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the deepening of several recent systemic banking crises. In this paper we argue that RSI is
important for financial stability for the same reasons that central bank independence is
important for monetary stability. The paper lays out four key dimensions of RSI—regulatory,
supervisory, institutional and budgetary—and discusses ways to achieve them. We also
discuss institutional arrangements needed to make independence work in practice. The key
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I. INTRODUCTION

This paper argues that bank regulators and supervisors need a substantial degree of
independence—both from the government and the industry—in order to fulfill their mandate
and contribute to the achievement and preservation of financial (sector) stability. It also
contends that regulatory and supervisory independence (RSI) complements central bank
independence (CBI) to achieve or preserve the twin goals of monetary and financial stability. At
the same time, given the crucial role of banking supervision, the paper argues that proper
channels of accountability need to be established as the countervailing power to agency
independence.

Although an increasing number of papers are being written about regulatory and
supervisory issues, RST has not been discussed in a systematic way. A survey of the existing
literature indicates that scholars either make only a passing mention of it, or take its desirability
for granted without much further analysis.2 The reasons why regulatory independence might be
desirable and the conditions under which it can be achieved have not hitherto received a
thorough examination. This paper aims to remedy this deficiency.

Two factors have served to give the need for RSI greater prominence in recent years.
First, in almost all of the systemic financial sector crises of the 1990s, the lack of independence
of supervisory authorities from political influence has been cited as one of the contributing
factors to the deepening of the crisis.’ Weak and ineffective regulations—often because
politicians block the adoption of stronger regulations—weak and dispersed supervision, and
political interference in the supervisory process leading to regulatory forbearance have been
mentioned as major factors contributing to the weakening of the banks in the run-up to the
crisis, postponing recognition of the severity of the crisis, and delaying first official and

subsequently effective intervention.

A second factor to have highlighted the importance of RSI is the discussion on the most
appropriate regulatory and supervisory structure, including the organizational structure of
banking supervision within or outside the central bank. The growing tendency to move to
unified (or integrated) financial sector supervision often involves removing the banking
supervision function from the central bank, where it had previously enjoyed a relatively high
degree of independence derived from the central bank’s independence with respect to its
monetary policy functions. On the one hand, there is a concern that removing banking
supervision from the central bank will create a less independent function than previously

% The Basel Core Principles on Effective Banking Supervision have certainly drawn attention to
the topic. Core Principle 1 explicitly requires that the bank regulatory agency possess
“operational independence and adequate resources.”

7 See for instance De Krivoy (2000) on the Venezuelan crisis of the mid-1990s and Lindgren
and others (1999) on the East Asian crisis of 1997-98.



existed, also because discussions about unification have revealed greatly varying levels of
independence among regulatory agencies, leading to a debate about the appropriate degree of
independence for the new, unified agency.® On the other hand, the creation of a supervisory
superpower raises fears about too great a degree of power for this institution—in particular if
the institution becomes part of the central bank—thereby reopening the unsettled debate about
well-established accountability.

The case for RST will be made by drawing on analogies with two areas where the case
for independence has been already well established. The first is the regulation of public utilities
and other economic sectors where sector-specific oversight is required because of externalities.
A vast literature is now available arguing that regulatory independence accompanied by solid
accountability in general leads to more effective regulation and more competitive, healthier and
better structured sectors than when regulation and supervision is left to the line ministries
without clear mandates for consumer welfare. However, financial sector regulation and
supervision differs in key respects from the regulation and supervision of other economic
sectors because of the public good function associated with financial stability. Hence, the
second analogy is CBI, for which the arguments are now well established. Specifically, the
paper argues that the independence of regulatory agencies matters from the point of view
of financial sector stability for many of the same reasons that the independence of central
banks matters for monetary stability and that independence of both agencies will reinforce
each other in achieving the overall goal of financial stability.’

To make the concept of RSI operational, the paper sets out four dimensions of
independence—institutional, regulatory, supervisory, and financial. We discuss the importance
of each of these dimensions and suggest ways to achieve them. Because of the key role of the
supervisory function, it will receive more attention than it typically receives in the literature on
agency independence. ®

Arrangements for agency independence are by themselves not sufficient for effective
regulation and supervision. Institutional arrangements matter, the prevailing political culture

* It is self-evident that the arguments in favor of independence apply to all subsectors of finance.
5 A similar point is made by Lastra (1996) p.151.

® The literature on agency independence often only refers to “regulators” either because the
regulatory function is the dominant function, or in their dual function of regulator and
supervisor. With respect to the financial sector it is important to keep in mind the distinction
between both functions. As Quinn (1998} argued, both jobs might be performed by one and the
same person, but they perform different tasks—respectively rule-setting and rule-
implementation and enforcing—with different implications from the point of view of the topic
of this paper, as will be emphasized. The reader should bear in mind that when this paper uses
the word “regulators,” it is only for the sake of conciseness.



matters, and, most of all, proper accountability measures are fundamental to make independence
work. The paper reviews first the arguments in favor of and against housing the supervisory
function in the central bank, as well as the arguments used in the recent tendency to integrate
sector supervisory functions. It is recognized that RSI could benefit from the independence of
the central bank, as well as from the fact that several central banks have received regulatory
powers in their charters. On the other hand, conflict of interest and the danger of reputational
damage are arguments against having supervision in the central bank.

Subsequently, the need for checks and balances in the government system to make
independence work is emphasized. The fewer checks and balances there are, the easier and less
costly it is for the authorities to override or undermine agency independence. Given that a vast
number of countries do not have well-established systems of political checks and balances, it is
argued that other strategies are needed to convince governments of the importance of not
meddling with the financial sector, in the name of economic growth and development.
Assessments of the Basel Core Principles for Effective Supervision could be instrumental in this
regard, but interference in the supervisory work is harder to bring to a halt.

Finally, the paper stresses that the key to effective regulation and supervision implies
setting up proper accountability arrangements for the independent agency. Unbalanced
independence may open the door to industry capture or self-interest; the creation of new
institutional rigidities; over-regulation, which may lead to additional costs for the industry; a
slowdown in structural adjustment in the sector; and lack of communication with other layers of
government. Rather than regarding independence and accountability as being on a continuum,
involving trade-offs between the two objectives, the paper argues that it is possible to structure
institutional arrangements in such a way that these objectives can be seen as complementary.
We provide a set of criteria to ensure good regulatory governance.

The paper is structured as follows. Section II sets the stage by providing a few obvious
examples where the degree of independence appears to have been inadequate. Section III
reviews the case for agency independence and financial sector RSI. Section IV presents four
dimensions of independence in the typical case of {inancial sector regulation and supervision. It
also provides an overview of selected country arrangements in terms of the dimensions of RSIL.
Section V discusses arrangements to make independence work: institutional arrangements, the
need for checks and balances in the political system, and the issue of political control,
governance, and accountability. The chapter formulates a number of suggestions to establish
accountability. The main conclusions are presented in Section VI. The appendix presents an
overview of independence and accountability arrangements in selected countries.

II. EXPERIENCES WITH LACK OF INDEPENDENCE

The case for RSI can be supported by the actual experience of a number of countries
where inadequate arrangements to ensure the independence of the regulatory agencies have



contributed to the emergence of financial instability.’ Protection of weak regulations by
politicians and forbearance as a result of political pressures (preventing the regulators from
taking action against institutions that they were aware needed to be intervened) are the two most
common types of undermining the integrity of the supervisory function. This section reviews a
few cases. '

Korea prior to the 1997 crisis provides one example of the effects that a lack of
independence can have on banking supervision. Commercial banks were under the direct
authority of the monetary board (the governing body of the Bank of Korea) and the Office of
Banking Supervision. Specialized banks and nonbank financial institutions were under the
direct authority of the ministry of finance and economy. The ministry’s supervision of the
nonbanks was generally recognized as being weak and, moreover, created conditions for
regulatory arbitrage and excessive risk-taking, especially among commercial banks’ trust
businesses and merchant banks, which was a contributing factor to the 1997 crisis.? In addition,
the supervisors had the authority to waive requirements, which led to widespread forbearance
and which made enforcement nontransparent. (Lindgren and others, 1999). In the wake of the
crisis, in recognition of the weaknesses of supervision, Korea has reformed it supervisory
system to provide it with more autonomy and to eliminate the regulatory and supervisory gaps.

In Japan, the lack of independence of the financial supervision function within the
ministry of finance is also widely believed to have contributed to the emergence of financial
sector weaknesses (Hartcher, 1998). Although there was probably little direct political pressure
on the ministry of finance to exercise forbearance, the system lacked transparency and was
known for widespread implicit government guarantees of banking sector liabilities. Following a
decline in the ministry’s reputation as a supervisor in the late 1990s, the Japanese government

7 The case for RSI can certainly also be supported by cases were proper arrangements prevented
problems from developing. However, given the confidential nature of the supervisory function,
it is easier to provide examples of inadeguate arrangements that led to banking problems, than
to provide examples of cases where adeguate arrangements forestalled problems, and many
such cases certainly exist. Or, as Goodhart (1998) noted, “Supervisory failures have to become
public, but supervisory successes in averting crises have o remain secret, at least for a time.”

(p. 54).

® In general, in the Bast-Asian crisis (1997-98), there were very strong indications that political
interference in the regulatory and supervisory process postponed recognition of the severity of
the crisis and, therefore, delayed action and deepened the crises. In some cases, supervisors
were aware of the severity of problems in some financial institutions or subsectors, but political
pressure inhibited them from tackling these problems. Similarly, practices of forbearance and
lifeboat schemes to extend the life of problem banks inspired by political motives in earlier
periods raised expectations that such behavior would continue, leading to moral hazard and
inaction on the part of the supervisors (Lindgren and others,1999).



decided to create a new Financial Supervisory Agency, which would oversee banking,
insurance, and the securities markets and would be more independent and transparent than the
ministry of finance had been. The Japanese Financial Services Agency (FSA) is responsible to
the prime minister’s office rather than to the ministry of finance, an arrangement that was the
result of the authorities’ desire to remove the potential conflicts of interest inherent in the
ministry’s role as both the regulator and the promoter of the financial services sector (Hartcher,
1998). However, to the extent that the intention was to create a more transparent and decisive
agency, the results to date have been disappointing. Perhaps one factor contributing to these
problems may have been a lack of attention to the external conditions required for etfective
agency independence (see Section IV. B. below).”

Political interference in financial sector supervision is perhaps at its most pronounced in
decisions to intervene a bank or to provide it with government funds for recapitalization. In
Indonesia during the Habibie presidency, the Financial Sector Action Committee (FSAC),
comprising a number of ministers of economics and chaired by the coordinating minister, made
a number of intrusive interventions into the activities of the Indonesian Bank Restructuring
Agency (IBRA). For example, FSAC intervened to reject shareholder settlements that had been
negotiated by IBRA management and to demand that the bank recapitalization scheme favor the
indigenous business community over banks that were “Chinese” (Enoch and others, 2001).
These political interventions served to undermine the credibility of the bank restructuring effort,
and particularly the requirement of uniformity of treatment. Just like day-to-day supervision, the
credibility of bank restructuring is significantly enhanced if it is under the direction of an
agency with a strong and independent board.

In her account of the Venezuelan banking crisis of 1994, Ruth De Krivoy lists
ineffective regulation, weak and dispersed supervision, and political interference as major
factors contributing to the weakening of the banks in the run-up to the crisis.' Among the
wealth of lessons that she draws from this deep crisis, she strongly argues that lawmakers
should “make bank supervisors strong and independent, and give them enough political support
to allow them to perform their duties” (De Krivoy, 2000, p. 207).

III. THE CASE FOR AGENCY INDEPENDENCE

This section briefly reviews the need for financial sector regulation and supervision and
builds the case the RSI. We thereby draw on analogies with agency independence in other
sectors as well as CBL

® Part of the confusion arises from the existence of a minister for financial services whose
position is not recognized in the legislation, but who steers the agency and acts between the
agency and the prime minister.

10 See De Krivoy (2000).



A. The Case of Financial Regulation and Supervision

A government needs to secure a credible commitment to regulation, pursuing only the
tasks that are necessary to correct unambiguous instances where the private sector, left to itself,
produces market failures or suboptimal results compared to a situation with public regulation.
The three main reasons for regulation are (a) to avoid the danger of monopolistic exploitation;
(b) to promote systemic stability (the externalities argument); and (c) to provide protection for
smaller, less informed clients (the information deficiencies argument) (Goodhart, and
others, 1998, p. 4). Cases (b) and (c) certainly apply to the financial system and, as such, justify
government regulation of the sector.

However, compared to other sectors where regulation is justified on the basis of the
above criteria (utilities, communications, and other sectors producing externalities), the
financial system (and in particular the banking system) performs a special function in the
economy that justifies a more elaborate system of regulation and supervision. This special—and
indeed unique—function is that the sector plays a key role in the achievement of financial
stability, which is now generally considered a public good."!

Achieving the goal of financial stability not only justifies more public regulation but
also a more prominent role for supervision than in any other sector, where supervision typically
remains at a more superficial level and is mainly compliance-driven. Banking supervision takes
the form of off-site analysis, extensive on-site inspections, and several additional types of
monitoring and/or intervention when financial institutions enter the “trouble zone.” The banking
supervision function may even include “court-type” powers to resolve troubled institutions,
whereby very fundamental issues, like the taking away of ownership rights, need to be dealt
with. The implications of the key role of supervision will be analyzed in subsequent chapters.

B. The Case for Agency Independence
General considerations

Once the need for public regulafion has been established, the focus moves to the most
effective institutional arrangement to organize and enforce regulation and supervision. Over
time, various arrangements have been tried to achieve this goal, but theory and practice are
converging on the view that independent regulatory agencies offer the most adequate solution to
the need for good regulatory governance.

! See, among others, Crockett (1997), White (1996), and Goodhart (1998). The latter
disaggregates this special role of banks into several areas (a) their pivotal position in the
financial system, especially in clearing and payments systems; (b) the potential systemic
dangers stemming from bank runs; (c) the nature of bank contracts; and (d) adverse selection
and moral hazard associated with the lender-of-last-resort role and other safety net arrangements
that apply to banks. Each of these aspects are building blocks of financial stability.



Delegation by the legislature of the authority to regulate has been common practice for
several decades. The main motive for delegation is the amount of work involved in regulating
and supervising specific social and economic activities and sectors, in combination with the
growing complexity of such work. Such delegation can take two forms. The first approach,
delegation to a government agency, a specific minister, a local authority, or another official
body, has been common practice in most countries for many decades.

The second type, delegating regulatory powers to independent agencies—as opposed to
government agencies—is of a more recent origin and not (yet) as widespread and ac:ce:pted.12 In
addition to the advantages associated with the first type of delegation, independent regulatory
agencies theoretically offer the advantage of potentially shielding market interventions from
political interference and improving transparency, stability, and expertise of the regulatory and
supervisory process, particularly when responses are needed for complex situations.

Agency independence has two dimensions—independence from political interference
and freedom from “regulatory capture.” Agencies that suffer from regulatory capture identify
industry interests {or even the interests of individual firms within it) with public interest. The
fear of industry capture was popularized by Stigler’s (1971) seminal article that stimulated the
principal-agent debate. He demonstrated that bureaucracies respond to the wishes of the best-
organized interest groups rather than to political directives or to the public interest. This fear of
capture by interest groups has been heightened in the case of independent regulators because, by
definition, political control is weaker, and therefore the risk for capture by other groups greater.
Just like political pressure, industry capture can indeed play a role in undermining the
effectiveness of re:gulation.13 Rules may be formulated with a view to minimizing industry
costs, rather than striking an appropriate balance between costs and benefits. Rules may also be
applied inconsistently, with individual firms winning case-by-case exemptions from regulatory
requirements.

On the other hand, the need for political independence has created a long-standing
fear—also part of the principal-agent discussion—that independent agencies would be outside
political control, not be politically accountable, pursue their own agendas that may go against
the agenda of the political majority in democratic regimes, or—see above—be captured by

12 Independent regulatory agencies have existed in the United States since the 1890s (the first
one was the Interstate Commerce Commission, which became the model for other similar
bodies, including the Securities and Exchange Commission), even though their actual degree of
independence has varied over time, in line with political moods. In other OECD countries, such
bodies have been established in more recent years, fueled by such factors as privatization of
formerly publicly-owned utilities, reform in Europe inspired by the Single Market, WTO
agreements, and by policy advice from IFIs.

13 Political oversight has indeed often been justified on the grounds that regulatory capture
needs to be contained.
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private interests.”* Some authors have branded independent regulators as the “fourth branch of
government”, implying that they were outside the control of the traditional three branches that,
through checks and balances, keep mature democratic systems in equilibrium. These justified
fears point to the need for proper accountability mechanisms to balance the advantages of
agency independence, as will be discussed in Section V.

Achieving both types of independence, political and industrial, is essential. However, the
element of political independence draws special attention from the point of view of financial
stability, given the vested interests that many national governments still have in banking and,
therefore, in bank regulation and supervision. There is a long and diverse track record of
evidence of political interference leading to a weakening of regulatory and supervisory
arrangements. In the specific case of financial institutions, industry capture could in some cases
be a disguised form of political capture if bank owners are politically connected.

Regulatory reform of utility sectors and other economic sectors that are deemed to
produce externalities, has been the worldwide focus in recent decades. A growing body of
empirical evidence provides support for the view that independent regulators in these sectors
have lent more efficiency and effectiveness to the regulatory process and led to smoother and
more efficient operations of the markets. The Organization for Economic Cooperation and
Development’s (OECD) work in this area has been quite instrumental. Independent regulatory
agencies are increasingly seen as a necessary component of modern regulatory governance, and
as such, represent a sound improvement when compared to regulatory functions embedded in
government ministries without clear mandates or objectives (OECD, 2000). Jacobs (1999)
points at the growing evidence that the market impact of market opening in the telecom and
public utility sectors has been the greatest where independent regulators have been most
prevalent. Also, in a study on the history of regulatory agencies in the United States, Wood and
Waterman (1991) conclude, “... the agencies most responsive to executive influence, ganged by
the magnitude and duration of change, were those situated in the executive departments... On
the other hand, the agencies with the most stable output were the independent regulatory
commissions” (p. 823).

Central bank independence and RSI

The growing recognition that financial and monetary stability are two sides of the same
coin when it comes to macroeconomic stability, invites to arguing for RSI along the same lines
as for CBI. Moreover, monetary and financial stability interact very closely. Thus, it can be
argued that (a) bank regulatory and supervisory independence is for financial stability what
central bank independence is for monetary stability; and (b) that independence of the two
agencies in charge of monetary and financial stability would have a mutually reinforcing

1 Kane’s work (Kane 1990) on the savings and loans crisis (S&L) in the United States for
instance, shows that supervisors were swayed by self-interest to behave in ways that do not
maximize social welfare.
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effect.”® The unique position of financial sector regulators and supervisors and the central bank
with respect to the public good function of financial stability distinguishes these two agencies
from other regulatory agencies in that their function is broader than that of other sector-specific
regulators.

Two analogies between the case for CBI and RSI are worth exploring. First, if the
authorities wish to ensure the safety and soundness of the financial system they need to establish
a credible and stable set of regulations, which include rule-based exit policies for weak or
insolvent financial institutions. Short-term political objectives do not always coincide with this
need for a clear and stable set of rules and regulations. Politicians can notoriously be influenced
by short-term factors—ranging from the latest newspaper headlines to a large donation from a
wealthy supporter, or pressure from mighty economic sectors. For these reasons they may be
tempted to interfere with the regulatory (and supervisoty) process to achieve an outcome that
fits in with their immediate goals. But interference has its costs, especially the loss of
consistency in regulatory decision-making and the creation of moral hazard. If the regulatory
function is not perceived to be stable and credible, and the rules by which the sector is regulated
are subject to political pressures, potential investors may defer investment decisions and the
development of financial markets and institutions will be hampered by a regulatory system
unable to demonstrate the necessary degree of independence from political interference.
Similarly, if supervisory intervention is perceived to be ad hoc, or biased, the agency loses its
credibility.

The second analogy is directly related to the time inconsistency literature (Box 1). Bank
liquidations are typically politically unpopular since they can result in genuine hardship for
depositors and other creditors, many of who will also be voters, Vote-maximizing politicians
with shorter time horizons than supervisors may be concerned about the short-term costs of
bank closure, whether fiscal, in terms of lost votes, or in terms of lost campaign contributions
and will be sensitive to demands of these groups, particularly if they are politically well-
organized. Politicians may be tempted, as a result, to put pressure on supervisors to organize a
bailout, exercise forbearance or grant dispensations from regulatory requirements to avoid
short-term costs. But short-term forbearance may be the cause of higher longer-term resolution
costs (Macey and Miller, 1997). Another way of looking at the issue is that, because of the
intertemporal nature of financial contracts, the implications for the government budget of
delayed resolution of problems banks are not obvious to the politicians. Hence the need for
qualified, well-informed and independent supervisors.

' Increasingly, central banks are taking an active interest in financial stability from a macro
stability point of view (several central banks, including The Bank of England, the National
Bank of Hungary and the Riksbank of Sweden have started publishing financial sector stability
reports), and these efforts are complemented by the supervisors who take an interest from the
micro stability point of view. See Brealey and others, 2001 for an overview.,
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Accordingly, politicians face the same incentives in relation to failing banks as they do
in relation to the goal of price stability. This would imply that any preannounced rule-based
policy for financial sector resolution set out by a government department would not be believed
by rational agents, who include bank owners and managers. The latter may be tempted to
undertake high-risk activities in the belief that the authorities’ reaction function in practice will
differ from the preannounced rules. Hence the need for an agency with a substantial degree of
autonomy.

Box 1. The Case for CBI: Overview of the Arguments 1/

The modern case for CBI relies on the inflationary bias that otherwise would be present in
monetary policy. It attributes the inflationary bias either to the dynamic inconsistency of
monetary policy over time or to the revenue motive of the inflation tax. The latter occurs
when the fiscal authority weighs the social cost of inflation inappropriately.

The dynamic inconsistency of monetary policy is a special case of the time inconsistency
literature (Kydland and Prescott, 1977). Time inconsistency emphasizes the need for a
credible and binding precommitmuent to a particular mandate that prevents violations ex post.
According to the theory of central bank independence, politicians seek to maximize their own
welfare, especially short-term electoral gain, rather than the public good. It also assumes that
voters feel the immediate benefits of government attempts to stimulate the economy, but they
do not experience the inflationary consequences for up to 2 years later (i.e., after an election
has been held). These factors suggest that politicians have a strong incentive to prefer
economic expansion. Given that politicians face such an incentive structure, rational agents
will disbelieve the authorities’ commitment to price stability and behave in ways that prevent
the authorities from achieving their original goals. Central bank independence is one way---
although not the only way—of formulating a credible and binding commitment to price
stability. One way of achieving credible commitment, as Rogoff (1985} argues, is to place
monetary policy in the hands of a person or institution who weighs inflation deviations more
heavily than in the social welfare function—the “conservative central banker.”

1/ For a review of the literature on CBI, see e.g., Eijffinger and de Haan (1996); Gros and
Thygesen (1992); Alesina and Summers (1993); Cukierman, Webb, and Neyapti (1992).

An important objection to this analogy is the argument that the incentives faced by
regulators differ from those faced by conservative central bankers. This is, in essence, the
critique of regulatory forbearance developed by Kane (1990). In this account, regulatory
forbearance arises from the self-interested actions of regulators rather than those of politicians;
the incentive structure faced by regulators encourages them to “sweep problems under the
carpet” at least until the regulator has left office. While Kane’s analysis is important in drawing
attention to the need to consider regulators’ incentive structures, remuneration arrangements,
and accountability measures, many would argue that his analysis takes an unduly cynical view
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of the motivation of most regulators whose observed behavior does not correspond to that
predicted by this model. Moreover, to the extent that Kane has built his model on the observed
behavior of regulators during one particular episode—the S&L problem in the United States —
alternative analyses of the same episode place greater emphasis on political interference than on
the self-interested behavior of regulators in triggering the crisis. More generally, politically-
induced forbearance is more likely to occur than regulator-induced forbearance.

There is one important difference between RSI and CBI—and by extension, between
RSI and the general debate about agency independence. As Lastra and Wood (1999) note, RSI
would give supervisors to some extent “the coercive power of the state against private citizens”
when they are involved in revoking bank licenses. This is a power that has no equivalent in the
powers given to independent central banks, Far-reaching though granting of these powers is,
this should not be used as an argument against granting independence. On the contrary, as
argued in later sections of this paper, the implications of granting such powers should be fully
accepted, namely by recognizing (a) the need for well-established accountability arrangements
to prevent abuse from this power; and (b) the need for high-qualified and well-paid supervisors
of high integrity.

IV. INDEPENDENCE—ITS FOUR DIMENSIONS

With RSI, as with CBI, it is useful to distinguish at the outset between goal
independence and instrument independence (Fischer, 1995). This distinction enables us to
separate the overall objective which the regulatory agency is required to achieve, and which is
established in the law creating the agency, from the actual formulation and implementation of
supervisory and regulatory policies (“instrument independence”) that can be safely left to the
judgment of specialist officials. Hence, politicians have a proper role to play in setting and
defining regulatory and supervisory goals, but regulators need to have the autonomy to
determine how they should achieve them—and also be accountable in the event that they fail to
achieve them.

To make the notion of instrument independence operational, we identify four different
dimensions or building blocks that together define independence—regulatory, supervisory,
institutional and budgetary independence. The regulatory and supervisory dimensions form the
core, while institutional and budgetary independence are essential to support the execution of
the core functions. Regulatory and supervisory independence can hardly be achieved without
solid arrangements underpinning institutional and budgetary independence. They provide the
operational independence that underpins instrument independence. Disaggregating the
monolithic concept of independence also allows one to some extent to consider different
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combinations that offer a satisfactory degree of independence in a given constitutional, Spolitical,
and institutional framework and to tailor the accountability arrangements accordingly.!

A. The Four Dimensions of Independence

Regulatory independence

Regulatory independence refers to the ability of the agency to have an appropriate
degree of autonomy in setting (technical) rules and regulations for the sectors under its
supervision, within the confines of the law. In addition to the main arguments that justify
regulatory independence in general—fast action when needed, stability, and expert input in the
process—two sector-specific arguments should be emphasized.

The first one concerns the imperatives posed by internationalization. Given the
importance, complexity, and growing internationalization of the financial sector, regulators need
to be in position to adapt prudential rules and regulations quickly and flexibly to international
best practices, in response to changing trends, conditions, and dangers in the international
marketplace.” The second one is an ownership argument. It can be expected that supervisors
wil