licences to generic producers in a ‘national emergency’. The scope of this provision is disputed, with respect to both the health conditions and the countries to which it applies. Critics argue it is being undermined by US-initiated bilateral trade agreements stipulating stricter patent provisions.

It is an empirical question whether product patents in developing countries would result in a significant welfare loss due to high prices and under-consumption (see for example, Fink, 2001; Watal 2000; Chaudhuri and Goldberg, 2006). If patent holders face highly price-elastic demand due to low willingness or ability to pay, then the profit-maximising strategy may be to charge prices close to marginal cost, despite the patent. For global drugs that treat diseases such as diabetes, cardiovascular conditions, or ulcers, that are common in both developed and developing countries, market segmentation and differential pricing can in principle reconcile affordability in LDCs with R&D incentives. Firms recoup their R&D investments by pricing above marginal cost in high income countries while pricing close to marginal cost in LDCs. In this context, price discrimination across countries is likely to increase output and static efficiency, while also enhancing dynamic efficiency, through quasi-Ramsey pricing of the R&D joint assets. In practice, actual cross national price differences diverge from ideal Ramsey differentials, for many reasons (Danzon and Towse, 2003, 2005). The theoretical case, however, for establishing regulatory frameworks that support price discrimination is strong. In middle income countries price discrimination within countries is likely to be efficient particularly where there are major income disparities, with poorer patients (or governments buying on their behalf) paying low prices. Of course access problems will remain even with prices close to marginal cost in very low per capita income LDCs where there is no health insurance or effective third party payer. Global initiatives to provide purchasing power such as GAVI (Global Alliance for Vaccines and Immunisation) and the Global Fund are needed.

For drugs to treat diseases that are endemic only or mainly in developing countries, patents alone are ineffective in stimulating R&D investment because consumers cannot pay prices sufficient to recoup R&D investments. In response to the need for private sector investment in drugs and vaccines to treat LDC-only diseases, there has been a number of ‘push’ and ‘pull’ subsidy proposals (Kremer, 2002; Mahmoud et al., 2006. On the ‘pull’ (market creation) side Ridley, Grabowski, and Moe (2006) proposed a transferable voucher for accelerated review by the FDA. The reward for developing a drug for a LDC-disease comes from rapid access to the US market for a different product. This has now been enacted into law, although it is too early to comment on its likely effect. The G8 countries have recently agreed to fund an Advance Market Commitment (AMC) that commits to paying a pre-specified price to purchasing vaccines that meet specified conditions, with details still to be determined.

Importantly on the ‘push’ (direct funding of private sector R&D) side, a highly diverse set of PDPs has developed. These combine government and philanthropic funds (notably from the Bill and Melinda Gates Foundation) with private industry expertise and resources, to address diseases such as malaria (Medicines for Malaria Venture), tuberculosis (the Global Alliance for TB), an AIDs vaccine (the International AIDs Vaccine Initiative), and many others. For a review of PDP initiatives see the Health Partnership Database (Research 2008). While the optimal mix of push and pull mechanisms remains to be determined, the extent of donor funding and range of current initiatives is very encouraging, with several promising candidates in late stage development.
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REGULATION AND SUSTAINABLE ENERGY SYSTEMS
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23.1 INTRODUCTION

Policy attention is increasingly focused on the long term sustainability of energy systems. A key driver for this is climate change: globally, around 56% of global greenhouse gas emissions can be attributed to carbon dioxide released from the production and use of fossil fuels; the proportion of CO2 from energy in many developed countries being much higher (IPCC, 2007a). If society intends to address the issue of climate change, substantial cuts in CO2 will be needed: the UK Government’s Climate Change Committee estimates that CO2 emissions must be reduced by 80% by 2050 (Committee on Climate Change, 2008). Much of this will have to come from the energy sector, implying fundamental, systemic changes to our patterns and use of energy, and to the technologies which provide it.

Moreover, given the long lived nature of energy assets, these changes will have to begin in earnest now if the longer term goals are to be achieved with the necessary urgency (Stern, 2007). To a greater or lesser degree, countries are putting policies in place which are designed to shift energy systems away from their reliance on fossil fuels towards lower carbon models. However it is at best questionable whether the rate of deployment of low carbon technologies is sufficient to deliver the reductions in the timescales required. Many countries or states are now subject to mandatory targets for the deployment of low carbon technologies, in particular renewable power technologies, but these technologies remain a minority while there continues to be investment in conventional, often fossil fuel technologies.

In addition, a complicating factor is that a move to a sustainable energy system is not just about changing electricity generating technologies. It will also require technological changes throughout energy systems’ infrastructure—transmission and distribution networks, supply chains, more advanced metering and appliances—as well as more social and institutional changes such as the way consumers’ treat energy supply, or the way that system management is viewed by policymakers and regulators. It may also require integrating policies for electricity, natural gas, and heat to ensure that the maximum carbon reduction benefits can be delivered.

Sustainable energy systems are about more than just reducing emissions of carbon dioxide: ‘sustainability’ is a contested concept but is usually taken to encompass social and economic concerns as well as environmental ones and to relate to the interest of both current and future generations (World Commission on Environment and Development, 1987). While climate change can be seen as the main force in focusing policy attention on new technologies, policymakers also have to consider other aspects of system performance within the broader context of sustainability. These include the security of energy supply and social aspects such as fuel poverty and pricing issues. Ideally, energy supplies would be secure through all aspects of the supply chain and economically accessible to all consumers, as well as performing against new environmental criteria. Whether the issue is the decarbonisation of energy systems, or improving sustainability more generally, it is clear that there need to be significant changes in the technologies and practices which make up our energy systems. The challenge is to balance all these different elements while inducing change in the entrenched, pervasive nature of energy systems.

Direct regulatory rules may be introduced as a way of correcting market failures, and currently policymakers in developed countries tend to favour market-based policy mechanisms such as emissions trading. However there is little evidence as yet that, for example, major measures such as the EU Emissions Trading Scheme have led to much change in the investment behaviour of energy companies because of the uncertainty associated with long term carbon prices (Baldwin, 2008; National Audit Office, 2009). Although market-based mechanisms may have a role to play in encouraging a shift, on the basis of current evidence it seems unlikely that this role will be more than a secondary one.

The problem for policymakers in liberalised energy markets is that command and control with clear policy goals to promote specific technologies or control prices is not an option; the choice of technologies to provide and deliver energy is the responsibility of predominantly privately owned companies acting in response to market signals within a broad policy framework (Helm, 2004; Ricketts, 2006). Policymakers are therefore distanced from investment decisions, and a direct role in the development of a sustainable energy system.

The question is therefore: who can influence technical choice in liberalised energy systems to deliver the carbon reductions endorsed by policymakers? Economic regulators set the market rules, and regulate the operation of and investment in monopoly energy networks; both of these activities provide investment signals which may encourage the greater deployment of sustainable technologies. Economic regulators can therefore have a key—and largely under-recognised—indirect strategic role in influencing investment decisions and shaping future energy systems. This can create a problem for both policymakers and for regulators. Policymakers may find that their overall goals on sustainability are thwarted or diverted by the decisions of economic regulators and the consequent response from companies, while the regulators may find that they are criticised for carrying out their duties.

Economic regulators are portrayed as independent, although in reality they are subject to political forces in several ways—through the appointment of Public Utility Commissioners in the US, or the chief executives and board members of European regulators; through the legislative definition of the regulators’ duties and through political examination of their performance. So although regulators may exercise discretion in decision-making on a day-to-day level, their actions are shaped to a greater or lesser degree by the broader political context in which they operate. While in their purest form economic regulation and political command and control could be seen as at opposite ends of a spectrum, in reality there is an infinite number of different models and mixtures in between, with models of governance combining the two extremes of the spectrum in different measures.

At its most basic level the role of the regulator is to protect the public interest (Baldwin and Cave, 1999). In liberalised energy systems, the activities of the economic regulator are generally directed in two areas: designing the market rules for the sale of energy, and regulation of network monopolies (the transmission and distribution lines) to avoid companies gaining excess profits. Although different models will be in place for different states or countries, the main aim of energy markets is to maximise efficiency through competition either in the trading of units of energy, or through allowing consumers to choose which company provides the energy they consume. Similarly, regulating monopoly networks can take several forms, including rate of return regulation, price caps, and earning sharing regulation (Hauge and Sappington, 2010 this volume).1 Whichever of the models is used, the emphasis on competition and price regulation for monopolies is intended to protect the public (or consumers’) interest by keeping prices within acceptable limits.

However, in the context of this chapter, it is worth considering whether this approach to the public interest is sufficiently broad. Prices are of course an element of the economic dimension of sustainability, but emphasising only price neglects the contribution that the economic regulator can make to the other dimensions of sustainability. So putting in place measures intended to limit prices or even to drive them down through competition increases investment risks for new or innovative technologies, meaning that implementing renewable technologies or innovations in network design and operation may be seen as less preferable than ‘business as usual’ investment projects using well understood technological options. However, in the longer term, the successful deployment of these technological options is vital if emissions are to be reduced, and the public is to be protected from increasingly severe impacts of anthropogenic climate change.

This chapter discusses the extent to which regulation has a role to play in the development and operation of sustainable energy systems, the extent to which regulators’ decisions should be shaped by broader policy goals on sustainability, and how regulators might devise frameworks to encourage the deployment of sustainable technologies and practices. Its basic premise is that the development of sustainable energy systems is vital in the public interest and that economic regulators can play a key role in delivering such systems.

It begins with a brief discussion of what might constitute a sustainable energy system, followed by an outline of the problems faced by new technologies in established systems and markets. It then considers what, if any, role an economic regulator could play in removing barriers and enabling deployment, using the electricity system as the main example. Heat is an energy system which has not received much policy or regulatory attention in many countries, and where appropriate the next section considers how lessons learnt in electricity regulation might be applied to improving the sustainability of heat systems.

Different countries have different regulatory styles, different energy system characteristics, and different degrees of privatisation and liberalisation in their energy systems. All these factors will influence the extent to which economic regulators can set conditions supportive to technical change, and make specific recommendations impossible. So the UK economic regulator for energy, Ofgem, could be seen as at the extreme end of the ‘independent regulator’ spectrum, with a clear and constant primary focus on delivering competition in the interests of consumers over and above other energy system considerations. Indeed, Ofgem has found itself at the centre of a debate about the potential conflicts between the political pursuit of sustainability and its role (Sustainable Development Commission, 2007b). In comparison, other economic regulators in the US and Europe can be seen as more open to the possibilities of enabling sustainable technologies—for example, the US Federal Energy Regulatory Commission has an office for Energy Policy and Innovation which can proactively recommend action in various areas of sustainable energy.

While regulators in different countries have different roles, the importance of the impact of their activities is broadly similar—in other words, there may be nuances in how their activities are defined, but overall their impact is key to shaping the evolution of energy systems. It should be possible, therefore, to set out some generic characteristics which might define regulatory style and action, and the chapter concludes with some ideas about the qualities which might define a sustainable energy regulator. The intention is not to argue that economic regulators bear the whole responsibility for enabling a shift towards more sustainable energy systems, but that their work has to take place in the context of broader policy frameworks, and that policymakers and regulators have to find a balance between varying policy goals.

23.2 WHAT IS A SUSTAINABLE ENERGY SYSTEM?

For the purposes of this chapter, we identify three broad energy systems—heat, transport, and electricity—although we will discuss potential developments in only two of them, heat and electricity, on the grounds that the regulatory arrangements for transport delivery share few characteristics with those for electricity and heat.

The idea of a sustainable energy system is difficult to define, not least because of the huge scope of energy systems. Even at a very basic level they could be conceived of as encompassing all aspects of energy production and use, from mining or drilling to final consumption in whatever form they have been transformed into. This would include the technologies employed, but also less obvious system components such as the social and institutional actors and artefacts which have developed in conjunction with the technologies to support their use and dissemination (Hughes, 1983).

All forms of energy production and use have environmental impacts and contrasting economic and social contexts. However, in some cases these are likely to be more long lasting and damaging than others. So, for example, fossil fuels tend to be cheap and a convenient source of energy in many situations, but their use also entails significant emissions of carbon dioxide. On the other hand, nuclear power may not emit CO2 directly, but it does result in the production of long lived and dangerous nuclear wastes, as well as raising issues of security and democracy in ensuring its safe operation (IPCC, 2007b). Nuclear power can therefore be seen as a low carbon form of electricity generation, but not a sustainable one.

Many renewable forms of energy are relatively benign—for example wind or wave power—but that does not imply that they do not have some negative impacts, albeit of a less serious nature than the long lived impacts of fossil fuels or nuclear power. Some renewable technologies or projects do, however, have very serious implications: the production of biofuels for transport, or the production of bioenergy more generally has been highlighted as a practice which can have adverse environmental and social impacts in both developed and developing countries (Gallagher, 2008; DEFRA, 2008). Large scale hydro projects are generally seen as unsustainable, and specific tidal projects such as the proposed Severn Barrage in the UK may ultimately be classified in the same way because of the destruction of tidal ecosystems its development will entail (Sustainable Development Commission, 2007a; Environment Agency, 2009). In comparison with certain ‘unsustainable’ renewables, the use of some fossil fuels, particularly the co-generation of heat and electricity using natural gas, could well be seen as environmentally preferable if the gas is used as efficiently as possible and it is sourced in a socially and environmentally responsible way.

Renewable technologies may rate relatively well in terms of their environmental performance, but this does not mean that they do equally well in the economic and social dimensions of sustainability. As new or relatively undeveloped technologies, renewables are at the moment both more risky to invest in and more expensive to operate than conventional technologies, with corresponding implications for social accessibility. On the other hand, fossil fuels, particularly coal, may be cheap, but do not perform well on environmental grounds, and in many cases may undermine energy security because of the need to rely on imports.

In addition, the widespread implementation of many renewable technologies— which can range from projects small enough to be linked to domestic housing through to very large offshore wind farms—will bring with it changes to the broader system infrastructure, particularly transmission and distribution networks, as technologies and practices adapt to smaller scale which may operate intermittently, all of which implies additional costs. Current electricity and gas systems are based on large scale, centralised means of production and delivery. The output of power plants and flows of gas tend to be predictable, and this in turn has consequences for maintaining and sizing delivery networks and for setting market rules. Electricity distribution networks have evolved over time to operate passively, with one way flows of power from transmission networks to the point of consumption; the siting of increasing numbers of small scale projects connected to these lines will ultimately mean that distribution network design will have to enable active power flows. Enabling a shift to sustainable energy systems therefore implies fundamental changes to system infrastructure as well as energy producing technologies themselves.

The above discussion is not designed to produce a precise definition of what technologies a sustainable energy system might consist of; rather it is intended to show how complex the issue of sustainability is when applied to the diversity of energy systems. We do not intend to recommend specific technologies for deployment, but rather focus on the long term objective of what a sustainable system might look like, and from that starting point to consider what contribution regulation could make to its delivery.

Bearing this in mind, our wide definition of what a sustainable energy system would be is one where environmental impacts were minimised in both the short and the long term, and where there is the potential for secure and acceptably priced energy (if not now, then in the future). It is often argued that the first step in achieving this model is to reduce or manage demand, and to improve efficiency with which energy is produced and used, and we take this as the foundation of a sustainable system. Residual demand will have to be met by technologies which meet either low or zero carbon requirements in a sustainable way; this is likely to feature predominantly renewable technologies with the potential to provide some efficient and flexible fossil fuel based energy as backup. It may well also imply the development of new technologies to store energy and compensate for fluctuations in output from renewable projects. Whatever the balance of individual technologies, a sustainable energy system will look very different from the energy systems currently permeating developed economies.

It is worth highlighting here that this is not a hypothetical discussion, if energy policy targets are to be taken at face value. Many countries have commitments to developing renewable energy technologies and/or reducing demand as a way of reducing emissions of CO2. Most dramatic perhaps are the European Union targets to provide 20% of the EU’s energy requirements from renewable sources by 2020, necessitating a rapid rise in the contribution from renewable energies, and therefore fundamental changes in the systems that provide them (European Commission, 2008). The next section discusses the type of change that will be necessary, and why economic regulation has a role to play in bringing it about.

23.3 ENCOURAGING TECHNICAL CHANGE IN ENERGY SYSTEMS

Changing technologies or requiring action in nationalised energy systems was relatively straightforward; policymakers could intervene directly with company activities to ensure that policy goals were met. In liberalised markets populated by predominantly privately owned companies, however, inducing technical change is more complex. In the current paradigm, policymakers accept that technical choice is up to companies, and that outcomes will depend on ‘what the market decides’ is the most advantageous investment. The design of the market and the rules which influence the economic performance of different technologies therefore assume a central role in technical choice. However, before exploring the role of economic regulation, it is necessary to understand the dynamics of energy system, the factors which shape them, and the reasons why inducing change is so complex.

The removal of central planning and ‘command and control’ measures in energy system governance, and instead allowing companies the freedom to choose their generating technologies, together with additional aims such as customer choice, might allow renewables and distributed generation to find a significant niche as a subsidised sustainable alternative to conventional generation. Ultimately, the niche technologies could become more pervasive if they are able to challenge the dominant conventional technologies on price and performance (Kemp, Schot, and Hoogma, 1998). However, in the context of climate change, this approach will not deliver sustainable systems at the rate and scale, or with the certainty, required.

Conventional economic analysis of policy or regulatory design and its role in technical change tends to concentrate on reasonably clear cut economic issues such as competition, pricing, or investment in research and development (see, for example, Helm, 2002). Cost issues are the central focus: if the cost of sustainable technologies are sufficiently low, or if support mechanisms supply sufficient incentives, then investment will take place. However, an increasingly prominent strand of academic research combines economic, social, and history approaches to provide more sophisticated analyses of processes of evolution and change in large technical systems. These accounts show systems as consisting of complex, interrelated configurations of social and institutional factors as well as technologies which have evolved together to provide a service. Uncertainties in the system’s environment—competitive forces, regulation, legislation and so on—threaten the early existence of a system, and it is through reducing these uncertainties that a system builder is able to achieve a degree of stability and momentum in the system’s further expansion. As systems become more established in society, their various characteristics ultimately acquire a degree of autonomy, to an extent removing society’s choice about the course that system developments will take (Hughes, 1983).

This portrayal of systems as complex, co-evolving configurations of components implies that analysis of changes within systems requires more than a traditional economic approach. This does not mean, of course, that conventional economic analyses are redundant, merely that when considering the potential for a transition to more sustainable energy systems, they should be augmented by a broader understanding of social and institutional factors shaping technical deployment and change.

There are two main strands in the systems literature, one developing from the field of evolutionary economics, the other based in Arthur’s explanation of economic ‘lock in’. They give different, though complementary, emphases to the factors influencing the diffusion and consolidation of new technologies.

The evolutionary approach stresses both the heuristic frameworks (technological ‘regimes’ or ‘paradigms’) which bound the activities of innovators and guide innovation processes along established paths of investigation, and the importance of the ‘selection environment’ in determining the success or failure of an innovation once it is ready to be deployed (Nelson and Winter, 1977; Dosi, 1982). A supportive selection environment—an interacting combination of economic, social, political, regulatory, and legal factors—allows the diffusion of an innovation and the accumulation of learning effects from constructing and using them, which in turn allow cost reductions and more pervasive adoption. The selection environment supports the technology as it becomes more established, and the technological regime or paradigm ensures that further innovations are shaped by the knowledge and experience related to the dominant technology.

Arthur’s explanation of technical ‘lock in’ describes a situation where one technology can come to dominate the market through the exploitation of increasing returns of adoption and random ‘historical events’ (Arthur, 1988), and reflects many of the themes of the evolutionary economics approach. A technology can exploit increasing return through a number of factors: firstly, the impact of learning by using means that experience of technologies increases with increased use, and so a particular technology may improve more than others which are less used. Similarly, scale economies in production can be exploited as a technology is increasingly implemented; adaptive expectations mean that confidence in a technology grows the more it is used and the more information about it is available. Network externalities arise when one technology offers advantages to other manufacturers and adopters if they conform to it, so that the more users there are, the greater the availability and variety of related products (Katz and Shapiro, 1985). Finally, increasing returns to adoption can come from technological interrelatedness, so that other sub-technologies and products become part of the related infrastructure of the technology, such as, for example, the manufacturing industries associated with constructing steam turbines for use in power stations, which depend on continuing orders of conventional generating plant.

Under these conditions of increasing returns, Arthur finds that small historical events—that is, those ‘events or conditions that are outside the ex ante knowledge of the observer—beyond the resolving power of his “model” or abstraction of the situation’ (Arthur, 1989: 118)—may result in a possibly inferior technology becoming dominant, or locked in, to the economy. Perhaps the most frequently cited example of this is David’s description of the adoption and continued dominance of the QWERTY keyboard rather than the faster Dvorak keyboard (David, 1985).2 Similarly, Cowan (1990) argues that light water reactors became the dominant nuclear power technology not because of technical or economic advantages over other nuclear technologies but because it could benefit from the learning effects of its use in submarines. This meant that by the time other technologies were ready for deployment, light water reactors were already entrenched and their continued deployment was supported by an established network of technical and regulatory standards.

Both the evolutionary approach and Arthur stress the interaction of social and economic factors in the diffusion of innovations, and the way in which this diffusion can allow a technology to become pervasive—the ‘logical’ choice, supported by established knowledge, practices, and standards. As one technology becomes locked in, other technology choices can be excluded, or locked out, as they do not conform to the standards or practices of the dominant paradigm. Innovation can occur, but under these conditions it is likely to be incremental (adjustments or improvements along the existing trajectory of development), rather than radical and challenging to the dominant characteristics (Freeman and Soete, 1997).

This analysis has been refined in the context of debates about future sustainability to emphasise the extent to which institutional factors, including models of governance developed to reflect the characteristics of the dominant technology, can also contribute to maintaining its lock in, and therefore the exclusion of technologies which do not bear those characteristics (Unruh, 2002). As an example, CHP (combined heat and power) and district heating never played a significant part in the UK, despite the fact that the technologies have been used extensively in Scandinavia and Eastern Europe. Russell argues that the failure to implement CHP and district heating systems in the UK was largely due to the economic assessment principles used and the economic constraints put on local authorities’ spending. In other words, the neglect of these technologies came from both institutional and economic factors, rather than because of technical shortcomings or incompatibilities (Russell, 1993).

One of the limitations of both the evolutionary and lock in theories is that they do not prescribe how to bring about change in established systems (Smith, Stirling, and Berkhout, 2005). This is not surprising given the diversity and complexity of different systems and the multiple factors which have the potential to induce change. While accepting that there is no ‘magic bullet’ for inducing systemic change, we believe that it would be fruitful to investigate the institutional aspects of lock in in more detail.

These institutional factors include the role and performance of economic regulators. A common theme running through many economic theories of regulation is the degree to which economic policies are influenced by industry interests (Hancher and Moran, 1989; Baldwin, 2008). Regulation is not necessarily a disinterested set of rules, but is rather a complex product of negotiations between the regulators and the regulated, and devised to protect as far as possible the economic performance of the most powerful of the regulated companies.

The preceding discussion of technical development and lock in adds an additional dimension to this. Regulators design the markets to deliver the lowest cost generation: the cheapest technological option for this is almost certainly the dominant one which supports and is supported by the other system components. Competitive pressures will therefore tend to reinforce the characteristics of the existing system—what Mitchell (2008) calls a ‘band of iron’ maintaining the current configuration. New technologies face problems on two fronts: firstly, they are new and relatively financially risky, and secondly they are locked out of the system by the interrelated forces of the techno-institutional complex. It follows then that relying on market forces as the main means of achieving policy objectives underplays the extent to which economic factors in part reinforce the characteristics of the existing system and act as a conservative force against change.

Established companies and their technologies therefore become the drivers for the shape of regulation in the markets in which they operate. In the context of electricity systems, this view reinforces the argument that the economic governance of electricity markets is shaped by the interests of the main players in the system who in turn are shaped by the dominant characteristics of the technologies they use. In other words, regulators define the markets according to the established system characteristics, to the detriment of technologies which do not share them.

Liberalised electricity markets have been designed by regulators whose primary interest is controlling prices, and the most effective way of achieving this in the short term in an established system is through exploiting the characteristics of the dominant technologies rather than seeking to change them (Helm, 2002). The difficulty of relying on the market as a form of regulation—as has happened in liberalised systems—is that it suffers from the same problems as any other sort of regulation: in other words, it is not neutral (Mitchell, 2000).

Compensating for these economic factors by supporting new technologies with subsidies, whether market-based or not, is at best a limited response (Marechal, 2007). Support mechanisms are politically and economically justifiable only when they are relatively small and economically inconspicuous. However, the rate and scale of the technical changes envisaged by policymakers in response to climate change may mean that extensive structural support for sustainable technologies in a hostile market geared towards established technologies is not a politically tenable option. If sustainable technologies are to be deployed on the scale intended, and at the speed intended, a new approach to how the market is constructed is necessary.

The operating environment has to be adapted to allow new technologies to be implemented in sufficient quantities that they can ultimately compete with established ones. In other words, relying predominantly on competition and market forces to deliver energy policy aims, and compensating for market failure, will not result in the desired change to the characteristics of the electricity system. This does not necessarily mean that conditions should be skewed in favour of sustainable technologies, rather that it should be recognised that the market conditions are not neutral in their treatment of technologies, and that this bias should be corrected (Mitchell, 2000). In this context, the role of the economic regulators can therefore be seen as central to the future development of electricity systems.

The point to emphasise here is not that renewable energy, or other sustainable technologies, are inherently better in technical, economic, or performance terms than conventional generation, although their environmental performance is better. Rather, the new technologies are excluded by the locked in, conventional technologies because the system, its institutions, standards, and expectations have been designed around those conventional technologies. The lock in does not just refer to electricity generating technologies, or particular boiler designs for providing heat. Rather, it encompasses all aspects of the system, from the centralised nature of energy production facilities to transmission and distribution networks to the appliances which consume energy. It includes technical artefacts, but also social and institutional factors—consumer expectation, technical standards, legislation, educational practices—all of which are designed or have evolved to reflect the current dominant technical system.

This returns the question of whether change is actually possible, and if so, where pressure should be applied to the complex structure of the system. Economic conditions in the operating environment are a driving force of the system. These conditions are constructed by regulators, albeit under the influence of the momentum of the system. This suggests that a key component in achieving change in the system will be its economic regulation. However, in order to bring this about, some balance needs to be established between economic regulation and the political goals of sustainable energy policy.

23.4 HOW CAN ECONOMIC REGULATION CONTRIBUTE TO THE DEVELOPMENT OF SUSTAINABLE SYSTEMS?

Moving to a sustainable energy system is not the responsibility of economic regulation alone: the planning system; wider energy policy; and supply chain issues are all important as well. However, economic regulation does establish the rules and incentives within markets and networks and to this degree solidifies the way companies can make money out of the energy system, and the ease and risk of investing, and becoming involved, in it. Only when rules and incentives enable energy stakeholders to increase their revenue from sustainable technologies and practices will there be a move to them, and to this degree economic regulation is central to the move to a sustainable energy system. Creating a supportive selection environment for sustainable energy systems will mean reflecting the characteristics of sustainable technologies, rather than the current dominant configuration, while at the same time ensuring that energy is delivered where and when it is needed. This is not a case of ‘picking winners’—rather, in the context of technical lock in, it is a case of avoiding picking losers.

Given that regulators have a key role in influencing investment decisions, and therefore technical choice, what measures should they aim to implement if they intend to enable a shift?

Firstly, the economic regulator should design rules and incentives to ensure that energy is used in the most efficient way overall, and that perverse outcomes are avoided. An example of this might be incentives to use bio-energy for electricity or transport fuels rather than in co-generation plants for both electricity and heat, which maximises the available end-use energy. Moreover, reducing energy and electricity demand across all sectors (energy, electricity, and transport) is beneficial from all perspectives: it means less energy-using or electricity capacity is built, renewable or otherwise; this requires less investment; less electricity back-up capacity; and less energy to make this new capacity in the first place. Economic regulation should therefore be able to include energy demand responses into its rules and regulations. Finally, economic regulation has to do all of this quickly.

Secondly, market design should be driven by the sustainable characteristics of available energy options, rather than just their cost. As mentioned above, renewable power technologies do not necessarily operate constantly—by their nature they can be intermittent, and some may be relatively unpredictable. In contrast, fossil fuel and nuclear stations provide constant and/or predictable electrical output. At the moment, most electricity markets have a small percentage of capacity over that needed at times of peak demand—around 5% or so on average in the well interconnected European market, although the UK is higher at around 20% because of its relative isolation (Capgemini, 2006; Constable, 2008). This is generally perceived to be sufficient to maintain system security while taking account of routine maintenance or short-term failures. Greater levels of renewable power in the electricity system therefore imply a need for higher levels of back-up generation for occasions when renewable output is unavailable. The most marginal of that back-up generation may not generate for more than a few hours a year, or even not for a year or two at a time. However, an incentive has to be designed to make sure the back-up requirement is met.

Many systems currently offer a ‘capacity payment’ to available generators to reward the availability of plant whether or not they are used (Joskow, 2008). A key point is that the capacity payment rewards any available generation regardless of its type. An obvious choice in the short term for this back-up is combined cycle gas turbines, which are cheap to build, reasonably modular in size, and can provide the necessary level of flexible output. An alternative model—a ‘system capacity’ payment—could be designed to reward not just availability but also flexibility—the ability to respond to changes in renewables output—as well as the degree to which the back-up generation is sustainable, with a longer term aim of encouraging the increased use of sustainable generation.

Political desires to meet targets for reducing CO2 emissions imply that at some stage it will be necessary to ‘take’ or despatch sustainable generation before fossil fuel generation. This would meet two aims: firstly without a ready, relatively risk free environment for investment and a guaranteed market for output, there is likely to be limited deployment of renewable technologies in comparison with locked in, unsustainable options, and secondly it would clearly contribute to the greater use of sustainable generation. This requires an electricity market designed to allow despatch based on a merit order which meets climate, sustainability, and energy security goals. Many liberalised electricity systems, including that in the UK, allow a significant proportion of bilateral trading of power between generators and suppliers (which are often vertically integrated companies) based on price, so removing any sort of system merit order in how power is despatched. However, encouraging greater levels of renewable generation implies that market arrangements will have recognised the sustainable nature of generation, implying in turn that a merit order of generation is a preferable model.

The third area of regulatory action is to ensure the provision of adequate energy infrastructure reflecting the needs of sustainable energy options. At the moment, transmission and distribution network capacity for both gas and electricity is built to meet the peak demand, meaning that electricity output or gas supply can be exported to the networks without constraint (Baker, Mitchell, and Woodman, 2009). However, the increased deployment of renewable technologies, whether for electricity or heat, implies that the networks will be built and operated in new ways. Firstly, from an economic point of view it will no longer be tenable to continue to increase the capacity of the electricity network to meet total generation capacity, since much of that will be back-up generation used only intermittently. This means that some network capacity will ultimately have to be shared between generating projects, but again with a merit order for despatch based on carbon performance.

A slightly different situation could arise with gas networks. Gas is widely used for electricity generation as well as directly for heat provision. However, as renewable technologies displace gas for heat and electricity generation, or local heat networks based on renewable generation reduce reliance on national natural gas networks, competition may emerge between existing natural gas networks and new district heating ones (Grohnheit and Mortensen, 2003). In both the gas and electricity network cases, there is, however, a need to ensure that sufficient delivery capacity remains available. The rules of network access, and payments for that access, therefore have to reflect both the change in patterns of infrastructure use, and the need to ensure that there is sufficient capacity available even if it is not in constant use.

The second issue relating to sizing the transmission and distribution networks appropriately relates to the rules related to resolving and paying for constraints on different parts of the electricity system. As more generation is connected there will be increasing occurrences when output from two separate power plants will be greater than the capacity on the network. This means that generation from one or other of those power plants has to be ‘constrained off’ (Electricity Networks Strategy Group, 2009). The rules for doing this obviously will have major implications for technology development. It is important that those rules minimise the cost of constraints as electricity systems move to a situation where there is proportionately greater capacity than demand.

Smaller scale generating plants sited on distribution lines imply that these currently passive networks will have to become active participants in the energy system. New technologies or techniques will be required to manage power flows, which in turn will require investment from the network owners. Regulators will have to ensure that their rules allow adequate investment in new active management technologies to allow generation to connect to distribution as well as transmission lines (Woodman and Baker, 2008).

23.5 CONCLUSION: HOW CAN REGULATORS DEAL WITH THE CHALLENGE OF SUSTAINABILITY?

Energy systems are complex sets of interrelated components—technical, social, and institutional—which have developed to support the dominant technologies. Shifting from large scale, centralised energy systems based in large part on fossil fuels will require changes in all the system components in order that technologies which are currently ‘locked out’ will have to become the logical technical choice. Institutional arrangements, including economic regulation, can either contribute to reinforcing the existing configuration of systems, or it can be a tool to enable a shift to more sustainable ones.

Assuming that economic regulation is accepted as a key shaping force in future system development, it should aim to deliver investment in new technologies in preference to conventional, less sustainable ones; to ensure that the development of the system should take account of the long term; to take account of energy demand reduction if possible; to recognise that compensation for market risk of new technologies and practices is more than compensation through market support mechanisms; to facilitate new entrants and to achieve the transition with the necessary urgency. The complexity of this should not be underestimated, and will require a new approach to regulating energy markets and networks. Decision-making on cost issues alone will not deliver a sustainable energy system; instead, broader concepts of what is and is not a sustainable option will have to be incorporated into decision-making.

All of this points to a new emphasis for economic regulation, and a new approach to regulating in the public interest. Currently, the rules and incentives of different economic regulation systems can be seen as on a spectrum between laissez-faire, purist independent regulation through to an acceptance of considerable amounts of regulatory intervention from politicians. In the context of the future sustainability of energy systems, understanding the appropriate balance— the right place on the spectrum—between independent economic regulation and command and control is at the heart of the conundrum. One end of that spectrum emphasises cost effective mechanisms, with as much sustainability as that allows. At the other end is achieving policy targets for delivering sustainable energy systems, whatever it costs. In reality, regulating for sustainable systems will have to find a balance between short term costs and longer term sustainability. However, if policy goals are to be met, and more sustainable energy systems are to be delivered, the debate is not about whether regulators enable the realisation of policy decisions on sustainability, it is about the degree to which they incorporate those decisions into their day to day regulatory decision-making.

NOTES

1. Rate of return regulation sets a price linked to the company’s costs, which include investment costs and a ‘fair’ rate of return. Price caps link any price increases to the projected retail price index over a defined period; efficiencies are encouraged by imposing an ‘X’ factor to limit profits (commonly known as the RPI-X model). Earnings sharing regulation establishes a target rate of return and sets boundaries, known as the no sharing zone, both above and below this projection. The company can retain earnings that it makes within this zone, so providing an incentive for cost reductions.

2. David argues that the Dvorak could offer 20–30% time savings over the QWERTY (see Chapter 19 by Hauge and Sappington in this volume), although others estimate much lower time savings in the range of 2–5% (Liebowitz and Margolis, 1995). David’s point, however, remains valid: one design achieved dominance, and by doing so excluded other options.
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CHAPTER 24
REGULATION INSIDE GOVERNMENT: RETRO-THEORY VINDICATED OR OUTDATED?

MARTIN LODGE

CHRISTOPHER HOOD

24.1 INTRODUCTION: THE RISE OF THE R-WORD

‘Regulation’ is a word that has gained a wide currency in discussions of public sector reform over the past thirty years or so. Many have claimed or at least implied that increased formal regulation of public sector activity reflects deep-seated ‘modernist’ changes in the functioning of state machinery. One example of that sort of thinking is Hood et al.’s (1999) observation that what they called ‘regulation’ of public sector activity (defined as relatively formal oversight detached from line-of-command operations in service delivery) had grown at a time when other public service employment had been cut down in the UK. Another is Michael Moran (2003), who made the same claim more qualitatively in arguing that the UK had moved from a style of what he called ‘club government’ (broadly, informal self-regulation by elites) to a ‘regulatory state’ involving more detached overseers applying more formalised rules than in the past. More broadly, these observations complement those accounts that diagnose the rise of a low-trust ‘audit society’ (Power, 1997).

In contrast to such claims of a quantum change in underlying systems of control in and over government, a more sceptical view might be that the increased currency of the R-word in the English-language and particularly UK literature may serve to exaggerate the amount and significance of underlying change. After all, if we start to use a generic word to describe what has previously gone under a range of more specific terms (like audit, inspection, adjudication, forms of tutelle), it will hardly be surprising if we start to see instances of it everywhere. Further, if we start to look outside the English language and the UK, we find long-standing instances of what has recently come to be dubbed ‘regulation’ of government—from the Chinese Imperial Censorate of some 2,000 years ago, through the system of inspection of local administration in Tsarist Russia (satirised in Nicolai Gogol’s well-known play ‘The Inspector General’ (Revizor)) and the inspections génèrales established across the terrain of government in Napoleonic France two centuries ago, to the 1931 Four Power Constitution of Nationalist China which created a whole separate yuan (constitutional branch of government) for oversight and inspection. And, particularly at a time (2010) when beliefs about the power of regulation have been severely shaken by the dramatic failure of supposedly high-intelligence risk-based regulation to avert systemic financial collapse in the Western world, it is easy to see how the capacity of regulation as a way of controlling government can be over-stated and important older arguments about its inherent limits forgotten.

Given that the R-word can distort our perceptions, particularly when comparing methods of control and oversight of government across different state and linguistic traditions, it is perhaps best regarded as a loose umbrella term that has come to be used to denote three kinds of oversight activity that have traditionally been analysed separately and which go under different titles in different state traditions (Hood et al. (1999) termed them ‘waste-watching’, ‘quality policing’, and ‘sleaze-busting’). Those three types are as follows:

• Various types of audit and financial control activity, comprising scrutiny of the expenditure of public service bodies or their agents. Such activity ranges from checks of the legality of such spending in a narrow sense to a broader sort of examination of value-for-money (or waste) issues that was developed by the US General Accounting Office in the 1960s and has subsequently been followed by many other public audit bodies. Those latter activities tend to attract substantial publicity and that may be why some have claimed that public auditors have become increasingly prominent within systems of executive government over the past three decades (see Pollitt et al., 1999)

• Various forms of oversight over the quality or effectiveness of public services, from the traditional military inspection designed to check that armed forces are ready for combat to numerous types of inspection, evaluation, or arbitration activity relating to civilian services such as prisons, schools, hospitals, universities.

• Various types of oversight aimed at securing probity or ethical behaviour on the part of elected and appointed public officials, for example over the conduct of appointments, procurement, other uses of public money or facilities, conflict of interest issues over second jobs or work after public service. Such oversight ranges from the ‘special prosecutor’ appointed by Congress to check on the probity of the US President (in the context of the post-Watergate 1978 Ethics in Government Act) to various forms of ombudsman and ethics-committee activity.

If it is the combination of these types of public-sector activity that has come to be denoted by the R-word in the (UK) English-language literature, how much scholarly attention can we detect being given to them in well-established international journals over the past decade or so? Figure 24.1 indicates the result of a count of articles about the three sorts of oversight (plus those that figured the R-word itself either in the title or contents) over the eleven years 1997–2008 in five major international journals, namely the US-based Public Administration Review and Law and Society Review, the UK-based Journal of Law and Society and Public Administration, and the comparative (though English language) Governance. Figure 24.1 indicates the incidence of articles on these topics for each of those journals as a proportion of the total output of the journal, for each of the eleven years from 1997 to 2008.

From the results of the analysis in Figure 24.1, terms like ‘regulatory state’ and ‘regulatory explosion’ seem rather too dramatic in the light of the preoccupations of these major and respected journals. True, the R-theme (but not always under that specific term) had an airing in all of those journals over the decade observed here. But it represented only a small proportion of total output in every case, with journals mostly devoting less than six per cent of their overall space to the R-word or the three more specific types of activity described above. Nor is there any sign over these eleven years to increasing preoccupation with oversight in general or the use of the R-word in particular. This observation suggests the fairly humdrum conclusion that ‘regulation’ of government and the component activities the word has been used to describe are a significant minority concern, but by no means a dominant one, and with no indication of any long-term shift of academic interest towards this theme over the years in question or even of dramatically increasing use of the R-word to describe activities previously denoted by other terms. Indeed, even if we count all articles on ‘regulation’ (by as well as of government) in these journals over this period, we find relative stability, with about six to ten per cent of articles devoted to this topic and no sign of overall growth.1
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Figure 24.1 Incidence of articles concerned with ‘regulation’ of government as a proportion of total articles in five major journals, 1997–2008

24.2 BACK TO THE FUTURE? TWO CLASSIC ANALYSES

Of course it is possible that different conclusions might be reached from an analysis over a longer time-period or using different search terms for items that might be considered to relate to the R-word (for instance, we excluded articles on public procurement and on evaluation of privatised municipal services). But at least on this evidence it remains an open question as to how much transformation of government the R-word represents, even in the preoccupations of professional government-watchers. And more fundamentally, it seems to be an open question as to how much real analytic progress the study of regulation inside government has made since two key claims about the fundamental issues involved were made over three decades ago. One is the negative answer by James Q. Wilson and Patricia Rachal (1977) to the question ‘Can the government regulate itself?’ The other, closely linked analytically, is Donald Black’s (1976) argument that the nature of standards, and more importantly the style of their enforcement, depends crucially on relational distance. The former could be regarded as a little acknowledged classic (in the sense that it hardly registers in citation counts), while the latter is heavily cited in scholarly literature; but both pose fundamental issues about the kind of transformation of government that could be achieved through ‘regulation’.2

Wilson and Rachal argued that the fundamental problem of government regulating itself had to do with issues of ownership: ‘It is easier for a public agency to change the behavior of a private organization than of another public agency’ (Wilson and Rachal, 1977: 4, their emphasis). They claimed that the public sector is more difficult to control through regulation than the private sector for several reasons. Those reasons included some of the familiar properties of executive government organisation: the ubiquitous presence of powerful political constituencies and allies, strongly contradictory demands and objectives and the normal workings of bureaucratic politics that produce intractable turf battles between organisations and make it hard for those in lowly positions on the career ladder to hold high-ranking public officials to account. According to Wilson and Rachal, those familiar roadblocks to effective regulation within government could only be compensated for by high-ranking political interest—at prime ministerial or presidential level. They conclude: ‘the private sector cannot deny the authority of the state—if it were able to, the state would cease to exist. A government agency can and does, however, deny the authority of another agency. Sovereignty exists in the eye of the person outside government, contemplating its power. Inside government, there is very little sovereignty, only rivals and allies’ (ibid: 13). As a result ‘large scale public enterprise and widespread public regulation may be incompatible’ (ibid: 14).3

Donald Black’s related concept of ‘relational distance’, appearing in a section on ‘morphology’ in his book, referred to the way social relationships shape the workings of the law. Black argued that such relationships had decisive influence not just on the formality and adversarial nature of law itself, but crucially also on its enforcement (Black, 1976: 40–8). On this argument, the more socially close those who enforce rules are to those to whom the rules apply, the more unlikely it is that draconian formal law enforcement can take place. The relational distance hypothesis, which seems to be compatible with Wilson and Rachal’s diagnosis, suggests that ‘regulation’ in government will tend to be at best a soft and highly politicised affair, and that key aspects of control and oversight will tend to be informal.

So even more than thirty years later, and in spite of the widespread currency of the R-word to describe oversight of government and public services, there is a case for a ‘retro-focused’ approach that explores the applicability of these two arguments to the present age. Are the analyses of Black and Wilson and Rachal now to be regarded as relics of an age that has been superseded by the rise of regulation inside government, or did they correctly point to the inherent limits of any such regulation? We can frame two contradictory hypotheses on this matter, to be discussed below.

The first hypothesis is that those ‘retro’ analyses were bound by the particular time in which they were framed and that changes in later institutional arrangements have seriously reduced the obstacles to public-sector regulation their analyses identified. Widespread privatisation over the last thirty years and outsourcing of public service activities once carried out in-house by regular state bureaucracies might be expected to have transformed the landscape in a way that made it much more amenable to regulation. It might be argued that such change in ownership would remove many of the political and bureaucratic inhibitions applicable to the executive government machine that were noted by Wilson and Rachal. And it could also be argued that the emergence of stand-alone regulatory bodies and the stricter separation of ‘policy’, ‘operations’, and ‘delivery’ might be expected to lead to increased relational distance in Black’s language, and therefore pave the way for more formalised and punitive regulatory activities.

Indeed, precisely such an argument has been made by the well-known regulatory analyst John Braithwaite (2008: 20–1). Braithwaite argues that the introduction of private-sector prisons did not just lead to the development of formal regulation of these institutions, but also triggered demands for an equally formal regulatory treatment of the existing public prisons (to establish a ‘level playing field’ for private companies providing penal services and to impose equal transparency requirements to satisfy advocates of prisoners’ rights). Generalising Braithwaite’s argument, we might expect change in ownership and the greater institutional heterogeneity that went with it to change some of the crucial features of bureaucratic politics and increase relational distance, providing the background for the major institutional changes denoted by the R-word.4

In contrast, it might be argued that ownership is a less significant factor in the regulation of public services than Wilson and Rachal had assumed, but that transformations in formal ownership and institutional arrangements might nevertheless have led to relational distance constraints on regulation in new forms. That is, privatisation and outsourcing do not necessarily remove the highly politicised nature of many public services, the typically limited number of private sector suppliers of public services are assiduous in cultivating political links to protect and enhance their positions, and the development of privatisation and outsourcing creates new possibilities for career shifts between regulatory bureaucracies and private providers that work against relational distance between the two sectors. When top politicians and bureaucrats choose to advance their careers by working for private companies providing public services, relational distance with the executive government machine does not necessarily increase—it may even decline if such services had previously been headed by less-politically connected career bureaucrats.5

In summary, we can identify two competing hypotheses about the applicability or otherwise of ‘retro-theory’ to control relationships within government and public services today:

H1: The extension of various forms of privatisation in public services has created a new niche for effective regulation that justifies the use of the R-word.

H2: Since the ‘private’ provision of public services typically means high degrees of politicisation, as well as low relational distance instead of some putatively anonymous, impersonal market world, effective regulation is no easier to secure than it is in a world of public services produced in-house by state bureaucracies.

In the rest of this chapter we explore these two contrasting hypotheses in three ways.

(1) We explore the various ways in which government can be ‘regulated’ in some sense to see where those hypotheses might apply.

(2) We look at changes over time in government across several state traditions in the developed world against the predictions of the hypotheses.

(3) Finally, we consider three possible recipes for more effective ‘regulation’ of government in the light of Black’s and Wilson and Rachal’s ideas.

24.3 HIERARCHIST AND OTHER WAYS OF ‘REGULATING’ GOVERNMENT

Both the Wilson and Rachal argument and the Black argument reflect what can be called a ‘hierarchist’ view of control through law and regulation. By that is meant an approach to control that involves formal standard-setting bodies laying down the rules, and enforcement through bureaucratic determination of various kinds and/or through penalties imposed by courts. And for both of these analyses, the inherent limitations of an orthodox regulatory approach of that type applied to government derive from the difficulty of escalating enforcement activities to a point that culminates in drastic legal action (like dawn raids, seizure of assets, compulsory shutdowns, or the escalating sanctions of criminal penalties). For Wilson and Rachal, government bodies can be expected to shrink from taking one another to court even where legal penalties are formally available. From the perspective of Donald Black, it is low relational distance that can be expected to lead to strong reluctance to pursue sanctions through explicit and visible means.

Three things might be said about that. One is that the difficulties of enforcement associated with hierarchist-type regulation commonly apply to any context in which regulatees have strong political connections and other powerful resources to deploy against regulators, and that such difficulties have often been highlighted in empirical studies of regulation of business. After all, study after study in the business regulation literature tends to show up the intractable difficulties regulators face with deploying their ‘nuclear weapons’ of formal enforcement, and their consequent search for various types of mid-range alternatives or supplements to that approach in attempting to shape the behaviour of their charges (Cranston, 1979; Grabosky and Braithwaite, 1986). The now-familiar vein of literature attacking so-called ‘command-and-control’ regulation (going back to Breyer (1982) and earlier) testifies to that problem. That sort of analysis would tend to support H2 above.

Second, and relatedly, it might be argued that a ‘hierarchist’ approach to regulation—within government or elsewhere—can obscure important alternatives or supplementary ways in which behaviour can be governed and checked that may at least in some circumstances be as effective as (or more than) formal legal sanctions. That involves stretching the word ‘regulation’ to mean not just the hierarchist approach to controlling behaviour, but also steering mechanisms denoted by the French ‘regulationist’ school (Jessop and Sum, 2006) or by other social scientists in the sociological or anthropological tradition who use the term regulation to denote a complex social process rather than a particular legal device. On that line of analysis, if we look at some of those alternative or supplementary ways, we will find that there was more ‘regulation’ of traditional government activity than Wilson and Rachal allow for, and that there are ways of enhancing or supplementing formal law enforcement that can get around the ‘relational distance’ problem posed by Black. That would also broadly support H2.

Indeed, it can be argued that even hierachist-type regulators can in some cases impose sanctions that are as effective as the formal legal sanctions that are at the heart of the Black and Wilson and Rachal analyses, and that can potentially apply to regulation within government as much as to regulation of the business or independent sector. For example, in circumstances where reputations really matter to managers or other players, regulators may be able to shape behaviour by releasing ‘league-table’ information about comparative performance, thus crucially enhancing some players’ reputation and damaging that of others (see Boyne et al., 2009). Indeed, if we step back even further from the hierarchist view of regulation we can think of broader ways of shaping social and institutional behaviour that cross the whole spectrum of ‘ways of life’ identified by cultural theorists and related social theorists (see Hood et al., 1999; Pepperday, 2009).

From that broader perspective, at least three other types of ‘regulation’ in a looser sense can be identified as well as the hierarchist model that Black’s and Wilson and Rachal’s ideas centre on. One is the operation of mutuality, or group control over the individual by norms and social pressure that can be just as draconian as the formal sanctions of a hierarchist model of regulation. For instance, before the transformations of the past few decades, several scholars (notably Finer, 1950 and Heclo and Wildavsky, 1974) put such processes at the heart of the way that the upper reaches of the senior public service in Britain traditionally ‘regulated’ itself, and argued that such peer group control was far more effective in making behaviour adhere to those norms than the available formal regulatory sanctions. The judgements of peers, not of some remote regulatory popinjay, are what matters in mutuality-based regimes and behaviour is centrally shaped by approval, derision, or even ostracism on the part of peers. Indeed, formal regulation sometimes builds an element of mutuality into its procedures, for instance in peer-review-based systems of evaluating the performance of state universities in various countries and particularly in the UK from 1986 to 2008.

That sort of approach to ‘regulation’ in a broad sense contrasts with those that put more stress on encouraging rivalry and competition rather than on imposing group norms on the individual. So while the public sector is often portrayed as a world of monopoly in contrast to private business, it can also be understood as a stock market in individual managerial or professional reputations that can enhance or damage the careers of the players, with fierce competition for scarce ‘positional’ resources (such as promotions, top appointments after public service, key responsibilities, central locations, prestige, to name just a few). A competition-based system of control puts more stress on rivalry in the pursuit of positional advantage within government than on the activity of regulators. For example, it has long been noticed that one of the basic ways to control bureaucracy is to design overlapping responsibilities so that bureaucracies compete over turf in such a way as to allow presidents or other chief executives more scope for control than they would have if responsibilities were really allocated in a strictly monopolistic fashion (see Neustadt, 1960) and to make units within bureaucracy—including regulators themselves—compete with one another over values or standards. (Indeed, Dunsire (1978: 227) boldly claimed that was the only way that bureaucracy can ever be controlled.) And it is also common for formal regulation to incorporate strong elements of competition into oversight of organisations in rating and ranking activity.

A third and related final broad approach to ‘regulation’ is the sort of control system that puts the stress on making life unpredictable for players—by making standards and policies uncertain and ever-changing, by making it hard to foresee far into the future who will be one’s colleagues or superiors, or what work unit anyone will end up in a few moves down the line. The pattern of postings in traditional military and field administration systems—the military, imperial bureaucracy, ramified domestic structures in domains such as tax administration— often had a strong element of ‘contrived randomness’ in that sense. And this type of control often figures large in the operation of multinational companies today, with uncertainty over future postings or colleagues a constant feature of the lives of those who work within them. That sort of ‘lottery’ system—elements of which exist in almost all bureaucratic systems and which feature strongly in some such systems—puts more emphasis on the inherent uncertainties of the future than on the decisions of a formal regulator. It can work against corruption, because in complex organisations corruption normally requires the existence of ‘cliques’ who trust one another, sharing information and secrets—something that will be harder to achieve when people randomly move through the structure. And it can deter gaming behaviour by making outcomes and systems inherently uncertain. Again, even formal regulators often incorporate elements of this kind of approach in their activity, for instance in promoting uncertainty over standards or gathering information in unpredictable ways (for instance by surprise inspections).

This sort of analysis is compatible with both H1 and H2, but it suggests a broader point, that more effective regulation of government and public services can be achievable than we might expect from Black’s or Wilson and Rachal’s analysis, if we use the R-word to include forms of control other than the ‘hierarchist’ approach highlighted by those retro-theories.

That analysis leads into a third conclusion about the inherent limitations of an orthodox hierarchist approach to regulation within government as brought out by the analyses of Black and Wilson and Rachal, namely that if we look across different state traditions we typically find a mix of the four basic types indicated in Table 24.1, with differences in emphasis and in the points in the system where the four types of ‘regulation’ operate. Table 24.2, taken from the comparative analysis undertaken by Hood et al. (2004), shows how five different state traditions can be analysed from this perspective, and indeed offers a way of characterising state traditions as control systems.

Table 24.1 Hierarchist and other approaches to ‘regulation’
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Table 24.2 Hierarchy & oversight and other forms of ‘regulation’ in five state systems
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Such an analysis vindicates Black’s and Wilson and Rachal’s ideas to some degree. None of the major state traditions summarised in Table 24.2—even and perhaps especially those of the Napoleonic style with its stress on inspections génèrales for every part of the state system—puts overwhelming emphasis on the hierarchist ‘oversight’ approach to regulation (confirming what the retro-theories would predict). Indeed the study from which Table 24.2 is drawn suggested there was no clear evidence of a move towards formal regulation of government across different state systems as H1 would predict in an era of privatisation. Indeed, this way of looking at different institutional levels of regulation inside government in this way highlights the limitations of broad-brush characterisations of state traditions. We cannot take for granted that forms of regulation inside government that operate at one institutional level— and in one particular policy domain—is repeated at other levels or in other policy domains. The same holds for observed patterns of change over time that did not reveal a pattern of converging oversight ‘explosions’, as suggested by some observers (Power, 1997). In addition, this way of looking at the operation of state systems also shows how the limitations of formal regulation that those retro-theories bring out are overcome by supplementing that approach with functional substitutes drawn from the other three types of control, both by bringing those other forms of control to bear in separate ‘theatres’ and by mixing them with formal oversight in some cases.

24.4 POLICY AND DESIGN IMPLICATIONS OF THIS ANALYSIS

Both the analysis of academic output in the introductory section and the analysis of the control elements involved in different state systems in the previous section would suggest some scepticism about the idea of a fundamental transformation of control over government during recent decades that would radically undermine the retro-theories we laid out in Section 24.2 and lead us to conclude that the advent of the R-word to denote control over government did indeed signify revolutionary change. There may be some force in H1, but in spite of claims of the state ‘hollowing out’ (Rhodes, 1994) no government has yet even come close to outsourcing or privatising its entire executive machine (indeed, medieval Iceland is the only well-known example of a state system with no real executive branch) and so the scope of that hypothesis is inevitably limited. H2 on balance seems more plausible from the analysis above. Indeed, the recent nationalisation of a number of banks in developed countries in the recent past in the wake of the financial crisis of the late 2000s represents a significant departure from the previous pattern of weakly-regulated private sector activity, goes sharply against the general trends of the previous two decades and therefore offers a striking test of the ‘privatisation’ assumption underlying H1. But as yet it is too early to say whether such nationalisations might have changed the relational distance between players and overseers to any marked degree, but casual observation suggests little sign of such a change.

If this analysis implies that we cannot readily dismiss the older ideas of Black and Wilson and Rachal as having been superseded by the effects of a generation of privatisation and outsourcing of public service activity, what policy implications might be drawn from, or be compatible with, those ideas for effective control of government? At least three possibilities can be identified. One, following directly from Black’s analysis, is to augment hierarchist regulation inside government by measures designed to create additional relational distance. A second and related idea, compatible both with Black’s and Wilson and Rachal’s analysis, is to design institutions of oversight over government more broadly, by bringing in more outside (and international) constituencies into the oversight process and thus aiming to reduce the element of ‘regulatory capture’ that is so hard to avoid on Wilson and Rachal’s analysis. A third possibility, following on from the analysis in the previous section, is to accept that some of the inherent limitations of hierarchist approaches to regulation of government cannot be designed out, but to aim to supplement them by some of the other types of control discussed above.

24.4.1 Extending relational distance

To the extent that H2 better describes the regulation of public services than H1 after a generation of privatisation, the solution that would fit most squarely with the ideas of Donald Black would be to find ways to increase relational distance. If the key problem with hierarchist regulation of government and public services is that the social closeness between regulators and regulatees leads to informal and, at best, lenient rule enforcement, one obvious solution is to find ways to increase relational distance.

That can be done in at least three ways. One is to reduce the extent to which regulators and regulatees share common experience in the same domain. If, as in the German case and many others, the edge is taken off hierarchist oversight by the fact of joint ‘upbringing’ in the same policy domain and often shared outlook through similar university curricula, the way to increase relational distance is to bring in more outsiders into the process to reduce social homogeneity. Another is to reduce the frequency of contact between regulator and regulatees, given that regular inspections and oversight can breed the sort of familiarity that leads to leniency. Indeed a combination of the first and the second method would be both to reduce the number of inspections and rotate (possibly in unpredictable ways) the staff engaged in regulation.

A third way is to change the environment of the regulator in a way that increases relational distance, notably by restricting its jurisdiction in a way that increases the social heterogeneity of its regulatees. Such a recipe is in line with a long-standing line of analysis (going back at least to Bernstein’s (1955) classic approach to business regulation) that the relationship between regulator and regulatee will become close and accommodating if the regulatory ‘clients’ are highly concentrated. Regulatory re-structuring, regulators that reflect values cutting across all domains (such as health and safety) rather than being restricted to a single well-organised industry domain, and regulatory jurisdictions that involve antagonistic interests (such as employers and employees) are examples of ways that the organisation of a regulator’s jurisdiction can shape relational distance.

The logic of increasing relational distance can be compelling and arguments for doing so can often be found. Efforts to bring in more ‘lay participants’ into the regulation of formerly closed professional domains like medicine or fire services or rotating food inspectors across different plants are examples of a logic of increasing relational distance, and so are tightening conflict-of-interest rules in several countries. But there are also strong counter-arguments that point to the limitations of a pure strategy of concentrating on the social position of the regulator versus the regulatee. For example, it is often argued that regulators need to understand the underlying problems and potential tensions within the organisations or service domains they oversee, and without having extensive experience within such domains (as well as a reputation for competence that will lead them to be respected by the regulatees), they can easily become detached from intelligence about what is really going on until it is too late. That problem is graphically illustrated by recent experience in financial regulation, but it applies just as much to public-sector regulation. For example in a study of prison oversight in Germany some years ago, Lodge (2004) found that prison inspectors thought most of the important problems were difficult to find by periodic inspections of the institutions or by desk analysis of administrative data and records, but rather required continuing in-depth conversations and familiarity with prison directors and their staff. And while there are historical examples of high relational distance by inspectors of government—notably the Chinese Imperial Censorate, to which close relatives of high ranking state officials could not be appointed, and whose recruits were not given any opportunity to work in other areas of the state service (Hsieh, 1925: 98)—the price for relational distance can often be high.6

24.4.2 Designing capture-proof regulatory regimes

A closely related recipe for overcoming or at least reducing the limitations of regulation of government that are posed by Black’s and Wilson and Rachal’s analysis is that encompassed by the literature concerned with designing institutional regimes that reduce the possibilities of special interest ‘capture’. If one of the fundamental reasons why governments cannot regulate themselves, according to Wilson and Rachal, is that bureaucracies can readily mobilise special interests to contest the demands of regulators, the problem looks rather similar to the well known issue of ‘producer capture’ of regulatory systems in the business regulation literature (Stigler, 1971; Peltzman, 1976). Accordingly, a possible recipe for dealing with that sort of problem can be drawn from ideas about how to design ‘capture-proof’ regulatory institutions, in ways that go beyond selecting regulators to increase relational distance, as discussed above.

In the institutional design literature coming out of law and economics, much has been made of the possibilities of designing structural and procedural devices that can limit capture (see, for instance, Macey, 1992; McCubbins, Noll, and Weingast, 1987). That means paying close attention to procedure and structure. Examples of anti-capture procedural devices are the ‘government in the sunshine’ laws enacted in the United States in the 1970s forbidding regulators to meet outside formal sessions and requirements governing the length and manner of their consultation procedures. Examples of anti-capture structural designs include independent sources of funding and the incorporation of ‘public interest groups’ in the regulatory institutional structure to reduce the likelihood of capture by regulatees, as advocated by Ayres and Braithwaite (1992) in an approach that has been enormously influential over academic thinking about regulation in the last fifteen years, as discussed in the Introduction to this Handbook.

Powerful and influential as this approach has been over the design of regulatory systems and indeed institutional arrangements more generally, it does not offer a simple or problem-free way of solving the obstacles to effective regulation in government as highlighted by the ideas of Black and Wilson and Rachal. It is not obvious how such devices can overcome the strong policy contradictions that are often, even typically built into the structures and operations of government. The language of ‘principal’ and ‘agent’ that pervades much of the literature depends for its force on there being a common understanding of who is ‘principal’ and who is ‘agent’—a condition often missing in government institutions, for the reasons given by Wilson and Rachal—and underplays the fiduciary aspects that are often at the core of government activity. The formal inclusion of interest groups (even and perhaps especially with the adjective ‘public’ attached) can entrench as much as it undermines the turf-battle problem highlighted by Wilson and Rachal as working against regulation inside government. And the topmost levels of government and bureaucracy often amount to some kind of ‘village world’ whose informal practices can defy attempts at formal regulation from outside (see Moran, 2003), even if there is a ‘government of strangers’ at middle and lower levels.

24.4.3 Supplements and alternatives to hierarchist regulation

Finally, if the obstacles to regulation inside government that can be identified from the Black and Wilson and Rachal analyses relate to an essentially ‘hierarchist’ view of regulation, one way to overcome such obstacles is to supplement hierarchist regulation by some of the other types of control that were discussed in Section 24.3 above. Indeed, cultural theorists have for some time been interested in the possible application of so-called hybrid forms of institutions, incorporating multiple ways of life rather than a single one. For instance Hood (1996) discussed a possible mechanism for operationalising an opposed-maximisation control of the type explored by Dunsire (1978) in the field of risk regulation; Marco Verweij and his colleagues (2006), building on earlier work on multiple worldviews and ways of life, have pointed to the potential advantages of what they call ‘clumsy solutions’—a rather off-putting term they use to denote institutions and processes that comprise multiple worldviews. The implication of this argument is that putting all the regulatory eggs into one hierarchist basket will inevitably show up all the inherent weaknesses of this way of life, such as information asymmetries between regulator and regulatee, blind spots about the limits of authority and expertise, and challenge and counter-strategies coming from other worldviews. Thompson, Ellis, and Wildavsky (1990) have claimed support for this idea by drawing on Ross Ashby’s (1956) ‘law of requisite variety’ from cybernetics (the idea that variety can only be controlled by equivalent variety) and by analogy with biological systems, where monocultures often prove less resilient to (unexpected) challenges than diverse systems.7

The implication for control over government is to avoid the hierarchist traps represented by Black’s and Wilson and Rachal’s analyses by recognising and developing modes of control that draw on all or several of the ‘ways of life’ identified by sociologists and anthropologists, rather than thinking within the hierarchist box. For instance Hood et al.’s (2004) comparative analysis of eight countries suggested that hierarchist regulation of government tended to be effective only when it was mixed with control approaches associated with other world-views, such as individualist competition, egalitarian peer review, or even fatalist randomness (for instance when regulatory inspection regimes incorporate elements of sortition). That claim is consistent with numerous critiques of an excessive reliance on hierarchist regulation as not only resource-intensive but often expensive and slow as a control mechanism.

This line of approach is broadly consistent with the ‘regime design’ perspective discussed above in that it points to the importance of immanent controls in society and organisations for effective control. To the extent that it differs from that ‘regime design’ approach, it would be in taking a less ‘economistic’ perspective on incentives applying to organisations and agents than many ‘regime designers’ do, and in putting more stress on the ‘divided we stand’ (Schwartz and Thompson, 1990) recipe of conflict through hybridity than is usually done by the less ‘economistic’ approaches to regime design.

As with the ideas of extending relational distance and of redesigning institutional regimes, the notion of built-in hybridity as a problem-free recipe for control over government has some obvious shortcomings as well. Hybrids have their characteristic failings as well as virtues, as Flaubert’s inept melon-farmers discovered when they inadvertently mixed up melons and tomatoes (see Hood and Lodge 2006: 133). Verweij et al’.s (2006) analysis could itself be argued to lack balance, in that it comprises selection on the dependent variable rather than a systematic test of the hybridity thesis. Culture clashes in government can in some cases lead at best to mutual incomprehension and at worst to serious conflict, as with the US 1960s ‘War on Poverty’ experience so graphically analysed by Moynihan (1969) and satirised by Wolfe (1970).

Indeed, the hybridity recipe itself does not seem to be exempt from the ‘no free lunch’ assessment that some cultural theorists invariably reach in their analyses of the four basic worldviews. For instance, the notion of mixing the ‘contrived randomness’ element of surprise with hierarchist inspections in the oversight of prisons and military units is widely acknowledged and practised across state traditions. But the more emphasis is placed on randomness in inspection, the less is likely to be the degree of openness and trust between regulator and regulatee. And the lower that level of openness and trust, the less possible it will be to operate the sort of egalitarian-hierarchist hybrid that relies on a high level of mutual understanding between the parties and which may be both necessary and effective in some circumstances. Can you really have it all?

More basically, those advocating ‘clumsy solutions’ have not shown very convincingly how such institutional systems can be consciously designed and maintained, though they have shown that they arise spontaneously in some conditions. Maybe the clumsy solutions recipe amounts to a version of John Kingdon’s (1995) well-known approach to agendas in public policy analysis, in which policy proponents are counselled to wait for their numbers to come up in the agenda lottery. If the ‘clumsy’ approach can indeed be applied in a less opportunistic way, the clumsy solutions advocates have yet to show how they can meet the very demanding conditions for ‘opposed maximizer’ control spelt out by Hood (1996), as mentioned above—including ways of regulating the conflict between worldviews so that losers do not drop out of the system.

24.4.4 Overall

These three recipes show how control over government can be designed or engineered in ways that do not require a strong ‘H1’ effect to operate after formal privatization and outsourcing of service and support functions, and without denying the continuing force of Black’s and Wilson and Rachal’s analyses. They also highlight many of the problems and solutions to be found in this area of regulatory analysis and indicate the degree of intellectual effort that has been put into finding ways to overcome the limitations of hierarchist regulation applied to government that were identified by Black and by Wilson and Rachal over three decades ago.

Assessing the relative power of those three recipes against one another is more difficult, for at least three familiar reasons. One is the well-known problem of finding generally-agreed summary indicators of government or public service performance (such as rehabilitation in the case of prison services or aggregate exam scores in the case of schools) against which the efficacy of various kinds of controls can be evaluated. Another is the difficulty of finding critical cases to substitute for the absence of systematic experimental conditions. But a third is the still limited development of these ideas into a form where they can be readily operationalised for comparative and historical analysis.

24.5 CONCLUSION

To put the modern use of the R-word (to signify oversight of government) into context, we began by pointing out the relatively modest incidence and growth of articles using this term in some of the leading international journals on executive government and law and society over the last decade or so—a pattern that does not quite square with the hyperbolic language of ‘explosion’, ‘hyper-modernism’, and ‘transformation’ that is sometimes used to characterise changes in the field. We also pointed out the basic obstacles to the notion of ‘regulation’ as conventionally conceived in government that are posed by two critical sets of writings from over thirty years ago, one of which is rarely cited today.

Taking that ‘retro’ perspective enabled us to pose two contradictory expectations as to how regulation of government might have changed since the claims made by Black and Wilson and Rachal. In general, H2 (the idea that substantial privatisation and outsourcing of service and support functions in government would have had only a limited effect on the nature of regulation of public services) seems to be more plausible from the literature cited here than the alternative H1 expectation that such changes would have radically altered the nature of regulation of public services. Indeed, many of the obstacles to effective regulation of public services that were noted in that ‘retro’ theory—such as low relational distance in the highly ‘pecking-order-conscious’ world of government and the tendency of bureaucratic politics to short-circuit formal arms-length oversight by independent bodies—are still readily observable some thirty years later.

Nevertheless, it can be plausibly argued that what has changed over the past thirty years is a greater understanding and analytic elaboration of some of the ways to reduce or get round the obstacles to effective regulation inside government that emerge from the Black and Wilson and Rachal analyses. All of the three routes away from the limitations of regulation in government as highlighted by those analyses rest on classic social-science foundations, in that they all focus centrally on social relationships and the institutional foundations of control systems rather than on the formalities of regulation.

Overall, it might be argued that, far from being wrong about the difficulties of government regulating itself, Wilson and Rachal may have been rather too optimistic about the ease with which government could regulate the private sector. Indeed, Wilson’s (1980) own classic ‘client politics’ analysis of the conditions that lead to capture of business regulation by the regulatees seems to apply every bit as much to the regulation of private providers of public services as it does to public bureaucracies of the traditional type.

NOTES

1. This result compares with an average of ten per cent of articles on the subject of ‘regulation’ in European politics journals over broadly the same time period (Lodge, 2008: 281).

2. A Google Scholar count in April 2009 indicated that Wilson and Rachal’s article had been cited 30 times, while Black’s The Behavior of Law had been cited some 709.

3. Wilson and Rachal’s analysis applied also to the regulation of commercial activities in government hands (such as banks, utilities and such like)—an issue that has become highly topical since Western governments bailed out important parts of the banking sector during the financial crisis of 2008–9.

4. The same expectation is shared by advocates of a ‘decentred regulation’ perspective. According to this perspective, the increasing fragmentation of regulatory authority, whether in terms of a rise of international oversight and ranking exercises and rating agencies, or by private accreditation and evaluation exercises could be argued to have a similar (or complementary) effect to that of a change in ownership, namely the removal to obstacles for effective regulation, by increased redundancy (the availability of different channels) and by enhanced relational distance.

5. For example, Moran’s (2003) account on the British regulatory state noted how heterogenisation in the financial world of the City of London had driven the (incomplete) formalisation of the regulation of finance, and similarly, the alleged reduction of the ‘club government’ in the UK’s Whitehall/Westminster ‘village’ were said to have triggered a rise of formalised regulatory regimes inside government. However, there has been, according to Moran, a hyper-politicisation rather than depoliticisation as well as a continued reliance on informality; thereby altering, but not reducing, the nature of control problems.

6. Indeed, those observers claiming that the world of regulation has witnessed considerable ‘decentre-ing’ would suggest that the key problem affecting regulation of the public sector is too high relational distance and that the key issue that needs to be addressed is the coordination across actors.

7. See also Chapter 15 by Lodge and Stirton in this volume and Scott (2000).
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CHAPTER 25
THE FUTURE OF REGULATION

ROBERT BALDWIN

MARTIN CAVE

MARTIN LODGE

25.1 INTRODUCTION

Much of this book is about change and the ways in which regulatory processes and policies are able to adjust to new circumstances. As if to emphasise that point, the world of regulation seems to have shifted seismically during the writing of this book—and in ways that few could have predicted. The financial crisis that commenced in 2007 brought with it a sea change in the politics of regulation, at least in the financial sector. Before that event, businesses and governments around the world were consistently focusing their thinking and initiatives on the need to move towards ‘lighter touch’ and lower-cost regulatory techniques. Reducing red tape was seen as a top priority and many governments placed great emphasis on their positions in league tables of business-friendly regulatory environments.

In the UK, the Financial Services Authority reflected such general concerns about the costs of regulation when it commissioned a major consultancy study on this topic in 2006 (Deloitte, 2006). In 2007, New York’s loss of market share to the City of London was hailed as a triumph of ‘light-handed’ and ‘principle-based regulation’ that would strengthen London’s status as a world financial centre. In 2008, concern with the overall cost of regulation led the anti-EU pressure group, ‘Open Europe’ (2008), to complain that new regulations had cost the UK economy £148 billion in the decade to 2009 and that EU legislation had accounted for £107 billion of this. Gordon Brown played his part in damping down regulatory expectations when, on coming to power, he established the Risk and Regulation Advisory Council in order to encourage risk taking and the avoidance of propensities to ‘overreact’ to risks by introducing new and excessive systems of regulation (Risk and Regulation Advisory Council, 2008).

By 2009, such calls seemed increasingly out of tune. Commentators, the public and regulators argued that not regulating, or regulating too lightly, might involve costs liable to dwarf those cited in relation to ‘excessive’ regulation. The costs of historical under-regulation and regulatory failure in just one sector—financial services—were becoming apparent. The credit crisis had impacted on financial services and the wider economy, and the International Monetary Fund had forecast, in April 2008, that financial losses stemming from the credit crisis might approach $1 trillion. By 2009, the Bank of America was putting the figure at $7.7 trillion. Surveys, moreover, suggested that nearly 80 per cent of people blamed the regulators for the crisis (Black, 2009).

As a result, the regulatory mood had shifted by the late 2008 and early 2009. Politicians, regulators, and interested commentators were discussing widespread reforms to the regulatory architecture for financial markets. The supposedly light-handed approach towards the regulation of financial services in the UK was said to have played a significant part in the ability of Bernard Madoff’s so-called Ponzi-scheme to defraud investors of up to US$65 billion. Similarly, blame for the collapse of the former insurance giant AIG was partly placed on the ‘lax’ provisions of the City (and partly on avoiding oversight by the US-Office of Thrift Supervision) that allowed London-based AIG traders to invest into the US sub-prime housing market.1

By this time, the then (newly appointed) head of the UK Financial Services Authority, Lord Turner, was warning that approaches to light touch regulation needed to be changed in order to establish a sounder and more interventionist regime of regulation. On prior approaches, he commented: ‘[…] over-regulation and red tape has been used as a polemical bludgeon. We have probably been over-deferential to that rhetoric’ (Moore, 2008, and Turner, 2009). In February 2009 he was more blunt in telling the Commons Treasury Select Committee that the light touch approach of his predecessors had been ‘mistaken’ and that there was now a need to quell the ‘animal spirits’ of bankers (Hughes, 2009). Similar language was also used in the US Treasury’s reform proposals for financial regulation (US Treasury, 2009).

The regulatory mood, it was clear, had changed significantly—and its implications went beyond the regulation of financial markets. However, despite this universal mood swing towards favouring ‘more regulation’, there was nevertheless considerable scope for debate and controversy as to what the direction of travel was supposed to be. For many observers, calls for ‘more regulation’ were based on desires to reassert control through more sustained oversight by public authorities. Such controls were to replace the ‘light handed’ regulation that had relied on voluntary information gathering and were to rely on ‘nudges’ rather than ‘sticks’. In other words, regulation was to become more distinct again—more rule-bound and arguably also more distanced from the private sector, both in terms of resource-intense oversight and attitudes towards such matters as remuneration packages for staff. Mooted regulatory escalations were to offer a higher emphasis on technocratic decision-making, more resources for enforcement, and as a result, more ‘costly’ regulatory activities.

In contrast, others argued that the previous regulatory system, especially in financial markets, had been particularly weak in terms of encouraging professional conversations. The key problem, on such a view, had been a decline in professional regulation that had been replaced by an over-reliance, if not an aping of private business practices. One key example of the closeness of regulators with those they regulated was the ‘revolving door’ that operated between regulators and those in the financial industry—a circumstance that had not merely allowed but had encouraged (and was seen to have encouraged) the toleration of those vulnerabilities that had been identified during pre-meltdown times. As a consequence, the argument ran, the pressing need was to build a stronger professional army of regulators.

A third strand in the advocacy of ‘more regulation’ urged that proposals for more rigorous regulation were potentially helpful in the short-term and were required to stabilise markets. The contention was that once ‘normality’ had returned, markets would (and should) resume their natural superiority over governmental activities. Indeed, ‘too much regulation’ would soon be argued to be a deterrent for the return of investor confidence, whilst also hindering innovation.

Finally, adherents to a fourth approach argued that regulation was as much the disease as the cure. ‘More regulation’ was arguably helpful to deal with the feeding frenzies of outraged publics, journalists, and politicians. Nevertheless, all attempts at ‘more regulation’ would inevitably fail, due to the superior intelligence and counter-punching efforts of market participants. In fact, adherents to this approach highlighted that it had been the ‘innovative’ attempts by financial institutions to circumvent regulatory requirements that had led to the generation of over-complex products that were to prove ‘toxic’ in the first place.

These debates, unresolved at the time of writing, are not just of interest for regulation aficionados who are eager to follow the daily headlines. Rather, these debates and events reflect on the practice and study of regulation more widely and draw attention not merely to those existing faultlines that had become more prominent as a result of the strain of crisis and slump, but also to a number of recurring debates in regulation and to key themes for the future of regulation beyond the short-term. The competing views regarding the need for ‘more regulation’ as outlined above place a spotlight on the ongoing contests about regulation that have influenced the nature of regulation as field of practice and study over time.

Historians of the early 21st century will debate whether the ‘credit crunch’ will have the same impact on economic and political life as did the Great Depression of the late 1920s and early 1930s. They may well ask the same question with respect to developments in thinking about regulation. Back then, as part of the ‘New Deal’ agenda, regulation was designed to tackle the perils of economic depression and the subsequent aspirations to provide for conditions for competition to take place (see Eisner, 2000). Whatever understandings regarding the ‘financial crisis’ will eventually prevail, it can be said that the events of the last few years have flagged up key themes that are at the heart of the debates in this Handbook and have wider implications for the practice and study of regulation, in particular highlighting the importance attached to the study of dilemmas and trade-offs (Lodge, 2008: 292).

At one level, the most recent arguments have centred on the strength and weaknesses of particular regulatory instruments. At the time of putting this Handbook together, questions have been raised regarding the failure of regulatory instruments in financial regulation. For example, the idea of ‘risk-based regulation’, much promoted by British regulators and politicians alike to underscore the supposed advantages of London as a global financial hub, has been found to have failed on multiple scores.

(1) It has been widely accused of having failed to identify the risks that were building up within the banking system.

(2) Arguably more damningly, even where it did identify risks, it has been said to have been politically too weak to force any form of regulatory response in the face of concentrated political and industry resistance (arguing that issuing open warnings regarding systemic risks would harm ‘market confidence’).

(3) Even more fundamentally, it has also been said to have signalled a failure of an individualist understanding of regulation, in which risk-taking and failure are to be tolerated as long as that failure is not threatening to the wider system. Whether individual and system-wide failure could be differentiated that easily was always questionable, but the financial crisis was said by many to have illustrated very transparently not only that perceptions of individual failure could quickly escalate into perceptions of system-wide failure, but also that individual failure could no longer be regarded as an isolated event, given the inherently internationalised nature of the financial market system.

At a second level, contemporary events have highlighted the question of how regulation ‘travels’. Do regulatory strategies and instruments extend easily across domains or can they be seen as largely contained within single policy domains? And to what extent are regulatory strategies and instruments diffused and filtered by national contexts? Debates have centred on the extent to which the regulatory problems that had been diagnosed in financial markets had led to a contagion effect into other regulatory domains. Following the disasters of principle-based and risk-based regulatory techniques in the area of finance, it was increasingly asked whether related toolsets were also under pressure in other domains?

There is, for example, increasing recognition, now, of the considerable interdependence between the financial meltdown and wider policy goals, especially in relation to climate change. After the failure of markets and ‘light-handed regulation’ in finance, growing attention has been paid to arguments that suggested that these tools would also fail in the area of environmental regulation—and that this would bring considerable consequences for future attempts at dealing with environmental problems.

In the area of utility regulation, too, the future direction of regulation has become widely debated. These debates have related to issues of ownership, but also to the regulatory instruments that are required to incentivise investment into long-term capacity rather than short-term efficiency gains through ‘asset sweating’. In the area of electricity, for example, these debates have highlighted the inherent complexity of the interdependence between political decision-making, regulatory instruments and operator behaviour, whether this related to issues of generation capacity, the ‘portfolio’ of energy sources by technology or degree of security of supply, or the capacity of the transmission infrastructure.

Elsewhere, regulators have been dealing with the challenge of reconciling the political demand for faster broadband networks with the demand for low interconnection charges by network providers. At the same time, it has become difficult to imagine that a return to traditional modes of control would provide for functionally superior outcomes; for example, in the light of modern food production patterns, it is doubtful whether the traditional ‘sniff and poke’ meat inspection style would offer superior outcomes to contemporary hazard-based approaches when faced by recurring food scandals across countries. Equally, how regulators are supposed to oversee the high-speed world of technologically-assisted transactions in the financial industry has similarly raised questions as to the viability of ‘increased oversight’ demands.

In short, the debates surrounding the future of regulation have become linked to a set of wider concerns with the problem-solving capacities of the regulatory state—concerns that had emerged in the late 20th century across developed and lesser developed countries. These debates were shaped by an awareness of the limitations of traditional regulatory approaches, on the one hand, and the realisation of the limitations of the supposedly high-intelligence ‘new’ regulatory approaches on the other hand.

At a third level, contemporary events have also drawn renewed attention to the long-established debates regarding the boundary between ‘state’ and ‘market’ and to competing views regarding the importance and significance of ‘market failure’ and ‘government failure’. In other words, contemporary events have also focused attention on the adequacy of markets in general and the overall need for regulation to steer behaviours. Debates regarding regulatory strategies and instruments could be interpreted as signs of changing paradigms and re-drawings of the boundaries between state and the economy. As has been said about the impact of the French Revolution, it is too early to tell (so we have to keep our heads). It is always easy to declare new paradigms and—under the influence of over-confidence or hind-sight—to point to the numerous signs that should have been interpreted as ‘red flags’. It is somewhat premature to predict the shifting of the boundary between ‘state’ and ‘market’, especially as the chapters in this volume highlight that regulation cannot be understood as operating in such distinct spheres of influence, but rather that regulation is about the inherent complexity and interdependence between state and market (also Hancher and Moran, 1989). Indeed, the challenge for the national practice of regulation continues to be the management of the tension between a heterogenous and highly differentiated society characterised by dominantly individualist preferences (i.e. with non-redistributive preferences), and desires for more insurance against all forms of failure. How this tension can be dealt with, at what cost and by whom is likely to be one of the key regulatory challenges for the next decades.

Recession-induced reflections on the future of regulatory activities have not been confined to the world of practice. Academics, however, could have been more prescient in the last decade or so than they were. Indeed, for some time, the academy has exhibited a tendency to be too fascinated with the description of the latest initiatives and regulatory tools rather than an inclination to engage in critical analysis. Similarly, too much confidence has arguably been placed in so-called ‘alternative forms of regulation’, so that there has been an over-playing of the potential problem-solving capacities of self-regulatory or market-based systems. In the search for the ‘regulatory state beyond the state’, important questions regarding the capacities of these systems to develop standards, to enforce them, and to gather robust information might have been investigated further.

At the same time, as the chapters in this Handbook show, there is considerable evidence that scholars have not been asleep on the job, and that they have much to contribute to debates that will shape the future of regulatory activities across domains and social-economic contexts. As the above chapters show, there has been substantial critical attention to the instruments of economic and social regulation, the particular biases of the regulatory state of the late twentieth century and the politics of regulation more generally. As we note below, it is not as if the debates of the past thirty years have lost their validity and relevance in a global slump. In contrast, there is a continued concern with the quality of regulation, in terms of establishing sufficiently robust systems of controls that do not impose red tape and high compliance costs.

Furthermore, the problems that arise when regulation operates at the national level but markets are global; when systemic risks are insufficiently attended to by regulators; and when key regulatory functions are delegated to private bodies such as credit ratings agencies are exactly the sort of issues of concern in the wider literature in regulation. How regulation—as a field for practice and study—responds to some long-cherished ideas about markets will, moreover, require future study: notably given growing scepticism that markets are, at heart, naturally self-regulating, and that markets are best seen as free-standing rather than constructs of laws and regulations.

25.2 LOOKING FORWARD

In looking forward to the shape of post-credit crisis regulatory approaches and agendas, the chapters of this book serve as a guide to the major challenges that regulators and others will have to meet with new levels of commitment. Thus, Chapters 2 and 3, by Cento Veljanovski and and Mike Feintuck respectively, serve to emphasise the need to move the economic theory of regulation forward in a manner that takes on board the ways in which markets are ‘constructed’ and which allows coexistence with social rationales for regulation. Karen Yeung’s contribution on the regulatory state (Chapter 4) pinpoints the need to rise to the continuing challenge of securing democratic legitimation for the regulatory state at a time when there has been an explosion of concern about the state’s increasing dependence on non-state actors as well as markets and networks to deliver its policies, as citizens and politicians alike lose faith in the capacity of markets and networks of non-state actors to provide adequate regulatory regimes.

In Chapter 5, Cento Veljanovski deals with a particular issue close to enforcement— the rules and procedures that have been and can be put in place to reduce wasteful attempts to ‘game the system’. Industry has a number of options it can use to influence regulation and the regulator such as bargaining, manipulation of information and publicity, and challenge in the courts. Regulators can also engage in strategic man-oeuvres and gaming to achieve legitimate or sometimes illegitimate outcomes. This can range from the use of opaque rules and enforcement procedures, to more overt pressures which force those regulated to make significant and sometimes questionable concessions. Where possible, Veljanovski argues, industry will seek to influence regulation, and to exploit the latitude that the regulatory process allows to gain more favourable outcomes. Likewise regulators live in a world where the law is a broad brush and they have discretion to frame the rules and determine how they are enforced. In fact they are often given powers and duties to create the ‘rules of the game’ through their rulemaking powers and enforcement decisions. In this environment the use of strategic responses to regulation, and ‘gaming the system’ will be prevalent and the fight to resist this will be ongoing.

Colin Scott (in Chapter 6) considers debates regarding rules and standards within the post-credit crisis world. This is a world in which the setting of standards is characterised by a diffusion of responsibility across national and supranational levels, state and non-state organisations. He notes that such a diffusion places question marks against the traditional model of regulatory governance—which focuses chiefly on the role of state agencies—and he suggests that there is a need for a revised approach to evaluating the effectiveness and legitimacy of these more diffused regimes. He draws attention to the challenges of accountability associated with the emergence of a highly diffuse ‘industry’ for regulatory standard-setting.

Enforcement is, of course, a central aspect of regulation, and Chapter 7 by Neil Gunningham sets out an agenda for taking approaches beyond ‘punish and persuade’ through responsive regulation, meta-regulation, and beyond. Specifically, it makes the case for regulation and enforcement to be designed using a number of different instruments implemented by a number of parties, and it conceives of escalation to higher levels of coercion, within a single instrument category, across several different instruments, and across both state controls and instruments applied by institutions and resources residing outside the public sector.

In similar vein, Cary Coglianese and Evan Mendelson explore, in Chapter 8, the degree to which regulatory systems move away from the central, state command model. They argue that all control mechanisms must, in the final analysis, promote self-regulation and they explore and contrast the potential of self-regulatory and meta-regulatory mechanisms. Tanina Rostain continues this examination of self-regulation in Chapter 9 and highlights the modern challenge of sustaining professional self-regulatory systems. She argues that efforts to uphold self-regulation should be viewed as battles to maintain a ‘social trustee’ conception of professionalism in the face of accelerating market forces and technological innovation, new business rationalities, and the abandonment of client and social commitments.

On the particular issue of moving away from traditional modes of regulation and towards control through markets, David Driesen’s Chapter 10 identifies a number of ongoing challenges. He notes that market-based instruments have become increasingly important as neo-liberalism has advanced and suggests that, though these instruments provide a cost effective way of realising environmental improvements, they depend on government design and enforcement for their efficacy. A concern that is shared across contributions is that such instruments are increasingly deployed in a complex context of multilevel governance and challenges multiply where market mechanisms traverse national boundaries.

Such talk of adapting regulatory systems to modern conditions raises the issue of measurement and the questions: How can regulatory success or failure be measured? In his Chapter 11, Jon Stern suggests that there are considerable difficulties to be overcome if satisfactory evaluations are to be produced. Evaluations are an art at least as much as a science—and ex post evaluations are always considerably strengthened by the existence of a pre-decision option appraisal, such as a regulatory impact assessment. The growth in use of econometric techniques has complemented analytical case studies, but their scope is limited and they are not a substitute for case studies. Accordingly, the analytical case study approach needs to be continuously developed and improved—and this endeavour has to be combined with an understanding that regulatory evaluation is much more than just a technical issue. Such a challenge raises major political economy implications.

Rob Baldwin argues, in Chapter 12, that a positive future for ‘better regulation’ cannot be achieved in the absence of coordinated or coherent conceptions of the ‘better regulation’ initiative. As for the use and evaluation of different regulatory instruments, the way forward, he argues, demands a coming to grips with three main challenges. Conceptually there has to be greater clarity on the links between benchmarks for determining regulatory quality and the relevant regulatory outcomes that elective bodies establish. Strategically there is a need for more harmonious use of different regulatory improvement tools and a greater awareness of the propensities of different such tools to further certain objectives but, potentially, to undermine others. In relation to evaluation, it has to be accepted that the application of benchmarks is inherently contentious, that trade-offs between different values and objectives have to be addressed, and that the ‘networked’ quality of modern regulation has to be dealt with in making assessments.

A particular mode of evaluating regulation is Regulatory Impact Assessment and this device brings with it a host of continuing challenges. In Chapter 13, Claudio Radaelli and Fabrizio de Francesco suggest that the underlying motivations for regulatory impact assessment provide for an ideal testing ground for theories of political control of the bureaucracy—notably those of bureaucratic dominance and those of political control. To achieve such ends, they argue, it will be necessary to carry out more theory-grounded comparative research—a type of analysis that can usefully inform the debates on the regulatory state and constitutional change, as well as the normative appraisal of governance architectures.

Many contemporary debates on regulation centre on the concept of risk and, in Chapter 14, Julia Black suggests that risk currently plays four related roles in regulation: as an object of regulation; as a justification for regulation; as the basis for the construction of organisational policies and procedures; and as a framework for accountability and evaluation. Risk, moreover, is a concept that gives rise to numerous ongoing challenges. The highly politicised and contested nature of debates on risk, Julia Black stresses, poses governments with the problem of how to rationalise or stabilise decision-making on questions such as: which risks to select for attention, how much attention to give them, of what nature, and who should be involved in making those decisions. These problems are enhanced when the normative boundaries of the state are themselves defined in terms of risk. Furthermore, framing policy in terms of risk has significantly boosted the cause, and extent, of public engagement. However, public participation can itself be destabilising and can run counter to the rationalising attempts manifested in risk policies and procedures.

Issues of accountability have been a traditional feature in regulatory debates, affecting regulation as a field of practice and study. For Martin Lodge and Lindsay Stirton (Chapter 15), the long-standing concerns with the accountability of non-majoritarian institutions and encouraging participation in decision-making are only side-aspects of the debate (issues that also link to concerns raised by Julia Black, as noted earlier). Instead, they argue that debates regarding accountability and transparency should move beyond a ‘state-centric’ and institution-driven perspective. Instead they propose four different worldviews of accountability and transparency—all of which have distinct implications for institutional design. Viewing debates regarding accountability in regulation in this way, they suggest, also shifts attention towards the quality rather than the mere existence of formal accountability mechanisms and the identification of various approaches’ prerequisites and limitations.

In their chapter on the role of regulation and development (Chapter 16), Antonio Estache and Lain Wren-Lewis point to many cross-cutting themes in this volume, especially in terms of evolving economic approaches towards regulation. For one, they highlight the particular analytical dimension that the field of development has brought for the field of regulation, especially in the area of network (infrastructure) regulation. This contribution is particularly prominent with regard to the concern with the interplay between establishing ‘credible commitment’, institutional capacities, and differences in terms of national institutional endowment. They also point to distinct sectoral and regional patterns and emphasise that ‘one size fits all’-prescriptions of regulatory approaches is likely to prove counterproductive.

Chapter 17, by Mathias Koenig-Archibugi focuses on the regulatory consequences of ‘global’ policies and addresses some of the most intensely debated questions about the global factors that may be relevant to regulation. The chapter argues that several crucial questions raised by global regulatory cooperation remain open. One of the most important concerns the way public and private actors interact in the regulation of transnational issue areas, another concerns the interplay of various governance arrangements and the role of ‘regime complexes’. Important questions such as these, it is contended, are unlikely to disappear from the research agenda of students of global governance, but often the most persuasive answers will come from fine-grained analyses that apply plural methodologies and context-specific conditional hypotheses to carefully constructed datasets and/or in-depth process-tracing and analytical narratives of the vicissitudes of particular regulatory initiatives.

Moving to the discussion of distinct policy domains, in Chapter 18, Niamh Moloney focuses on the particular challenges and risks of regulating financial services and markets. She suggests that what marks out this regulatory area is the significant level of risk involved in the regulatory project. As for ongoing challenges for regulators, these are said to be severe in the wake of the credit crisis and numerous issues have to be dealt with. Thus, conflict of interest and incentive misalignment risk is persistent and appears to mutate along with market developments and to outpace regulation. Gatekeeper failure, particularly with respect to auditors and analysts, is a further worry as is the capacity of rating agencies to assess structured credit risks correctly. Disclosure has been shown to be a troublesome technique as has market discipline and the outsourcing of regulation to internal risk management models and processes.

In Chapter 19, Janice Hauge and David Sappington consider how regulators set prices in network industries. Traditionally this was done by setting prices to end users for services produced by a vertically integrated electricity, postal, telecommunications, or water company; prices being set either on the basis of costs incurred or, latterly, via a process of incentive regulation which gives firms an incentive to reduce costs over time. However, more recent regulation has switched the focus to allowing entry by competitors into potentially competitive parts of the value chain, and permitting such entrants to buy access to the incumbent’s monopoly infrastructure. Hauge and Sappington review the principles for setting such network access prices adopted in the energy and telecommunications market places, and discuss their effects. An alternative approach is to encourage pricing agreements negotiated between providers and purchasers of such wholesale network services.

Chapter 20 by Peter Alexiadis and Martin Cave complements the previous chapter by discussing a regulatory issue encountered in the same network industries in those activities where there is potential for the development of competition. Examples are electricity generation, sewage treatment, long distance telecommunications services, and retailing. The question arises as to when traditional price regulation can give way to reliance on competition law. The trend in many countries, and especially in telecommunications in Europe, has been to move to ‘deregulate’ in this way. The authors examine how such decisions are made and how well competition law works in such contexts.

In Chapter 21, Jürgen Feick and Raymund Werle deal with the regulation of cyberspace and suggest that the challenges of regulation in this area are partly reminiscent of those in other regulatory domains and partly new ones. This newness is due to the opportunities that the new technologies provide to actors and which allow them to act in very different ways—as regulators or as regulatory targets. A significant point in this field is that the distinction between those who regulate and those who are regulated can become blurred because public regulators increasingly, and more so than in other regulatory domains, depend on the cooperation of regulatees or regulatory intermediaries, if public intervention is to be effective. The continuing challenge in this field is liable to centre around the norms, rules, and regulations governing this complex and dynamic space and the ways in which these are influenced by a variety of factors, parties, interests, institutions, and forces. All of this contest will take place in an international environment, a fact which further complicates rule making and rule enforcement.

The pharmaceutical industry is the focus of Chapter 22 in which Adrian Towse and Patricia Danzon look at the special challenges of regulating in the face of such factors as poor observability of efficacy, high dangers of moral hazard, and the potential exclusion from desirable services of those who lack wealth. In response to the need for private sector investment in drugs and vaccines to treat Less Developed Country-only diseases, the advantages and disadvantages of ‘push’ and ‘pull’ subsidy proposals are considered.

In Chapter 23, Catherine Mitchell and Bridget Woodman illustrate many of the debates regarding the problem-solving capacity of the regulatory state that have been noted in other chapters. Focusing on the area of sustainable energy systems, they highlight that inherent conflicts between policy and regulatory objectives, especially in an area that seeks to incentivise investment, (supposedly) achieve goals in terms of climate change commitments and enhance efficiency. Mitchell and Woodman point to the tensions that arise between levels of government as well as in terms of allocation of decision-making authority between government departments and supposedly independent regulatory agencies.

Finally, regulation within government is scrutinised in Chapter 24. Martin Lodge and Christopher Hood question whether accounts, put forward over three decades ago and suggesting that governments were unable to regulate themselves, are still able to offer much leverage over the contemporary regulation of government by itself. The chapter suggests that past commentators may have been rather too optimistic about the ease with which government could regulate the private sector and that Wilson’s classic ‘client politics’ analysis of the conditions that lead to capture of business regulation by the regulatees seems to apply every bit as much to the regulation of private providers of public services as it does to public bureaucracies of the traditional type.

25.3 CONCLUSION

The financial crisis that led to a global recession in the first decade of the twenty-first century offers much potential for reconsidering the practice and study of regulation. It will not suffice to declare the past as forgotten and as a failure, and to move on to the next trick. In the Introduction, we noted our aspiration that this Handbook would support the building of an increasingly transdisciplinary conversation across the social sciences. So what is the future for the study of regulation as transdisciplinary endeavour for the next thirty or so years?

One future could be characterised by a withering away of an interest in regulation. Such scenario is not unlikely as academic fashions, funding opportunities, and slogans do change. Interests in regulation could shift to other concerns that are more likely to align with the new issues that are in vogue with research fund managers or likely to spawn the inevitable journal. However, the centrality of regulation in contemporary policy debates, noted at the outset of this chapter, should provide sufficient motivation and inspiration to prevent such a withering away from occurring. In fact, as noted in the Introduction (see also Moran, 2002), the search for technocratic and regularised decision-making which provides for the inherent appeal of the language of regulation has been a recurring feature across time, and therefore is unlikely to fade. Similarly, the inherent issues involved in the study of control, whether this involves the governmental, economic, or social worlds, are unlikely to wither away (unless the contemporary recession triggers the path towards a utopia as pictured in William Morris’ News from Nowhere).

A more likely scenario is the continued critical engagement with such issues across the social sciences, with a renewed and sharpened emphasis on the potential limits of market and government-based forms of regulation. In other words, contemporary events—such as the widespread nationalisation of banking sectors, the substantial state aid paid to various industries and the strains of dealing with multilevel, international problems—offer the analysis of regulation not just a convenient set of new cases that are ripe for study. These events encourage a critical reflection on past developments, on regulatory approaches and on the overall resilience of the regulatory state as it emerged in the late 20th century outside North America (see Majone, 1997). Such a scenario would follow the path of ‘normal science’ in that we, in a marginal fashion, know more and more about arguably less and less. Research in regulation would converse across the disciplines, but would ultimately still be shaped by the concerns, methodologies, and pre-occupations of different disciplines.

Handbooks as expressions of the state of the art of a particular area of study are motivated by three different rationales. One is to state the ‘latest’ thinking within a pre-defined discipline, whether this is in, for example, law, political science, economics, or sociology. A second is to use the Handbook vehicle as a tool to encourage cross-cutting discussions across disciplines that previously have remained distinct and unconnected. A third rationale is to use Handbooks for bringing together a defined field of study that draws on different disciplines and therefore contributes to a greater cross-disciplinary understanding of the field. This particular Handbook of Regulation principally follows this third rationale. Throughout the volume, the aspiration has been to present contributions that strengthen cross-disciplinary conversations across social science disciplines. Innovation often occurs on the boundaries and not the centre, as the centre is blinded by methodological and theoretical straitjackets that define or discipline a discipline.

This cross-disciplinary scenario encourages regulation research to move outside the ‘comfort zones’ of established areas of investigation, whether this is through the use of diverse methodologies or through the utilisation of cross-disciplinary concerns. In view of the institutional persistence of traditional disciplines (especially through the linkage between career and publication) as well as the inherent difficulties of conducting genuine cross-disciplinary work, it will be even more difficult to move towards a world of true interdisciplinarity or to create a ‘discipline’ of regulation. A vision of greater cross-disciplinarity is likely to provide for innovative answers to the traditional questions in the study of regulation, and it is also likely to trigger its own questions. In that way, the study of regulation will be in an even better position to supply relevant answers to the concerns of the post-recession world.

NOTES

1. ‘AIG in the derivatives spotlight’, Financial Times, 13 April 2009.
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Control type Japan  France Germany UK UsA

Hierarchy & Oversight

by courts Low  Hybrid Medium-High low  Very High

by legislature low  low Medium-Low low  High

by bureaucratic units Medium High Low High  Low

Mutuality

constitutionalfsystem level  Low  Low High low  High

executive govemment level  High  High Medium  High  Medium-Low

policy level Variable  High Variable Lo

Rivalry

among government units low  low Medium ~ low  High

public-private low  low Medium ~ Medium High

within bureaucracy High  High Medium-High High  Medium

Contrived randomness

features in top-decision structure Low ~ Variable  High low  High

definiteness of institutional & Variable Variable  High low  High
constitutional rules

career unpredictability in low  Medium-  Variable  Medium High
executive government High

(Adapted from Hood et ol 2004: 11)
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London Power Networks 368 30 025 1.0

Souther Electric Power 739 65 015 14
Distribution

Western Power 180.7 152 0.03 086
Distribution (South
Wales)

Yorkshire Electricity 809 78 0.09 1.0
Distribution

Scottish Hydro-Electric 157.7 140 0.04 0.7

Power Distribution
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Percentage of sample (Number of countries
covered by the sample)

Electricity ~ Telecommunications  Water

Counties with IRA in 1990 4% 5% 1%
a41) (153) (15)
Counties with IRA in 2004 54% 7% 23%
(134) (153) (120)
Average Year of Establishment of IRA 1998 1998 1999
Countries with Private Participation in 1990 4% 9% 3%
(135) (129) (125)
Countries with Private Participation in 2004 37% 60% 36%
(136) (144) (125)
Average Year of Privatisation* 1998 1997 1998

Source: Estache and Goicoechea (2005).
" Private partichoation in electricity refers to private nartickiation i dishibution.
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