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“Asociety
promoting the
application of

economic principles
to public policy for
over 30 years”

Bulletin

Labor and Human Resources
Brown Bag
Tuesday, December 16
Noon to 1:30

What Explains Differences in Welfare
Across Urban and Rural Households
in Vietnam?

Binh Nguyen
Georgetown University

U.S. Department of Labor
Frances Perkins Building
Enter at 3rd and C Sts, NW
Room N-4437D

Metro: Judiciary Square

For more information contact Steve
Broughman (202-502-7315), David
Brauer (202-226-2777), or Ken Swinner-
ton (202-693-4916).
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Evening Seminar
The Effects of the Administration’s
Policies on the Poor
Monday, December 15
6:00-8:00 p.m.
Center for Law and Social Policy
1015 15th Street, NW, Suite 400
(Metro: Farragut North and West and
McPherson Square Metro)

Panel Participants

Heather Boushey, Economist, Center
for Economic and Policy Research,
Steve Savner, Esq., Senior Attorney,
Center for Law and Social Policy

Light refreshments served. The seminar
is free, but please E-mail Melvyn Sacks
at Msacks1031@aol.com for reserva-
tions.

Monthly Luncheon
Wednesday, December 10
Noon

The 2003 Comprehensive Revision of the
National Income and Product Accounts

J. Steven Landefeld, Director
Bureau of Economic Analysis

Place: Chinatown Garden Restaurant
618 H St., NW, Washington

Metro: Gallery Place (Red, Green, and
Yellow Lines). Restaurant is %2 block east
of the Metro station northern (H Street)
exit.

Reservations must be made by 12 noon
Tuesday December 9th to Ana Aizcorbe
202-797-4364 or (AAizcorbe@Brookings.
edu) .

$15 for SGE and NEC members

$25 for SGE/NEC members and one
guest

$20 for non-members

Dr. Landefeld will speak on the compre-
hensive revision of the national income
and product accounts to be released that
morning, including explanations of the
major changes in definitions, methodolo-
gies, and tables and the resulting revi-
sions.
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It's Renewal Time!
It’s time to renew your SGE member-
ship! Please fill out the form inside and
send it in with your check as soon as
possible. Or, you can complete the entire
renewal process on-line at www.sge-

econ.org.

November 2003 Monthly Luncheon

Review of Remarks by Douglas Holtz-Eakin,
““Economic Costs of Federal Obligations™
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President’s Corner
By Warren Hrung

e had quite a thriller of a month in
November. In the political arena, the
Senate staged a riveting 40-hour

talkathon about something important and then
concern over hooters stalled the energy bill. But the
sniping did pause long enough to pass the Medicare
overhaul bill. As for the economy, the spector of the
most recent recession continued to fade away, with
mounting evidence suggesting a rosie economic
outlook going into 2004.

As we leave behind pilgrims, those naughty as
well as nice, our luncheon speaker for December is
Steve Landefeld, the Director of the Bureau of
Economic Analysis (BEA). He will be speaking on
the 2003 Comprehensive Revision of the National
Income and Product Accounts. BEA will only issue
a press release the morning of the luncheon, so our
luncheon will be the first opportunity to hear Steve
discuss the revisions in detail.

Comprehensive revisions to the national accounts
are only undertaken about every five years. They
allow BEA to keep the accounts up-to-date, by
incorporating newly available source data that are
more complete, more detailed, and otherwise more
consistent than those previously available, and by
incorporating improvements in definitions,
estimating methodologies, and presentation. This
year’s revision includes improvements in the
estimates for banking and insurance and for
nonprofit institutions.

It's time again for our annual membership
renewal and recruitment effort. Renewing your
membership is now even easier as the entire process
can be completed on-line at our website: www.sge-
econ.org. Or, you can still fill out the form in this
Bulletin, write a check, and send it in. And please
feel free to mention the benefits of SGE membership
to your colleagues, particularly those who may be
new to the DC area. This is a very exciting time to
be a government economist and we hope that our
benefits and services reach as many economists as
possible.

On behalf of the Officers and Directors of SGE,
please accept our wishes for the Happiest of
Holidays!

Around
Town

A Service Column
Listing Professional
Activities of Interest
to Our Membership

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.

NEC Events

December 16, Chinatown Gardens

Kristin Forbes, Mitsubishi Career Development
Chair at MIT’s Sloan School of Management
Member, Council of Economic Advisers

in conjunction with CSWEP

Capital Controls: Wheels in the Mud of Market
Discipline

Call NEC’s reservation line at 703-739-9404 or e-mail
to nec@cbc.org. 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.
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A special thanks to our institutional
members:

AARP
WwWWw.aarp.org

Joel Popkin & Co.
WWwWw.jpcecon.com

Pew Hispanic Center
www.pewhispanic.org

W.E. Upjohn Institute for Employment Research
www.upjohninst.org
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November 2003 Monthly Luncheon
Review of Remarks by Douglas Holtz-Eakin
““Economic Costs of Federal Obligations™

Reported by Julie Skelton

The Congressional Budget Office’s (CBO) summer base-
line estimate for the budget, released in August 2003, put
the federal deficit at $480 billion in FY04, $350 billion in
FYO05, and diminishing throughout the rest of the ten
year budget window to reach a surplus in 2012. This re-
sults in a cumulative total deficit of $1.4 trillion in the
first 5 years. To obtain accurate perspective, this base-
line deficit is 4.3% of GDP in 2004, which is below the
peacetime deficits seen in the 1980’s. The debt/GDP ra-
tio peaks at 40% in FY04 and diminishes to 30% by the
end of the budget window.

It is necessary to qualify this baseline slightly, high-
lighting its strengths and weaknesses. It is by nature a
baseline, and not a forecast. It is a mechanical applica-
tion of current law. For the receipts side, CBO assumes
all tax cuts enacted in 2001 and 2003 sunset as scheduled
by 2011. Forecasted outlays are determined by growing
current discretionary spending by inflation so that real
discretionary spending remains constant. For example,
the increase in spending for Iraq ($82 billion) recently
approved in Congress was already greatly accounted for
in the summer baseline because discretionary spending
for Iraq was already on the books at the end of the sum-
mer.

There is also a lot of uncertainty associated with the
baseline because we don’t know the future path of the
economy. For example, CBO’s baseline projections put
out in August show weaker growth for the third quarter
than actually occurred. In addition, there are fluctua-
tions in the technical relations between receipts and out-
lays that add to the uncertainty. Another factor in calcu-
lating uncertainty is the potential for policy changes. On
the receipts side, CBO deals with questions such as: Will
the current tax cuts be made permanent? And will the
Alternative Minimum Tax (AMT) for individuals be
amended, destroyed, or remain unchanged? On this is-
sue, the current baseline assumes the AMT is left as is
and is indexed for inflation going forward so that over
40 billion people will be affected by it over 10 years. Itis
quite possible to imagine a fix to this problem. Policy
changes also affect the outlays side. The Medicare Pre-
scription Drug Benefit, that will cost $400 billion over 10
years, will add additional costs to the current baseline.
In addition, actual discretionary spending over the past
5 years has been growing at a much faster rate than that
of inflation, which in turn provides a challenge to CBO

in developing the baseline based on a zero real growth
policy. An alternative baseline that incorporates these
plausible changes in policy would show a deficit of 7%
of GDP instead of the 4.3% in the current baseline.

There have been some changes to the economy since
August that can help CBO evaluate the baseline and
budgetary process. First of all, the third quarter turned
out much stronger than most economists predicted.
Lower withholding for individual taxpayers and child
credit refund checks increased household spending de-
spite the conventional wisdom that people are more
prone to save rather than spend any additional money
during a recession recovery. However, these are tempo-
rary by definition and this third quarter growth cannot
be depended on to perpetuate. This has been an era of
very active fiscal policy and it will be important in un-
derstanding the relationship between changes in fiscal
policy and the economy. In this way, looking backwards
is useful, although the budgetary process is primarily a
tool for looking towards the future.

The second major change to the American economy
since the August baseline was released is the rapid pro-
ductivity growth of the third quarter. If this sustained
increase in productivity growth is perpetuated in the fu-
ture, CBO will have to change its view of the long run
capacity of the economy.  These past two years have
been the best eight quarters for productivity growth in
U.S. post-war history. From a budget perspective, peo-
ple ask if we can just “grow” ourselves out of the deficit.
From a cyclical and structural standpoint this can not be
the case. CBO puts out a cyclical budget estimate and
the recent productivity growth recovery is not large
enough to address the current deficit. Long-run struc-
tural productivity growth estimate that a 0.1 percentage
point increase in the growth rate of productivity will
raise $200 billion over ten years, still not enough to ad-
dress the deficit. The bottom line is that encouraging
economic news of late does not excuse the U.S. from
making rational fiscal policy choices.

There has been talk of alternative budgeting processes
and it is important to evaluate the purpose of the federal
budget. It is normally viewed as a political document, a
control mechanism, or an accounting framework. Web-
ster’s dictionary defines a budget as a plan for the coor-
dination of resources and expenditures. This definition
embodies what a budget should be because it uses four

key words: plan, resources, expenditures, coordination.
(Continued on page 5)
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Book Review

Competition and Cooperation: Conversations with Nobelists
about Economics and Political Science, James E. Alt, Marga-
ret Levi, and Elinor Ostrom, editors. New York: The
Russell Sage Foundation, 1999, 347 pages, Hardcover
$43.95. Reviewed by Nathan Musick.

This book considers the work of six winners of the Nobel
Prize in Economics whose research has also influenced
developments in Political Science: Kenneth J. Arrow,
Herbert A. Simon, James M. Buchanan, Gary S. Becker,
Douglass C. North and Reinhard Selten. For each econo-
mist, the editors provide a brief personal biography and
research summary, and then invite essays from two
scholars in political science to assess the impact of the
economist’s work on that discipline. Each economist
then replies to those two commentaries. The volume
concludes with some general remarks by each economist
on the links between political science and economics,
and a synthesis of all of the preceding material by the
editors.

The contribution of the six Nobel Prize winning econo-
mists to political science should not surprise most read-
ers. In their introduction, the editors suggest that “if we
had to choose a summary phrase for the origins of the
political science legacy of each Nobelist, we would as-
sign Arrow ‘majority cycles,” Becker ‘interest groups,’
Buchanan ‘externalities,” North ‘transaction costs,” Selten
‘backward induction,” and Simon ‘bounded rationality.””
Amidst this diversity of research agendas, the editors
identify four unifying themes: (i) the neo-classical para-
digm typically applied for economic analysis is “too nar-
row to be a satisfactory model for behavior;” (ii) any ef-
fort to explain the real-world interaction of economic
agents inevitably leads to recognition of the “importance
of institutions” that facilitate economic exchange; (iii)
“extensive empirical work” is needed to develop the in-
sights offered by each Nobelist; and (iv) the research of
each of the selected economists displays “the importance
of cognitive science.” In this last regard it is noteworthy
that, subsequent to the book’s publication, the economics
profession has itself acknowledged the significance of
bounded rationality and the limits on cognitive abilities
of individuals. In 2001 Matthew Rabin received the
Bates Award for his work in behavioral economics, and
in 2002 Daniel Kahneman and Vernon L. Smith shared a
Nobel Prize for their application of psychological in-
sights and experimental results into economics.

Recent events have also highlighted the importance,
not just for political scientists but for practicing econo-
mists as well, of expanding one’s analytical tool kit to

include insights from the unifying research themes iden-
tified by the editors. For example, although long recog-
nized in development economics and, after the collapse
of communism in transition economics as well, the role
of institutions in fostering economic efficiency has been
brought close to home by the corporate governance and
investment scandals in the United States during the lat-
ter half of the 1990s. These scandals raised questions
about the efficiency of financial and accounting regula-
tions in allocating equity capital and the role of various
interest groups in shaping the regulatory framework
that was in existence at that time. Investor rationality
and optimizing behavior has also come into question as
a result of the run-up of stock prices during the dot-com
bubble.

In addition to identifying research agendas that con-
tinue to deliver insights to social scientists, the book of-
fers several informative observations for economists.
The first comes from the Nobelists’ responses to the com-
mentaries that the political scientists make on their work.
In particular, several of the economists remark on how
their interest in politics and government influenced their
professional development. For example, Kenneth J. Ar-
row and Gary S. Becker both point to Joseph Schum-
peter’s Capitalism, Socialism and Democracy as a source of
inspiration for analyzing the dynamics of political com-
petition and its impact on economic outcomes. Herbert
A. Simon claims he was in his youth a *“great joiner”
who, through his work in local governmental organiza-
tions, learned early on how organizations not only re-
flect, but help shape, the beliefs of their members. Each
of these economists’ formative years fell roughly in the
mid-20th century, by which time, as Becker suggests,
government had become *“a major factor in the economy
and in social life.” It is intriguing to consider how the
professional development of the Nobelists who were in-
fluenced by their environment mirrors the importance
that their work as social scientists attaches to the impact
of the social environment (e.g., institutions, cognitive in-
fluences) on economic outcomes. Economic science evi-
dently does not develop in a vacuum, and one is led to
ponder in what alternative directions these Nobelists
might have applied their talents in another era. In any
scenario, however, their intellectual pursuits would un-
doubtedly have displayed the formal rigor that is a vir-
tue of economic analysis: Kenneth J. Arrow faults
Schumpeter for lacking any “refutable propositions,”
while Becker does nonetheless praise Schumpeter for his
“attempt to offer a positive theory of democracy, regard-
less of the system’s merits.”
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It is also interesting to observe that Gary S. Becker and
Herbert A. Simon are both noted for their contributions
to political science, even though they differ sharply in
the assumptions that they make about individual behav-
ior. Although Becker recognizes the importance of cul-
ture and norms in influencing behavior, he argues force-
fully for the validity of assuming individual rationality
and optimization. In contrast, Herbert A. Simon’s pri-
mary contribution to both political science and econom-
ics is with his exploration of what the limits on individ-
ual cognitive ability are and how they influence individ-
ual behavior. Simon argues for the assumption of
bounded rationality, i.e., that individuals are simply not
able to optimize over the complex choice set which con-
fronts them, often choosing instead to rely on satisficing
behavior by applying simple rules of thumb. For econo-
mists, including this reviewer, who question the robust-
ness of economic theory’s standard assumption of opti-
mizing behavior for explaining important economic out-
comes characterized by uncertainty (e.g., technological
change), it may be somewhat disappointing that other
disciplines, such as political science, have not conclu-
sively demonstrated the superiority of alternate assump-
tions about individual decision-making. However, per-
haps the most constructive inference is that usefulness of
different models of individual behavior depends upon

the context in which they are applied. In that regard,
Douglass C. North’s comments in one of the book’s later
chapters are made exceptionally well.

By design, many of the essays presume an academic’s
familiarity with political science or public choice theory.
Hence, readers not well versed in those areas could have
trouble taking in the book in its entirety, and might
choose instead to read it selectively, exploiting the
book’s numerous references and citations in those sec-
tions most relevant to their own work. However, re-
gardless of particular background or research interest, it
is always useful to examine, through the lens of another
discipline, the assumptions — or analytical framework -
of one’s own. In that respect, the book undertakes a use-
ful task, and economists interested in how other re-
searchers go about explaining the interaction of indi-
viduals in generally self-interested — albeit non-market —
pursuits, could benefit from familiarizing themselves
with this material. The editors do a good job of facilitat-
ing that through very succinct and well-written intro-
ductory and concluding chapters.

Nathan Musick is a Principal Analyst at the Congres-
sional Budget Office. The views expressed in this review
are his own and should not be interpreted as those of the
Congressional Budget Office.

Luncheon Review

(Continued from page 3)

It acknowledges that budgets are forward looking, there
is a relationship between the resources of our economy
and its expenditures, and there is an active choice to be
made in defining this relationship.

A budget should be as comprehensive as possible.
This goal presents challenges in implementation, but it
should be a goal to which we aspire to. A budget
should also be primarily forward looking. Looking
back is useful to evaluate the relationship between past
plans and their outcomes to help budget forecasters as
they look forward, but it’s primarily an ex-ante process.
Lastly, a budget should reflect commitments over the
future and we should be able to have confidence in
these commitments if they are included in the budget
process. These key beliefs can be taken into account
when measuring expenditures for the budget. The best
measure of real cost is how much you spend. A budget
should never lose sight of the fact that a $1 taken from
the private sector is a cost and that expenditures will
often result in additional costs seen in the form of dead-
weight losses and economic distortions.

These qualifications for a budget raise some
challenges for practical implementation. We must be

able to make the decisions that allow firm commitments
to spend resources in real time. Congress has continued
to include an option for change in its entitlement pro-
grams like Medicare, Medicaid, and Social Security re-
sulting in a less than 100% contractual commitment.
Subtle issues, like guarantees, are often hard to imple-
ment, but should be included in a comprehensive
budget framework. For example, the Chrysler Loan
Guarantee was costless, but the budget should have in-
cluded some cost for this guarantee based on the prob-
ability of a bad state of nature. Budgets should be hon-
est and upfront, recognizing that such honesty may be
hard to implement. But as fiscal policy and as a plan it
is important to aim for the comprehensive budget ideal.

In asking this budget framework to be a balance sheet
and a constraint for the future it is too ambitious, both
practically and philosophically. But in other areas it is
also too narrow. CBO could do more to make the
budget more comprehensive and work is continually
being done to reach this goal, illustrated by such poli-
cies as unfunded mandates. As a fiscal indicator, the
budget is not the best tool. Instead it is appropriate to
construct a budget that accurately reflects the cost of
policy initiatives.






