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Regulation in an age of austerity:

Reframing international regulatory principles*

INTRODUCTION AND BACKGROUND.
OECD’s 1997 Regulatory Recommendations.

In 1995 OECD issued a set of principles and palegpmmendations on improving the quality
of government regulation. The Recommendations wedersed by Ministers in 1987They

were the first-ever international statement of tatguy principles and helped to establish a broad
international consensus on how to approach thdatgu of markets. The consensus was not
confined to the 30 member countries of OECD itsEtirough OECD’s outreach programme the
principles extended to emerging markets in Asialaatth America, and both the IMF and

World Bank have incorporated them in their own workgovernance for a still wider set of
countries! Within Europe, the European Commission has prgatet and pursued its own
programme on governance that has deepened theatppli of OECD regulatory principles in

EU policy making itself.

OECD'’s original set of recommendations were framnethe context of a perceived need for
‘regulatory reform’. This agenda had three mainsobirst, there were the market-oriented
reforms of the Reagan/ Thatcher era. These strggaadisation as a means to improve the
performance of the economy and of government.eSimivatisation did not necessarily produce

a competitive market because of the market dommahpreviously state-owned incumbents,

! The author wishes to acknowledge a helpful set of comments from Professor George W. Jones, Emeritus
Professor, LSE as well as comments from Martin Lodge (Reader in Political Science and Public Policy, LSE) and
Professor Danny Quah (Centre for Global Governance, LSE).

’ The headline recommendations are shown in Annex A.

* Steven K Vogel (1996} distinguishes between three levels of analysis — the overall pattern where ideas shape the
direction of change; specific national settings where countries may respond in different ways; and specific sector
settings where national patterns may give way to significant sectoral variations (Vogel 1996:256-259). The OECD
recommendations can be seen as influential at the first level of ideas that help set the direction of change.

* The APEC-OECD cooperative initiative on regulatory reform was agreed in 2000 and a voluntary checklist of good
practice agreed in 2005. Both IBRD & IMF launched governance programmes in 1997 that include a focus on
improved regulatory systems.

> The European Commission launched its initiative with its White Paper on European Governance. July 2001.



regulation was seen as a necessary corollary tagiecompetition. Secondly, there was a
theoretical base in economic literature that sayulegion as liable to ‘capture’ by politically
powerful businesses and thus to be minimfs&kgulatory reform’ was often equated with
‘deregulation’ and seen more generally as an agendeduce unnecessary government
involvement in the marketplace. Regulatory ‘refomms identified with regulatory ‘relief.
Thirdly, there was a shift in public administratithreory and practice associated with the ‘new
public management’ which suggested that governnsdsld distinguish between ‘steering’
and ‘rowing’ or between the strategic objectivepolicy and the carrying out of policy
operationally? One important means to achieve this distinctios thaough the setting up of
independent agencies with operational responsésldat arm’s length from politics and central

government departmeris.

The assumptions underlying the agenda encountered well considered criticisms (outlined
later). Therefore, as the influence of this initrapetus waned, and to reflect changing

circumstances and thinking, OECD updated its Rslesiand Recommendations in 2005.
The need for a fresh review

OECD'’s 2005 statement of regulatory principles esmbmmendations covered regulatory
management, competition and market openness. lallago take into account some of the
commentary on earlier regulatory reform efforts.iM/kthe Principles themselves remained
unchanged from 1997 the subordinate recommendatierss expanded. However, the main
themes continued the regulatory reform thrust efahrlier recommendatiort8.Indeed, the
2005 statement declared that the 1997 Recommendakiave stood the test of time'It
proved to be an ill-timed judgement. The internaidinancial crisis of 2008 represented not
simply a massive market failure but also a hudereiof regulation. As a result the earlier
consensus on how to approach regulation has frayed.OECD has noted reform ‘fatigue’.

®The key statements in the literature on the economics of regulation are Stigler (1971) and Peltzman (1989).
’ Rose-Ackerman (1992).

® Osborne & Gaebler (1992).

® See Vibert (2007) and Levi-Faure (2008).

'y guide to their content is given in Annex B.

' OECD Guiding Principles 2005 p2.



It is now recognised, both by theorists and priactérs, that regulatory approaches need a more

thorough review. OECD has therefore begun a repegess.

OECD’s new review aims to expand the coverage @ttrlier Recommendations with a
proposal for a new instrument that will contain B®enendations on regulatory governance and
how they can be best integrated into more tradifiomanagement practic&sThe new
Recommendations are being drafted and discussediw/eourse of 2011 with the aim of
securing the approval of Ministers in Spring 281 Zhis paper takes into account the work now

underway.
Scope of paper

Against this background the aim of this paper itk at the different elements that need to be
considered in reframing international regulatorpgiples™® To do so the paper first compares
the original regulatory reform agenda of the 19@&kselled below as the ‘better regulation’
agenda) with three different approaches providettdsponsive’, ‘smart’ and ‘performance-
based’ regulation. The purpose of this review igydo ensure that any revisions are securely
grounded on approaches that are recognised inategyltheory and practice and are not simply

plucked from the air or simply reflect the biasésficialdom.

Secondly, the review and discussion select foliqdar attention those aspects of the different
approaches that are especially relevant to theetieconomic environment facing OECD
countries and to the key lessons to be drawn fewrent regulatory failures. There is a danger
for any international organisation with a large nbenship that it will not be able to change its
policies fast enough or far enough in responséémged circumstances. OECD benefits from a
cohesive membership. Nevertheless it has to optnaiegh a consensus of all its members that

limits how far and fast it can respond.

'2 OECD Recommendations are not legally binding but common practice accords all OECD recommendations great
moral force and an expectation that member countries will do their utmost to fully implement them.

 The draft new Recommendations were issued for public consultation on May 25 2011. See OECD
GOV/RPC(2011)3/REV 1. (and Annex C).

" The term ‘framing’ or ‘frame’ is used in this paper in the sense of defining a context and giving selective
attention (Lindenberg :2001) rather than in the more formal sense of a framework that identifies a unit of analysis
and provides a frame for theories and models (Ostrom 1999).



Salient features of the current environment are:

» The period of fiscal ‘austerity’ now applicable dmgh much of the OECD area. In theory
regulation provides an alternative to taxation spending policies as a way through

which governments can achieve strategic objectives.

* The need to achieve a much better link betweeioities of regulation on businesses or
individuals (a micro focus) and the effects of Hagjon at the sector or economy-wide
level (a macro focus). In the financial crisis éclame apparent that a micro focus may
miss the link.

* The need to give greater attention to what is tdrméater discussion the ‘survival’
goals of regulation. They are about the robustoésgstems of provision including the
stability of the financial sector, security of sbpm energy and the security and
continuity of provision in sectors such as watecammunications. They are taken for
granted until they are missed.

* The need to respond to other aspects of recentategufailures including notably those
that flowed from the culture of compliance and weadses in the procedures for
evidence-based policy making. Improved links witternational regulatory regimes can

be seen as part of a strategy to reduce the oooericd future failures.
The findings.

The challenges listed above and the lessons tedoetlfrom recent regulatory failures call for
far reaching changes in regulatory principles. iifan elements in the revisions needed to

international principles suggested in this paper ar

* Incorporation of key elements of broadly definedrfprmance-based’ regulation that
focus on issues of ‘substitutability’ , ‘choice hitecture’ and the ‘constitutive’ tasks of

regulation into a ‘whole of government’ approath:;

> The attraction of regulation as an instrument of government policy is that it provides mechanisms for indicating
government commitments and priorities without having costs in public expenditure, since most of the costs are
compliance costs borne by the regulatees or passed on to consumers’. Baldwin, Scott & Hood (1998:7).



» A statement on compliance policies that tilts morgards the use of law and sanction;

» Arecasting of the recommendations on impact ass&#sin evidence- based

procedures;

* A broadening of the scope of the 1997 and 2005meoendation referring to the relation

between regulation and international rules on tatkinvestment.

According to the analysis of this paper the new OE&commendations will advance
regulatory approaches in a number of areas ang thehaintain OECD’s leadership role in
recommending international regulatory principleswdéver, the analysis does indeed suggest
that what is now under consideration by OECD da#go far enough. Thus the paper
concludes that OECD will need to carry out furtferisions to its Recommendations in due
course including to the new instrument itself.

Organisation of discussion.

The paper looks first at a typology of differenpegaches to updating regulatory principles as a
way of taking stock of recent regulatory thinkingdahe background to it. Secondly, it looks at
greater depth into the alternative approachesiitehtn the typology in order to clarify further
their distinctive features as well as their oveslaphirdly, it selects for further discussion those
key issues associated with the different approattte@seem particularly pertinent to the present
context for regulatory effort. For example, thesaicritical relationship between performance
based regulation and performance measuring. Fijrdihwing on the preceding discussion, it
identifies the main building blocks for an updaset of Recommendations and how they

compare with OECD’s proposed new instrument.

'® See Annex D - Glossary of terms - for a selection of definitions used in this paper.



l. TAKING STOCK — ATYPOLOGY.
Definitions.

Regulation can be defined as measures consistglied to affect the behaviour of the targets
of the regulation and to steer that behaviour mtigaar directions.” Regulations may emanate
from private as well as public sources. The ad@essnay be governments themselves (as with
some internationally agreed rules) or public ovgie agencies or associations (such as a public
economic regulator or a private accountancy bo#r@ihe targets are usually individual firms or
enterprises in particular sectors (such as marwiagtor agriculture or the service sector) or,
less frequently, individual persons (for exampléwnoney laundering). However, citizens are
not usually the main target and often experieneeetfect of regulatory measures as second-
round effects. For example, a regulatory requirdroarenergy firms to meet a proportion of
their supply from renewable sources will be experésl by citizens in the form of higher
household utility bills-®

A wide variety of labels are attached to measuriés iegulatory impact and are often used
interchangeably — from regulations to rules, codsspmmendations, principles, accords,
conventions, memorandums of understanding, guieelom guidance notes. In the EU many
regulations take the form of directives where thenmer of implementation is left to the member
state, in contrast to EU regulations that are tiyepplied. It is generally agreed however that
labels are not a reliable guide either to the aandéa measure or to degrees of flexibility in

their interpretatiorf® Attempts to categorise measures as ‘hard’, ot,'smf ‘light touch’, aim to

Y There is no single authoritative definition in use. Baldwin (1995) and Black (1997) put the stress on behavior
modification. Braithwaite (2008) places the emphasis on steering: ‘Regulation is conceived as that large subset of
governance that is about steering the flow of events, as opposed to providing and distributing’. (2008:1). Baldwin,
Scott & Hood (1998) suggest that there are three meanings of regulation — targeted rules, state interventions more
generally and all mechanisms of social control by whomsoever exercised. The first meaning corresponds to the
French term ‘reglémentation’ while the French term ‘regulation’ corresponds to the broadest of the definitions.

¥ See Borzel (2002) for the distinction between the addressees and targets of regulation.

1% OECD’s draft Recommendations refer to ‘users’ as a term to include addressees, targets and citizens in their
multiple roles as targets (sometimes) intended beneficiaries and payees. (See Draft Recommendation 2.)

% ee the discussion in Shelton (2000).



provide a rough guide to degrees of interpretiegiBility but can be fundamentally

misleading®
Key Distinguishing features.
The different approaches:

The different approaches to regulation identifieder the typology used in this section are
‘better’ regulation, ‘responsive’ regulation, ‘srtiaegulation and ‘performance based’
regulation. They are selected because they aréfidble both in the academic literature on
regulation and in practice and provide an ovenaéwurrent regulatory orthodoxies. The term
‘better regulation’ is used to characterise thenmational regulatory reform agenda of the 1990s
-- aterm that remains in use in the UK. The EsaspCommission has recently adopted the
mantra of ‘smart’ regulatioff. Canada’s Treasury Board refers to its systenpe$drmance-
based’ and a number of examples are drawn froprétstice” In the US the recent Executive
Order updating US regulatory procedures refers tmtiements of ‘smart’ regulation and to
‘performance —based’ regulation. (EO 13563 datedl82011, Section 1).

Overlap.

These ways of framing debate about regulatory pestire not mutually exclusive and there is
considerable overlap and common ground between.tRenmexample, both the ‘smart’
regulation approach and a broadly defined ‘perfertesbased’ approach overlap in their
discussion of the ‘effectiveness’ of different réggary and non-regulatory instruments. The

common ground shared by all of these approachesfisllows:

* regulatory measures should always be precededrbg Emmd of impact assessment;

L see for example Héritier and Lehmkuhl (2008) on ‘the shadow of hierarchy’ that may lie behind the appearance
of ‘soft’ or ‘light touch’ or ‘self regulation’. See also Ayres & Braithwaite on the concept of ‘enforced self
regulation’ (1992: 101).

2Smart Regulation in the European Union: Communication from the Commission COM(2010) 543 final(8.10. 2010).
> ‘The Government of Canada is committed to creating a performance-based regulatory system that will protect
and advance the public interest in the areas of health, safety and security, the quality of the environment, and the
social and economic well-being of Canadians’. (Source: Treasury Board of Canada: Regulatory Affairs
website:06/01/2011).
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» the regulatory process needs to be looked at aatanaing cycle from inception through

to evaluation that, in its turn, will inform futuckesign;

» the attainment of regulatory objectives is likadyinvolve the use of a wide range of
possible instruments;

» private actors are involved and wield authorityegulation as well as public bodies.

There is a sequential relationship in that ‘resp@isegulation was a reaction in part to the
original ‘better regulation’ agenda and ‘smart’ wigion to the ‘responsive’ regulation agenda.

However, despite large areas of overlap, the diffees between them are more than stylistic.
Typological distinctions.
The typology identifies three distinguishing featiof these different approaches:

First, they differ in terms of what they see aes ¢htical issue or question of public policy to be
addressed in regulation. Thus, the key policy gqoests seen by the original ‘better’ regulation
approach was ‘over regulation’, or undue governnm@etference in markets. By contrast, the
key policy issue as seen in ‘performance basedilatign is the need to better align the choice
of a regulatory approach with other possible imagats of government policy and a
government’s macro objectives with its micro p@gi The key policy step in responsive
regulation was to move away from ideological diggubout the role of markets and to look at
regulation from the pragmatic perspective that reerkand regulation are not necessarily in
opposition?® In the case of ‘smart’ regulation the key questimbe addressed by policy change

is seen to be the ineffectiveness and inefficiesfapuch regulation.

Secondly, the focus of attention in each is oredéiit aspects of regulation. For example the
focus of the ‘better regulation’ agenda was onédetation’ and regulatory interventions were
to be justified mainly by market failure. ‘Resporesiregulation rejects the focus on

‘deregulation’ and places it instead on the needvolve private actors as partners in regulation

** The desire to avoid ideological disputes can be seen as belonging to the ‘satisficing’ or ‘pragmatic’ tradition in
policy making. ( For one discussion of ‘pragmatism’ see Posner 2003).

11



and to steer behaviour through webs of confrdBmart’ regulation looks at the
interrelationship between state and private forfr=oatrol at the level of the targets of
regulation. ‘Performance-based’ regulation, broatHined, aims to evaluate a government’s
‘tool box’ in the round so as to ensure that regoihais the most appropriate tool for a

government to use in meeting its policy goals.

Thirdly, each approach emphasises different reguyjatrategies and techniques. For the ‘better’
regulation agenda, ‘self regulation’ was seen asdhal and techniques such as cost/benefit or
risk/benefit analysis were seen as a way to cuilegassary interventions. On the other hand,
‘smart’ regulation emphasises the importance afgrdating the use of both regulatory and
economic instruments at the micro level (for exaniplsupplement regulatory action to meet
environmental objectives with such economic inst&uota as cap and trade systems and carbon
pricing). ‘Responsive’ regulation places the emphans what is called the ‘pyramid’ of
regulatory instruments and enforcement strategigs:Performance-based’ regulation a key
element is to make sure that the objectives oflegigm have been clearly specified and
benchmarked?’

The ‘choice architecture’ must also be got righth#& behaviour of the targets of regulation at the

individual(micro) level is to be consistent witlyavernment's broad (macro) objectives.

* See Braithwaite (2008) for a discussion of ‘webs of control’.

% ‘Responsive regulation is distinguished (from other strategies of market governance) both in what triggers a
regulatory response and what the regulatory response will be’. Ayres & Braithwaite 1992:4.

*In his 1983 study Hood does not mention performance targeting or benchmarking but refers instead more
generally to the use by governments of ‘active detection’ tools of which benchmarking can be seen as one variety.
A choice architect has the responsibility for organizing the context in which people make decisions’. Thaler &
Sunstein (2008:3).

12



Before discussing each approach in greater déiaitypology is summarised in table 1 below.

Approach Critical Issue Focus Key strategy/techaiqu
Better over regulation deregulation cost benesit/benefit
analysis
self regulation
Responsive | ‘satisficing’ delegate to private | enforcement pyramids
actors
webs of control
Smart ineffectiveness inter-relationship integrate reg/ec. instruments
inefficiencies state/private
Performance| align micro/macro | whole of toolbox goal setting
-based goals choice architecture

Note: ‘satisficing’ in this context refers to thead to take regulatory decisions that avoid iddoliglisputes about
the role of the market and role of government aswpts that markets and regulation go together.

The approaches distinguished above and selectddrfber discussion are not exhaustive.
Responsive regulation arguably belongs to a faofiregulatory approaché8. In addition what
has been labelled above as ‘performance-basedateguincorporates what has been termed

‘management-based’ regulation (discussed |&fer).

There are two further ways of looking at regulatibat have their own special features and a
claim to be separated. One is about the need dgotaton to be based on the ‘evidence’; the

other is to look at regulation through the len&isk’.

* Colin Scott identifies a family of regulatory approaches that share a scepticism about the capacity of law to exert
control and that has to be seen in the context of other means of social orderings. Other approaches in the same
family as responsive regulation according to Scott are ‘governmentality’ (that looks at how power is diffused in
modern society) and ‘autopoiesis’ (that looks at the problems of communication between different social sub-
systems including the law) . (See Scott 2004:152-160).

¥ see Coglianese & Nash 2001 and 2007.
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Evidence-based regulation.

The typology outlined above and discussed belove do¢ separate ‘evidence- based’ regulation
as a further category of regulatory approachesauserall of the approaches to be discussed
require that those framing regulatory measuresldiregpect the evidence base so that
normative judgements about what is acceptable progpiate or fitting have been informed by
the evidence. It is one of the major componentb@friginal ‘better regulation’ agenda that has
survived intact as a principle of regulation. Itdempins the use of independent or arms-length
agencies to assess the evidence base and thenogsrt® be drawn from it. However, the
procedures involved in ensuring that the evideraselis respected in regulatory policy have
evolved. They are discussed later in the overakssment of the different approaches. In
addition there is a tension between the rationaleghapproach of economists and the ‘social-
construction” approach of many sociologists inwagy that evidence and the inferences drawn

from it are treated. This tension has to be ackadgéd’

Risk- based regulation

The techniques of risk management have specialresit The appeal of thinking about
regulation as risk rests on three elements. Hinstalleged that many societal concerns that may
call for regulatory responses are about ri3i§econdly, risk is what is known as a ‘boundary
term’ which means that the term ‘risk’ can be dgptbacross widely-dispersed professional
and disciplinary boundarie¥' For example, risk is a concept that is commoriatbists and to
financial economists. Thirdly, risk provides a wafyreducing different goals to a common

denominator. For example, a goal to reduce harneaith (through the reduction of smoking)

3 Approaches that refer to the ‘social construction’ of evidence can be traced to Berger & Luckman (1966).
Herbert Simon (1986) gives an account of rationality from an economist’s or psychologist’s perspective. In the
procedures outlined later the difference is acknowledged in giving importance to procedures that take into
account competing interpretations of the problem, the evidence and the inferences.

32 Baldwin & Black (2008) suggest that risk-based regulation can be distinguished from the ‘pyramidical’ approach
of responsive regulation because it emphasizes the targeting of key risks rather than a process of responsive
escalation.

** Beck 1992 is usually cited as the seminal text..

** For a discussion of boundary objects see Bowker & Starr (2000). Other boundary terms include the concept of
‘sustainability’ and the so-called ‘precautionary principle’..

14



can be expressed in terms of reducing the rislanter; at the same time a measure to protect
the public interest (for example universal -senpoevision) can be presented as a measure to
reduce the risk of social exclusion. For theseeddifit reasons the terminology of risk may make

communication about the goals and instrumentsgflation easier to understand.

Although there are important advantages in ea¢hesfe features for regulatory discussion there
are also disadvantages. First, a term that isimeon use does not necessarily denote a common
understanding of how it is to be applied. A lawgey look at ‘risk’ as involving a duty of care;
an engineer as mandating built-in redundanciescanomist as requiring the analysis of ‘fat
tails’ and a statistician may want to allow fordbk swans’. Secondly, the reduction of the
different objectives of regulation to the commomal@inator of ‘risk’ may lead to ‘framing

bias’ in the way a problem is defined and addressefto the neglect of other important aspects
of the original objective. For example, a focusisk-weighted capital in the Basel Il Accords
arguably led to a neglect of other aspects of hmachieve systemic stability in the financial
sector. Thirdly, recasting societal concerns ihtodiscourse of risk may not help to resolve
argument about what level of regulation is reastnabnot® ‘Risk’ is also something that

each of the approaches distinguished above aimddiess among other objectives. Risk is
therefore not treated separately in the discudsianfollows of the main approaches to

regulation identified above.

* Herbert Simon points to the importance of addressing areas of policy concern in the terms in which the
concerns are framed. ‘ Problem solving requires continual translation between the state and process descriptions
of the same complex reality’. (Simon 1969: 112.). (italics added).
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Il. THE DIFFERENT APPROACHES.
Better regulation.
The agenda

The background to the ‘better regulation’ agendéired earlier meant that regulation was seen
largely against the ideal of a ‘free’ market . Essive interference by governments in the
market, or ‘over regulation’, was seen as the keye to address. Regulatory interventions were
not seen as justified unless market “failures’ Iddoe identified, and even then the possibility of
‘government failure’ had to be assessed. Econtesis of regulatory proposals had to pass a
positive appraisal of benefits exceeding costbémefits exceeding risks in health and safety).
The ideal was for those whose behaviour was thece@mf concern to regulate themselves. In
cases where government regulation was justifiezlptieference was for enforcement through
‘soft’ instruments and a ‘light touch’ rather thmough ‘*hard’ measures. ‘Agencification’
provided a form of protection against excessiveegoment interference. These, arms- length
agencies had a duty to promote competitive matkeggsther with clearly defined ‘public-

interest’ obligations (such as ensuring universalise ).*°
The critique

Four key criticisms emerged. First, the approaemss over-ideological in its treatment of the
market. In particular a wide gap opened betweemtéwmric of deregulation and the reality of a
constantly changing form of regulatidh.Instead, the idea of a regulatory ‘space’ hashiped
that sees regulation as a technique for sociakiorglehat attempts to get away from ‘artificial’
distinctions between public power and private cacit’® There are different ways of

formulating the idea of a regulatory space. It barseen simply as an ‘analytic construct’; or

3 Dewatripont & Tirole(1994) suggest in the context of banking regulation that the role of the regulator can be
defined according to a ‘representation hypothesis’ where the regulator represents the missing depositors and
engages in ‘intervention activities that depositors are unable or unwilling to do for themselves’. (1994:6). This
‘representation hypothesis’ can be extended to regulators in other sectors who represent the missing or passive
consumer interest or the missing competitors.

37 “What we have witnessed has been reregulation, not deregulation’, Vogel, Steven K (1998:3). See also Rose-
Ackerman ‘Despite its strong language, the Reagan administration did not actually do very much’, (1992:9).

%% See Hancher & Moran (1989). Sunstein argues that government regulation, ‘Can fit quite comfortably with a
system that provides a presumptive right to freedom of contract and private ordering — while at the same time
providing reasons to reject private ordering in identifiable areas.’ (1990:3).

16



conversely, as a practical response to social ‘¢exity’ that calls for relations between groups
to be more or less formally negotiated to sustaiia$ and economic trust A law and
economics approach suggests that the regulatacegmovides a form of social coordination
that avoids the ‘costs’ of political contestatiordanobilisation involved in passing major new
legislation, while at the same time, regulatorygedures can aggregate and act in advance of

disputes that would otherwise await individual ¢autings arising from particular casé8.

An ideological approach to regulation ignored arsgytradition in the theory and practice of
public administration that emphasised the virtuesvoiding deep and divisive issues (reflected
in the literature on ‘muddling through’ and ‘saitisfig’).** A need was seen to try to express the

relationship between regulation and markets irffaréint way.

Secondly and related, by positing a sharp distindtietween the state and the private sector, the
better regulation approach appeared to ignore amemnt both by theorists and practitioners
towards looking at public policy as ‘governancehex than government. The governance
perspective included private actors with authoaitg looked at networks rather than at the
hierarchical structures of traditional governm&ntn particular, the way in which, in the

original better regulation agenda, different prévattors relate to regulation was seriously under
examined and under specified. For example, therdifit ways in which private authority links

to public authority and may rely on borrowed (paphauthority is not easily encapsulated by
doctrines of self- regulatioff.Even more fundamental, ‘markets’ themselves caseba as
constructions, to be constituted with varying degref government involvement and with a

variety of governance arrangemefits.

** Hancher & Moran (1989) adopt the first; Clarke (2000) the sociological approach.

% see for example Rose Ackerman 1992.

* See Lindblom (1959) for muddling through and March & Olsen (1989) for satisficing.

* The origins of the voluminous literature on governance are discussed in Wright (1978). Castells (1996) is cited as
a key text in the development of network concepts. For a recent overview see Bevir (2010).

* See Tamm Hallstrém (2004) for a study of borrowed authority. Omarova (2011) notes that, ‘A ‘pure’ form of self-
regulation without any government presence or intervention is not realistic and is not commonly encountered in
practice’. (2011:445) and lists over ten ways of describing various forms and typologies of ‘self regulation’.
(2011:424).

* See for example Eisner 2010. The sense in which economists may see markets as ‘constructed’ is paralleled by
the distinction made between law that is ‘constitutive’ and law that is about ‘sanctions’. Shearing states,’ For the
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Thirdly, the distinctions in the ‘new public mamsgent’ between steering and rowing were not
as clear in practice as they had promised. At tteeemd of ‘steering’ there was a major gap in
the analysis about the nature of the policy- makiragess itself> At the other end of ‘rowing’
there was a major gap about the nature of howhiae compliancé® When governments look
at their ‘tool box’ of policy instruments (fiscablicy, monetary policy and regulatory policy),

the distinction between steering and rowing alssreeto break dowri’

Finally, the attempt to characterise regulatorgtiehships between the regulator and the target
of regulation in the economist’s concept of ‘captiseemed over-simplified. Socio-legal
analysis in particular emphasised a much more fielationship based on reciprocity rather than
on an adversarial (win/lose) relationship. The gdegal analysis supported the deployment in

practice of a wide range of regulatory instrumemd compliance strategié8.

Responsive regulation.

Responsive regulation can be seen as a reacteactoof these perceived shortcomings. First, it
deliberately tries to avoid the market ideologyegulation in favour of a more ‘pragmatic’
approach to societal goals that sees the way inhwiniarkets go together with regulation as the
critical issue’® Secondly, it equally deliberately tries to avtiid opposition between state and
private authority in favour of taking up the idefanetwork governance , ‘webs of control’ and

by pointing to the potential for private actorsglsas public-interest groups, to engage in the

constitutive conception, regulation is very clearly a productive enterprise. It does not simply restrain a market, it is
what constitutes a market’. Shearing 1993: 74.

* The interconnectedness between the formation of policy and operational experience is discussed in Barberis
(1998).

*® The major contribution to filling this gap has come from socio-legal studies looking at what has been termed
‘natural’ decision making. (See Hawkins 1984 and Manning 1986).

* When the tools of government are viewed as ‘resources’ then a clear link is established between those who row
(and who may or may not be given the resources) and those who steer (who decide on resource allocation). Hood
also notes that the tools of government can be used in a general way or for particular applications directed to
individuals or organizations. (Hood 1983: 17).

*® The pioneering study in the importance of reciprocity was that by Gresham Sykes (1958). For a recent study in a
totally different context see Downer (2009). See also Hutter 1997.

* Braithwaite (2008) has advanced the term of ‘regulatory capitalism’ as a way of pointing out that markets and
regulation go together.
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framing, monitoring and compliance of regulatoryeatives®™ Thirdly, it sidesteps the
distinction between steering and rowing by focugsin the many instruments of regulation
from education to criminal prosecution. Finallyeitades the confines of regulatory ‘capture’ to

discuss the many types of enforcement strategi@tahle for regulators.

The most distinctive feature of the responsive laguy approach is in its analysis of what
‘responsiveness’ entails both in the choice ofrumeents and the choice of enforcement
strategies” It chooses the metaphor or visual image of ‘pydrio discuss both the range of
regulatory instruments available and the rangeostible enforcement strategies. It emphasises
that regulators have a variety of instruments twosle from, ranging from education and
persuasion at one end to the possibility of briggiivil or criminal charges at the other. It
illuminates the choices regulators face in decidimgch instrument to use through the concept
of the enforcement pyramid. Under this approachileggrs will have a first preference for
persuasion (at the base of the pyramid) while legattion will be the choice of ‘last resort’ (at
the top of the pyramid). The use of the pyramidapkbr does not provide a complete mapping
of compliance issue¥.(Nor does it claim to). Nevertheless there arayrempirical studies in
the socio-legal literature that provide supporttfos view of how regulators and inspectors
actually work®®

Smart regulation.

Smart regulation shares many of the criticismdeflietter regulation agenda included in
responsive regulation. It too follows in a pragratadition of public policy and avoids both the
market rhetoric of deregulation and the assumphanthe role of the state is necessarily in
opposition to the role of the private sector. dast it suggests ways in which private forms of
control can be aligned with the public interest #melself interest of the private sector harnessed
for regulatory goals.

% 1If we learn to pull the right strand at the right time we might find that the entire fabric of the web of controls
tightens to become quite strong’. Braithwaite (2008:201).

>! Braithwaite states, ‘The basic idea of responsive regulation is that regulators should be responsive to the
conduct of those they seek to regulate in deciding whether a more or less interventionist response is needed’.
(2008:88).

>? Baldwin & Black (2008) offer a critique and suggest among other points that the compliance model has to be
linked to performance-based concepts of regulation.

> For law as a last resort see Hawkins 2002.
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The critical issue identified in the smart reguatapproach is what it sees as the inefficiencies
and ineffectiveness of much regulat®fiwhere it differs from the responsive regulatioerdp

is in doubting that a wide variety of regulatorgtiuments and enforcement strategies alone will
provide for effective regulation. Instead, apprapgiand efficient strategies will usually involve
a mix of instruments including tax and other instants of an economic nature such as tradable

certificates alongside regulatory instruments.

The focus of smart regulation is on the private@etargets of regulation and to make sure they
face a consistent set of behavioural incentives fiboth regulatory and economic instruments.
The efficacy of the policy mix is to be assesseithatmicro level of the targets of the policy
action. For example if the target is to encouragmfbusinesses to farm in environmentally-
sensitive ways, the policy mix would involve thdsigly and income-support regime being
assessed alongside regulatory measures so thatdlte not work against each other in the

incentives they offer.

The message about the need to look at the effichthe policy mix can be interpreted in
broader terms about the need for regulators tokcivbether or not a programme is “fit for

purpose’ in all its elements taken together. (&sriaup by the European Commission).

The concern of the ‘smart’ regulation approach i effectiveness of the mix of regulatory
and economic instruments overlaps with a similarceon in what is described below as
‘performance-based’ regulation. However, thereimmortant differences in the perspectives on
effectiveness. The differences flow from the usenofe ‘generic’ ways of classifying the
instruments in the tool box under the performalnased approach. These generic classifications
refer, for example, to a resources-based typolody a ‘survival/ effects’ typology. This
placement of the instruments of regulation in aegertypology allows questions about the
choice of instruments, or the ‘tool box’, to bers@ea sector or economy-wide context rather

than one that focuses mainly on the level of tlievidual or individual firm.

>* ‘Most existing approaches to regulation are seriously suboptimal’. Gunningham & Grabosky (1998:4)

>>Under its smart regulation approach the European Commission undertakes to carry out ‘fitness checks’ to ‘assess
if the regulatory framework for a policy area is ‘fit for purpose’ and, if not, what should be changed’. Commission
Communication 2010:4.
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Performance-based regulation.

Performance-based regulation can be defined nayrmwkfer to an approach that sets outcome
objectives and performance standards for the uafaegulatiort® It can be defined broadly to
include the need for government to be clear alisydalicy objectives as well as the link

between its macro objectives and micro policies\ahdre, in the pursuit of its objectives,
regulation as a tool of government finds its pl&{cé brings together two, hitherto disconnected
streams of government activity, performance meaguteveloped in the context of financial
management and regulation. Goal setting and b@&sy about goals and intended outcomes are
the common elements of both the narrow and broé&ditiens. So too is a focus on all the

options in the ‘tool box’. In the discussion beltve narrow and broad definitions are treated

together.
The components.
The performance-based approach has three main ceamizo

First, there is the view (under the narrow defom)i that the operating and management
responsibility for meeting regulatory objectives ¢z left in large part to companies and their
employees® This leaves regulators with the important taskedding to evaluate and measure
the actual performance of managers in living ufhéogoals of regulatioff. The advantages
claimed for what is sometimes referred to as a agement-based’ system of regulation arising
from within a company or organisation include: lirwg decision making closer to those with

relevant information, the encouragement of a sestrettegy as to how to achieve goals and the

*® peter May (2010} uses this narrow definition. It is also reflected in EO 13563 that states, ‘Each agency must.....to
the extent feasible, specify performance objectives, rather than specifying the behavior or manner of compliance
that regulated entities must adopt’. (EO dated Jan 18, 2011 section 1 para.b).

> Carter, Klein & Day (1992) trace the use of performance measuring to the 1960s and to this broader central
government context.

*% Hutter (2001) traces this view in the UK to the Robens Committee report of 1972 on ‘Health and Safety at Work'.
> Hutter notes,’ the regulatory agency is cast into the role of overseer of the company’s own efforts to regulate’.
(2001: 305). Carter, Klein & Day refer to performance measuring as ‘an instrument of hands-off control’. (1992:42).
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stimulation of goal-setting that might be broadert an external agency might require or

envisage®®

This perspective on the targets of regulationiisfoeced by the experience of regulatory
agencies in dealing with their own resource linmtas of money and staff. These limitations
provide agencies with their own incentives to dategunctions and to set performance-based

expectations while leaving the target to decidéow to meet those expectatiofs.

Under this approach, viewed either from the sidbusinesses that are the target of regulation or
from the side of regulatory bodies faced with resewconstraints, regulation shifts from a
prescription of actions to be undertaken by thgdato the use of performance targets as a way
of establishing goals and monitoring outcomes. Wi@als are not met, or outcomes are
unsatisfactory, the focus of an agency’s exterenew is on management systems rather than
on operating detaif?

The second component of ‘performance-based regualdtoks beyond the limited resources
that may be available to an individual regulatoggracy to assess more broadly the resource
position of the government as a whole. This broaggroach looks at the choice of regulatory
instruments against the complete tool box of ima&rnts available to governments including

fiscal and monetary policy?

The key assertion in this second component obpeidnce-based regulation is that over a
range of government policy objectives differentinsients are ‘substitutable’ or can be

® see Coglianese & Nash (2001) for a discussion. Coglianese & Nash 2006 see management based strategies as
part of a tool kit that includes direct government expenditures, information disclosure programs and voluntary
programs (2006:8).

®! Eisner identifies five main advantages with goal-setting by agencies; goals set a floor; goals can be adapted to
meet the needs of specific industries; goals create incentives and flexibility for firms to go beyond minimum
requirements and to look for innovative solutions; goals provide a peg for assisting firms move to higher levels of
performance; goals harness market forces.(Eisner 2004:156).

62 Coglianese & Nash suggest that what is distinctive about management-based strategies is that ‘they seek to
penetrate and shape what goes on inside private-sector firms’. Coglianese & Nash 2006:3.

® Different authors define the contents of the ‘tool box’ in slightly different terms. Hood 1983 distinguishes
between four different resources of government: its ‘nodality’ or centrality, its possession of money (treasure) its
possession of legal or official power (authority) and ability to act directly (organisation). Daintith (1998) notes
‘respect’ or the recognition of legitimate authority as an important resource of government. Salamon (2002)
suggests a range of dimensions including degrees of coerciveness, directness, automaticity and visibility. .Frieberg
(2010) classifies the tools under the forms of power that governments may deploy including the ability to confer or
withdraw benefits by authorizing forms of conduct.
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combined™ For example, faced with constraints on its owneexiitures, a government may turn
to private investors to carry out investments fnastructure or in health or education, while
using regulation to determine the conditions undeich they do s&° In an age of fiscal

austerity when government spending resourcesrareed, this broader conception of

performance-based regulation has a clear relevéhce.

The third component of what can be viewed as apednce-based approach is about what has
been referred to above as ‘choice architectureamng that once a government has decided on
which combination of tools it can best combineha light of its resources position there then
follows a second decision about making sure thattmbination is the most effective one
possible in influencing the targets of regulatiobehave in ways consistent with a
government’s policy objectivéé. A government needs to judge the aptness ofahdmation

for which is the best instrument available to ‘nedgehaviour towards the goals and outcomes
desired® The language of ‘nudge’ has earlier antecedentiiscussions of policy tools that

‘induce’ or ‘incentivize’ or ‘motivate’ behaviouf®

The relationship between the choice of instrumenhé tool box and decisions about the choice
architecture can be seen as a decision aboutroesoiollowed by more detailed decision-taking

that looks at the effectiveness of particular imstents to achieve a given goal in the light of the

* Hood 1983: 67.

® For example in calling for comments on a revised set of regulatory principles, UK’s dept. BIS states ‘over the next
five years, £200bn of investment in infrastructure is planned.....the Government therefore wishes to initiate a
debate about how the high-level design and operation of regulatory frameworks can best achieve the desired
outcomes, while minimizing uncertainty for investors’. (Source: Call for Evidence on Principles for Economic
Regulation. BIS. Jan 2011 pp1-3.).

®® Hood noted ‘cheque-book government may have something of the character of a ‘fair weather’ instrument’.
Hood 1983:53.

*” Hood (2007) notes that a focus on ‘effecting tools’ offers an alternative generic way of classifying the tools of
government that he traces back to Etzioni (1964). Hood (ibid) notes the large element of ‘common ground’. Etzioni
made a distinction between a ‘survival’ model of organization and an ‘effectiveness’ model which he defined as ‘A
pattern of interrelations among the elements of the system which would make it most effective in the service of a
given goal’. (Etzioni 1964:19).

R\ nudge is any factor that significantly alters the behaviour of Humans’. Thaler & Sunstein 2008:6.

% Elmore (1987) identifies ‘inducements’ as financial inducements; Schneider & Ingram (1990) define ‘incentives’
broadly to include several subtypes — inducements, charges, sanctions and force (1990:515). May (2005) looks at a
‘continuum’ of ways of effecting motivation and notes the importance of deterrence as a ‘backstop’.(2005:40). In
such a continuum ‘nudge’ can be seen at one end of hidden persuasion while sanctions or outright bans can be
seen at the other end.
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resources availabl@.The relationship can be seen in the following higptical example about

environmental policy:

a.

If a government is under severe fiscal constramtesources perspective on the
tool box may rule out providing tax incentives pesding grants to encourage
the purchase of fuel efficient (hybrid or electrd@yrs. By comparison, setting
emissions standards may be more attractive bedadisplaces the costs of

compliance to businesses themselves and to themeans

However, from a more detailed choice architectwesjpective, economic
instruments (such as road-use or congestion clggrgiay be more effective than
setting fuel-efficiency standards in encouraginggbe to minimise their carbon
footprint. In this case the economic instrumentigpd effective do not involve
raising government expenditure and are therefonsistent with the decision to
avoid spending measures.

If however, for both tax and spending reasonss#iegng of emissions standards
is still a preferred option (because road use ¢hgrig unpopular), such standards
may be made more effective in changing consumeanbetr if they are
accompanied by well- crafted requirements for imfation and disclosure that are

seen as salient by consumers.

The example shows that the tool box looks at reéguias a resources choice while choice

architecture takes the resources decision as a give looks at the detailed effectiveness of the

different options then available to steer behaviourards the intended goals.

With resource constraints more generally , thogaletory instruments that are less costly to

administer (such as those relying on informatistidisure and ‘effects’ monitoring) may be

preferred to those that are more burdensome orceggeor government bureaucracy (such as

”® Hood (2007) notes that his classification of the tools of government ‘deliberately excluded all the intermediate
activities and associated instruments, that form the ‘production function’ of much policy making within

government’.

24



setting up and monitoring a cap- and-trade systeloywever they need to be effective in

modifying behaviour which again calls for choicehitecture’*

Under this more comprehensive definition of perfante-based regulation the role of the
regulator can be seen in what was earlier notecbastitutive’ rather than ‘representational’
terms. The regulator will not simply be trying tausd in for, or to represent, missing competitors
or passive investors or consumers, but will hawee far-reaching concern about whether or
not the market is working in ways to achieve outesroonsistent with a government’s macro or
broader societal objectives. Its decisions on @harchitecture will have this wider perspective.
Under this conception of its role the regulator W& mainly focussed on goals, outcomes and

performance standards and will look to managemaseth systems to deliver those targéts.

" Thaler & Sunstein (2008) give the example in the US of the Toxic Release Inventory required under the 1986
Emergency Planning and Community Right to Know Act as an example of the effectiveness of an information -
disclosure system.

72 According to the view that regulation is constitutive of markets: ‘Regulatory policy should be goal oriented
rather than rule oriented’. Shearing 1993:75.
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lll. KEY ISSUES IN ASSESSMENT
The current regulatory environment.

The revision of OECD Recommendations takes plaeefiscal context in many OECD

countries that calls for spending restraint andrés¢ructuring of public spending. The regulatory
environment therefore becomes a critical fact@rninouraging the private funding of services
and infrastructuré® The revision also takes place against the backgrofirecent regulatory
failures. In order to respond both to the new fipodicy setting and to the lessons that need to
be learnt, the analysis of regulatory approachggests that five issues require further

discussion.

First, there is a critical reliance of performam@esed regulation on goal-setting of various types.
A resources perspective on the choice of regulatwlgs seems necessary. However, goal
setting, performance targeting and performance ungasare contested areas in regulatory
policy.”

Secondly, there is a need to look further intodbmpeting definitions of the role of the
regulator — what were referred to earlier as tepresentation’ role as compared with the
‘constitutive’ role. The danger of the ‘constitugivole is that it could be seen as re-politicising
the role of the regulator.

Thirdly, there is a need to look at compliance ge8. Failures in a number of regulatory cases
suggest that the kind of relationship establishetd/ben regulator and the target regulated
contributed to failure. Under any method or techirigf regulation there is a basic question as to
how regulators should react if the targets of ragoih do not perform up to expectations or

requirements.

73 see for example, Sittampulam (2009).

74 May notes that ‘A variety of claims have been made about the benefits of the performance based approach,
though few of these have been substantiated’. (May 2010:3). Moynihan et al (2011) also note in a recent review of
the performance literature that, ‘At a most basic level, we lack definitive evidence about whether performance
regimes ultimately improve public sector capacity and outcomes’. (2011:154).
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Fourthly, there is a need to look at how the evigelbase of regulatory policy is to be made
more secure. All the approaches discussed above gteaassumption that policy should be fully
informed by the evidence. Regulation in financealtieand the environment all claim to be

evidence-based. But that has not stopped failurdsatiegations of failure.

Fifthly, the international context of regulatoryligy remains a concern — not only in the
aftermath of the international financial crisisdahe stalled Doha round of trade talks, but also
in the light of alleged failures in health overpesses to avian and swine flu and in the

environment over alleged inadequacies in IPCC phoess.
Each of these critical issues is discussed brizflpw.
Setting goals

Setting goals, specifying objectives, desired ome® and performance standards are key
features of performance-based regulation. Howehersetting of objectives and targets has a
chequered background in regulatory discussion aatysis’> For some, it is associated with the
idea of government as contract - both to those withm a government has a direct relationship
(such as health- service providers or insurersyedsas more generally with its citizeffsFor
others, goal-setting invites empty rhetoric or sgiigm by governments or regulators or
business management, the dangers of inconsistkaeppgreat difficulty in identifying
measures of performance, gaming by the addres§pesformance targets and the possibility of

unexpected and undesirable side effétts.

In order to respond to the controversies involwedetting goals under a performance-based
approach, a basic distinction needs to be madedeetthe different stages or layers or echelons

of goal setting® Each stage has its own kind of goal-setting; teljare used differently

> De Bruijn (2007) provides a brief review of the pros and cons.

’® For a discussion of contract in social services provision see for example DeHoog & Salamon (2002).

" However, in an empirical study of waiting times in the A& E depts. of English hospitals Kelman & Friedman
looked at two of the most commonly cited dysfunctional responses to targets (effort displacement and gaming)
and found, ‘no evidence of these dysfunctional responses’. (Kelman & Friedman 2009).

78 May notes that ‘expectations regarding performance enter at multiple stages in performance based regulatory
regimes’. (2010:4).
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depending on the level at which they are set; tfgn fulfil more than one purpose at each

level, roles change at different levels and eaabeshas its own kind of difficult}

The first stage places the choice of regulatorirumsents in the context of a government’s
resources and its main goals. These choices haxenmade at the highest level of government.
The difficulty here is that government objectivesad to be framed in general terms for
communication to citizens. They are not necessémlyed in ways that acknowledge what they

mean for the choice of policy instrumerits.

The second stage involves setting more detailetsgo@bably at the level of a government
department or a regulatory agency, that incorpquatgements about the effectiveness of
different instruments and their mutual consisteficyhe difficulty here is in clarifying the

‘linkage’ between goals, priorities and instrumei@svernment departments and regulators may
be reluctant to make clear the linkages and chdit@e fundamental reason for this

reluctance is that much regulation belongs to wiaatbeen called ’ Secluded politics’ where
bureaucrats and regulators want to preserve theiraphere of initiative and ministers want to
intervene only on the rare occasions where theeibas become a matter of broad public

concern or of party politic

At the third stage, goals are a way of judginggbgormance of regulatory bodies themselves
(including those with a central oversight role sashrOMB/OIRA in the US or the Better

7 See the discussion in Carter, Klein & Day 1992:42-43. They also make a useful distinction between performance
indicators that can be used as ‘dials or tin openers’. (1992:168). De Bruijn notes that performance measures can be
used to create transparency, for learning purposes, for appraisal purposes and as a basis for sanctioning. (2007:5).
¥ For example the priorities of the Government of Canada as of Jan.2011 were set under four broad categories
and the only implied reference to the tool box and issues of substitutability were contained in the phrase ‘We have
a clear three-part plan: phasing out stimulus spending, restraining growth in other government spending, and
promoting economic growth’. (Source: Government of Canada website).

® |n Canada the departmental guidelines state,” Departments and agencies are to: set measurable objectives that
address the public policy issue and its causes; establish linkages to...government priorities to ensure relevance and
consistency; and develop and use performance indicators on an ongoing basis to monitor and report on progress
against performance expectations. (Source: Cabinet Directive on Streamlining Regulation. April 2007. Section 4.3.
See also Sect.4.4 para 1).

& pollitt’s study of four functions in four European countries records the feebleness of ministries in developing
performance-based strategies.(Politt 2006)

8 Page defines ‘secluded politics’ as that area of government activity that involves specialized techniques, where it
is difficult to engage the general public, where party attention is not attracted and where ministers are not usually
engaged. (Page 2001).
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Regulation Executive/BIS in the URf.Goals set out how a regulatory body intends to

implement its role and how its own performance rmighmeasuretf

At the fourth stage, there are goals about theomo#s that are wanted from the targets of

regulation. At both the third and fourth stagesehare difficulties in establishing appropriate

outcome targets and performance measéft@he appropriate test is not whether a performance

target or measure carries some dysfunctional eleswath it. The correct gauge is whether or
not, even including the dysfunctional element, dggenance target is better than no system of

measuremen.

These different stages, or layers, or echelongoai-setting are illustrated in the table below.

Stage/ layer/level of detail Focus Addressee

Gov. Macro policy goals. Substitutability Wholegv.
Micro-level consistency Choice architecture Govtdépg. agency.
Regulatory objectives Constitutive Reg. agency
Micro-level goals Outcomes/standards Busifsesvice targets

* De Bruijn notes that 'who is the manager and who is the professional may...differ from echelon to echelon’
(2007:5).

® For example Canada’s Environmental Assessment Agency that manages environmental assessments for most
major projects in Canada and promotes their use by other agencies responsible judges the outcome of its activities
by the extent to which such assessments are taken into account in federal government programs and projects and
measures its performance in relation to the number of assessments carried out each year divided by screenings,
comprehensive studies and review panels.

% paul Posner notes,’ goals are frequently vague and conflicted, third parties have much to say about what the
goals are and how they are applied, agencies have little leverage over selecting or deselecting providers, and
oversight is often deliberately constrained’. (2002:547).

¥ Kelman & Friedman note that if the net benefits of performance targets (including dysfunctional effects)
outweigh the absence of any performance goals then ‘it is better to manage an organization using imperfect
performance measures than using none at all’. (2009:946).
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The role of the regulator.

A distinction can be drawn between the represantable of the regulator where the regulator
stands in for the missing consumer, or for passivestors, and the constitutive role (where the
regulator actively shapes the market place andslabkhe connection between the micro focus
of regulation and macro policy objectives). Thegoral regulatory reform agenda saw the role of
the regulator as in representation. Each of therahproaches (responsive, smart and
performance-based) imply or assume a constitutilee The issue is how the constitutive role
can be defined in ways which do not lead the redgular central government departments to re-

politicise the market.

Both the representation role and the constitutdle can be approached from a common starting
point — one that is predisposed towards markentgtesolutions to public policy problems.
Although in the immediate aftermath of the finahci@gsis a common reaction was to re-
emphasise the role of government, this may prowet $lved. Public sector resource constraints
are already working towards swinging the pendul@atkito the role of markets and various

forms of public/private partnerships.

The two key differences are not about the rolénefrharket. They arise first because of
differences of perspective on the role of strudtasacompared with behavioural incentives and

secondly because of differences between a micraramilo perspective on regulation.
Structure and behaviour

Under the representation hypothesis the role ofegalator is to focus on structural

imperfections in the market — the absence of cotnpebr the powerlessness of shareholder
structures. Bad behaviour, such as predatory yiairthe pursuit of short term rewards for
managers, flows as a consequence of such strudeefiedts. The constitutive role looks at

market behaviour as a prime mover of market impédas. Behaviour drives structure, or the
use made of structures. For example, the compiai ®©f intermediation involved in

originating, distributing and funding securitizegucts can be seen as a reflection of short term
profit driven behaviour. The difference is morerthiast of perspective. According to the

representation hypothesis the regulator can exi¢ ¢ime structural defects have been remedied.
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According to the constitutive role the regulatasho remain a constant presence to monitor the

use and abuse of market contracting arrangements.
Macro and micro perspectives.

Under the representation hypothesis the role ofégalator is to focus on the individual firm or
business — a micro perspective. The constitutiygageh favours a macro economic perspective
looking at the sector and economy wide implicatiohsnarket behaviour. It became clear in the
2008 financial crisis that a focus on the capitiguacy of individual financial intermediaries
might have encouraged the leveraging of individatrmediaries that contributed to the
liquidity crisis in the sector and from there t&r@eze in lending to the non financial economy

beyond.

The constitutive role also takes a macro perspeati looking at the behavioural typology of
regulatory instruments. The typology has two sidesn ‘effects’ side (focused on goals) and a
‘survival’ side. The idea of ‘survival’ in regulai is found in the use of such terms as
‘resilience’, or ‘robustness’ or ‘stability’ or ‘serity’. The application in regulation is to such
goals as maintaining the stability of the finansigdtem as a whole so that it continues to
mediate between savers and borrowers, even if gahedual intermediaries fail, or to the
maintenance of security of supply in energy so thatwider economy is not affected by a

shortage of supply or to the security and contynaftservice in communications services.

Choice architecture is critical to the constitatrole. Assessments of incentives, inducements or
nudges must look beyond the individual firm to takeount of the wider effects. Survival
regulation has to take into account market incestihe Basel Il risk-based approach to capital
adequacy that was intended to underpin systemligggthe survival objective) ignored the

incentives it gave to financial intermediaries && wpaque forms of securitizatith.
Compliance

Numerous socio-legal studies in ‘natural decisiaking’ have demonstrated that, for good

reasons, the relationship between regulators arsktthey regulate is, in normal circumstances,

88 Dewatripont & Tirole observed in connection with the Basel rules long before the crisis that ‘securitization is
particularly effective in raising the solvency ratio’. (1994:188).
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based on reciprocity and a relation of give an@ t&khat the financial crisis has demonstrated,
as well as more recent events such as Deepwaterdfdar the Irish banking crisis, is that
reciprocity can lead to an accumulation of lax pcas that in the end can lead to crisis. A
regulatory failure ends as an event (a crisis sagter) but it begins as a process, meaning that
while regulators may be disposed to favour theisnaand of the enforcement pyramid,
experience has shown they must be much more reddgk at instruments at the sanctions end.
This approach involves the more active use of thethority to fine, to prosecute, to withdraw
licenses and to withhold or remove authorisatams to take orderly wind-up or business-
continuity decisiong® Since their ‘natural’ tendency is to avoid suctiats, regulatory
guidelines need to provide some countervailingnitives. There is probably also a larger place
than hitherto has been acknowledged for ‘complgxgiain’ policies. These can be seen as

providing a trigger mechanism between a suasioicypahd a sanctions policy.
Evidence and expertise

Recent experience suggests that an important cdusgulatory failure flows from the ways in
which the expert communities involved in preparamgl evaluating regulations go about their
work. Each of the approaches to regulation reliesa® principal instruments to provide
discipline on the experts and to try to ensurertierk is evidence-based. The first is peer
review and the second is impact assessment. Beththair limitations’® Evidence-based
procedures need to identify more clearly the varifmums of bias that affect expert groups, such
as following fads, or herd behaviour, or confirratbias’™ Regulatory guidelines need to

recognise these behavioural traits and to instibatise defences against them.

The key to improvement seems to lie in a princigetof procedures that, like peer review, are
applicable throughout the regulatory cyéd&he set comprises competitive evaluation (so that
different viewpoints are identified and assesspa)cess tracing (so that key decision points are

% Baldwin & Black (2007) distinguish between seven main groups of enforcement tools: Pre-enforcement tools
(warnings); investigative activities; continuity of business operations (licensing amendments); monetary or
financial tools (fines); restorative tools (remediation orders); compliance management tools (enforceable
undertakings);and performance-disclosure tools.

% See Lamont 2009 for a recent assessment of peer review.

*! See for example the report of the Independent Evaluation Group of IMF, ‘ IMF Performance in the Run-Up to the
Financial and Economic Crisis’. Washington DC.. Jan 10, 2011.

%2 See Vibert 2011.
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identified), the formal treatment of uncertaintieshe analysis (so that uncertainties both in the
data and in the models used to draw inferences fin@data are assessed), and a focus on causal
evaluation as distinct from ‘effects’ evaluatiGhwhile a number of regulatory agencies use one
or more of these practices in their work the imgoce of going beyond peer review and impact

assessment has yet to be generally appreciated.
International cooperation

One of the merits of Canada’s performance-baseaeémsysf regulation is that the international
dimension of rule-making is explicitly acknowledgaad has to be taken into account by
Canada’s regulators in formulating their propos#Ighis practice needs to be followed more
widely. Failure to do so carries four main cosissti-regulation becomes parochial — not
because of a considered evaluation of what miglusidied differences in regulatory
preferences but because of ignorance. Secondlylategy disputes arising at a later stage are
likely to be more difficult to resolve. Thirdly, ternational bodies are less aware of changing
regulatory thinking or practices among their mershgr, and agreements may become less
resilient. Fourthly, international agreements beedess easy to reach and less easy to

implement.

% See Patton 2002 for the distinction.

%% Cabinet Directive on Streamlining Regulation April 2007 Sect.4.4 paras.1& 3.. It is a curious oversight that the
international rule making context is not mentioned in the Communication on Smart Regulation of the European
Commission.
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V. REVISING INTERNATIONAL REGULATORY RECOMMENDATIONS

This review of different ways of reframing regulat@rinciples in the light of the current
economic climate, the recent experience of regoldtolures and the various different
approaches identified in the academic literatukiarpractice confirms that existing OECD
regulatory Recommendations need to be updatedestsbd. The analysis suggests that
necessary revisions should be built around threacdbcomponents. First, there is a need for a
‘whole of government’ approach to provide poli@herence across the many actors in
regulation. Secondly, there is a need for revisiareertain key established regulatory
management practices, notably in the approachitteree based policy making and in the
approach to compliance. Thirdly, in the light loétwhole of government’ approach and the

required management practices there is a needd@eithinking on questions of accountability.

A ‘whole of government’ approach

This paper has suggested that a ‘whole of goventirapproach to regulation should contain
three main elements. First, it needs to begin vatlognizing the importance of a resources-
based approach to the government’s tool box andahtral importance of assessing
‘substitutability’. Goal setting needs to distingfuiclearly between different stages, purposes and
types of goal- setting as well as between the idiffeaddressees in a regulatory system, each
with its different associated difficulties. Secbndhe broader constitutive role of regulation
needs to be recognised alongside the representat@mrA focus on competition policy remains
an integral part of regulatory objectives. Howewger behavioural concerns need to be
recognised and sector and economy-wide objectivesgalation need acknowledgement. In
recognising the constitutive role there needs tarbexplicit acknowledgement of those
regulatory objectives that are about ‘survival’ dodus on the resilience of a system of
provision - such as security of supply in energythe continuity of credit flows in finance, or
the integrity of communications services. Thirdlye importance of choice architecture needs
more explicit treatment. A recognition of the difént incentives, inducements or nudges
associated with different instruments is key t&ilig the micro focus of regulation with broader

societal objectives and in linking the differergralents of the role of the regulator.

34



Taken together, these components provide for alsvbbgovernment’ perspective on the role of
regulation in achieving societal objectives becahbsg provide a vertical applicability to
regulatory policy (from decision-taking at the tojpgovernment to decision-taking at the level
of individual firms) and a horizontal applicabilifs perspective that applies across the many
different sectors of regulation from finance tditiéis, to health and safety and to the

environment).
Regulatory management.

The analysis in this paper identified two importargas where existing regulatory practices fall
well short of what is needed. First, referencesnpact assessment have to go beyond peer
review and impact assessment as currently practiRkegulatory decision taking ultimately
reflects social and political judgements that mayphrticular to particular societies. But it is
important that such judgements are always inforlnethe best evidence available. Current RIA
and peer review procedures do not represent bastige in the gathering and assessment of
evidence. In order for the cognitive and behaviblbiases of expert groups to be addressed, the
principles of competitive evaluation, process tngcithe specification of uncertainties and the
need for ‘causal’ evaluation as well as ‘effectgl@ation have to become an integral part of

evidence based assessments.

Secondly, the implementation practices of regutat@red to be reviewed in order to focus on the
way the practice of ‘reciprocity’ leads to an acedation of dangers in a regulatory system.
Revised practices need to highlight the ‘natueatidency of regulators to prefer suasion and
education, and specifically call for regulatordeomore ready to activate sanctions and to
prosecute under the civil or criminal law. Techr@gusuch as ‘comply or explain’ that can trigger
a sanctions policy may have a more important pllaae has been generally recognised.
Incentives for regulators to be tougher in theprapch might include greater disclosure

requirements relating to their regulatory enforcenpmlicies and actions.

In addition to the changes needed to the way irthvtiie evidence base of policy making is
approached and to compliance policies there isals®ed for a much greater vigilance about the
international dimension of regulatory policy. Cunratatements about the need for vigilance

focus on the potential impact of regulation on ¢racid investment policies. A much wider
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perspective is required in an interconnected woAHt.new regulation in all sectors undertaken
at the national and regional level should be reevin an international perspective. The aim
should be to facilitate international agreementemglpossible, to head off bilateral disputes
arising from differences in regulatory approacleg tould have been avoided, to consider
whether international regulatory competition ilikto be helpful or harmful, and to strengthen
the institutional and procedural connections betwaational, regional and international rule-
making bodies.

In addition to the changes in regulatory practidestified above there is also a case for a
revised statement of principle on the use of boonteams such as ‘risk’. Such a principle

could set out the benefits of using such wordsaayof easing communication. But it also
needs to recognise that the objectives of reguiatre diverse and that their translation into a
common term may not do justice to, or may everratstattention from where the perceived
harm or vulnerability really lies. The use of suoundary terms may not lead to a common
understanding of regulatory tools or give apprdprigeight to other objectives and can lead to a
misdiagnosis of what is required.

Accountability: from governance to government.

Current circumstances suggest that there are impiochanges underway in the evolution of the
regulatory ‘space’ between government, the lawraadket systems of ordering. At one end of
the regulatory space a resources-based look atgtraments in the tool box and the choice
architecture underlines the centrality of governtad official regulatory bodies to key
choices. At the other end of the regulatory spheestseems to be a need to reaffirm the
traditional legal instruments of civil and crimidalv rather than the exercise of regulatory
discretion relying on suasion and education. Tloes#rasting positions both represent a shift
back to the exercise of official, hierarchical,raarity — a shift back from governance to
government. Nevertheless within this more tighkidfined space the constrained fiscal
circumstances of OECD members means that regubailibhe a preferred tool of government
so that government can lever in the resourcesegptivate sector. The outlook is for a larger but
more tightly-bounded space.
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If it is fair to represent the new regulatory epviment as one which represents a return to
‘government’ then there are implications for acdability. The channels for government
accountability run through the political procedss limportant not to confuse the channels of
democratic expression with the consultation preessiecessary to give affected interests the
right to express their views on particular reguigtmeasures. One purpose of democratic
processes is to ensure that the voice of particadarests, including those of NGOs, compete
with the views of the general citizenry but are gi@nted a privileged weight or place in debate.
It is the general citizenry that ultimately pays fegulation including those regulations

advocated by patrticular interests and NGOs.

The shift to ‘government’ does not mean that tlteependence of regulators from political
interference should be compromised. It remains#se that arms-length bodies are more able to
mobilise and assess the evidence base for podisy,dhort term in their outlook, and are more
likely to be trusted than government by the targétegulation and by the public beyond. Here
the avenues of accountability lie with the processfgudicial review as well as with the
politicians who set their terms of reference. muanber of jurisdictions, including in

international rule making, the avenues for judicealiew are deficient.

OECD’s New Recommendations.

OECD'’s proposed new instrument (Annex C Attachedh) lse assessed against the revisions to
regulatory approaches discussed above. The profpteEszmmendations make a significant start
in updating international regulatory principlesanur important areas. First, they recognise the
need for a ‘whole of government’ approach to regoiteand the need for greater coherence
within regulatory systems. (Recs. 1 & 10). Secontligy reinforce the ‘government’ dimension
of accountability — the need for open governmeutaetess to judicial review. (Recs 2 & 8).
Thirdly, they broaden references to the internaiaimension of regulatory policy making.
(Rec. 12). Fourthly, they recognise the need foasnang the performance of regulators

themselves. (Rec. 6).

At the same time the Recommendations do not gerfaugh in key areas in recognising the

requirements of the new economic situation faciBfCO members or the regulatory failures of
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recent years. For example the new Recommendatidrts et out the building blocks of a
‘whole of government’ approach, including the néadnk ‘micro’ judgements with ‘macro’
judgements that place the focus on ‘substitutghifichoice architecture’ and the ‘constitutive’
role of regulators. They also fail to reflect thgights from cognitive and behavioural economics
that must henceforward inform the approach to ebgreups and evidence based regulation
(Rec. 4) as well as to compliance practices (Re¢h@y fail in addition to offer the necessary
cautions about the use of boundary terms suchsks (Rec. 9). These are all areas where
further updating will be required in future as k&ss from past failures are more fully absorbed
and as the implications of the restrictions onube of the fiscal tools of government become
more fully appreciated.
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CONCLUSION.
From “better regulation” to” performance-based” regdation.

This review of different approaches to updating @ERecommendations suggests there is no
single approach that should be adopted. It doeseher, suggest that a broadly defined
‘performance-based’ approach has particular reley&or current circumstances. Austerity
means that governments are forced to ask whetberabjectives can be reached through
regulation rather than taxing and spending. Austeequires regulators to ensure that their
‘choice architecture’ is geared to achieving caesisy between broader economic goals and the
behaviour of the individual targets of regulatiordas resilient in the face of strain. Austerity
requires that regulators use a full continuum ahpbance methods, from incentives to
deterrents, from nudging to sanctions. In an agaueferity, governments and regulators cannot
afford not to set performance goals for the targétegulation, however difficult targeting and
measurement may be. In this new environment aashsigthe background of the regulatory
failures of recent years it needs to be recogrisatiold statements of regulatory principles have
lost both relevance and resonance. OECD’s propoesednstrument is an important first step in
revising international regulatory principles bug #nalysis of this paper suggests there is much

further to go.
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ANNEXES.

A. OECD 1997 Policy recommendations for regulatefprm.

B OECD 2005 Summary guide to Recommendations.

C. OECD’s 2011 draft Recommendation on Regulatatici? and Governance.
D Glossary of terms.

Selected References.
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Annex A. OECD 1997 Policy Recommendations for Retatory Reform. Summary.

1. Adopt at the political level broad programmes aulatory reform that establish clear
objectives and frameworks for implementation.

2. Review regulations systematically to ensure they tontinue to meet their intended
objectives efficiently and effectively.

3. Ensure that regulation and regulatory processesasparent, non-discriminatory and
efficiently applied.

4. Review and strengthen where necessary the scdpetietness and enforcement of
competition policy.

5. Reform economic regulations in all sectors to stat@icompetition, and eliminate them
except where clear evidence demonstrates thatteethe best way to serve broad public
interests.

6. Eliminate unnecessary regulatory barriers to tetinvestment by enhancing
implementation of international agreements anchgtreening international principles.

7. ldentify important linkages with other policy objaes and develop policies to achieve
those objectives in ways that support reform.

Source: OECD.

41



Annex B. 2005 OECD Guiding Principles for regulatoy quality and performance.

Selective guide to content of Recommendations. { E®ciples remain unchanged).

Selected content of Principle 1: Good regulatiooudth (i) serve clearly identified goals....(ii)
have a sound legal and empirical basis; (iii) poadbenefits that justify costs....(iv) minimise
costs and market distortions; (v) promote innovatlwough market incentives and goal-based

approaches.....make effective use of ex post evaluati

Selected content of Principle 2: Consider alteuastito regulation where appropriate and
possible, including self-regulation.....use perforcebased assessments of regulatory tools and
institutions....integrate regulatory impact analysie the development, review and revision of

significant regulations....include risk assessmeqdt@sk management options in RIAs....

Selected content of Principle 3: ensure that fimman industry are not subject to firm-specific

benefits or costs arising from regulation......

Selected content of Principle 4: Eliminate sectgegls in coverage of competition

law....enforce competition law vigorously....

Selected content of Principle 5: Ensure that reéguyaestrictions on competition are limited and
proportionate to the public interests they serv@romote efficiency and the transition to
effective competition where regulations continudéoneeded because of potential for abuse of

market power.....

Selected content of Principle 6: Better integragedonsideration of market openness principles
within the design and implementation of regulatém the conduct of RIAs, taking account of
the increasing role of domestic regulatory envirents in determining market openness in light

of advances in trade and investment liberalisatian...

Selected content of Principle 7: Apply principlédggood regulation when reviewing and
adapting policies in areas such as reliabilityesafhealth, consumer protection and energy
security so that they remain effective and as iefficas possible within competitive market

environments.....
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Annex C. OECD’s 2011 Draft Recommendation on Regulary Policy and Governance.

(Source: OECD.)
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GOV/RPC(2011)3/REV1

10.

Draft

OECD Recommendation on Regulatory Policy and Governance

Commit at the highest political level to an explicit whole-of-government policy for regulatory
quality, with clear objectives and frameworks for implementation to ensure that, if regulation
is used, the economic, social and environmental benefits justify the costs, distributional
effects are considered and that the net benefits are maximised.

Orient regulatory policy around the needs of users and adhere to principles of open
government, including transparency and participation. This includes providing meaningful
opportunities (including online) for the public to be consulted in the process of preparing
draft regulatory proposals and the supporting analysis.

Establish institutions and mechanisms to actively pursue oversight of regulatory policy
procedures and goals, support and implement regulatory policy, and foster regulatory
quality.

Integrate Regulatory Impact Assessment (RIA) early into the policy process for the
formulation of new regulatory proposals. Clearly identify policy goals and evaluate if
regulation is necessary and how it can be most effective in achieving those goals.

Conduct systematic programme reviews of the stock of regulation against clearly defined
policy goals, including consideration of costs and benefits, to ensure that regulations
remain up to date, cost justified, cost effective and fit for purpose.

Regularly publish reports on the performance of regulatory programmes and the public
authorities applying the regulations, including compliance with regulatory quality measures
such as the performance of Regulatory Impact Assessment (RIA) and reviews of existing
regulations.

Develop a consistent policy covering the role and functions of regulatory agencies in order
to provide greater confidence that regulatory decisions are made on an objective, impartial
and consistent basis, and avoid the risks of conflict of interest, bias or improper influence.

Establish systems for the review of the legality and procedural fairness of regulations, and
of decisions made by bodies empowered to issue regulatory sanctions. Ensure that
businesses and citizens have access to these systems at reasonable cost and receive
decisions in a timely manner.

Apply risk assessment, risk management, and risk communication strategies to the design
and implementation of regulations to ensure that regulation is targeted and effective.
Regulators should assess how regulations will be given effect and should design
responsive implementation and enforcement strategies.

Promote regulatory coherence through appropriate co-ordination mechanisms between the
national and sub-national levels of government. Identify cross cutting regulatory issues at
all levels of government, including the supra national level, promote coherence between
regulatory approaches and avoid duplication or conflict.
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GOV/RPC(2011)3/REV1

11

12

Foster the development of regulatory management capacity at sub-national levels of
government.

Ensure that regulatory measures contemplated in all fields take into account any
international frameworks for cooperation in the same field. Regulations should be designed
to take into account their possible effects on parties outside the jurisdiction where they are
to be applied. Consultation should include any external interests with the aim of avoiding
unnecessary international frictions.
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D. Glossary of Selected Terms.

Addressee: The body (usually a govt. dept. or egul to whom a regulatory objective or
responsibility is entrusted.

Choice architecture: The range of regulatory armhemic measures available to the authorities
arrayed by their capacity to alter the behaviouheftargets of regulation.

Constitutive: the role of the regulator in shapagarket.

Framing bias: when the way in which a questionrobjem is framed leads to the unequal
treatment of data of equal information contentv{ates the invariance principle).

Instrument: the form in which a regulatory objeetig conveyed.

Representation hypothesis: When the role of thelatgy is limited to standing in for missing
competitors or consumers or passive investors.

Reciprocity: the likelihood that regulators andithargets will develop a relationship of mutual
dependence and give and take.

Substitutability: the extent to which the differggdwers available to a government are
interchangeable.

Target: the subject of a regulatory measure.

Tool box: the resources and powers available tove@mment to achieve its policy objectives.
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