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Abstract

Under political competition, bureaucrats who wish to maintain their jobs and sala-
ries must continue to stimulate demand for their agency’s services in order to secure
funding. This paper suggests that one way a bureau can do so is by creating ave-
nues for private entities to collect rents through entrepreneurial action. The Federal
Student Aid office in the U.S. Department of Education and their Free Application
for Federal Student Aid (FAFSA) can serve as an example. By getting students to
fill out a FAFSA application, colleges obtain the detailed financial information of
students and families. Colleges can then use this information to price discriminate.
The bureau’s derived benefits from this behavior are two-fold: (1) Private interests
groups can lobby political sponsors to continue funding the agency. Using data
obtained from lobbying reports filed with the federal government, we find that there
is a positive relationship between lobbying expenditures and the implementation of
regulations that enhance the value of the rents associated with the FAFSA. (2) The
source of the rents can be used as a performance indicator to meet the demands of
political sponsors. Drawing from the 5-year strategic plans from the Department of
Education and the Federal Student Aid office, we find that these bureaus can benefit
from engaging in such behavior.
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1 Introduction

Public choice scholars have long discussed the ways in which bureaucratic agen-
cies compete amongst each other (Benson, 1995; Breton & Wintrobe, 1982; Coyne,
2008; Downs, 1967; Margolis, 1975; Niskanen, 1968; Peters, 2010; Tullock, 1993;
Wagner, 2016; Woll, 1963). In a market context, competition is mediated through
the price mechanism which relays information about consumer valuations, guiding
economic decision making. However, in the context of the political process the price
mechanism is absent; therefore, resources are necessarily allocated by other means.
Bureaucrats must find ways to demonstrate their value to their primary ‘customer’,
political sponsors, if they are to maintain or increase their command over politi-
cally appropriated resources (Ting, 2001). The ways in which bureaucrats compete
include advertising efforts, lobbying politicians, and partnering with private enter-
prises, among other tactics. These strategies typically involve some form of attempt-
ing to stimulate demand for the agency’s services in order to capture more resources.
What we argue in this paper is there is a competitive strategy among bureaus which
has yet to be thoroughly addressed in the literature, namely creating rents for private
enterprises.

Political rent creation is related to the literature on rent seeking and has been dis-
cussed in the context of politicians creating rents that can also confer benefits to
themselves.! Holcombe (2017) argues political actors have incentives to create rents
when they can also appropriate a share of those rents; absent the ability to gain from
rent creation, political actors will refrain from doing so. After an avenue of rents
is established, politicians can engage in the “political strategy of cost forbearance”
(McChesney, 1987, p. 105) to extract up to the equivalent value of these rents from
private firms. This strategy entails threatening to impose costs on firms to reduce
the value of non-salvageable capital used for capturing rents through the political
process. Our analysis differs from McChesney (1987) in two significant ways. First,
our primary concern is the bureaucrat rather than the politician as the political actor
of interest, which we argue are theoretically distinct. For instance, the turnover rate
of political offices seems to play a crucial role in the durability of a rent, “[b]Joth
politicians and rent recipients gain when the durability of regulation is increased by
holding legislators to longer contracts... A legislator not party to the original bargain
has less incentive to abide by the political rent-creation deal struck by his predeces-
sors unless he too is compensated” (p. 105). We would expect the rents in exchange
with bureaucrats to be more durable given the less frequent turnover of bureaucratic
positions and the harder-to-replace benefits from the recipient of rents. Addition-
ally, bureaucrats are not elected and cannot directly tap into private contributions to
their agency. To maximize benefits, the strategy of rent creation is more likely to be
effective for the bureaucrat relative to the politician. When McChesney (1987, pp.
111-112) mentions bureaucratic agencies, he assigns them the function of imposing
the costs which legislators threaten on private actors for the purpose of extracting

! See, for example, (Aidt, 2016) on rent creation and corruption, (Congleton, 2019; McChesney, 1987)
on rent creation and rent extraction, and Holcombe (2017, 2018) on the incentives for rent creation.
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rents. This brings us to our second divergence: we argue that bureaus can them-
selves create rents for private actors, not only impose costs that lower the value of
pre-existing rents.” That is, we develop a theory of rent creation, not rent extraction
through cost forbearance. We argue that rent creation from bureaus can be a rational,
strategic response to the incentives they face.

One of McChesney’s (1987) critiques of the literature on political exchange is
how politicians remain as a “passive broker among competing private rent seekers”
(p. 102). The literature has treated bureaucrats similarly. Bureaucrats are not sim-
ply agents of politicians working to implement legislation, but independent actors
that can influence the costs and benefits that private actors face. Consistent with the
framework of political competition advanced by Wagner (2011) and Wagner and
Yazigi (2014), we treat bureaucrats as active participants within a competitive envi-
ronment engaging in political exchanges. Bureau-created rents, as we conceive it,
is not a regurgitation of the classic public choice story in which private enterprises
lobby the government, or a bureau (McKay, 2011), to create rents. Rather, we con-
sider a situation in which the bureaucratic agency is the ‘first-mover’ in the sense
that without any direct lobbying by private actors, bureaucrats use their rule mak-
ing power to create or enhance the value of rents for private actors. In doing so,
bureaucrats are able to stimulate demand for their services in the private sphere. A
consequence of this might be that private actors who are the recipients of these rents
will lobby for the continuation of agency services, justifying the existence of the
agency and increasing the probability of the bureau securing additional appropriated
resources.

To illustrate this theory, we rely on a case study involving the creation and imple-
mentation of the Free Application for Federal Student Aid (FAFSA). We argue that
although federal student aid undoubtedly achieves its goal of increasing access to
higher education (Dynarski, 2003), the FAFSA creates rents by allowing colleges
and universities to more effectively price discriminate. The value of these rents is
directly influenced by the actions of bureaucrats. Bureaucrats within the Department
of Education are shown to have produced regulatory rules that increase the value of
the rents derived from FAFSA. Relevant interest groups, such as the National Asso-
ciation of Student Financial Aid Administrators (NASFAA), participate in the politi-
cal process as a way to protect these rents. Furthermore, these rents create meas-
urable outputs for the bureau to signal success along their goals, making it easier
to maintain demand for their services. This is evident through the numerous uses
of FAFSA as a performance indicator and emphasis on innovations which would
increase the number of FAFSA’s filled out throughout the Department of Education
(ED) and Federal Student Aid (FSA) office’s strategic plans. Ultimately, this can
increase the opportunities for FSA office—and indirectly the ED itself—to increase
their command over appropriated resources.

2 This is not contradictory to McChesney’s (1987) theory. At times, it may be optimal for the bureau to
impose costs on private firms if that guarantees funding. In other situations, it may be more beneficial for
the bureau to create rents.
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The rest of the paper proceeds as follows. In Sect. 2 we discuss the various strate-
gies bureaus use in their competition for funding that have been identified by econo-
mists. Then, in Sect. 3 we build on previous theories of bureaucratic competition
and explain how rents are created as a consequence of bureaucratic entrepreneur-
ship. Section 4 will review a brief history of the FAFSA, establish the existence of
price discrimination by colleges, and then apply the theory developed in Sect. 3 to
our case of interest. Sect. 5 will conclude.

2 Strategies of competing bureaus

As a consequence of operating in a competitive environment, bureaus will pursue
strategies which yield ample funding for continuing its operations. Many of these
strategies have been discussed throughout the literature. One of the most commonly
cited ones is advertising. If it is the case that bureaus can increase the resources allo-
cated to them by increasing the demand for their output, that is the goods and ser-
vices the bureau produces, then bureaus will try and increase the demand for their
output through promotional activities, such as advertising or propaganda (Coyne &
Hall, 2021; Niskanen, 1968, pp. 300, 303).> For example, many military bureaus
throughout the world create advertisement campaigns to recruit soldiers (Peters,
2010, p. 169; Woll, 1963, p. 195).* These political campaigns will not only be
geared towards the public, but also to “specific groups which they consider impor-
tant in the battle for political survival” (Woll, 1963, p. 195).

Another common behavior of competing bureaus is the creation of new regula-
tions which expand the scope of the bureau, or what is commonly known as ‘mis-
sion creep’. By creating new regulations, the bureau can increase their responsibili-
ties which can be used as leverage when the bureau lobbies Congress for additional
funding. If the regulations are in new industries or sectors of industries that the
bureau has not previously been involved in, then these regulations will open up
scope for future expansion. However, these regulations might actually be attributed
to the competition between workers within bureaus. Breton and Wintrobe (1982, pp.
95-97) recognized competition among bureaucrats and bureaucratic mangers for job
positions. Margolis (1975) even argued that it was easier to move between bureaus
than between private firms, further elucidating the competitive nature of bureau-
cratic jobs.

3 For examples see Clotfelter (1978, p. 11) and DiLorenzo (1988a, p. 67). A more modern example is
the National Aeronautics and Space Administration (NASA) Jet Propulsion Laboratory’s poster series,
“Visions of the Future,” produced by a creative team of visual strategists depicting the potential future
missions of the bureau Jet Propulsion Laboratory Visions of the Future Posters (2020).

* In some instances, private companies will create advertisements on behalf of the bureaus. For example,
the Rockwell International Corporation, producer of the B1 bomber, participated in extensive public-
relations activities in support of the B1 program (Woll 1963, p. 195).

> This includes private enterprises. For instance, if a bureau relies on the lobbying efforts of a private
company to allocate more funding to that bureau, then they will direct their advertising efforts towards
these companies to continue that support.
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One of the most straightforward strategies in bureaucratic competition is to
lobby the politicians who allocate budgetary funds. Feld and Schaltegger (2005)
have shown how state bureaus can effectively lobby the federal government for
grants, and (Anderson et al., 1991, p. 32) theorized how local bureaus can lobby
state governments for funding. In fact, bureaus spend an enormous amount of
time, money, and effort engaging in this behavior (Peters, 2010, p. 168; Woll,
1963, p. 194). The benefits the bureaucrats receive from politicians are not nec-
essarily budgetary funds, but can include benefits that “take the form of tenured
employment, privileged health-care packages, contribution-free inflation-proof
pension arrangements and the like” (Tullock, 1993, pp. 52-53). Furthermore,
(Benson, 1995, pp. 14-15) explains why bureaus have a comparative advantage in
lobbying over private interest groups by delineating their following attributes: (1)
Bureaus face no cost in coordinating since they are already organized. (2) Given
the nature of their mission, bureaus will already be well-informed in the area they
are lobbying. (3) Bureaucrats can cover some of their lobbying costs by appropri-
ating a portion of their budget. (4) Bureaucrats are already well connected with
politicians who pass laws and set budgets because they are usually called upon to
provide “expert opinions” on the issues of their agency’s focus. For these reasons,
bureaucratic agencies are naturally equipped with all the characteristics that con-
stitute an effective rent-seeker. In a competitive environment, we would expect
bureaucrats to leverage these qualities to their advantage.

A substitute for lobbying politicians that bureaus have is exchanging infor-
mation for budgetary support. Peters (2010, p. 211) explains how bureaus tend
to have a relative monopoly over information that only they have the technical
expertise to interpret. The bureau can use this position to accomplish their ends in
at least two ways. First, they could claim since they know the most on the subject,
they should be the ones in control of making policy in this relevant area. Sec-
ond, if the politicians instead decide to make policy themselves, they most likely
will consult the bureau since they are the most knowledgeable ones on the sub-
ject. The bureau can then leverage their information by trading it in exchange for
resources and budgetary funds. Perhaps the closest recognition of rent creation by
bureaus as a strategy for survival comes from Downs (1967), “No bureau can sur-
vive unless it is continually able to demonstrate that its services are worthwhile
to some group with influence over sufficient resources to keep it alive” (p. 7). But
Downs does not explicitly hash out the ways in which the bureau will make itself
valuable to these groups.

3 Creating rents

One strategy of bureaus who find themselves in competitive climates is rent crea-
tion. We support the claim that since bureaus will look to maintain the resources
allocated to them and there are scarce resources to be captured, bureaus will be
in competition. This competition will lead to entrepreneurial action. One possible
product of this action is rent creation for private entities.
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3.1 Competition in bureaucracy

Bureaucrats, like most workers, are interested in supporting themselves and their
families, job security, and what their job consists of (Benson, 1995, p. 1). Then,
at the very least, they are concerned with maintaining their jobs and salaries. This
implies that bureaus have an interest in surviving, making one of the agency’s most
vital goals to pursue its continued and desired funding (Peters, 2010, p. 168). If the
agency is to grow at all, or at a minimum survive, it must obtain money through the
budgetary process, coined by Peters (2010) as “the politics of survival” (p. 213).
Since all bureaus share the same fundamental problem of survival, bureaus will be
acting in the same sphere as other public organizations with similar concerns (Wag-
ner, 2016, p. 151). Surviving for an organization requires money (Peters, 2010, p.
213), and since there is a scarcity of money to be allocated across the bureaucracy, it
follows that there necessarily exists competition among agencies (Wagner, 2016, p.
149). Peters explicitly makes this point, claiming that “competition among agen-
cies does have a place as a means of allocating resources among competing policies
and thus allowing some organizations to flourish and some to languish or, less fre-
quently, to die” (Peters & Hogwood, 1988 as cited in Peters, 2010, p. 203). In order
to avoid the undesirable outcome of losing funding or being shutdown, bureaucrats
will have to actively pursue the security of their funding.’

Downs (1965) was one of the first to recognize the territorial environment of
bureaucracy:

Each bureau attempts to stake out, defend, and expand a certain “territory” of
policy related to its social functions. Because of numerous technical interde-
pendencies with other bureaus, the boundaries of each bureau’s territory are
both unstable and ambiguous. Hence it is continually struggling with other
bureaus and nonbureau social agents to establish its sovereignty in certain
overlapping policy areas. (p. 444)

The bounds that define the scope of a bureau’s actions are subject to movement;
whether it be expansion or contraction is dependent on the actions of politicians, the
agency, and its rivals. Depending on how certain policies are classified will affect
the territories of agencies. For example, whether or not drug policy is prescribed as
a health, education, or law enforcement issue will affect the boundaries and scope of
the related agencies (Peters, 2010, p. 202). For these reasons and more, (Breton &
Wintrobe, 1982) conclude that “competition characterizes the whole of bureaucratic
behavior and activity at all times” (p. 26).

6 Niskanen (1968, p. 303) points out that the interest of the persistent existence of a bureau is likely to
originate from the bureau itself, and thus the bureau will expend all of its allocated funds to ensure that
their budgets will not reduce in the future.

7 For a more in-depth analysis of the institutional setup of bureaucracy, see Peters (2010) chapters 5
“The Politics of Bureaucracy” and 6 “The Bureaucracy and Political Institutions.” To better understand
the budgetary process and the importance of this for the bureau’s survival, see chapter 7 “The Politics of
the Budgetary Process.”
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Is this too strong of a claim? (Goodin, 1975) models bureaucratic agencies
cooperating at times instead of competing. Kunioka and Rothenberg (1993) find
an example where bureaus, who should appear to be allocational rivals, were more
focused on autonomy and organizational maintenance than competing over budget-
ary funds or territory. They conclude that although the two bureaus exist in a rival-
rous structure, they fail to act competitively because of the incentives they face.
However, this does not imply that the bureaus are not operating in a competitive
environment. Cooperative strategies among a few related bureaus can at times prove
to be an effective strategy in the broader arena of bureaucratic competition. There
certainly exists competitive environments where the rivalry between bureaus does
not manifest itself in the cooperation described in Kunioka and Rothenberg (1993),
but instead as creative entrepreneurial policy changes that help secure the bureau’s
desired resources.

3.2 Entrepreneurial action

Under the competitive institutional structure in which bureaus seek to increase the
resources allocated to them, we would expect to observe instances of entrepreneurial
action.® In order to understand how bureaus can capture resources through entrepre-
neurial action, we must first understand where those resources originate from. In the
market, entrepreneurs wish to capture the money of consumers who demand their
goods and services. Therefore, entrepreneurs respond to the demands of consum-
ers. In bureaucracy, bureaus wish to capture the resources allocated by those who
distribute budgetary funds. Therefore, bureaucrats respond to the demands of the
politicians who allocate these resources (Breton & Wintrobe, 1982, p. 91). Follow-
ing Niskanen (1971), we will refer to the politicians who directly support the bureau
as political sponsors. Resources will be allocated to bureaus until the benefit to the
sponsor of allocating an additional dollar to a bureau is equal across all bureaus
(Breton & Wintrobe, 1982, p. 113). Therefore, resources will be allocated in propor-
tion to how much the services of the bureau are demanded by the political sponsor.

Bureaus will then want to stimulate demand for their services.” The only way a
bureau can survive is by “continually [demonstrating] that its services are worth-
while to some group with influence over sufficient resources to keep it alive”
(Downs, 1967, p. 7). Notice that this is not exclusive to political sponsors. If bureaus
can stimulate demand for its services in a way that mobilizes the public who vote
politicians into office, then they can indirectly stimulate the demand for their ser-
vices by political sponsors. Furthermore, if bureaus can stimulate demand for their
services by private enterprises, then private enterprises can lobby, publicly endorse,
donate to campaigns, etc., to incentivize political sponsors to allocate resources to
those bureaus.

8 The expectation of entrepreneurial action in the sphere of bureaus follows directly from the ubiquity of
entrepreneurship, as conceived by Mises (1949, pp. 252-253).

° Breton and Wintrobe (1982, p. 36) show that the only way a bureau can expand is by increasing the
demand for their services.
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These dynamics of bureaucratic action is simplified to a five stage process in
Fig. 1.1 Stage 1 resembles the creation of a bureau where it is politically advanta-
geous for political sponsors to take such action.!! Once legislation is passed estab-
lishing the bureau, the bureaucrats then decide how they will go about implementing
their proposed mission. When making this decision, bureaus will take into account
who their political sponsors in Congress are and pursue their mission consist-
ently with their sponsors’ interests (Weingast, 1984). Citizens and interest groups
will judge the bureau’s outputs and pressure or lobby politicians to either increase,
maintain, decrease, or remove the bureau’s funding. The political sponsors allocate
resources depending on these demands, and stages 3-5 continue on in this cycle.
However, this cycle need not to continue endlessly.

Agencies that do not garner enough support in Stage 4 from political sponsors
will disappear. In order to survive, bureaus must establish a “host of well-organized
domestic beneficiaries, or a powerful set of suppliers with no alternative markets”
(Downs, 1967, p. 10). A bureau who fails to provide benefits for their sponsors, or
large enough benefits such that they outweigh the costs of supporting the agency,
will cease to exist (Downs, 1967, p. 22). Furthermore, as the demand for a bureau’s
policies diminish by their supporters, the chances of them disappearing become
greater (Breton & Wintrobe, 1982, p. 36). Bureaus might diminish because they
struggle to compete for political attention and resources with other more prominent
bureaus, face opposition from other competing bureaus, or struggle to continue pro-
ducing impressive results for their sponsors (Downs, 1967, p. 12). To avoid contrac-
tion and continue to survive, bureaus will constantly seek to stimulate demand for
their services by their sponsors.

Following from Sect. 3.1 and Breton and Wintrobe (1982), the competing bureau-
crats seeking to stimulate demand for their services can be modeled as entrepre-
neurs.'? Kirzner (1973, p. 94) expounds how competition and entrepreneurship are
“two sides of the same coin,” where this theory of entrepreneurship encompasses all
competitive behavior (Breton & Wintrobe, 1982, p. 111).! Political entrepreneurs
within bureaucracies will therefore be those who stimulate demand for the bureaus’
services (DiLorenzo, 1988a, p. 66). The entrepreneurship of the bureaucrat will
“proceed along many different dimensions and take subtle forms” (Breton & Win-
trobe, 1982, p. 117) because the benefits to the political sponsors of their services
are arbitrarily determined.

10 This is loosely derived from Adams (1981) iron triangle.

1 See Fedeli et al. (2018) for an analysis of what incentives political sponsors face when designing the
institutional structure in their creation of bureaus.

12 Natchez and Bupp (1973, p. 963) summarize the competitive environment of federal bureaucracy
driven by entrepreneurs. See also (DiLorenzo, 2002, pp. 65-67; Eusepi & Wilson, 2008) for more on
modeling entrepreneurs and markets in the realm of government.

13 This is precisely why (Breton & Wintrobe, 1982, pp. 108-109) use the Austrian notion of competi-
tion in their model of bureaucratic competition. The Neoclassical model of competition focuses solely on
price competition, and since there are no prices in the public sphere the theory is rendered useless in its
application for this scenario. See Boettke et al. (2007), DiLorenzo (1988a) and Wohlgemuth (1995) for
more on the usefulness of Austrian economics and entrepreneurship over the neoclassical competition
framework in the analysis of political behavior.
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Fig. 1 The creation and survival of bureaus

Just how entrepreneurial action emerges from changes in demand in the private
sector, entrepreneurial action in the public sector will emerge out of changes in the
demand for bureaucratic services. As the entrepreneur is alert to new opportunities
(Kirzner, 1973), we expect to see a surge in this kind of action when these oppor-
tunities arise as bureaucrats seek to exploit rather than create them. Bureaucratic
entrepreneurs can exploit the change in demands from the public:

[Clitizens’ demands that something be done about the environment, the high
cost of government, inflation, or unemployment, to use the most obvious con-
temporary examples, imply that opportunities for entrepreneurship in the pub-
lic sector are there to be grasped, but they do not reveal what kinds of new
policies will be successful. (Breton & Wintrobe, 1982, p. 112)

Downs (1967) recognized this behavior of bureaucrats as they “propose new func-
tions, new methods, or new research that will shift resources to them” (p. 198). The
incentive structure facing bureaucrats “provides much greater rewards for increas-
ing expenditures than for reducing them” (p. 18). Expanding the agency may also
increase the quality of performance, thereby incentivizing individuals whose inter-
ests are loyalty, pride in work, public interest, and commitment to the bureau’s mis-
sion to pursue further expansion (Downs 1967, p. 17). Even those who seek con-
venience might want to increase resources of the bureau by hiring more workers
to delegate undesirable tasks to other bureaucrats. Or they may strategically hire
workers as a means of enticing political sponsors “to provide complementary inputs
in the future” when faced with a competitive budgetary environment (Konrad &
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Kessing, 2008). The very aggrandizing nature of bureaucrats will lead them to seek
expansion of their agencies through entrepreneurial action.

As a consequence of this action, we would expect to see the implementation
of policy changes, such as “new programs, policies, regulations, or techniques of
administration” (Breton & Wintrobe, 1982, p. 112). The decisions made in the leg-
islative process might define the mission of policy, but it is the bureaus who “are
involved in interpreting the law, deciding on the extent of its application, how to
handle special cases not dealt with in the law, defining exceptions and so on” on a
day-to-day basis (Breton & Wintrobe, 1982, p. 23). The bureau increases the chances
of expanding the social function it was originally assigned through creating new
policies that may even encroach on other bureaus’ territories (Downs, 1967, p. 12).
A bureaucrat’s entrepreneurial action may result in changing the formal mandate
of the bureau, and consequently the constitutional order it operates within which
can enhance its position in future political exchanges (Salter & Wagner, 2018, pp.
294-295). Significant changes could also lead to the creation of new departments
within the bureau, or even spur entirely new bureaus (Breton & Wintrobe, 1982, p.
112). They can also lead to an increase in public or private demand for the bureau’s
outputs, or expansion of the scope of the bureau’s mission. Regardless of the change,
successful policies will maintain or increase the amount of resources allocated to the
bureau. The idea is that bureaucrats will shape the way desired goals of aggran-
dization are achieved through policy implementation. This plays a crucial role in
our empirical case in Sect. 4, as bureaucratic entrepreneurs from the FSA office
within the Department of Education created polices to better achieve their mission.
At the same time, these new policies created rents for interested private and public
enterprises.

3.3 Rent creation

Bureaucratic agencies can create rents for private enterprises to stimulate demand
for their services as a strategy to increase their allocated resources. This behavior
can benefit the bureau in at least two ways. First, is that if agencies serve the interest
of private enterprises by creating rents for them, then those private enterprises have
an incentive to lobby political sponsors to continue, or even increase, the funding for
those agencies and in turn the rents they receive. Peters (2010, pp. 168, 170, 212)
frequently talks about how the budgeting process for bureaus involves mobilizing
private interest groups to lobby on their behalf, but does not explicitly state why
these private enterprises would do so, or what they gain from the bureau. Downs
(1967, p. 22) came closer to the idea of bureaucratically created rents stating that “[t]
he nature of bureaus leads their clients to create pressure to maintain them after their
usefulness no longer justifies their costs” (p. 22). As long as the benefits the private
enterprises receive from the rents created exceed their costs of lobbying political
sponsors, then we expect the private entities to engage in this behavior regardless of
the costs to run the bureau. Notice how this lowers the costs of advocacy on the part
of the bureau. The more private interest groups lobby on the bureau’s behalf, the
fewer resources the bureau will need to devote to advocacy. This implies that even
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when bureaus have already created rents and mobilized private enterprises to advo-
cate for them, they still have incentives to enhance the value of those rents. By doing
so they increase the private enterprise’s willingness to pay through lobbying efforts
to maintain the bureau.

However, this provokes the question: Why do the bureaus not just lobby politi-
cians themselves instead of indirectly depending on private enterprises to do so? In
these instances, indirect lobbying through private enterprises can be a lower cost
alternative to direct lobbying. When an output of a bureau is hard to measure, it is
more difficult for them to advocate for support from political sponsors in absence
of direct measures to point to.'* For instance, it might be easier for the U.S. Postal
Service to campaign for budgets when they can use figures such as how much mail
they handle, how fast they deliver, the costs associated with deliveries, etc. Or, the
Department of Defense can campaign for more funds by pointing out the spending
or military inventories of rival countries. However, a bureau like the National Park
Service might have a harder time measuring their output of park management, mak-
ing it more difficult to advocate for additional funding for maintaining more parks or
improving the current management of parks. Therefore, pursuing methods of indi-
rect support might be a lower cost alternative for these agencies than lobbying politi-
cal sponsors directly. In the theory presented here, that method is creating rents for
private enterprises. Indirect support can also be accomplished in other ways, such as
through advertisement campaigns that garner support of the bureau’s mission from
the public. Agencies like The National Park Service or N.A.S.A. have many prod-
ucts and merchandise available that advertise their agency. Even campaigns such as
Smokey Bear from the U.S. Forest Service, can be seen as an effective advertising
campaign that garnered much support by the public for the agency’s mission of sus-
taining forests.

Another way bureaus might benefit from creating rents is by aligning the metrics
they use to evaluate how successful they were in achieving their mission with the
incentives of private enterprises. Bureaucrats will choose the metrics that best sig-
nal the success of the bureau’s mission so they have a greater chance of capturing
resources from political sponsors (Peters, 2010, p. 217). If they can align these self-
created metrics with the interest of private enterprises, then creating rents might be
a way to secure funding. For instance, assume colleges can collect rents by getting
their students to fill out FAFSA forms. If the Federal Student Aid (FSA) office uses
the number of FAFSA applications they receive as a way of measuring how suc-
cessful they are in achieving their mission, then the bureau will benefit by providing
those rents from the FAFSA application to colleges. By doing so, the colleges have
an interest in getting more of their students to fill out the FAFSA, thus increasing the
number of FAFSAs filled out. The FSA office now has a metric to show the success

4 Lindsay (1976) makes the differentiation between measurable and unmeasurable outputs, claiming
that bureaucrats will produce the measurable outputs that align with the mission of the bureau, and then
exploit the uncertainty in measuring unmeasurable outputs.
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of the bureau, and this can be beneficial for their internal efforts to demonstrate suc-
cess along the bureau’s mandate as determined by the political sponsors. !>

Referring back to Fig. 1, in the first stage of the cycle, political sponsors create
legislation that outlines the function of a bureau. At stage two when the bureau is
implementing regulations to carry out these functions, bureaucrats will try to both
carry out its legislated function and do so in a way that is clear to political sponsors.
A bureau that is tasked with the indirect provision of services, such as the Depart-
ment of Education, will be forced to rely on the few measurable outputs at its dis-
posal for its lobbying efforts once regulations are created. There is a strong incentive
for the creation of regulations that will increase the value of rents stemming from
existing legislation while simultaneously increasing the use of outputs that are easily
measured.

When an existing output of a bureau is both measurable and valued by private
entities, bureaucratic entrepreneurial action will be directed toward increasing the
value of or access to that output. The benefits of doing so are twofold. First, the
bureau will be stimulating demand for its services. When demand for bureau ser-
vices is increased, the likelihood of private interest groups lobbying for the bureau
increases. More political support for the bureau’s activities, when strong enough,
can then translate into an increased command over politically allocated resources.
Second, because the output is measurable, the bureau has the ability to summarize
progress toward relevant agency goals in a quantifiable manner. Both of these fac-
tors serve as mechanisms to lower the cost of lobbying effort for the bureau. Fur-
thermore, these factors increase the probability of continued funding at stage four
in the cycle described in Fig. 1.'° The critical stages for our purposes are stages two
and five, where bureaucrats must strategically create regulation in order to increase
the command over politically allocated resources in stage four.

Bureaus have the ability to use the increased demand for their services, arising
from the rents they create, as an arguing point for why the bureau should continue to
exist (Peters, 2010, p. 212). How successful bureaus will be on this front is depend-
ent on how political sponsors, and the constituencies of those politicians, view the
rents, or services, that are being provided by the bureaus. If bureaus create rents for
private enterprises, they can argue there are disruptive consequences for removing
or cutting their programs that will negatively impact private individuals and them-
selves. Once these connections are established from the creation of rents, they “have
enormous implications for the maintenance of established bureaucracy” (Warwick,
1975, p. 168). In other words, this will increase the costs for cutting the bureau’s
program, or the bureau itself, because private entities receiving the rents from the
bureau will suffer losses. If these private entities make up a politician’s constitu-
ency, or have significant public support such that a politician’s constituency would

15" As shown in column 1 of Tables 1 and 2, The Department of Education and the FSA office consist-
ently reference the FAFSA as a performance indicator for department-wide goals.

16 We can think of the alignment of measures of success and rents for private actors as a way that
bureaus reduce the “noise” associated with signal of meeting the demands of political sponsors (Ting,
2001).
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penalize their politicians for removing the bureau, then this can be an effective way
of sustaining the resources allocated to the agency.

This does not completely exhaust all the ways public enterprises might benefit
from this behavior, but provides a starting point for analysis. We find rent crea-
tion through entrepreneurial action, as discussed in Sect. 3.3, to be apparent in the
case of the FSA office and the rents created by their policy changes surrounding the
FAFSA application.

4 FAFSA, an example

Our example will show how the strategy of rent creation is used by bureaucrats to
the benefit of the colleges that participate in the federal student aid programs, the
bureaucrats themselves, and the politicians that support those programs. The theory
applied to this case is supported by three key pieces of evidence. First is the fact that
the FAFSA allows colleges to price discriminate at a lower cost (thus raising the net
benefit) relative to not having access to the FAFSA. Second, the Department of Edu-
cation, since the inception of the FAFSA, uses it as a tool to justify budget increases
for its postsecondary office. The FAFSA used as a tool for budget justification is
evident throughout 5 year strategic plans from both the Department of Education
(ED) and the Federal Student Aid (FSA) office.!” And third, private interest groups
associated with colleges act to protect the existence of FAFSA policy and continued
funding for the Department of Education.

4.1 Background

Throughout the history of the United States, financial aid for students pursuing post-
secondary education has come from a variety of both private and public sources
(Fuller, 2014). For the purposes of this paper, our focus will be on student financial
aid from the federal government in the form of Title IV programs and the appli-
cation used to administer those funds beginning in the early 1990s. In 1965, the
Higher Education Act (HEA) was passed in the United States and established the
contemporary federal student aid programs that fall under Title IV of the legislation.

Since being enacted, the HEA has been up for reauthorization ten times (Fuller,
2014, p. 54), each time being amended to include adjustments to funding and agreed
upon changes to the programs within the legislation. Although the Department of
Education (ED) has little control over the legislation itself, we can view the HEA
as setting the constraints within which bureaucratic action takes place. Without
reauthorization of the HEA, the offices in the ED that implement Title IV programs
would no longer have the legal authority to carry out their functions. Demand for
the services that the ED provides must be sustained at a level to make reauthoriza-
tion possible. That is, there must be sufficient demand from political sponsors in the

17 The FSA is a suboffice of the Office of the Under Secretary which reports to the Secretary of Educa-
tion. For a more detailed look at the organizational features of the FSA see FSA Org Chart (2021).
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form of votes for the HEA to be implemented each time it is up for reauthorization.
Two reauthorization years in particular enhanced the ability of the offices that carry
out federal student aid policy to justify their continued existence.

First, the reauthorization and amendments to the HEA in 1992. Among the vari-
ous changes to the legislation, the ones of interest center around the implementation
of a universal formula used to determine the student eligibility for federal student
aid, as well as the creation of the Free Application for Federal Student Aid (FAFSA).
Sections 475477 of the HEA were amended such that eligibility for federal student
aid would be determined using a formula for expected family contribution. The for-
mula uses information on family income, wealth, and demographic characteristics
(e.g. number of dependents, marriage status) to determine the expected amount of
money that a family will be able to contribute to postsecondary education for a stu-
dent (Higher Education Amendments of 1992, 1992). Section 483 of the HEA was
amended such that the information necessary to determine Title IV program eligibil-
ity was collected using the FAFSA. Students would now be required to fill out the
FAFSA in order to be considered for federal student aid. Prior to the creation of the
FAFSA, participating colleges and universities were required to maintain their own
means of collecting the necessary information to determine financial aid eligibility
(Higher Education Act of 1965 1965, pp. 1234—1235). The creation of the FAFSA
and the use of the expected family contribution formula, both created and funded by
the federal government, eliminated that responsibility for colleges and universities.
More importantly, colleges can access the data collected through the FAFSA with-
out making any direct monetary payment. While the FAFSA arrangement does not
imply there is no cost to colleges for obtaining and using the financial information
captured by the FAFSA, it does imply that the cost of obtaining this information was
lower relative to the previous arrangement.

The second reauthorization and amendments we will consider occurred in 1998.
Section 484 of the legislation was amended to allow the ED to verify financial infor-
mation, reported by families and students on the FAFSA, with the Internal Revenue
Service (IRS). The IRS verification on the FAFSA was implemented as a means
of enforcing the accurate reporting of information by students and families (Higher
Education Amendments of 1998, 1998). In combination with the changes from the
1992 reauthorization, the changes in 1998 created a centralized system for the col-
lection and monitoring of the financial information of students and families seeking
federal aid for postsecondary education. These reauthorizations and the HEA legis-
lation itself provide the framework within which the ED implements federal student
aid policy. The bureau has rule making power that allows for bureaucrats to exercise
discretion over the details that affect how student aid is used by colleges in practice.
That discretion leaves room for entrepreneurial action as discussed in more detail
below.

The FAFSA is intended to be a tool for the government and colleges to use
family and student financial information to determine eligibility for aid. Informa-
tion collected on the form is similar to what would be reported in a tax return. This
includes the financial situation of the student and their parents (if applicable) includ-
ing: adjusted gross income, income tax paid, education credits, household mem-
bers, student dependency status, number of dependents in college, and high school
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completion status, among other factors (Federal Register, 2019, pp. 24118-24121).
The information is not only used to determine the expected family contribution
based on the ED formula, but participating colleges also have access to this informa-
tion for students who apply. With access to this information, colleges are then able
to use it for purposes other than the disbursement of aid funds (Fillmore, 2015, p. 3).
Information from the FAFSA becomes a tool that colleges can utilize to engage in
price discrimination.

4.2 FAFSA as a tool for price discrimination

The practice of price discrimination among colleges is supported in the literature
on a theoretical and empirical basis (Bishop & Colwell, 1991; Dynarski, 2002; Fill-
more, 2015, 2016; Lawson & Zerkle, 2006; Tiffany & Ankrom, 1998; Waldfogel,
2015). This behavior has even been used as a textbook example of price discrimi-
nation in McKenzie and Tullock (2012) when they say “[i]ndeed, the spreading
acceptance of price discrimination among colleges and universities helps explain...
the dramatic increase in the average tuition at 4-year private colleges and universi-
ties during the last half century” (p. 204) and in Cowen and Tabarrok (2021, pp.
284-286) when they use colleges as an example of a perfect price-discriminating
monopolist.

Before the FAFSA was created, (Bishop & Colwell, 1991) observe tuition costs
rising in tandem with student financial aid. To explain this pattern, they argue that
if colleges are characterized as profit maximizers who can price discriminate, then
the motivating observation makes sense. The information provided on financial aid
applications gives college administrators a better idea about the demand for edu-
cational services and, through price discrimination, an ability to transfer surplus
from students to the college (Bishop and Colwell, 1991, pp. 6-8). Tiffany and Ank-
rom (1998) develop a model of colleges as price discriminating firms. The authors
test this model using data from small private colleges in the United States over a
5-year period and present results consistent with the model’s predictions. Fillmore
(2015) finds evidence of colleges engaging in price discrimination and identifies the
FAFSA as the key source of the information to make this possible. One character-
istic of college admissions that allows colleges to price discriminate is the fact that
there is no arbitrage opportunity for students: an admitted student has no ability to
sell their spot at a college to another prospective student.

The information reported by students and families on the FAFSA provide the
information necessary to price discriminate. But if colleges could price discrimi-
nate without the FAFSA, as (Bishop & Colwell, 1991) argue, why use the FAFSA
instead of other methods of obtaining financial information? Because of the legisla-
tion behind the FAFSA, the information that can be accessed from it will be of both
higher quality and lower cost than other sources (Fillmore, 2015, p. 4). The quality
of the information is higher because reporting fraudulent information is monitored
and enforced against by the ED with the help of the IRS (Fillmore, 2015, p. 4). The
FAFSA is a lower cost source of financial information for two reasons in particular.
First, as shown above, the amendments to the HEA make it the responsibility of
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the ED to collect and distribute the FAFSA information. Colleges do not have to
internalize the costs of setting up their own collection systems or pay directly for the
services that are provided by the ED. Second, other sources of financial information,
such as the College Scholarship Service (CSS) profile which is administered by Col-
lege Board, have different eligibility requirements for participation and do not come
with access to federal student aid funds. College Board will only accept non-profit
colleges as members of the organization, thus constraining for-profit colleges. Eligi-
bility for Title IV funds, on the other hand, is not contingent on non-profit status and
grants access to federal student aid funds to for-profit colleges. As a result of being
less costly to use and a higher quality product, the FAFSA as a source of informa-
tion to engage in price discrimination is more widely used than options like the CSS
profile.'®

Using the higher quality product that is the FAFSA, the colleges will benefit
through increases in revenue. Revenue increases are derived from the ability to tailor
the net tuition price charged to a student to their particular financial situation, trans-
ferring surplus from the student to the college. Fillmore (2016) finds that, relative to
a world where colleges do not have access to the information in the FAFSA, colleges
are able to increase their revenue substantially through price discrimination. Accord-
ing to his estimates, 65% of the extra revenue raised through price discrimination
accrues to colleges and universities while the remaining 35% is distributed to lower
income students from higher income students. Those estimates suggest that there are
substantial benefits from price discrimination made possible by the FAFSA. Fur-
thermore, given the relatively low number of colleges that opt to use other means
of collecting financial information, such as the CSS profile, supports the contention
that the FAFSA allows for more effective price discrimination. In a world without
the FAFSA, it is therefore likely that colleges and universities would not be able to
facilitate the same increase in revenue through price discrimination. The increase in
revenue is only made possible by granting a majority of students a discount on the
tuition sticker-price, which seems to be the case as 86.5% of full-time undergraduate
students receive some sort of financial aid (2015-16 National Postsecondary Student
Aid Study, 2018, p. 6). Colleges are then able to capture revenue from students that
they would not be able to if they were to charge a uniform price instead (Fillmore,
2016). Insofar as colleges value increases in revenue, the FAFSA is a source of rents
for colleges.'” It is in this sense that the Department of Education, in carrying out
the legislation of the amended HEA, created rents for private and public enterprises.

'8 There are over 6,000 colleges that are eligible for Title IV funds Federal School Code List (2020)
from the federal government (meaning they have access to FAFSA information), while just over 400 col-
leges participate in the use of the CSS profile CSS Profile Participating Institutions and Programs (2020).
19 Note that colleges do not necessarily only value increases in revenue when considering which students
to admit. Fillmore (2015) and Waldfogel (2015) both discuss how colleges will also seek to admit stu-
dents based on other desirable characteristics, such as test scores or high school GPA, both of which can
have reputational effects on colleges.
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4.3 Policy changes to enhance rents

The HEA legislation and subsequent amendments laid the groundwork for the ED
to implement the FAFSA as a tool for price discrimination. But, the legislation only
provides a general directive for the ED, and it is up to the individuals within the
department to make the FAFSA valuable. One of the recurring goals of the ED is to
improve access to postsecondary education through federal student aid. Therefore,
it is in the interest of the individuals who run the offices in charge of Title IV pro-
grams to make their services valuable in order to demonstrate progress towards the
outlined goals to secure funding.

Demonstrating this progress is costly, requiring resources to engage with political
sponsors, conduct the necessary research to validate claims of progress, and other
strategies intended to satisfy political sponsors. But, political sponsors are not the
only ‘customers’ that the bureaucrats have. The FSA office provides a valuable prod-
uct, the FAFSA,? to participating colleges. Satisfying those customers by delivering
a quality product will result in college interest groups demonstrating value for the
office (through activities such as lobbying), thus stimulating demand for ED ser-
vices. When this is the case, there is an incentive for bureaucrats to engage in entre-
preneurial action.

Bureaucrats have the power to engage in negotiated rulemaking processes that
involve specifying the rules surrounding the implementation of broad legislative
directives (Kerwin & Furlong, 2011, pp. 2-5). If bureaucrats can adjust the rules
that govern the federal student aid programs to make participation in these programs
more valuable overall, then this can influence the demand for the department’s
services. When colleges derive value from participation in the federal student aid
programs by using FAFSA as a price discrimination tool, they will have an incen-
tive to protect these rents by engaging in political advocacy for the programs. The
less costly it is for colleges to access FAFSA information, the more value is derived
from the FAFSA in general, as well as the subsequent demand for federal student aid
programs.

We have already noted that eligibility for federal student aid is not contingent
on the non-profit status of a college. Public non-profit, private non-profit, and pro-
prietary (i.e. for-profit) colleges can all be eligible for federal student aid; however,
there are other ways in which the FSA office has adjusted regulations to increase
the value derived from access to FAFSA information. Examples of these kinds of
changes include making the application process easier for colleges Institutional Eli-
gibility; Student Assistance General Provisions. Federal Work-Study Programs; and
the (Federal Pell Grant Program, 2000), increasing the discretion that colleges have
with respect to disbursement of aid funds (Federal Student Aid Programs, 2006),
and allowing online college education programs to be eligible for Title IV funds
(Federal Student Aid Programs, 2006).

20 The FAFSA is not the only ‘product’ of value that the FSA office provides to colleges. There are, of
course, benefits associated with receiving the federal student aid funding itself, but we are only con-
cerned with the benefits derived from FAFSA for the purposes of this paper.
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Each regulatory change can be expected to have increased the value of rents
collected from the FAFSA by colleges and is the direct result of entrepreneurial
bureaucratic action outside the context of the legislative process. First, making the
application process easier for colleges lowers barriers to entry for access to FAFSA
information. With more colleges, able to access this information, more benefits
are derived from the use of FAFSA in the aggregate. Additionally, the department
strives to improve and ensure the accuracy of this financial information.?! Second,
increasing the discretion of loan disbursements allows colleges to have more flex-
ibility in how they carry out price discrimination. We can view this as relaxing the
constraints on the behavior of colleges, thus increasing the possible actions they
can pursue. For instance, increased discretion in loan disbursements can allow col-
leges to make financial aid packages more student-specific. Lastly, allowing online
programs to be eligible for Title IV funds created more opportunities for more tra-
ditional colleges to venture into the online education space. Large colleges, such
as Arizona State University, University of Florida, and University of Pennsylvania,
offer full online degree programs now. This is not to say that this regulation was the
cause of traditional schools creating online programs, only that the regulation played
a role in the process, as it allows colleges to reach more students if they could offer
federal financial aid in their tuition packages.

These three regulatory changes are not meant to be an exhaustive list of entre-
preneurial action within the ED. Rather, they serve as an illustration of the kind of
behavior that the FSA office can engage in to increase the value of their services as
a means of further increasing their chances of successfully competing for budgetary
resources. Furthermore, it should be noted that the entrepreneurial action described
here does not constitute innovation. Prior to the existence of the FAFSA, colleges
were able to price discriminate using other financial aid forms. What makes the reg-
ulatory changes entrepreneurial is the fact that they lowered the cost of engaging in
price discrimination while also benefiting the ED. The dynamics of this process are
not limited to the regulatory changes themselves. We also need to understand how
colleges or organizations that represent colleges actively participate in the process.
Participation from the relevant interests can then increase the benefits for bureau-
crats within the ED.

4.4 Benefits from rent creation

The FSA office has little to do with the actual disbursement and administration of
aid funds. Making FAFSA more attractive for schools can be an effective strategy
in increasing the resources allocated to those offices. This means more staff, higher
salaries, and other perks that come with being a more important department office. It
is in this sense that the incentives of both the ED and colleges are aligned such that
they can engage in exchange indirectly. The ED provides rents associated with the
FAFSA and the colleges and other interest groups provide advocacy for the ED to

2! For instances of the Department of Education mentioning this in their strategic plans, see Table 1
column 3.
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their political sponsors who can then increase or maintain funding. Two of the more
indirect benefits of supplying rents to private organizations, such as universities, for
the ED are that the FAFSA becomes an observable measure that can be used as a
performance indicator on department goals and the price effects of price discrimi-
nation can serve as a justification for the continued funding of aid programs. The
FSA office often states that they will measure progress using “the largest and most
visible outcome... the percent of high school seniors who successfully file a FAFSA
as a first step in furthering their education beyond the secondary level” and will
also “measure the persistence rate among first-time filing aid recipients” (Federal
Student Aid Strategic Plan FY 2015-2019 2015, p. 32). Because the output of the
financial aid agency within the ED is rather amorphous, bureaucrats have the incen-
tive to optimize over observable outputs that can be used to show success along pre-
determined goals such as increasing access to postsecondary education. This can be
observed in the many instances of the FAFSA or FAFSA-related outcomes being
used in both ED and FSA strategic plans to justify future budgets. For instance, take
the following quote from the Federal Student Aid Strategic Plan FY 2011-2015
(2010):

The number of FAFSAS applications is expected to grow by almost 80 percent
due to increased enrollment. At the same time, the FSA’s budget and staffing
levels are projected to undergo more modest increases, of 75 percent and 35
percent, respectively. These numbers illustrate the magnitude of the challenges
faced by the FSA in the coming years. (p. 10)

From 1998 until the present day, the ED and the FSA office have put out several
S5-year strategic plans which lay out the goals and recent performance over those
goals and are used to justify budget increases. The relevant instances can be found
in Tables 1 and 2. One of the recurring goals in these plans is the increased access
to postsecondary education, which includes sub-goals regarding financial aid and
its targeting. Over the past two decades, the number of FAFSA applications sub-
mitted is used as a performance measure along these goals, as evident throughout
the strategic plans for both the ED and FSA (see column 1 in Tables 1 and 2). It is
clear that the number of FAFSA applications is a focal statistic for the Department
of Education, as they often highlight external factors which are beyond the depart-
ments control and could work against this performance measure. For example, take
the following passage from the U.S. Department of Education Strategic Plan for Fis-
cal Years 2014-2018 (2014):

Historically, as unemployment rates decline, the number of young adults
immediately pursuing a postsecondary education decreases. This, in turn,
potentially decreases FAFSA completion rates. In addition, other economic
factors contributed to the large and likely unsustainable increases in FAFSA
submissions for several cycles through 2012. With a still-improving economy,
completion rates have yet to stabilize and may affect overall FAFSA comple-
tion rates. To address these external factors, the Department and FSA will con-
tinue to focus efforts on increasing FAFSA accessibility and ease of use. (p.
12)
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Although the ED does not have direct control over the number of FAFSA applica-
tions, there are tools at the bureaucrat’s disposal that can enhance the incentives
of relevant actors that would lead to an increase in those measures. The bureau
pursues two types of strategies to increase the number of FAFSAs filled out. First,
the FSA emphasizes throughout its strategic plans the use of the online applica-
tion for the FAFSA that enhances ease of use in order to increase FAFSA num-
bers. Beyond making it easier for applicants to submit the FAFSA (see column
2 in Tables 1 and 2), the FSA also engages in efforts to actively reach out to the
public and encourage applying for federal student aid (see column 4 in Tables 1
and 2). For instance, the “But First, FAFSA” campaign which contributed to “2.9
million additional site visits and more than 380,000 completed FAFSA” was
marked as a major milestone and accomplishment in the FSA office’s most recent
report (Federal Student Aid Strategic Plan FY 2020-2024 2020, p. 35). We also
see this in the use of regulation that increases the scope of the Title IV programs
by relaxing the requirements for approval among universities and in the relaxa-
tion of compliance restrictions for the administration of federal student aid. Both
factors can lead to an increase in FAFSA applications, which bureaucrats can then
point to as a successful outcome of the program. These measures have proven to
be successful as Fig. 2 shows the number of FAFSA applications doubling from
from 1996 until 2014.

Second, the bureau provides the necessary information needed to allow colleges
and universities to price discriminate. Choosing the number of FAFSA applica-
tions filled out as a performance indicator does not induce a strategic response from
interests groups to advocate on the bureaus behalf. However, because the FAFSA
allows colleges and universities to price discriminate, those schools have an incen-
tive to get more of their students, continuing and potential, to fill out the FAFSA.
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Fig.2 Number of FAFSA applications (in millions) processed from 1996-2020. Sources used to compile
this data are as follows: 1996-2004 data is taken from Annual Performance Report Fiscal Year 2004
(2004); 2005 data from Federal Student Aid Strategic Plan FY 2011-2015 (2010, p. 10); 2006-2020 from
FAFSA Volume Reports (n.d.)
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This benefits the bureau by boosting their chosen performance indicator. The uni-
versity induces more of their students to fill out the FAFSA by raising the sticker
price of tuition as a ceiling on admission. This price is then lowered on a individual
basis using the information in the FAFSA. By requiring the necessary information
for price discrimination on the FAFSA, the bureau elicits a strategic response by the
schools who increase their sticker prices. This encourages more students to fill out
the FAFSA and benefits the bureau when they choose to use the number of com-
pleted FAFSA applications as a performance indicator.

Bureaucrats also need to show that their current budget is not enough or risk los-
ing future budget increases. This is where the connection between the universities
as well as other interest groups and the bureau is stronger. The ED benefits from
rising tuition costs because the department can point to this issue as an “external
circumstance” which can only be helped through more appropriations of student
aid. This is repeatedly done in the ED’s strategic plans, which can be seen in col-
umn 5 in Tables 1 and 2. And while bureaucrats do not necessarily directly benefit
from increases in federal student aid disbursements, the larger the budget the more
staff and other discretionary resources will be necessary to administer the funds and
process the applications. That is, the increased prevalence of federal student aid as
made possible through the FAFSA make it possible for the ED to stimulate demand
for its own services. To the extent that politicians respond to the demands of their
constituents, higher sticker tuition prices will lead to increased demand for federal
student aid by the public, leading to increased budgets for the ED.

What we see is an indirect, mutually-beneficial exchange with three different par-
ties. Bureaucrats benefit by increasing the scale of their operations, and thus increas-
ing their position and salaries. Universities benefit through the ability to more effec-
tively price discriminate and receive guaranteed tuition payments through the federal
government. Politicians benefit through the increased chance of receiving votes for
increasing federal financial aid for college and being viewed as a pro-education can-
didate by the public. Bureaucratic lobbying will also be reinforced by lobbying from
interest groups that benefit from financial aid policy.

If the rents from FAFSA are sufficiently valuable, as we argue they are, then we
should expect to observe the relevant interests mobilizing resources to protect these
rents. This need not take the form of direct contributions to politicians. Advocacy
can be in a research capacity or in participating in the political process through tes-
timony and collaboration with governmental agencies like the ED. For instance, in
creating their strategic plans, the Department of Education received comments from
“education advocacy groups” centered around the subject of “the student financial
aid application process” (U.S. Department of Education Strategic Plan For Fiscal
Years 2007-2012 2007, p. 40). Groups such as these are often used as an advisory
source for the Department of Education and Federal Student Aid office as evidenced
by column 6 of Tables 1 and 2.

One organization that advocates for the colleges (or more precisely, a interest
group within colleges) in this respect is the National Association of Student Finan-
cial Aid Administrators (NASFAA). The members of NASFAA have a stake in the
continuation of federal student aid policy including the use of the FAFSA given their
status as a bureau within colleges with an interest in growing (Paldam, 2015, pp.
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150-151). The organization’s mission is centered on access to student financial aid,
and members are active participants in federal student aid policy. Writing in a jour-
nal concerned with student financial aid research that is sponsored by NASFAA,
Coval (2015, pp. 88-90) details the ways in which the organization influences pol-
icy. Through direct interaction with politicians, issuing recommendations to Con-
gress, and working with other interest group organizations, NASFAA is able to
influence the political support for the continuation of federal student aid programs.

NASFAA and other organizations such as the National Association of Independ-
ent Colleges and Universities?> (NAICU) also spend money to directly lobby the
ED and Congress on issues related to student financial aid. Over the last 20 years
these two organizations have spent hundreds of thousands of dollars to this end, as
shown in Fig. 3. The average level of lobbying expenditures during this period was
around $430 thousand per year. For most of the years from 2002 to 2009—the time
period when we would expect private interests to increase their lobbying activity
in response to the regulations discussed in Sect. 4.3—Ilobbying expenditures were
well above this average. This evidence suggests that there is a positive relationship
between the changes in regulation and the political activities of private interests in
this case. While it is difficult to disentangle how much of this activity is due to the
FAFSA itself, it is likely that it plays a role given the timing and issues being lob-
bied for. The reports where the expenditure figures are taken from show that during
the years that lobbying activity is at its height, many of the issues listed are directly
related to federal student aid policy.

In more recent years, NASFAA and NAICU have lobbied Congress and the ED
on FAFSA simplification and related issues according to lobbying reports from 2017
to 2020. These activities are in line with efforts within the ED as shown in column
2 of Tables 1 and 2. The economic interests of the NASFAA and the NAICU are of
financial aid officers and private colleges, not students. Absent the value these inter-
ests derive from the FAFSA there is little reason to believe that they would spend the
resources necessary to politically advocate for it. The advocacy from organizations
like NASFAA and NAICU ultimately makes it less costly for the ED to justify the
continuation of federal student aid. Politicians that interest groups work with will be
more aware of the apparent demand for federal student aid, as well as more receptive
to budget requests that push for increases in the funding for these programs. This is a
part of the payoff that comes from entrepreneurial policy changes for the FSA office.

The use of regulatory changes by bureaucrats that directly affect private use of
their output, advocacy from NASFAA, and the use of the FAFSA as a measurement
of success in the ED are all consistent with the theory proposed in Sect. 3. What
we are explaining is the use of those regulatory changes by bureaucrats as one of
the many tools at their disposal to compete for resources. Other public enterprises
that share similar characteristics with the ED might be expected to also engage in
this strategy. It is possible that other agencies who have little direct responsibility
in terms of services rendered, similar to the FSA office, will also find it useful to

22 From the organization’s website it is the “only national organization solely focused on representing
private, nonprofit higher education on public policy issues in Washington D.C.” National Association of
Independent Colleges and Universities (2016).
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innovate using policy to make their services more useful for private or other public
enterprises. Whenever this strategy is expected to be the most beneficial, as evalu-
ated by bureaucrats, we can expect it will be the chosen course of action among the
set of possible strategies.

5 Conclusion

Simply acknowledging the existence of competition in the public sphere does lit-
tle to reveal the process of political competition and how it may differ from market
competition. Many of the discussions of bureaucratic competition are taxonomies
of hypothetical ways in which competition manifests in public enterprises. Consist-
ent with the framework of political competition advanced by Wagner (2011) and
Wagner and Yazigi (2014), we set forth an attempt to enrich the explanatory power
of one particular competitive strategy that bureaucrats engage in. Our explanation
sheds light on the process by which resources are allocated through political mecha-
nisms. Rather than assuming complete power of the legislature over bureaucratic
budgets, we instead characterize bureaucrats as active rational agents that can influ-
ence the outcomes they are interested in.

Once bureaucrats are considered rational actors operating within a competitive
environment, entrepreneurial action is a possibility. One of the ways in which entre-
preneurial action will manifest in the public sphere is through policy changes that
create or enhance rents. These policy changes will be pursued in order to gain in
one way or another, whether that be pecuniary in the form of increased salary or
in kind. How common the creation of rents by bureaus is a topic that warrants fur-
ther exploration. The potential consequence of rent creation by bureaus in competi-
tive environments poses an important implication to an often advocated approach
to bureaucracy, competition among bureaus. Given some of the desirable outcomes
emerging from competitive markets, some scholars advocate for similar competi-
tion in bureaucracy, hoping that competition will lead to greater levels of efficiency
(Bendor, 1985; Conybeare, 1984, p. 495, McKenzie & Tullock, 2012, p. 378, Nis-
kanen, 1968, p. 304, Niskanen, 1979). However, competition in the public sphere
does not necessarily lead to allocative efficiency (Vining & Boardman, 1992). As
(Holcombe & Price, 1978) argue, having bureaucracy more rather than less monop-
olistic could yield benefits. We would expect such a change to decrease the amount
of rent creation on the part of the bureau.

The qualities that competition selects for is dependent upon the institutional struc-
ture in which competition is taking place (Wagner, 2016, p. 113). In market com-
petition, successful companies are the ones who can most satisfy their customers,
which entails producing the most demanded good or service at the lowest price. In
bureaucratic competition, successful bureaus will be those bureaus who can garner
the most budgetary support from their political sponsors. One way of gaining sup-
port, as presented in this analysis, is by creating rents for private entities. These rents
usually benefit private entities at the expense of consumers by either limiting market
competition, or, such as in the case of FAFSA, allowing for price discrimination
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Fig.3 NASFAA and NAICU lobbying expenditures (thousands of constant 2012 dollars), 2000-2020.
Source: Calculations made using lobbying reports accessed from OpenSecrets.org Lobbying reports filed
By National Assn of Independent Colleges/Universities (n.d.); Lobbying reports filed By Natl Assn Of
Student Financial Aid Admin (n.d.). Lobbying expenditures are only counted in the total if the associated
report shows that one or more of the issues lobbied for include postsecondary education spending and/or
federal student aid policy. This strategy is used to identify lobbying expenditures most likely to have an
impact on the offices within the ED involved in postsecondary education

which transfers consumer surplus to producers. This paper shows that competition
among bureaucracies can incentivize rent creation and the associated waste of rent
seeking.

Another possible example of the theoretical phenomenon discussed in our paper
is the creation of rents by the Department of Defense (DOD) for universities. During
the late 1970s into the 1980s, DOD funding of university research was increasing
while universities were struggling to find other sources of research funding. Uni-
versity interest groups such as the Association of American Universities as well as
representatives from universities lobbied Congress to continue this funding (Kistia-
kowsky, 1989). Fitting into the broader technological goals of the DOD at the time,
the universities did receive funding for research despite initial hesitance from Con-
gress. A full exploration of this case is beyond the scope of this paper, but the basic
facts tell a similar story to the case of the FAFSA and suggest a further implication.
The political response to lobbying by universities and organizations representing
universities appears to have had an effect on research funding to the benefit of both
the universities and the DOD. Therefore, the creation of rents (in this case funding
to conduct research) induced lobbying in support of the bureau and contributed to
increases in its budget.

While the focus of our analysis is on the creation of rents and subsequent behav-
ior by the recipients of those rents, the theory does not imply that federal student aid
policy necessarily results in net costs to society. Rather, the costs associated with
rent creation would merely need to be accounted for if one was to perform a full
cost-benefit analysis of these policies. Despite those costs, price discrimination may
also be associated with an increase in benefits as it allows for output to increase

@ Springer



252 P.K. Hazlett, C. S. Reilly

(Fillmore, 2016). For instance, in the case of perfect price discrimination, there
exists no dead-weight loss from the absence of mutually beneficial trades as all con-
sumers whose willingness to pay is greater than the cost of supply are able to con-
sume the good or service (Cowen & Tabarrok, 2021, pp. 284-286). Although there
may not be any consumer surplus accruing to the consumer in this case, total surplus
has increased, eliminating all dead-weight-loss associated with monopoly pricing
without price discrimination. Additionally, if the social benefit is greater than the
private benefit of that individual attending college, then society benefits in this way
as well from price discrimination.

One could also argue that despite the creation of rents and subsequent transfer of
wealth from university customers to the universities themselves, government subsi-
dization solves a market failure. If it is the case that there are positive externalities
to higher education, then in the absence of government subsidies the market will
produce higher education at a level less than the social optimum. Federal student
aid administered with the help of the FAFSA, in theory, moves society closer to the
social optimum. But the increase in wealth resulting from the subsidy also incen-
tivizes interested parties to compete over their respective slice of the bigger pie. It
is through this competition that dead weight losses are generated by actors, such
as bureaucrats, interest groups, and politicians. Estimating the magnitudes of both
the increase in wealth from the subsidy and the dead weight loss from rent seeking
in this case is beyond the scope of our paper and perhaps not possible to measure
(DiLorenzo, 1988b).>* We hold though that any analysis of federal student aid policy
that does not try to account for the dead weight loss from rent seeking, as stimu-
lated by bureaucratic rent creation, necessarily overestimates the potential benefits
of higher education subsidies.
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