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Abstract

Regulation by independent agencies rather than ministries is believed to
result in better policy outcomes. Yet this belief requires one to accept a
complex causal chain which leads from de jure independence to de facto
independence from politics, to policy decisions and, ultimately, to policy
outcomes. In this paper, we examine the link between de jure and de facto
independence of regulatory agencies in Europe. We present new data on
the chief executives of these agencies, and use these to calculate a proxy for
the de facto independence of agencies from politics. We demonstrate that
de facto independence can indeed be explained by de jure independence.
Other determinants of de facto independence are the rule of law, coordi-
nation of the economy, size of the country, and GDP per capita. Contrary
to our expectations, the number and polarisation of veto players have no
effect, and the effect of de jure independence is the same regardless of the
degree to which the rule of law is realised.

1 Introduction

Politicians in Europe have granted considerable independence to regulatory
agencies because of the widespread belief that having more independent agen-
cies results in better policy outcomes. Scholars emphasise that independent
regulatory agenciess (IRAs) resolve the problem of time-inconsistent policy
preferences which politicians face, and hence produce Pareto-improving reg-
ulatory decisions (Kydland and Prescott 1977; Majone 1996). Governments
themselves indicate that the creation of independent agencies has allowed
“central ministries to concentrate on policy-making”, resulting in “increased

*chris.hanretty@eui.eu, christina.koop@eui.eu. This article is a work in progress. If you want
to cite it, we would appreciate it you contacted us first to have the latest version. The turnover
data that this article is based on is still incomplete: the full list of chief executives can be found at
the end of this document.


mailto:chris.hanretty@eui.eu
mailto:christina.koop@eui.eu

efficiency and innovation” (OECD, 2002, p. 21). However, for independence
to lead to better policy outcomes, a complex causal chain needs to operate,
which leads from statutory provisions granting independence, to behavioural
patterns demonstrating independence, to policy decisions and, ultimately, to
policy outcomes.

So far, studies on IRAs have mainly focused on the determinants of de jure
independence — the formal grant of independence found in statutes (e.g., Gi-
lardi 2002; Elgie and McMenamin 2005; Yesilkagit and Christensen 2010). Lit-
tle work has been done on the next link in the chain, connecting de jure and de
facto independence of regulatory agencies (but see Maggetti 2007, and Roness
et al. 2007). This may be due to the presumption that higher degrees of de jure
independence also imply higher degrees of de facto independence. As Pollack
puts it, “[c]eteris paribus, [...] we should expect agencies to be most respon-
sive to their legislative principals when control mechanisms are extensive, and
most autonomous when administrative procedures are few and oversight is
weak” (2002, p. 202).

In this paper, we test this presumption, and examine the relationship between
the de jure and de facto political independence of regulatory agencies. By the
de facto political independence of an agency, we mean the degree to which
the agency takes day-to-day decisions without the interference of politicians —
in terms of the offering of inducements or threats — and/or the consideration
of political preferences. We focus on regulatory agencies in seventeen West
European countries, working in seven sectors (competition, financial markets,
energy, telecoms, pharmaceuticals, food safety, the environment; cf. Gilardi
2005). By agencies, we mean bodies which possess some public authority, but
which are organisationally separate from the relevant government ministry or
department (cf. Thatcher and Stone Sweet 2002, p. 2). Regulatory agencies
are preoccupied with the creation of rules, the evaluation and scrutiny of
economic behaviour, and the application of sanctions for non-compliance.

We present two innovations in this study. First, we use a new measure of de
jure independence which builds upon many of the same items as previous
indices, but which is constructed using a different method of aggregation.
Second, we introduce new data on the appointment of chief executives of
European IRAs, and use these to create a proxy for the de facto independence
of agencies from politics. We then use these measures to assess the impact of
de jure independence on de facto independence, accounting for such factors
as the rule of law, salience of the policy area, coordination of the economy,
and the number of veto players in the polity.

The paper proceeds as follows. In the next section, we set out how de jure
independence and the other explanatory factors are hypothesised to affect de
facto independence. In section 3, we introduce our new measures of de jure
and de facto independence, and describe the operationalisation of the other
variables. Our analysis is presented in section 4, followed by a discussion of
the results.



2 Theory and hypotheses

There are a number of factors which may explain why some agencies hold a
large degree of political independence whilst others do not. In this section,
we first discuss the most closely related variable, de jure independence, be-
fore going on to discuss the role of variables related to the political system
(veto players, coordination of the economy, issue salience) and to the agency
(agency age), as well as a number of control variables (population, GDP per
capita).

De jure independence From the earliest literature on central bank indepen-
dence, scholars have made a distinction between political independence as
found in the law, and independence as manifested by actual behaviour. Typi-
cally, de jure independence is not simply a matter of whether the law says that
a given agency is organisationally separate or independent (although such le-
gal statements may have hortatory value and are often included in indices of
de jure independence). Rather, it is about whether the law contains certain
provisions which are either taken to be constitutive of de facto independence,
or to cause it. In light of this distinction and this understanding of de jure in-
dependence, it is natural to ask whether de jure independence actually causes
de facto independence. This is an important question, for it is by no means
obvious that the two should go hand-in-hand.

First, the practice of the law may depart substantially from the text of the
law, making de jure provisions unreliable indicators. The practice of the law
may be more beneficial for agency independence than the text of the law
might imply. For example, statutory drafters in Commonwealth countries
typically grant ministers broad discretionary powers which are not intended
to be used regularly by the minister, but which reflect the minister’s role as
an agent of the Crown, and which allow for ministerial action in the event of
unexpected scenarios. In most other countries, however, it is more common
for the practice of the law to be worse for the independence of the agency,
since provisions which are onerous for politicians may simply be ignored,
particularly if those who are ignoring them have a parliamentary majority
which is ready to accomodate such behaviour.

Second, there may be important non-legal determinants of independence.
Again, this may have either beneficial or negative consequences for de facto
independence of agencies. We list a number of important non-legal determi-
nants in the remainder of this section. Admitting a role for non-legal deter-
minants of independence does not, however, imply that de jure independence
is unimportant. Scholars working on the judiciary have concluded that de
jure independence is related to the de facto independence of supreme courts,
although the link is not particularly strong (Hayo and Voigt, 2007). However,
for regulators, the picture may be different: focusing on 16 West European
regulatory agencies, and using fuzzy-set analysis, Maggetti (2007) found that
a higher degree of de jure independence is neither a necessary nor a suffi-
cient condition for a higher degree of de facto independence. Nevertheless,



we hypothesize that

Hi1. IRAs with higher degrees of de jure independence possess higher
degrees of de facto independence.

Rule of law as interaction In light of the skepticism expressed by Maggetti
(2007) considering the impact of de jure independence, it seems wise to ask:
is the impact of de jure independence mediated by certain other conditions
such that greater de jure independence has no net effect?

The rule of law is a natural candidate for this role as a factor mediating the
impact of de jure independence. De jure independence is theorised to affect
de facto independence by placing legal limits on politicians” ability to sanc-
tion or reward the regulator. If, however, legal limits are routinely ignored, as
happens when the rule of law is only weakly established, then politicians re-
tain substantial discretionary power to sanction and/or reward the regulator,
thereby vitiating its independence. Consequently, we hypothesise that

H2. The effect of de jure independence on the de facto independence
of an agency will be greater in political systems where the rule of law is more
firmly established.

Rule of law as main effect There is, however, reason to consider rule of law
as having an independent and positive effect on the independent of regulatory
agencies. One of the central components of the rule of law is the presence of
a judiciary which is independent of the executive of the day, and which can
defend citizen’s legally-guaranteed rights against those who transgress them
(Raz, 1990).

Consequently, societies in which the rule of law is firmly established will
be societies which have made their peace with the idea that there are other
sources of independent power and authority than the elected representatives.
IRAs may therefore benefit from a displaced tolerance of independent institu-
tions. Thus,

H3. The more firmly the rule of law is established in a country, the
more independent the IRAs in that country

Country size There is a long tradition of literature arguing that small states
are more likely to display a range of democratic virtues (Dahl and Tufte, 1973,
pp- 5-7). Indeed, small countries are more likely to be democratic (Ott, 2000),
and more likely to have established the rule of law (Olsson and Hansson,
2009). Insofar as the recognition of independent sources of power, such as
IRAs, can also be considered to be a democratic virtue, we might also expect
small states to have more independent regulators, even after controlling for
the effects of the rule of law on independence.



At the same time, small states spend a disproportionate amount of their na-
tional product on public services, both because of fixed costs in public ser-
vice provision (Alesina and Wacziarg, 1998) and because of increased elec-
toral pressure in smaller states (Remmer, 2010). As a result, the role of the
state in small states may be overwhelming, and “such state ubiquity... can
foster nepotism, cronyism, patronage, and political clientelism”, as opponents
and supporters are more easily identified and (proportionally) more easily re-
warded (Srebrnik, 2004, pp. 334-335). Each of these practices is inimical to
independence.

Hence two alternative hypotheses cna be formulated on the impact of the rule
of law:

Hj. a The smaller the country, the more independent the IRA.

Hg. b The smaller the country, the less independent the IRA.

Agency age There are sound theoretical reasons for expecting older agencies
to be more independent, as agency age constitutes either a resource in itself, or
a means of acquiring additional resources. New-born agencies are “highly de-
pendent actors whose survival depends on their abilities to secure resources
from older, well-established [actors]... With age, an agency acquires legiti-
macy, clients, and an established set of network relationships which provide it
with access to resources and a relatively secure niche” (Lincoln and McBride,
1985, p. 10). Indeed, older agencies have been shown to be better at securing
resources (Hofferbert and Urice, 1985) and policy autonomy (Roness et al.,
2007; Laegreid et al., 2005). We consequently hypothesise that

Hs. The older the agency, the more independent it will be.

Veto players Actions taken by politicians in order to reward or sanction reg-
ulators may often require the agreement of multiple actors. This may be be-
cause the action in question requires the formal passage of an act in parlia-
ment, and because no single party has a majority. Or, it may be because the
action in question can be taken by the executive or an individual ministry,
but cabinet and intra-ministry decision making procedures require agreement
between coalition members in order to prevent the coalition from breaking
down.

The more veto players — that is, the more actors whose agreement is necessary
for an action to be taken — the more difficult it will be for politicians to sanction
or reward the regulator through legislative or executive measures. The more
difficult it is for politicians to sanction or reward, the more independent the
regulator will be. We should therefore expect the number of veto players to
be positively related to de facto independence (Maggetti, 2007).

This is particularly the case where political parties are polarised. Strictly
speaking, consideration of the parties’ ideal points in n-dimensional space is



prior to counting the number of veto players. In practice, however, the number
of veto players is often identical to the number of parliamentary parties in the
parliamentary majority, irrespective of the closeness of their positions. Con-
sequently, the greater the polarisation of these parties, the less likely it is that
any individual potential veto player will be absorbed within the ideal point
of any other party, and consequently the more likely it is that the number of
veto players will remain high. We should therefore expect that polarisation
will also be positively related to de facto independence.

Consequently,

H6. The more veto players in a polity, or the greater the ideological
distance between them, the more independent the IRA.

Political salience As politicians have only limited time and resources, they
will pay more attention to some agencies than to others. The political salience
of the policy area in which an agency works is an important determinant of
political attention. Moreover, it is also believed to be an important determinant
of political independence. Calvert et al. (1989, p. 590) explain that “in those
areas in which they care the most, politicians will expend greater effort and
resources in reducing the uncertainty that affords bureaucrats the opportunity
for discretion.” Hence we pose the following hypothesis:

Hy. The greater the salience of the policy area covered by the regula-
tory agency, the less independent the agency.

Coordination of the economy As coordinated market economies (CME) are
known for their extensive networks linking business and governments, and
as these networks usually taken to be inimical to independent policy-making,
we should expect agencies to be less independent in CMEs. The networks
in CMEs primarily coordinate employers, and only secondarily link business
to government, and they need not necessarily play a role for semi-detached
parts of government such as independent agencies. Nevertheless, at least one
scholar has hypothesised that CMEs should have less independent regulatory
agencies (Maggetti, 2007, p. 274).

In that same study, however, not only was the hypothesis that CMEs have
less independent regulatory agencies not confirmed, the link ran precisely in
the opposite direction to that predicted. One explanation is that whilst the
types of coordination networks found in CMEs are inimical to independence
simpliciter, they are particularly harmful to independence from regulatees; but
dependence on regulatees may bolster independence vis-a-vis politicians. “An
agency cannot be a servant of two masters: if it is scarcely independent from
the politicians, it should be highly independent from those being regulated”
(Maggetti, 2007, p. 281). Thus,

H8. The more coordinated the market economy in a country, the more
independent the regulatory agency



3 Operationalisation

Details and sources for most of the variables used in this analysis can be found
in Table 2 at the end of this section. For two particularly important variables
— de jure and de facto independence — we describe our sources and methods
in more detail.

Measurement of de facto independence

Precise measurement of the degree of de facto independence of a regulatory
agency is extremely difficult. Whilst it is possible (see Maggetti 2007), it is
exceedingly complex to produce comparable measures for enough agencies
to permit statistical analysis. We therefore rely on two proxy measures of
independence which have been developed in the literature on central bank in-
dependence (Cukierman et al., 1992; Cukierman and Webb, 1995): a measure
of the average turnover of the chief executive of the agency (TOR), and an
index of political vulnerability (VUL).

Our turnover proxy (TOR) is based on the following reasoning. Where chief
executives serve for extremely short terms, they are both less willing to defend
the agency and less able: less willing, because any cost they incur in standing
up to politicians now will likely not produce future benefits for them, but
rather for their eventual successors; less able, because defending the agency
vis-a-vis the government or elected politicians requires a degree of mastery of
one’s job which is difficult to acquire in a limited period (especially in the kind
of technical or specialised subject areas which are regulated by independent
agencies). The measure is simply the reciprocal of the average tenure of chief
executives of an agency. Thus, if the average tenure is around five years, the
value of TOR is % = 0.20.

The political vulnerability proxy (VUL) approaches the issue of independence
not from the perspective of the agency head, but from the perspective of in-
coming governments. VUL is a simple percentage of the number of govern-
ment changes which were followed within six months by a change in the
agency head. Hanretty (2010) explains the logic behind VUL as follows:

If, following a new government, there is a change in the chief exec-
utive, then either the chief executive reached the end of her term,
or left early. If she reached the end of her term, it may be that
the terms of chief executives are designed so as to coincide with
changes in government. ... If this is the case, then one may assume
that the chief executive is, in some sense, the expression of a gov-
ernment choice. If the terms do not coincide by design, then the
fact that they did so may create this impression in any case. If, by
contrast, the chief executive left early, she was either constrained
to resign, or did so of her own accord. If she was constrained to



resign, this may represent the introduction of some new constraint
connected to the government. If she left of her own accord, this
may reflect a belief that the government should have a ‘clean slate’
to influence the forthcoming selection of a chief executive.

To calculate TOR and VUL, we gathered data on the tenure of 288 chief execu-
tives of regulatory agencies in Europe, using information from press releases
from agencies and governments, and from newspaper searches using Lexis-
Nexis.

Neither of our measures is a perfect proxy for independence. In particular,
lower values of TOR — which correspond to longer average tenure — seem
to have little to do with de facto independence. What does it matter for de
facto independence if the chief executive typically serves eleven years instead
of ten years? Only at higher values — and in particular, values greater than
0.20, which would imply that the chief executive typically serves for a shorter
period than the modal European legislature — does TOR seem to indicate prob-
lems of low de facto independence (Laurens et al., 2009, p. 17). Nevertheless,
TOR is easy to calculate, and the median in our sample is almost exactly o.20,
suggesting that TOR does discriminate in the specific case of European regu-
latory agencies.

VUL also suffers from imperfections. If VUL is intended to identify “partisan
appointments’, there is a risk of both false positives and false negatives. False
negatives may occur because partisan appointments were made either before
the new government took office (anticipated reactions), or because a partisan
appointment was made outside the six-month window. By making this win-
dow longer, one decreases the risk of false negatives, but increases the risk of
false positives, and vice versa. We believe the six-month window is justifiable,
since there is no indication from our data that a large number of appointments
are made shortly after this window. In fact, there is a relatively large cluster of
appointments made before this window (see Figure 1), which suggests against
using a much shorter window.”

False positives may occur due to chance replacements of the chief executive:
the shortest gap between new government formation and the appointment of
a new chief executive is 2 days, when Jean Syrota became head of the French
Autorité des marchés financiers (AMF) two days after the formation of a new
Jospin government, which hardly seems long enough for the new government
to have made its decision.

False positives and negatives are not the most serious problem with VUL.

* Where information on the day or month of appointment was missing, we imputed the first
day of the month, and January. Since the inclusion of recently appointed chief executives might
unfairly bias TOR downwards, we included currently-serving chief executives’ tenure in the cal-
culation of TOR only if TOR would not decrease as a result.

> We re-ran our model calculating de facto independence on the basis of a three-month win-
dow instead of a six month window (results available on request): the main variables — de jure
independence, rule of law, GDP per capita and coordination — remained significant; population
ceased to be significant and the interaction between de jure independence and the rule of law was
significant but in the opposite direction to that expected.



Figure 1: Time from appointment to preceding instance of government formation,
square-root scale
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Note: Red line indicates 180 days after government formation.

Rather, the limited number of governments which have formed since these
regulatory agencies have been established means that VUL is an extremely
coarse indicator. Whilst we would expect most values of VUL to be in the
range of, say, one-tenth to one-third in the long-term, calculating VUL on the
basis of one or two government changes makes this impossible.3

Combining these two proxies can help mitigate the error present in each. Al-
though the two measures are only weakly correlated (r = 0.24), this is largely
due to a number of cases where VUL is zero, but which TOR > 0. We average
the two measures, and then subtracted the result from one in order to give a
measure of independence (since independence increases as TOR and VUL de-
crease). Since the resulting measure was not normally distributed, we carried
out a Box-Cox transformation on the measure, and scaled the result to have a
standard deviation of one.

Figure 2 plots values of our measure by country and by sector; countries are
plotted in ascending order of mean de facto independence; sectors are plotted
left to right in increasing order of mean de facto independence.

Example

We demonstrate our measure with two examples: the Greek and German
financial markets regulators. Financial market regulators are the second least
independent category of regulator in our analysis; Greece and Germany are
the countries with the least and the most independent regulatory agencies
respectively.

In Greece, the average tenure of the chief executive of the financial market

3 Three regulators’ scores for VUL are calculated on the basis of one government change; eight
on the basis of two.



Figure 2: De facto independence by sector by country
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regulator, the Hellenic Capital Markets Commission, has been a little over
three years. Whilst only one of the five government changes during the pe-
riod resulted in a change in the chief executive of the regulator, the change
was drastic: following the March 2004 general election and the formation of
Kostas Karamanlis’ first government, the entire board of the regulator was
replaced, and a new chief executive, Alexis Pilavios, was appointed. Shortly
after the chief executive under the PASOK governments, Stavros Thomadakis
(who was married to a minister in the Simitis government), was prosecuted
for negligence.

In Germany, by contrast, the Bundesanstalt fiir Finanzdienstleistungsaufsicht has
had just one chief executive since its formation in 2002, Jochen Sanio, who,
despite being a member of the SPD, has survived the Grand Coalition and the
subsequent CDU/CSU-FDP coalition, despite allegations of embezzlement
within the regulator.

Measurement of de jure independence

Measures of de jure independence have been proposed for central banks,
supreme courts, and regulatory agencies. Most of these measures share a
large number of index items which relate to the method by which members
of the board or court are appointed; their tenure in office; the provisions for
their dismissal, and the relationship between the organisation and the legis-
lature and the executive respectively, in particular concerning the reporting
requirements faced by the organisation. The most important index of de jure
independence for our purposes is the index created by Gilardi (2002, 2005),
which in turn incorporates many index items found in earlier work on central
bank independence by Cukierman et al. (1992). A list of these items, and the
response categories for each item, is found in Table 1.

There are, however, some issues with the items and the scoring used in the
Gilardi index which prevent it from being used directly. In a previous paper
(Koop and Hanretty, 2009), we have argued that this index, and others like it,
suffer from at least three problems: they assume an order for certain response
categories which is only weakly justified, or not at all; they weight items
according to criteria which are either arbitrary or which are based on rational
ignorance about the contribution of each item; and they assume that response
categories are scale variables (and not just ordinal categories). In order to deal
with these problems, we gathered data on 175 regulatory agencies worldwide,
and developed a latent trait model of de jure independence.

This latent trait model allowed us to test (a) which item response categories
were poorly ordered; (b) which items did not fit the latent trait at all (which
was often a result of poor ordering); and (c) the contribution made by each
item, in terms of its ability to discriminate with respect to the latent trait; and

4 “Former Bourse, Capital Market Heads Stand Trial For Breach Of Duty”, Athens Newswire,
24th June 2004
5 “German regulator set to have a board”, Financial Times, 22nd May 2007
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Table 2: Descriptive statistics

Variable Range Mean SD Source

De facto independence [—2.25, 1.84] 0 1

TOR [0.04, 1.04] 0.24 0.16

VUL [0, 1] 0.11 0.18

De jure independence [0, 0.99] 0.45 022 Koop and Hanretty (2009)
Rule of law (1998-2008) [0.62, 1.94] 1.56 0.4 Kaufmann et al. (2009)
Veto players (1991-2000) [1, 6.13] 2.63 14 Tsebelis (2002)"
Polarisation (1996-2006) [0, 2] 1.44 0.71  Beck et al. (2001), as updated
Political salience [1, 13.5] 5.6 3.2 Laver and Hunt (1992)?
Age [3, 76] 19.2 13.8 Gilardi (2008)
Coordination [0.06, 1] 0.62 0.26  Hall and Gingerich (2009)°
Population ("000) (447, 82240] 24150 25800 Heston et al. (2009)

GDP per cap. [17610, 59440] 28210 7071 Heston et al. (2009)

?Most of the data are taken from Tsebelis” website at
http://sitemaker.umich.edu/tsebelis/veto_players_data. In the case of missing data, we
have calculated the number of veto players using the procedure described by Tsebelis (1995)

b Salience of the relevant supervisory minister; except that Switzerland was imputed the values for
Austria.

¢ Except that Greece was given a value half-way between the United Kingdom and the United
States, and Luxembourg was given the same value as Belgium. These codings based on Siaroff
(1999)

(d) the distance (in terms of the latent trait) between each response category
within an item. We found that four items — the agency’s reporting require-
ments to the legislature, whether or not the agency had exclusive competence;
and the appointment method used for the head of the agency and the agency
board — were either unrelated to the latent trait of de jure independence, or
were poorly ordered. We therefore dropped these items to calculate the trait
scores for de jure independence for each agency.

That model was estimated on data from a wide range of agencies in Europe
and in the rest of the world. In this paper, we use the same data gathered by
Gilardi (2005), but we calculate the degree of de jure independence by using
(a) the items which performed as expected in, and (b) the parameter estimates
we obtained from, our previous model. Note that using slightly older data
may exert a downwards bias on the effect of de jure independence if there has
been a general increase in the de jure independence of agencies. The items,
and their discrimination parameters (which can be considered as analogous
to weights in a normal index) are reported in Table 1.

4 Analysis

We carried out multivariate linear regression on the 84 regulators for which
we had data for all variables. The results are shown in Table 3, with non-
significant terms removed iteratively. Standard errors are Huber-White robust
standard errors clustered by country (White, 1982).
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Table 3: OLS models

De facto.1 De facto. 2 TOR. 1 TOR. 2 VUL. 1 VUL. 2
Intercept —16.70"% —16.82°%F 253" 2.51% 3107 3.06%*
(3.23) (4.02) (1.06) (1.00) (0.49) (0.44)
De jure 2.60** 1.01*  —034* —o012t  —032*  —0.15%
(0.82) (0.47) (0.12) (0.07) (0.14) (0.05)
Rule of law 1.63%** 1.020*  —0.a8t  —0.10t  —0.19%  —0.12%
(0.38) (0.25) (0.09) (0.05) (0.06) (0.03)
Veto players 0.06" 0.02* 0.02f  —0.04*** —0.03***
(0.03) (0.01) (0.01) (0.01) (0.01)
Polarization —0.25" —-0.26 0.00 —0.00
(0.15) (0.18) (0.04) (0.02)
log(Population) 0.15* 0.14* —0.03 —0.03* —0.03***  —0.03***
(0.06) (0.06) (0.02) (0.02) (0.01) (0.01)
log(GDP per cap.) 1.16%** 126" —0.15"  —0.17f  —0.23%* —0.23%*
(0.28) (0.37) (0.09) (0.08) (0.05) (0.04)
Age —0.00 —0.00 0.00
(0.01) (0.00) (0.00)
Coordination 1.33%** 1.52%**  —0.26™** —0.24*** 0.03
(0.27) (0.36) (0.07) (0.06) (0.05)
Salience —0.01 —0.00 0.01 0.00
(0.03) (0.00) (0.01) (0.00)
De jure * rule of law —1.04 0.15* 0.11
(0.61) (0.07) (0.10)
N 84 84 84 84 84 84
R? 0.34 0.32 0.28 0.27 0.30 0.28
adj. R? 0.25 0.27 0.18 0.21 0.20 0.23
Resid. sd 0.82 0.81 0.14 0.14 0.13 0.13

Robust standard errors in parentheses
F significant at p < .10; *p < .05; **p < .01; **p < .001

The table shows six models with three different dependent variables: our mea-
sure of de facto independence, and the component parts of that measure, TOR
and VUL. The first model for each dependent variable is the full model with
all predictors included: this model is somewhat overspecified. The second
model for each variable is a reduced model after step-wise automated model
selection,® which shows a number of significant variables.

As the table shows, each of the models perform moderately well in explain-
ing variation in our measure of de facto independence, with the two models
explaining de facto independence performing better than those explaining
turnover or political vulnerability. The explained variation would, we believe,
increase were the measurement of our dependent variable less noisy, and were
there more predictors of independence at the level of the regulator.

De jure independence, contra skeptical predictions, did turn out to be a sig-
nificant predictor of greater de facto independence. However, the interaction
between de jure independence and the rule of law did not have the expected

6 Selection based on improvement in Akaike’s Information Criterion; limit of four steps of
model improvement.
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Figure 3: Effect of one standard deviation change in each variable on de facto inde-
pendence
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sign: in model 1, de jure independence has a greater effect in countries with
lower levels of rule of law. This effect, however, was only significant at the
0.10 level in the full model, and was dropped in the reduced model. In any
case, the independent effect of rule of law itself was far more important, sub-
stantively and statistically, being significant at the 0.05 level in five out of the
six models, and affecting de facto independence in the hypothesised way.

Our two political variables — veto players and polarisation — were not signif-
icant in the main model, had the wrong sign in the model for turnover, and
were only significant in the expected direction in the model for political vul-
nerability. Those variables which related to the life of the agency — age and the
salience of the issue area — were also not significant. This finding goes against
a number of studies which have suggested that age has a positive effect on
independence.

Three country-level characteristics turned out to be most important in explain-
ing variance. Country population, GDP per capita, and economic coordina-
tion turned out to be strongly statistically significant predictors of de facto
independence. Thus, small countries” virtue is exhausted after they have es-
tablished the rule of law: all that remains is a negative ‘inside-the-Beltway’
effect. Economic coordination again has the same effect found in previous
research. Country-level characteristics explained most of the variance in de
facto independence, with GDP per capita, rule of law, and economic coordi-
nation respectively explaining around 28, 26 and 25 percent of the explained
variance.”

The substantive importance of these variables is different to their contribution
to explaining variance. If we plot the effect on de facto independence of a
change in one standard deviation of each variable (Figure 3), we can see that
a one standard deviation change in de jure independence has a greater effect
than a one standard deviation change in any other variable.

7 Estimates calculated using the relaimpo package for R (Gromping, 2006)

15



The substantive importance of de jure independence becomes even more clear
when we consider concrete examples of the changes in each variable that are
necessary to secure a desired change in de facto independence. Returning to
the comparison between the Greek and German financial markets regulators,
suppose that we wished to make the Greek regulator as independent from
politics as the German regulator. To achieve this change — a change of almost
2.25 units on our measure — how would our key variables need to change?

No single change in one variable can achieve an effect of this magnitude.
In order to surpass the level of de facto independence shown by the BaFin,
Greece would need to triple its income per head, become as law-abiding as
Spain, and grant the Hellenic Capital Markets Commission the highest degree
of de jure independence seen in our sample.

However, if the Greek government set a less demanding target, by trying to
match the de facto independence of the Irish financial regulator (a change of
approximately 0.27 units), the change could easily be accomplished by grant-
ing the regulator the highest degree of de jure independence seen in our sam-
ple; indeed this would overshoot the target somewhat. A change of similar
magnitude could be achieved by adding $8,000 to Greece’s GDP per capita —
but this change is much less easily achievable, for obvious reasons.

5 Conclusions

So far, we have shown that we can arrive at reasonable interval-level measures
of the de facto independence of regulatory agencies, and that the indepen-
dence of these agencies can be explained reasonably well by three main vari-
ables — the degree of de jure independence granted to the agency, the rule of
law, and the coordination of the economy in that country. Two other controls
— population and national product per capita — also have a positive effect, but
contrary to our expectations, neither the age of the agency, nor the number of
veto players in the polity, have any impact on the agency’s independence.

Our findings on the effect sizes of each of these variables imply an optimistic
view for institutional engineering. Changes in the de jure independence do
have effects on the de facto independence of agencies, and these effects are
not vitiated if the rule of law is only weakly established in a country. These
findings indicate that link between de jure and de facto independence is closer
than previous literature has suggested. The link is not so close as for supreme
courts, but it is closer than previously-demonstrated links in central banking
and public policy.

These findings can, of course, be contested, and we recognise that not all
readers will be convinced by our use of proxies and by the assumptions that
the effects of these variables are ever-present and monotonically increasing.
Our data will improve over time, as institutions acquire a longer track-record
which is a more reliable indicator of their degree of independence. At the
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same time, we will in future work on improving our measurement. A key part
of our previous article on independence was the use of latent trait models to
model de jure independence: we hope to make a similar step forward with
regard to the measurement of de facto independence. In this case, a single
latent trait of de facto independence would be inferred from two different
models: a duration model for executive tenure, and a event count model for
government changes followed by changes at the regulator.
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