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“Whilethe GDP and therest of the national income accounts may seemto be arcane concepts, they are truly among
the great inventions of the twentieth century. Much like a satellite in space can survey the weather across an entire
continent, so can the GDP give an overall picture of the state of the economy. It enablesthe President, Congress,
and the Federal Reserve to judge whether the economy is contracting or expanding, whether the economy needs a
boost or should be reined in a bit, and whether a severe recession or inflation threatens.

Without measures of economic aggregates like GDP, policymakers would be adrift in a sea of unorganized data.
The GDP and related data are like beacons that hel p policymakers steer the economy toward the key economic
objectives.”

Paul Samuelson, Nobel Laureate, MIT, and
William Nordhaus, Y ae University,
coauthors of Economics (16" edition)

| want to thank the Committee for this opportunity to appear before you to discuss the Bureau of
Economic Analysis (BEA). Asyou on the Census Committee may know, we are the “other” Satistical
Bureau in the Commerce Department. Though small in size -- with a gtaff that numbers fewer than 450
people -- BEA is one of the Nation’s most important statistical agencies. BEA' s Signature products are
Gross Domestic Product (GDP) and the Nationa Income and Product Accounts, which were originaly
developed in the late 1930s by the Nobel Laureate, Simon Kuznets, and which are regarded as the
maingtay for andyzing the U.S. economy.

In essence, BEA serves as the Nation's economic accountant; that is, we obtain and interpret
large volumes of diverse data from both government and private sources and then organize, combine,
and transform those data into a consstent and comprehensive set of economic accounts for the Nation
asawhole. BEA’snationd, industry, regiona, and international accounts provide afull, detailed picture
of economic activity and include such widdly watched statistics as GDP, corporate profits, State and
loca persond income, and the balance of payments. BEA data are vital ingredients in mgjor decisons
affecting areas such as monetary and fiscd policy, Socid Security projections, and business planning and
investment decisons. Thus, they affect every American who runs a business, saves for retirement, or
takes out a mortgage.



BEA’s Statigtical Programs: All mgor industridized countries produce statistical accounts of

their national economic activity, measured according to accepted internationa conventions, which serve
as afoundation for nationd and internationd business and policy planning. BEA’s economic accounts
are organized into a system that covers the mgjor sectors of the economy:

Nationa accounts provide a quantitetive view of the production, distribution, and use of the
Nation’s output, and they feature one of the most widdy known economic measures, GDP.
BEA'’s nationa accounts aso include estimates of persona income and the Nation's stock of
tangible wedth.

S BEA’s GDP edimates are criticaly important in the setting of monetary policy and the
projecting of Federa budgets and Socid Security trust fund balances. They have a
magor impact on securities and foreign exchange markets, and the private sector uses
them for tracking financid developments, domestic and internationa business planning,
and sudies of economic growth and inflation.

Industry accounts include gross product by industry, which measures the contribution of private
industry and government to the GDP, and the input-output tables, which show the linkages
between industries.

S BEA'’ sindustry accounts provide policy makers, business planners, and State and loca
officias with critical information to assess such issues asthe impact of taxesin a
particular industry on other indugtries or the indirect impact of growth in one industry on
other indudtries. The estimates dso provide critica information on the sources of
economic and productivity growth in the “new economy.”

Regiond accounts provide estimates and analyses of persona income, population, and
employment for regions, States, metropolitan areas, and counties. BEA aso produces estimates
of gross state product.

S BEA'’ sregiond accounts data are used to dlocate more than $128 hillion in Federa
fundsto State and local governments for programs such as Medicaid and other Federa
transfer and grant programs; are used by 17 States to set either expenditure or revenue
caps, and are used by most States to help project taxes and expenditures.

Internationa accounts include the internationa transactions (baance of payments) accounts, the
monthly estimates of internationd trade in services, and the estimates of U.S. investment abroad
and foreign investment in the United States.




S BEA’sinternationa estimates are key ingredientsin internationa trade, investment,
exchange rate, financid market, and monetary policies, aswell as internationd
macroeconomic policy coordination. Because the estimates have such asgnificant
impact on exchange and financid markets, they are key inputs into the globd risk and
operations planning of multinationa corporations.

Accuracy of BEA’s Estimates: Although BEA' s estimates of GDP and related measures are
probably among the most accurate and timely such estimatesin the world, they are not without error. In
order to provide timely GDP estimates that present an accurate general picture of economic activity
within one month of the end of aquarter, BEA must use partid data and estimate missng source data.
As more complete and more accurate source data become available in the following months, BEA
revises the estimates. In generd, onefinds that BEA’s early estimates do ardatively good job of
providing agenerd picture of economic activity. The estimates generdly can tdl you:

C If the U.S. economy is expanding or contracting.

C If growth is accelerating or decderating.

C If growth ishigh, average, or low relative to trend.
C What components of the U.S. economy are the main sources of growth.
C The timing of, and components contributing to, recessons and economic expangons.

C What the generd trend and patterns of growth are for key andytic variables, such asinvestment
and saving rates, government expenditures as a share of GDP, export and import shares, redl
GDP per capita, and productivity.

Where the GDP estimates have been subject to greater uncertainty isin the measurement of
longer-term growth rates for real GDP.  Small differencesin real GDP growth can have mgor
implications for Federd budget projections, monetary policy, and business planning. Unfortunately, in
recent years there has been a persistent difference between BEA’ s estimate of growth as measured by
production (GDP) and growth as measured by the incomes earned in production, Gross Domestic
Income.  In concept the two measures should be equa, but in recent years the income measure has
been growing about 0.4 percentage points faster annualy than the product measure. (Over the last three
years, growth, as measured by income, has grown at a 4.9 percent annua rate, while growth, as
measured by product, has grown at a4.5 percent annud rate).



While there has dways been uncertainty about trend growth in red GDP, the difference
between the two measures is not only larger than in the past, but the impact of such a discrepancy seems
to have alarger pocket book effect. Thislarger pocket book effect is due to the increasing importance
of BEA’s estimates for long-term budget and Socia Security projections and the increasing reliance on
BEA datafor the dlocation of Federd fundsto state and local governments.

In addition, the discrepancy has alarger affect on the economy because of the increasing
sophigtication of financia marketsin this information age and the large impact BEA’ s data have on
financid and foreign exchange markets, the fact that dmost haf of U.S. households hold stock in one
form or another; the increasing use of indexing for loans; and the increasing globdization of the U.S,
economy and the impact of changes in exchange rates on everyone from Midwestern farmers to foreign
students registering at U.S. colleges.

Rather than review BEA’s datistical programsin detail, | will provide three examples of the
datistical chalengesthat confront usin trying to messure the economy, the reasons why getting an
accurate measure in each areais important, areview of the progress that we' ve made in improving the
estimates, and the chalenges that remain.

Measuring Growth in the Economy, Inflation, and Productivity’: Impact on Monetary
and Fiscal Policy and on Business Planning -- One of the most difficult issues confronting public and
private decison makers is uncertainty over the exact rates of inflation and economic growth in the U.S.
economy over thelast 5 years and their likely rates of change over the next 5to 10 years. Despiteits
best efforts to take into account the changes in the structure of today’ s economy, BEA has not been able
to keep pace with these changes, and errors have increasingly been creeping into BEA's measures of
trend growth in reel GDP, incomes, inflation and productivity. Upward revisonsin estimated tax
receipts, or the “tax surprises,” seen in recent have been, in part, the result of upward revisonsin BEA’s
satigtics.

The recent and longer term trendsin red GDP growth and in inflation are among the most
important determinants of fiscal and monetary policy; and relatively smal errors in those estimates can
swamp differences in proposed policy dternatives. BEA's estimates are important to policies with a
lasting impact on the economy because most long-term projections assume that future growth will
resemble the recent trends published by BEA. Asthe New York Times reported
in an article entitled “ Greengpan Cdls for Better Data Collection,” the Federd Reserve Board Chairman,
In recent speech before National Association for Business Economics, noted that, “The biggest payoffs
in efforts to improve economic forecasts are likely to come from raising the quality of the data the data

! BEA’sred, or inflation adjusted, GDP estimates are the basis for the numerator in BLS's
estimates of labor productivity, so errors and biasesin real GDP have adirect impact on productivity
measurement.



collected.”?

Understatement of the trend rate of growth in real GDP associated with a given rate of inflation
may lead monetary policy officias to underdate the rate of red GDP growth that can be sustained
without sparking higher inflation.® Business planners are also affected as they try to determine whether
the performance of the economy over the last 5 years (relative to the past and to other countries) is red
and permanent (the so called New Economy). The business press, exemplified by the Economist, have
questioned whether the combination of low inflation and strong growth seen in the United States over the
last 5 yearsisred or isa“datigica mirage” Maost economids, however, seemsto hold that the
improved performanceislargely red.

BEA hasworked hard in recent years to keep up to date with the rapidly changing U.S.
economy. Using resources made available at BEA by diminating programs such as the leading
indicators, regiond projections, and detailed sate-level foreign direct investment data, and utilizing
improved data devel oped by BEA and its source data agencies— BL S, Census, the Federa Reserve
Board, and Treasury — BEA has been able to develop:

C New measures of real GDP and prices that use up-to-date weights that reflect current
purchasing patterns and prices. These new indexes address the biases in price and output
indexes associated with the old fixed-welghted indexes and they significantly improve the
accuracy of estimates of rea GDP growth, inflation, and productivity.

C Quality-adjusted price indexes for semiconductors, cell phones, and sdlected other types of
telecommuni cations equipment that minimize biases in prices and real GDP of the type identified
in the Boskin Commission Report to the Senate Finance Committee.

C New price and output indexes that better measure rapidly growing and changing components of
the economy such as banking services, cable TV, sport utility vehicles, casno gambling, and the
Internet.

2 “Greengpan Cdls for Better Data Collection,” The New York Times, Wednesday March 28,
2001, p. C2. Thefull text of Chairman’s Greengpan's speech is available on the Federd Reserve
Board' s Web site (www.federareserve.gov/st.htm) In his speech, the Chairman provided an
interesting overview of the challenges that BEA faces in measuring GDP in today’ s increasingly complex
€conomy.

3 Revisonsto rea GDP, such asthat BEA introduced for Banking services, both lower the
messured rate of inflation and raise re GDP growth; others such as bringing in more comprehensive
source datain annua and benchmark revisons tend to raise the measured rate of growth, but have little
impact on measured inflation.



C Improved measures of internationd trade in services and internationd financia transactions that
have made the United States amodel for efforts by the U.S. Treasury and the Internationa
Monetary Fund to promote greater accuracy, consistency, and transparency in balance of
payments accounts around the world.

C Updated, expanded, and more timely industry account estimates that have been the basisfor a
wide range of studies on the impact and importance of innovation in today’ s economy.

These accomplishments notwithstanding, scarce resources at BEA and gapsin the source data
used in compiling the accounts have prevented the U.S. National Accounts from keeping up with
changes in the economy. Asaresult, the following measurement problems contribute to the uncertainty
about trend growth in GDP and prices.

C For over 20 percent of rell GDP —mainly in services— there are no price indexes to produce
inflation-adjusted estimates. BEA must estimate red GDP using measures of physicd inputs and
outputs or cost-based deflators, resulting in an understatement of real GDP and productivity
growth and an overestimate of inflation for these components.

C For over 20 percent of nomind GDP — aso in services— BEA has to estimate these components
using a broad range of private and public source data that differ significantly in coverage,
concept, level of detall, classfication, and timing.

C There are no consstent and timely data on wage and sdary income for supervisors and for many
professona and other employees who account for over 40% of compensation in the United
States. The existing source data used in BEA's quarterly estimates focus on the old industrid
economy and cover only the wages and sdaries of production and nonsupervisory workers.

S BEA must estimate the wages and sdaries of the missing workers and attempt to
measure the impact of stock options, in-kind benefits, and other new forms of
compensation using a patchwork of partial data.

C BEA lacks qudity-adjusted price indexes for a number of key products in telecommunications
and other IT areas. A number of studies have pointed out that the absence of qudity-adjusted
price indexes for these products may sgnificantly understate redl GDP and productivity growth
and overdate inflation.

Addressing these problems will require a combination of new conceptua work, the devel opment



of new datistical methodologies, and expanded data collections. BEA and its source data agencies,
including BLS, Census, and the Federa Reserve Board, have asuccessful track record in these areas
and have plans for moving forward in them. What is now required are the additiond resources to move
thiswork forward. (Attachment 1 outlines BEA plansin these and some of the other areas outlined
below).

Measuring International Trade and Finance: Impact on Trade, Financial, and Monetary
Policy: One set of problemsin measuring GDP, not mentioned above, overlgps with BEA' s balance of
payments and internationd trade statistics. Increasing problems in measuring internationa trade in goods
and services and internationd financid flows not only cause problems for internationd trade, exchange
rate, security market, monetary, and internationd policies— and internationa business planning — but
a0 affect domestic policies and business planning through their impact on GDP.  These problems and
concerns were highlighted in the recent report of the U.S. Trade Deficit Review Commission, which
noted*:

“Accurate data are the basis for understanding the complex role that international trade playsinthe U.S.
economy. Reductionsin government import barriers and technological advancesin communications,
computing, and transportation have enabled world trade in goods and services to increase in both volume
and significance. However, thisincrease greatly complicates how the statistics are gathered and makes
assuring their accuracy more difficult. The growing importance of trade in our economy and the needs of
government and businesses for information to be able to make good decisions make it essential that data
on international trade in goods and services be relevant, accurate, and timely.

The federal statistical system, however, does not provide adequate or timely data on international trade
and finance. The systemis not gathering all the information needed to understand the evolving economy,
nor can the systemensure that all of the data are accurate. Testimony before the Commission and other
studies point out major weaknesses in the types of statistics gathered and the accuracy of the information.
For example, the Commission heard testimony that the undercount in U.S. exports could overstatethe U.S.
trade deficit by as much as one-third. Similarly, there are a number of factorsthat lead to the
undercounting of imports.”

Over the last decade, BEA has worked hard to address these problems and improve its
internationa data by:

C Initiating data exchanges with foreign centra banks and statistical agencies so as to reduce
respondent burden and improve satistica qudity.

C Expanding the scope and level of detail for the annua and quarterly estimates of internationa
trade by developing estimates for over 50 types of services.

4 The U.S. Trade Deficit: Causes, Consequences, and Recommendations for Action, the U.S.
Trade Deficit Review Commission, November 14, 2000, Washington D.C.

7



C Developing monthly estimates of internationa trade in services that provide a more complete
picture of international trade than that provided by the old merchandise trade series done.

C Working with the Treasury Department and the Federd Reserve Board to improve the statistics
on both internationda portfolio investments and foreign direct investments.

Despite these efforts, changes in international markets have outpaced upgrades to the statistics.
Some of the difficult problems that BEA faces in measuring internationd trade and finance are:

C The vauation of computer software.

C The rise in low-vaue exports shipped by express couriers and plants located near the Mexican
border that are exempt from reporting requirements.

C Theincrease in the 9ze and volatility of internationd trade in services.
C Intra-firm trade and transfer pricing.
C The large increase in the volume and complexity of internationd financid transactions.

C Difficultiesin valuing and capturing derivatives and other new financid ingruments. (The absence
of comprehengve and consstent data on U.S. internationa assets and liabilitiesin derivativesis
particularly disturbing in the light of the near collapse and subsequent rescue of amgor U.S.
hedge fund in 1998.)

The need to address these and other measurement problems has accel erated as the United
States has taken on aworld leadership role in promoting greater accuracy, consistency, and
transparency in baance of payments statistics by serving asamodd for |less developed economiesto
follow, in hopes of helping to prevent future globd financia disruptions, such as those associated with the
Mexican, Russian, and Asian financid crises. BEA has worked closdly with the Treasury Department,
the Federal Reserve Board, and the International Monetary Fund, to bring the United Statesinto
compliance with the IMF s Data Dissemination Standards, which encourage greater accuracy,
congstency, and trangparency in the preparation and release of economic satistics by al countries.
While BEA's efforts have helped the United States to become one of the first countriesin full
compliance with the IMF sinitid set of Standards, substantia additiona work and resources will be
required to address derivatives and other data outlined in the IMF s forthcoming expansion of the
Standards.



The Need for a Comprehensive View of Economic Activity: Impact on Per ceptions of
the Adequacy of U.S. Savings and the Financial Wealth of Households — One of the most talked
about aspects of the economy in recent years has been the precipitous decline in the persond saving
rate, which has fallen from over 10 percent in 1984 to near zero today, alevel not seen snce the
Depression. This decline has prompted concerns about the adequacy of U.S. saving for capita
formation, the increasing dependence on borrowing from foreigners, the hedth of consumer finances, the
ability of consumersto afford retirement or to handle unexpected needs, and the ability of U.S,
households to maintain the rate of spending growth that has fueled this economic expansion.

In order to better explain the changes in the personal saving rate, BEA and the Federal Reserve
Board are currently engaged in ajoint project to provide an integrated picture of the “red” and
“financid” aspects of persond saving. BEA aso hopes to work with the Federd Reserve Board on a
longer term project that integrates the rel GDP and National 1ncome estimates produced by BEA and
the Balance Sheet and Flow of Fund estimates produced by the Federa Reserve Board and provides a
comprehensive and integrated picture of al sectors of the U.S. economy.

Conclusion: In summary, while BEA is doing agood job of measuring today’ s economy,
sgnificant chalengesremain. In discussng the problems that new technologies and changesin the
structure of output pose for the measurement of GDP, Chairman Greenspan recently noted:

“Certainly, statistical systemsin the United States, both public and private, are world class and, indeed, in
many respects set the world standard. But given the rapidly changing economic structure, one could readily argue
that mor e statistical resources need to be applied to understanding the complexities of the newer technol ogies that

confront analysts.”

In the current fisca year, BEA received itsfird red increase in funding in nearly eight years. The
President’ s budget blueprint for FY 2002 proposes a $9 million, or 18% increase, in BEA’ s budget to
extend the work begunin FY 2001 in order to “improve key measures used by government and
business policy makers” Thaose funds would enable BEA to begin to:

1) Fill the gapsin BEA’s estimates outlined above, by developing: @ new price and output indexes
for services and high-tech products; b) new measures of compensation that better measure stock
options and rapidly growing forms of compensation, ¢) updated measures of international trade
and finance, and d) integrated measures of changes in the real and financiad economy.

2) Upgrade BEA'sIT infrastructure so as to raise the efficiency and accuracy of BEA's etimates,
upgrade BEA' s ability to disseminate its datato its customers, and to introduce ectronic
reporting to reduce the respondent burden on companies reporting on BEA's surveys.



