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DO YOU REMEMBER?

If you have read the Wall Street Journal from February 26th to March 2nd, you should be able to answer the following questions based upon important articles relating to economics. The reference at the end of the answer tells you the date and page number where you can find the article upon which the question is based. 
1. Why would the rise and fall of Nasdaq be a barometer of economic activity? Click for answer.
2. Steelmakers have announced both price and production changes.  Characterize those changes.  Click for answer.
3. Is the Congressional Budget Office (CBO) Democratic, Republican, or nonpartisan? Click for answer.
4. Average mortgage rates fell in January. What happened to existing home sales compared to December 2000?  Click for answer.
5. At what stage is the U.S. government’s antitrust suit against Microsoft?   Click for answer.
6. What three areas are President Bush’s budget priorities for increased spending?  Click for answer. 
7. What happened to the Conference Board’s index of consumer sentiment in February?   Click for answer.
8. Why is it a potential problem that a significant number of graduate students enrolled in U.S. universities are from foreign countries? Click for answer.
9. Is the Fed more likely to raise or lower interest rates at it next regularly schedule FOMC meeting on March 20th?  Click for answer.
10. Why are pharmaceutical companies suing South Africa? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. There are a number of reasons.  First, stock prices affect consumer wealth and consumption.  Second, the Nasdaq reflects pessimism about sales for technology firms. Third falling stock prices increase the cost of capital for affected companies.   (See “Nasdaq’s New Role: Economic Barometer” February 26, page A1.)
2. U.S. steelmakers have announced price increases and expanding production.  (See “Steelmakers Try to Push Through Steep Price Increases,” February 26, page A2)
3. Nonpartisan. (See “President Owes a Lot to Two Economists You Never Heard Of” February 27, page A1.)
4. Existing home sales fell 6.6 percent in January.  For the full report, go to http://www.nar.realtor.com (See “Existing Home Sales Continued to Slow in January Despite Mortgage Rate Drop” February 27, A2) 
5. A U.S. court of appeals has begun hearing arguments regarding Microsoft’s appeal of Judge Thomas Penfield Jackson’s April 3rd finding that Microsoft engaged in predatory conduct and ordered a breakup of Microsoft. (See “Appellate Court Questions Microsoft Case” February 27, page A3 and “Appellate Panel Blasts Microsoft Judge,” February 28, page A3)
6. Education, military, and health research. (See “Budget Promises Surprising Austerity in the Era of Surplus” February 28, page A1.)
7. It fell to 106.8 from 115.7 in January.  For the full report, go to http://www.conference-board.org.  (See “Divergence in Consumer Outlook Widens” February 28, page A2.)

8. If the foreigners choose to return to their home countries, they will take their knowledge with them, leaving fewer qualified scientists in the United States. (See “Hidden Costs of  Brain Gain” March 1, page A1.)
9. More likely to lower rates. (See “Greenspan Finds Economy Isn’t Impaired” March 1, page A2.)
10. They seek to overturn a law that allows South African to import cheap generic versions of patented drugs.  (See “AIDS Epidemic Traps Drug Firms in a Vise: Treatment vs. Profits” March 2, page A1.)
Return to Questions 
Bush's Debt to CBO Shows Impact
Of Forecasts From Obscure Agency

By BOB DAVIS 
Staff Reporter of THE WALL STREET JOURNAL
WASHINGTON -- George W. Bush announces his first budget Wednesday. But its cornerstone was laid months ago by two obscure economists at an obscure government agency.

In three economic forecasts since January 2000, Robert Dennis and his deputy, John Peterson, of the Congressional Budget Office came up with numbers that played a crucial role in bolstering Mr. Bush's proposal of a $1.6 trillion tax cut. Two of those forecasts offered important ammunition at key points in the presidential campaign. The third estimate, coming shortly after the election, seemed almost to furnish an imprimatur for the new president's costliest proposal.

The powerful impact of Messrs. Dennis and Peterson underscores one of the realities in the new age of surplus in Washington: Forecasts rule, especially those behind the doors of the CBO. Every 0.1 percentage-point increase in the budget office's projected growth rate adds about $250 billion in government revenue that the president and Congress might reasonably count on to fund tax cuts, prescription drugs for the elderly or other programs.

1. What is the relationship between the economy’s growth rate and government revenue according to the CBO?  What accounts for this relationship?
Behind their postelection prognosis were other revelations: The CBO team's forecast for higher growth reflected ever-greater confidence in the New Economy. At a time when many economic indicators were pointing downward, corporate earnings were pallid, Nasdaq was tanking and talk of recession was everywhere, here were federal numbers men brushing all that aside with a rosy, technology-driven outlook for years down the road. The forecast seemed so optimistic that it was toned down after objections that it would seem politically motivated.

The day after the presidential election, as Bush aides rushed to Florida on Nov. 8 to oversee the recount there, Messrs. Dennis and Peterson presented a panel of outsiders with plans to revise the CBO's annual-growth forecast for the next 10 years. Citing a continued rise in computer investment and related factors, the two men -- neither of them Republicans -- proposed a huge upward revision, to 3.3% from 2.7%. That would add about $1.5 trillion to the agency's estimated budget surpluses -- nearly enough to pay for Mr. Bush's proposed tax cut.

2. What accounts for the CBO’s upward revision in the economy’s growth rate over the next 10 years? 
Some of the outside economists endorsed the revision. But Robert Reischauer, a Democrat and a former CBO director, said the new forecast would be seen as a "Christmas gift" to the new administration. It would nearly ensure the passage of the tax cut and compromise the budget office's credibility, he warned.

Others objected that Mr. Reischauer, a prominent opponent of tax cuts, was improperly interjecting politics into a technical discussion among economists. "Everyone objected; they were horrified," he later recalled. Nevertheless, the new figure eventually was trimmed substantially to 3.0%, although for other than political reasons, Messrs. Dennis and Peterson insist.

Over the years the CBO's estimates have become the federal government's most respected economic forecaster, with a reputation for staying nonpartisan. The 225-person agency was created in 1974 to wrest some control over the budget process from the White House, which then was solely responsible for government forecasting.

Twice every year, CBO economists make projections about how fast the economy will grow over the next decade, where interest rates are heading and how employment will fare. Those numbers are used to predict how much money the federal government will collect in taxes and spend in outlays. The result is a forecast of budget surpluses or deficits.

CBO directors are picked by the Congressional leadership, but they have often clashed with their party. Mr. Reischauer's 1994 assessments that the Clinton health-care plan was unwieldy in design and more costly than the president acknowledged helped torpedo the proposal. Later, under Republican June O'Neill, the CBO turned out unflattering economic analyses of GOP plans for tax cuts and Medicare, which undermined Newt Gingrich's agenda.

3. Why was the CBO created?  How much power does the CBO wield in the budget process?
As with many forecasts, the CBO's projections are sometimes wrong, even embarrassingly so. In early 1997, as the Clinton White House wrangled with a Republican Congress over deficit reduction, the CBO estimated that the federal government would run a deficit of $147 billion in fiscal 2000. Instead, the government banked a surplus of $236 billion -- a $383 billion CBO miscalculation.

And that was just a three-year forecast. Today's budget debate deals with even less reliable 10-year forecasts. "Do we know what the country will look like in 2010?" says the CBO's deputy director, Barry Anderson. "Hell, no. We don't even know if the glaciers will roll back over the continent by then."

Messrs. Dennis and Peterson have kept up CBO traditions. They turned down Joseph Stiglitz, the Clinton White House's chief economist, when he lobbied for a sunnier forecast. The Clinton numbers turned out to be more accurate, acknowledges Mr. Peterson, who now says, "We won the argument, but they won the larger point." White House budget officials got so tired of hearing the CBO praised for its objectivity that they mocked it as "Widely Respected, Objective, Nonpartisan and Gimmick-free" -- or "WRONG."

'Beyond Reproach'
A lanky 52-year-old, Mr. Dennis was born in London and studied at Oxford. He joined the CBO in 1979 on a summer internship and never left. Now he is a U.S. citizen and a registered Democrat. Mr. Peterson, square-jawed and introspective, is 54 and a registered independent. He got a doctorate in economics at American University here in Washington and 16 years ago joined the budget office, after becoming disillusioned with the way that private consulting firms were making inaccurate forecasts they couldn't defend. His nighttime reading includes a book examining why demographers wrongly estimate global population trends.

Those who know them say the two men would never let political considerations affect their work. "Those guys are beyond reproach," Mr. Reischauer says. But they get a kick out of seeing that "people pay attention to what we do," Mr. Dennis says.

From the start of the 2000 election campaign, their work has had an enormous impact on politics. When Mr. Bush unveiled his tax-cut proposal at the Des Moines, Iowa, Chamber of Commerce on Dec. 1, 1999, he railed against experts who "talked about the limits of growth." His plan assumed the economy would grow at 2.7% a year over the next decade; at the time, the CBO was assuming only 2.3% growth. In budget terms, that meant Bush economists were counting on about $1 trillion more in federal surpluses over 10 years to pay for their tax cut than the CBO was then forecasting would become available.

The Bush plan was based on "a rosy scenario," charged his Republican primary rival, Sen. John McCain, recalling the optimistic Reagan White House forecasts of two decades earlier that never materialized, as the federal government produced record budget deficits.

But one month later, the Dennis-Peterson team raised its forecast to the same levels Mr. Bush was using. Why the change? The two economists had finally bought into the New Economy.

Information Technology
Since 1994, they had been looking for signs that information technology was fundamentally changing the way the economy worked. They found three: surging investment in computers and telecommunications equipment; rising worker productivity, largely attributable to computers; and the failure of the Asian financial crisis to torpedo the U.S. economy, as many forecasters expected.

The two CBO economists were especially influenced by the work of Daniel Sichel, a Federal Reserve Board economist, and Kevin Stiroh, a New York Federal Reserve Bank economist. The two dissected statistics to show productivity rising across the economy, and they argued that information technology was responsible for more than half the gain. Messrs. Sichel and Stiroh were having a running intellectual battle with Northwestern University economist Robert Gordon, who argued that productivity gains were limited mainly to the computer industry. "In hotel rooms, I am reassured that beds are being made by humans, not robots," Mr. Gordon quips, to make the point that the computer age hasn't revolutionized every part of the economy.

The Sichel and Stiroh analyses rang true to the CBO economists, who used them to quantify how much the computer revolution was increasing long-term economic growth. "They were the ones doing the digging," Mr. Dennis says. "What they found caused us to become more optimistic."

Mr. Peterson also focused on inflation -- or rather the lack of it despite a burgeoning economy. That indicated to him that the forces underlying the economic expansion were long-lasting, and wouldn't fade with the next downturn.

While the data looked good, so did something more intangible. Innovation seemed to be rising. Manufacturers were using new technology to manage their inventory better, reducing the chances that they would be stuck with excess goods during a recession, Mr. Dennis says. He also was impressed that businesses as diverse as oil companies and grocery-store chains were starting to exploit the Internet.

4. What factors led the CBO to revise its growth estimates? 
After the primaries, Vice President Al Gore continued to attack Mr. Bush's proposed tax cut as a budget-busting, "risky" scheme. But in July 2000, just a few weeks before the presidential conventions, Messrs. Dennis and Peterson, in effect, came to Mr. Bush's aid again. This time, they and other CBO economists altered the estimates of how much tax revenue economic growth would produce.

The CBO had been regularly underestimating the government's tax haul from an expanding economy. Part of the reason, Mr. Peterson says, is that he understated corporate-profit growth. Other CBO analysts had underestimated capital-gains receipts from a booming stock market and individual tax payments from workers whose rising income pushed them into higher tax brackets. Revising those estimates, in large part, produced a further $1.4 trillion in budget surpluses on top of the $1 trillion gain from raising the forecast for economic growth in January.

The new estimate was a blow to Mr. Gore's campaign, which had been arguing that the tax cut would push the federal government back into deficits. "We had to take a different tack and use more complex arguments" against the Bush tax plans, says former Fed Vice Chairman Alan Blinder, who advised the Gore campaign.

But even as the Gore advisers tried to cope with the new surplus estimates, some economists advising the CBO were saying that economic-growth estimates should have been raised as well -- adding even more to the budget bounty. Dan Crippen, the CBO's director and a former official in the Reagan administration, said that a further increase could have been justified at the time. But he didn't push for one. Why? The CBO rarely changes economic forecasts in the middle of the year, he said: "It would have opened us to charges of meddling in the presidential election."

A Historic Forecast
By October, however, Messrs. Peterson and Dennis were preparing just such an increase. The two argued that the CBO's forecast of economic growth should jump to 3.3% from 2.7% -- the largest one-year rise in the agency's history. They justified the increase purely on economic grounds.

After reworking his analysis of business investment, Mr. Peterson found he had underestimated both the level of overall investment and the amounts put toward buying information technology. Meanwhile the price of such equipment continued to decline, which meant that businesses had been able to buy more computing and telecommunications power than he had figured.

Even warnings by some economists that a recession might be in the offing didn't persuade the CBO duo to temper their estimates. Though they realized it would seem odd to raise budget-surplus estimates when the economy was weakening, they figured that any downturn would be short-lived and would be matched by above-average growth later in the decade. They also knew that Federal Reserve Chairman Alan Greenspan had begun reducing interest rates in a bid to head off a sharp decline. And they chose a growth rate that was below the speed at which they calculated the economy could potentially expand over the decade, giving themselves some wiggle room in case of a recession.

There were other encouraging signs. Estimates of productivity growth also were still strong, suggesting that the economy was fundamentally sound and could weather a temporary, recessionary squall. And some private forecasters were also pushing up their projections, giving the CBO economists confidence that they were on the right track. The Blue Chip Economic Indicators, a survey of 50 business forecasters, was projecting the same 3.3% growth rate that Messrs. Dennis and Peterson had calculated.

That's no coincidence. The CBO uses a software program created by Mr. Dennis and nicknamed "the black box" to combine hundreds of its judgments about economic trends and produce a rough forecast of the nation's economic outlook. But then it compares its results with a broad range of projections made by private forecasters, and modifies its initial forecast. Almost every time, the CBO's projections come out in the middle.

'Lots of Growth'
"It wasn't hard to conclude there would be lots of growth," Mr. Dennis says.

The next step was to present their work to the CBO's 22-member panel of economic advisers, which includes some of the nation's leading experts on economic growth and taxation. The panel dissects the reasoning the CBO uses to arrive at its estimate and debates economic trends, exposing CBO analysts to the latest academic work. The CBO decided not to call a panel meeting until the day after the election, figuring that some of the economists would be busy electioneering until then.

At the meeting, Mr. Dennis outlined the broad economic outlook. Mr. Peterson explained the details of the CBO's forecast. The advisers generally concurred. Then Mr. Reischauer launched his broadside. Even Mr. Dennis was shocked by the argument. "It wouldn't be good for the institution to say that it changes the forecast to have some influence on some political event," he says.

The meeting broke up without a decision, but the budget officials decided to trim the increase in their growth forecast by half, to 3.0%. That was substantially below the Blue Chip forecast. "Forecasters like to travel in packs," says Mr. Anderson, the CBO deputy director. "We like to travel at the back of the pack."

Mr. Dennis says he made the changes because he realized he and his deputy had overestimated the effects of the change in investment numbers. Their boss, Mr. Crippen, says he polled economists who had missed the meeting and they too argued that the initial estimate was too large.

A Sensitive Point
None of the three says Mr. Reischauer's comments changed their views. But he is widely respected at the CBO for his political independence and judgment. And his criticism hit the agency at its most sensitive point: its reputation for nonpartisanship. Mr. Crippen acknowledges that the CBO must be mindful of political perception. "There is already suspicion of this agency," he says. "The first thing anyone does is question your motives. That makes it harder to go strictly with the data."

5. How can the desire to be non-political make the CBO’s actions political?  Provide support for your argument. 
In late January, the CBO released its latest projection. Economic growth of 3.0% added $800 billion to the projected surplus, which was good news for Mr. Bush, who sent his tax plan to Congress a week later. "CBO forecasts have had a very big impact on the public debate," says John Cogan, who helped craft Mr. Bush's economic platform.

Democrats grew more defensive. The CBO numbers no longer paint Mr. Bush as profligate, so tax-cut critics emphasize the uncertainty in any forecast. "It's like you're throwing darts when you're dealing with three years," says Sen. Kent Conrad, a North Dakota Democrat. "You can't make commitments based on 10-year forecasts; it lacks wisdom."

For their part, Messrs. Dennis and Peterson will start work in two months on their July forecast, which will probably be released before lawmakers vote on the Bush plan. White House economist Lawrence Lindsey says there is plenty of room for another upward revision. Don't count on it, Mr. Peterson warns; the economy is hard to read. "It's depressing," he says. "But sometimes you get your sense of accomplishment by talking about what you can't do."

ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 24 and 28 in Colander’s Economics and chapters 8 and 12 in Colander’s Macroeconomics.

Refer to chapters 20 and 25 in Frank and Bernanke’s Economics and chapters 8 and 13 Macroeconomics.

1. Every 0.1 percentage-point increase in the budget office's projected growth rate adds about $250 billion in government revenue.  Tax revenue is based on two things: the tax rate and the level of income.  Growth increases tax revenue because growth means that income is higher. Return to article.
2. A continued rise in computer investment and related factors are the reasons why the CBO increased the economy’s projected growth rate.  Investment in computers adds to the nation’s productive capital, and therefore increases the amount of goods and services the economy can produce without leading to rising inflation. Return to article.

3. The CBO was created as an organization that could provide nonpartisan forecasts for budgetary decisions by Congress. It is meant to balance the White House’s Office of Management and Budget (a partisan organization). It wields considerable power because its forecasts determine how much government has to spend.  Since the early 1990s when PAYGO was instituted, its projections determined the impact of new spending proposals on the budget, and therefore, the needed offsets for the proposal to meet PAYGO requirements. Return to the article.
4. Rising productivity (due to increasing investment in technology, innovation, and use of the Internet) and lack of inflation are two factors that led the CBO to raise its growth projections.  Rising productivity increases the amount an economy can sustainably produce without rising inflation. The lack of inflation was proof that the economy could produce more. Return to article.
5. The CBO, because it takes political ramifications into consideration, is acting politically.  The best evidence for this is Mr. Reischauer’s statement that "It wouldn't be good for the institution to say that it changes the forecast to have some influence on some political event.  The article leads us to believe that Mr. Reischauer’s comments led the CBO to revise its forecast down.  Instead of being in the middle of forecaster’s projections, it now lags them. Another example of how it acted politically is its delay in revising its forecast during the election even though technical considerations suggested that it should have done so.  Return to article.
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