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Abstract:

Our commitment to democracy has led to a concern about bureaucratic accountability.
We envision bureaucrats as lgeimeld responsible by elected officials, in the hope that
the desires of elected officials embody the public interest. But there are reasons to expect
that elected officials will systematically deviate from the public interest, especially when
voting overmulti-dimensional issues, when groups of the electorate are inequitably
organized for political lobbying, or when the public is rationally ignorant on the issues.
This paper offers a rationale for usimglependenbureaucracies as one component of a
constitutional scheme of checks and balances, to improve overall democratic
accountability. Delegation to bureaucracies can be shown to produce credible
governmental commitment to property rights and the rule of law, but only if the

bureaucrats amotresmnsive in the short run to the-edection goals of public officials.



In modern societies, bureaucracies play an increasingly important role in both
public and private affairs. In the face of ever growing complexity, bureaucrats are called
upon to do muclof the work of government, from the creation and development on to the
actual implementation of policy. For a democratic society this raises many difficult
guestions.

Democracy, as a form of governance, is generally thought to imply Orule by the
peopleO It has been defined in many ways. The existing conceptions range from simple
majority voting where political participation is minimal to elaborate forms of deliberation
and debate with many levels of participation by the citizenry. Despite their ddésrai
of the available conceptions share at least one basic idea: that democracy entails
governance that is related in some important way to the values and interests of citizens
themselves. And almost all of these conceptions emphasize a relatedatieacth
individual citizenOs values and preferences should be related in a similar way, that each
citizen should have an equal opportunity to affect the outcomes of the governance
process.

Direct democracy, where government decisions are made bytladl oitizens as
one collective group of free and equal participants and thus the connection between
citizen preferences and government outcomes is purportedly immediate and assured, is
one oftercited institutional means of achieving this goal. For thedsied reasons, this is
an impractical option for modern complex societies. As an alternative this relationship
between preferences and outcomes is commonly manifest in some institutional
connection between the citizens and the government officials whoandkearry out

policy. Representative democracy with periodic elections is the most common example.



Here the legitimacy of government policy is primarily maintained by the ability of
citizens to hold elected officials accountable for their actions.

But what do we make of the democratic connection when policy is not the product
of elected officials, but rather that of unelected bureaucrats? This fact raises the
possibility that the equality condition will be violated, as the preferences of unelected
bureaucats might have greater influence over government outcomes than other citizens.
And this, in turn, raises concerns about the basic connection between citizen preferences
and government policy, as it opens up the possibility that government policy will not
reflect in a basic way the interests of the people as a whole. Such possibilities raise basic
guestions about the underlying legitimacy of the democratic process. In doing so they
force us to think about the basic role of bureaucracy in a constitutionakdacy.

This question has contemporary relevance in regard to many of the controversies
that have characterized the recent Bush administration. There has been a growing concern
from many circles about the extent to which elected officials seem todmiylir
intervening in the activities of governmental agencies. U.S. attorneys have long been an
example of autonomous federal bureaucrats (Whitford XXXX), but the recent firings of
8 U. S. attorneys seemed to indicate a increased degree of politiciZBtieriederal
response to the Katrina disaster raised doubts about the qualifications of leading FEMA
officials; FEMA director Joe Allbaugh had no direct experience in disaster relief, but had
been National Campaign Manager for the Bush 2000 campaignwablreplaced as
director by Michael Brown, a college friend who had been commissioner of the Arabian
Horse Association. A congressional report revealed that Bush inspectorsigeheral

front line against corruptidt had much less auditing experience ame much more



likely to have had experience in political jobs and raising campaign contributions. A
Medicare actuary whose estimates of the cost of the Bush prescription drug plan was
threatened with firing. A number of scientists reported polipcassure from the Bush
administration, most notably a climate scientist pressured not to speak out about global
warming.

One response to these developments (quite consistent with priaggaty
theory) is that political control from the Bush admirasitn is appropriate and entirely
defensible. After all, Bush was duly elected president, and selecting public officials for
responsiveness to Bush administration policy initiatives is a manifestation of Sbntrol
even when it means silencing scientistowlave a contrary view on such issues as
global warming. On the other hand, the same developments cause a deepening concern
in other quartef$ a concern that seems to be grounded in the view that there should be
limits to political intervention in bureauatic decisiormaking.

This recent debate raises issues that have been of long standing concern in
American life. This was at the core of the Progressive agenda in the late nineteenth and
early twentieth centuries. One of the strong thrusts of the €ssige argument was that
political interventions in government bureaucracy breed corruption and waste and that
these are detrimental to achieving the goals of a democratic society. The accompanying
reform movement sought to institutionalize constrainttherefforts of elected officials
to influence agency decisianaking.

In this paper we will reconsidéne role of bureaucracy in a constitutional
democracy. If we start from the view that democracy entails governance that is related in

some important wato the values and interests of the citizens themselves, what role



should bureaucrats play in the enactment and implementation of public policy? In
answering this question we will contrast the main models of bureaucratic activity in the
political economyiterature and discuss the implications of the different models for
democratic decisiomaking. We will argue that the dominant perspective on
bureaucracy, the principalgent model, is unable to provide an adequate and persuasive
answer to this questiokVe will suggest that our understanding of the proper role for
bureaucracy would be enhanced by paying greater attention to an alternative model that

highlights the role of bureaucrats as OtrusteesO of theetominterests of citizens.

|. The PrincipalOs Problem

Weingast (1982) and Weingast and Moran (1984) argued that results borrowed
from principatagency theory in economics are applicable to the relationship between
congressional oversight committees and bureaucracies. In particular, they aagued th
oversight committees are able to manipulate the incentives of bureaucrats in such a way
as to achieve outcomes preferred by the committees, despite contrary preferences by
bureaucrats and despite their own informational disadvantages/igshe bureacrats.

In other words, they argued that the primary drivers of bureaucratic outcomes were the
preferences of congressional principals.

Principatagency theory was developed to understand transactions between
individuals (such as automobile owners) wiave an informational advantage-Visis
some other actor (such as the automobile insurance company). The automobile owner
knows things about her driving habits (Does she talk on the phone driving while parking

her car at the mall? Does she parkdsrunder a nice shady tree that could drop



branches on it during a windstorm?) that are not knowable by the insurance company at
any reasonable cost. If she were uninsured, she might well limit those hazardous
activities, but once she is insured, tistie may be guided more by her own convenience
than the risk of damage to her car. This tendency to exploit the information advantage is
known as Omoral hazardO.

Because of the moral hazard, the insurance company may regretfully have to
decline to insurdully the driverOs full risk. Her earnest claims that she intends to drive
carefully are not credible, because she has no incentive to avoid damage to her auto once
she is fully insured. The result is inefficient, because both the automobile owrteeand
insurance company would prefer a finlsurance contralstif only the automobile owner
could credibly commit to safe driving (Shavell1979).

In economics, principahgency always takes the perspective of the principal (the
auto company) rather thélme agent (the auto owner) (Laffont and Martimort 2002;
Salanie2005). The principalOs (insurance companyOs) problem is to control the moral
hazard of the agent (auto owner). As Moe stated in his excellent summary, OThe agent
has his own interests at heand is induced to pursue the principalOs objectives only to
the extent that the incentive structure imposed in their contract renders such behavior
advantageous.O (1984: 756)

The solution to the principalOs problem is an incentive scheme that makes the a
ownerOs webeing contingent on the same outcomes as the insurance company. OThe
Principal should choose the contract . . . that maximizes his expected utility while taking
into account the consequences of this contract on the AgentOs decisiorlQ&p (o

example, with a deductible clause, the automobile owner is still liable for (say) the first



$500 of damage done to her automobile by parking lot mishaps or falling branches. As a
result, the auto ownerQOs driving habits me¢te closely mondred, or sanctioned,

because her choices (to avoid damage to the auto) are now aligned with those of the
principal.

Furthermore, principahgency theory takes as its goal the contractual solution that
guarantees the most possible rents for the princigaid the ideal solution is one in
which the principal makes a Otdker-leaveitO offer that captures as much of the rents
from the transaction as possible; the prinegggnt model Oallocates all bargaining
power to one of the partigSGhe principd And as a result, Oit gives all surplus to the
PrincipalO (Salanie 20056).

Weingast (1984) pointed out that the information asymmetry between
congressional committees and bureaucratic agencies is analogous in all analytical
respects to that betwe#me automobile insurance company and auto owner. The
solution to the oversight committeeOs problem is the use of incentives that align the
interests of bureaucrats with the-@lection) interests of the members of the committee.

If the bureaucrat ahe Department of Agriculture wants the relative ease and security of

a hassldree career, with constantly growing budgets and no hostile investigations from
the oversight committee, then he soon learns that the safest route to that is to help
members oftte Agriculture Committees in their-edection goals, by way of satisfaction

of congressional farm constituencies. Bureaucrats and members of Congress have their
preferences nicely aligned; congressional delegation of important policy decisions to the
agronomists and plant biologists of the Department of Agriculture serves to enhance the

electoral goals of members of the agriculture committees of Congress.



More generally, the principalgent logic offers the following answer to the
guestion of the propeple of bureaucrats in a democratic society. A central claim of
principatagency theory is that, appearances to the contrary, bureaucrats are rational
decisionmakers who make their decisiansesponse to incentives that are set by
elected officials The public concern about the Orunaway bureaucracyO is largely a
mirage; bureaucrats are in fact largely responsive to president, Congress as a whole, and
members of Congress in committees and individually. Shifts in bureaucratic decisions
can be traced Io& to shifts in the preferences of elected officials, demonstrating a
responsiveness to democratic processes that helped make elections meaningful
(McCubbins et al. 1987). Thus, princiggdency theory explains how bureaucrats (with
their store of expere and information) could be controlled by elected officials; and
further, the normative position of this perspective is that bureawstratsgd beso
controlled.

The linkage between normative and positive claims of prin@gahcy theory is
apparent intis quote from McCubbins et al. (1987:243):

A central problem of representative democracy is how to ensure that policy

decisions are responsive to the interests of preferences of citizens. The U.S.

Constitution deals with the electoral side of frisblem by constructing

institutional safeguards and incentive structures designed to make elected

representatives responsive to citizens. But making policy involves more than
decisions by elected legislators and the President. Inevitably, eledtea ©ff

delegate considerable polioyaking authority to unelected bureaucrats. ... This



gives rise to the question hBlWor, indeed, whethét elected political officials

can reasonably effectively assure that their policy intentions will be carried out

This quote seeks to establish first the normative responsibility of elected officials
to control bureaucrats. It argues that the U.S. Constitution has guaranteed effective
control of elected officials by the general citizenry, so that elected offzaalde
counted on to represent those interests authoritatively, and empowered to represent those
interests effectively viS-vis the bureaucracy. From this it then follows that the
normative solution to the problem of democratic legitimacy is for thealgrats to carry
out the policy intentions of elected officials.

Now, clearly, there are times and places in which the manipulation of bureaucratic
incentives by political elites external to the bureaucracy is the foremost determinant of
bureaucratic belvéor. In these settings, principagency theory is most helpful in
understanding bureaucracy; the answer to, OWhy is the bureaucracy doing X?0 is nearly
always, OBecause the relevant members of Congress want X.0

In most authoritarian regimes, bureesaes are designed to maximize
permeability to political influence. Politicians necessarily find political advantage in
patronage bureaucracy. The bureaucrat who receives an appointment due to the
influence of a politician is willing to support the gaian in turn. This may mean that
the politicianOs political aspirations are enhanced by one bureaucrat who offers a lucrative
contract to a roatiuilder who supports the politician, or another bureaucrat who refuses
to provide a necessary license te tompetitor of another supporte¢An instructive

account of patronage politics in Latin America is Geddes 1994).



However, there are disadvantages to solving the prinaipeht problem between
politicians and bureaucrats. The problem is that theamarats are ready, willing and
able to serve the interests of politiciaasd economic actors know itAs a result, a
manufacturer may be concerned that her competitor has agreed to bankroll a politicianOs
campaign in exchange for lenient treatmeninfithe tax collector. An industrialist may
not choose to build a new industrial plant in a region where the politicians have a long
term alliance with agricultural interests. An investor may hesitate to invest in the stock
market because she thinks tB&C rules are made to be responsive to Wall Street
investing firms or large accounting firms, who have been lobbying Congress effectively.

In these cases, the bureaucratOs willingness to do the politicianOs bidding may
encourage the manufacturer or isig to take his investment elsewHénghere
bureaucrats adessresponsive to the blandishments of politicians. Indeed, the defining
characteristic of those political systems that has bemsthelpful to investors in the past
two centuries is that buaecrats are truly WeberiBinbound by rules that require equal
treatment of clients regardless of political connection. A level playing field allows
entrepreneurs to compete on the basis of the market demand for their goods and services,
rather than compielg on a political margin of who has bribed the most powerful
politicians, the most recently.

And this is not an accidental or episodic concern. Rather, moral hazard is built
into any political systerbecausepolitical systems are invested with autkyri
Politicians will always find it an attractive use of political authority to dispense
government contracts to favorites, to build entry barriers around political supporters, and

to dispense justice with a bias toward political allies. In a demoabmted officials
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are always going to be the locus of this temptation; and that is why controlling this moral
hazard is not accomplished simply by making bureaucrats responsive to democratically
elected officials.

In fact, there are multiple reasons tdidee that elected officials daot perfectly
represent the publitreasons having to do with majority rule instability, interest
misrepresentation, and other fundamental problems. If elected officials could at times be
shown to represent a perverse distm of the public interest, then it is not immediately
obvious that they should be empowered to implement those preferences through their
control of the bureaucracy.

Furthermore, the Founding FathersO concern with limited government was clearly
basedn part on their suspicions of the extent to which elected officials could be trusted
to embody the public interest. After all, they expected most politicians to be ambitious
and selfserving most of the time, not OangelsO. The possibility that gevenmight be
used to advance the interests of OfactionO rather than the public interest was a major
concern. As a result, the Founding Fathers were not hoping to empower public officials,
but to constrain them. The claim that politicians should (asasetln) be empowered to
control bureaucrats through the manipulation of incentive and other control devices is
therefore suspect.

Principalagency theory has guided our attentovayfrom a set of the most
fundamental problems in public bureaucracy] ¢he real contributions that public
bureaucracy makes to our constitutional system. In particular, we will argue that (contra

principalagency theorists), in identifiable circumstances, the most important
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contributions of public bureaucracy result frtmeir ability toresistthe pressures from

elected officials to serve their-sdection and other political interests.

ll. Elected Officials as [Flawed] Agents of the Public

We can easily find examples supporting WeingastOs claim that Congress, for
example, has adequate ability to control bureaucrats. One of the most striking cases is
the Department of Agriculture, which has long been known to provide benefits and
services to the agricultural clients of legislators representing rural distritie
explanations, building on Weingast (1982) and other sources, of how effective
bureaucratic oversight is maintained over the Department of Agriculture, are compelling.
(Tonon) However, it is a different, and more difficult, argument to show thatieéfec
control of the Department of Agriculture is in the public interest. In fact, the opposite
claim has been made on a number of occasions.

Sugar import controls are often used by economists as the most glaring and
incontrovertible example of electedficials persistently enforcing decisions that impose
huge costs on the public. Johnson (1976) noted that domestic sugar producers netted
about $100 million from the price support program, at a cost to consumers of the
consumersO costs of the sugaramgvere between $500 million and $730 million.

The program proved quite persistent, despite its obvious inefficiency: in the nineties,
producersO benefits had grown to about $336 million, but consumersO costs had ballooned
to about $1.5 billion.(Koret2995:30) The same complaints can be leveled against

peanut subsidies (Koretz 1995) and agricultural research (Law and Tonon 2006.) In the

case of agricultural policy, the responsiveness of bureaucrats to elected officials has done
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nothing but ease tHections in the implementation of systematically inefficient and
harmful policy.

The case of agricultural subsidies serves to demonstrate that legislators are not
perfect agents of the public. The question is why. Here, we review several long
standimg reasons to expect such imperfection. There are logical limitations on any the
abilities of any institution to aggregate and represent the general public. And lurking
behind these problems is the fact that legislators have motivations (which we call
pdlitical moral hazard) that are in conflict with the best interests of the public.

Arrow and Preference Aggregation: Majority Rule Legislation

ArrowQs deservedly famous theorem starts from the assumption of individual
preferences that need to be sumneatiar aggregated in order to reach a group outcome.
He points out that a small number of highly desirable characteristics are mutually
inconsistent. That is, every voting rule will inevitably violate one or another of these
characteristics.

The voting nechanisms used in Congress can be shown to violate one desirable
characteristic, and the election rules for members of Congress and the president can be
shown to violate another. Within Congress, alternative forms of bills are voted on two at
a time (withabinary agendy and majority rule is used at each stage of voting. This
voting system works very well when voting is on a clear, -oiing ideological
dimension (like liberalism/conservatism), and when voters can be assumed to have an
ideal positionfrom which their satisfaction with policy necessarily deteriorates with
distance. In this circumstance, the median voterOs most preferred policy defeats any

other alternative in a twavay vote, and is therefore the majority rule winner. The
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majority rule winner cannot be defeated by coalition formation because it is the core
outcome; it cannot be defeated by beHinglscenes manipulation of the agenda because,
once introduced, it defeats all other possibilities in any order.

On issues such as divights, which may be thought of in terms of just such a
fundamental ideological dimension, then we may assume that the public is well served by
the majority rule voting process, characterized by informed deliberation among the
legislators, and resultingn a uniquely representative moderate outcome at the median
voterOs ideal point. In such a case, we may well argue that the publicOs preferences are
being well and truly represented by the legislative process; bureaucratic subversion of
such a decisiomwould indeed be contrary to the democratic will.

The problem is that many issues involve more than one underlying dimension. In
such a situation, it is easy for extremists in one dimension tmlbg majority coalition
with extremists in anothelimension. The combination of extremistsO positions could
defeat the median position in each dimension. The new policy would itself be vulnerable
to some other policy, resulting intransitivity or majority rule cycles: x beats y which
beats z which &ats x against. In this mutfimensional space, no policy option is a
majority rule winner. In such a circumstance, the final outcome is arbitrary, determined
by which politicians were the most nimble in coalition formation, or the most devious in
agendacontrol. The number and sequence of alternatives considered can be decisive, and
the ambitious legislator seeks a position (party leadership, committee leadership) from
which she can impact the agenda.

In the extreme, legislators may vote on distiN®itssues that have as many

dimensions as there are legislative distNc@How much of the highway budget will be
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spent in my district?O As described by Schattschneider (1935) in trade policy, the result
is one that does not inspire confidence in theat@atic process. More to the point, the
outcome is one that has the same formal status as that of a civil rights debate and vote.
Yet, one can readily imagine that investors would run from the uncertainty not want key
regulator decisions made by themnmalogrolling legislative process as the highway bill

or the agriculture bill.

Collective Action and Biased Interest Representation

Yet another reason that we might suspect that citizens fail to guarantee policy
accountability from their elected officeahas to do with fundamental problems with
collective action. Not all citizens have the opportunity or the motivation to represent
their own interests to their elected officials.

Some issues, like civil rights in 1964 or the Iraq war in 2006, becorsaisat
that news media and political officials alike are likely to spend considerable effort
covering every aspect of the issue for an attentive public. On these issues, political
candidates are convinced that the electorate will have considereduteaefully, and
that the election outcome will have considered every concerned voterOs vote equally.

However, the glare of public attention, by definition, cannot be turned on every
issue equally. Most issugsnilk price supports, the details of seci@stregulation, the
allocation of contracts for a new fighter pl&hthe public is both uninvolved and
demonstrably ignorant.

A classic example covered by Frohlich and Oppenheimer (1978), is the
relationship between milk producers, milk consumers, andderaNixon. Milk

producers and milk consumers would seem to have exactly symmetrical and opposed
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preferences with regard to the price of milk. Every $1 million increase in milk revenue
for consumers is exactly $1 million increase in the cost of mitohsumers. However,
there are a lot fewer milk producers than consumers. As a result, a government policy
increasing the cost of a 1 gallon of milk buy $0.10 may cost the average family $20 or
$30 a yeaX hardly enough to motivate writing a letteradegislator. But the same

$0.10 per gallon increase may result in millions of extra dollars of revenue for a large
milk producer. Milk producers may easily find it worthwhile to contribute thousands of
dollars to lobby for that $0.10 increase in thieg of milk.

As a result, legislators and presidents alike typically experience no pressure
whatsoever from milk consumers, objecting to the governmentOs continued policy of milk
price supports even though the aggregate result is millions of extra dgiargear in
expense for families. However, the dairy lobby is one of the most formidable lobbyists
in Washington. Legislators are known to be responsive to pressure from the milk lobby;
conflict on dairy policy is likely to be between different regigmaducersl not between
producers and consumers. And even presidents are not immune. In 1972, milk producers
contributed $300,000 to NixonOsetection campaign in return for 26 cents per
hundredweight of milk in price supports. Overall, this meapt@pmately $600
million in extra revenue for milk producers (and milk costs for consumers). Itis only in
politics that a $300,000 investment can result in a $600 million return on that investment.

The net effect is that, for all but the most salieaties, elected officials typically
enact policies that represent the minority of the public that is aware and concerned about

the outcome. The laws that work there way through a legislative process designed with
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many intended checks on the power afifan, may nevertheless serve the interests of a
narrow faction rather than the general public.
Oversight by Committees and Individual Legislators

We do not want to deny the legislature its power to define what the law is, or to
suggest that bureaucrdiave the option of disobeying the law. But the fact of the matter
is that most legislation leaves a lot of implementation details undefined, and this is where
the discretionary authority of bureaucrats comesf iwe are going to build a new fighter
airplane, who gets the contracts? So our point here is that, in filling in the discretionary
details left unspecified in legislation, there are often very good reasons to be suspicious
of individual legislators who have parochial interests to pursue;hisiiniplementation
stage property rights may be redefined, and rents extracted from the public. The interest
of legislators in the implementation decisions is quite apparent even after Congress has
spoken legislatively. Legislation authorizing a nevhfigg airplane sets the stage for
contracting decisions that are vital to legislators in their capacity as representatives of
their constituencies.

Legislators may use their positions as committee members or party leaders to
influence contracts or other ingmentation decisions that concern them. As majority
leader of the Senate, Trent Lott worked to increase the contracts going to the Northrop
Grumman Ingallys shipyards in Pascagoula. The problem with this kind of lobbying is
that, unlike the legislatey process, the interests of one constituent are not checked by the
interests of other areas, or by the necessity to debate the merits against the claims of other
constituents or the general interest in effective defense. One accomplishment listed on

LottOs website, for example, was to prevent the rebidding for the DD(X) destroyer that
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was sought by some experts on efficiency grounds. In general, the constituencyOs
interests in guaranteeing local benefits are at odds with the public interest in fimeling
low-cost bidder.

Members of Congress justify seeking constituency benefits in the implementation
stage on the grounds that it is a game that everyone plays. At the same time, one can
readily imagine that every game needs rules, and that some iglgsoe Pareto
preferred to others. In particular, requirements forlwgvcontractingdiminishthe
ability of individual legislators to pull strings on behalf of politically powerful
constituencies.

Summary

We have identified certain classes of legigsiaction that clearly embody the
democratic ideal of representation: issues that aredlovensional, with plenty of public
attention and free information, with legislative decisions result from adale, open
deliberation. These decisions are diethe legitimate product of a democrétihe
decisions that determine the direction of the ship of state. They are the clear
pronouncements that courts should seek to support and that bureaucracies should be
designed to implement.

However, these decisig contrast with another set of decisions that seem to have
a different status. These are decisions that are the result of lobbying by one faction in
the absence of concern or awareness by the general public; that result frofiriggn
unstable distbutional issues. They are implementation decisions that are made outside
of the legitimating legislative process of open discourse, due deliberation, and majority

voting. These are decisions on issues that tend be-dmukinsional in nature, allowing
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for both strategic manipulation and greater ambiguity in terms of their collective
meaning.

In view of wellunderstood logical limitations on the process by which elected
officials gain and serve in office, it is futile to base a theory of bureaucratisigiveon
the assumption that the actions of elected officials always represent the public interest.
And if not, it is worthwhile asking if public bureaucracies can play a positive role in
maintaining a limited government, a government of laws, a govertnohehecks and
balances?

There are several ways in which we could imagine bureaucracies playing a role.
One is as a different institutional venue for direct representation of the public. It has
been noted that bureaucrats more closely resembkentieeican public on many social
and economic grounds than do the members of Congress. (Meier 2000) They are often
in more direct contact with the public, and may serve as direct advocates of groups under
represented in Congress. For example, Meial. €1989) found that school districts
with more black teachers were more likely to enact policies favorable to black students.
As Cook asks in his perceptive comments on congressional oversight of the EPA, OWhy
should public bureaucracies not be coestd another form of political representation,
with their status as agents of agents of popularly elected executives and legislatures the
subject of debate rather than the accepted point of departure for theory building?O
(1989:970)

In dimensions in whit bureaucrats amotrepresentative of the general public, a
case may nevertheless be made for granting them an autonomous role, if one can be

conceived. For example, the scientists at the FDA are not representative of the general
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public (or members d€ongress or White House staffers) with regard to their expertise as
regards the safety of pharmaceuticals; there would be little reason for the agency to exist
if they were representative. Because of this expertise, we may want bureaucrats to serve,
notjust as neutral implementers of policies and goals as set by elected officials, but as
contributors to the polieynaking process itself. For example, if the legislative mandate

is to decrease illegitimate births and outlaw many forms of birth cortroight be

worthwhile to hear from a bureaucrat who points out the inconsistency of those goals.

Even more important, however, autonomous bureaucracy may (like autonomous
courts) contribute to systenof checks and balances that is, overall, more reptatve
of the public than any one of its parts. No one would want all public policy to be made
by the U.S. Supreme Court; however, we can nevertheless defend the role of the
Supreme Court as one component of a system of checks and balances th#teerves
constitutional goal of maintaining a government of laws and limits.

What is needed is some theoretical framework for understanding bureaucracies in
the presence of flawed representation by elected officials. If elected officials are unable
to represnt perfectly the public interest, burdened as they are by some form of moral
hazard, how do we think about the role of public bureaucrats? In the next section, we
present an alternative model of bureaucrats as OtrusteesO, which shows how bureaucratic

aubnomy may actually contribute efficiency and stability to the system

l1l. The OtrusteeO alternative: The principalOs OotherO problem
The last section reviewed waktablished reasons to suspect that elected officials
may not always serve as perfecttioments of the public interest. We feel it is

reasonable to address the relationship between elected officials andvdgemtdected
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officials are burdened by moral hazar@ur claim is that a model we call the Otrustee
modelO can capture a reasonatde of delegation from elected officials to bureaucrats
in these situations. The trustee model contrasts in several key ways with the principal
agent model. (Schelling 1960)

The OTrusteeO Model

The trustee example can be illustrated by the Omarkeh&tproblem. Assume
that a market is currently dominated by the owner of an established firm, who is worried
about the possibility of competition from a new entrant. If the challenger does enter the
market, the owner can respond either by punishingritrarg with a price war,
attempting to drive the challenger out of existence before she can get established, or can
accommodate the new entrant. The problem is that punishing involves a highly
competitive price war that lowers the ownerOs profits nieezigro. The payoffs are as
shown in Figure 1.

The owner would hope to be able to deter the challenger by threatening to punish.
The trouble is that the challenger knows that, if she enters, the owner would reap greater
profits by accommodating thangamging in a costly price war. Consequently, she can
enter the market without having to worry that the monopolist will actually carry through
on his threats.

One potential solution to this problem (taking the ownerOs point of view), is to
delegate theetision to a manager. The manager could be paid on the basis of her
ability to deter entry; thatis, she could have a contract that subtracts a large amount from
her compensation if she ever accommodates a new entrant, and adds a large bonus for

punishng any new entrants. This contract could be made public knowledge.
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In such a situation, the entrant might easily be deterred from entry into the market,
because the managerOs threat to punish the entrant would be entirely credible. There are
a few hings to notice about this solution. It only works by creating a clash of interests
between the owner and the manager in the event of entry. Conditional on the challenger
entering, the monopolist would still prefer accommodation to punishment; but the
contract creates exactly the opposite preferences in the managerbeweentry, the
owner and manager have opposing preferences; the owner wants to deter entry, but the
manager would benefit from entry because she knows that she would get afarge b
simply by waging a punishment strategy. Indeed, it is the public knowledge that the
manager has these opposing preferences that makes delegation effective in deterring

entry by the challenger.
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The solution to the entry game is a violation of what is known as the Oally
principleO, which says that principals will normally do better if they delegate to an agent
with preferences closer to her own; Othis ancient political prifictple boss picks the
(ideologically) closest ageltis valid given very general assumptions about pegfees,
shocks, and policy technology.O (Bendor and Meirowitz 2004: 299). Selection ef a like
minded agent reduces agency costs and minimizes problems in the pragapay
relationship. Delegation to a likminded agent makes sense, because it naasrthe
cost to the principal of loss of control.

We argue that the manager in this game is ncagieatof the owner, but a
trustee The difference is precisely that in princia@jency theory, incentives are used to
Oalign the agentOs preferencds tidse of the principalO; the trustee, on the other hand,
is useful only to the extent that the agentOs preferenatiffenentthan those of the
principal.

Furthermore, in principahgency theory, one of the punishments available to
incentivize theagent is firing. Ideally, the principalOs control is (beneficially) improved
by the possibility of replacing an agent who does not act in the principalOs interests.
However, in the OtrusteeO model the delegation of authority to the trustee must be
inviolable. The owner may not be able to come to the trustee, in the event of entry by
the challenger, and explain to the trustee that, due to difficult economic times, the well
being of the firm really requires the trustee to accommodate the challenged iokte
engaging in a costly price war. Nor can the owner fire the trustee in order to replace him

with a more OreasonableO person who can see the wisdom of accommodation. While
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principatagency theory affirms that the structure of the relationship muedabtc to the
principalOs wishes, SchellingOs trustee theory stipulates quite the opposite; any suspicion
that the principalcan redefine the relationship in response to changing conditions is
counterproductive.

The market entry game carries a certeony, because one of the most
widespread applications of principagiency theory has been to the relationship between
owner (shareholders) and managers in a firm. It has become an unquestioned maxim of
financial economics since Berle and Means (1982 also Fama and Jensen 1983) that
any differences in preferences between shareholders and managers were inevitably bad
for shareholders; consequently, incentives that motivate the management to maximize
profits in the same way that shareholders woulth@fy had the operational authority) is
the solution. Shareholders were urged to give managers bonuses based on shareholder
profits; Jensen even urged leveraged-buis to eliminate the distinction between
shareholders and managers.

The problem withthis solution is that any manager so motivated will be
vulnerable to problems exactly like those in the market entry game. Furthermore, the
market entry game is just the tip of the iceberg; in VickersO (1985) ODelegation and the
Theory of the FirmO, ¢hauthor points to numerous different kinds of traps that a
manager who is motivated to maximize profits for the owners will consistently fall into.
Does the manager want to engage in fongcontracts with suppliers? The supplier
may be reluctant tenter into such agreements with manager who is known to maximize

profits for his shareholders, for fear that the manager will renege whenever it suits her.
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Vickers constructs several such examples in which-Prajit-maximisers can
surpass profitnaximisers in terms of profits O (1985:142). The key to understanding
this paradox is that when other players know the owner (and manager) are profit
maximizers, they adjust their behavior in light of profibximizing behavior farther
down the game treeThe net result is that public delegation to a manager/trustee with
different kind of motivation can cause the other players to adjust their behavior in ways
that make the owner better off. Indeed, Vickers points out, in a competition among firms
based orprofit-maximization, we should allow for the possibility that firms with
managers who act as the faithful agents of owners may not do as well as those trustees
whose motivations are distinct from those of their owners; Othe separation of ownership
from control in the large corporation may in some cases be no bad thing for the owners.
Indeed, the separation may be in some cases essential for the credibility of some threats,
promises and commitments. (1985:1448 We will see that similar problems of
credbility lead to a similar role for trustees in the public realm.
Investors, the State and Credible Commitment

Consider a game between an investor and the president. The investor has $4
hidden in her mattress. The investor can either use the gold togmweament bond
from the president, or leave it in her mattress. If she does buy the bond, the president can
either use his control of monetary policy to cause inflation, or not. If not, the president
pays back the bond with interest, giving the inveato$8 return on her investment, and
leaving the president with $2.  If the president does generate inflation, that makes it
possible for the president to pay back the bond with inflated dollars; this leaves the

investor with only $2, and the presiderithm$4.
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In the backwards induction equilibrium of the game, the investor, anticipating that
the president will choose $4 over $2, leaves her gold in her mattress. The problem is that
the equilibrium of the game is Pareto suboptimal: both investbruder are worse off
than if the ruler could be counted ongoaorehis own seHinterest. Just as in the market
entry game, it is precisely the secamdverOs seifiterest that causes probldiboth
for the investor and the owner/president.

And as in he earlier game, delegatioha particular typeoffers a solution. The
president could hire a central banker to control inflationary policy. Of course, creation
of the office of central banker does nothing by itself to solve the problem. Manysnation
have central bankers and high rates of inflation. Very often, this is because the central
bankers in those nations are responsive to blandishments, threats, or other incentives from
the president. A president seekingetection is well aware thatsarprise expansion in
the money supply can result in sudden growth (and inflation) that will lead to a higher
probability of reelection. Or the president may depend on public works projects for his
re-election goals, but require the central banker tp fieance these projects in a way
that is itself inflationary. Either way, a central banker whose incentives lead her to serve
the interests of the president will act in the same way as the president.

Consequently, escaping the inefficient Nash equuiibrrequires arusteewho
will not act in the interests of the president, even when the president is in danger of losing

an election and going down in history as a failure.
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As simple as this model of credible commitment is, it corresponds in several ways
to our best understanding of the politicabromy of central banking (Jensen 1997).

Elected officials will always find advantage in providing public expenditures, tax cuts,
and other benefits to the organized constituents with a stake in those decisions. These
benefits, however, generate inflatawg tendencies. Investors and other economic agents
adjust their actions accordingly, and eventually such governmental actions generate
inflation with little impact on unemployment. A government that campaigned on
promises not to provide such inflatemy shocks would not be believed. Credible
constraint of the government is the key to controlling inflation.

The governments that are so constrained are those that have tied their hands by
creating independent central banks. Studies have shown tepeimdent central banks
has an impact on lowering the inflation rate (Franzese 1999). The central bankOs
credibility is enhanced when private economic actors perceive that the bankOs decisions
are irrevocable. In contrast, if private actors perceivepidisan administrations
influence the decisions of the central bank, then the credibility of a nominally
independent bank is undermined.

The importance to the Fed of its perceived independence is illustrated by an
episode reported in Woodward (2000n August, 1989, Bush OMB director Richard
Darman appeared on OMeet the PressO and said he feared the Fed Omay have been a little
bit too tight. If we do have a recession, | think it will be because they erred on the side of

caution.0 Greenbaum wagdus. As Woodward summarizes GreenbaumOs concern:

29



Public bashing by the presidentOs top economic advisers would only encourage
the opposite of what they wanted, forcing the Fed to assert its independence and
delaylowering interest rates. . . thedOs interest rate policy had to be credible.
A patrticular fed funds rate had to be seen by the markets as the best rate for the
economy, not as an artificially low rate influenced by political pressure.
(Woodward 2000, p. 30)
This is an extreme form dfie Schelling trustee argument; not only are the
politico/principals the threat to the bank/trusteeOs effectiveness, the very expression of the
principalOs interests is a danger that must be met by a visible demonstratien of non

compliance.

V. Constraints on bureaucratic trustees

We regard the discussion of central banking and Fed as establishing an existence
statement: there exist situations in which trustees (with discretion to block preferences of
elected officials) are preferable to agents (witteimtives to act always in the interests of
elected officials). Later in the paper, we will try to determine the empirical and
normative scope of bureaucrats as trustees. Before we ask those questions, however, a
natural question to ask is, what constseofficials at the Fed, the SEC, or other delegated
bureaucracies? Clearly, an unconstrained Fed would be just as much of a threat to the
climate of economic investment as handing monetary policy over to the Stuart kings, or a
logrolling committee ofe-election oriented members of Congress. No one can doubt

that there are any number of economic interests who would be willing to pay large
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amounts of money for influence at the Fed. So why should we believe that the Fed is
more immune to moral hazattthn members of Congress, for exampl&ureaucratic
administration must be constraineddpmethingptherwise bureaucratic insulation can

be equated with bureaucratic capriciousness. What is that constrains bureaucrats?

Ultimately, of course, delegion in a democracy can always be called back, even
in a system of separation of powers. If Congress and the President agree that the Fed is
out of control, they can revoke its chaNeand that threat inevitably appears during any
prolonged period of mession or inflation. But such a threat is correctly regarded as only
a coarse constraint on bureaucratic decisiaking. Within the broad constraints of
policy disagreement between Democrats and Republicans, House, Senate, and President,
and their dzerse interest group constituencies, the Fed has an inevitable degree of some
discretion. It is the bureaucratic use of this discretionary policy that we are concerned
with.

The answers to this question are embedded in the nature of modern professional
bureaucracy itself.  In examining the safeguards against moral hazard at the Fed, we
OFFER a list of characteristics that are definitional for a modern bureaucracy. In other
words, it is plausible to think that public bureaucracy, with its streragttists attendant
weaknesses, is the organizational answer to the question, OHow can we guarantee
honesty and predictability in a key decisimaking organization?0
Rules and Standard Operating Procedures

The first characteristic is Weberian: OThe agament of the office follows
general rules, which are more or less stable, more or less exhaustive, and which can be

learned.O (Weber 1958: 198) When we appear at a bureaucratOs window with a request

31



based on the obvious desirability of ignoring & fial our own very special case, the
bureaucrat ignores our special pleading. This is frustrating to us, but bureaucratic
commitment to Ored tapeO has the advantage of limiting the exercise of moral hazard. If
the bureaucrat were allowed to respond sgtingtically to my special pleading, then he
would inevitably be more susceptible to special pleading based on a bribe.

Milgrom and Roberts (1988) make the important point: chaos results if every
decision is open to political influence all the timin such an environment, everyone
would need to spend much of their time and resources trying to influence the next
decision, or undermine or protect the last decision. Decisions can be made to OstickO,
and taken off the agenda, by what they call Oburaay©.

Arbitrariness is limited by the need to follow standard operating procedure. The
Fed Open Market Committee meets at certain times; the composition of the Committee is
governed by a set of rules; voting on the Committee follows establishextipres.
And once a decision is made on a given day, it is not open-&oraigsis until the next
regularly scheduled meeting. The net result is to minimize a OmarketO response, in which
market demand for favorable decisions from Fed officials can nreeds supply of
influence from insiders.
Professionalism

Of course, procedural rules do not eliminate discretion at the Fed or elsewhere.
Key decisions must be made at certain points in the daily life of the Fed. The primary
constraint on bureaucrads these fundamental decision nodes is professionalism.

Professionalism may be thought of as a socially constructed incentive system that

is distinct from, and complementary to, both market and hierarchy. Professionalism is
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based on a body of knowleglg The prolonged training in that body of knowledge
provides an opportunity for socialization of the trainees.  The professional, whether
physician, political scientist, or accountant, is part of a social network of other people
who have differentiattthemselves from the rest of the society by that shared training.

A profession seeks to guarantee that only members of the profession can be allowed to
determine who does or does not have good standing in the profession. Since each
member of the prefssion anticipates making a Hi@eng career based on his good

standing in the profession that reinforces the professionalOs orientation toward the other
members of the profession. In a healthy profession, the member of the profession is
keenly aware thehis life-long success is ultimately dependent on his reputation with
other members of the profession.

The profession, as an organization, is very aware that the market value for the
services of the profession is a public good that must be supported inglividuals who
practice the profession. As a result, good standing in the profession is usually dependent
on maintaining standards of the profession (just as good standing as a McDonaldOs
franchiser depends on meeting carefully specified product avidesstandards).

Approval by oneOs professional peers, and ultimately standing in the field, are the
sanction needed to enforce contributions to the public good. If a political scientist
knowingly misrepresents or manipulates the results of a datgs#s, and is discovered,

his standing in the profession will be ruined; that knowledge, along with the socialization
in graduate school, is the primary sanction protecting the discipline from the charlatans

that could drive the value of being a politisaientist to zero.
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Professionalism is clearly utilized as a substitute for hierarchical control in the
case of public bureaucracy. Atthe NLRB, the creation of the agency defined and
nurtured the creation of a new profesfidabor law. Like other \ayers, NLRB have a
professional interest in the law itself, since their knowledge of the law is the foundation
of their claim for expertise and commensurate compensation. And like other
professionals, they recognize that their standing and statuspnofiession depends
ultimately on the evaluation of their professional abilities by other profesdinats
hierarchical superiors in Congress or the White House. This means that the variance in
their decisioamaking as a result of political interventi@relatively minimal, as shown
by Moe in his excellent account. And a professional orientation leads to exactly what is
missing in majority rule decisiemaking: stability, as in this quote by Moe:

Professionals are difficult to control, but their babais fairly easy to predict. . .

A professional, if given total autonomy and insulated from external pressures, can

be counted upon to behave in a manner characteristic of his type. That is what

true professionalism is all about. This very prediditgbensures business and

labor that their mutual interests in stability, clarity, and expertise will be

protected. (Moe 1987: 259)

The result: economic actors can make lgrgn business strategies based on a
degree of confidence that the respectivatsgf labor and business will not be altered by
political elites intervening for political gain.

This role for professionalism doesnOt entirely eliminate the authority of elected
officials. Recognizing the role of professionalism as constraining tlesa«f

bureaucrats, it is clear that one of the most important decisions for elected officials is to
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select the professions represented in a bureaucracy. For example, for many decades,
lawyers were the sole dominant profession in the SEC. In théesigGbngress

endorsed an increasing role for economists, who were as a profession more optimistic
about the role of markets and more skeptical about the proliferation of regulations
(Khademian 1992).

Similarly, in the wake of Earth Day, wildlife biajgsts and other environmental
scientists have played a broader role in the U.S. Corps of Engineers, the Forest Service,
and other agencies (Culhane). These are both examples of what would seem to be
entirely appropriate legislative initiatives, withiretbontext of delegated bureaucratic
authority.

Transparency Requirements

Bureaucrats are also ultimately constrained by transparency requirements. The
Progressive reformers of the early part of the twentieth century insisted on auditing of
agencies, @ency reporting requirements, and builimonitoring boards. These
traditions have been built on with sunshine requirements, and the creation of independent
inspectorgenerals offices. These institutions are not perfectly successful, of course, but
they do make it much less likely that a staffer at the SEC, for instance, will take a bribe
than it is that a member of Congress will take a bribe.

The advantage of transparency, of course, is that it facilitates faith in the system
of checks and balancedf everyone is watching as the Base Closing Commission goes
through its decision process, then everyone has a better sense that no one else is getting
away with something. If governmental decisions are made in a goldfish bowl, it is very

easy to notie when a hand appears in the bowl that should not be there. Transparency in
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bureaucratic procedure is in effect a check on politicians as much as it is a check on
bureaucrats.
Tradition of bureaucracypashing

A final check on bureaucrats worth mentiogis the healthy tradition of
bureaucracypashing in the United States. Unlike other countries, such as France or
India, civil servants in the United States are not regarded as an educational and social
elite, worthy of special honor and respect. Whadwreaucrat, such as Bill Black of the
Federal Home Loan Bank Board blows a whistle on politicians and developers in shady
dealings, he knows he had better be right or else he will be completely smothered. He
will have no reservoir of good will, as ateaucrat, allowing him to make a mistake now
and then (Black 2006).

Creating a more or less despised class of bureaucrats, and then delegating key
decisions to them, is probably a relatively healthy way of doing things in theudangIt
minimizes he chance that we will all be ruled by bureaucratic mandarins, as China was

for thousands of years.

V. Multiple Principals in a Separation of Powers System

From the perspective of principagency theory, sharing a common agent among
multiple principalsposes a problem. Shareholders, as principals-vis the firmOs
CEO, at least share a common preference for profits.  But bureaucrats are in part
accountable to both Congress and the president. As early as 1982, Moe put his finger on
the problem if principals have opposing preferences, then the agent can hardly be

incentivized to work on behalf of both. Moe pointed out that Opoliticians impose
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constraints on one another in a competitive effort to see to it that their own interests are
protecta from the intrusions of politicianpponents . . .the net result is that politicians in
general have a more difficult time controlling the bureaucracy. This can only tend to
strengthen the foundations of bureaucratic autonomy.O (1984: 769).

In somecases, this is clearly a cost of a separatigpowers system. When
president and Congress have negotiated a solution to a legislative struggle, it would
clearly be undemocratic for bureaucrats to be able to ignore that solution by playing one
principd off against another. While Congress clearly does have a number of instruments
allowing it to influence bureaucratic behavior, bureaucrats (at least those in Cabinet
agencies) are in a direct line of control leading up to the President as Chief Executive.
This leads to a variety of interesting consequences.

The most prominent consequence is competition between Congress and the
president for control of the bureaucracy. As Lewis (2003) argues, the presidentOs
positional advantage in this competition denameliorated by a variety of structural
features, including location outside of a cabinet department, the existence ofa multi
headed commission, bipartisan requirements and other constrains on presidential
appointments, etc. Lewis further shows thatuse of these features increases when
Congress is controlled by the party not in control of the White House.

Some agencies, like the Department of Agriculture, have been historically low on
the presidentOs list of priorities, and the president had foeasier to acquiesce in de
facto congressional control than contest it. Other agencies, on the contrary, have been
key to the presidentOs aspirations, and have been dominated by the president. The Bush

admijnistration, for example, has been cleadgcerned about the Defense Department,
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the Treasury Department, the Justice Department, the CIA, and others. Here, the
relationship between president and bureaucracy may be easily thought of as a principal
agent relationship, with the president in tlsipon of a relatively unencumbered

principal. This may allow for insight into the classic principgént questionhow is a
president able to control a filung bureaucracy with a vast store of expertise and
information?

Answers to these questiongandeed useful, and principafjency theory has
advanced the field by its insights into the use of incentives, monitoring, and other control
devices. However, we point out the same possibility that, normatively, presidential
control over the bureaucriatonly desirable to the extent that the president does in fact
represent the public interest. To the extent that the president, for example, has ambitions
that lead to unwise entry into a war, restrictions on civil liberties, or violations of the rule
of law, then bureaucratic independence might actually serve the public interest better than
bureaucratic dependence.

On the other hand, there are also reasons to believe that competition between
multiple principals in a separatiarf-powers system servéise public well, both by
creating a healthy and credible foundation for bureaucratic autonomy when it can serve a
useful purpose and by defining tlmits of that autonomy.

Central banking illustrates both of these features. Keefer and Stasavage (2003)
have done a broad, cresational study of interest rates. They have demonstrated that a
formal delegation of authority to central banks is not sufficient to increase investor
confidence and thus lower interest rates. Delegations of authority tol temtkars can,

after all, be called back by politicians who have either changed their minds or been
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electorally replaced by officials who are intent on claiming the advantages of control over
monetary policy. Keefer and Stasavage demonstrate that Iyyissban central banks

have received a delegation of powand when banksO autonomy is guaranteed by

multiple political actors with conflicting preferencabkat banks are able to maintain low
interest rates effectively.

The interpretation of this is thd is more difficult for conflicted elected officials
controlling multiple veto points to coordinate to reclaim authority by the central bank.
Investors perceive the existence of multiple Oveto pointsO within the government,
preferably in the hands opposing political interests, as a protection for the autonomy of
the central bank. Investors perceive the Fed as independent of the political ambitions of
politicians precisely because it takes the joint actidmotiichambers of Congress and
the Presient to reverse its decisidwsnd joint action is not likely, given their distinct
goals and the likelihood of strategic behavior by the Fed chairman (Keefer & Stasavage
2003). From the perspective of credible commitment, the loss of control impliesd by
multiplicity of principals is not an efficiency loss, as argued by the original advocates of
congressional control. On the contrahg loss of political control is the prerequisite
for effective performancef the Fed's function.

At the same timéhe existence of multiple veto points serves to define the
boundaries of the FedOs discretion. Assume that the median members of the House and
of the Senate are both more liberal on monetary policy than the President. This is
shown in Figure 3. Th&7th most liberal Senator and the #fost liberal House

member are also shown in Figure 3.
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Figure 3

The Core of the Monetary Policy Game
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Let assume that thereasmajor recession, and as in other recessions, there is a
great deal of grumbling about the Fed. How likely is it that Congress and the President
will step in to impose monetary policy, thereby undermining the FedOs autonomy?
Clearly, the answer depends the FedOs policy (Morris 1999). If the Fed enacts a
policy more conservative than the President, then the President and a majority of the
House and the Senate can agree to move to a more liberal policy. If the Fed enacts a
policy that is more beral than the median Senator, then the president and a majority of
both chambers can enact a law that will make the policy more liberal.

Thecoreto this game consists of the entire policy space from the PresidentOs to
the median SenatorQOs ideal poirithat is, to say, none of these points can be replaced
by a constitutional coalition of a majority of both chambers and the president. Most
importantly, thecore defines the limits of the FedOs autonomy. That is, the Fed is free to
enact any policy inhe core without fear of a constitutional coalition forming and

agreeing to replace the FedOs policy with one of its own.

40



Clearly, the degree of bureaucratic autonomy diminishes as the diversity of
preferences among the constitutional veto points ditmesis In the limit, if there is
unanimity among the House, Senate, and President, then the FedOs discretionary authority
diminishes to zero. This is as it should be, of course, in that a democratic consensus
should be respected by the central bank. n@sely, as the diversity of opinion among
the constitutional actors increases, then so does the central bankOs discretion. Once
again, this is probably a good thing; if there is no democratic consensus, then that is an
indication that the degree of wertainty among elected officials is high, and the opinion
of professional experts at the central bank should be increasingly determinative. At the
same time, investors need not fear during a period of uncertainty and democratic conflict
that this democrat instability will be transferred to the central bank; rather, the greater
the degree of democratic instability, the more certain the delegation of authority to the

central bankers.

VI. The inevitable tension

Ultimately, of course, the agent and thesteg relationships are both created to
serve the interests of the principal. But there is enough of a distinctionvithe
principal is served to be fully aware of all the implications. That is, if we can trust
Congress always to have incentives thatle its members to the best possible monetary
policy, then the ideal relationship between Congress and the Federal Reserve Board is
like a principalagency relationship, and we would want the Federal Reserve Board to be
responsive to the electoral irdsts of members of Congress; anything that can align the

interests of the Board with those of Congress would be a good thing.
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But if we have reasons to believe that the members of Congress have electoral
incentives that encourage them in inefficient atidhen anything that causes the Fed to
make decisions in a way that is responsive to the electoral interests of Congress is in fact
subversive of the true role of the trustee. In fact, a Fed chairman who promises to serve
the reelection interests of kipolitical masters in Congress and the White House would
be a disaster on Wall Street. One of the Fed chairmanOs primary jobs is to convince the
public that the appearance of insulation is matched by reality. The Fed chairman has to
be ready to contt inflation with stringent measures, even (and especially) when those
actions endanger the deareselection aspirations of his political masters.

But what about other agencies? Is the argument for autonomy of the central bank
unique? Or do similaransiderations undermine the argument for direct bureaucratic
accountability as regards other agencies? We believe that they do for a variety of other
bureaucracies.

Our argument is that, keeping in mind the limits of the legislative process
discussed in Sx#ion Il and the other constraints that can shape bureaucratic behavior, as
discussed in Section IV, it is possible to construct arguments for those situations in
which bureaucratic trustees are either normatively advantageous and/or empirically
likely. As a way of presenting our argument, we will revisit an influential (although
frequently criticized) typology introduced by Lowi (1964): redistributive, distributive,
and regulatory policy.

Redistributive Politics
The Social Security Act of 1935 was arglygan example of what Lowi called

OredistributiveO politics.  In redistributive politics, policies are addressed that touch on
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everyone; as a result, they touch on citizensO core beliefs about the role of the government
in addressing the scope of thatet public welfare, and economic inequality. As a

result, redistributive politics tend to engage citizensO ideologies, insofar as their

ideologies provide answers to such questions as, Owhat responsibilities does the state
have to protect citizens agatrthe risks of illness, unemployment, and old age?0 These
issues then, like the Social Security Act, are ones which are addressed by peak interest
groups (like AFLCIO or the National Chamber of Commerce), political parties. and the
president and poteat presidential candidates. These issues involve a high level of
conflict that cannot be limited to subcommittee or committee chambers, but spills out

onto the floors of the House and the Senate. They invoke the closest thing Congress sees
to informed debate, with the public attentively watching and registering its views daily.

Because the issues are framed ideologically, the normal spatial forces converge on
centrist solutions approximating the median legislators in both chambers. If one
chambeiis more liberal and one more conservative, then bicameral negotiation naturally
leads to moderate outcomes between the preferences of the two chambers. The president,
knowing that this is an issue that may spill over into the next election, is likelyport
a centrist solution as well.

As a descriptive term, Oredistributive issuesO can be criticized; it cannot be a hard
and fast characteristic. A tax bill that starts out to reform the tax system to make it more
or less progressive can easily tinom a highminded, principled debate into a non
ideological grab for particularistic tax benefits for emarrower constituencies and
interest groups. (See Birnbaum and Murray 1988.) However, for our purposes, as an

approximate description of certaimds of highly visible, major pieces of legislation, the
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important thing to note about the bills best described by this term is that they satisfy the
conditions stated earlier regarding the definitiveness of democratic decisions. To the
extent that Congsss and the President have debated a bill, ideologically framed as a
OleftrightO dimension easily understood by the public, in a highly visible context in
which citizens are free to observe and register their opinions, then the outcome deserves
all the legitimacy and respect that go with our commitment to democratic government.
And as such, there is very little need for bureaucrats to reconsidemntem@et the
outcome. In the case of these bills, bureaucrats are ideally agents, or indeed OclerksO,
mechanically implementing the democratic decision handed to them.
A criticism of LowiOs typology is that issues may tend to slide mischievously
from one category to another. Congress may assemble to debate the progressivity of the
tax code, and end up a race to introduce very narrow tax breaks for constituencies and
narrow interest groups. (Birnbaum and Murrray 1987) The result is sometimes called a
OChristmas treeO tax bill, with something on it for everyone. The problem is that, when
tax bills are exploited for the narrow-egection benefits of members of Congress, the
result is bad for everyone: it decreases the legitimacy of the tax code in everyoneQOs eyes
and increases the publicOs cynicism about taxes and about government in géneral.
tax breaks built into the code mean that either the government will have less money to
cover its bills or will have to increase the average tax rate for those not benefiting from
particular tax breaks that others were able to obtain from their pbtttinections.
Furthermore, even the purest redistributional issue can be plagued by political
moral hazard. Social security, for example, is not encumbered by thousands of special

features meant to benefit individual interest groups or constitiendievertheless, the
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re-election motivation can induce legislators to increase benefits or decrease tax rates to
the point that the entire system is endangered. This is magnified by the tendency to use
social security reserves for political purposetsioie of social security hence the mueh
discussed Olock boxO for social security revenues. It is a generally recognized problem
that risky (and unlikely) political courage on the part of legislators is required to Osave
social securityO.

So fitting thedescription of Oredistributive policyO does not guarantee the absence
of political moral hazard justifying a trustee, rather than an agent. Indeed, monetary
policy was just such a peak, redistributive issue for the first 125 years of the Republic,
pitting rural debtors against Wall Street creditors. And in fact, we could imagine that a
solution to the current Osocial security crisisO would be analogous to that created for
monetary policy with the creation of an independent Fed. If the social sexrigisy
becomes ever more immanent, and people are facing the loss of benefits that would keep
them from poverty as seniors, one solution might well be the creation of an autonomous
OSocial Security BoardO , with structure and powers similar to thoséretitheénith a
multi-member, bipartisan commission, appointed for very long terms, staffed by
professional economists, we could hope that the destructive politics that prevents current
members of Congress from facing the social security crisis woulddigeglv The
creation of OtrusteesO could, in fact, benefit the most by creating public confidence that
the money they pay into social security would be available for them when they retire.
Regulation of Property Rights and Contract Enforcement

The greatst threat to an economic actor is that his competitors will find some

powerful political figures with whom to ally redefining licensing requirements, erecting
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artificial entry barriers, redefining contracting rights with workers or suppliers. And
legislabrs, of course, have every reason to build such coalNipnisileging economic

actors who support their political coalitions, and punishing those wha\dan®t

frequently revising licensing rules, barriers, and contracts based on the vagaries of
politics. In a political system in which this form of political involvement is widespread,

as in parts of Latin America (De Soto), the results overall can be catastrophic: investors
take capital elsewhere, owners of assets let them deteriorate because of tdubaf
ownership, and much of the economy may be forced underground.

Historically, regulatory policy is also an arena in which Congress has been most
systematic about creating trustee relationships. From the Progressive Era to the New
Deal, indepenent regulatory agencies were created to serve the Opublic interestO in the
areas of monetary policy, power, securities regulation, labor relations, communication
regulation, etc.

One reason advanced for CongressOs readiness to delegate regulatorytauthority
independent regulatory commissions is that, by comparison with distributive politics,
regulatory politics is not the best basis foetection strategies. Changes in regulatory
regimes tend to create winners and losers. A legislator who writelafegidenefiting
one set of firms at the expense of another set of firms has made friends out of the
forme but enemies out of the latter. This is different than guaranteeing funds for a new
bridge in oneOs congressional district: it tends to makedrienaf everyone in the
district. Thus, as Congress expanded its opportunities for distributive benefits in the first
half of the twentieth century (highways, farm price supports, military contracts), it was

willing to give up regulatory authority to wy created regulatory agencies.

46



At the same time, legislative namterference is not a given: consider the SEC.
From its formation in the New Deal until the late 1990s, investors believed the SEC
guaranteed informative auditing data by its oversighhe accounting profession and its
public auditing activities. The SEC had a reputation for being autonomous from elected
political officials: the chair of powerful Senate committees could not call up SEC staff
and pass along a lobbyistOs requestébaage in an accounting procedure. The SEC
provided a venue for lobbyists to be heard, but it was in the context of a neutral,
judicialized process (Khademian 1992)

Then in the nineties, lobbyists bypassed the SEC and lobbied Congress directly
for keychanges in regulatory policy. The change was caused by a sudden huge increase
in the relative profitability of the consulting divisions of the accounting firms. In
particular, accounting firms wanted to allow accounting firms to compete for lucrative
consulting services from their auditing clieiNtsomething the SEC was loathe to
approve.

As it turned out, the basis of competition for consulting services included
favorably biased financial statements and audits. In the wake of the Anderson/Enron
scanal, investors were shaken in their belief that the SEC was in a position to protect the
neutrality of the financial reporting system. One source (Feaster 2002) reported in the
New York Times a multrillion dollar decrease in aggregate equity pricess essult of
investor uncertainty caused by the auditing crisis. The only proposed solution was to try
to restore the SECOs former autonomy and professionalism in administering the auditing
procedure. As with the Fed, the SEC was perceived to playeapraductive role as a

trusted insulated from political pressuféghan as an agent.
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Distributive Politics

Intransitive majority rule is most likely to occur in highmensional policy
spaces. Distributional issues like pork barrel spending, tariffyjpalieapons acquisition
policy, military base closing, and taxation are examples: each member of Congress may
evaluate any given proposal on the basis of its distributional impact in her own district.
This means that the House will have 435 dimensionslafypevaluatiofN and inevitable
cycling. Every policy worked out by a given coalition can be attacked by a different
coalition that can woo away pivotal members of Congress to the new coalition by more
generous offers. What is more, this structure isansparent that every member of
Congress is aware that any coalition is vulnerable.

The picture of members of Congress scrambling to be a member of the last
successful coalition is memorably captured in Schattschneider's (1935) portrayal of
frantic ard chaotic logrolling for the Smodiawley tariff. The outcome was widely
judged to be as incoherent as the process that generated it. Even a supporter of
Congressional authority like Senator Arthur Vandenberg later agreed that legislating
tariffs had leen a failure, lacking Oany element of economic science or validityO
(Goldstein 1989: 65).

The implication, of course, is that the legislation that is produced in distributional
cases, and sent to the bureaucracy for implementation, is the more obikeas/aesult
of an incoherent process. Is there really any reason to think that the public interest is
served by scrupulous devotion by bureaucrats to that piece of legislation?

In the area of trade, of course, the widespread public disgust with&Ssisgtariff

policies resulted in a movement toward bureaucratic delegation. The trade commission
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was created so that something other than the vagaries of an unstable coalition process in
service of narrow legislative #&lection interests could be injedtinto trade negotiations.
The 1934 legislation was Oan unprecedented transfer of powerO to the executive
(Goldstein 1989:64). The evaluation of most experts is that bureaucratic decaomny
on the tariff commission has been a marked improvementeyisiative tariffmaking;
Goldstein (1989:59) says flatly, OIf Congress had not relinquisheenaliffig
authority, trade liberalization would never have succeeded. And of course, the key to
bureaucratic successirsulation of the trade commissiomin the political pressures
coming from Congres&mphasis added)." (See also Milner and Rosendorff, 1997.)
Here clearly, the success of post W.W.II trade liberalization was dependent on a
bureaucracy that didotact as the agent of congressiona¢iedion strategies.
Summary

In the cases of distributive and regulatory policy, the advantage of bureaucratic
trustees is a function of a time inconsistency problem facing elected officials: there are
selfinterested actions further down the game trezatiticipation of which will invoke
harmful actions by other players. Investors who anticipate eleatiented inflationary
boosts will be deterred from optimal investments. Firms who anticipate politicized
tariffs will be led to distorted decisioas well. The creation of autonomous
bureaucratic institutions, the actions of which are predictable and routinized by
professional and legal constraints, offer an alternative institutional form from which the
public, and even the elected officials, caméfit.

It is worth noting that the same problems face dictators as well as democracies. A

dictator who hopes to improve economic prospects may choose to tie his own hands in
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order to decrease investorsO fears of expropriation. But, ironically, otagirdi
apparently fail to limit their authority in this way, which helps explain why many
dictatorships persist in economic stagnation for long periods of time.

And it is also important to note that this problem of time inconsistency presents an
inevitade and persistent tension for democracies. There are a variety of conditions that
will determine when we are better served by agents responsive to the short term interests
of our elected officials and when we are better served by trustees who reflecigthe |
term interests of the public. There is no simple and permanent solution to the problem.
Ultimately, these are institutional choices that must be made with the long term interests
of the public as a whole in mind.

We have identified some of the prirgaconditions that affect the effectiveness of
bureaucracies. We believe that they clearly demonstrate an important role for
bureaucratic trustees in a constitutional democracy. But in any particular circumstance
the conditions that determine the existeatsuch time inconsistency problems change
and it is one of the tasks of a democratic society to constantly revisit and assess the
continuing effectiveness of these institutional choices. There are good reasons for
believing that democracies are betterippad than other forms of governance to
facilitate these choices. (Knight and Johnson 2007) And the fact that democracies have
appeared to do a better job than {sl@mocracies in resolving these issues in the long run

lends support to those arguments.

VIl . Conclusion

Concern about Orunaway bureaucratsO has been more or less a constant in

American politics. This concern has beemmnéorced by the development of principal
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agency theory. The latter has shared the view that bureaucrats are and shgelitde
of elected officials, and at the same time has offered a model of how control can be
achieved, despite information asymmetries, through the use of incentives and monitoring.

However, there is an important inconsistency in this approach. Fhiv@o
message of principagency theory is that the informational advantages of bureaucrats
neednotlead to unaccountable bureaucrats, because the use of incentives linked to
outcomes can align the preferences of bureaucrats and their elected masiess.
implies that governmental failures must ultimately be attributed to elected officials, not
their bureaucratic subordinates. If it is principals who are ultimately in control, then they
bear the responsibility for wasteful government contractffjérent agricultural
subsidies, or excessive laxity in regulation. . If this is the case, then obvious government
failures, like the response to Katrina, the social security crisis, the Enron crisis, etc., can
ultimately be traced to bad selection, monitg, or incentivization of bureaucrats by
those in charge.

This reverses the normative argument of McCubbins et al., who claim that the
Constitution guarantees representative public officials, while the flaw in the
representation process is that bureaigcmay not be accountable to those elected
officials. If principalagency theory portrays how elected officials can control
bureaucrats, then the flaw in the representation process is that elected officials themselves
may not be accountable to the gengxadlic. Indeed, as we argued earlier in the paper,
there are multiple muektudied reasons to believe that elections and legislative processes
systematically produce elected officials who are not representative of the public on some

issues, some of thane.
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When elected officials are imbued with flawed electoral and legislative
incentives, then bureaucrats may play a more useful role in a democracy as trustees rather
than as responsive agents of those officitsne degree of unaccountability allows
bureaucrats to act as a separate check on ambitious -@eeking elected officials,
especially when those officials act outside of the formal legislative process as
ombudsmen for interest groups or as committees exerting leverage over the
implementatiorprocess.

This is not a call for bureaucratic defiance of the constitutional process; rather, it
is a call for a radiscovery of some of the ideals of the Progessive movement. The
twentieth century practices of independent commissions, meritocratic cevieservice,
and professionalized agencies are in danger of appearing anachronistic in an era of
intensifying partisan combat, escalating campaign contributions, abil montracting.
In the twentieth century, the American political system foumy to integrate expert
bureaucrats into the political process. Those bureaucrats played an important role in the
winning of two world wars, a cold war, and the creation of an economy that allowed for
the creation of the first mass middiss. Irthe wake of Katrina, the Enron scandal,
and the conduct of the Iraq War, perhaps we shoudkaenine the role of professional
bureaucrats in the regulation of the economy, the delivery of essential services, and the

implementation of our foreign policy.
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