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The recent decision of the UK government to bonsai the Financial Services Authority (FSA) is

critical to the future of independent regulatory authorities (IRAs) everywhere. This event is

significant in several ways: in designing and structuring regulation of financial markets;

autonomy and accountability of regulators; contracting to solve the agency problem and finally,

the institutional mechanism of governance in general.

In order to understand the full implications of this event, we need to analyse the architecture

of IRAs. They have been considered the most important governance reforms in the past few

decades. Though some of the central banks had been performing certain oversight functions

and are independent and autonomous with respect to their monetary policy responsibilities,

IRAs as institutional innovations are of recent vintage. Interestingly, the FSA is one of the

youngest.

The logic behind setting up of IRAs was simple. States need agents, i.e., specialised

institutions with powers to address dynamic issues that require a speedy response. The

traditional mechanism of state action through its conventional branches of executive and

legislature was considered a long drawn process. The ideal candidate for such speedy

mechanism of governance is the financial markets. Modern financial markets work at

lightening speed with the help of hi-tech tools. Money is fungible and transferable across the

globe, though subject to varying national restrictions.

The architects of governance institutions, however, were aware of the potential agency

problem in delegating responsibility. The agency problem arises both on account of

information asymmetry as well as moral hazard emanating from adverse selection. The

remedy is to draw up a contract, very often a statutory one. But given the high information

asymmetry haunting financial markets, such contracting would be imperfect and a legal

centric approach alone is expected to produce only a limited result. Given this, the agency

problem is perennial, almost embedded in the scheme of delegation to the IRAs. This would

inevitably result in difficulties for the principal as its objectives would not be fully met.

The issue of autonomy and accountability has been another area of conflict between the

principal and the agent. Although contracting through a legislative framework tries to address

this problem, its limitations kept some of the windows of potential disputes open. IRAs

across the world are accountable to the legislature but their accountability to the executive

often creates ripples. In order to resolve this conflict, in many countries, particularly with

advanced institutional structures, IRAs were given almost complete autonomy from the
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executive and made accountable only to the legislature. This has, however, widened the

scope for simmering conflict between the executive and the IRAs because the executives

head is accountable to the legislature for the actions and inactions of the IRAs.

IRAs are extremely powerful creations with legislative, judicial and executive powers, while

in statecraft these functions have been assigned to separate agencies to facilitate mutual

checks and balances. Given that even the sovereign has not vested all powers in a single

entity, IRAs became a centre of jealousy with their curious mixture of unbridled powers.

Along with the autonomy they have in their design and with super-organisational powers,

IRAs became empires-within-empires in no time.

There were sceptics of IRAs from early on. Particularly relevant was the powerful argument

advanced by George Stigler in the early 1970s about regulatory capture. In its simplest form,

it was argued that the regulatory agencies would come to espouse the cause of the industry,

which they are supposed to regulate rather than the cause of the consumers for whose

benefits regulations were to be made. Regulatory capture and regulatory bargaining in a

multi-regulatory environment provided a strong concoction for their lethargy, which was

magnified into regulatory collapse in the run-up to the recent financial crisis. Some of the

observers termed this as self-tying up to the mast to listen to the Sirens song, culpable

homicide, when they became parties to the building of the global financial crisis. This crisis

also brought out the incapability of the regulators to take advance action, although they were

expected to be closer to the ground reality.

Within a short period of mushrooming growth, the wind had started blowing against IRAs.

Even before the crisis, questions about their unlimited powers (and to a certain extent

unnatural in comparison even with the state), relative lack of accountability (democratic

deficit to some of observers) were asked. Their unwillingness to cooperate among themselves

and take concerted action in multi-regulatory contexts was a major embarrassment to the

governments in several jurisdictions. Their failure in preventing and resolving the crisis

resulting in the state having to fire-fight ensured that the IRAs enjoying the Sirens song were

in fact their hearing their swansong.

It is said that regulatory changes are rarely made, except in response to crisis, but this time

around many became sceptical about the speed of action asfor about two years, there were

only discussions and draft papers. Still, finally the speed with which the axe fell on the FSA

was rather surprising. Particularly because the FSA was considered the new model of

regulatory architecture, a powerful super regulator. The irony is that failure occurred

irrespective of the regulatory structure; whether it was single or multiple regulators ruling the

space. The epicentre of the crisis had many regulators and that too at different layers. If

regulatory failure was not unique to any structure why did FSA become the victim Further

the UK is not replacing the IRA, it is only substituting it. Effectively the Bank of England

takes over as the super regulator. If in the next crisis (not unexpected in a bubbled global

economy) the Bank of England fails, will it be closed down

Our initial fears on moral hazard and agency problems of delegated governance are haunting

us with greater force. In an increasingly integrated but asymmetric world, what is the ideal

institutional structure for market regulation and governance If a failed agency is substituted

by another agency does it solve the problem Will the growing disenchantment with the

Tweets from 
@FinancialXpress

Financial Express
·@FinancialXpr… 10m

#DelhiMetro operations on a section 
of the busy Busy Line will be partially 
curtailed in the initial few hours on 
December 11 due to a planned 
maintenance work, officials said on 
Saturday.

financialexpress.com
Operations to be partiality curtailed 
on Delhi Metro’s Blue Line section o…

https://googleads.g.doubleclick.net/aclk?sa=l&ai=CKRrxaVuUY9jTD6661AamiLj4D6j5-ZRsn9Wb7rQR1fTKswYQASDApasjYOXC5IOkDqAB64rwmgPIAQKpAvSSgzCgGUo-4AIAqAMByAMIqgS9Ak_QfTC1x1Ipf-y_jVxjxmBMfgMdHY12I4TrJpKOKQSGiU2rn-S33Yn3WX97wvKSXt3A875CCfuRnpjMPA34vB7TJpFhhWeHQyZJulo_4Hx352Z-Q4rUm_BkIc2AfkPsRcFaHXTigiLf-xL52PtQyJrkqM3YUnEAjvKLkKMlhCSPpOmwpxvcyCt6sY_ycmXHIrfRwlyNmYYm3VHhxobo93T8FBBSUMESvmOGVgfjy248qkzx0VuTLbm_1oCf2rkgdcuW4t8tsGxSKOjG4ZQGGakvqAGmT_fnMxCgk1RsOMGY_WDwlDizbhY_lxjEzfv0KUpnh6-azD82VK-9f1jR8rymjvItkggWAw0DyZS2YEeR8Rv6FkXH6QFF2HR1rOiZbTnKhv2dEs8Kx1g6BU9ZYwH8JVJpoP03xstSjG5nwASdkMjn3wPgBAGgBgKAB6z_-WeoB47OG6gHk9gbqAfulrECqAf-nrECqAeko7ECqAfVyRuoB6a-G6gHmgaoB_PRG6gHltgbqAeqm7ECqAf_nrECqAffn7EC2AcB0ggPCIBhEAEYHTICigI6AoBAsQnW4bcisswLL4AKA5gLAcgLAbgMAdgTAtAVAfgWAYAXAQ&ae=1&num=1&cid=CAQSPADq26N9Uj3jZysSwcL6F9FYIBH680ABYTBAEgTG8jNOigcgMy3-syMSGp-MN7BX68efL9VxS1xTOarwqBgBIBM&sig=AOD64_0PivLIiGcBLC103D54obHUal_Zaw&client=ca-pub-5227748429508049&nx=CLICK_X&ny=CLICK_Y&uap=UACH(platform)&uapv=UACH(platformVersion)&uaa=UACH(architecture)&uam=UACH(model)&uafv=UACH(uaFullVersion)&uab=UACH(bitness)&uaw=UACH(wow64)&uafvl=UACH(fullVersionList)&nb=2&adurl=https://www.theleela.com/the-leela-palace-udaipur/special-offers/joy-of-christmas%3Futm_source%3Dgoogle%26utm_medium%3Dcpc%26utm_campaign%3DGDN_placement%26gclid%3DEAIaIQobChMImKzL_ufu-wIVLh3VCh0mBA7_EAEYASAAEgIy4fD_BwE
https://adssettings.google.com/whythisad?source=display&reasons=AXLQBRwQ4cLmwqggWbhTqG5R_ctWXM6Sb3oLNTx3rEVripH_tRoLWu5oGWzjtzDxL7-rmNwIFBHrQ4YyVELfcGfdn9xgBBy66cs-eshWffgsnxCrj7I_tV7st969la8t0Zm3oK2mt9Klclp3k4jIUaBTyEBNJjUvhE8a2whWiDol_5U-7u2kSbXd-dNqPJQMcW5PGobUd_Cw9kB25hkCSpK2ePJ33YuXL_3CEC72ljYEOkO3iXgo8U1Z2reiMUwdXoTqI6Kn_hmnmoTdSZABMW8yHGE3PbeqwiXkWdJ35bZuKpc4m_lkVYk8PZ_OGsbW7dlP5WievKJkD8EkEVzGPXABftV1x61ZZrXTxGr90G1kQF95EvMelz4bSiRAalRP5dKUzovylRAHwE1nMlDAY9UBZf1kSfg8ht3uvR8spGcBNdj7G28RfW5yU8zBkDf48HHzXJIcYoXvK-pWZOaYkL0McrCFbm1KUpq_TIkD8lMBiktJoPeA8o9Dv0GISe8fRcNqm0WadMrbQZfJThiaJ8SMwdadleplSlxRukVHSP_hNnQ6io618YkmkEHvsy7lbDNUA646z_UDNoQJwFSsbvWfjJ5c6_htxiKMa92Vx4PZUmUJ-01DvfdOm6M8TPwhwh3LDW3QGd8qmODQPLQvDm0fLIocrPyOMUyl9_6W8YlnBm43soLGHn5oSmt5oNMhMn4Ln0y91-pFgUCryQbeVpVu4oAx4Kkz4eM5Fqt2hqo_uaVBAwhAoYuW-sZeLX31PdqnsnWuYOAnrpZ0gTNdO78G6YSjDeGZddknR9JOo9GfwAuguPQtZUu34jav6PQT_L5ATMFGn_GnYcc1eOReDZX28swhzsAdk_ltfkwFFtMXdLy0DvT0APGlExjlQE_pEW2bk0b_hYxIDNQ_xx-38fhJ066joGV34AwF0pHShJwebMTti94XmlTejci8lo9ZDVOdtqEYKYe2xJgl5YpUt0blyGg427HBY0tl3Q4TMrDun6hrfDy-FHbqKzwuRXTV3eNP_ZJptEJGE1DzMncMolMqKN8oyI7lOKZs5zHowkXBYVEQjbsu7gg6Kg-R82bnwEvKgmYAzU8EUnuD2xLQ1Xbx1MITkQbPzYgFyrBWJNGszbfhK7GBiSI1tBzmsC6YK91GL0BJl8wczES10SYgl2CqWuJN8md999Qx-qMlya1R61zPAJFoF2sfFb_Cna7AizsQzv-M3LQckAvyzhJ0fPN9lcMuLC8APFdb0m2tlnOyyZMsD41Y3RByMgeOe0obZJPzPaalM14OQXN806GkvH_5092HoK7Noz6icgl4bhKJdyPm_cBfuKFGVe7aJf5TnLcref5Bzl9uvXASRofFzOHbd75_z9H5EMBXr-hjiiHCq_AgfhqKcCQTSQPL0wmq2tZKENC55p-tob3FdDn2VAN-8JY36eyUA-NvUNpPoXeGBcauNVEsyTczqM_7ppRzLkz03aZmm8EC2SrzfZ9f-A4ZBdVb9EweRxgJOKtPxQ9gqS1Z09fJEPqAg8hrsDUYy2Lyf10xN6GSDQFX3l4uxwQYAT-2dgCQLvHGH4MUvNJWBMxibUVWpli9YOxw1ZgaxWyVmybwJrRXF-C_SBs2ewxE--h6_AyHnRBkdOAjMpuOuqmx_os3U9rJO1ZQgUR9g0hYL8ZFKm5rXDzLwwiSzTNMt-Ig_RHQ_5h21fVmnPMCoFgIGYHIOdoFIKQ3X4XH9FSxfPH6yjMfgDbPF-bE_gAsm2CaM8NqPc2CzpDxq8-t7nhQPvocjR6o-FqDI_aiRW1y5QBRj1k17UkfaDe1Pa9zkS5M8646RhPXiuE0GJxni8lndbHFAdGNi6vEukZ9zKEPGPwih0KqpyemPPMCtt2JYD4cRzfHU4I
https://twitter.com/FinancialXpress?ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es2
https://twitter.com/FinancialXpress?ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es2
https://twitter.com/FinancialXpress?ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es1_c1
https://twitter.com/FinancialXpress?ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es1_c1
https://twitter.com/FinancialXpress?ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es1_c1
https://twitter.com/FinancialXpress/status/1601517352058728449?ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es1_c12
https://twitter.com/hashtag/DelhiMetro?src=hashtag_click&ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es1_c14
https://t.co/qxEaSa91Hp?ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es1
https://t.co/qxEaSa91Hp?ref_src=twsrc%5Etfw%7Ctwcamp%5Eembeddedtimeline%7Ctwterm%5Escreen-name%3AFinancialXpress%7Ctwcon%5Es1


12/10/22, 3:41 PM Whither independent regulatory authorities

https://www.financialexpress.com/archive/whither-independent-regulatory-authorities/653520/ 3/3

delegated regulatory model post-crisis lead to the State recalling the powers of the IRAs,

making them perhaps the shortest experiment in institution building So far it seems the fear

was only for the market players on the possibility of stiffer regulation. These existential

questions, however, have created fear in the psyche of the regulators as well. The recent

financial crisis has resulted in one more uncertainty, uncertainty about the shape and fate of

independent regulatory authorities. This will throw the reluctant institutional innovations in

emerging markets into further flux.

CKG Nair is with the finance ministry and MS Sahoo is with Sebi. Views are personal
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