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Monthly Luncheon 
Wednesday, November 13 

Noon to 1:30 
 

Adam S. Posen 
Senior Fellow 

Institute for International Economics 
Is Germany the Next Japan? 

 

With the world economy still struggling 
to recover from the most current 
recession, Germany continues to refrain 
from modernizing its economy.  The 
speaker will discuss the prospects for 
Europe’s largest economy to avoid 
repeating Japan’s decade of economic 
malaise. 
 

Chinatown Garden Restaurant 
618 H St., NW, Washington 
Metro:  Gallery Place (Red, Green, and 
Yellow Lines). 
Restaurant is ½ block east of the Metro 
station northern (H Street) exit. 
 

Reservations by 12 noon Tuesday 
November 12 to Warren Hrung 
(warren.hrung@do.treas.gov) or 202-622-
2682. 
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To include your activity, please e-mail the information to 
ann.dunbar@bea.doc.gov or send it by  regular mail to the 
address on the back of this bulletin. 
 
NABE & FDIC are sponsoring an event called 
Perspective on the U.S. Housing Market 
Panelist include: 
Dean Baker, Co-Director, Center for Economic and Policy 
Research, "The Run-Up in Housing Prices: Is It Another 
Bubble?" 
David Berson, Chief Economist, Fannie Mae, "How Long 
Can the Housing Market Stay So Strong?" 
Frank Nothaft, Chief Economist, Freddie Mac, "Home 
Value Trends and Mortgage Credit Conditions" 
Luncheon Speaker: Mark Zandi, Chief Economist, 
Economy.com, "Continued Recovery or Recession? -- The 
U.S. and Regional Outlook" 
 
Friday, November 15, at the Federal Deposit Insurance 
Corporation, 810 17th Street, NW auditorium, from 9:00 
to 1:00. RSVP required. Contact Alan Deaton at 
adeaton@fdic.gov or 202-898-7038 by Friday November 8. 
 
NEC Luncheon: 
 
Wednesday, Nov 6, Fleishman-Hilliard 
Stanley Collender, National Director of Public Affairs and 
Managing Director, Federal Budget Consulting Group 
2004 Fever: An Instant Analysis of the Election and Its Impact 
on Next Year's Budget Debate 
 
November 21, Chinatown Gardens 
Ben S. Bernanke, Member, Board of Governors, Federal 
Reserve Board  
Deflation: Making Sure It Doesn't Happen Here 
 
Call NEC’s reservation line at 703-739-9404 or e-mail to 
Nec.Club@verizon.net. Reservations are due by 11 a.m. 
on the Tuesday before the lunch, and your message 
should include name, phone # and event. Those desiring 
to hear the talk without lunch may attend at no charge 
but should also reserve. Lunch price is $15 for SGE and 
NEC members, including those who join NEC at the door, 
$20 for others. 

Around 
Town 
A Service Column 
Listing Professional 
Activities of Interest 
to Our Membership 

President’s Corner 
By Nabeel Alsalam 

T he SGE biennial conference is Friday, 
November 22.  To mark the 30th 
anniversary of our organization, we 

chose to make the theme of the conference the 
interplay between economics and public policy.  
We will hear from many economists who have 
spent significant parts of their careers in and 
around public policy.  They will reflect both on 
where economics has been successful and where 
could do better. 

Anne Krueger of the International Monetary 
Fund will deliver the keynote address.  She has 
written extensively about policy reform in 
developing countries, the role of multilateral 
institutions in the international economy, and the 
political economy of trade policy.  The very 
complex economics of Medicare and Medicaid 
will be the topic of a panel lead by Dan Crippen 
of the Congressional Budget Office and including 
Eugene Steuerle of the Urban Institute and Mark 
Miller of the Medicare Payment Advisory 
Commission.  Alice Rivlin of the Brookings 
Institution, who will be our luncheon speaker, 
has served in many areas of the federal 
government in addition to the DC Control Board 
is uniquely qualified to reflect on the topic of the 
conference. 

Six sessions in the afternoon will cover a great 
range of topics, including statistical measurement 
of economic activity, environmental policy, 
student financial aid, foreign policy, anti-trust 
policy, how to auction the rights to the airwaves, 
intellectual property rights, and funding social 
security.   

Suggest to you employer that attending this 
conference is great training and ask them to fund 
your attendance.  Don’t delay.  Act today.   See 
http://www.sge-econ.org/SGE2002.html for the 
registration form and the full program. 
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by Paul Portney and John Weyant, Resources for the 
Future, 1999, 202 pages, $35.95.   
 
Reviewed by Coleman Bazelon. 
 
When extending cost-benefit analysis to cover very long 
time periods, an uncomfortable mathematical fact 
surfaces: any significantly positive discount rate applied 
to costs or benefits in the deep future renders the present 
value of the costs or benefits insignificant.  Frankly, this 
outcome tends to make economists uncomfortable.  It 
implies that little should be done to avoid global 
warming or preserve biological diversity.  We do not 
want to ignore the future (even distant), but neither do 
we want to apply ad hoc “corrections” to our economic 
analysis.  This book helps to clarify our thinking about 
this dilemma.  The 23 economists who contributed to this 
volume, and those who participated in the conference 
that preceded the volume, are to be commended for their 
helpful contributions on this difficult issue.  I would 
recommend this book to anyone with an interest in this 
subject area. 

The contributors to the book are not unanimous on 
any issue, but the weight of agreement suggests several 
features that an answer to the quandary of the 
appropriate long-term discount rate is likely to have.  
First, in most cases, a positive discount rate should be 
used.  Second, for analyses that are not long-term, say 
less than 40 years, standard approaches to applying a 
discount rate should be applied.  Third, the discount rate 
used for long-term analyses should decline the further 
into the future the period of analysis extends.  Finally, 
wherever possible, problems that may be exacerbated by 
discounting, but are not caused by discounting, such as 
distributional issues, should be addressed directly and 
not through manipulation of the discount rate. 

The distinction between positive and normative 
analysis (or, in the language of several of the authors, 
descriptive versus prescriptive) is an obvious candidate 
to explain the unease of economists with some of the 
conclusions of long-term cost-benefit analysis.  The 
relevant question for positive analysis is, “What is the 
long-term real interest rate?”  In his contribution, Martin 
Weitzman makes the assertion that, “[e]verything, then, 
comes down to estimating the deep-future effectiveness 
of human ingenuity to come up with new recipes of 
production for new circumstance.” (pp.25-26) He and 
some other contributors to this volume, place faith in 
human ingenuity and see the long-term real interest rate 
as positive, reflecting the experience of the past few 
hundred years.  In their contribution, Partha Dasgupta, 

Karl-Goran Maler, and Scott Barret are less optimistic.  
They counter with the observation that, “over the long 
haul (say, a few thousand years), the rate of growth of 
per capita income [which is closely tied to the interest 
rate over the long term] has not been much more than 
zero.” (p.65)   

The normative approach searches for the appropriate 
discount rate to use to maximize some policy objective 
function.  In their contribution, Maureen Cropper and 
David Laibson note evidence that people discount the 
future hyperbolically and not at a constant exponential 
rate as neoclassical theory suggests.  Hyperbolic 
discounting leads to time inconsistent discounting: a 
person (or society) applies larger annual discount rates 
to costs or benefits in the near term than they do to costs 
or benefits in the more distant future.  The authors 
demonstrate that Pareto improvements are possible if the 
government uses a lower than (shorter-term) market cost 
of capital to derive discount rates for project evaluations.  
The gains come from increased investment more 
consistent with the lower, longer-term discount rates.  
The same logic, however, has more far-reaching 
implications than discount rate policy and its 
appropriateness as an adjustment in one isolated area of 
analysis is questionable.  

Several authors transcend the positive versus 
normative distinction and question the utility of trying to 
extend the traditional cost benefit analysis framework to 
long-term questions.  In the final essay of the volume, 
Robert Lind observes that cost-benefit analysis is based 
on a compensation principle that probably is not valid 
for long-term analysis.  Compensation can only be paid 
effectively in one direction: from one generation to the 
next.  We could not pay our ancestors not to use 
asbestos.  Also, any compensation we try to pay to 
distant generations must pass through the intervening 
generations, whom we cannot bind to carry out our 
wishes.  Thomas Schelling observes that in the case of 
global warming the descendents of today’s poor will 
benefit the most from our abatement activities.  Our 
current treatment of today’s poor, as demonstrated by 
today’s policy choices, renders absurd any analysis that 
puts significant weight on their temporally and 
geographically distant descendents.  Raymond Kopp 
and Paul Portney propose a mock referendum approach 
that compares policy proposals directly and avoids the 
issue of finding the appropriate discount rate. 

Since the publication of this volume, Martin 
Weitzman’s proposal that discount rates decline over 
time because of uncertainty over the actual future rate 

(Continued on page 5) 
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October 2002 Monthly Luncheon 
Review of Remarks by Mark Warshawsky, 

“The System of Financial Accounting: Audit Firm 
Structure,Industrial Organization, and Government Policy” 

Reported by Jennifer Yau 
 
The luncheon marked the one-year anniversary of 

Enron’s first revelation of accounting problems; the 
luncheon also marked the day Arthur Anderson was 
sentenced in federal court.  Indeed, a focal point for 
action in the recent investigations into corporate fraud 
has been corporate audit quality: the Department of 
Justice has created a new corporate fraud taskforce; 
the SEC issued a call for CEO attestation for the 
validity of financial statements, and the Sarbanes-
Oxley Act passed this summer.  Mark Warshawsky, 
Deputy Assistant Secretary for Microeconomic 
Analysis in the U.S. Treasury Department’s Office of 
Economic Policy, drew upon an economic analysis of 
auditing and the audit industry to give possible 
explanations for the recent decline in audit quality, as 
well as to provide suggestions going forward.  

Ideally, corporate audits should be performed as 
part of a virtuous cycle.  To obtain capital from 
investors, those inside the company need to persuade 
those outside of the company of the veracity of their 
financial reporting.  To prevent market failure due to 
this type of information asymmetry, companies hire an 
auditor.  Presumably reputation effects give both 
auditor and auditee the incentive to provide accurate 
reporting.  Thus, economic incentives provided a self-
enforcing mechanism to this framework even before 
the 1933 legislation which required corporate audits 
and established the SEC.  Given this, what has led to 
the decrease in the independence and thoroughness of 
corporate audits?  

To answer this question, Dr. Warshawsky examined 
the incentives of different actors involved in the audit 
process.  The auditee pays the fees of the auditor and 
has the power to dismiss it.  If there are quasi-rents in 
the relationship, even more is at stake.  Of course, if an 
auditee consistently dismisses its auditors, it 
jeopardizes its own reputation.  However this would 
not be a reliable signal when audit companies rely too 
heavily on a single client for revenue.  Presumably one 
safeguard against this would be to mandate that an 
auditor’s revenues from any one audit not exceed 15% 
its total revenues, as is done in the UK.  Even so, the 
incidence of corporate failure that we have seen 

occurred in an increasingly concentrated, and perhaps 
oligopolistic, audit industry.  Moreover, various actors 
besides the organizational entities of the auditor firm 
and its client company – internal audit committees, 
auditee company management, investors, and analysts 
– all have other interests that impinge upon their 
interest for financial reporting accuracy.  

To illustrate the resulting trends, Dr. Warshawsky 
presented empirical evidence on auditor turnover and 
restatements.  Auditor turnover increased from 4% in 
1983 to 10% in 2000.  Some of that turnover has 
allowed for increased scope among mid-size audit 
firms, with switches from major to non-major firms 
constituting 2.2% (versus .7% in 1983).  However, 
turnover rates are still larger for smaller corporations.  
Dr. Warshawsky also examined the relationship 
between auditor opinions and turnover.  73% of all 
opinions since 1983 were unqualified, and the majority 
of the rest were unqualified with additional language.  
Moreover, it was found that turnover rates were 
higher following a “bad” opinion – in 2002 this rate 
was 12% versus 9% otherwise.  Consistent with the 
concern for audit quality, the number of restatements 
has risen according to several empirical studies.  

Causes of the decline in quality can be found by 
examining changes in industry structure in recent 
decades, such as increased industry concentration.  
The major five accounting firms audit more than 75% 
of all companies.  This is understated when 
considering that larger companies usually retain the 
major accounting firms -- 98% of all corporate assets 
are audited by major accounting firms. Furthermore, 
specific industries, such as insurance and primary 
metals, retain only two or three main auditors. This 
concentration could produce an oligopoly of firms 
which are “too big to fail,” thus lessening the 
reputation effects of minor audit failures.   Such 
concentration also precludes the creation of a gold 
standard led by competition and may allow for 
collusion on regulation and business practices.  

Another possible cause is the shift of accounting 
firms to an LLP (limited liability partnership) structure 
in the early ‘90s.  This took away a partner’s personal 
liability for firm losses, making them less accountable 

(Continued on page 7) 
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Intergenerational Transfers, Lifetime Income Account-
ing, and the Aging “Crisis” 
 
(On Tuesday, October 15, 2002 John Turner of the 
AARP’s Public Policy Institute spoke to the Labor and 
Human Resources Brown Bag Workshop.  Following is 
Dr. Turner’s summary of the paper he presented.  Readers 
interested in the full text may contact Dr. Turner:  
JTurner@aarp.org.) 

The important contribution of the public choice 
literature is the idea that economic analysis should treat 
the activities of government as endogenous.  This paper 
explores an implication of the assumption of government 
endogeneity for measuring lifetime real wealth when 
intergenerational transfers are made through government 
programs.   

Lifetime real wealth is the present value of income, 
including transfer payments, received by a person or 
family.  It and prices are the fundamental constructs in 
microeconomics.  Yet its measurement when there are 
income transfers and taxes is not straightforward.  While 
income transfers do not add to GDP, from an individual 
perspective they are part of personal income and wealth.  
In the traditional tax-transfer model, tax payments are 
subtracted and income transfers are added to other 
income receipts to determine lifetime net (after-tax) 
wealth.  In the generational accounts framework of the 

tax-transfer model, the present value of net taxes paid by 
individuals is calculated.  In this context, “net taxes” are 
defined as taxes paid by the taxpayer minus any 
governmental transfer payments the taxpayer receives.  

With this treatment, income transfers that a worker 
makes through government tax payments are subtracted 
from the individual’s wealth, while income transfers the 
worker makes privately are not.  Thus, public income 
transfers are treated differently in income accounting 
from private transfers even though they presumably 
substitute, at least in part, for private transfers, and thus 
are of some value to the person making the transfer. 

This paper addresses the question of how would 
lifetime wealth be valued under the assumption of 
endogenous intergenerational transfers made through 
government.  It presents an approach that incorporates 
shadow prices for intergenerational transfers into an 
income accounting framework to measure lifetime real 
wealth for representative workers.   It thus presents an 
alternative framework for measuring lifetime real wealth.   

To present the concepts in simplified form, this paper 
makes extreme assumptions.  Within this framework, 
intergenerational transfers through government 
programs, such as social security, and privately made 
transfers are assumed to be equivalent from the worker’s 
perspective.  The worker decides how much of his 
resources to devote to intergenerational transfers, 
depending in part on the shadow price of those transfers.  
The shadow prices of those transfers enter the price index 
that determines lifetime real wealth.  The paper then uses 
this measure of lifetime real wealth to investigate effects 
of population aging, including the question of whether 
there is an aging “crisis”.  It finds relatively little effect of 
population aging on lifetime real wealth assuming 
endogenous transfers but a larger effect using the 
traditional tax-transfer model. 

has gained much theoretical support.  The basic notion is 
that if we take the expected present value of net benefits 
when the discount rate is uncertain we get an effective or 
certainty-equivalent discount rate that is lower than the 
expected or average discount rate.  In the calculation of a 
certainty-equivalent discount rate using random interest 
rates, the present value calculated based on the 
realization of a random discount rate that is high is 
relatively small compared with the present value 
calculated based on the realization of a random discount 
rate that is low.  This outcome biases the effective or 
certainty-equivalent rate toward the lower end of the 
distribution of future (uncertain) discount rates.  
Furthermore, the bias towards lower certainty- 

equivalent discount rates increases as the period of 
analysis progresses further into the future.  One of the 
benefits of this finding is that much of the discomfort 
from the seeming irrelevancy of the distant future is 
resolved by applying declining discount rates to very 
long-term analyses.  Not only are declining rates 
theoretically appropriate, but the profile of rates 
suggested by this approach hundreds or thousands of 
years into the future roughly mirrors the historical rates 
hundreds or thousands of years into the past. 
 
Coleman Bazelon is a Vice President with Analysis 
Group/Economics cbazelon@analysisgroup.com.  The 
opinions expressed in this review are his own. 

(Continued from page 3) 
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Reported by Jennifer Yau 
 
A little knowledge of economics can indeed be mis-
used, even by professional economists.  However, a 
little knowledge is all we will ever have.  Economic 
theory is constantly evolving and, even when stable, 
gives rise to numerous potential outcomes and welfare 
effects.  Does this mean there is no policy choice that 
economics can support, or that some economic theory 
could be used to justify any policy choice?  Speaking 
from his experience as chief economist at the FCC and 
his current position as Deputy Assistant Attorney Gen-
eral for Economic Analysis in the Antitrust Division of 
the Department of Justice, Michael Katz argued “No.”  
What is needed, he exhorted, are economic theories 
that lend themselves to empirical testing and timely, 
practical application.  Katz drew on an analysis of the 
trends of economic thought in the antitrust and tele-
communications arenas for applications that could be 
applied to a wide range of public policies.  

Katz offered a useful review of the evolution of eco-
nomics in antitrust enforcement. In the 1960s and 70s, 
it was based more on attorneys’ intuitions: big was 
automatically bad.  The Chicago revolution found effi-
ciency rationales for practices previously thought 
harmful and accounted for defensive counter-
strategies.  However, extremists began to claim “the 
market always gets it right; the government is always 
wrong.”  The responding post-Chicago school estab-
lished that a variety of business practices can be ineffi-
cient and lower consumer welfare. But a new set of 
extremists made claims for government intervention 
there are claims far in excess of what is warranted.  
Two examples provide concrete illustrations.  

In the early days, it was believed that a firm could 
leverage its “monopoly” power in one market in an-
other through tying together the sale of two products. 
The Chicago school established conditions under 
which this could not be done in any meaningful 
sense—the so-called “one monopoly rent theorem.”  
The post-Chicago school has reminded us that this is 
valid only under particular assumptions.  One needs to 
be skeptical of claims of monopoly leveraging but 
should not turn a deaf ear.  A second example is preda-
tory pricing.  In early days it was thought that a large 
firm that charged low prices could drive out competi-
tors and raise prices accordingly.  The Chicago School 

argued that in reality it was very hard to drive out 
more efficient rivals, and market re-entrance would be 
possible if prices later rose.  Post-Chicago theorists 
have shown how targeted attacks, reputation effects, 
and network effects can make predation profitable.  
However, even network effects can create particularly 
strong efficiency-based rationales for below-cost prices.  
Work Katz has done with Joe Farrell suggests the diffi-
culty of distinguishing predatory prices from effi-
ciently low prices. 

A quick look at the economics underlying telecom 
regulation reveals similar patterns. 

As in antitrust, a little knowledge can lead to mis-
leading conclusions, and thinking about even funda-
mental issues continues to evolve.  Consider the pric-
ing of telephone calls.  A little economic theory says 
incentives for efficient behavior are created by facing 
the calling party with a price equal to marginal cost 
because he is the “cost causer.”  However, the receiv-
ing party also causes the cost by picking up the phone 
and benefits as well—if he didn’t, he wouldn’t answer 
the telephone.  (Unless of course he was a masochist.  
But then it would count as a benefit anyway.)  Building 
on this observation, recent research shows that iIt may 
be efficient to make the two parties share the costs of 
the call equally, or to even make the called party bear 
more than 100 percent of the service costs and subsi-
dize the caller!   

A second similarity between regulation and antitrust 
is the change in schools of thought. Like antitrust pol-
icy, early regulation did not foresee adverse, unin-
tended consequences.  Cost-plus and rate-of-return 
regulation were intended to lower prices down to effi-
cient levels, but in fact raised costs to inefficient levels. 
This recognition lead to incentive regulation and some 
modesty about what regulation can and cannot do. 

The lessons of economic thought in the anti-trust and 
telecommunications fields teach us to think broadly yet 
carefully and logically. For instance post-Chicago 
theory runs the danger of being abused by competitors 
who want to portray actions by another firm that harm 
their profitability as a threat to competition. 

Katz used General Electric’s attempted merger with 
Honeywell International Inc. .orporated as an illustra-
tion.  Last May, the Antitrust Division announced that 
it would require certain targeted actions in the few 
horizontal overlap areas that were identified.  In July 

September 2002 Monthly Luncheon 
Review of Remarks by Michael L. Katz, 

“Can a Little Knowledge (of Economics) be a Dangerous Thing?” 
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2001, the European Commission announced that the 
merger would have harmed consumers by extending 
GE’s financial power and vertical integration to Honey-
well activities and by allowing the combination of their 
respective complementary products into attractive bun-
dles. There was concern that the merger was challenged 
because it would have lowered the merging parties’ 
costs or improved their product quality.  It is theoreti-
cally possible that if one firm becomes more efficient, it 
may increase its market share to such a degree that rival 
suppliers no longer find it profitable to make the neces-
sary investments necessary to be viable competitors.  
The more efficient firm will then be able to raise its 
prices. However, one must question how likely it is in 
practice that a merged firm would have incentives to 
price so low.  In the case of the GE/Honeywell merger, 
while the European Commission concluded that this 
was an issue, the Antitrust Division found that there 
was no factual support.  Although the GE-Honeywell 
merger was abandoned, it served as a catalyst for im-
proved decision making on both sides of the Atlantic. 

In light of this example, Katz warned about presum-
ing the ability of enforcement authorities to reliably pre-
dict harm.  It may be very difficult to predict the 
counter-strategies available to rival firms, and one 
would have to balance the post-exit harms against the 
consumer gains that would arise during any period in 
which the merged firm enjoyed the efficiencies and its 
rivals still were viable competitors.  Katz also stressed 

the longer-term implications for economic growth, say-
ing that policy makers should be cautious about block-
ing the realization of benefits from efficiency and un-
dermining the incentives for investment.  Even if firms 
are eventually allowed to merge, detailed investigations 
impose a tax on mergers, and the mergers about which 
rivals are most likely to complain to antitrust enforcers 
are those mergers most likely to generate efficiency 
benefits for society.   

In closing, Katz offered five recommendations for im-
proved decision making.  First, one must look at the 
facts--not just theory.  The exact approaches for doing 
so need to account for resources used and business 
planning.  Secondly, theoretical frameworks that which 
tell which facts to look for and what to make of those 
facts are needed; researchersframeworks need to identi-
fying critical parameters and developing an estimates of 
their distribution in the economy.  Thirdly, more fol-
low-up studies are needed.  Fourthly, the big picture in 
must be kept in mind.  One needs to consider realistic 
policy alternatives and the responses of self-interested 
economic actors.  Katz’s final recommendation was for 
humility.  Markets often do not attain first-best out-
comes, but and government will almost never meet this 
high standard either.  Before concluding government 
intervention is a good thing, one must conduct a coher-
ent, empirically supported analysis indicating that real-
istic policies capable of implementation will improve 
matters.   

for the quality of the firm’s work overall.   
A third factor is the influence of increased consulting 

business undertaken by accounting firms.  In 1989, 
consulting constituted 25.4% of accounting firms’ 
revenues; by 1999 it was 52.3%.  The resulting conflicts 
of interest are more likely to be overlooked in an 
oligopolistic industry.    

To increase the accuracy of corporate financial 
reporting, the Sarbanes-Oxley Act included clauses to 
put a bar on an audit firm’s non-auditing services to 
audit clients. It also created the Public Company 
Accounting Oversight Board with the power to create 
new GAAS rules, register audit firms, and perform 
inspections on audit firms.  Poor audit practices will be 
penalized through reports, fines, and revoking of 
registration.  The Sarbanes Oxley Act has also 

designated additional resources to the SEC to review 
filings of financial statements.  

In closing, Dr. Warshawsky offered additional 
suggestions for improving audit quality.  First, 
investors should have broader knowledge about the 
relationships between audit and client companies 
which could drive incentives away from audit quality.  
Secondly, there should also be broader knowledge 
about auditor liability insurance, and insurers can also 
serve as a source of oversight.  Thirdly, increased 
scope of competition and reputation effects would also 
help create a virtuous cycle; perhaps the Board can 
issue an annual audit firm report card to the investing 
public.  Fourth, promotion of long-term contracts 
between companies and auditors would encourage 
auditor independence and entry of middle bracket 
firms. 

(Continued from page 4) 

Warshawsky Luncheon 
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