
1 

 
“A society 

promoting the 
application of 

economic principles 
to public policy for 

over 35 years” 

Volume 37, No. 1         January 2005 http://www.sge-econ.org 

 Evening Seminar 
Wednesday, January 26 

6:00 p.m. 
 

Credit Cards and  
Financial Institution Abuse  

How bad is the situation  
and what can be done? 

 
Conference room 483, Congressional 
Budget Office 
2nd & D Streets, SW, 4th Floor, Washing-
ton, DC 20515 
(Metro: Federal Center Station) 
 
Panel Participants 
Travis Plunkett, Legislative Director, 
Consumer Federation of America 
Ms. Linda Sherry, Editorial Director, 
Consumer Action  
Dr. Lawrence Ausubel, Professor of Eco-
nomics, University of Maryland  
 
Light refreshments served.  The seminar 
is free, but please E-mail Melvyn Sacks at 
MelSacks@cavtel.net for reservations. 
 
More Details on Page Three 

Monthly Luncheon 
Wednesday, January 19 

Noon to 1:30 
 

Dr. Richard Jackson 
Director and Senior Fellow,  

Global Aging Initiative 
Center for Strategic and  

International Studies (CSIS) 
 

The Aging Vulnerability Index: Assessing 
the Ability of Developed Countries to Meet 

the Challenges of an Aging Society 
 
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 January 18 to 
Tracy Foertsch (TracyF@cbo.gov) or 
202-226-2765.   
 
$15 for SGE and NEC members 
$20 for non-members  
 
More Details on Page Three 

December 2004 Monthly Luncheon 
Review of Remarks by George Yin 

“Tax Legislation:  A Brief Look Back 
and a Tiny Peek Forward”   

Page Four! 

NABE Conference March 21-22, 2005 
Policy Frontiers for Growth and Security  

Washington DC 
 
Attend the 2005 Washington Economic Policy Conference and take back intelligence 
you can apply on your job immediately.  Choose from 7 general and 16 concurrent 
education sessions.  Hear the leading business economics experts and policy makers.  
SGE members can attend at the discounted NABE rates.  For the complete program 
and registration information click here 
 
http://www.nabe.com/pc05/index.html 
 
or phone 202-463-6223.  
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To include your activity, please e-mail the 
information to lee.cohen@ssa.gov or send it by  
regular mail to the address on the back. 
 
NEC Events 
 
Thursday, January 27, Library of Congress  
Jared Bernstein, Director, Living Standards 
Project, The Economic Policy Institute 
The State of Working Families in America 
2004/2005 
  
Thursday, February 3, Chinatown Gardens  
Alex Pollock, Resident Fellow, American 
Enterprise Institute  
Fannie and Freddie and the Home Loan Banks: 
Reform? Privatization? 
  
Thursday, February 10, Chinatown Gardens  
Mark Zandi, Chief Economist, Economy.com  
Economy.com's U.S. Macro Outlook for 2005 
  
Thursday, February 24, Chinatown Gardens  
William Gale, Senior Fellow, Brookings 
Institution  
Tax and Fiscal Challenges 
 
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. 

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

President’s Corner 
By Nicholas Bull 

S orry this Bulletin’s a little late—it already feels 
like February, what with the Holidays and then 

frantically trying to get a paper ready for the ASSA 
meetings.  Speaking of which, a big thank-you is 
due to Katherine Abraham, who presented our 
Distinguished Lecture in Economics and 
Government, on “What You Don't Know Can Hurt 
You: Gaps and Deficiencies in Data for Policy and 
What We Can Do About Them” (posted on the SGE 
website, for those of you who could not attend).  
Among other things, she talked about the need for 
better statistics on non-market activity.  For 
instance, both education and health care have non-
market aspects in the valuation of output, and both 
involve non-market inputs—such as work by 
volunteers or family members.  This raises 
complicated valuation issues, which my son has 
helped to resolve by pointing out that the 
opportunity cost of time spent doing homework is 
foregone time spent engaging in dynamic computer 
simulations (i.e., GameCube). 

I’d like to welcome Andrew Bershadker as a new 
Board member.  He steps in to Rene Kamita’s shoes.  
Schedule changes made it impossible for Rene to 
attend Board meetings, but she has kindly 
volunteered to continue to help with membership 
issues. 

Also, I’d like to welcome Bill Lawhorn as the new 
Book Review coordinator.  Many thanks to Nancy 
Ody, who has worked tirelessly on book reviews for 
several years, and who thinks it is only fair that 
someone else has a chance. 

January is membership renewal time—there’s still 
time, if you haven’t got around to it yet. Please don’t 
put this off. It takes only a few minutes to renew 
online, or to write a check and return it in the mail. 
The biannual SGE membership directory will be 
compiled in the coming year, so make sure your 
contact information is up to date. And please 
consider telling a few colleagues about SGE, what 
we do, and asking if they’d consider joining.  That's 
how I found out about SGE, and I'm sure the same is 
true for many others.  We always welcome new 
members. 

I hope to see you soon at an SGE/NEC luncheon, 
or another SGE event. 
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January Monthly Luncheon   
Wednesday, January 19, Noon to 1:30 
 
Aging Vulnerability Index: Assessing the Ability of 
Developed Countries to Meet the Challenges of an 
Aging Society 
 
Dr. Richard Jackson 
 
A decade ago, the aging of the population 
barely registered as a policy issue. Today, with 
the retirement of large postwar baby booms 
looming just over the horizon, it is the focus of 
growing concern among leaders worldwide.  
Yet despite all the attention, there exists no sat-
isfactory measure of the magnitude of the chal-
lenge to guide leaders in their policy choices. 
 
Richard Jackson will discuss the CSIS Aging 
Vulnerability Index, which represents the first 
attempt to develop a comprehensive measure 
of the old-age dependency challenge that is 
comparable across the developed countries.  
The Index focuses on the growth in public old-
age benefits, but it also takes into account the 
broader social and economic environment, in-
cluding the availability of alternative means of 
support, from private pensions to extended 
families.  The bottom line is a ranking of the 
major developed countries in terms of their 
"vulnerability" to rising old-age dependency 
costs. 
 

January Evening Seminar  
Wednesday, January 26, 2005   6:00 p.m. 
 
Credit Cards and Financial Institution Abuse 
 
How bad is the situation and what can be done? 
  
Panel Participants 
 
 Travis Plunkett, Legislative Director, Con-
sumer Federation of America 
 Ms. Linda Sherry, Editorial Director, Con-
sumer Action 
 Dr. Lawrence Ausubel, Professor of Econom-
ics, University of Maryland 
 
144 million Americans have credit cards.  But 
increasingly, those credit cards have gotten 
more expensive.  Stories abound of consumers 
missing one payment for one day on any bill 
and then finding that their financial institutions 
increase their credit card rates dramatically, of-
ten doubling the interest they pay.  Fee revenue 
of financial institutions has increased from $6.2 
billion in 1990 to $21.5 billion in 2003.  But con-
sumers clearly are unhappy. About 80,000 peo-
ple lodged complaints with the comptroller's 
office last year, of which the largest source of 
their ire was credit card complaints. 
 
Our panelists will examine the extent of the 
problem, its implications for the consumer, and 
the consequences for the economy. 

SGE Bulletin 

Upcoming Events (Continued from page 1) 

The FFC/2005 Organizing Committee invites you to present a paper at one of the afternoon con-
current sessions, or to organize a session. Please send an abstract, including contact information, 
of 100 or words or less to William Lawhorn, at the address below, by February 1, 2005. For com-
plete information check the Federal Forecaster's Website: www.federalforecasters.org If your 
agency is interested in organizing an entire session during the afternoon, please contact: William 
Lawhorn, Bureau of Labor Statistics, 2 Massachusetts Ave., N.E., Room 2135, Washington, DC 
20212, (202) 691-5093 (Voice) or (202) 691-5745 (Fax), lawhorn.  william@bls.gov 
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George Yin, Chief of Staff for the Joint Commit-
tee on Taxation (JCT), provided a summary of 
major tax legislation of the 108th Congress and 
made predictions about the tax-related work of 
the 109th Congress. 

The 108th Congress passed 16 bills that im-
pacted the tax laws and two more that are wait-
ing to be signed.  These bills did things like ac-
celerate and extend scheduled tax rate reduc-
tions, increase the standard deduction, and in-
crease the width of the 15% bracket for married 
taxpayers.  They also increased the child credit, 
reduced the tax on dividends and capital gains, 
increased the AMT exemption, and created a 
uniform definition of a qualifying child.  

Congress also passed the American Jobs Crea-
tion Act (AJCA), which includes various compli-
cated and important provisions.  In passing the 
AJCA, Congress was acting to resolve a trade 
dispute with the European Union.  The Extrater-
ritorial Income (ETI) provision in the U.S. tax 
code was deemed an illegal subsidy by the 
World Trade Organization.  In very general 
terms, the ETI essentially provided a tax benefit 
to U.S. domestic manufacturers that also en-
gaged in international activities.  With the pas-
sage of the AJCA, Congress provided tax bene-
fits for domestic manufacturers as well as com-
panies with international activities.  Under the 
old regime, an estimated 2000 taxpayers reaped 
a benefit.  In contrast, there may be as many as 
750,000 to 1,000,000 potential beneficiaries of the 
new domestic manufacturing benefit alone.  The 
old provision was estimated to cost $50 billion 
over 10 years (net of transition relief) whereas 
the replacement provisions are estimated to cost 
$120 billion over the same time frame.  As a re-
sult, the rest of the Act raises revenues by about 
$70 billion to make the overall Act revenue neu-

tral. 
The domestic manufacturing benefit eventu-

ally provides a 9% exclusion, meaning that for 
every $100 of manufacturing income only $91 
will be subject to tax.  According to Mr. Yin, this 
may generate two types of inefficiencies.  The 
first inefficiency is created by the potential shift 
of activities towards manufacturing in order to 
take advantage of manufacturing’s preferred 
status.  The second inefficiency arises through a 
fabricated shift in activities.  With the help of 
lawyers and accountants, taxpayers may find 
ways to recharacterize their activities as manu-
facturing from non-manufacturing. 

The AJCA creates broad-based sector rules, 
which could be problematic.  Mr. Yin created 
the following example to illustrate some of the 
issues this presents.  Assume Dell Computers 
manufactures its computers in the U.S. and sells 
its products directly to the consumer over the 
internet for $2,000 apiece, all of which could be 
considered manufacturing income.  But what if 
in the course of selling the computer, Dell con-
tracts with an outside firm to provide a war-
ranty at $300 per computer, bringing the total 
price of the computer to $2,300.  Of that final 
price, what will be considered manufacturing 
income?  Would the $300 warranty be consid-
ered service income?  Or, Dell could sell its com-
puters to a retailer for $1,600 and the retailer 
could sell it for $2,000.  Would the $400 differ-
ence be considered sale and distribution in-
come?  What portion of the total price of the 
unit would be considered manufacturing in-
come?  Or, Dell could sell a computer to a re-
tailer half-assembled so that the retailer could 
customize each computer for the consumer.  
How would that income be characterized?  
Could the retailer also be considered a manufac-

SGE Bulletin 

December 2004 Monthly Luncheon 
Review of Remarks by George Yin 

“Tax Legislation:  A Brief Look Back and a Tiny Peek Forward” 
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turer?  Answers to these questions will have to 
be considered as the new law becomes effective. 

The AJCA also provides a temporary decrease 
in tax rates on repatriated earnings.  In general, 
the U.S. tax system taxes worldwide income 
with one important exception.  If a U.S. taxpayer 
owns a corporation abroad, the income from 
that corporation is generally not taxed on its for-
eign-source income until the earnings are re-
turned to the United States.  This delayed tax 
presents a barrier in repatriating earnings, and 
many companies choose to reinvest the income 
in their international operations, never bringing 
it back to the United States.  The AJCA reduced 
the rate on repa-
triated earnings 
from 35% to 
5.25% for a one-
year period, hop-
ing to induce tax-
payers to bring 
their foreign in-
come back to the 
U.S. economy.  
However, Mr. 
Yin pointed out 
that this may 
provide a wind-
fall for those 
companies which 
planned to pay 
the 35% rate when making their initial decision 
to operate overseas.  This temporary decrease in 
tax rates poses interesting questions about the 
long-term effects.  Will companies repatriate 
their earnings on a regular basis in the future?  
Or, will they wait for Congress to pass similar 
legislation on an ad hoc basis?     

On looking ahead to the 109th Congress, Mr. 
Yin stated that from a budgetary perspective, 
the country has many spending obligations.  
Currently, over 50% of the country’s spending is 
on entitlement programs like Medicare and So-
cial Security.  In addition, the interest expense 

on our current deficit is around $160 billion and 
is likely to rise as interest rates go up and the 
country incurs more debt.  Around 40% of the 
Budget is allocated to discretionary spending.  
A good deal of discretionary spending goes to 
the military and homeland security, both areas 
that are not likely to be shortchanged in the fu-
ture.  This leaves less than 20% of the Budget 
available to fund all other government activities. 

The 109th Congress faces the expiration of 
many recent tax cuts.  Many of the provisions 
enacted in the 2001, 2003, and 2004 tax cuts ex-
pire in 2010, but almost 100 items in the tax code 
expire earlier than that.  These provisions in-

clude the exten-
sion of the AMT 
exemption, the 
research and 
experimentation 
credit, the sales 
tax deduction, 
and the tax rate 
on dividends 
and capital 
gains.  Accord-
ing to Mr. Yin, 
JCT does not 
have a current 
estimate of the 
cost of extend-
ing these provi-

sions.  
Finally, the 109th Congress may be asked by 

the Administration to pass some version of tax 
reform legislation.  While Mr. Yin was unable to 
provide any particular insight into specific re-
form plans, he did state that any tax reform pro-
posal must work to improve compliance and 
enforcement.   There has been interest in mov-
ing from our hybrid tax system to a pure con-
sumption tax system, but how to make that 
move will pose important questions and debate 
both within the Administration and in Con-
gress.   

SGE Bulletin 
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SGE Book Review: Federal Intergovernmental Grants 
and States: Managing Devolution, Shama Gamkhar, 
Edward Elgar, Cheltenham, 2002, 159 pp. 
Reviewed by Thornton Matheson 
 
In this collection of essays, Shama Gamkhar re-
views the economics and politics of U.S. federal 
grants to the states and localities during the post-
war period.  She also conducts econometric analy-
ses of specific aspects of federal grantmaking, nota-
bly federal highway grants, since the 1970s.  The 
book thus offers useful insights into both economic 
theories and empirical methods concerning inter-
governmental grants, as well as institutional infor-
mation on their determinants and dynamics over 
recent decades.  While the empirical work would 
be of most interest to research economists, the an-
cillary information would be useful to any econo-
mist or policymaker seeking knowledge of the the-
ory and politics of intergovernmental grants.  

The introduction describes the dynamics of US 
federal grants during 1950-1997.   Per capita real 
grants rose steadily throughout the 1950s and 
1960s, but then sustained a series of contractions 
during the subsequent three decades due to fiscal 
constraints on federal government.   The author 
presents a taxonomy of the different forms of fed-
eral grants – matching (capped or uncapped), non-
matching (including block grants), and revenue 
sharing.  Matching grants are grants in which the 
federal government matches local governments’ 
spending out of their own funds either up to a cer-
tain level (capped) or on an unlimited basis 
(uncapped).  Uncapped matching grants alter the 
relative price of providing a particular public good; 
capped matching grants lower its price at below-
cap spending levels, but at above-cap spending 
levels only loosen local government budget con-
straints without changing relative prices.  Like 
above-cap matching grants, non-matching grants, 
which the federal government provides to local 
governments regardless of their own spending lev-
els, have only income effects.  Gamkhar decom-
poses total federal grants according to these catego-
ries for the years 1971-1990.  Her analysis shows a 

trend toward replacing closed-end matching grants 
with non-matching or “block” grants over this pe-
riod.   

The second chapter focuses on asymmetrical re-
sponses to changes in federal grants, a perennial 
puzzle of the literature on fiscal federalism.  Com-
peting theories predict different reactions of subna-
tional government to changes in federal grants.  If 
the local government were a perfect agent for its 
constituents, it would have the same marginal pro-
pensity to spend out of grants as it would to spend 
out of an increase in local income.  The “flypaper” 
or fiscal replacement effect predicts that when 
grants are cut, local governments are likely to re-
duce spending by less than they increase it in re-
sponse to a grant increase, because expenditure 
programs create clienteles that are likely to resist 
program cutbacks.  Conversely, the fiscal retrench-
ment hypothesis predicts that local governments 
will cut spending relatively more in response to a 
reduction in federal grants out of fiscal conserva-
tism.   

Gamkhar presents a critical review of the empiri-
cal literature on asymmetrical responses to changes 
in federal grants, noting methodological problems 
with many studies, including the following: aggre-
gation of different forms of grants that could con-
fuse price and income effects; the presence of en-
dogeneity in the case of matching open-ended 
grants, which have both price and income effects; 
the fact that changes in federal grants to localities 
are often offset by disregarded state grant changes; 
the regulatory constraints on local expenditures; 
heterogeneity of local governments’ fiscal capacity 
and legal authority, and the fact that federal grants 
are often disbursed over multiple years (although 
the literature tends to analyze only concurrent ef-
fects). 

Gamkhar conducts her own analysis of asym-
metrical response to changes in federal grants, fo-
cusing on federal highway grants.  Because federal 
highway grants are disbursed over several years, 
she includes lagged grants as regressors in AR1 
regressions of a panel of 45 states for the years 
1975-1990, a period of generally contracting grants.  

SGE Bulletin 

Book Review 
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Her results are somewhat inconclusive: she finds 
evidence of fiscal retrenchment with respect to cur-
rent federal grants, a symmetrical response to 
lagged grants, and a fiscal replacement response to 
aggregate federal grants. 

An interesting appendix to the second chapter 
explores the fiscal behavioral patterns implicit in 
various econometric models.  Noting that the stan-
dard textbook model of asymmetrical response en-
tails behavioral discontinuities, Gamkhar analyzes 
three different alternative models of asymmetric 
grant response, all of which use dummy variable 
interacted with a first-differenced grant variable to 
capture asymmetry.  Using artificial smoothed 
grants “data” and hypothetical coefficients to pre-
dict local spending response according to three 
models, Gamkhar discusses the problems of each 
model in predicting locality behavior, including 
discontinuities and ratchet effects. 

Chapter three explores the trend toward block 
grants that has developed since the 1970s in greater 
detail.  Gamkhar provides a concise review of fiscal 
theory showing the effect of matching and non-
matching grants on local budget constraints, and 
discusses both principal/agent and bargaining 
models of federalism.  Since most recipients of 
capped matching grants receive the maximum 
grant, both capped matching grants and block 
grants have only income effects on the recipient 
government’s expenditures.   However, in switch-
ing to block grants, Congress tended to give recipi-
ents more discretion over how to spend the funds.   

Gamkhar also discusses the political economy of 
block grants, which centers on the controversies of 
whether they are a shield for federal aid cuts.  
States’ reactions to block grants are described, in-
cluding income shifting, fiscal replacement, greater 
use of NGOs for program delivery, and benefits 
restrictions (for example, stiffer work requirements 
for welfare recipients).  Gamkhar concludes that 
the shift to block grants has led to some erosion of 
the real value of federal grants over time as well as 
a reduction in total government spending, but also 
to greater local control and program innovation. 

Welfare reform raised the issue of whether devo-
lution would lead to a “race to the bottom” in pro-
vision of benefits as local governments engaged in 

fiscal competition cut taxes to attract resources.  
Gamkhar concludes that there was little evidence 
of such a race in reaction to welfare reform, at least 
during the expansionary period of 1995-2000, al-
though there was some overall erosion of real 
benefits.  One factor that would contribute to such 
a race – migratory response to welfare benefit dif-
ferentials which would lead states to cut benefits – 
was apparently absent.  Gamkhar attributes this to 
the small differentials in money benefits between 
states, the importance of non-monetary features 
such as work requirements, and high levels of un-
certainty regarding benefits. 

To explore the impact of block grants on local 
expenditure, Gamkhar presents an empirical analy-
sis of Alcohol and Drug Abuse (ADA) block grants 
covering the years 1985-1995.  The author finds that 
lagged grants did have a stimulatory effect on local 
spending.   

The final chapter describes the political economy 
of federal highway funding for the years 1982-1997, 
including an econometric analysis of the determi-
nants of highway grants that controls for various 
political and institutional factors.  The analysis dis-
tinguishes between formula-apportioned grants 
and project grants; the former, determined by vari-
ous geographical, demographic and economic fac-
tors, are associated in the literature with public 
need, while the latter, smaller category of grants 
are thought to be determined more by political in-
fluence.  During the period under analysis, donor 
states (those that pay more into the highway trust 
fund than they receive in apportioned grants) also 
launched an initiative to recoup more of their own 
contributions.   

Using a regional fixed-effects model, Gamkhar 
finds that donor status negatively influenced for-
mula apportioned grants, but positively influenced 
project grants.  Seniority of a state’s Congressional 
representatives also positively influenced formula 
grants, but not project grants, whereas membership 
of state representatives on key transportation com-
mittees positively influenced project grants, but not 
formula grants.  These results are consistent with 
the hypothesis that formula-apportioned grants are 
determined by broad public interest, but project 
grants are determined by political influence.    

SGE Bulletin 
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Please submit all 
materials you would 
like to appear in the 
bulletin by the 12th 
of the month to  
Jason Tripp at 
sge@sge-econ.org 
or  
SGE 
10371 Painted Cup 
Columbia, MD 21044 
or call: 
410-963-0134. 
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