http://www.sge-econ.org

Volume 37, No. 10 @ November 2005

“A society
promoting the
application of

economic principles
to public policy for
over 35 years”

Bulletin

Monthly Luncheon
Wednesday, November 16
12:00-1:30 PM

Financial Market Developments and Eco-
nomic Activity during Current Account
Adjustments in Industrial Economies

Dr. Sylvain Leduc
Division of International Finance
Federal Reserve Board

Chinatown Garden Restaurant
618 H St. NW, Washington, DC

Much has been written about prospects
for U.S. current account adjustment, in-
cluding the possibility of a “disorderly
correction”: a sharp fall in the exchange
rate that boosts interest rates, depresses
stock prices, and weakens economic ac-
tivity. Dr. LeDuc’s talk will assess some
of the empirical evidence on the likeli-
hood of the disorderly correction sce-
nario, drawing on the experience of pre-
vious current account adjustments in
industrial economies. The paths of key
economic performance indicators be-
fore, during, and after the onset of ad-
justment will be discussed.

$15 for SGE and NEC members

$20 for non-members

Luncheon is free to new SGE members
($30 annual fee)

Metro: Gallery Place (Red, Green and
Yellow Lines)

Restaurant is 1/2 block east of the
Metro station's northern (H Street) exit.
Reservations by 12 noon November 15,
Lawhorn.william@bls.gov or 202-691-
5093.

Evening Seminar
Tuesday, November 29
6:00-7:30 PM

Race and Poverty After Katrina
Speakers:

Dr. Roderick Harrison
Joint Center for
Political and Economic Studies

Dr. Heidi Hartman
President and CEO
Institute for Women's Policy Research

Congressional Budget Office, Room 483
2nd & D Streets, SW, 4th Floor, Washing-
ton, DC 20515

(Metro: Federal Center Station)

Hurricane Katrina graphically revealed
the connection between race and poverty
in America. This seminar will take a
closer look at the causes and possible
remedies for this enduring problem of
social inequity. The speakers will con-
sider particular segments of the popula-
tion of racial minorities who are particu-
larly at risk.

Light refreshments served. The seminar
is free, but please e-mail John Turner at
JTurner@aarp.org for reservations.

October 2005 Monthly Luncheon
Review of Remarks by Dr. Marc A. Miles

“Washington’s Commmon Misperceptions
(Fallacies) of Monetary Policy”™”
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By Thornton Matheson Town
Dear SGE Members, Activities of

Interest to Our

This month, SGE is proud to sponsor two Membership
events on highly topical issues. At Ol.'lr To include your activity, please e-mail the information to
monthly Iunc.:heon on NO_Vember 16%, Sylvain lee.cohen@ssa.gov or ser’1d it by regular mail to the
LeDuc, Senior Economist at the Federal J addresson the back.
Reserve Board, will speak on the likelihood
and potential magnitude of a dollar crisis in |} SGE Events
response to the ever-widening U.S. current | wednesday, December 14th, Chinatown Gardens
account and budget deficits. Jon Sargent, The Office of Occupational Statistics and

Employment Projections, Bureau of Labor Statistics

New Economic Projections from the Bureau of Labor Statistics
2004-2014

On November 29t the SGE Evening Seminar
Committee will present a forum on the
problems of race and poverty in the U.S. as [l Tax Economists Forum

highlighted by the disastrous effects of Wednesday, Nov. 9, The Heritage Foundation
Hurricane Katrina, featuring Roderick | Arik Levinson, Georgetown University
Harrison of the Joint Center for Political and || Welfare Effect of Flexible Spending Accounts
Economic Studies and Heidi Hartmann of the

Institute for Women’s Policy Research. Wednesday, Nov. 30, The Congressional Budget Office

Larry Ozanne and Paul Burnham
o Taxing Capital Income; Effective Rates and Approaches to
For those of you who couldn’t join us for [l Reform

September’s spirited evening seminar on
corruption and development, a summary of
comments by Daniel Kaufmann of the World [ Thursday, November 10, Chinatown Gardens

Bank and Enaruna Imohe of the Nigerian Beata Smarzynska Javorcik, Senior Economist, The
World Bank Development Economics Research Group
Embassy can be found on page three. Technology Diffusion Through Foreign Direct Investment

NEC Events

Looking ahead to December, SGE will conduct f{ Thursday, December 1, Chinatown Gardens

its annual membership renewal drive, as well | Joseph J. Minarik, Senior Vice President, Committee for
as issuing the biennial SGE Membership [| Economic Development N

Directory. This year, we hope to offer Tax Reform and the Budget Deficit

members  the option of automatic annual To make a reservation for these events call 703-493-8824,

membership renewal via Paypal, and will [ option 1, or e-mail to nec.club@verizon.net and be sure to
announce a major simplification of our [ leave number or email address, so you can be contacted if
membership categories. there is a late change in speaker. NEC does not routinely

acknowledge calls or emails making reservations but will

reply if unable to accommodate your reservation or if
| hope to see you soon at an SGE event! there is a program change. NEC luncheons begin at noon;
the talks begin at 12:30pm and end at 1:30pm. Cost is $15
for NEC and SGE members, $20 for non-members, FREE
if you join NEC at the door.
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September 27, 2005 SGE Evening Seminar
Review of Panel Discussion by Dr. Daniel Kaufmann, Director of Global Programs, World
Bank Institute, and the Hon. Enaruna E. Imohe, Economic Minister of the Embassy of Nigeria.
Corruption and Economic Development: Problems and Progress

By Julie Somers

Ten years ago, the World Bank considered cor-
ruption to be an internal political matter and
would not even allow official World Bank
documents to contain the word “corruption,”
explained Dr. Daniel Kaufmann, Director of
Global Programs, World Bank Institute. But
through years of collecting and analyzing data
on corruption and on other dimensions of gov-
ernance, development experts have shown that
a country that improves its governance can re-
duce infant mortality and illiteracy and almost
triple the income per capita of its population.
The link between governance and economic de-
velopment requires the World Bank to help
countries improve their governance.

Kaufmann defines governance as “the set of
traditions and institutions by which authority
in a country is exercised — specifically: (1) the
process by which those in authority are selected
and replaced, (2) the capacity of government to
formulate and implement policies, and (3) the
respect of citizens and state for institutions that
govern interactions among them.” Kaufmann
and his colleagues at the World Bank have con-
structed aggregate governance indicators that
cover six dimensions of governance: (1) voice
and accountability, (2) political stability and the
absence of major violence and terror, (3) gov-
ernment effectiveness, (4) regulatory quality, (5)
rule of law, and (6) control of corruption.
Those six governance indicators measured for
five different years for over 200 countries can
be found at http://www.worldbank.org/wbi/
governance/.

The empirical research on governance shows
that improving governance raises incomes, and
contrary to popular belief, higher incomes do
not improve governance. Kaufmann pointed to

the Baltics, Botswana, Chile, and Slovenia as
just a few of the countries that have shown that
it is possible to reach higher standards of gov-
ernance without yet having joined the ranks of
wealthy nations. He said there are always go-
ing to be paradoxes in the short run. For exam-
ple, people used to ask him to explain Indone-
sia’s impressive economic growth rate despite
problems with poor governance and corrup-
tion. But since mid-1997, when the Indonesian
economy fell into economic and financial crisis,
no one has offered Indonesia as a counterexam-
ple. Kaufmann also predicted that if China
does not begin to tackle its problems with trans-
parency, voice, and accountability, then China’s
phenomenal growth rate would diminish.

Kaufmann emphasized, “One doesn’t fight
corruption by fighting corruption”.  Anti-
corruption campaigns, drafting more laws and
codes, creating additional ethics agencies and
the like will fail if they are not complemented
by fundamental reform. Instead, Kaufmann
challenges development workers to understand
the country's institutions and to know which
institutions are already relatively transparent
and free of corruption. Kaufmann urges devel-
opment workers to learn who owns the major
newspapers, and if the newspapers are just a
tool to gain and control political power, then
expose that. Kaufmann explained that the
internet press can be very powerful in exposing
corruption. He asked, "How can we support
internet access? How can we increase the in-
volvement of the foreign press?"

According to Kaufmann, governments are not
the only ones to blame for corruption. About
50 percent of Organisation for Economic Co-
operation and Development (OECD) multina-
tional corporations report frequent procure-

(Continued on page 4)
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ment bribery in non-OECD countries, com-
pared with less than 20 percent reporting fre-
guent procurement bribery in OECD countries.
The World Bank blacklists firms that were
found to have violated fraud and corruption
provisions, making them ineligible to be
awarded a World Bank-financed contract. Gov-
ernments should maintain blacklists too, rec-
ommends Kaufmann.

The Hon. E.E. Imohe, Economic Minister of
the Embassy of Nigeria, discussed Nigeria’s
progress in curbing economic corruption. He
explained that Transparency International has
consistently rated Nigeria as one of the top
three most corrupt countries in the world. Cor-
ruption activities in Nigeria include the abuse
of positions and privileges, inflating contracts,
bribery/kickbacks, misappropriation or diver-
sion of funds, under- and over-invoicing, false
declarations, and collection of illegal highway
tolls. Indeed, Mr. Imohe noted that many semi-
nar participants had probably received unsolic-
ited e-mails from someone purporting to be a
Nigerian official requesting assistance in trans-
ferring large sums of money in exchange for a
percentage of the take. That scam is called Ad-
vance Fee Fraud or “419” scheme (named after
a statute in the Nigerian criminal code) and has
been outlawed since 1995.

Sadly, corruption has diminished Nigeria’s
prestige and respect and created a climate in
which honest Nigerians are treated with suspi-
cion in business dealings abroad. Corruption
deprives Nigeria of much needed revenue, dis-
courages foreign investment and stifles eco-
nomic growth.

According to Imohe, past administrations in
Nigeria tried to rein in corruption through leg-
islation and by strengthening institutions, but
they had little success. Imohe said the current
Nigerian government is fighting corruption
through the creation of a legal framework and
institutional and administrative measures.

Voicing a different viewpoint from Kaufmann,
Imohe argued, “If you don’t have them [the le-
gal framework and institutional and adminis-
trative measures], where do you start from?”

Nigeria created the Economic and Financial
Crimes Commission (EFCC) in 2003 in response
to pressure from the G8 Financial Action Task
Force. The EFCC is charged with coordinating
all activities that combat economic and financial
crimes including prevention, investigation and
enforcement activities. Imohe said the impact
of the EFCC has been phenomenal. It conveyed
an immediate message that “there are no sacred
cows; no one is above the law.” With the coop-
eration and legal assistance of international
agencies like Interpol and Europol, the EFCC
has recovered money and assets from criminal
activity worth over $700 million (USD), as well
as £3 million recovered by the British govern-
ment. EFCC has recovered billions of dollars
from failed government contracts, and over 500
kingpins of Advance Fee Fraud are in custody
standing trial. To learn more about the EFCC
visit http://www.efccnigeria.org/.

The G8 Financial Action Task Force also de-
manded the establishment of the Nigeria Finan-
cial Intelligence Unit (NFIU) as a pre-condition
for de-listing Nigeria from the ranks of non-
cooperative countries and territories. NFIU
will combat money laundering and the financ-
ing of terrorist activities in Nigeria.

As evidence that no one is above the law,
Imohe listed several high profile government
officials who have been arrested on corruption
charges. The ex-officials include former Senate
President Adolphus Wabara, former Education
Minister Fabian Osuji and former Inspector
General of Police Tafa Balogun.

When asked what has been Nigeria’s biggest
challenge in its fight against corruption, Imohe
responded, “Corruption has been entrenched, a
way of life.” But he emphasized that Nigeria is
determined to curb corruption, and that though
it will not happen overnight, it will happen.




October 2005 Monthly Luncheon

Review of Remarks by Dr. Marc A. Miles
“Washington’s Common Misperceptions (Fallacies) of Monetary Policy”

By Nick Terrell

In the same week in which the Economist led off
with speculation into Alan Greenspan’s succes-
sor in “the most important economic policy job
in America,” Dr. Marc A. Miles, Director of the
Center for International Trade and Economics
at the Heritage Foundation, presented a non-
standard perspective on the power and impact
of monetary policy. To illustrate this, he pro-
vided two examples: “the modern sport of Fed-
watching” and exchange rates.

Fed-watching is an interesting endeavor -
much like weather forecasting — which is both
weighty and little understood. Traditional eco-
nomic theory indicates an inverse relationship
between changes in the interest rate and growth
rate. While this makes a good deal of sense, the
data displays a vexing lag between interest rate
hikes and slower growth.

Dr. Miles argued that an intertemporal substi-
tution effect drives the eventual slowdowns
caused by rate hikes, based upon investor and
consumer behavior and expectations regarding
the Federal Reserve’s future actions. When the
Fed hikes rates, in the short term investors and
consumers increase spending and investment
as they substitute current for future activity on
the expectation that interest rates will rise even
further. This has the counterproductive effect
of fueling short-term economic growth and si-
multaneously dampening future growth when
interest rates reach higher levels.

This dynamic exacerbates the cyclical swings
that occasioned the initial rate hike. As a prac-
tical matter of policy, this interpretation of the
data would argue for less variance in the inter-
est rate in order to smooth GDP growth as
much as possible — a far cry from conventional
wisdom. As an example of such a period of sta-

ble interest rates, the years 1996 through 1999
were offered.

The impact of exchange rates on trade served
as a second example of the importance of un-
conventional analysis in monetary policy. Re-
ceived wisdom indicates that movements in the
exchange rate are inversely related to move-
ments in the trade balance. However, the data
fail to bear much of a relationship except in the
famous case of the British pound devaluation of
1967, for which the “J-curve” fits.

Dr. Miles argued that while shifts in the real
terms of trade impel changes in the trade bal-
ance, shifts in the relative values of numeraires
will not. Instead, they will primarily affect rela-
tive inflation rates. In support of his point, he
presented data on the recent dollar price of ail,
the euro price of oil, and the dollar/euro ex-
change rate. From these data it can be seen that
as the dollar fell in value, the dollar price of oil
rose, but the euro price did not.

As in the previous example, this dynamic has
significant policy implications. Foremost, the
devaluation of the dollar is not likely to allevi-
ate the trade deficit, but it may well stir infla-
tion. In order to improve the efficiency of
trade, the surest course is to stabilize the nu-
meraire because “stable money simplifies
choices.” Finally, the unpegging of the ren-
minbi is no panacea for America’s trade ills.

In conclusion, Dr. Miles presented arguments
and examples in an attempt to foster a greater
appreciation for non-standard economic
thought on monetary policy. The goal was at
once epic and modest: causing the audience to
break free of its Pavlovian responses to reexam-
ine the impact of monetary policy on the econ-
omy.
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