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I
Why US GDP is routinely understated

Gross Domestic Product is understated by 0.75% every year while
inflation is overstated by 0.4%. This is the conclusion of our major
new report, in collaboration with John Calverley of Calverley Economic
Advisors, which argues that a mis-measurement of the digital sector is
distorting our view of the world. Read the full report here

A digital remix

GDP is the revered measure of the size, and success, of national economies. Although it is
commonly thought of as reliable and objective, it is a complex statistic with a history of errors,
controversies and changing methods and definitions. In seeking to ‘remaster’ GDP, we
examine ways of fine-tuning its composition. We pay particular attention to the impact of the
rapid digitalisation of the economy that has been gathering momentum over the past 25
years. Pursuing the music analogy, our focus is on a digital remix of GDP.

On conservative assumptions, we believe:

Official data understates US GDP growth by 0.75% per annum and overstates inflation by
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0.4% due to inadequate measurement of the digital economy and the exclusion of investment
in certain intangibles.

Growth in US nominal GDP, real GDP and inflation since 1980
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We calculate the under-measurement of the digital sector to be about 0.5% of GDP annually,
which arises because of rapid price declines, the plethora of new goods and services and the
extent of free goods. The improvement in quality is significantly under-measured so that
output is understated and inflation overstated.

What happens to real GDP if the price of a digital good falls by
20%?

Assumptions for a 'digital good’
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Source: ING Global Research

Mis-measurement of the digital sector may go back 30 years or more but is likely an
increasing problem as it becomes more pervasive in the economy.
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Correctly accounting for all intangibles by including them as investment would add 0.25% to
GDP annually. Intangibles still left out by US statisticians include investment in brands, some
types of intellectual capital, training, and the value of a firm's organisation and structure.

Tangible and intangible investment as % of total value added
by US private sector, 1977-2014
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The under-measurement of GDP is probably even greater than the 0.75% p.a. we claim,
perhaps 1% annually or even as much as 2% because of the growing importance of services in
general, where the calculation of quality improvements is much harder than for
manufacturers.
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The changing composition of US GDP
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US trend growth has slowed by about 1.1% p.a. since 2004, according to official figures. As
much as half of this may be explained by mis-measurement in the digital sector and
intangibles. However, not all of the slowdown can be explained in this way because some of
the mis-measurement we find occurred prior to 2004.

Why it matters

Official statistics suggest that productivity and trend GDP growth have slowed in the last
decade and we are told that median living standards are little higher than 10 years ago in
many advanced countries or even 20 or 30 years ago in the US. Our report casts doubt on
these assumptions, arguing that the data is overly pessimistic. Contrary to popular belief, we
suggest that living standards are not stagnant but are, in fact, still rising.

The digital era has exposed, more than ever, the limits of GDP as a measure of welfare. And if it
is true that ‘you manage what you measure’, as the old adage suggests, these GDP flaws raise
troubling questions about government policy and economic decisions, which are liable to be
distorted as a result.

Read our report in full here

More like this

Challenging economic convention is something ING's Chief Economist, Mark Cliffe, is known for.
More than a decade after the global financial crisis, macroeconomists have failed to absorb
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three crucial sets of lessons, he says. Their models are still struggling - and mostly failing - to
cope with disruptive change, and with the fact that both balance sheets and inequality matter.
Read his article, "What Economists Still Need to Learn' here.
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for
information purposes without regard to any particular user's investment objectives, financial situation, or means. /ING forms
part of ING Group (being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the
publication is not an investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to
purchase or sell any financial instrument. Reasonable care has been taken to ensure that this publication is not untrue or
misleading when published, but ING does not represent that it is accurate or complete. ING does not accept any liability for
any direct, indirect or consequential loss arising from any use of this publication. Unless otherwise stated, any views, forecasts,
or estimates are solely those of the author(s), as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any
person for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the
Dutch Central Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority
for the Financial Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In
the United Kingdom this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V.,
London Branch is authorised by the Prudential Regulation Authority and is subject to regulation by the Financial Conduct
Authority and limited regulation by the Prudential Regulation Authority. ING Bank N.V., London branch is registered in England
(Registration number BRO00341) at 8-10 Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this
report or effect transactions in any security discussed herein should contact ING Financial Markets LLC, which is a member of
the NYSE, FINRA and SIPC and part of ING, and which has accepted responsibility for the distribution of this report in the United
States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.
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